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Summary

The development within mobile telecommunications has been very rapid during
the last decade. The next step will be the introduction of so-cdled 3G services
distributed over networks utilizing the UMTS standard. In order to facilitate the
development of this new infragtructure the national governments has dlocated a
certain portion of the frequency spectrum to thistraffic. The Member States of the
EU have digributed licenses that give the highest bidders the right to utilize this
scarce resource. The winners of the licenses have expected to be able to use the
revenues created by the oligopoly-like market Stuation to finance both the
necessary condtruction of heavy infrastructure and the price of the licenses. The
Member States on the other hand want competition between the licensees to
result in pricing structures oriented towards margina cost. They have thus come
into a gtuation where their behavior is governed by two contradictory incentive
sructures. They want licensed operators to extract enough revenue to finance the
building of new networks and the purchase of the expendve licenses but they do
not want them to use their exclusive rights to take advantage of the limited
competition to raise prices or threaten public interests.

Jugt after the auctions were completed in al Member States a new regulatory
framework for telecommunications was adopted. This new framework was based
both on the Community competition rules and the old complex pattern of
telecommunications Directives. The gpplicability rules of the new framework are
taken from the competition rules as defined by the Commission and by the ECJ.
The remedies againgt anti-competitive behavior are taken from the old regulation
of fixed telephony. The resulting regulation has become potentidly very intrusve
againg the network owners. If the regulation isfound to gpply to them they can
be subject to both obligations to provide access to their networks and to various
forms of price control. This potentialy affects the networks owners' profitability
to such adegree that they may hestate to investment in building the networks.

This theds analyzes the difficult weighing of interests that the Member Sates must
make in order to control the competitive Stuation and Hill give incentives to inves.
In order to do this the thesi's sudies what incentives guide the behavior and
Srategies of the telecommunication operators and of the legidators. It further
examines how the Member States through Community legidation are attempting
to achieve their goals and how operators are affected by this.



1. Introduction

1.1 Objectives

Thisthesswill try to sudy what incentive structures govern the behavior of the
legidator and the actors on the market. It will further andyze how these incentive
sructures have induced behavior and legidation that have led to the present
difficult Stuation on the telecommunication market.

Initidly, the following questions will be asked:

- By what meansis the new regulation trying to creste competition in the UMTS
market?

- By what means are the Licensees trying to receive maximum payoff from their
Licenses?

The answer to both of these questions will pinpoint the issue of shared ownership
and shared utilization of networks as pivotd in the new regulatory framework.
Thisleadsto ahost of secondary questions such as. How does the EU regulatory
framework regulate access to networks? Under what circumstances are
discriminatory pricing and exclusonary behavior by the network owners unlawful?
How does the regulator react to amarket characterized by strong
interdependence and integrated ownership and incentive structures?

In summary, the objective of thisthessisto study how the issue of accessto the
UMTS networks will be dedlt with in the new regulatory framework. The study
will throughout the be thes's put into its legd, economic and political context.

1.2 Method

Thisthesiswill use economic theory and methodology to describe the incentive
sructures that govern the behavior of the actors on the telecommunications
markets. The basic principle of this so-called “Law and Economics’ methodology
is an gpplication of economic principlesto lega ingruments, questions and
procedures. This theoretica approach has gained much ground over the last
decade in both the US and the European legd research.



Most |egal-economic theories take advantage of the fact that economics provides
atheoretical approach that can be used to predict the effects of lega sanctions on
behavior. According to economic theory sanctions work in much the same way as
prices. when sanctions increase the sanctioned activity decrease. However, this
thess will attempt to gpproach to the use of economicsin legd andysisina
dightly different way. The methodology in this thesis will instead be based on the
fact that economic theory is aso the most efficient scientific approach when trying
to determine what incentives guide the behavior of the companies on the market.
Economic theory will aso be ussful when establishing what incentive structures
governs the behavior of the regulators and how they should act to pursue their
godsin the mogt efficient way. Finaly, economic theory alows one to study what
incentives are creeted by the legidation in a particular market and to who's needs
they cater.

The amsthat regulators clam to have when enacting new legidation can be
compared to the behavior that economic theory predicts will be the effect of a
particular law. Using economic theory in thisway can hopefully determine
whether legidation will effectively achieve the legidator’ s objectives or not. In
cases such asthis, where legidators are weighing contradictory interests, an
gpplication of economic theory can help determine which of these interests the
laws will cater to.

Much of the Law and Economics research using the price/sanction methodol ogy
has been focused on finding/creating the mogt efficient legd rules. Thus, much
discussion has dedlt with issues surrounding how to define efficiency and what
criteriato use when evauating the consequences of a certain rule. This discusson
often leads to much more problematic philosophica questions mainly considering
whether smple weath maximization criteria can be used or if some more difficult-
to-define criteria such as fairness should be used. Thisthesiswill avoid this
discussion as much as possible and focus on studying the incentive structures of
the actorsin the market.

A large part of thisthess contains amore traditiond legd andyss. The analyss
will describe the outlines of both the old and the new regulatory system for
telecommunications, including some competition law aspects. The study focuses
on the regulation of the issues that the economic analys's pinpoints as potentia
problems: access to the network infrastructure and conditions under which access
isgiven. In these parts of the thesi's tandard legd research method has been used:
official documents and cases of the Commission, the Council, the ECJ and the
nationa legidators and courts have been analyzed. The focus lies upon the
documents that are published before and during the recent consolidation of the
telecommunications regulation. The complexity of the old tedecommunication
framework has made the ligt of Directives studied fairly extensve. To help the
reader when reading this part of the thesis Annex 1 provides a stylized description
of the consolidation procedure.



Since the Directives sudied are newly enacted there is no available doctrine on
the subject and therefore this thesis relies heavily on primary sources. The
documents of the preparatory work, various policy documents and speeches
published by the Commission have been important sources when studying the
regulatory reform. In addition to this, the web sites of various NGOs and articles
in newspapers and magazines have provided materid that isless influenced by
palitics (or, in some cases, influenced by other politica interests). The same
sources have provided material for some of the more descriptive parts of the
thesis.

1.3 Disposition

After the firgt introductory Chapter 2 will entail a description of the
telecommunications business, the actors on the market and the technological data
necessary for the subsequent andysis. The chapter will start with a brief
introduction to the market and relevant technology. After this a description of the
various ways that the exclusive rights to build the UMTS-networks are distributed
to interested companies is made. The distribution of the licensesformsa
background that is essentia for understanding the incentive structures that governs
the behavior of both the regulators and the actors on the market. After this brief
introduction a number of characteristics of the telecommunication indugtry is
listed. These characteristics form the background to the legidative process and
describe some of the regulatory issues that the new legd framework must dedl
with. The last part of the chapter describes the different actors that can be
expected on the UM TS market.

Chapter 3 contains a short description of some basic economic theory that is
necessary to understand the subsequent anadlysis. The chapter first provides an
explanation of some of the economic mechanisms that affects the behavior of
companies in different market situations. It then continues to describe how market
faluresin certain circumstances alow companies to collude and raise prices. The
last part of the chapter describes the different models that are used in order to
explain the pricing and access decision of colluding companies.

Chapter 4 explores the incentives of both the governments and the operatorsin
connection both with the digtribution of the exclusive rights licenses and when
acting on the market. The analysis will describe the incentives created by the
auctions and how thiswill affect the behavior of the licensees given the economic
theories described in the Chapter 3, the specifics of the UMTS market described
in the Chapter 2 and the experiences from the GSM market.

Chapter 5 will describe the background of the regulation governing the
telecommunication business. Firgt, a primer on the European, nationa and
international context of the regulation is given. Then a background of the telecom
regulation up to today is given together with an outline of the new Directives. This
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chapter forms a background for the subsequent studies of specific aspects of
regulation

Chapter 6 gives a description of the Community regulation governing applicability
of the lega remediesfor colluding and dominant companiesis made. Firs the old
sector specific and competition law regulation is described. Thereafter an andysis
of the new regulation and it’s relation to the old system is conducted.

Following this Chapter 7 deals with the remedies that can be enacted upon
dominant and colluding companies. Just as in the previous chapter the old
regulation isfirst discussed and then the new. The legdl analysis focuses on the
regulation of the areas pinpointed by the economic analysis as problematic issues,
pricing and access.

Thefina chapter will analyze how the new regulation is related to, and affected
by, the incentive structures described in the previous chapters. What are the main
intents of the regulators when congtructing the regulation in this particular manner?
Will it help them achieve their objectives? How does it affect the licensees? What
IS next?

1.4 Demarcation

Due to the size of the area to be studied a clear demarcation is necessary. First,
the thesis will not address issues of nationd legidation. The nationd legidation on
how to ded with telecommunication issues is important for the individua operator
but for this andyds nationd legidation is only a source from which examples can
be gathered. The Swedish legidation on mandatory access to the GSM networks
will for example be used as a source from which empirica evidence on the effects
of such legidation can be gathered. Further, the thesswill not examine the
specifics of the NRASs licenses and authorization conditions. Also, these
provisions affect the specific operator greetly but are not within the scope of this
andyds.

Theinternationa telecommunications regulations of the WTO will aso be l€ft
outside the scope of thisthess. These rules do put some limitations on what can
be enacted in the Directives of the European Council. However, this does not
affect the specific aspects of the tedlecommunication regulation that will be
discussed in thisthesis.

Thus, the thesis will be limited to the European leve of regulation and in particular
the new Sector Specific regulation of the telecommunications industry. The new
Directives on Electronic Communication cover an enormous amount of arees,
such as Data and privacy protection, licensng of operators, Universal services
and so on. However, this analysis will be limited to the part of the regulation
concerned with how to stop anti-competitive practices by the UMTS license
holders. This mainly entails rules concerning how the license holder must or can
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ded with access and pricing issues in Stuations where competitors want to lease
cgpacity in their networks. This smal but vital part of the new Directivesisthus
the scope of thisthess.

Aswill be explained below the new Directives use some concepts from the
Community Competition law. These concepts are explained to the extent thet it is
necessary. Competition law will thus only be addressed in so far asit isinteresting
in regards to the new Directives. For example Art 81 ishighly interegting in this
case, but operators violating that Article will not risk being subject to the remedies
of the sector specific regulation. Article 81 issues, such as JV regulation, are
therefore outsde the scope of the thesis. In the future there may be interesting
clinches between on one side Article 81 decisons of the Commission and on the
other the sector specific regulation and related Article 82 issues.

With regards to Economic theory, the scope and length of this study makesiit
necessary to limit it to be quite rudimentary. However, basic Economics may offer
sgnificant explanatory vaue.

2. Background

2.1 An expanding market

The main features of the tdecommunications indudry are its dynamism and rgpid
expanson. In particular the use of mobile communicationsis predicted to continue
to increase rapidly. Over the next few years 3G mobile services will be deployed,
offering communication a speeds that will enable users to access the internet and
corporate intranets fast enough (2 MB/s) to dlow use of amultitude of interactive
high bandwidth gpplications. The high speed UMTS network infragtructureis
predicted to be the driving force in the accelerated penetration of mobile Internet
for business and residentid use. Also mobile voice telephony is predicted to
increase and around 2005 the number of mobile subscribers will surpass the
number of fixed subscriptions. The use of interactive services will increase and the
Internet penetration will in 2007 bypass the traditiona telephone. These
developments have led companies, investors and governments to expect high
demand for mobile Internet services. This large future market attracts many
companies offering both infrastructure and services.

! Ungerer, Herbert, The Regulatory Challenges in the emerging Competition in the EU,
Speech in Budapest, 5™ of July 1999, 1V/C1/HU/rdu.
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2.2 From GSM to UMTS?

Up until now the GSM has been the system relied upon by the mobile
telecommunication operatorsin Europe and parts of rest of the world. The GSM
networks cover 95% of Europe’s population and 90% of the land ares’.
Compstition in the European mobile sector has increased throughout the 1990°s
and prices have gone down. However, prices have decreased at different ratesin
different countries and since 1996 the decrease has dowed down and in some
countries come to a standtill.* For consumers the many innovative pricing
schemes adopted by the mobile operators® has made it difficult to compare
between suppliers even though they in redlity often have avery similar price®.

UMTS s the standard for the next generation of mobile communication and the
system on which the mobile Internet infrasiructure will rely. The uniform UMTS
gtandard will be utilized globally and thereby help clear up some of the confusion
that characterizes today’s maze of different standards. Thiswill enable usersto
undertake seamless internationa travels and at the same time give manufactures a
possihility to achieve much better economies of scae.

The European success in GSM was based on a ddlicate interplay between
harmonization and competition. The origind GSM system deve oped in harmony
between the nationa telecommunication monopolies (incumbents) while the actud
rapid market introduction was based on new operators (new entrants) entering a
deregulated market. Further, the globa success of GSM was promoted by the
rapidly expanding European market that provided a mass consumer basein
combination with the lack of credible Japanese and American dternatives at the
time. With the introduction of UMTS Europe will have amore difficult Stuation.
UMTS s based on a European/Japanese cooperation and the first market
introduction has dready been made in Japan. Therefore the system will mark the
reentry of Japan into the mobile communications market, particularly in the pacific
market. This makes aragpid replacement of the old GSM technology with new
UMTS technology important for Europe. In this race the competitive pressure is
one of the most important components. Competition will force European
operators to switch technology and thereby stay ahead in the race. Thus, the pro-

2 Most of this chapter is based on: Ungerer, Herbert, The Impact of European
Liberalization and the WTO. Speech at CommEd Conference 11" of February 1998, Brussels
and Ungerer, Herbert, The Regulatory Challenges in the emerging Competition in the EU,
Speech in Budapest, 5" of July 1999 and Verrue, Robert, Telecom Liberalization — Future
Key Issues from the European Point of View, Speech at Verband Alternativer Telekom-
Netzbetreiber Third Forumin, Vienna, 27" January 1999.

3 Anal ysys and Squire, Sanders & Dempesey, Study for EC DGXII; Consumer Demand for
Telecommunication Services and the Implications of the Convergence of Fixed and Mobile
Networks for the Regulatory Framework for aLiberalized EU Market, p. 10.

* Analysys and Squire, Sanders & Dempesey, p. 16 and Proposition 1999/2000:57 p. 10f.

® For examples see Analysys and Squire, Sanders & Dempesey p.18.

® Proposition 1999/2000:57 p. 10f.
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competitive mechanisms in the regulatory frame work and the gpplication of
Compstition law is of utmost importance.

2.3 Licensing

The internationd telecommunications community and the EU have decided on a
bandwidth spectrum that is to be alocated for UM TS traffic’. This limitation of
the number of available frequencies has led to arestriction of the number of
networks that can be built. All the Member States have decided to distribute the
frequencies via alicensng scheme. Since the telecom markets in Europe are
generdly organized on andaiond bass, licensesto build UMTS networks are
digtributed in each Member State separately. In most countries three, four or five
licenses are awarded.

In principle there are three different ways to digtribute licenses:

- First come, first served

Thisisthe most longstanding and widespread method of sdlecting licensees. Itis
not very efficient and can easily lead to various efficiency? problems. Further, the
digtribution method will not avard the license to the undertaking that valuesit the
most. No Member State has used this approach to distribute UMTS licenses.

- Comparative bidding.

Comparative bidding is sometimes cdled a” beauty contest”. It involvesthe
Member States authorities selecting the best applicants according to pre-defined
criteria. In this case the gpplicants are competing with commitments of building the
heaviest infrastructure, setting up the largest maintenance staff, providing the most
universd services, rolling out the system the fastest and so on. The governmentad
agencies responsible for the digtribution of licenses are determining whether the
commitments are credible. Thisway of digtributing licenses might lead to over
commitment.? Further, there might be wasteful investmentsin lobbying and various

"Decision 128/1999/EC of the European Parliament and of the Council of 14 December 1998
on the coordinated introduction of athird-generation mobile and wireless communication
system (Universal Mobile Telecommunications System) in the Community (1999) OJL 17/1.
Thetechnical details of the UMTS standard has been set up in cooperation with
international organizations representing consumers and the industry such as1TU, CEPT and
the UMTS-Forum.

& A non-efficient use of the resource would in this case mean that acompany would get the
license to operate the frequency even if it was not the most efficient operator. Economic
theory in these cases implies that the company would sell the license to amore efficient
operator. Thiswould mean that the first company derives the economic benefit for the
license rather than the original owner (the Member State) or the most efficient operator (the
buyer). This causes transaction costs and incentive problems that can lead to that the
frequencies are not used in an efficient way.

® According to “ Teliahdller fast vid Norden Strategi” in Finanstidningen 19 December 2000
p. 6 The average cost for infrastructure in Europeis 60 Euro per user. However, in Sweden, a
country that has chosen the comparative bidding approach, the average cost is 228 Euro.
Even if this partly can be explained by geographical conditions there still seemsto be aclear
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media activities. In the countries that have decided on a comparative bidding
gpproach there are mechanisms that threeten the licensees with billion Euro
damagesif they do not fulfill their commitment™.

- Competitive bidding.

Inits purest form competitive bidding is Smply an auction in which the
governmenta agencies avard the license to the highest bidder. The winner gets
full ownership of the license and can without any restriction utilizeit (or not utilize
it) any way they want. Using competitive bidding as away to didribute exclusve
rights awards the license to the undertaking that vaues it the most and thereby
promotes efficient use of the licenses™. However, in these casesiit is not possible
for governments to ensure universal coverage or aragpid rollout.

The member States have in the distribution process tried to gppropriate the
revenues from an auction and & the same time ensure the interests of its entire
population to get UMTS access rapidly. Therefore, most of them have not chosen
apure form of competitive or comparative bidding. Instead, amost al countries
included requirements of certain coverage within a certain time incorporated in
their auctions. For example, in France there was a comparative bidding between
competitors offering a certain amount of money. Audtriaand Belgium tried to
ensure that they had certain guaranteed revenue from the auctions and therefore
let ther pre-qudifications include minimum bids. Generdly, however, for example
Germany, UK and Switzerland chose a competitive bidding gpproach while
Sweden, Irdand, France and Finland chose a comparative bidding approach. 2

2.4 Characteristics of the telecom industry

The telecommunications industry has severa characterigtics that are important to
keep in mind during andysis of industry regulations.

1. Increased number of playersin the market

Asaresult of the deregulation of the telecommunications market in the mid-
nineties the sructure of the industry has changed draméticdly. Many smal
operators have surfaced in most European countries a the same time as many of
the established operators are divesting their mobile-operators. This has created a
very dynamic and fast changing player structure in the market. The number of

over investment in infrastructure. Swedish incumbent Telia (having much experiencein
building mobile networks) was in the country’'s comparative bidding confident that it would
be enough to build 4100 base stations but found themselves overbid by other operators
offering to build between 8635 and 20144 base stations.

1% According to Nils Gunnar Billinger of the Swedish NRA Post och Telestyrelsen quoted in
“Netcom tar full pott i Norden” Dagens industri 18 dec 2000 p.7: The licensees fineswill be
set based on the savings the licensees get by not building.

"Dnes Antony, The Economics of Law, Thomson Business press, 1996, Oxford p. 13
emphasizes that this approach also prevents the companies interested in the license from
spending resources on lobbying.

2 UMTS Forum, IMT-2000 Licensing Conditions & Status, 1 October 2000.
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licensed telecommunication operators in Europe isincreasing rapidly. At the end
of 1997 Europe had 100 operators authorized to offer nationa public voice
telephony. Thisincreased to 300 by the end of 1998". The increased number of
operators has been facilitated partly by the harmonized and smplified
authorization procedures adopted as a part of the EU deregulation package™.

However, this increase has only been seen in the number of operators not in the
amount of infrastructure. Thereis gill only one fixed telephony network in each
country and at most three or four GSM networks.

2. Bigger playersin the market

At the same time as many new telecommunication operators are emerging the big
ones are getting bigger. Many incumbents are acquiring other operators and
telecom companies in an attempt to expand their current activities. Examples are
the merger between V odaphone and Airtouch and the merger between British
Tdecomand AT&T, the former in mobile- and the latter in fixed telephony.
These mega-mergers make traditiond trading relationships, aswell asthe
regulatory systems which have grown up around them, seem increasingly
outdated. These mergers are testing the limits of both sector specific and
competition regulation.

3. Convergence

Previoudy separated operations are now becoming integrated. It is becoming
increasingly difficult to separate Internet, telephony, televison, radio and other
media. The Internet based services will, and in some cases dready do,
encompass text and image based services (e-mall, file-tranfer), traditional
telecommunication services (voice telephony) and audio-visud services (live
broadcagting). At the same time the digita television platform will be used for
interactive multimedia services such as tele shopping, tele-banking and video-on-
demand. Telecommunication operators that deliver audiovisua services such as
Video-on-demand are due to this development competing with cable-TV and
Internet suppliers. Telephone companies, cable broadcasters and computer
companies are dl coming together in the same markets.™

BVerrue, Robert, Telecom Liberalization — Future Key | ssues from the European Point of
View, Speech at Verband Alternativer Telekom-Netzbetreiber Third Forum in, Vienna, 27"
January 1999.

“ The key elements of the legislation in force up until the new Directives are the prohibition
of any limitation in the number of new entrants (except to the extent required to ensure an
efficient use of radio frequencies), priority given to general authorizations (as opposed to
individual licenses) and the definition of harmonized principles (including an exhaustive list
of licensing conditions). The new Directives further limits the number of conditionswhich
may be imposed on service providers and requires a strict separation between conditions
under general law, applicableto all undertakings, conditions under general authorization and
conditions attached to rights of use for radio frequencies and numbers.

15 Examples of new products and services being delivered include:
- Home-banking over the Internet
- Voiceover the Internet
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Within competition law it isimportant to be able to distinguish between different
markets. The commission has declared that the substitutability of productsis the
most important element in determining arelevant market™.

The boundaries of the present markets and the degree of subdtitutability of
products or services involved are as described above rapidly changing. It is
therefore vita for competition law assessment to understand these changes.

4. Fragmented regulation

The current legidation is fragmented into different media. Fixed telephony is
governed by one regulation, mohile by another, televison by athird and printed
media by afourth. This creates regulatory uncertainty that will be worse the
further the process of convergence continues. One example of thiswas seeniin the
French eection campaign where certain rules prohibit publishing of opinion polls
in the week prior to the election. However, this rule only applied to off-line media,
but not to polls published on the Internet. A number of editorsin these
circumstances ignored the ban that placed traditional media at a disadvantage.”’
This fragmentation has made the regulatory framework ineffective in regulating the
media, IT and telecommunications sectors. Regulation focuses too much on
definition issues such as what a certain concept means when applied to severd
kinds of media-technologies and what media should fal under what regulation.

5. Integrated and complex relationships

The convergence in combination with the complex and dynamic ownership
structures crestes integrated relations between the companies both within the
telecommunication sector and between the telecommunication, mediaand IT
sectors. The new market structure alows for one company to own the
infrastructure while another is the operator and a third provides the services and
o on.

At the same time there is arestructuring of the market where many mergers and
drategic dliances are formed. The latter has been especidly accentuated by the
many JVsformed in the quest for the UMTS licenses. Due to the large
investments that are needed to buy alicense and build a network severa of the
licensees are Vs between severa undertakings.

E-mail, data and World Wide Web access over maobile phone networks, and the use of
wireless links to homes and businesses to connect them to the fixed telecommunication
networks.
Data services over digital broadcasting platforms
On-line services combined with television via systems such asWeb-TV aswell as
delivery viadigital satellites and cable modems.
Webcasting of sports, concerts and other audiovisual services.
16Commlssl on notice on the definition of relevant market for the purpose of Community
competition law, [1997] OJ 372/5, paragraph 13.
YCommission of the European Communities, Green Paper on convergence between
telecommunication, media and information technology, Implications for regulation,
COM(1997)623 fina of 3 December 1997 p. 16.
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JVsand srategic aliances are dso formed at alater stage in the process. Severd
UMTS operators with licenses will often jointly own network infrastructure such
as radio madts and radio equipment. This“facility sharing” can be beneficid in for
example scarcely populated areas where it would not be economicaly judtified to
build four different networks. The regulators even promote facility sharing: “[if]
can be of benefit for town planning, environmental, economic or other reasons
and should be encouraged”*®. However, one obvious aspect is that it can put
restraints on competition since it invites the companies involved in this Sructure to
cooperate. There are several examples of Stuations where problems may arise:

Example 1: The Swedish based operator Netcom holds (itself and through its
subsdiary Tele2) UMTS licenses in Sweden, Norway and Finland. Swedish
incumbent Teliafor their part holds licensesin Norway and Finland. However, in
Sweden Tdiahas formed a dtrategic dliance with Tele2 to build and operate a
joint UMTS network. This means that the companies that in Norway and Finland
are supposed to be competitors are strategic partners in Sweden.

Example 2: Due to the geographical conditionsin Sweden with large scarcely
populated areas the NRA has alowed the operators to build jointly owned
infrastructure to decrease the investment cost. The NRA only demands that 30%
of the network is built and operated by a particular licensee by itsdlf, the
remaining 70% could well be jointly owned and operated™®. This means thet only
the mgjor cities can expect to see four competing operators with their own
infrastructure’. In most parts of the country there will only be two or possibly
even one available infrastructure that al operators use. This means that the
operators will cooperate in building the infrastiructure and running the network but
compete in pricing of the content.

Example 3: Thereisasmal number of operators that hold licensesin many of the
European markets Orange, V odaphone (who owns Europolitan), Telephonica
and so on. This handful of operators hold licenses (themsalves or in joint ventures
with each other or alocal player) in most European countries. Their busnessis
highly intertwined which creates a complex competitive Stuation. For example
Swedish UMTS licensees Europolitan and HI3G are building most of their
Swedish UMTS networks together. However, Hutchinson (who owns half of
HI3G) isacomptitor to V odaphone (who owns Europolitan) on the UK market.

'8 Directive 97/33/EC on interconnection in Telecommunications with regard to ensuring
universal service and interoperability through application of the principles of Open Network
Provision (ONP), (1998) OJL 199/32 p.3.

19 Zackrisson, Michael, ” Orange dppnar for delat 3G-nét” Vision 13 November 2000.

% Augustsson, Thomas, ”Mobilforetag dppnar for nyaallianser” Svenska Dagbladet
Né&ringsliv 24 jan 2001 p 4-5.
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All of these developments in combination have created a very complex owner and
stakeholder structure that makes regulation difficult. The different strategic
dliances and joint ventures may necessitate more sophisticated kinds of economic
andysisin the norma competition law assessments®

6. Anti-competitive reactions of the incumbents

The deregulation of the former national monopolies creates a gresat need for
different forms of competition regulaion. The remains of the old monopolies, that
ill hold alarge part of the customer base in both fixed and mobile telephony,
cregte a gtuation where they can use their power to distort competition through
for example over-pricing or cross subsdies.

7. Internationalization

Large investments are being made in tdecommunication licenses, infrastructure,
sarvices and RnD. Financing for these enormous operations must be collected
outside of the domestic capitd market. This leads to an increased
internationdization of the ownership structure and an increased dependence on
the stock markets.

Further, as described above, dl mgor operators are expanding their activity
outsde the domestic market. These trends pave the way for a consolidation of the
market in the yearsto come.

8. Many competing technologies

Asan dternative to UMTS severd new technologies are being developed to
increase the capacity of the GSM networks. Three technologies are becoming
available prior to the introduction of 3G networks. HSCSD (56 kbit/s), GPRS
(115 kbit/s), EDGE (384 kbit/s).? Building networks that operate with these
technologies is dmost as expensive as building aUMTS network. However, the
operators can ignore regulators demand for universal coverage and focus on the
high margin mgor cities. This would make it a chegper dternativeto UMTS.

2 For example if adominant telecommunications company joins with asatellite television
company to go into the cable business to promote interactive services, such amarket
movement requires amore complex analysis than merely the classic " potential competition”
or "barriersto entry”.

ZAnalysys and Squire, Sanders & Dempesey p. 28 ff gives the following data:

HSCSD allows speeds up to 56 kbit/s by increasing the data rate per channel and increasing
the number of channels used per message. GPRS: the packet switched services takes
advantage of the fact that most data applications tend to generate el ectronic traffic in short
bursts. Despite of this, today’ s techniques keep the channels open continuously which
makes the channels unavail able to other users. GPRS instead sends the data in packages
allowing several usersto use the same channels simultaneously. This system will allow
speeds up to 115 kbits/s. EDGE increases spectral efficiency and will be offered from 2001. It
will alow for speeds up to 384 kbit/s.
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Other threats to the development of the UMTS networks are so called "hot
gpots' of short-range wireless communications protocols such as Bluetooth and
WLAN. In areas such as airports or business centers these technol ogies can be
used as dternativesto the UMTS technology. A Site can establish a so-called
“hot spot” by ingdling nodes for short-range wirdess communication. The
hotspot nodes are in turn connected to the Internet via high-speed fiber. Hot spot
solutions can provide fast and chegp mobile access to Internet servicesin
competition with UMTS.

2.5 Players

The tdlecommunications industry has gone through rapid changes over the last ten
years. In the early 1990's governmental monopolies controlled both infrastructure
and sarvicesin an industry dominated by fixed telephony. As described above
there are now alarge number of operators operating both on their own networks
and leasing space in the infrastructure of the net owning companies. Inthe UMTS
market the following players can be expected.

2.5.1 Network owners

Network owners are those who have been awarded licenses and who will build,
manage and operate their own UMTS-network. The network owners have three
potentid drategies.
1. Capacity Wholesaler Operator. Provide network capacity to other
companies who will provide servicesto the end customers.
2. Vertically Integrated Operator. Provide services or public network
sarvices.
3. Both. BeaVerticdly Integrated Operator who also sdlls capacity to
operators that do not own their own network (Virtua Operators).
Providing services on their UMTS network (strategy 2 or 3) instead of being a
pure wholesaler of cagpacity seemsto be the strategy that dmost dl licensees have
chosen.

2.5.2 Service providers and specifically Virtual Operators

Service providers are operators that offer telecommunication services usng
mainly third party networks. They manage, control and sdll leased capacity and
for this purpose hold agreement with both consumers and network owners. They
can thus provide services without rolling out their own infrastructure and thereby
avoid establishing cogts. Internet service providers are the most well known group
of service providers.

The service providers that this thess will focus on are the so-caled Virtua
operators (VOs). VOs are aform of service providers that provide mobile voice
telephony and Internet services. Just like other service providers a VO will buy
capacity from UMTS network owners at wholesale rates, which it then sellsto
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end users at retail rates® The VOs are distinguished from other service
providers by the fact that they themsdalves own alimited amount of network
infrastructure that alows them to have their own billing and customer service
systen?. The VO thereby can provide the user with a telephone number and a
normal billing scheme. This means that to the end-user it does not maiter whether
he usesa VO or atraditional operator. In many cases the consumer probably will
not even know whether itisa VO or a network owning operator from whom he
buys his mobile services.

The EC licensing Directive® issued in 1997 mandates a system based on the use
of generd authorization to authorize al service providers. This meansthat an
aspiring VO only needsto fulfill the general demands that are required from an
operator and do not have to go through an individud trid. This deregulation has
smplified the authorization procedure and helped facilitete argpid increase in the
number of service providers and VOs.

3. Economic theory

This chapter will use basic economic theory to create a conceptua framework
that will be ussful when studying the incentive structures created by legidation.

3.1 Perfect competition

The garting point for most theoretica description of the functioning of marketsis
perfect competition. Perfect competition requires:

Many producers operating in the market.

Many customers buying the product produced.

No entry redtrictions.

No advantage for established businesses.

Perfect information

The goods produced by different companies are perfect substitutes.

In a perfectly competitive market no individud firm can influence the price at
which it sdlsits output and profits are only possible in the short run. In the long
run the market will clear, through competitors entering or developing new

# This should be distinguished from indirect access to mobile networks, whereby an
operator obtainsindirect access to another mobile operators customers, providing them with
the ability to select, on acall by call basis, which operators carry their calls for them. By
dialing a short “access code” they can divert callsto their chosen indirect access operators’
system, by passing the arrangement made by their network operator for the onward delivery
of calls.

 Cooke, p. 15.

% Directive 97/13 on acommon framework for general authorizations and individual licenses
in the field of telecommunications, (1997) OJL 117/ 7.
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production techniques or services, and no profitswill be possble. A market in
perfect competition delivers an efficiency that ensures that no resourcesin the
economy are wasted.

Perfect competition
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P= Price, Q= Quantity, MR= Marginal Revenue, MC= Marginal Cost, ATC= Average Total Cost, AR=
Average Revenue. In the short run it is possible for companies to make an economic profit as shown
in the left graph. However, in the long run the markets clear as more competitors enter: The priceisdriven

down towards the competitive price (P*) and profitsfall towards zero (MR=ATC).
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profit

MR=AR

It is obvious that no part of the telecommunications market operates under
conditions Smilar to perfect competition. There are forces hindering full
competition, maintaining high prices and profits. The explanation is different types
of market failures.

3.2 Market failures

Perfect competition is atheoretical construction used mostly for analytical
purposes. In practice market failures will cause the market to alocate resourcesin
inefficient ways.

Main reasons why marketsfail to ddliver the optimal result are;
Limited information (uncertainty)

Poor definition of property rights

Externdities

Monopoly power

Public goods

In the case of the market for UMTS services severd of these problems are
present. For example the governments awarding the licenses has viewed the
UMTS systems as a public good and therefore obliged the licensees to build
networks aso in the less densdy populated areas where it would not normally be
profitable to invest. The loss caused by this has to be recouped in more attractive
markets. This has created both inefficient investmentsand adigtortion in pricing.
However, the main reasons for digtortion is the limitation of the number of
suppliers dlowed to enter the market. Thisislikely to prevent competition from
arisng.
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3.2.1 Monopoly

Monopoly power is crested when there are barriers to entry into a market or no
close substitutes to the product produced.

Barriersto entry can be:

Financid (Heavy investmentsin marketing or sart-up cot in relation to
the vaue of the market.)

Legd (patents, copyrights or licenses)

Naturd (limited possbilities to accommodate another enterprise eg.
scarce frequencies)

Inthis case thereis a first glance both a natural and alegd barrier to entry.
However, regarding the natura barrier to entry there is from atechnologica point
of view alarge amount of frequencies that could be used for the UMTS spectra
The problem was rather to creste unanimity around what frequenciesto be
dlocated to this activity. The Member States' hesitation about dteration of their
exiging dlocation led to a political compromise. Thus, there is more of a political
barrier to entry than anatura. The political barrier (which of coursein officid
documents s referred to asthe natura barrier) to entry has caused the Member
Statesto introduce alegd barrier in the form of alicensang system. Principdly,
licensang need not creste amonopoly but it does restrict competition since it is not
possible to enter the market after the licenses are distributed.
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P= Price, Q= Quantity, D= demand, MR= Marginal Revenue, MC= Margina Cost, TC= Tota
Cost, TR= Total Revenue. ATC= Average Total Cost, AR= Average Revenue. Instead of
producing at the intersection of the demand and the supply curve a monopolist maximizes

23



profits by producing at an output at which marginal cost equals marginal revenue. This
production level allows monopoliststo charge ahigher price (p’) than what is possible
under competition (p*). A monopoly can thus make a positive economic profit evenin the
long run because barriers prevent the entry of new firms. The result of amonopoly is
inefficiencies in the economic system that are costly to the consumer.

3.2.2 Oligopoly

Oligopoly isamarket structure in which asmall number of producers compete
with each other. The quantity sold by any one producer depends on that
producer’s price and the prices and the quantities sold by the other producers.
The main feature of an oligopaly is that each firm must take into account the
effects of its own actions on the actions of other firms.

In the oligopoly Situation an action from one of the competitors can be expected
to cause reactions from the other competitors. If one company lowers pricesin
order to get more customers its competitors will seeits quantity sold drop. This
will cause them to lower their prices too and the companies will thus end up with
the same amount of customers but lower prices. So before deciding on a price,
the companies should try to predict how the other firms will react and attempt to
caculate the effects of those reactions on their own profit.

3.3 Pricing and access decision

In an oligopoly studtion it is possible for the limited number of companiesto
collude, thereby redtricting competition. This dlows them jointly act as one single
monopolist and charge monopoly prices (p') as seen in the model above, then
splitting the profits or the “monaopoly rent”. Whether a profit isto be made dl
depends on whether the oligopolists manage to make a collusive agreement and
keep it. It has proved difficult to explain the mechanisms that determine whether
the actors will charge the competitive price (p*) or the collusive price (p').
Severd modd s have been developed to explain the determination of prices and
quantity in oligopoly markets but no sngle model can be said to explain dl
observable behaviors. The moddsfal into two groups: traditional modds and
game theory. A traditional so-called kinked demand curve modd predictsthat if
each firm believes:

1. If it rasesits price, other firmswill not, and
2. If it cutsits price, so will dl other firms,

oligopalists will collude to maintain ajoint monopoly. The kinked demand curve
modd does however, not give any information about how the price is set or how
high the prafit (if thereisone at dl) will be.

The use of game theoretical concepts can give us some more detailed predictions
about the pricing in oligopolies. The basic notion here isthat it is possible to make
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acollusive agreement? that will alow the companies to charge amonopoly price
(inthe modd below 5) at an output leve thet is the same as amonopolist would
choose (in the model below 10). However, the party that chooses to chest on the
agreement and charge adightly lower price will get the customers and thus reap
the profits. The other company will in this case get no customers and make a zero
result due to the fact that they keep the agreement. A so-cdled Bertrand model
can illudrate this Stugtion.

1 2 3 4 5
1 0,0 0,0 0,0 0,0 0,0
2 0,0 5,5 10,0 | 10,0 | 10,0
I 3| 0,0 0,10 | 10,10 | 20,0 | 20,0
4 0,0 0,10 | 0,20 | 15,15 | 30,0
55 0,0 0,10 0, 20 0,30 | 20,20

This model showstwo oligopolists (I and I1) that produce identical products. The only thing
that determines what supplier the customers will chooseis the price. The supplier with the
lowest price will get all the customers and the other will get none. When prices charged are
the same the companies get half of the customers each. Regardless of the price there are 10
customers who buy one unit each. The cost of producing one unit of the product is 1 and
the possible prices are 1,2,3,4 and 5. The pricing choices for Player | is shown on the left. His
payoffs given the action of player Il is given on the left in each box. The options of player |1
is shown above the matrix. His payoffs are shown on the right in each box

Thismodd isaverson of the famous prisoner’s dilemmamodd. This, the
“oligopaligs’ dilemma, shows us that the companies dways have an incentive to
deviate from any collusve agreement and charge a dightly lower price to win
market shares. Company |l for example dways gets as high or ahigher payoff
from charging 4 than from charging 5. Since the dligopalists have symmetric
payoff functions they now both know that the other will never charge 5. When
player |1 then looks at the remaining 16 (4x4) possible outcomes he redizes that
he will dways get as high or higher payoff from setting the price a 3 instead of 4.
Payer | will make the same redlization and thus none of them will ever charge 4.
This mode predicts that the oligopolists will continue to charge lower and lower
prices up until the priceis driven down to just above the level whereit isnot
profitable to produce. In this case the oligopalists will end up charging 2 per unit.

This model thus predicts that collusion between two oligopolists will unavoidably
break down and prices will fal to acompetitive level (earlier denoted P*). To be
noted isthat thismodd is not only gpplicable to Stuations with two players but
even more S0 to colluson games with severd players where incentives to deviate
are even stronger.

# The agreement does not have to be formal. Rather, it is normally just implied given the
situation.
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To explain the existence of collusive pricing one has to take the analysi's one step
further and introduce repeated games. Most real-world oligopolists get the
opportunity to play repeatedly againgt each other. If the game is repested severa
times incentives to cooperate can arise snce the players can influence the
behavior of the others by threats and promises. A Collusive agreement in the
above model would result in the players agreeing on both charging 5. Thiswould
result in both receiving profits of 20 each round.

Thethreat isthat if either of the players cheat on the agreement in round 1 the
other Player will cheet the next and so on. Thiswill bring the Playersdown to a
profit of 5. However, if the Players both know that the other will strike back with
alowered price in the case of a breach thiswill be caculated into their estimates
of future profits.

Breach: 30+5+5+5 +....... 5
d d2 d dn

Collusion: 20+20+20+20+ ....... 20
d & dn

If the player breaches the collusive agreement the profits that round will be 30. However, the
breach will start a pricewar that will force the profitsdown to 5in all the following rounds.
However, if the collusive agreement is kept the playerswill both be able to charge 20 in all
rounds. The discount factor (d) illustrates the fact that a profit today isworth lessthan a
profit tomorrow due to uncertainty, inflation, etc. The larger the discount factor the more the
value of future profits are discounted. In this case the discount factor illustrates the
decrease in value of the profits for the player from one round to the next.

This payoff scheduleis symmetric to both the Players. Given alow enough
discount factor each firm makes alarger profit by sticking with the collusive
agreement. If both firms do this cal culation the monopoly price, quantity and profit
prevail in the industry. This collusive behavior can be referred to as a cooperative
equilibrium. The equilibrium results from each player responding rationdly to the
credible threet of the other player to inflict damage if the agreement is broken.

The licensees do not only make decisions on what pricesto charge. They must
a0 decide whether they should give access to Vos and service providers. Also
when analyzing this decision game theoretical concepts can be used.

Once again thisis a game played between two oligopoligts. They canin this case
ether choose to give access or not to give access.
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Access No access
Access P*+X/2 , P*+X/2 P*+X , P*
P* , P*+X P, P
No access

The choicesfor Player | is shown as the two options on the left. His payoffs given the
action of player Il is given on the left in each box. The options of player 11 is shown above
the matrix. His payoffs are shown on the right in each box

If both players give access the market becomes competitive and the market price
becomes p*. In addition to this they will share the incomes generated by leasing
cagpacity to the VO in the matrix above denoted X. This means low profitability
for both. If both players decide not to give access prices are maintained at the
oligopaly leve p'. If only one of the oligopolists gives access while the other says
no the market becomes compstitive but the one who said yes will in addition to
p* get the benefits (X) generated by the VO.

If the gameis played only once there is no dominant rategy. That is, thereis no
decision that can be predicted as an outcome. However, in arepested game the
answer can be determined using the following calculation.

Access. P+ X +P* + P + P +....... P*
d d2 ds dn
Noaccess P +P +P +P +....... P
d d&& b dn

Depending on how much higher P isthan P* and depending on the Sze of the
discount factor the licensees make their choice of whether to give access or not.

4. Incentive structures

Given the market structure described in chapter 2 and the economic models
described in chapter 3 this chapter will more closdy examine the incentive
structures of the operators and the regulators. Thiswill provide a description of
the many interests that must be taken into account when developing the new
regulatory system.
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4.1 Operator incentives

4.1.1 Shadow of the license allocation

Viathe licensing procedure the operators have tried to gain access to an
environment of limited competition in which an economic profit can be made. This
activity is cdled rent seeking. The rent seeker hopes that the exclusive rights can
be bought &t a price lower than the expected profit to be made from the non-
competitive market. However, buying amonopoly right does not assure an
economic profit. The reason for thisis that there is freedom of entry into the
activity of rent seeking. Rent seeking is much like perfect competition. If aprofit is
available the playersin the market will al try to appropriate this profit.
Competition among rent seekers pushes the price that must be paid for a
monopoly right up to the point a which no profit can be made by operating the
monaopoly. In such case, the economic profit that can be expected to be derived
from the monopoaly is transferred to the origind owner of the monopoaly rights. In
the UMTS case the owners of the monopoly rights are the national governments.
Channding rent seeking through an auction thus transfers weath from the buyers
(licensees) to the sdller of the monopoly rights (government).

However, the problem for operators gpplying for alicenseis not only that
according to economic theory the license will cost as much as the monopoly rents.
Since ex ante the value of alicenseis unknown, each bidder must make an
edtimation of its vaue basad on the limited information available. The highly
uncertain size of the profits to be made from an UMTS license has made the
vauation of the licenses very difficult.

The winner’s curse concept of bidding theory predicts that companies often
overpay in abidding contest. The concept is based on the fact that even if the
company managers estimate the vaue of a UMTS license accurately on average,
they win the bidding primarily when they overestimate the true value. On average
the winner of a competitive bidding therefore tend to overpay.
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The A figure shows a Stuation where the operators on average make a correct
vauation (R)?’. The uncertainty will cause some of the bidders to overestimate the
value of the license and make abid that is higher than 3. C shows thet if
uncertainty is high the variance of the bidsincrease. That is, the more uncertain the
vaue of the license the larger the overpayment (even if the estimation continues to
be correct on average). The response to this from the bidders would be to take
the more consarvative gpproach of offering lessthan its best estimate (in figure B
shown as b)?®. However, as shown in B the bidders will till overpay, in cases
where uncertainty is high enough.

The representatives of the industry quickly recognized the risk for overpayment
and were therefore opposing the idea of auctions during the decison-making
procedure. They feared that high up-front license charges would lead to that
grategic choices would be * driven by short-term focus on recovery of up-front

fees rather than along-term focus on overall growth of the industry”#.

The obvious goa for operatorsis to make a profit. However, in the case of the
UMTS operators the incentive to recoup the cogts incurred during the licensing
auction makes the need for revenues extra acute. To finance the licenses and the
building of the UMTS systems operators has been forced into heavy debt. The
telecommunication operators in Europe have a debt load exceeding 240 hillion
Euros, mostly relating to costs associated with the UMTS licenses®. In addition
to this they will have expensesthat are a least as big for building the
infrastructure. Considering these enormous amount there is serious concer™ that
the operators will not have enough time to recoup their enormous investments
before the 4G systems are launched in 2010 *. Given this and the fact thet the
vaue of these companies stocksis largely dependent on their ability to recoup™®
the cogts incurred for the UM TS-systems the operators will have massive

%’ For the purpose of thisthesis R is defined as: “the correct valuation of the license”. Rin
this case does not entail the variance and covariance properties normally associated with it
in economic and statistical theory.

% Some theorists claim that the fear of winners curse problems (especially in situations
where one of the players have an advantaged position) can cause the number of playersto
decrease and lower the bids very substantially. See for example Klemper, Paul, “What really
matters in auction design — revised and extended version” p. 7.

# UMTS-Forum report 3. Executive summary p. 6-7.

% Dagens nyheter, 18 April 2001, EU skyndar pé nya 3G-nét.

% Independent financial analysts have been gradually lowering the credibility of the
European tel ecommunication operators due to their balance sheet deterioration and their
heavy risk exposure. “Falling Credit Quality Among European Telecoms Operators Examined
at investor forum.”

¥ Analysys and Squire, Sanders & Dempesey p. 2.

¥ Regarding the recouping of coststhe article “ Lénsamhet for 3G kan dréjafyradr” in
Svenska Dagbladet Naringsliv 8 March 2001 reports that Osten Mkitalo - Telecom Guru
and strategic director of Swedish Telia- claimsthat it can take up to ten years before the
UMTS networks become profitable. The same article revealsthat Ericsson’ s experts believe
in a20 year recouping process.
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incentive to make the UMTS networks as profitable as possible as soon as
possible. However, as described above profitability is theoreticaly impossible on
acompetitive market. Therefore the licensees mugt take full advantage of the
ways in which this market does not function perfectly. To analyze how profits will
be achieved it is ussful to study the vaue chain of the telecommunication operator
market.

Activity
Content Content Service Infra- Terminal
Origination /| Packaging Provision structure Vending g
2]

Content Taloring&  Platform &

Supply Branding Connectivity Delivery  Access Control

Function

Thismodel of the telecommunications value chain further enhances the notion that the
traditional simple value chain based on alimited number of productsis evolving into a
complex and highly intertwined set of commercial relationships between companies-
operators, service providers, content providers and advertisers — delivering an ever-growing
variety of servicesto users.

The profitsin the UMTS market are predicted to be made at the low end of the
vaue-chan, at the service-level. Operators and service providers will develop
new services that can produce a profit in the short term before competition
catches up.

For the network owning companies, aswel as any other, there are generaly two
Strategies to improve profit: incresse revenues or cut codts. In this case the costs
congsts mainly of the fixed costs of building the networks. The main way of
cutting these codisis to cooperate with others when building the networks in the
way discussed above. The possibilities of cooperation are limited through
regulation of the NRA. This meansthat in increasing profitability the focus must be
on increased revenue.

If the network owners are to increase their profitsit will mean that they must get
revenues exceeding MC and at the same time maximize the number of customers.
An attempt to win customers through lowering prices and thereby starting a
Bertrand price war ending at a price of MC isthe naturd development on a
competitive market. The way to avoid this development is as we have seen above
to collude and take advantage of the market failures.

4.1.2 Possible anti-competitive practices

The prediction that the main revenues will come from the lower end of the vaue
chain, and thus being appropriated by al operators offering services to the end-
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users, is dependent on the prediction that there will be effective competition in the
infrastructural networks. However, as seen in the access game above verticaly
integrated players who control bottleneck facilities can limit competition at the
sarvice leve by colluding. Collusion in the UMTS market mean thet the licensees
collude in order to both maintain prices charged to VOs a a non-competitive
levd and hindering VVOs and other service providers from entering the market
through leased capacity. High prices charged to VOs who are given access will
both give the licensees’ own services an advantage compared to the service
providers and make it difficult for competitors to maintain profitability.

Keeping competition down in thisway would be very effective congdering that
VOs need to access network infrastructure in order to reach their customers. The
owner of the communications infragtructure thus sands in a critica postion, asthe
profitability of service providersis largely determined by the price squeeze
between the wholesdle and the retaill price of UMTS capacity, while a the same
time there is a grave imba ance in the bargaining power of the two negotiating

parties.

There are many ways in which the network owners can use their dominant
position to hinder competition from emerging offering lower prices

- Refusal to grant access. Completely or in practice (not making available to
other service suppliers on atimely basis technical information about essentia
facilities and commercidly reevant information which are necessary for them
to provide service) deny accessto the networks, thereby maintaining prices at
ahigh levd.

- Pricing. Both excessve (extorting rent from the license by charging an unduly
high price) and predatory (engaging in anti-competitive cross-subsdization)

- Using information obtained from competitorsin their role as
infrastructure providerswith anti-competitive results. Information
regarding such things as subscribers” usage patterns, necessary to target
specific groups of users and on price eagticity on demand in each market
Ssegment and region of the country.

- Bundling of two or more products or servicesin such away that competition
is distorted or technical progress hindered.

4.1.3 Concentration and collusion in the telecom mar ket

In order to tdl whether an industry will be competitive or oligopolistic economists
use measures of industrid concentration. One of the most commonly used isthe
five-firm concentration ratio. This ratio measures the proportion of the total output
accounted for by the top five firms on a particular market. It isregarded to be a
ussful indicator of the likelihood of colluson among the firmsin an oligopoly.
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Economigts say that if the ratio exceeds 60 percent it is likely that the firms on that
market will collude and behave like a monopolist™.

In the UMTS case the three, four or five licensees will have one hundred percent
of the market. This gives the regulators al reason to expect colluson. However,
when andyzing the likeliness of collusive behavior in the industry the concentration
ratio must be supplemented by other factors.

The Geographica scope of the market
Barriersto entry and firm turnover
The correspondence between a market and an industry.

When considering the geographica scope of the market as a supplement to the
fivefirm ratio it sseems asif the competition problems of the UMTS systems
seems even more severe. The licenses limits the scope of the UMTS marketsto a
sngle Member State. Further, firm turnover islikely to be non-existing and there
is, asthoroughly discussed above, alicensing barrier to entry. However, the last
parameter, market and industry correspondence, indicates that there might be
some competition. The UMTS networks are, as described in 2.4 p.8, not the only
available technique to facilitate mobile communications. In addition to this most of
the traffic will for the next few years be low intengity voice traffic for which both
GSM and UMTS are available®.

When analyzing the likdliness of collusive behavior it must be taken into account
that the risk of such behavior arisng seems to be greater when one considers the
very integrated relationship between the licensees described in 2.1.3 p.4. Due to
that a small number of operators who themsdlves or through subsidiaries hold
licensesin dmogt dl markets, and due to the fact that the licensees on the nationd
market cooperate in building infragtructure, the market players have close tiesto
each other. Thismakes it easer to maintain a collusve agreement as there is much
informa communication at the same time as the close connection will enable them
with ample opportunity to, with a game theoretical term, “punish” the licensee that
breaches the collusive agreement.

4.1.5 Empirics

4.1.5.1 The GSM experience:

To get an idea of what can be expected from the UMTS market we can study the
GSM market that have many of the same features. V Os and thereby the access
problems have been an issue in the GSM networks in mainly in the UK,

34 Parkin Michael, Economics, 4™ edition, 2000 Addison-Wesley Publishing p. 322.

% UMTS-Forum report 5. Executive summary p. 10.

% Cooke p.14 describes how the UK isthe country in Europe where the market for VOsis
most developed. When the GSM market was opened there the fixed operators were not
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Germany and in the Nordic Countries. Lets once again use the Swedish market
as an example. The market holds three GSM network-owning operators.
However, despite hopes for price pressure due to competition there was no
change of the pricing between 1995 and 1999.%" During thistime severd VOs
had been trying to make access agreements with the three operators wanting to
offer mobile services to their own customers. The most well known caseisthe
VO “Sense Communication” who sought to establish aregiond footprint already
in 1998 but was consstently denied the possibility to lease capacity by mobile
operators on the Nordic market. In 1999 the Swedish government therefore
initiated a legidation mandating access to the mohbile networks. In the legidaive
proposa, under the heading “The lack of frequency capacity means oligopoly on
the market for mobile communication”, the Swedish government claimed that the
vertical integration of the mobile operators had led to that only the three operators
that owned GSM networks had so far had the possibility to offer mobile services.
Sarvice providers had been having difficulties making access agreements under
that regulatory framework. The government therefore concluded thet this likely
depended on alimited interest from the network owners to on avoluntary basis
negotiate for access with VOs and thereby |etting new competitorsinto the
market. The result of the Stuation was that the limitations on the network market
were transferred to the service markets.

Following the enactment of the new regulatior™ Sense communications became
the first VO to make an access agreement with Teliain November of 1999.
However, Sense Communications soon ran into another problem; they found the
pricing charged by Tdiafor the accessto be so high that they were dmost price
squeezed out of the market, and at least prevented from giving their cusomersa
competitive offer. The new Swedish access regulation did entall apricing
regulation saying that access prices should be set at amarket price level.
However, thisrule turned out to be unenforcesble due to the governmental
agencies inability to monitor the costing structure of the access provider.

Experience from the other European countries confirms that problemsin
connection with access for service providers to dominant operators facilities will
often revolve around excessive pricing™. In the absence of another viable
dternative to the facility to which service providers are seeking access, the
dominant or monopolistic operator may be inclined to charge excessve prices.

allowed to have end-customers of their own. Thisled to alarge market for VOs. The market
has now however consolidated through heavy M&A activity. Two VOsthat are on
increasing their market shares most rapidly are Record company Virgin and food company
Tesco.

%" Proposition 1999/2000:57 p. 10-11.

% SFS 2000:210.

*Commission of the European Communities, Notice on the application of competition rules
to access agreements in the telecommunications sector — framework, relevant markets and
principles[1998] OJ C 265/2 p.17.
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4.1.5.2 Strategic choices

When andlyzing the strategic choices available to network owners the Swedish
GSM market will be continue to be used as an example. Despite the initia
difficulties on the Swedish market there have been severa access agreements
made subsequent to the new legidation. Currently nine VVOs have signed contracts
for accessto the GSM market. Most of them are niche-players that are focused
towards a specific group of customers®. Together they currently account for less
than 2.5% of the market. Most of these VOs are characterized by their
possession of large customer bases. Their incentives for starting an operation asa
VO is often more related to their wish to create a closer connection with their
customers rather then make money asaVVO. All of these, and two more
companies geared towards consumer (IKEA and KF), have reported an interest
in leesing UM TS capacity from the licensees. **

vo™® Access provider [Business Target group

ICA Europolitan Groceries Consumers

Hemel Europolitan Electricity Consumers

Mobyson Europolitan Operator Youth

Lunarstorm Europolitan Internet portal Youth

Glocalnet Europolitan Operator Consumers

Sense Telia Operator Consumers

Telel Telia Operator Companies

Wireless maingate [Telia M2M-solutions  |M2M Customers

Dial n smile Tele 2 Operator Consumers/ Companies

The access agreements can of course be explained by the legidation mandating
access. However, to which VOs and under what conditions accessis provided
can be explained by the strategic choices of the network owners®™. The starting
point when andyzing these choicesis that the established GSM network owners
will dl target the highly profitable business customers. Further it is expected thet a
lot of the vdlue in the vdue chain of amarket where VVOs have been given access
to the networks is produced in content production, packaging and service
provisons. In order to create profitability network owners will promote their own
activitiesin this higher value busness area. That is; they need to be the ones
providing the new interactive services to the business users themsalves. It is not
enough to beretalers at the low end of the vaue-chain.

“Tornwall Mikael " Nivert utesluter inte strukturaffar med Orange eller Investor” in
Finanstidningen 19 December 2000 p 6 quotes telcommunication analyst at Gartner
Dataquest as saying: " Dagens virtuella operatorer &r oftast hart nischade mot en speciell
kundgrupp och det & en helt annan sak att som Teliaforsdka vara markandledare och
teknikledare utan ett eget nét.”

! Cooke, p. 14.

“Thistableis aversion of the table presented in Cooke, p.12.

“ Especially since the NRA, as described above, has been unable to enforce the pricing
regulation.
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The strategic choice of the Swedish GSM network owners seems to have been to
divide the market in two parts, business and consumers. The consumer market
requires the network owner to handle the heavy transaction cost direct contact
with the end user. One solution to thisis to utilize the VOs who are backed by
companies with alarge group of established private customers. This alowsthe
network ownersto sdll capacity to alarge group of end users without having to
dedl directly with them and without marketing costs. The efficient Strategy seems
to be to adlow these “consumer VOS’ access while denying “business VOs' the
same privilege. In these cases there are two issues that the license holder needsto
focuson. Thefirg isthat this Srategy requires that the VOs that are let into the
networks do not start to compete with the network owner for the business
cusomers. Thisismost easily assured by only signing access deds with consumer
VOswho will assuredly not target business customers (example of this sort of
VO would be ICA). Secondly, the network owners must maximize the access
prices paid by the VVOs without price squeezing them out of business. The best
way to do thisisto ded with VOs who mostly uses the mobile servicesasa
bonding complement to their core business. These VOs are as described above
as less sengtive to a price squeeze since achieving a profit is not their main reason
for being in the telecommunications business. This alows the operators to charge
aprice higher than what is would be the case with other VOs.

This combination of dtrategies can be exemplified by looking at the Swedish
market where the nine VVOs that has been able to get GSM access agreements al
have target groups that are mainly private cusomers. At the sametime VO
Teenordia, who has a more genera target group, has consstently been denied
access agreement. Representatives for Europolitan confirm this anti-competitive
srategy: " We focus on corporate customers. By giving accessto for example

ICA we can get volumes from private customers, who are not our primary target
"44

group™.
It s;ems asif the prices of access, despite the entrance of as many as nine VOs,
are condgtently high. The price squeeze leaves such little room for the VO that no
price war at the GSM market will start.*® This strategy has been successful dueto
the avoidance of a price war between the network owners and the NRA’s
inability to enforce rules of cost oriented pricing.

4.2 Government Incentives
4.2.1 The Information Society

The Lisbon summit stated that the creetion of the information society was one of
the prioritized issues on the EU-agenda. The access to the Internet and the new

“ Interview with Anders Sjéholm of Europolitan in Cooke p. 12.
*® Interview with Magnus Sj6lander of Netcom Consultantsin Cooke p. 14.
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communication structures for the people is of fundamenta importance for the
possibility of a country (or of the EU) to stay competitive.

“If Europe can embrace these changes by creating an environment which supports rather
than holds back the process of change we will have created a powerful motor for job
creation and growth, increasing consumer choice and promoting cultural diversity. If Europe
failsto do so rapidly enough there are real risks that our businesses and citizenswill be left
to travel inthe slow lane of an information revolution which is being embraced by
businesses, users and governments around the world” “

“The ability of the European community to use convergence, whilst tailoring it to the
European version of the information Society, will be at the heart of growth, competitiveness
and job creation in the years to come. The danger isthat if Europe fails to take advantage of
the opportunities provided by convergence it could be left behind as other major trading
blocks reaps the benefits of amore positive approach”.*’

“The Lisbon European Council of 23-24 March 2000 has highlighted the potential for
growth, competitiveness and job creation of the shift to adigital knowledge based economy.
In particular, it emphasized the importance for Europe’ s businesses and citizens of accessto
an inexpensive, world class communications infrastructure and awide range of services.”*

Theinfragtructure of telecommunicationsis of vita importance in the introduction
of this envisoned information society. The objective for the Member Statesisa
rapid development of the next generation of infrastructure for mobile
communication. This development should preferably be facilitated by priveate
companies. Further, it is of vital importance that prices to consumers are kept low
50 that the new techniques will be available to everyone. This cost oriented pricing
ismogt efficiently achieved by a competitive market where no monopoly/oligopoly
power exigts. Therefore, the main thought of the European telecom regulation has
during the last decade been that the market should be geared towards free
competition. Effective Competition drives down prices to their efficient level and
spurs innovation in the development of new products and services. Therefore any
company exhibiting to much market power must be regulated. Despite of thisflair
for competition the nationa governments supported by the commission alocates
only asmal and limited number radio frequenciesto UMTS traffic.

4.2.2 Limited number of licenses
When studying how and why the alocation and digtribution of licenses was done

in the way it was severd interesting issues arise. Simple market theory predicts
that an auction will dlocate the licenses to those who vadue it the most and thus

“® Commission of the European Communities, Green Paper on convergence between
telecommunication, media and information technology, Implications for regulation,
COM(1997)623 final of 3 December 1997 piiii.

" Commission of the European Communities, Green Paper on convergence between
telecommunication, media and information technology, Implications for regulation,
COM(1997)623 final of 3 December 1997 p.13.

“®Commission of the European Communities, Proposal for a Directive of the European
Parliament and of the Council on acommon regulatory framework for electronic
communications networks and services, COM(2000)393 final of 12 July 2000 p. 3.
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will make the most efficient use of it. Thisis the economic-theoretical explanation
for why a government should use competitive bidding to distribute UMTS
licenses.

When studying the limited number of licenses from a more incentive creating point
of view it becomes obvious that it may be necessary for regulators to limit the
number of networks built. In order for anyone company to make the enormous
investments required to buy aUMTS license and then build the UMTS networks
covering an entire country they would need assurances of a certain time to recoup
their costs. As have been described above there are small or no profitsto be
made on a competitive market. Further, the Member States have a second
interest in giving the progpective licensees the impresson that there will be limited
competition: according to economic theory they are the ones who, through an
auction, will appropriate the monopoly rent. The more oligopoligtic the bidders of
the auction thinks that the market will be the higher the expected monopoly rent
and the larger the revenue from the auctions.

If the companies are given the right to operate in an oligopoly Stuation it will both
give them the proper incentives to incur the investment of building the networks
and pay the expected (but highly uncertain) monopoly rent to the Member States.
Undergtanding this economic retional for limiting the number of licensesis
important in analyzing what incentives the government has for interfering in the
market.

4.2.3 The dual situation of legisators

The regulators want companiesto invest in UMTS-networks and therefore
guarantee them a certain payoff on thelr investment by giving them an assured
market power. Legidators further want large companies based in Europe to be
able to enjoy the benefits of concentration such as scale effects. Indeed getting a
more concentrated corporate structure that creates competitive businesses based
on scale effects is one of the main economic points of the common market™.
However, the regulators do not want these large companies and their potentia
monopoly power to hurt consumers, VOs or smaler competitors by excessve
pricing or other anti-competitive behavior. This creates and obvious dilemma for
the regulators: they have strong incentives to give exclusive rights to some
operators in order to facilitate a fast and complete rollout of UM TS networks and
to regp the monopoly rent. At the same time they do want to maintain full
compsetition. Finding relevant and appropriate control mechanisms that balances
these interests is indeed a difficult task.

“* Brown, Wilson and Hogendorn Jan, International Economics, Addison-Wesley
Publishing, 1994, USA, p 323.
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4.2.4 Finding the balance in pro-competitive inter vention
against gover nmentally awar ded oligopolies

As described above the Member States have facilitated an oligopolistic market
gructure. On the other hand they have strong incentives to enforce competition
law that per definition is opposed to non-competitive market structures. Enforcing
non-discriminatory pricing and cost orientatior™ in the fixed telephony markets
has given Europe locd interconnection rates that are some of the lowest in the
world. It has substantialy facilitated competitive entry and has led to immediate
consumer benefit. However, the price pressure caused by competition may
deprive operators of the incentives to invest in infrastructure and may cause them
to look for regulators to get them cheap entry. Networks may not be built at the
speed needed because the infrastructure owners will have to give away access at
what their shareholders consider alow return. Since one of the EU’ s drategic
godsin the tdecommunication market is“ cregting a climate for invesment and
deployment of UMTS and fostering Europe’ s competitiveness’ ** the legidatorsis
in atricky Stuation.

The Swedish government faced the same issue when they were contemplating a
regulation mandating access to the GSM networks. They were of the view that
development of the mobile service market was impeded by the limited
competition on the network market. The pace of innovation and development of
new services was impeded by the uncertainty of whether a market for the new
sarvices would develop. However, the government was dso aware of the
problem of the decreased incentive to invest in infrastructure that the regulation
might cause. A report was therefore ordered from “ Centrum fér
trangportekonomi vid htgskolan i Daarnd’ that investigated what effects a
mandatory access regulation upon the willingness to invest™.

The authors distinguishes between two ways of cregting competition on the
mobile market:

1. Infrastructural competition: i.e. competition between different infrastructures
whose owners are offering access to VOs and/or selling the capacity to end-users
themsdves which ever is more efficient.

2. Service-based competition: i.e. where service providers compete with
gpplications and services leasing space in open access networks.

The authors draw the conclusion that the first regulatory system gives incentives
for both new and established companiesto invest in infrastructure. Conversdly,
regulation that gives service providers opportunity to lease unbundlied components

% Mainly under the ONP rules.

*! Commission Communication, Strategy and policy orientation with regard to the further
devel opment of mobile and wireless communications UMTS COM (97) 513 final p. 19.

%2 " Reglering av mobil telefon marknaden; open accesstill nétkapacitet?” Available at
http://www.du.se/~/jen.
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has the opposite effect. The Swedish government did not take the viewpoints of
the report into account and instead emphasized that the proposed legidation only
entailed an obligation for network owners sall excess network capacity. Thisrule
would minimize the negetive effects. The legidation aso entailed a pricing
regulation that said that the price for the capacity should be determined by the
“market price.” Thiswould guarantee a reasonable return on investments made in
infragtructure. Some of the respondents in the public consultation points out the
difficulties of determining if there is excess capacity. The governments responds to
this by clarifying that in the cases where the network owner made the investments
in infragtructure with the intention of meeting increased demand from its own
customersit is not reasonable that this capacity should be leased to others since
there probably is only atemporary excess of capacity. This also meansthat a
reasonable amount of capacity for future needs should be taken into
congderation. In the end the NRA must make an assessment of the demand for
capacity that should be facilitated. The legd review of the proposed legidation
(Lagrédet) questioned the ability of any authority to determine whether there was
in fact any access capacity in the networks of a network owner. Thisis even more
S0 since the operator only needs to make plausible that there is no excess
capacity. Asit later turned out the suspicions of the Lagradet was correct and as
described above the regulation has not been used due difficulties in proving that
there in fact is excess capacity, what the price of such capacity should be and so
on.

Another problem that the expert report pointed to is that the investors may get the
impression that the legidation is unpredictable. Thiswould increase thair risk-
premium and decrease the willingness to invest. The Swedish government
responds to this by pointing out the need to find a bal ance between the need for
stable regulation and regulatory predictability on one hand and the need to adapt
legidation on the other. On the rapidly developing teecommunications market
they find it reesonable to assume that the actors have caculated with the
possibility of an dtered regulation when they made their investmen.

5. Legal background

5.1 General framework

The telecommunication market is regulated by amultitude of different
frameworks. nationa competition and sector specific laws, EC competition and
sector specific regulation, and WTO rules.

At theworld level WTO has established basic principles of free

telecommunication markets. Thiswork aming a globa regulatory and technica
sandards have been supported and facilitated by amultitude of different groups
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such asITU, UMTS-Forum, CEPT, GSA and ETSl representing consumers,
manufacturers and other stakeholders. These groups have adso worked close to
the EU in their work towards a European common regulation for
telecommunications. At the nationd leve licensing and authorization conditions
imposed by the NRA isimportant, to in addition to the national laws, determine
the environment in which the operators work.

The globd, the European and the nationa regulations together form a complex
web of rules to which the telecommunication companies must adhere. Bearing this
multi-layered structure in mind, this thesswill focus on the European leve of
regulation.

5.2 History

Up until 1987 telecommunication in Europe was organized in much the same way
asintherest of the world: through nationa monopolies. These companies were
both owners of the infrastructure and service providers. Based on this the
European regulation was very smple: each Member State was responsible for its
own telecommunication networks and the connections between the national
structures were regulated by agreements.

In 1987 the Commission decided on atota overhaul of the regulation of the
telecommunications sector. This overhaul resulted in a green paper® that
recognized the growing importance of telecommunication and suggested that the
market except voice telephony should be put under free competition. Thiswas
recognized by the Council in aresolution 1988>* and decided by the Commission
in two Directives two years later. One of these Directives, the so-called Service™
Directive, was aliberdization act that established the introduction of free
competition for al traffic except for voice telephony in the fixed networks of the
European market and cdled for the abolition of specid or exclusiverights. The
other was the so-called Open Network provision (ONP)*® that was aimed to
help facilitate the introduction of competition by establishing the rulesfor a
deregulated market. The ONP framework established aworking process under
which the Commission could develop common regulation on standards,
conditions of access, provisons of services and tariff principles.

**Commission of the European Communities, ” Toward a dynamic European economy —
Green Paper on the development of the common market for telecommunications services and
equipment, COM(87) 290, final of 30 June 1987.

* Council resolution on the development of the common market for telecommunications and
services and equipment up to 1992, [1988] OJ C 257/1.

% Directive 90/388 on competition on the markets for telecommunication services, [1990] OJ
L 192/10.

% Directive 90/387 on the establishment of theinternal market for telecommunication
services through the implementation of open network provision (ONP) [1990] OJL 192/1.
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The first ONP-based Directive was the so-called Leased Lines Directive® that
harmonized the basic principles with regard to the problems of interconnection
and access to the networks of the incumbent that arose when starting
deregulating. New entrants could not feasibly build their own networks and
therefore leased capacity in the network of the incumbent. The Leased Lines
Directive helped these transactions by giving the conditions for when regulators
could intervene in the market to prevent the incumbent from hindering competition
from arising. At this point the deregulation was limited to the market for other
traffic then voice telephony, mainly dataand telex traffic.

In 1995 and 1996 the full liberdization of the EU telecommunications market
including the fixed voice telephony and telecommunication networks was initiated.
The Service Directive was extended into a Full Competition Directive® that
mandated complete deregulation of fixed telephony on the European market from
the beginning of 1998*°. The same year as the Service Directive was amended to
include mobile telephony®.

The liberdization dso led to an adaptation of the ONP framework to the new
multi-operator environment with liberdized market conditions. It established rules
for the liberalized fixed voice telephony® and a regulatory framework for
interconnection to services and networks™. Also the leased line Directive was
amended to apply to the new environment.®®* The ONP thereby became the
natura framework for the basic definitions of access to telecommunications
infrastructure and facilities. The corner stone of the ONP rules became the so-
caled asymmetric regulation of regulation of market actors by reference to the
test of SMP (significant market power). After the complete deregulation in 1998
the ONP Voice telephony Directive was amended to include further obligations

*'Directive 92/44 on the application of open network provision to leased lines, (1992) OJL
165/27.

**Directive 96/19 amending Directive 90/388 with regard to the implementation of full
competition in the telecommunication markets, [1996] OJL 74/13.

% Ungerer ”managing the strategic impact of Competition law in Telecoms” p.2 says that
thiswas only completed on time in ten Member States. Spain and Ireland was ayear |ate,
Portugal two and Greece three.

®Directive 96/2 amending Directive 90/388 with regard to mobile and personal
telecommunications, (1996) OJL 20/59. The prescript to the Directive says: “ The exclusive
rightsthat currently existsin the field of mobile communication were generally granted to
organizations which already enjoyed adominant position in creating the terrestrial networks,
or to one of their subsidiaries. In such asituation, these rights have the effect of extending
the dominant position enjoyed by those organizations and therefore strengthening that
position which, according to the case-law of the Court of Justice, constitutes an abuse of
the dominant position which is contrary to Article 86 of the treaty.”

% Directive 95/62/EC application of a Open Network Provision to Voice telephony, (1995) OJ
L 321/6.

®’Directive 97/33 on interconnection in Telecommunications with regard to ensuring
universal service and interoperability through application of the principles of Open Network
Provision (ONP), (1998) OJL 199/32.

®Directive 97/51/EC amending Directives 90/387/EEC and 92/44/EEC for the purpose of
adaptation to a competitive environment in telecommunications. OJL (1997) 295/23.
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for the incumbents who were Hill trying to obstruct competition in the fixed
networks.*

The regulatory development between 1987 and 1998 was a liberdization and
deregulation of the telecommunications market based on non-discrimination,
transparency and interconnectivity of networks. The centra issues were to create
acommon framework for authorization and licensing of operators, to establish
independent nationa regulatory agencies and to liberdize the market for
telecommunication services. However, the deregulation framework’ s very success
in unleashing competition and innovation has lead to aneed for a new framework.
At the same time the technological development had facilitated the change in the
market created by the convergence of the media, IT and telecommunication
(described in chapter 2.4 point 3 above). The liberdization process has further
crested aneed for a common European regulation on the areas that ill remain
unregulated such as for example access to the network of mobile operators. The
increased competition, the convergence and the complex jurisdictiond issues
required a new regulatory framework for the telecom sector.

In 1997 the commission made an effort to consider the changes of regulation that
was needed to control the new market. This effort resulted in the 1997 green
paper on convergence™ that created awide-ranging debate on the future
regulatory system. After the green paper the commission published a series of
communications to get input to the regulatory process. The preparatory work
culminated with the 1999 telecommunication review®™. The review proposed a
regulatory framework that was intended to consolidate the EU’ s regul atory
framework and at the same time facilitate both the needs of the mature and dow
growing fixed sector and the growth and investment intense mobile sector. The
new regulation had to make it possible to maintain an open market, fair prices and
afavorable invesment climate in line with the difficult consderations described
above®.

% Directive 98/10/EC on the application of open network provision (ONP) to voice telephony
and on universal service for telecommunications in a competitive environment, (1998) OJ
101/24.

%" Green paper on the convergence of the telecommunication, media and information
technology sectors and the implications for regulation” COM (1997) 623.

%Towards anew Framework for electronic communications infrastructure and associated
services: the 1999 Communications review. COM (1999) 539.

%7 Commission Communication, Review of the telecommunication regulatory framework —a
new framework for electronic communications infrastructure and associated services, the
1999 Communications review, COM (1999) 539 final of 10 November 1999 identifiesthe main
policy objectives that underpin the regulatory framework as being:

- To promote an open and competitive European market for communications of services
ensuring low prices, universal service and awide variety of different services.

- To consolidate the market in a converging environment ensuring non-discrimination,
effective management of scarce resources and establishment of trans-European networks
and seamless interoperability.
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In July of 2000 the Commission presented its proposas for anew Directives
governing the telecommunication sectors. The new regulatory framework was
suggested to be composed of aframework Directive together with four specific
Directives covering licensing and authorization, access and interconnection,
universal service consumers and users rights, and telecom data protection. The
Lisbon European Council caled for the new regulation to be adopted as soon as
possible in the course of 2001.

- Directive on acommon regulatory framework for el ectronic communications networks
and services®

- Directiveon universal services and users rights relating to electronic communications
networks and services®

- Directive on access to, and interconnection of, electronic communications networks
and associated facilities™

- Directive on the processing of personal data and the protection of privacy in the
electronic communications sector’

- Directive on the authorization of electronic communications networks and services’

- Regulation on unbundled access to the local loop.”

This new regulatory framework amsto avoid thet different forms of audiovisud
communication ends up being subject to different regulations by encompassing
them dl. The answer to the problem of convergence™ isthus uniformity in the
regulation for al forms of “dectronic communication”.. This term thus

%8Commission of the European Communities, Proposal for a Directive of the European
Parliament and of the Council on acommon regulatory framework for electronic
communications networks and services, COM(2000)393 final of 12 July 2000. This Directive
contains a number of horizontal provisions common to more than one measure in the
package. This Directive sets out a number of principles and objectives for regulators to
follow, aswell as aseries of tasksin respect of management of scarce resources, such as
radio spectrum and numbering.

% Commission of the European Communities, Proposal for a Directive of the European
Parliament and of the Council on universal services and usersrightsrelating to electronic
communication networks and services, COM(2000) 392 final of 12 July 2000.

" Commission of the European Communities, Proposal for a Directive of the European
Parliament and the Council on access to, and interconnection of, electronic communications
networks and associated facilities, COM(2000) 384 final of 12 July 2000.

"t Commission of the European Communities, Proposal for a Directive of the European
Parliament and of the Council concerning the processing of personal data and the protection
of privacy in the electronic communications sector, COM(2000) 385 final of 12 July 2000.

"2 Commission of the European Communities, Proposal for a Directive of the European
Parliament and the Council on the authorization of el ectronic communications networks and
services, COM(2000) 386 fina of 12 July 2000.

" Commission of the European Communities, Proposal for aregulation of the European
Parliament and of the Council on unbundled access to the local 1oop, COM(2000)3%4 fina of
12 July 2000.

™ Some of the issues surroundi ng definitionsthat is necessary to examine more closely in

order to deal with the convergence:

- Whether definitions are sustainable in light of technological development.

- Whether definitions result in the same services falling under more than one regul atory
regime, and where it does, whether it isjustified.

- Whether definitionslead to discrimination by allowing similar networks or servicesto
be regulated differently.
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encompasses the fixed lines of the incumbent, mobile networks (such as GSM
and UMTYS), cable televison networks, satellite networks and broadband fiber
cables.

The new regulation was accepted by the Council on the fourth of April 2001 with
some minor adjustments.”

6. Applicability

It cannot be considered to be an anti-competitive practice if a network owner on
a competitive market refuse to give accessto aVO or if it maintains excessve
prices. On a competitive market another network owner would in such a case
provide capacity at a competitive price. From aregulatory point of view the issue
of access should in these cases principaly be amatter for commercia negotiations
and thus lead to a hands-off gpproach from the regulator. However, on a market
where one player (or severa playersjointly) control the accessto the end-
customer through control of access technologies such as infrastructure and these
players can discriminate in favor of its own products regul ators could have reason
to step in to maintain (or creete) competition.

As can be seen above there is reason to believe that the UMTS capacity market
will not be fully competitive. The first issue that needs to be addressed by the new
regulaion is then; to whom is the regulation goplicable? Thet is; in what Stuations
can anetwork owner (or several network ownersjointly) be regarded as so
dominant that acommercid negotiation between two equd partiesis not
possible? What acts and features distinguishes such a network owner from other
network owners? Another relevant issue in this context is how alasting definition
of when regulation should be gpplicable can be created in the fast moving and
complex market structure of telecommunications where technological
development makes market definitions rapidly obsolete?

One of the problems when it comes to andyzing these issuesin the context of
telecommunications is that many different regulations are gpplicable to the
market”. A sarvice provider faced with an access problem can therefore

™ Augustsson, Thomas, Avreglering enar telebolag, Svenska Dagbladet Naringsliv p.19, 5
April 2001and OlaHellblom, EU ministrar avvisar gemensammateleregler, Dagens Industri 5
April 2001.

® There are anumber of areas where access agreements will be subject to both the
competition rules and national or European sector specific measures, most notably in the
internal market measures. In the telecommunications sector, the ONP Directivesaim at
establishing aregulatory regime for access agreements. Given the detailed nature of ONP
rules and the fact that they may go beyond the requirementsin Article 86, undertakingsin
the telecommunications sector should be aware that compliance with the Community
competition rules does not absolve them of their duty to abide by the obligationsimposed
in the ONP context, and vice versa.



contemplate a number of routes to seek remedy. Firdt, a anationd leve, the
gpplicant has two main choices namely (A) specific nationd regulatory
procedures established in accordance with community law and harmonized under
ONP and (B) an action under nationa and/or Community law before the nationd
court or the national competition authority. Secondly, the aggrieved part can
make a complaint to the commisson. In these two Stuations different legd rules
governs. In the first case the sector specific telecommunications framework is
gpplicable while in the second the Community competition rules apply.

This chapter will first analyze the applicaility of sector specific regulation to these
Stuations. Secondly, the rules on gpplicability in the competition law will be
gudied. Findly, the new regulation and its relaion to the old framework and the
competition law rule will be discussed.

6.1 Sector specific regulation

As briefly described above the telecommunication sector specific regulation
conssts of two sets of Directives. Firgt, there are anumber of liberdization
Directives based in Article 90. Secondly there are the ONP harmonization
Directives based in Article 82.”” The ONP framework was originaly only
targeted againgt the incumbent operator. However, when the ONP regulation was
adapted to the multi-operator environment the term SMP was adopted to
describe an operator that can thresten free competition.

The term SMP was first adopted for use in the interconnection Directive™, The
definition is based on an estimation of the market share of the players on the
market.

“An organization shall be presumed to have significant market power when it has a share of
more than 25% of a particular telecommunications market in the geographical areaina
Member State within which it is authorized to operate. National regulatory authorities may
neverthel ess determine that an organization with a market share of less than 25% in the
relevant market has significant market power. They may also determine that an organization
with amarket share of more than 25% in the relevant market does not have significant market
power. In either case, the determination shall take into account the organizations ability to
influence market conditions, its turnover relative to the size of the market, its control over
the access to end-users, its access to financial resources and its experiencein providing
products and servicesin the market” "

This SMP definition was adopted as aresult of the legidator’s attemptsto
maintain the incumbent from engaging in anti-competitive behavior. Snce the
incumbents do not have any private investors and aready had awell-established

" See Annex 1 for more details

" Directive 97/51/EC amending Directives 90/387/EEC and 92/44/EEC for the purpose of
adaptation to a competitive environment in telecommunications. OJ L (1997) 295/23

™ Directive 97/33 on interconnection in Telecommunications with regard to ensuring
universal service and interoperability through application of the principles of Open Network
Provision (ONP), (1998) OJL 199/32 Article 4 paragraph 3.
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infragtructure the legidators did not have any difficulties in regards of maintaning
investment incentives when deciding on gpplicability rule. Another reason for
adopting the straightforward 25% rule was that it should be fairly smple for the
NRAsto goply it uniformly throughout the Community.

The regulatory framework does not very clearly define what “relevant markets’
mean and it becomes up to the NRAS to determine the meaning of the term. The
NRAs are helped by the Commission recommendation on how to define a
reevant market®. However, since this document is rather abstract the task of
defining a rdlevant market became more and more difficult as the convergence
between technologies and markets increased. The result was that different NRAs
al had different definitions of relevant markets.

6.2 Competition rules

EU Competition law entail screening under primarily Article 81 (anti competitive
agreements, including market sharing) and Article 82 (abuse of dominant position,
including issues of unfair pricing and refusal of access and interconnection).

Compstition law is, unlike the sector specific rules, mainly enforced ex post. That
is, competition rules cannot aways be used to prevent changes or events on the
market. Despite this they set the basic ground rules for the sector that are of
course vdid dso ex ante. The Commission isfor example notified about
concentrations and agreements that may restrict competition in the internal
market. The natification alows the Commission to gives their view on whether the
agreement is in accordance with Community competition law. Asthe
telecommunication market has shifted from monopoly to competition, there has
been increasing involvement of the competition authorities in the
telecommunications sector. Thisisatrend that is evident not just in Europe but
aso on aglobd basis™.

The Competition law term for market power that is sufficient to thresten
competition is dominance. Even though the concept of dominance has generdly
been addressed in cases concerning mergers™ the Commission found thet there
was aneed for a gpecia notice that describes how competition rules apply to
cases involving the refusd to grant access to networks or to apply unfavorable

8 Commission recommendation. .. Commission recommendation 98/195/EC of 8 January 1998
on interconnection in aliberalized telecommunications market; Commission recommendation
98/511/EC amending recommendation 98/195/EC with regard to | nterconnection pricing (1998
OJL 228/30).

81OECD, Telecommunications Regulations: Institutional Structures and Responsibilities,
DSTI/ICCP/TISP(99)15/FINAL, 1999 p. 22.

82 Access agreements are generally outside the scope of the merger regulation. Council
regulation (EEC) No 4064/89 of 21 of December 1989 on the control of concentration

between undertakings (OJ L 395, 30.12.1989, p.1); corrected version (OJ L 257, 21.9.1990,
p.13).
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terms. This so-called Access notice® (hereinafter “the notice’) summarizes the
main principles that has evolved in cases and communications from the
Commission and the ECJin regard of accessissues™. It lists the main potentia
abuses againgt Article 82 and sets a clear doctrine concerning the balance
between gpplication of sector specific regulation —mainly the ONP Directives-
and the generd gpplication of competition law. The principles set out in the notice
apply to both fixed and mobile communications.

According to the notice, the first issue in application of competition law to access
casesisto determine what condtitutes the relevant market in the case a hand.
Oncethisis determined the next step is to andyze whether the operator has a
dominant position on that market. Finaly the behavior of the network owner must
be studied to decide whether it has abused its dominant postion. Only if al of
these prerequisites are filled competition law remedies are applicable. The
disposition of chapter 6.2 will initidly follow this three-step procedure: 6.2.1 will
ded with the definition of rdlevant markets, 6.2.2 further anayzes the dominance
concept in the context of accessissues, 6.2.3 examines different abusive
behaviors. The last two chapters discuss objective judtifications, which might
exempt alicensee from being subject to the rules of the notice, and certain Article
81 issues.

6.2.1 Deter mining relevant markets

To identify relevant markets the Commisson use the definition of rlevant markets
St out in the Commissions notice on “the definition of the rlevant market for the
purpose of Community competition law”®. According to this recommendation
firms are subject to three condraints, demand subgtitutability, supply
subdtitutability and potential competition. Thefirst condraint constitutes the most
immediate and effective disciplinary force and is therefore the main tool used in
Article 82 cases to define relevant markets. Different telecommunication services
are conddered subgtitutable if they show a sufficient degree of interchangesbility
for the end user. This subdtitutability would mean that effective competition could
take place between the different providers of these services™.

8 Commission of the European Communities, Notice on the application of competition rules
to access agreementsin the tel ecommunications sector — framework, relevant markets and
principles[1998] OJ C 265/2.

# The Access notice is based on amultitude of cases and studies concerning the
application of competition law to access. Commission Decision 91/562/EEC of 18 October
1991, Eirpage (OJ L 306, 7.11.1991, p. 22); Commission Decision 96/546/EC and 96/547/EC of
17 July 1996, Atlas and Phoenix (OJ L 239, 19.9.1996 p. 23 and p. 57); Commission Decision
97/780/EC of 29 of October 1997 Unisource (OJ L 318, 20.11.1997 p. 1); Competition aspects
of interconnection agreements in the telecommunications sector, June 1995; Competition
aspects of access by service providers to the resources of telecommunications operators,
December 1995; Competition aspects of Access pricing, December 1995.

8 Commission notice on the definition of relevant market for the purpose of Community
competition law, [1997] OJ 372/5, para 13.

8 \When the Commission will use the test of arelevant market, which is made by asking
whether, if all the suppliers of the service would raise their price by 5-10% their collective
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In the notice the Commission foresees a telecommunications market with at least
two types of relevant markets- that of service provided to the end user and that of
access to facilities necessary to provide that service. Thisthesis focuses on the
latter of these markets. The notice indicates that access to those facilities
necessary to provide a particular service to end-users (physica network,
information etc) can be considered arelevant market. It thus seems asif the first
condition of the gpplicability definition isfulfilled.

6.2.2 Dominance

The consensus in Economic seems to be that a firm possesses market power if it
can raise prices above their competitive level for anon-trangtory period without
losing sdles to such a degree as to make this unprofitable. A number of factors
can indicate that a firm has such market power. The ECJ has determined®” that
according to competition rules acompany holding adominant positionis
characterized by a strong economic podtion that enables it to hinder effective
competition on amarket by acting independently from competitors (and
consumers). Dominant pogtion is determined usng amultitude of criteria, mainly
the sze of the companies market share in comparison to the market shares of the
competitors.

“Market power for agiven undertaking will be measured partly by the number of subscribers
who are connected to termination points of the telecommunications network of that
undertaking expressed as a percentage of the total number of subscribers connected to
termination pointsin the relevant geographical area’®

Wheat regards the relationship between SMP and dominance in terms of required
market power the notice saysthat “It isclear /.../ that the notion of SMP
generaly describes a position of economic power on amarket less than that of
dominance’®. The notice further enphasizes that it is necessary to teke into
account other advantages or disadvantages such as barriersto entry,
technologica expertise, large R& D spending, large amounts of patents or know-
how and so on.

“A market share of over 50% is usually sufficient to demonstrate dominance although other
factors will be examined. For example the Commission will examine the existence of other
network providersin the geographical areato determine whether such alternative

profitswould rise. According to thistest, if their profits would rise the market considered is
a separate relevant market.

¥ This approach stems from the United Brands case 27/76, [1978] 1 CMLR 429, 487-8 and
was approved and added in Case 85/76 Hoffmann-La Rouche and Co. Ag v. Commission
[1979] ECR 461, 3 CMLR 211 paragraph 39.

% Commission of the European Communities, Notice on the application of competition rules
to access agreements in the telecommunications sector — framework, relevant markets and
principles[1998] OJ C 265/2 p.72.

% Commission of the European Communities, Notice on the application of competition rules
to access agreements in the telecommunications sector — framework, relevant markets and
principles[1998] OJ C 265/2 footnote 57.
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infrastructure is sufficiently dense to provide competition/.../ and the extent to which it
would be possible for new access providers to enter the market.”*

Presently the number of access providers will be limited to the approved
licensees. What regards the question whether the denseness of the dternative
infragtructure is sufficient to provide competition, the answer depends on whether
the network owners collude or compete. Thisissue is further analyzed in 6.2.2.1

6.2.2.1 Joint dominance

Treaty of Rome Article 82

“ Any abuse by one or more undertakings of a dominant position/.../shall be prohibited as
incompatible with the common market”

The wording of Article 82 makesit clear that the article dso applies when more
than one company shares adominant position. According to the most important
case on the subject, the Italian Flat glass case™, the CFI concludes that the
concept of joint dominance describes a Situation where a number of independent
firms operate in aparald manner. The joint dominance is separate from the
norma control of oligopolies covered by Article 81 (anti-competitive
agreements). Instead it covers parale pricing, refusa to supply and
discrimination. The ECJ has later endorsed the use of ajoint dominance concept
inthe 1IM* and in the DIP case® In the latter of these cases the Court has
elaborated on the links that is necessary between the companiesin order for them
to be seen as joint dominant saying: it is necessary for the undertakings to be
linked in such away that they adopt the same conduct on the market.**

The Commission dedt with the same question in the Gencor/Lohnro decison
and there gated that: “ Smilar negative effects which arise from a dominant
position held by one firm can arise from a dominant position held by an oligopoly.
Such astuation can occur where amere adoption of the members of the
oligopoly to the market conditions causes anti-competitive pardld behavior
whereby the oligopoly becomes dominant”®. Active collusion would therefore not

be required for the members of the oligopoly to become dominarnt.

% Commission of the European Communities, Notice on the application of competition rules
to access agreements in the telecommunications sector — framework, relevant markets and
principles[1998] OJ C 265/2 p. 73.

%! Case T-68, 77-78/89, Re Italiana Flat glas: Societa Italiana Vetro v. Commission [1992] 5
CMLR 302.

% Case C-393/92 Municipality of Alemo v. NV Energiebedrijf Ijssdmij [1994] ECR I-1477.

% Cases C-140-142/94, DIP SsA v. Commune di Bassano del Grappa[1995} ECR I-3257 para
25-6.

# Commission decision No. 97/26/EC QJL (1997).

% Commission decision 97/26/EC, Gencor/Lohnro.
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In the Compagnie Maritime Belge case™ the CFl applied the joint dominance
concept to a shipping line conference thet tried to eiminate their main independent
competitor. The court deemed the close relationship between the companiesin
the shipping line conference a strong enough requisite link between the companies
to apply joint dominance.

In brief the regulation seems to say that for two or more companiesto be jointly
dominant they must be in the same geographica market and together has the
same position vis-avis their customers as a single dominant company. In addition
there must not be any significant price competition between the companies. If
those prerequisites are filled the companies are subject to the same regulations as
asingle dominant company. In regard to this concept’ s application on the
telecommunications market the notice says.

“ For two companies to be jointly dominant it is necessary, though not sufficient, for there
to be no effective competition between the companiesin the relevant market. Thislack of
competition may in practice be due to the fact that the companies have links such as
agreements for cooperation, or interconnection agreements. The Commission does not,
however, consider that either economic theory or community law implies that such links are
legally necessary? It isa sufficient economic link if thereisakind of interdependence which
often comes about in oligopolistic situations. There does not seem to be any reason in law
or in economic theory to require any other economic link between jointly dominant
companies. This having been said, in practice such links will often exist in the
telecommunications sector where national [telecommunication operators] nearly inevitably

have links of various kinds with one another."®

In acase where a VO has been denied access from al network owners and
where thereis no objective judtification for thisit is not possible to clam a defense
based on that the dominant companies are acting independently of each other.
Network owners cannot avoid being labeled as dominant merely by saying that
the others might have given access. In the case of joint dominance behavior by
one of severd jointly dominant companies may be abusive even if other are not
behaving in the same way.”

6.2.3 Abuse of dominant position

As described above it is not sufficient that a network owner is dominant or jointly
dominant on arelevant market. He must aso abuse this dominance. The following
paragraphs will discuss different forms of abuse. The discusson will focus on
refusal of access and anti-competitive pricing practices. However, as a primer to

% Cases T-24-6 and 28/93, Compagnie Maritime Belge Transport SA v. Commission [1997] 4
CMLR 273.

% Commission decision 92/533/EEC of 22 July 1992, Nestlé/Perrier (OJ L 356, 5.12.1992, p.1).
%Commission of the European Communities, Notice on the application of competition rules
to access agreements in the telecommunications sector — framework, relevant markets and
principles[1998] OJ C 265/2 p. 13.

% Commission of the European Communities, Notice on the application of competition rules
to access agreements in the telecommunications sector — framework, relevant markets and
principles[1998] OJ C 265/2 p.21.
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other possible anti-competitive behaviors that can be expected to occur on the
UMTS market brief descriptions of other abuses and how they are perceived by
the notice will be done.

6.2.3.1 Refusal to grant access

According to the notice arefusd to give access will only be abusve if it has
exploitative or anti-competitive effects. The notice continues to say that Snce
service markets in the telecommunication sector have few competitive playersa
refusal will generally affect competition on those markets.

For competition law purposes there are three different Stuations in which the
access refusal can become relevant. In the firgt Situation other service providers
has been granted access to the same downstream market but one is refused. The
second Situation is characterized by that no one is using that down-stream market
and no oneis alowed access. In the third Situation access is withdrawn from a
service provider that has already been granted access.

6.2.3.1.1 Discrimination

Thefirg of the above Stuation, arefusa of adominant facility owner to give
access for the purpose of a service where another operator has been given
access, would condtitute discriminatory trestment. In the absence of any objective
judtification (6.2.4 below), discriminatory trestment that restricts competitionin a
downstream market congtitutes an abuse.

6.2.3.1.2 Essential facilities

The second of the Situations described above refersto arefusa of the network
owner to grant access to a new downstream market. In these cases the question
arises as to whether the network owner should be obliged to provide capacity to
facilitate services that has not earlier been provided, either by the network owners
own downstream arm or by any other company.

These issues have been dedlt with earlier in the context of Community competition
law both by the Commission and by the ECJ. In anumber of cases ECJ has
established a so-called essentia facilities doctrine'®. The doctrine relates to the
Stuation where a company has adominant postion in the provision of facilities
that are essential to other firmsto supply goods or services and where those
facilities cannot be replicated in an economicaly efficient manner. The court has
put a high threshold in these rulings —such as in the Bronner/Mediaprint
judgement™®. In the transport fidld the Commission has ruled that afirm

1% According to Case C-7/97 Oscar Bronner GmbH & Company. KG. v. Mediaprint Zeitungs-
und Zeitschriftenverlag GmbH & Co. KG and others Opinion of Advocate General Jacobs,
Paragraph 34 , acompany which has adominant position in the provision of facilities which
are essential for the supply of agoods or service on another market abuses its position
where, without objective justification, it refuses access to those facilities.

'"The threshold for application of this rule must be set so that a balance between the
competition interests and the interest of protecting the ability to use one’s own investment
for one’ s own benefit is addressed by the court in thisacse. The general Advocate
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controlling an essentia facility must give access in certain circumstances'® The
same principles apply to the telecommunications sector. If there were no
commercidly feasble aternatives to the access being requested, then unless
access is granted, the party requesting access would not be able to operate on the
sarvice market. Refusd in this case would therefore limit the development of new
markets or new products on those markets, contrary to the intentions of the
internal market. A refusd having these effectsislikely to be abusvein the sense
of the notice.

The essentid facilities concept has proved useful in deding with accessissuesin
other markets. The concept has however found its most explicit formulation in the
access notice:

“In order to determine whether access should be ordered under the competition rules,
account will be taken of breach by the dominant company of its duty not to discriminate or
of the following elements taken cumulatively:

1. access to the facility in question is generally essential in order for companies to compete
on that related market.

The key issue hereistherefore what is essential. It will not be sufficient that the position of
the company requesting access would be more advantageous if access were granted — but
refusal of access must lead to the proposed activities being made either impossible or
seriously and unavoidably uneconomic.

2. thereis sufficient capacity available to provide access

3.thefacility owner fails to satisfy demand on an existing service or product market, blocks
the emergence of a potential new service or product, or impedes competition on an existing
or potential service or product market.

4. the company seeking accessis prepared to pay the reasonable and non-discriminatory
price and will otherwise in all respects accept non-discriminatory access terms and
conditions.

5. thereis no objective justification for refusing to provide access’®,

6.2.3.1.3 Withdrawal of supply

Wheat regards the third situation referred to above, awithdrawa of access from
existing access providers, this might also condtitute an abuse. In the case of
Commercid Solvents, the court held that “an undertaking which has a dominant
position on the market in raw materids and which, with the objective of reserving
such raw materid for manufacturing its own derivatives, refusesto supply a
customer, which itsdlf is a manufacturer of such derivetives, and therefore risks
diminating al competition on the part of this customer is ausing its dominant

emphasizes theright for every business to choose their partners and the right to freely
dispose of one’s own property. He then continuesto claim that in the long run this favors
competition and isin the interest of the consumersto allow investors to benefit fully from
their own investments. Companies in dominant positions would simply not have any
incentivesto invest in efficient new facilitiesif competitors upon request were allowed to
share the advantages of the new facility.

192 Case 6/72 Continental Can [1973] ECR 215.

%Commission of the European Communities, Notice on the application of competition rules
to access agreements in the telecommunications sector — framework, relevant markets and
principles[1998] OJ C 265/2 p. 81.

52



position within the meaning of article 86 [now Article 82]"*** Although this case
dedlt with the withdrawal of a product, there is no difference in principle between
this case and the withdrawal of access.

6.2.3.2 Anti-competitive pricing
There are many ways in which pricing can be used in an anti competitive manner.
Competition law deals with them in different ways

6.2.3.2.1 Excessive

The prohibition of excessive pricesis one of the foundations of Article 82. An
excessve price has been defined by the ECJ as “being excessive in rdation to the
economic vaue of the sarvice provided”®®. The ECJ has made it dlear that “this
excess could, inter dia, be determined objectively if it were possible for it to be
caculated by making a comparison between the salling price of the product in
question and the cost of production'®”. In these casesiit is necessary for the
regulator to determine what the actua costs for the relevant product are.
Appropriate cost alocation is therefore fundamenta to determine whether aprice
isexcessve. For example, where acompany is engaged in anumber of activities,
it will be necessary to alocate relevant cogts to the various activities, together with
an appropriate contribution towards common costs. '’

Ancther way to determine whether a price is excessve is a comparison with other
geographic areas. The court has held that if possible a comparison could be made
between the prices charged by a dominant company, and those charged on
market that are open to competition'®. The court has further said that "when an
undertaking holding a dominant position imposes scaes of feesfor its services
which are gppreciably higher then those charged in other Member States and
where comparison of the fee levels has been made on a consistent basis, that
difference must be regarded as an indicative of an abuse of adominant position.
In such acaseit isfor the dominant undertaking to justify the difference by
reference to objective dissmilarities between the Member States in question and
the Stuations prevailing in al the other Member States” 1.

This method that has been extended into the “best practice” approach for access
pricing that has been adopted by the Commission in arecommendation on

104 Cases 6 and 7/73, Commercial Solvents[1974] ECR 223.

1% Case 26/75 General Motors Continental v. Commission [1975] ECR 1367, at paragraph 12.
1% Case 27/76 United Brands Company and United Brands Continental BV v. Commission
[1978] ECR 207.

197 \when accounti ng separation is needed the notice recommends that the regulator can
take advantage of the ONP rules that in some cases mandate accounting separation see 6.2.1
below.

1% Case 30-87, Corinne Bodson v. Pompes funébres des regions libérées[1988] ECR 2479

1% s0ci été des auteurs, compositeurs, éditeurs de musique (SACEM); joined cases 110/88;
241/88 and 242/88 [1989] ECR 2811.
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interconnection and accounting separation™®. Any pricing that considerably
exceeds best practice will be examined very closely with regard to the
competition rules (Article 82)™.

Where no competitive market data are available the regulatory agencies may have
to try to determine what the price would be on such a market. This can be done
by various forms of analytical cost models. For example the German NRA has
devised complex modd s for how to caculate the long run incremental cost on
which pricing can be based™?.

6.2.3.2.2 Predatory

Predatory pricing occurs, where adominant firm sells agood or a service below
codt for a sustained period of time, with the intention of deterring entry, or putting
arivd out of busness, enabling the dominant firm to further increase its market
power and later its accumulated profits. Such unfairly low prices are in breach of
Art 82 (a). A dominant undertaking has no interest in gpplying such prices except
that of eliminating competitors o asto enable it subsequently to raise its prices by
taking advantage of its dominant position, Since each sdle generates aloss.

Predatory pricing is unlawful if it infringes one of the two AKZO judgment tests™™.
The Access notice makes areference to the AKZO doctrine that "apriceis
abusveif it is below the dominant companies average variable cogt or if it is
below the average cost and part of a competitive plan”. However, this type of
cost cdculations does not work very well with network services where fixed
cogs are high but variable cost low. What kind of behavior is predatory if the
margina cost of production is close to zero but the fixed costs enormous?

It isclear that in cases of access to telecommunication networks asmple
gpplication of the above rule would not reflect the economic redlity. Instead a
price that equates the variable cost of a service may be substantially lower than
the price the operator needsin order to cover the cost of providing the service.
The notice continues: “to apply the AKZO test to prices which are to be applied
over time by an operator, and which will form the basis of the operator’s decison
to inves, the costs considered should include the total cost which are incremental
to the provison of the service. In analyzing the Situation, consideration will have to
be given to the gppropriate time frame over which costs should be analyzed. /.../
It will therefore be necessary to examine the average incrementa cost of
providing a service, and to examine average incrementa costs of alonger period

119 Commission recommendation 98/195/EC of 8 January 1998 on interconnection in a
liberalized telecommunications market; Commission recommendation 98/511/EC amending
recommendation 98/195/EC with regard to Interconnection pricing (1998 OJ L 228/30).

" Commission of the European Community, 28" report on Competition policy 1998 p.42f.
reports how the Commission has surveyed the market for interconnection comparing actual
pricing with best practice.

"2 Analytical cost model. Drafted by the German NRA ” Die Regulierungsbehérde fiir
Telekommunikation und Post”.

113 Case C-62/86, Akzo Chemie BV v. Commission [1991] ECR I-3359, (1993) 5 CMLR 215.
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then one year.”*** However, a cross-subsidy is only unlawful if it has a substantial
exclusonary effect and if it cannot be judtified by e.g. Sart-up codts.

6.2.3.2.3 Price squeeze

As described above (under excessve pricing) it hasin the past been notorioudy
difficult to establish, under the conditions of Article 82, when a price was unfairly
high. In cases brought before the Commission, a dominant company sdlling both
raw materia (in this case access to the network) and end product (in this case
telecommunication services) at a price that are so close that a competitor buying
the raw materiad cannot make a reasonable profit has determined to be contrary
to Article 82. Where the operator is dominant in the product or service market, a
price squeeze could condtitute an abuse. A defense is that the dominant
company’ s down stream operations are exceptionaly competitiveis
permissible™, but exceptionally clear cost accounts would be essentia to prove
it.

6.2.3.2.4 Discrimination

Any differentiations based on the use of which is to be made of the access rather
than differences between the transactions for the access provider itsdf, if the
discrimination is sufficiently likely to redtrict or ditort actud or potentia
competition would be contrary to Article 82. This discrimination could take the
form of imposing different conditions, including charging different prices, or
otherwise differentiating between access agreements, except where such
discrimination would be objectively judtified, for example on the basis of cost or
technical consderations. Such discrimination could be likely to restrict
competition in the down stream markets on which the company requesting access
was saeking to operate, in that it might limit the possibility for that operator to
enter the market or expand its operations on that market. In such acase
discrimination would condtitute an abuse.

6.2.3.3 Other forms of abuse

One of the more common problems in regard of accessisthat network owners
who do grant access are in different ways obstructing the service provider from
using its access efficiently. Dominant network owners have a duty to ded with
request for access efficiently: undue and inexplicable or unjustified ddlaysin
responding to arequest may congtitute an abuse.

The answer to the question what the necessary quality and nature of the serviceis,
is that the network owner seems to be free to dter the nature of its product or
sarvice if the dteration is made in order to improve his own product or service,
and not primarily with the effect of making it difficult for his competitors.

Commission of the European Communities, Notice on the application of competition rules
to access agreements in the telecommunications sector — framework, relevant markets and
principles[1998] OJ C 265/2 p. 18.

15 Commission Decision 88/518/EEC of 18 July 1988, Napier Brown/British Sugar (OJL 284
19.10.1998, p.41).
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However, the proportionaity principle indicate thet a dominant company is not
free to cause subgtantia inconvenience to its competitors to achieve minimal
improvement of its service or product.*'®

By the same token the proportiondlity principle obliges the network ownersto
minimize the inconvenience to virtua operators and service providers when doing
technica dterations. They aso need to disclose the changes to their downstream
competitorsin line with the IBM case™’ and the Decca™® decision.

6.2.3.3.1 Network configuration

The notice just shortly addresses thisissue by saying: “Network configuration
which makes access objectively more difficult for service providers could
condtitute an abuse unless it were objectively justifiable™,

6.2.3.3.2 Tying

A company that is”tying” product or services for which they have a dominant
position with other products that are normaly sold at a competitive market may
aso be acting unlawfully. In the UMTS case one can imagine that an operator that
is very dominant on the fixed telephony market can tie the fixed subscription to
the that of the UMTS services and thereby effectively hindering competition from
entering large parts of the market.

6.2.4 Objectivejustification

Competition law accepts certain judtifications for refusa to grant access or for
giving different conditions to different service providers. One example of when
refusng access is acceptable is when the service provider represents a potentia
credit risk. Further, objective judtification could for example be an overriding
difficulty of providing access to the requesting company, or the need for afacility
owner which has undertaken investment aimed at the introduction of anew
product or service to have sufficient time and opportunity to use the facility in
order to place that new product or service at the market. It must be decided
whether these difficulties are enough to outweigh the damage done to competition
if accessis refused or made more difficult.

6.2.5 Article 81 issues

6.2.5.1 Access agreements

18 Lang p.772

" International Business Machine Corp. v. Commission, Case 60/81, [1981] ECR 2639, [1981]
3CMLR 635

118 Hecca Commission Decision No. 89/113/EEC, OJ L 43/27 (1989)

19 Commission of the European Communities, Notice on the application of competition rules
to access agreements in the telecommunications sector — framework, relevant markets and
principles[1998] OJ C 265/2 p.17
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One agpect of the access agreements that are elaborated on in the notice is thelr
potentia anti-competitive effects vis-avis third parties.

Access agreements may, for example:

-Serve as amean of coordinating prices

-serve as amean of market sharing

-have exdusionary effects on third parties™

-lead to an exchange of commercidly sendtive information between the parties.

Agreements between two parties that have this kind of effects are contrary to Art
81 of the treety. Both the Commission and the NRAs should therefore in certain
cases investigate the possible anti-competitive effects of access agreements.

What regards the exchange of information it isin the telecommunications sector
inherent that parties will obtain certain customer and traffic information about their
competitors. Thisinformation exchange could in certain cases influence the
competitive behavior of the undertakings concerned, and could easily be used by
the parties for collusive practices such as market sharing.*?* In order to comply
with the competition rules operators must introduce safeguards to ensure that
confidentia information is only disclosed to those parts of the companies involved
in making the interconnection agreement.

6.2.5.2 Joint ventures

Joint venture regulation is interesting in this case snce many of the license holders
around Europe are in fact JV's between mgor national GSM and fixed operators.
As has been described above this has created a Situation where companies that
cooperate in aJV in one country are competitors in another. Thisis indeed not an
ided Stuation in which to creste competition.

Joint ventures have for along time been a notorious cause of problems under EC
competition law'#. The phenomenon has been regulated both directly by a
gpecid merger regulation and by Article 81(1). The Commission in 1987 made
the statement that their gpproach to joint ventures was "to ensure that the right
baance is struck between the need for coordination of the indudtrid effortsin
order to increase the competitiveness of the European industry and to creste a
single market, and the necessity of ensuring that competition in the common
market is not distorted and alowed to fulfill its function of bringing about a more

129 Commission Decision 94/633/EC of 21 September 1994, Night Service (0J L 259, 7.10.1994
p.20

1?1 Seefor example Case T-34/92 Fiatragri UK and New Holland Ford v. Commission [1994]
ECR 11-905; Case T-35/92 John Deerev. Commission [1994] ECR 11-957;

1?2See Xiong Tao and Kirkbride James, The European Control of Joint Venture: An Historic
Opportunity or a Mere Continuation of Existing practice?, European Law Review volume
23 No.1 February 1998, Sweet & Maxwell.
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efficient allocation of resources™?. The regulation of Joint ventures is quite
complex and outside the scope of thisthesis. It is therefore enough to note that
neither the Commission nor NRAS has stopped any of the Joint ventures that have
been formed in the quest for UM TS icenses.

6.3 New rules

By the end of 1999, the ONP and the derived nationd sector specific regimes
had become highly dependent on definitions. The question of who should be
designated an SMP operator (and therefore become subject to substantial
regulatory scrutiny and to regulatory rate approval) had become central .*** This
focus on definitions created a Situation with high potentid for legd conflict. In fact
there was at this time threets of mgor conflicts concerning the interpretations of
the SMP concept in a number of Member States. The debate that preceded the
new regulation identified this as amgor problem and it was decided that the
approach needed to be dtered in the new regulatory framework. During the
preparatory work it was further demanded that the divergence between the sector
gpecific regulation term SMP and the Competition law term dominance was
removed in order to reduce the risk of making wrong business decisions or
delaying business activities because of conflicting jurisdiction of regulatory bodies.

The 1999-review suggested a two-tire legidation using both concepts. Theidea
was that companies with SMP would have an obligation to negotiate for access
while dominant companies would have the obligation to grant accessto all
reasonable requests for access. However, after criticism from NRAs and new
entrants in the public consultation the suggestion was dtered'®. The rules deciding
which companies the new regulation will be gpplicable to will now be st out in
the new Framework Directive. This Directive defines dl the criteriathat have to
be filled for regulatory intervention on the market. The Directive establishes the
continued use of the SMP concept as a condition for when the authorities can
intervene. However, the new system will entail amodification of the SMP concept
to base it in the competition law concept of dominant position?. Thet is, the
name will till be SMP but the content of the concept will be the same as that of

2Commission of the European Communities, 16th report on Competition Policy 1987, p. 43.
124 Ungerer Herbert, Access issues under EU regulation and Anti-trustlaw — the case of the
telecommunications and Internet markets, p. 19-20.

125 Commission communication, The result of public consultation of the 1999
Communications review and orientation for the new regulatory framework COM (2000) 239
of 26 April 2000 p. 22.

126 Commission of the European Communities, Proposal for a Directive of the European
Parliament and of the Council on acommon regulatory framework for electronic
communications networks and services, COM (2000) 393 final of 12 July 2000 p. 11 says that:
“the definition of significant market power in Directive 97/33/EC/.../ asamended by 98/61/EC
(OJL 268/37)/.../ has proved effectivein theinitial stages of marketing opening as the
threshold for ex ante obligations, but now needsto be adapted to suit more complex and
dynamic markets, and for this reason is modified to be based in the concept of dominance as
defined in the case law of the Court of Justice”.
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dominance. This means that the three-step procedure of the notice will be used in
the new regulation. Thiswill creete conformity between the previoudy
differentiated concepts and make the competition law concepts gpplicable in the
sector oecific regulation. The new definition of SMPis dipulated in Article 13.1:

Art 13 Framework Dir ective:

An undertaking shall be deemed to have significant market power if, either individually or
jointly with others, it enjoys a position of economic strength affording it the power to
behave to an appreciable extent independently of competitors, customers and ultimately
consumers

The Commission in the public consultation somewhat crudely summarizes the

extensve materia upon which the dominance concept is based with that NRAs

will designate undertakings as having SMP where:
“the undertaking has financed infrastructure partly or wholly on the basis of
specia or exclusive rights which have been abolished, and there are mgjor
legd, technica or economic barriersto market entry, in particular for
congtruction of network infrastructure; and/or

- theundertaking is a verticaly integrated entity and its competitors necessarily
require access to some of its facilities to compete with it in a downstream
market

and where nationa and EU competition law does not suffice to ensure effective

competition and choice in the market concerned”?’

The definition in the new framework will thus not differ from the competition rules
definition of a dominant pogtion. It however ssems asif SMIP must mean
something other that the competition rules since it otherwise would be pointless.
The answer to this enigmais that the market definition in the competition rulesis
based on the circumstances and business areas of a specific company and its
competitors while under the telecom regulation the commission can choose a
market independently of the companies operating on the market. This procedure
isfurther elaborated onin 6.3.1

6.3.1 Procedure

One of the most important aims when congtructing the new regulation was (as has
been pointed out above) that it must be flexible and able to adapt to new market
dtering technologies. This means that the definitions of markets and products must
be able to identify new market Stuations or new bottlenecks linked to new
technologies. For these purposes the ONP procedure, where markets was
defined in the legidative text, was insufficient. In the new procedure the
Commisson identifies amarket that they suspect are suffering from lacking
competitive structures. The market defined by the Commission isthen investigated

127 Commission communication, The result of public consultation of the 1999
Communications review and orientation for the new regulatory framework COM (2000) 239
of 26 April 2000 p. 22-23.
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in dl Member States by the NRASs. This procedure provides a framework of
principles for the NRAs to dedl with accessissues. The actua decison making is
|eft to the individud NRAS, acting in light of their specific market conditions.*®

The market analysis procedure that is used when identifying SMP-companiesis
described in article 14.

Art 14 Framework Dir ective

The Commission shall issue a decision on Relevant Product and Service Markets
(hereinafter “ the Decision” ), addressed to the Member States. The Decision shall identify
those product and service markets within the el ectronic communications sector, the
characteristics of which may be such asto justify the imposition of regulatory obligations
set out in the Specific Measures, without prejudice to markets that may be defined in
specific cases under competition law.

/[..0

Where national regulatory authorities arerequired under Articles 16, 25 or 27 of
Directive on universal service and users rightsrelating to electronic communication
networks and services or Articles 7 or 8 of Directive on access to and interconnection of
€l ectronic communication networ ks and associated facilities to deter mine whether to
impose, maintain or withdraw obligations on undertakings, it shall determine/.../whether
amarket identified in the Decision is effectively competitive in a specific geographic area.
/[..0

Where a national regulatory authority determines that a market identified in the Decision
is not effectively competitivein a geographic area/.../ it shall impose sector specific
regulatory obligations set out in the [ other four Directives], or maintain such obligation
where they already exist.

The Commissions guidelines for how SMP should be calculated are seen as
necessary since regulation must have a strong co-ordination procedure a a
European leve to safeguard the single market and to ensure that the regulation is
gpplied conformably through out Europe. The guidelines will dso address the
issue of newly emerging markets, where de facto the market leader islikely to
have a substantial market share but should not be subject to inappropriate
obligations. Within two months after the decison the NRAs must andyze the
nationa markets using the definition in the decison. If the market isfound to be
non-competitive the measures described in the next chapter can be gpplicable.

7. Remedies

The framework that has been gpplied up until the enactment of the new regulation
contains adua system of remedies in Stuations where a company network owner
has been found to threaten competition. Within the sector specific relm NRAS
can mandate ex ante access provisons concerning pricing, accounting and

128Commission Communication, Review of the telecommunication regulatory framework —a
new framework for electronic communications infrastructure and associated services, the
1999 Communications review, COM(1999) 539 final of 10 November 1999.
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technical details through the licensing and authorizations of the operators. Using
Compstition law abuses of dominant position can be dedt with ex post.

7.1 Competition rules

Access and its relation to Competition law camein to focus as early as British
Telecommunications in 1982'%°, Already here the Commission hinted & a
number of issues that would be pivotd in the legd discourse: the key role of
access to the network of the incumbent, the issue of non-discriminatory access
and the issue of promoting new technology. Since this case there has been a
number of complaints concerning the refusal of access or the conditions attached
to it. Mogt of these complaints have been settled by action of the nationa
regulator.

As described above the notice defines to what extent Article 82, regarding abuse
of dominant positions to accessissues. It dso makes a brief description of the
possible remedies available under competition law. The Commissons main
remedy againgt companies breaching Art 81 or 82 istheir ability to impose fines
of up to 10% of the annual worldwide turnover of the undertaking. In addition to
this the Commission can potentialy grant interim measures during proceedings if
thererisk of serious and irreparable harm. This thesswill not further eaborate on
the procedura technicdities of the complex interplay between nationd and
competition law procedures. Further, it will not elaborate on the specifics of the
Compstition law fining system. It is enough to note that network owners
committing an abuse againgt Art 81 or 82 are risking heavy fines under
competition law. One of the most interesting observations is the possibility that
these remedies can be directed not only against a Sngle company but aso
towards severd companies tha are jointly dominant.

What regards the Joint ventures issue briefly described above, regulatory
decisons tend to mean that competition law is enforced though adidog and
negotiations between the EU competition authorities and the involved parties. In
the case of VVodafone Airtouch / Mannesmann®*® merger for example the
Commission requested that the company should enable a third party non-
discriminatory access to the merged entities integrated network. Another example
isthe Telia/Telenor*** merger that was approved on condition that part of their
communications network was divested.

12 Case 41/83 Re British Telecommunications: Italy v. EC Commission (United Kingdom
intervening), [1985] 2 CMLR 386.

*Commission decision, V odaphone Airtouch/ Mannesmann 12 April 2000, not yet
published in OJ but notification of the merger can be found (2000) OJ C 19/3 and the case it
self in Celex with celex number 32000m1795.

13t Commission decision 2001/98/EC TelialTelenor 2001 OJL 40/1.
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7.2 Sector specific rules

The policy documents of the Community clam that the degree of regulatory
intervention will be determined by the degree of competition in amarket. The
more competitive the market the less the regulator will intervene. The differing
competitive Stuations in the mobile and the fixed telephony markets havein line
with this reasoning been given different remedy structuresin the regulatory
framework.

7.2.1 Fixed

In the 1990 Service Directive Member States are mandated to withdraw all
gpecid or exclusive rights for the supply of telecommunication services other than
voice telephony. This meant that the fixed lines for “packet- and circuit switched
data services’ and “telex services’ were to be opened up for competition. The
way to achieve this was to force the incumbents owning the fixed networks to
lease capacity to competitors. Other operators were thus alowed to enter the
network trying to achieve alower price.

However, legidators soon redlized that the leasing out of capacity would need to
be regulated if competition was to be achieved. This regulation was created under
the framework of the ONP Directive™®. The first ONP based Directive regarding
access for competitors to the fixed lines of the incumbent was the 1992 |leased
lines Directive'®. Firgt, this Directive mandates for al Member States to abolish
any redrictions that they might till have imposed on the ability to lease linesfor
this sort of traffic from the nationa fixed network. Further, principles on how to
control the leasing of lines were established. The principles were meant to ensure
that the competitors were given fair access agreements with the incumbent.

-A minimum s&t of leased telex and data lines must be offered by al incumbents.
This rule prevents the incumbents from further delaying the availability of capacity.

-The principles of non-discrimination as laid down in the treaty should be gpplied
to, availahility of technical access, tariffs, qudity of service, provison time, far
digtribution in case of scarcity, repair time and availability of network
informationt*. This allows the competitors to operate on the same conditions as
the incumbent.

-The Member States are obligated to ensure that their NRASs to set up
procedures that allows them to on a case-by-case basis decide whether an

1% Directive 90/387/EEC on the establishment of the internal market for telecommunications
services through the implementation of open network provision, (1990) OJ L 192/1.

133 Directive 92/44/EEC on the application of open network provision to leased lines, (1992)
OJL 165/27.

134 This should according to Article 8 be monitored by the NRA.
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incumbent’ s refusal to supply or interruption of provision of leased linesisin
compliance with regulaions. NRAs (who are completely independent from the
Member State) were seen as more gppropriate to ensure competition then the
Member States themsalves.

- Cogt-oriented pricing for the provision of leased lines are mandated.

“In accordance with Directive 90/387/EEC'™®, the tariffs for |eased lines must be based on the
following principles; they must be based on objective criteriaand must follow the principle
of cost-orientation, taking into account areasonable time for rebalancing; they must be
transparent and properly published; they must be sufficiently unbundled in accordance with
the competition rules of the treaty and they must be non-discriminatory and guarantee
equality of treatment”**

- Cogt accounting is made mandatory for the incumbent in order to alow
monitoring of the cost structure and thus the compliance with the mandatory cost-
oriented pricing.

In 1995 atime schedule for the complete abandoning of exclusive and specid
rights to provide fixed voice telephony was adopted through the first Voice
Tdephony Directive™’. This meant that the principles of the lessed lines Directive
became applicable to fixed voice telephony.

Viathe 1997 Interconnection Directive™® the ONP framework was adapted to
the new multi-operator environment. The role of the monopoly operator was
replaced by the concept of public network operators acting in competition, with a
number of rights and duties. The rights concern the right to interconnect with
network operators of the same category. The duties concern the obligation to
offer interconnection to others but aso the guarantee of universa service. The

I nterconnection Directive established principles smilar to those of the Leased
Lines Directive: interconnection was to be given on non-discriminatory conditions
to service providers and other network owners based on cost oriented pricing.
The Directive dso entailed rules of trangparency and accounting separation.

Later the same year a0 the leased lines Directive was adapted to the multi-
operator environment of the liberalized telecommunications market™. This meant
the introduction of the SMP concept to the leased lines Directive. The Directive

35 Thisrefersto Annex |1 of Directive 90/387 on the establishment of theinternal market for
telecommuni cations services through the implementation of open network provision, (1990)
OJL 192/1 where tariff principles are described.

136 Directive 92/44/EC on the application of open network provision to leased lines, (1992)
OJL 165/27 preamble paragraph 17.

37 Directive 95/62/EC application of an Open Network Provision to voice telephony, (1995)
OJL 321/6.

1% Directive 97/33 on interconnection in Telecommunications with regard to ensuring
universal service and interoperability through application of the principles of Open Network
Provision (ONP), (1998) OJL 199/32.

Directive 97/51/EC amending Directives 90/387/EEC and 92/44/EEC for the purpose of
adaptation to a competitive environment in telecommunications. OJL (1997) 295/23.
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meade the principles of non-discrimination, cost oriented pricing and cost
accounting referred to above applicable to the operators holding SMP.

In 1998 the liberdization process had come o far that the European Council was
able to reach an agreement on mandating access to the fixed lines of the
incumbent in the area of voice telephony. The new Voice telephony Directive™*
contained a genera requirement for telecommunication operators with SMIP to
grant &l reasonable requests for access to their networks™. It further imposed a
certain number of detailed obligations with respect the principle of non-
discrimination, in particular between subsdiaries or internd services and other
parties, that went beyond those of the Leased lines Directives. The new voice
telephony Directive forced the network owner holding SMP to provide suitable
information to other parties, communicate interconnection agreements to the NRA
and make regtricted use of the information provided for interconnection purposes
by third parties. Further, network owners holding SMIP were to gpply smilar
conditionsin Smilar circumstances to organizations providing Smilar services.
They were a0 to provide access to facilities and information under the same
conditions and of the same qudlity to other operators as they provided for their
subsdiaries and partners. The following year the non-discrimination rules was
further enhanced by the so-called Cable Ownership Directive'®, that forced the
incumbent to make the part of the company operating the fixed network a

separate legd entity.

What regards the pricing regulation both the new Voice telephony Directive and
the leased lines Directive mandated access providers to follow the principles of
cost orientation set out in Annex |1 of 90/387. This rule was elaborated on in the
non-binding EC recommendations on interconnection pricing™®. For network
owners who did not have SMP the voice telephony Directive laid down the
principle that access to the fixed networks, and the conditions under which it
should be given, should normaly be left to commercia negotiations between

parties.
7.2.2 Mobile

The Service Directive and the origind ONP Directive did not include mobile
telephony. Instead the Member States had different regulations and technical

“Directive 98/10/EC on the application of open network provision (ONP) to voice
telephony and on universal service for telecommunications in a competitive environment,

(1998) 0J 101/24.

“Article 16.

192D rective 1999/64/EC ensuri ng that telecommunications networks and cable television
networks owned by a single operator are separate legal entities. 1999 OJL 175/39.

143 Commission recommendation 98/195/EC of 8 January 1998 on interconnection in a
liberalized telecommunications market; Commission recommendation 98/511/EC amending
recommendation 98/195/EC with regard to Interconnection pricing (1998 OJ L 228/30).

64



standards. It wasfirst in 1996 via the Mobile Directive™, initiated by the 1994
Green paper on mobile telephony™®, that the market for mobile telephony was
liberdized.

Mobile Directive Article 3c

Member States shall ensure that all restrictions on operators of mobile and personal
communication systems with regard to the establishment of their own infrastructure, the use
of infrastructure by third parties and the sharing of infrastructure, other facilities and sites,
subject to limiting the use of such infra structures to those activities provided for in their
license or authorization, are lifted.

As can be seen in the above quote the activities of the mobile operators were
subject to the license requirements of the NRAS. In regards of access issues the
Mobile Directive meant that nationd laws and NRA rules must alow network
owners to make access agreements if they wanted. However, the Directive did
not mention mandatory access requirements such as the ones enacted in the fixed
telephony sector. A network must be made available to service providers only if
such requirements were laid down in the network owners license or authorization
issued by the NRA. This maintains much of the regulative power with the NRAs
who could decide on interconnection, access and pricing requirements. The
Directive did however encourage the Member States and their NRASs to initiate
legidation mandating access provisons.

“In order to establish the conditions under which mobile and personal communications
systems are to be provided, Member States may introduce licensing or declaration
procedures to ensure compliance with the applicable essential requirements and the public
service specificationsin the form of trade regulation, subject to the proportionality principle.
Public Service specificationsin the form of trade regulation relate to conditions of
performance, availability, and quality of the service. Such conditions may include the
obligation to give service providers access to airtime on terms at |east as favorable as those
available to aservice provision business owned by, or with ownership linksto, amobile
network” .

However, most countries did not interfere with the mobile market despiteits
dubious competitive structures. Sweden was the only country that mandated
access to the mobile networks. The other Nordic countries and the UK initiated
limited regul ations on roaming between networks'*’.

“Directive 96/2/EC amending Directive 90/388/EEC with regard to mobile and personal
telecommunications, (1996) OJ L 20/59.

145 Towards the Personal Communications Environment - Green Paper on acommon
approach in the field of mobile and personal Communicationsin the European Union; COM
(94)145.

% Directive 96/2 amending Directive 90/388 with regard to mobile and personal
telecommunications, (1996) OJ L 20/59. preamble paragraph 14.

7 Proposition 1999/2000:57 p.14.
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In 1997 mobile telephony was included in the ONP framework™*. This meant
that mobile networks owners got the same rights and duties that the fixed
operators dready had regarding interconnection. It aso meant that the SMP
concept became applicable to the market. From an access regulation point of
view this meant that the principles for access st out in the leased lines Directive
became applicable aso to mobile telephony. That is, in the cases where there was
access agreements made on a voluntary bas's between network owners with
SMP and a service provider the pricing and non-discrimination rules of the ONP
framework became applicable. However, the rules of mandatory access and non-
discrimination of the new Voice telephony Directive was not applicable to the
mobile networks.

Thus, the fixed telephony had both a mandatory access and a mandatory pricing
regulation for network owners having SMP. In most Member States the
undertakings holding SMP is easly defined as the incumbent. That is, there wasa
clear and digtinct access and pricing regulation applicable to an easy-to-define
network owner. Mobile telephony on the other hand has only the pricing
regulation and wesker non-discrimination rules for companies holding SMP. In
addition to thisit wasin many markets hard to define who had SMP, mainly due
to awesker pogition of the incumbent and the larger number of dternative
infrastructures.

7.3 Soft law

Ancther common way used by the Commission to affect the behavior of the
network ownersis to use soft law. This soft law often takes the form of
recommendations from the commission about how they think that a certain matter
ought to be dedlt with. As has been described above soft law has for example
been usad to tackle problems of high interconnection rates.

Ancther example of how the Commisson used recommendations to influence the
behavior of operators when it comesto access is “the recommendation on
Unbundled Access to the Local Loop.”**® The Commission here re-emphasized
anumber of principles resulting from EU competition rules (mostly set out in the
Access notice) with regard to conditions of Access, in particular those concerning
delays, discrimination, and pricing abuses. The introduction of soft law meant a
shift away from traditional telecommunication regulation towards amore flexible
scheme. However, with the subsequent proposd for binding loca 1oop unbundling
it became clear that the Commission would not hestate to back up soft law” with
“hard legidation”. ™

“8Dijrective 97/51/EC amending Directives 90/387/EEC and 92/44/EEC for the purpose of
adaptation to a competitive environment in telecommunications, OJ L (1997) 295/23.
“9*Commission recommendation of unbundled access to the local loop C(2000)1059, 26 April
2000.

%0 Ungerer Herbert, Accessissues under EU regulation and Anti-trust |aw — the case of the
telecommunications and Internet markets, p. 26.
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7.4 New regulation

The EU regulatory regime concerning telecommunications infrastructure was
successful as regards its basic purpose: creating full EU-wide liberdization of
networks and services. However, complaints to the commission illustrated that
even in the Member States that had implemented the ONP framework and the
leased lines Directive, network owners used their control of the access conditions
to the networks at the expense of their competitors in the service market™. The
legidator therefore wanted the new framework to be more comprehensive and
not alow any loopholes for network owners with SMP.

In regards of possible remedies againgt anti-competitive behavior the new
Directives essentidly means a consolidation of the ONP Directives. The main
principleis, just as before, that there will be no redtrictions that prevent
undertakings from negotiating access and interconnection agreements between
themsalves, subject to the Competition rules of the tresty. However, in markets
that continues to hold large differences in negotiating power between undertakings
and where some undertakings rely on infrastructure provided by others for
ddivery of their sarvices, it is gppropriate to establish aframework of ex ante
rules to ensure that the markets function effectively. In these cases NRAs are
given the power to secure, where commercid negotiationsfail, accessand
interconnection of servicesin the interest of the end-user.

Thisprincipleis formulated in the Access and Interconnection Directive:

Article 5 Access and I nter connection Directive

“NRAs shall, acting in pursuit of the objectives set out in Art 7 of [framework Directive]
encourage and secure adeguate network access and interconnection, and interoperability of
services, exercising their responsibility in away that promotes efficiency, sustainable
competition, and gives the maximum benefitsto end users.”

Building on this principle Article 8-13 of the Access and Interconnection Directive
establishes the possible obligations that can be imposed on network owners
having SMP: transparency, non-discrimination, accounting separation, obligation
of access, price contral. Fird, in Article 8 the Directive affirmsthat it is up to the
NRA to choose suitable remedies given the Stuation on the particular market.

Art 8 Access and I nterconnection Directives

“Where an operator is deemed to have SMP on a specific market/.../NRAs shall impose one
or more of the obligationsin Art 9 to 13 of this Directive as appropriate, in order to avoid
distortions of competition.”

“Directive 96/19 amending Directive 90/388 with regard to the implementation of full
competition in telecommunication markets, (1996) OJ L 74/13 preamble paragraph 7.
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Article 10 gives NRAs the authority to impaose obligations of non-discrimination.
Such obligations is aimed to ensure that network owners with SMIP do not distort
competition, in particular where they are verticaly integrated and supplies services
to competitors with whom they compete downstream.

Art 10 Access and | nter connection Directive

“NRA shall/.../ be able to impose obligations for non-discrimination, in relation to
interconnection and/or network access. Obligations for non-discrimination shall ensure, in
particular, that the undertaking applies similar conditionsin similar circumstances to other
undertakings providing similar services, and provides services and information to others
under the same conditions and of the same quality asthey provide for their own services, or
those of their subsidiary partners.”

In order to monitor and prevent discrimination an open negotiationsruleis
enacted. This means that nationd authorities can demand to see their conditions
as for example prices, conditions for access to the network and technical
information. Thiswill enable al bidders for network space to act upon the same
information.

Article 9 Access and I nter connection Dir ective

NRAs shall/.../ be able to impose obligations for transparency in relation to interconnection
and/or network access, whereby undertakings have to make publicly available specified
information, such as technical specifications, network characteristics, terms and conditions
for supply and use, and prices. /.../ NRA shall be able to specify the precise information to
be made available, the level of detail required and the manner of publication.

The transparency of terms and conditions for access and interconnection serves
to speed up negotiations, avoid disputes and give confidence to market players
that a service is not being provided on discriminatory terms.

7.4.1 Mandatory Access

Theinitid proposa from the Commission was to make access negotiations for
network owners having SMP (according to the old definition) mandatory.
According to the proposa mandatory grant of access should only apply to
dominant network owners.*> The new entrants were, however, during the
preparatory legidative work in favor of maintaining an obligation to provide
access for network owners having SMP (according to the old definition) and
thought that an obligation to negotiate would not ” be taken serioudy” by network
owners and therefore be ineffective™3. After the public consultation the proposal
was changed so that the mandatory access rule was applicable to network
owners holding SMP. However, as described in the preceding chapter the

1521999 review p. 30 ff.

3Commission communication, The result of public consultation of the 1999
Communications review and orientation for the new regulatory framework COM (2000) 239
of 26 April 2000 p. 11.
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definition of SMP was at the same time changed <o that it corresponded to the
dominance concept.

Mandatory access to networks can, according to the new Directives, be
demanded from network owning companies that otherwise would refuse service
providers access to their network if such arefusa would mean that the
development of a competitive market would be hindered or mean a disadvantage
to the consumers.

Article 12 Access and | nter connection Dir ective

A NRA shall/.../ be able to impose obligations on operators to grant access to, and use of,
specific facilities and/or associated services, inter alia in situations where the NRA
considers that denial of access would hinder the emergence of a sustainable competitive
market at the retail level, or would not be in the end-user’ sinterest.

Operators may berequiredinter alia:

a) obligationsto give third parties access to specified network elements and/or facilities;

b) obligations not to withdraw access to facilities already granted;

c) obligationsto provide resale of specified services,

d) obligationsto grant open access to technical interfaces, protocols or other key
technologies that are indispensable for the interoperability of services;

€) obligationsto provide collocation or other forms of facility sharing, including duct,
buildings or mast sharing;

f) obligationsto provide specified services needed to ensure interoperability of end-to-
end servicesto usersincluding facilities for intelligent network services or roaming on
mobile networks;

g) obligation to provide access to operational support systems or similar software systems
necessary to ensure fair competitionin the provision of services;

h) obligationsto interconnect networks or network facilities

NRAs may attach to those obligations conditions covering fairness, reasonabl eness,

timeliness, transparency and/or discrimination.

When imposing the obligations referred to in paragraph 1, NRAs shall take into account:

a) thetechnical and economic viability of using or installing competing facilities, in light of
the rate of market development;

b) thefeasibility of providing the access, in relation to the capacity available;

c) theinitial investment by the facility owner bearing in mind the risk involved in making
the investment;

d) theneed to safeguard competition in the long term;

€) whereappropriate, any relevant Intellectual or industrial Property rights.

7.4.2 Pricing regulation

Art 13 Access and I nterconnection Directive

A NRA shall /.../be able to impose price controls including obligation for cost orientation of
prices and obligations concerning cost accounting systems, for provision of specific types
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of interconnection and/or network access, in a situation where amarket analysis indicates

that a potential lack of effective competition means that the operator concerned might be

capable of sustaining prices at an excessively high level, or applying a price squeeze, to the

detriment of end users. NRAs shall take into account the investment made by the operator
and therisk involved.

If anetwork owner demands unfairly high prices for access and amarket analysis
revedsinefficient competition the controlling authority can according to the new
Directives enact a price control. The regulatory intervention may be light, such as
an obligation that pricing should be reasonable, or much heavier such as cost
oriented pricing. The authority must decide whether the price isjudtified or not
consdering the cogts of the network owner and adjust the price accordingly

7.4.2.1 Determining fair pricing

One of the main fearsin the beginning of the liberdization process was that the
owners of the established networks would hinder the rise of new competitors by
denying them interconnection™* with their network and thus make communication
with their subscribers impossible. Interconnection could aso, just like access, in
practice be hindered by non-comptitive pricing structures. The ONP framework
therefore laid down principles relating the cost-orientation of interconnection
tariffs, the publication of terms and conditions, and the requirement to implement a
suitable cogt accounting system identifying the cost dement relevant for pricing
interconnection. The am of the regulation was to establish ”best practice”’
interconnection rates across Europe. Community law did not impose the use of a
specific costing modd to caculate the leve of charges for interconnection. Instead
of aregulation the Commission published recommendations on interconnection
pricing™>. In these the Commission pointed to the use of the LRAIC (Long Run
Average Incremental Cost) model and set out alist of best current practices. The
interconnection Directive said thet:

“Thelevels of charge should promote productivity and encourage efficient and sustainable
market entry, and should not be below alimit calculated by the use of long-run incremental
cost and cost allocation and attribution methods based on actual cost causation, nor above
alimit set by the stand alone cost of providing the interconnection in question. Charges for
interconnection based on a pricelevel closely linked to the long-run incremental cost for

Directive 97/33 on interconnection in Telecommunications with regard to ensuring
universal service and interoperability through application of the principles of Open Network
Provision (ONP), (1998) OJL 199/32 defines I nterconnection as “the physical and logical
linking of public electronic communications network used by the same or different
undertaking in order to allow the users of one undertaking to communicate with users of the
same or another undertaking, or to access services provided by another undertaking.
Services may be provided by the partiesinvolved or other parties who have accessto their
network.”

%The Commission recommendation 98/511/EC amending recommendation 98/195/EC with
regard to Interconnection pricing (1998 OJ L 228/30) recommends arange of best practice
interconnect prices, the recommendation generalized the approach for all member states. The
benchmark is based on the three States with the lowest interconnection rates. The mandate
for application of general EU competition rules to access agreements results from the fact
that these agreements determine fundamentally the future competition structures of the
sector.
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providing access to interconnection are appropriate for encouraging the rapid devel opment
and an open and competitive market” **®

This pricing recommendation isinteresting not only becauseit isthe most
developed form of pricing regulation that the Commission has published but
mostly because the 1999-review indicates that this recommendation should be
used a0 in for example cases of mandatory access (or “special access’ asitis
referred to in that context):

“For Interconnection, the obligation for cost orientation islaid down in primary legislation
and the use of long run incremental cost methodology for call termination isset out in
Commission recommendations. This construction gives sufficient flexibility while ensuring
legal certainty. It is also anticipated that the approach whereby the Commission
recommends suitable costing methodol ogies could be applied to other types of

. . . » 157
interconnection and Speci al accessas necessary.

Thus, the companies that are mandated by the new regulation to provide access
should follow the LRAIC agpproach when pricing the access. In practice this
means that the pricing should be oriented towards the cost of the network owner
for providing the service. In the models in chapter 3 this competitive price, that
resulted in low or no profits, was denoted P*.

To hdp NRAs to determine when whether pricing is fair the network owners
having SMP are under the new regulatory framework subject to arequirement to
put in place a cogt accounting system and to keep separate accounts for the
provision of access services. An gppropriate accounting separation alows
regulators to identify al eements of cost and revenue related to different activities.
Thisdlows internd price transfers to rendered visible and dlows NRAs to check
compliance with obligations for non-discrimination and/or cost orientation of
prices.

Article 11 Access and I nter connection Dir ective

A NRA shall/.../be able to impose obligations for accounting separation in relation to
specified activities related to interconnection and/or network access. In particular aNRA
shall be ableto require avertically integrated company to make transparent its wholesale
price and itsinternal transfer price, in situations where a market analysisindicates that the
operator concerned provides input facilities that are essential to other service providers,
while competing itself in the same downstream market.

To facilitate the verification of compliance with obligations of transparency, national
regulatory authorities shall have the power to require that accounting records, including
data on revenues received from third parties, are provided on request. NRAs shall be able to
publish such information as would contribute to an open and competitive market, while
respecting national and Community rules on corporate confidentiality.

1% Directive 97/33 on interconnection in Telecommunications with regard to ensuring
universal service and interoperability through application of the principles of Open Network
Provision (ONP), (1998) OJL 199/32.

157 Commission Communication, Review of the telecommunication regul atory framework —a
new framework for electronic communications infrastructure and associated services, the
1999 Communications review, COM(1999) 539 final of 10 November 1999.
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8. Analysis

An analysis of the license dlocation and the subsequent regulatory reform reveds
how the behavior of the Member States has been affected by their somewhat
contradictory incentives. As described above the Member States wanted the
licensees to:
1. Pay highlicense feesand pay for auniversal and fast rollout of the UMTS
networks.
2. Hold cost-oriented pricing.

In order to analyze how the Member States catered to these contradictory needs
thisandysswill first ook a ther behavior during the auctions and then examine
their decisions when crafting the new telecommunications regulaion.

8.1 License allocation

In the time period surrounding the license dlocation its seems as if the prospective
licensees thought that the Member States gave indications that the licensees were
to have exclusive rights to the supply of UMTS capacity. The prospect of an
oligopaly-like Stuation gave the operators incentives to pay high licenang feesin
the UMTS auctions. It aso led them to believe that the future incomes could
cover not only the licensing fees but dso the costs associated with afast and
universa network rollout.

Regarding the licensing fees it seems, even though it of courseistoo early to
determine the definite vaue of the UMTS licenses, asif the Winner’ s curse theory
has been gpplicable in this case. Uncertainty isinherently high in trying to estimate
the vadue of technologicd innovations. This made the range of 9zesin bids very
high. In Switzerland the highest bidder offered 20 Euro per capitafor the licenses
while the highest bidder in the UK paid 630 per capita®. In the cases of the
UMTS licensesit was not only difficult to esimate (3, there was aso a bias when
determining b. There was a genera overestimation of the vaue of the licenses
caused by severa factors. Fird, there was, as described above, abelief (or at
least a hope) that regulatory intervention would be lessintrusve. In the beginning
of April of 2001 al mgor European network ownersin aletter to the Council and
Commission warned that the new regulation will mean decreased incentivesto
invest. They claimed that the new framework will mean that a monopoly
regulation is gpplied to a competitive market. The letter gives the impression that
the network owners are surprised by the enactment of the new regulation. ™

158 K lemper, Paul, What really mattersin auction design — revised and extended version.
Table1p. 32.

9 Augustsson, Thomas, Avreglering enar telebolag, Svenska Dagbladet N&ringsliv p. 19
April 52001.
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Secondly, the auctions were held a atime when the valuation of IT and
telecommunication companies was & its peak and the belief in the possibilities of
the Internet and e-commerce was amost unlimited. Thirdly, there was no
technologica subgtitute available for the companies who wanted to own “the
infrastructure of the future’ a that time. Lagtly, the media and stock market both
cdled atention to the UMTS licenses as the only way for a telecommunication
company to be dominant in the future.

The uncertainty about the true vaue of the licenses coupled with a generd
overestimation led to what was probably a substantia overpayment. This resulted,
as described above, in that the debt |oad of the European telecommunication
companies has grown to enormous proportions mainly due to the expensve
UMTS licenses. In Germany and the UK the price for the licenses exceeded 600
Euro per capita'®. The Member States were benefiting from the overestimated
vauation of the licenses as the auctions alowed the Member states to gppropriate
the expected monopoly-rent.

What regards the second incentive driver for the Member States, the obligations
of network rollout and universal coverage this was included in the same probable
overestimation. Just as the bidders believed that they could use the future profit
for the purpose of paying licenses they thought that they could useit to finance the
building of networks aso in less densaly populated (and therefore less profitable)
areas of the Community.

If the Member States were primarily interested in achieving competition, low
prices, universal coverage and fast rollout it seems asif the easest and most
controllable way would be to let the Member States themselves build the UMTS
networks and then let the operators al be VVOs. This would seem like the most
efficient idea especidly given that Member States seem to view the network as
somewhat a public good. The fact that the European governments did not choose
thisway of organizing the building of UMTS infrastructure should probably not
only be seen as a show of their belief in the markets ability to sdf regulate. Rather,
letting the market finance the building has severa advantages, most obvioudy the

10 Klemper, Paul, What really mattersin auction design — revised and extended version.
Annex 1.
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150 billion Eurosin extraincome™*, but also the fact that the government is
through this move rdieved from any risk associated with the investment. Therisks
involved in this project are high: the returns from mobile Internet services are
highly uncertain, the pricing models of the operators are unproven, consumer
behavior is unpredictable and there are till no handsets available from the
manufacturers.

In summary, the Member States managed to fulfill their first set of objectives: they
appropriated the license fees and they achieved commitments of rapid rollout and
universal services without incurring any cost or risk.

8.2 The new regulation

The next part of the analysisis directed towards the second link in the chain of
events described in thisthes's: the enactment of the new legidation.

Up until the new regulation the telecommunication sector has not only been
governed by adud set of legd rules, sector pecific and competition law, but also
by dua frameworks, one for mohile telephony and one for fixed. The market for
fixed networks have grown in an ONP environment of cost oriented pricing and
mandatory access rules. Much of the current regulatory framework addresses the
need to creste a competitive market, for example by requiring incumbent
operators to meet al requests for access and interconnection with its network.
This gpproach has given Europe some of the lowest interconnection ratesin the
world for fixed telephony™®? and hundreds of licensed operators. The mobile
networks on the other hand has developed in a much more unregul ated
environment. This has led to high margins and high investment rates but dso to a
less competitive market structure. In the mobile sector legidators has obvioudy
believed that an unduly restrictive regulatory system would act as a brake on
investment or would fall to simulate sustainable investment. The two regulatory
frameworks have thus chosen to emphasize different sides of the dichotomy
between investiment and competition.

When constructing the new framework the approach has been that the sector
specific regulation in principa should be reduced in scope as competition grows
and the need to intervene in the market decreases. The main question before the
legidators was to what level of competition the gpplicability rules and, most
importantly, the remedies should be adapted. Should they use the intrusive
regulation used in the former monopoly fixed telephony sector or the hands-off
gpproach of the mobile telephony sector when crafting the new regulation?

181 A ccording to Klemper p.1 the first six European UM TS auctions cumulatively raised
around $100 hillion or over 1 2% of the countries’ combined GDP.

162, ngerer, Herbert, The Regulatory Challenges in the emerging Competition in the EU,
Speech in Budapest, 5™ of July 1999, 1V/C1/HU/rdu.
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Mobile operators opposed, in the preparatory work for the legidation, the
proposd of the 1999-review and claimed that the mobile market is competitive
and that there is no market falure that would judtify the imposition of regulated
access for service providers. In the public consultation the GSM operators
pointed to the fact that commercial agreements were aready being reached with
service providersin some countries. Service providers and consumer
organizations on the other hand was of another opinion and pointed to the current
high returns of the GSM operators claming that there is” more than enough to
make a reasonable profit for a service provider and a network operator.” Other
arguments, beside the high returns, for the non-competitiveness of the market was
the nationa focus of the markets, high roaming charges and the fact that mobile
operators often refuse private network deals with business customers. *** None of
the parties mentioned the Situation that can be expected in the UMTS network
market.

The legidators seem to have listened to both parties. They followed the cal from
the service providers and made the remedies used when liberdizing the
monopoligtic fixed telephony market gpplicable dso to the GSM and to the new
UMTS market. In regard of the applicability rules the legidator listened to the
network owners and modified the SMP concept to become digned with the
dominance concept.

8.2.1 Applicability

The new definition of SMP is based on the dominance concept as defined in the
practice of the Commission and the ECJ and elaborated on in the notice. The
dominance andysis, asit is described in the notice, will now be used to determine
whether a company has SMP within the meaning of the new regulatory
framework. Judging from the Stuation on the Swedish market it ssems asiif the
UMTS network ownerswill be willing to give access to at least some sarvice
providers. The primary concern in gpplicability of the new rulesto the UMTS
case rather seem to be that the network owners would discriminate between
different service providers or that they would discriminate between service
providers and their own downstream services. This behavior would make mainly
the discrimination rules, and not the essentid facilities concept, gpplicable. Inthe
discrimination cases the notice explains how gpplicability should be determined
through a three-step procedure: determining relevant market, establishing whether
dominance or joint dominance exists and establish abusive behavior.

Firg, the notice clearly states that the telecommunication businessindeed include
at least two relevant markets, network capacity and services to end-customers.

1% Commission communication, The result of public consultation of the 1999
Communications review and orientation for the new regulatory framework COM (2000) 239
of 26 April 2000 p. 10.
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Thus, the Commission has dready decided that access provision is arelevant
market that can potentidly hold dominant companies.

Secondly, the regulator has to determine whether the company holds SVIP on
that particular market. This determination is mainly based on the market share of
the undertaking. The notice has a primafacie rule of 50% market share for
quaifying as SMP. It can be assumed that there will probably not be any network
owner that holds market shares of this Szein the UMTS market (at least not at
the outset). However, the joint dominance rules will be interesting to consider in
this context. The notice established that the joint dominance concept is applicable
to oligopoly formed by the GSM operators. What regards the UMTS market it is
of course impossible to beforehand know whether it will be compstitive.
However, one can make an educated guess using economic theory and the
experience from the GSM market.

The Industria concentration ratio described in chapter 4 can be used as afirst
indicator to whether the industry is competitive. The benchmark recommended
for when to be darmed about lacking competitive structuresin the market isif five
firms together hold more than 60% of the market. In the UMTS case the barriers
to entry prevents there from even being five firms.

Economic theory described in chapter 3 affirms that collusion both in regards of
access and in regards of pricing would probably be very profitable for the
licensees. In more theoretica terms the monopoly-rent (P - P*) ismost likely high
enough to motivate the licensees to collude. That is, if they would do the
caculations described on page 26 and 27 they would find that in a repested game
Stuation it would be more advantageous to collude. However, the likeliness of
collusion is dependent on the relationship between the network owners. In this
respect the experience from the GSM market may give regulators a clue to what
can be expected. This experience shows that the network owners are indeed able
to dign their behavior in pricing and access questions. Congdering the integrated
rel ationships between the mgjor players on the telecommunication market and the
fact that research shows that prices have not decreased as expected the claim
from the Commission that most telecommunication markets are oligopolies and
therefore subject to the joint dominance regulation seemsto be judtified. The
number of network owners will be about the same in the UMTS market as on the
GSM market. The value chain of the products and services produced are smilar.
The integrated market structure and especidly shared ownership of network can
be suspected of being a base for crestion of cooperation which in turns form the
basis of joint dominance. In the UMTS market this kind of cooperation will be far
more prevaent than on the GSM market. Further, the clear barriers to entry helps
define the limitation of the supply market to the network owners which in turns
helps them collude in order to avoid a Bertrand price war. In addition to this
many of the players dready suspected of colluding on the GSM market will be
competing aso on the UMTS market. All in al there seems to be good reason to
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expect that the UMTS market will in terms of the competitive Stuation be as bad
or worse than the GSM market.

The most viable argument againgt collusion and derived dominanceinthe UMTS
sector is the dynamism of the high-tech industries. The rapid pace of changein
terms of services and products, measured in weeks and months, may result in that
collusion is more difficult and that dominance erodes more quickly than in other
indugtries. Technologica change may dso erode or diminate the boundaries
between markets, by products or services increasingly substitutable for each
other. In this case the UMTS networks are potentia subgtitutable for enhanced
GSM networks and various short-range wireless solutions described in 2.4 point
8. Inregard of the new technologies based on the GSM networks amost al of
the mgjor GSM operators have UMTS-icenses. Thiswill most likely make them
reluctant to speed up their GSM networks to compete againgt their UMTS
investments. What regards other dternatives, the limited coverage seems to make
them insufficient as a complete substitute for the UM TS networks™®,

Thus, when analyzing whether the SMP concept will be gpplicable to the UMTS
network ownersit ssemsasif it isvery likely that the first two steps of the three-
gep definition will befilled. Firgt, the provison of capacity ismost likely ardevant
market. Secondly, both experience and theory suggests that the lack of
competitive structures will facilitate colluson. What regards the third step, abusive
behavior, the collusion describe above will most likely cause behavior that will
condtitute abuse as defined in the notice. The licensees themsdlves have obvioudy
redlized the possibility of a pro-competitive regulatory intervention on the market.
In April of 2001 they wrote ajoint letter to the Council and the Commission to
complain about the Stuation created by the new Directives. The licensees clamed
that the legidator takes a regulation from amonopoly market and gpply it to a
competitive market and that this can lead to that Europe looses its leading role
within UMTS'®. However, this statement is not completely accurate, in redlity the
monopoly regulation is removed from the gpplication rules. Ironicaly, thisre-
emphasis on competition law, that the licensees themsdves endorsed in the public
consultation, means, through the joint dominance concept, a higher likeliness that
they will be subject to the remedies of competition law

8.2.2 Remedies

As can be seen in chapter 3.1.5 and chapter 5.2.1.3 there are a multitude of
different waysin which the network owners can impede compstition. The
description in the access notice on how to determine dominance takes awide-
ranging approach that seems to capture most anti-competitive behaviors. The

1% Ahlbom, Helen, Vérldens Mr Mobile ratar 3G alternativen, Dagensindustri 20 December
2000.
1% Augustsson p. 19.
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question then is what the available remedies to counter the various anti-
competitive behaviors are.

If the new regulation will gpply to the UMTS network owners they can be subject
to both obligations to provide access and price control. The remedies available to
the NRAs are thus potentidly very intrusive. A company thet is deprived of the
possibility to make such basic business decisions as to whom to sl their product
or what pricing strategy they should adopt are very impeded in their ability to
function. However, thereis reason to believe that there will be difficultiesto
enforce the new regulation.

What regards price control the difficulty will be to determine what the concept of
cost-orientation means in this context. Thisis determination difficult dueto the
uncommon cost gructure of the operators (very high fixed costs and low variable
costs). The prices set by the regulator must take into account not only the varigble
costs of the network owner but also the prices that has been paid for both
acquiring the licenses and building the network infrastructures. The fixed costs
must aso be distributed over time and account must be taken to capital cog,
uncertainty and many other factors. The new regulation gives the responghbility for
enacting price control to the NRAswho will be guided by the Commisson

I nterconnection pricing recommendation. However, this does not include
ingtructions on how to dedl with Stuations where fixed costs are of such enormous
importance. The experience from the GSM market provides examples of how
difficult pricing rules can be to enforce. As described, the Swedish price control
legidation has not been enforced due to the difficulties of determining a suitable
price. These difficulties will be greater in the far more complex pricing Stuation of
the UMTS market.

The other remedy that this thes's has focused on forces networks ownersto give
the VOs access to their networks. In theory this, in combination with pricing
regulation, is agood way to creste competition on the service provison market
and prevent the licensees from colluding. However, there are a number of
practical difficulties with this approach. Firgt, the experience from the Swedish
market shows that it is not enough to mandate the network owners to give access
to a certain number of VOs. This haslead to that the network owners only
provides access to VOswho will not compete with the network owner in their
core segments and who are less sengtive to price squeeze. Thisway the
legidation does not reach its objectives sinceit only creates limited competition on
alimited part of the market. Secondly, the experience so far from the Swedish
legidation on mandatory access is that the capacity issue has made enforcement
of the law difficult due to inherent problems of asymmetric information. Swedish
VO Tedenordiasaysthat “the law is congtructed in such a manner that the mobile
network owners only hasto provide capacity in extent of available capacity. This
means, in other words, that they can just claim lack of capacity dthough thisin
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redity only isaway of not letting competitorsinto their networks. So far the law
has turned out to be unenforcesble’*®®.

The regulation says that the NRAs are to determine both whether thereis
avallable accessin the networks and how to ded with the problem of only giving
certain VOs access. Thus, the new regulation largdly leaves the difficult decison
of choosing appropriate remedy to the NRA. As genera guideline when
remedying abuses the new legidative framework refersto Art 1 of the Access and
Interconnection Directive and Art 7 of the Framework Directive.

Article 7 Framework Directive:

The national regulatory authorities shall promote an open and competitive market for

electronic communication networks, electronic communication services and associated

facilities by:

(a) ensuring that users derive maximum benefitsin terms of choice, price quality and value
for money;

(b) ensuring that there is no distortion or restriction of competition in the electronic
communications sector;

(c) encouraging efficient investmentsin infrastructure

(d) ensuring the efficient allocation and assignment of radio spectrum.

Article 1 Access and I nter connection Directive

Theaim [of the Directive] isto establish aregulatory framework, in accordance with internal
market principles, for the market between suppliers of networks and services that will result
in sustainable competition, interoperability of services and consumer benefits.

Article 7 of the Framework Directive seems to mandate that the NRAs make a
generd balancing of dl of the interests involved. It forces the NRASs to deal with
the difficult question of investment incentives versus competition, two concepts
that above have been shown to be contradictory. The NRAswill thus be forced
to choose between the interests of the new entrants who demand access and
pricing regulation in the name of competition and the network owners operators
who emphasizesthe leve of investment when rolling out networks. The guiding
principles of Article 1 in the Interconnection and Access Directive seems to take
a standpoint that more emphasizes the need of the new entrants and of the
emerging competition. The Article does not mention investment incentives among
the interests of which are to be taken into account. Since the Directive points to
both these Articles as guiddines it ssems asiif this regulaory system is urging the
NRASs to make an assessment of the issue in its entirety. This assessment should
include al the relevant interests at stake both at the level of the individua case and
at amore principd leve. In summary, these guiddines do not redly help the
NRAsin ther difficult weighing of interests.

The Commission has deegated the responghility of making the difficult choices
between what interests to satisfy to the NRAs. This means that even though the

1% | nterview with Telenordia s Catharina A sén Hedborg in Cooke p. 15.
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preparatory work talks about a harmonization of the telecommunications
regulation this only relates to the determination of markets (thet is harmonized
through the procedure described in chapter 5.3.1). The application of remediesto
individua network owners will be different in each country. The powerful position
of the NRAs was reinforced when the council in deciding on the enactment of the
Directives dtered the proposa of the Commission so that the EU competition
authority cannot change decisions made by the NRA under the new framework.
The competition authority is limited in its competencies to giving non-binding
recommendations'®”’.

This brings us to the second conclusion regarding the behavior of the Member
States. Having enacted the new legidation the Member States have been able to
both reap the profits of the auctions, made the operators finance the congtruction
of infrastructure, avoid the risks of the project and enacted rules that enable them
to creste competitive pricing and access to the networks capacity market. This
leaves the licensees taking dl the risks while being subject to regulatory scrutiny
and sanctionsiif trying to hard to recoup their codts.

One possihility is of course that the regulators was not trying to ruin the
investments of the licensees but instead enacted the new regulation, giving NRASs
the authority to enforce the rules, aregulatory pattern that they from the Swedish
experience knew would not work. Thiswould satisfy the politica demands for
though competition policy, while not threatening the UMTS network rollout.
However, more likely than a caculated attempt to help the licensees through
lenient enforcement is that it was the usud reluctance about giving nationa powers
to Brussals (in line with the subsidiarity principle) that is the explanation for the not
S0 harmonized enforcement rules of the new framework.

8.3 Legislative predictability

Both in the dispute over the auctions and over the new legiddtion it ssemsasif the
question of legidative predictability is pivotd.

Fird, the licenseesin their letter to the Commission and the Council indicate that
they did not expect regulatory intervention of this kind. When analyzing thisdlam
it s;emsto be supported by the fact that it is hard to imagine them paying so much
for thar licenses if they expected a regulatory intervention that would deprive
them of the license rent. It seems asif the licensees were bidding for ashare of a
market with oligopoly pricing and with a competitive structure at least as wesk as
on the GSM market. On the other hand the telecommunications operators were
informed about the preparatory work and were also respondents to the public
consultation of the 1999-review in which the new regulation was presented. In
fact the public consultation report shows that the operators themsalves suggested

*"Hellblom Ola, EU ministrar avvisar gemensamma teleregler, Dagens Industri 5 April 2001
p. 16.
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the applicability rule that was |ater enacted. Given thisit seems asif the Member
States has benefited from the advantageous circumstances, such as overvaued

IT, mediaand telecommunication sectors and encouraging media and stock
market, described above. It appears asif the rapid decision procedure, the
surrounding circumstances and the generd 3G-hype made the operators bidding
in the auctions take risks that they would not have taken if they had done a
aufficient risk analysis. A proper risk andysis should have entalled an evauation of
the risks of increased regulatory pressure in the telecommunications market. This
is especialy so when one congders that their legd advisors must have known
about the upcoming changes of the regulatory framework.

However, when putting the issue of predictability in reation to the incentives to
invest it may not be of such importance whether the licenseeswasin fact the
victims of an attempt from the legidators to use the lack of predictability to satisfy
both their incentives or not. If the licensees and other companies perceives that
the Member States did “cheat” the licensees out of their license rent and kept the
earnings to themsalves it might affect the incentives to invest regardless of whether
the licensees knew about the preparatory work for a new regulatory framework
or not.

The second predictability issue is that the rules that have been enacted are quite
unpredictable both in regards of what markets that will be intervened in and what
the remedies will be. What regards the market definitions the new reguleation aims
to be adaptable to a fast-changing environment. It therefore stipulates that the
NRAs should define markets for the purpose of ex ante regulation on the basis of
Commission recommendeations. In amarket such as the communications sector, it
isindeed vital that the regulatory system isflexible. However, thereisaclear
connection between flexibility and unpredictability. In this case there is an obvious
risk that certainty becomes low due to that the market definitions are made up “as
wego dong’.

What regards the remedies that will be gpplied upon the companies holding SMP
the NRAs will, as described above, have vast authority. The endorsers of this
system clamsthat it instead of providing a set of ready-made solutionsto
predefined problems it lays down amaximum ligt of obligations that aNRA can
impose and identifies those undertakings upon which obligations can be placed.
Thisis necessary in astuation whereit is not possible to predefine the problem
and therefore not possible to define any solution. Further, the problems and their
remedies will differ from country to country and can therefore not be effectively
harmonized. These are of course vaid points but the downside is that
predictability of when regulators will intervene and what interventions can be
expected isvery low. A network owner that triesto predict what markets will be
examined next by the NRAs and the Commission and what the likely remedies
could be have avery difficult job. This makesit more difficult to plan and
implement Strategies and invesments.
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8.4 Next steps

Although the building of the UM TS networks hardly have started some of the
problemsidentified above has dready started to be catch the attention of the
Coundail.

The possibility of an oligopoly arisng on the UM TS markets have made the
Member States consder alocating more frequency spectrato UMTSHraffic. The
Commission and the Council is consdering doubling the number of alocated
frequencies thereby issuing between three and five more licenses in each
country.**® Once again the legidators are making choices between investment
incentives and competition. The issuing of more licenses will introduce much
needed competition into the 3G-market by making colluson more difficult to
maintain and increasing the incentives to cheet on the agreement. Doubling the
number of actors on the market will radicaly decrease the vaue of the licenses
dready issued. It will have negative effects on the first licensees in severd ways.
Firg, colluson will be harder to maintain pressuring the prices down towards
cogt, Secondly, if colluson is maintained there will be more players dividing the
monopoly rent. thirdly, in a new auction the licenses are predicted to be far less
expengve than in the firg round. Thiswill make it very difficult for the licensees
from the firgt round, with their higher fixed cost, to compete with the new
licensees.

This course of action could further enhance the perceived unpredictability that the
telecommunication companies fed themsdvesto be victims of. This
unpredictability (perceived or red) will definitdly undermine any incentives to buy
amilar licensesin the future. In this context the legidators should bear in mind that
itisonly 7—9 years until the licenses for 4G will gart being didtributed.

Thefirg normative recommendetion in this Stuation must be not to issue more
licenses but focus on trying to make the access and pricing regulation aready
enacted work. It does in any case not seem efficient to build 8-10 parald
infrastructures The problems causing the lack of competition on the 3G-market is
not that the new regulatory system is not inclusive enough or that there are to few
licenses. The problem israther that the auctions have created very strong
incentives for maintaining a non-competitive market and that enforcement of the
new regulation is difficult due to uncoordinated actions and weak NRAS. Perhaps
amore centralized and stronger regulatory authority would have a better ability to
enforce the new regulation.

During 2000 and the firgt haf of 2001 the whole telecommunications sector has
been brought to its knees. The heavy debt load of the European operators has
made their capita costs increase rgpidly. Thisin addition to uncertainty of the

1% Dagens nyheter, EU skyndar pa nya 3G-nét, 18 April 2001.
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revenues from the UMTS services has made them postpone the extremely
expendve invesments in the UM TS technology™®. This decreased investment
rate has had huge effects on equipment manufacturers like Ericsson and Nokia
who has been forced to lay off thousands of workers. This crisis and the genera
dump in the economy has led to a depression of the telecommuni cations market.
The problems of the telecommunications sector are so severe thet they are
threstening the growth of the whole European economy.™® When andlyzing the
reasons for why the licensees postponed their investments the regulation is often
mentioned.'”* However, dtering the newly enacted regulation does not seem to
be an dternative for the council. Instead, the Council is starting to discuss rdieving
the companies that bought the most expensive licenses from their debt. This could
of course benefit the pressured operators but it would be costly for the Member
States and it would creste somewhat strange incentive structures for the 4G
auctions. If arent seeker overbids enough the seller will refund some of the

money.

In summary, neither refunding the licensing fees or digributing more licenses are
very good adternatives. However, if the Council decides to issue more licenses it
seems asif thefirgt licensees should be compensated in some way. If incentivesto
invest have not been undermined aready they will definitely be if new licenses are
sold without relieving the present companies of some of their debt.

The Member States, and indeed the whole telecommunications industry, has due
to the auctions and the subsequent regulation ended up with ahost of various
problems. This experience has hopefully produced some vauable information on
how to avoid smilar Situations when licensing and building the 4G systems. One
ideawould be to let the Member States build the 4G infrastructure, just as they
normally build roads, bridges and other infragtructure. If the Member States were
to build one big network and alow al licensed operators to become Vosthe
inefficient congtruction of pardld infrastructures would be avoided. It would aso
guarantee cost oriented pricing of capacity at the same time as Member States
could determine a suitable rollout pace themsdves. In summary, it can provide
both comptitive prices and afast, universa network rollout. The problem with
this gpproach isthat the Member States are put in a position where they must
decide on technical standards, network capacity and much more. These are
decisions that the telecommunications companies are better suited to make.
Further, normaly governmenta agencies are prone to buy the system that isthe
chegpest one filling the minimum requirements. If the Member States themsdves
are to make this purchase this gpproach might have to be dtered.

1%9sydsvenska Dagbladet p. A 12 April 2001, Dyra 3G licenser hotar tillvéxt.

170 sydsvenska Dagbladet p. A 12 April 2001, Dyra 3G licenser hotar tillvéxt.

"t standard and Poor’s News, Falling Credit Quality Among European Telecom Operators
Examined at Investor Forum.
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Annex 1

Liberalization Directive isbased on:

- Service Directive (90/388/EEC)

- Satdlite Directive (94/46/EC)

- CableDirective (95/51/EC)

- Mobile Directive (96/2/EC)

- Full Competition Directive (1999/64/EC)

Framework Directive isbased on:

- ONP framework Directive (90/387/EEC amended by 97/51/EC)

Licensng and Authorization Directive is based on:

- Licenang Directive (97/13/EC)

- GSM Directive (87/372/EEC)

- ERMES Directive (90/544/EC)

- DECT Directive (91/287/EEC)

-  SPCSDecision (710/97/EC)

- UMTS Decision (128/1999/EC)

- European Emergency Number Decision (91/396/EEC)
- International Access Code Decision (92/264/EEC)

Access and I nter connection Directive is based on:

- ONP Leased Lines Directive (92/44/EEC amended by 98/61/EC)

- TV Standards Directive (95/47/EC)
- Interconnection Directive (97/33/EC amended by 98/61/EC)
- Voicetdephony Directive (98/10/EC)

Universal Service Directive isbased on:
- Voicetdephony Directive (98/10/EC)

Teecommunications Data Protection Directive is based on:
- Tdecommunications Data Protection Directive (97/66/EC)
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