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Effective Competition Review Guidelines August 2000

3.14. A key consideration that Oftel will need to take into account in making i1ts assessment
of effective competition is the impact of existing regulation to controls which promote
competition in the market segment. Oftel will assess whether competition would be self-
sustaining 1f these controls — such as those triggered by SMP and Market Influence
determinations — were lifted. This assessment will clearly involve some exercise of judgement
as it depends on taking a view of likely future behaviour.

3.14. Oftel
Oftel SMP
MI

http://ww.oftel .gov.uk/publications/about_oftel/crev0800.htm
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a).
the hypothetical monopolist test
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a hypothetical monopolist supplier
OFT( ) 3
IP
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IP 2
3 IP

1 «“small, but significant, non transitory increase in price”

2 “Market Definition, OFT 403, March
1999”http://www.oft._gov.uk/html/comp-act/technical guidelines/oft403._html
3 Market Definition, OFT 403, March 1999”. Available on the OFT website at
http://www.oft.gov.uk/html/comp-act/technical guidelines/oft403._html
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> Imposing access obligations under the EU Directives, Oftel, Sept 2002. Available

at http://www.oftel .gov.uk/publications/ind_guidelines/acce0902.htm Note that,

under the new European framework, Oftel interprets SMP as meaning the same as
dominance (which could be single or joint dominance).

6 The Competition Act 1998, The Application in the Telecommunications Sector, OFT
417, March 2000. Available at [add link]
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° Directive 2002/21/EC of the Eu2ropean Parliament and of the Council of 7 March 2002

available at add ref

on a common regulatory framework for electronic communications networks and services.
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Questionnaires from Secretariat (these question were based on the paper from all of this SG
members)

(1) Concept of Market
What kind of factors should be considered to define the market. For example, how should

we consider following issues?

a) Service identity, by which comes from both side of consumer’s alternative demand and
carrier’s alternative supply.

eg. in case of fixed public phone and IP phone, how to define the market of these services
which is the alternative service from the user’s point of view, on the other hand,
different service from the provider’s point of view.

To assess the market within which a particular service (or product) belongs, it is necessary to
consider the extent to which there are substitute services available on either the demand or supply
side. A useful economic tool for assessing the extent to which there are effective substitutes
available is the hypothetical monopolist test. This tool is widely used in North America, Western
Europe and, increasingly, in Asia Pacific, e.g., in Hong Kong and Australia. [add references and
links] The hypothetical monopolist test (often referred to as the SSNIP?! test) starts by considering
the narrowest possible market definition, which will usually be the particular service or product
under consideration. It then considers whether a sole supplier of that service (the hypothetical
monopolist) could impose a small but significant increase in the relative price of that service (that is,
assuming the prices of all other products or services remain constant) without experiencing a loss
in profits. This loss in profits could come from either customers switching to other products
(demand side substitution), or suppliers of closely-related products switching into the production of
the product in question (supply side substitution). 2

If such substitution is possible, then the market should be widened to include those substitutes.

1 SSNIP stands for “small, but significant, non transitory increase in price”.

2 The test is also useful for assessing the geographic boundaries of the market. For
a detailed description of how the test may be applied, and general comments on the
role of market definition, see the OFT guidelines, “Market Definition, OFT 403, March
1999”. This is available on the OFT website at
http://www.oft.gov.uk/html/comp-act/technical_guidelines/oft403.html




The test is then applied again, this time by asking whether a hypothetical monopolist supplier of
that larger group of services or products could impose and sustain a significant increase in price for
that wider group of services. The process of applying the hypothetical monopolist test should be
repeated up to the point where an increase in price would not lead to any further substitution. At
this point, the boundaries of the market have been defined.

Assessing demand side substitution in practice

In its Guidelines on Market Analysis and SMP?, the European Commission states: “...the relevant
product/service market comprises all those products or services that are sufficiently
interchangeable or substitutable, not only in terms of their objective characteristics, by virtue of
which they are particularly suitable for satisfying the constant needs of consumers, but also in
terms of the conditions of competition and/or the structure of supply and demand on the market in
guestion.” It goes on to say that National Regulatory Authorities (NRASs) should start the process of
defining the market by grouping together products or services that are used by consumers for the
same purposes (end use). The assessment of demand side substitution is therefore the usual
starting point to any analysis of market definition and this approach is also adopted in the UK and
in other jurisdictions such as the US.

To assess the extent to which demand side substitution is possible, it will be useful to consider
whether there is any evidence available showing how consumers have reacted in the past to
changes in relative prices. This could include looking at historical information on price movements
— for example, if two products or services display similar price movements over time then this may
suggest that they are in the same market.

It will also be useful to look at customer reactions to previous movements in relative prices of
potentially competing services — for example, did customers actually switch to other products? If so,
how quickly were they able to do this? This could be assessed by looking at what happened to
volumes as the relative price of the service or product under consideration increased — did they
stay constant (suggesting that there were no substitute products or services to which customers
could switch) or did they fall (suggesting that substitutes were available)?

It is important to take account of the time it may take customers to switch to other products.
Customers may be reluctant to switch to potential substitutes if they have already incurred
substantial investments in order to receive the original product or service, or if they would have to
incur additional investments in order to switch. If switching costs are high relative to the value of
the product or service, then substitution is less likely to occur. In some cases, customers may be
unable to readily switch as they may be locked into a contract for the original product or service. In

3 add latest ref



general, if customers are able to switch to other products or services within a year, then such
products or service should be considered effective substitutes.*

In addition to looking at historical evidence, it will often be necessary for competition and regulatory
authorities to speak to customers directly to establish what their likely reactions would be to relative
price increases. In the UK, Oftel regularly commissions independent market research companies to
conduct interviews with customers to establish the extent to which they are able and willing to
switch to potential substitutes. It has stated that it will continue to take this approach as it carries
out its market reviews for the implementation of the new European Framework. [add ref.]

Assessing supply side substitution in practice

Whilst competition and regulatory authorities tend to place more emphasis on demand side
substitution in defining markets, it is sometimes appropriate and necessary to consider the extent
to which supply side substitution is feasible. The focus is on the extent to which suppliers of
closely related products or services could readily switch production in response to a relative price
increase imposed by a hypothetical monopolist. If they could, such that they acted as a constraint
on the price setting behaviour of the hypothetical monopolist, then those supply side substitutes
should be included in the market definition.

Evidence on supply side substitution could come from a number of sources. For example,
suppliers of related products could be asked directly about the extent to which it would be
technically possible for them to switch production into other products or services, and to do so
within a sufficiently short time-scale. Possible constraints on switching could be the lack of spare
capacity to do so. For instance, all the available capacity could already be committed to serving
existing long-term contracts.

There are a number of other factors that need to be taken into account in considering demand and
supply side substitution. For more details see, for example, the OFT’'s Competition Act Guidelines
on Market Definition.”

In terms of the specific example cited above of fixed public phone and IP phone, the methodology
could be applied as follows:

On the demand side, the question would be whether customers of fixed telephony services would
be able to readily switch to using IP telephony services, if a hypothetical monopolist supplier of

4 Note that this timeframe may differ depending on the nature of the product or service
under consideration: in some cases a shorter or longer timeframe will be appropriate.
> “Market Definition, OFT 403, March 1999”. Available on the OFT website at
http://www.oft.gov.uk/html/comp-act/technical_guidelines/oft403.html




fixed phone services tried to impose a significant increase in price. This would need to consider
whether customers would regard IP phone services as offering sufficiently similar characteristics in
terms of quality, price, etc. as fixed phones. The timescale within which they could switch would
also be relevant — if IP services are only available in say, two years, time, then they would probably
not be regarded as effective substitutes. Also, if they were only available to a very small number of
customers, it is unlikely that this would be sufficient to constrain the behaviour of the hypothetical
sole supplier of fixed phones. So they may not be regarded as part of the same market now, but in
two or maybe three years’ time they could be.

On the supply side, it is conceivable that suppliers of IP phone services would not be able to
readily switch into the supply of fixed phone services as they would have to invest in a different
form of network infrastructure. But in this specific example, it is likely that a consideration of
demand side factors would be more crucial to the overall conclusion on market definition.

b) Market classification by an attribute of users.
In some case of products, it is appropriate to classify the market by business user or
mass user, or not.

It will sometimes be appropriate to define separate markets for different classes of users. For
example, there may be a separate market for business customers and one for residential
customers. The application of the hypothetical monopolist test, as outlined above, can help to
determine whether such a distinction is appropriate.

For example, business customers may require certain product or service characteristics that are
not offered by the corresponding residential product or service. As such, if faced by a significant
price increase in the business product, business customers would be unlikely to regard the service
aimed at residential customers as an effective substitute. Similarly, on the supply side, suppliers of
the residential service may not be able to readily switch production to supplying business
customers if the characteristics demanded of the product differ significantly according to the type of
customer.

c) Geographical market classification
In case of nation wide and regional, it seems that competitive situation would be different.
Are there any methods to grasp regional situation?

Once the product market has been defined it is necessary to consider the geographic extent of the
market. The geographic market defines the area in which the product or service in question is sold
and the area over which substitution takes place. Geographic markets may be local, national or

4



international in scope and the boundary will depend on a number of factors. As with the definition
of the product market, the scope of the geographic market will require consideration of both
demand and supply side factors.

On the demand side, the test would be whether a hypothetical monopolist supplier in a particular
geographic area would be able to profitably impose a significant price increase. If it couldn'’t,
because customers were able to source substitute products or services from another geographic
location, then the geographic scope of the market should be widened.

Factors that may limit the geographic scope of the market could include language barriers, and the
ability and willingness of customers to travel outside their immediate location to source a particular
product. This latter factor is likely to be less relevant, however, as far as telecommunications and
other forms of electronic communications services are concerned.

On the supply side, the focus is again to consider how easily and quickly suppliers in other
geographic areas could switch to supplying another geographic area in response to a relative price
increase by a hypothetical monopolist supplier in that area. Of particular relevance within
telecommunications and other electronic communications markets will be any licensing or other
regulatory requirements, which may make it difficult for suppliers to readily enter a new geographic
area.

For more details on geographic market definition, please refer to the OFT Guidelines and the
European Commission Guidelines on market analysis.®

d) Classification by its size of the market

Are there any suspicion to evaluate excessive the competition situation if market would
be defined broader? On the other hand, are there any possibilities that too small market
definition makes the evaluation to be a factor of disturbance of the market?

There are no hard and fast rules about what the appropriate size of a market should be, as this will
vary depending on the characteristics of the market under consideration. The boundaries of a
market can only be established by considering the demand and supply side factors, as outlined
above in la). In some cases, where the possibilities for demand and supply side substitution are
limited, a very narrow market definition will be appropriate; in cases where there are many effective
substitutes a broader market definition will be appropriate.

e) relationship with Anti Monopoly Act

6 Market Definition, OFT 403, March 1999 op cit. ADD REF TO EC Guidelines



How to use the concept of market definition and methodology of AMA.

Please refer to the answer given below in section 2 d) iii)

(2) Competition evaluation method

i) What kind of factors should be considered to evaluate the market. For example, how
should we consider following issues?

a) Mature market
How to consider the market matureness into the evaluation.

The assessment of competition within a market should follow the same general principles,
regardless of the state of maturity of the market. It may be the case that more mature markets may
be unlikely to be attractive to new entrants, which could limit the extent of competition in that
market. For example, this could be the case if the overall market size is declining, in which case
there may be fewer competitors than in a growing market. But the assessment of whether anyone
is dominant in that market should still use the same methodology as used for any other market.
Namely, who are the suppliers?; what are their relative market shares?; what has been happening
to those relative market shares over time?; has there been any entry?; could there be scope for
further entry?; what has been happening to prices in that market over time?, etc.

All these factors will need to be considered to see whether there are any problems of dominance in
that market. There is not an automatic problem with mature markets — each marekt will have to be
analysed individually. . Indeed, one of the good things about analysing a mature market is that it
should be easier to observe factors such as prices and market shares over time than it will be for
newer, emerging markets.

b) Relation with alternative services
If the alternatives between 2 services would covered only one part of the service, how
evaluate that situation.

The evaluation should follow the same general principles as outlined previously. That is, on the
demand side, looking at the extent to which customers would consider one service to be an
effective substitute for another. If one service was more limited such that customers would not
regard it as offering the same characteristics in use, then it may not be regarded as an effective
substitute. However, a consideration of supply-side factors may reveal that it would be relatively
easy for suppliers of the more limited service to also readily start to produce the other service too,
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in which case the two services should be included in the same market. As before, a case by case
analysis of demand and supply side factors would need to be undertaken.

¢) Influence of SMP in other market (leveraging, vertical integration, subsidiary, etc.)

How to consider the influence of leveraging, vertical integration, subsidiary, etc.

Where a firm is dominant in one market, and also operates in other markets, there is a danger that
it could leverage that dominance into other, potentially competitive markets. (These could be either
upstream or downstream markets.) Such leveraging could take a number of forms. For example, a
dominant firm could attempt to bundle non-competitive services with competitive services and do
so in a way that has adverse effects on competition in the market(s) for the competitive service(s).
Bundling can take a number of forms. For example, the dominant firm could offer preferential terms
for the whole bundle of services compared to the terms if the services are purchased separately; or
it could make the supply of the non-competitive service conditional on the buyer purchasing the
potentially competitive services from the dominant form too.

Another form of leveraging is where a vertically integrated supplier, which is dominant in the supply
of a key input for a related and potentially competitive downstream market, discriminates in favour
of its subsidiary that operates in that downstream market. This discrimination could be in the form
of offering better prices than it offers to independent competitors in that downstream market, or in
the form of offering better provisioning times than are available to independent competitors. Either
form of discrimination will put the vertically integrated subsidiary at an unfair advantage.

The problem of leverage has been widely recognised by competition and regulatory authorities. For
example, in the UK, Oftel has recently stated “...in markets where there is significant market power,
there is a rebuttable presumption that a vertically integrated SMP operator discriminating in favour

of its own downstream business would have a material adverse effect on competition.” ’

This means that any SMP operator that does attempt to discriminate in favour of its own business
will have to demonstrate to Oftel that such behaviour will not have adverse effects on competition.
If it cannot do this, then it will not be allowed to continue the discrimination.

Similarly, the European Commission recognises the potential for leverage of dominance from one
market into another. Article 14(3) of the Framework Directive states that where an undertaking has
significant market power on a specific market, it may also be deemed to have significant market
power on a closely related market, where the links between the two markets are such as to allow

’ Imposing access obligations under the EU Directives, Oftel, Sept 2002. Available

at http://www.oftel .gov.uk/publications/ind_guidelines/acce0902.htm Note that,

under the new European framework, Oftel interprets SMP as meaning the same as

dominance (which could be single or joint dominance).



the market power held in one market to be leveraged into the other market, thereby strengthening
the market power of the undertaking.

Where it is found that leverage of market power causes competition problems, then it will be
important to apply the appropriate remedy, such as a strict non-discrimination condition or a
prohibition on bundling. More details on appropriate remedies may be found in the Oftel
Competition Act Guidelines®

d) Influence of Regulation for facility holding (e.g., interconnection rule) to service market.
How to consider the influence of facility keeping, interconnection rules.

The same principles should apply to interconnection, namely that operators that are dominant
should be expected to be subject to certain obligations. For example, the European Access Directive
states that NRAs shoud ensure that, with respect to interconnection agreements, any conditions

and obligations should be objective, transparent and proportionate and non-discriminatory.

ii) Possibilities to construct quantitative evaluation model
How to evaluate quantitative data such as shares.

The analysis of market shares is a useful first step in the assessment of dominance, but it is
important to emphasise that market shares must not be regarded as the only factor in the
assessment of dominance. Other factors need to be considered too, in particular, the extent to
which there are barriers to entry to the market. The recently published Oftel guidelines on the
implementation of the EU directive® sets out the other criteria that should be used to assess
dominance, in addition to market shares.

Market shares may be assessed in either volume or value terms and the appropriate measure to
use will vary from market to market.In some cases, it will be helpful to consider both measures.

Market share information should be obtained from a number of different sources. Whilst
information should be obtained from firms directly (who should be able to provide verifiable data on
volumes and values of sales), estimates should also be obtained from independent sources too,
such as competitors and customers. Market research reports may also be helpful.

8 The Competition Act 1998, The Application in the Telecommunications Sector, OFT
417, March 2000. Available at [add link]

° Oftel’s market review guidelines for the assessment of significant market power,
August 2002, available at

http://www.oftel _gov.uk/publications/about oftel/2002/smpg0802._htm




In addition, it is important to obtain market share data over time, wherever possible. This will help
to see how relative market positions have changed over time and thereby to assess the dynamics
of competition in the market.

Within the European regulatory framework, there are a number of market share thresholds that
may be used as indicators of whether a particular firm is dominant. A firm that has a market share
of less than 25% is considered not to hold a (single) dominant position. Concerns about dominance
start to arise where a firm has persistently held a market share of over 40%, and there is a general
presumption of dominance where a firm has a market share that is persistently over 50%.
However, it is important to stress that a finding of dominance cannot be based on market shares
alone and other factors, especially barriers to entry, need to be considered too. [Ref to European
guidelines to be added]

iii) Market definition and competition evaluation in AMA

How to use the concept of influence evaluation for market competition circumstances in the
M&A investigation under AMA.

The assessment of mergers will also require markets to be defined and competition within that
market to be assessed, pre and post merger. The process for defining the market should be the
same as outlined above under 2(1), and the assessment of competition should also follow the
same sort of process as explained above under 2 d)ii) above . The main difference will be that a
prospective view of how competition is likely to be affected by the merger will have to be taken,
which will involve some element of judgement.

(3) others

i) How about the priority of necessary requirement. Such as below.
a) Transparency of evaluation method

It is standard practice in the UK to publish guidelines on the general methodology used for defining
markets, together with the methodology that will be used for assessing the extent to which any firm
holds a dominant position within a particular market. In addition, the UK communications regulator,
Oftel, publishes details of how it has applied the methodology in specific cases or market reviews.

The European Commission also publishes detailed guidelines on market definition and the
assessment of competition. This is seen as particularly important in the context of the new
European regulatory framework, as the National Regulatory Authorities in each of the Member
States will be responsible for implementing the new regulatory framework and are expected to do
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so in a consistent manner. Indeed, there is a requirement on Member States to take utmost
account of the guidelines issued by the European Commission when implementing the Framework.

Publishing guidelines, together with details of how they have been applied, offers a degree of
regulatory certainty to firms . It also helps to raise awareness of the types of behaviour that will be
regarded as acceptable and the types of behaviour that could be regarded as having
anti-competitive effects or intentions.

b) Transparency of evaluation process

It will be important for all market participants (that is, competitors and customers) to be aware of
the processes that will be used to analyse any particular market. This is accepted good practice
throughout Europe, the US and certain parts of Asia Pacific, such as Australia and Hong Kong as it
helps to ensure market participants have a degree of regulatory certainty. [reword].

For example, within the UK Oftel regularly publishes consultation documents and guidelines
detailing how it intends to analyse  markets, and it publishes the subsequent outcome of that
analysis. It also regularly publishes details of decisions it has taken in relation to specific
complaints about potentially anti-competitive behaviour. These documents are all readily
accessible on the Oftel website. An example, is Oftel's recently published Guidelines on the
implementation of European Regulatory Framework. '° In this document, Oftel sets out the main
criteria it will use to assess whether there is effective competition in a particular market, and it
explicitly states that this is to promote transparency in it market analysis and to provide more clarity
about how it intends to apply each criteria.

The European Commission has also published detailed guidelines on market definition and the
assessment of significant market power.™

c) Flexibility of the methodology

The methodology that will be used to define markets and to assess dominance in those markets
should be flexible enough that it can be applied to any type of market. Indeed, this is seen as one
of the strengths of the standard approach to market definition of looking at demand and supply side
substitutability (using tools such as the hypothetical monopolist test), and explains why so many
regulatory and competition authorities throughout the world use the same methodology. Similarly,
the methodology of assessing dominance by looking at a range of factors including market shares,
barriers to entry, extent of countervailing buyer power, etc., is regarded by most regulatory and

10 available at http://www.oftel .gov.uk/publications/about oftel/2002/smpg0802._htm
11

available at add ref
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competition authorities as flexible enough to be applied to almost any market. Applying the same
basic methodology should help to ensure that consistent decisions are taken, which should ensure
regulatory certainty.

d) Technological neutrality of evaluation

The increasing convergence of telecommunications, information technology, broadcasting services,
etc., gives the principle of technological neutrality increased importance. In order to apply
regulation and competition policy in a coherent and consistent manner, it will be important not to
draw distinctions on the basis of the technology used to provide a particular service. Rather, the
emphasis should be on whether the technologies involved compete effectively in the provision of
the service in question. This will require an analysis of whether they are effective substitutes,
particularly as far as customers are concerned, using the standard methodology outlined above for
assessing demand side substitutability.

In its new Regulatory Framework, the European Commission has made the need for technological
neutrality a specific requirement. The Directive states'?:

The convergence of the telecommunications, media and information technology sectors means all

transmission networks and services should be covered by a single regulatory framework.

The Member States, including the UK, are therefore expected to implement the new regulatory
Framework in a technologically neutral manner. This means, for example, that firms that may have
historically been associated with other sectors (for example, electricity transmission) but which now
use part of their network for supplying electronic communications services, will be subject to the
requirements of the new Framework. So if they provide services that are regarded as effective
substitutes for the services provided by more traditional suppliers, then they will be included in the
analysis of effective competition in those markets.

ii) feasibility of collecting information
What kind of data should be collected from carriers. It is indispensable to give information
for competition evaluation from carriers. At that time, what kind of issues should be taken

into account, such as handling corporate confidential information.

In order to both define markets and to evaluate the competitiveness of these markets, particularly

12 Directive 2002/21/EC of the European Parliament and of the Council of 7 March 2002
on a common regulatory framework for electronic communications networks and services.

(Framework Directive)
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the extent to which any undertaking is dominant, a wide range of data will be required. The MPHPT
will probably find it useful to refer to the recent publication from Oftel, Data gathering for EU market

3

reviews,'® which identifies the type of data that will be needed for the various stages involved in

this assessment.

Oftel has also stated that, wherever possible, it intends to use data from existing sources in order
to reduce the burden on firms in the market. It recognises, however, that it is inevitable that some
additional information will be required to ensure that any assessment of a particular market is
based on as much evidence as possible. Whilst Oftel expects that the required information will be
provided on a voluntary basis in most instances, it states that it will use enforcement powers if
necessary in order to obtain the necessary data. It has also stated that it will expect the data to be
supplied within a reasonable timescale, typically between two and four weeks.

In addition, once Oftel has analysed the data and reached its initial conclusions on the
competitiveness of a particular market, it will publish a consultation document, inviting comments
from interested parties. This again recognises the importance of having a transparent process to
help to ensure that consistent and coherent decisions are made.

It will be important, when asking firms to supply data, to ensure that any commercially confidential
data is not disclosed to competitors. Therefore, care will need to be taken when publishing data. In
the UK, for example, Oftel will often not publish the detailed data that has been used in analysing a
market, merely publishing the qualitative results of that analysis. In some instance, it will publish
data in an aggregated form that prevents any company confidential data being disclosed,

iii) Case in foreign countries

Carriers, who have many useful information such as the case in foreign countries, were
expected to give us the information. And it is quite effective to discuss the similar and
different points between foreign countries and Japan, based on background, aims, and
history of competition evaluation.

(Such as UK case)

The UK and other Member States of Europe are currently experiencing a major reform of the
regulatory framework, through the implementation of the new EU Regulatory Framework. The aim
of this is to harmonise the application of regulation in Member States and to increase the degree of
liberalisation of telecommunications markets.

A particular feature of the new Framework is that it represents a move towards using general

13 Data gathering for EU market reviews, Oftel, September 2002. Available at
http://www.oftel .gov.uk/publications/eu_directives/2002/data0902.htm
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competition law principles to assess the extent to which markets are competitive. The concept of
significant market power (SMP) will be aligned with the competition law principle of dominance. An
operator will be deemed to be dominant if, either singly or jointly with others, it enjoys a position of
economic strength affording it the power to behave to an appreciable extent independently of its
competitors, customers and consumers.

Markets will be defined and analysed using economic principles and regulation will only be applied
where dominance is found. The form that this regulation will take will depend on whether the
dominance is seen as something that will result in persistent market failure, in which case ex ante
regulation will be needed, or whether it is seen as likely to result in occasional instance of abuse of
dominance, in which case any such abuses can be dealt with as they arise through the application
of competition law.

Members States will have to conduct reviews of certain markets identified by the European
Commission in order to determine whether regulation is required, or whether any existing
regulations should be removed. These reviews need to be completed by 24 July 2003, so that the
new Regulatory Framework can be implemented. The details of the methodology that Member
States will use to review these markets is outlined in the responses above.

End
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