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Abstract

The paper analyzes the core telecommunications regulatory framework at European
Union (EU) level which has been put in place since the beginning of the 90s. We find
lack of support by Member States of the European Commission’s liberalization
program in several areas, including Member States’ resistance to rapid liberalization,
cost orientation, an effective EU-wide licensing system, pro-competitive numbering
policy (carrier selection), as well as EU-wide harmonized interconnection rules and
universal service obligations. We also identify a number of shortcomings of European
Commission measures, especially in the areas of price regulation, interconnection rules
and licensing policy. To overcome these inefficiencies, we recommend the
establishment of an independent European Regulatory Authority (ERA) that is
comprised of representatives from National Regulatory Authorities.

Abbreviated article title:

The EU Regulatory Framework in Telecommunications: Thomas Kiessling and Yves
Blondeel
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Introduction

At the end of the 1980s, the European Commission embarked on an ambitious
liberalization program of the European telecommunications market. The main goal of
market opening and restructuring was to promote market structures that would enable
the exploitation of substantial demand and innovation potentials in the communications
industry. The major milestone of this program was 1 January 1998, the date for full
liberalization of telecommunications infrastructure and services.1 With this deadline
passed, it is now time to take stock and to critically analyze the core regulatory
framework which has been put in place at the European Union (EU) level to support
the transition to a competitive marketplace.

The paper is organized as follows: the remainder of this introductory section
identifies the objectives that the liberalization program should pursue and major policy
issues of the market transition. In the following sections, we evaluate the effectiveness
of EU level regulation for a number of core regulatory issues in achieving these
objectives. These issues include the timeframe and content of the liberalization
program, price regulation, interconnection regulation, numbering policy, licensing
policy, and universal service legislation.2

Objectives of EU telecommunications regulation: What market conduct and
performance do we want competition to achieve?

Competition in telecommunications means different things to different people.
However, we have identified a core set of policy objectives for the EU
telecommunications market on which we think the majority of market participants can
agree:3

• Target market structures should ensure efficient allocation of resources, technical
efficiency, innovative efficiency and fair competition. This involves implementing
cost-oriented and non-excessive prices, minimizing cost of production, the provision
of new services that satisfy evolving user needs, and ensuring fair network access
and interconnection conditions and the absence of predatory pricing.

• The regulator should promote market structures that ensure that services are
available in the geographical markets in which they are demanded. In particular, the
availability of cross-border services should be promoted in the EU, which is
historically characterized by fragmentation into national markets.

• The achievement of universal service has been determined as an important goal by
users and regulators alike.
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Market Transition Strategy and Policy Assumptions

The major task of telecommunications regulators at EU and Member state level is to
define a transition strategy from monopolistic to competitive supply structures which
ensures the achievement of the above policy objectives. We see the transition
regulatory framework at EU level evolving around the following policy issues:

Division of regulatory responsibility. The right balance of responsibility is a
precondition for the desirable market structures in the EU to develop. We believe that
the principle of subsidiarity should be applied rigorously: the appropriate division has
to be found between regulatory issues with an impact on cross-border markets, where
EU level regulators should have prime authority, and predominantly national issues for
which the Member States should have prime responsibility.4 The question of power
balance between the Commission and the Member States is discussed from different
angles with reference to the major regulatory issues in this paper.

Trade-off between policy objectives. As noted above, the regulators’ major task is to
simultaneously achieve technical, allocative and innovative efficiency, as well as fair
competition and universal service goals. Since some of these goals potentially conflict
with each other, the regulator has to find the right balance between these objectives.

For example, for full realization of innovation potentials, regulators need to
encourage investment in competing infrastructure. Infrastructure competition can be
expected to increase innovative activity, especially in the local loop, but also to some
extent in the long-distance market.5 However, technical inefficiencies can arise if the
infrastructure investment is not sustainable, i.e. if the investment does become
unprofitable once factors favoring the investment like price distortions or cost
advantages have been phased out. The resulting technical inefficiencies can take the
form of write-offs generated by companies leaving the market, or over-capacities.6 The
optimal balance between promoting infrastructure competition and ensuring technical
efficiency is far from clear. The USA and the UK for example promote investment in
competing infrastructure on a wide scale,7 while other countries, including many EU
Member States, attempt to maximize the use of existing infrastructure through
favorable price and usage conditions for interconnection  services.8 Subsequent
sections of the paper clarify the trade-off between promoting infrastructure competition
and ensuring technical efficiency.

A related issue is the competitive position of the incumbent relative to new entrants.
This issue has recently received much attention under the heading of regulatory
symmetry versus asymmetry between the incumbent and new entrants.9 A fully
symmetric approach – “the same price signals, the same restrictions, and the same
obligations” – is often claimed to lead to economic efficiency.10 However, we believe
that the efficiency criterion underlying this argument is too narrow and not sufficiently
adapted to the realities of the telecommunications market. For example, overall
efficiency gains might result from asymmetric incentives towards sustainable
investment in the local loop, due to intensifying innovative activity through local
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infrastructure competition. As the analysis in the following sections shows, regulatory
asymmetries can, in certain policy areas, help manage the transition towards optimal
market structures.

Institutional aspects

There is no single regulatory body in telecommunications at EU level. Regulatory
policy is conducted in parallel by several, relatively independent policy-making
authorities that often pursue conflicting goals. The most important entities and their
political objectives are presented below.

The European Commission – Directorate General IV (Competition)

DGIV is responsible for EU competition policy. It has the task of ensuring fair
competitive conditions for suppliers and users. DGIV is the main architect of the
Commission’s liberalization policy in telecommunications.

The central instrument of DGIV’s liberalization policy is the Art. 90 EC Treaty.
This article allows the Commission to reverse policy measures passed by Member
States relating to exclusive or special rights (for example, monopoly rights) if the
policy measures in question violate (an)other article(s) of the EC Treaty. In 1988, the
Commission found that national dominant network operators’ exclusive rights to
distribute telecommunications terminal equipment violated the EC Treaty11 and
invoked Art. 90 (3) to abolish these rights.12 The European Court of Justice confirmed
the authority of the Commission to use Art. 90 EC Treaty to liberalize
telecommunications markets when it dismissed a case introduced by France against the
terminal equipment directive in 1991.13 Since then, the Commission has used Art. 90 to
successively liberalize all telecommunications markets. Major liberalization steps were:
July 1990, when services other than voice telephony were liberalized; and 1 January
1998, when voice telephony and infrastructure provision for voice telephony were
liberalized.14

Art. 90 EC Treaty gives the Commission considerable power with respect to the
Council of the European Union and the Member States since it allows the Commission
to impose liberalization measures without the concurrence of the Council. However,
the Commission cannot push through liberalization measures on the basis of Art. 90
against strong Member State resistance. Disregard of Member States’ objections would
undermine the political support that is vital to the Commission’s policy initiatives.15

Art. 90, as well as Art. 85 EC Treaty, vest DGIV with substantial power to determine
the basic market supply structure.16 However, the Council and Directorate General XIII
(Telecommunications) both play a more important role than DGIV in issuing
legislation that facilitates the transition to competitive markets. As shown below,
essentially all of the more transition-related measures (interconnection regulation,
licensing policy) were passed by the Council, not by the Commission.
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The European Commission – Directorate General XIII (Telecommunications,
Information Market, and Exploitation of Research)

DGXIII is responsible for the execution of the EU research and development programs
in telecommunications, the Open Network Provision (ONP) legislation and control of
implementation of ONP measures by Member States, as well as various harmonization
and standardization measures. The bulk of ONP drafts were prepared by DGXIII prior
to their adoption by the Council of the European Union, including the Council directive
for the introduction of ONP for Leased Lines in 199217 and the Council Directive on
the Application of ONP to Voice Telephony in 1995/1998.18 DGXIII also plays an
important role in the transition regulation to a competitive marketplace. The draft
process of both the 1997 Interconnection Directive19 and the 1997 Licensing
Directive20 was driven by DGXIII.

Council of the European Union

The Council of Ministers is comprised of the Ministers of Member States that are
responsible for telecommunications policy, and therefore represents the Member
States’ interests. Regulatory measures of the Council often express political
compromises between the Member States. Additionally, the Council has to take into
account the views of the European Parliament.21

The Council plays a more important role than the Commission in passing legislation
that defines the framework for the transition to competitive markets. This can be
explained by the fact that competitive market structures will only develop if the
Member States support the Commission’s liberalization measures and transpose them
into effective national legislation.

The Council has adopted important regulatory measures in the area of open network
provision (ONP). The ONP Framework Directive of 28 June 1990 stipulates EU-wide
harmonized supply conditions and standardized technical interfaces.22 More recently,
the Council and the European Parliament have passed the core regulatory framework
enabling the transition to competitive markets in telecommunications, i.e. the Licensing
Directive23 and the ONP Interconnection Directive.24

Member States and National Regulatory Authorities (NRAs)

The central objective of Member States is to control the evolving national regulatory
and market environment. It is therefore in the interest of Member States to keep the
Commission from extending its regulatory powers into areas which the Member States
consider to be under national regulatory responsibility.25 As a result, the NRAs are
currently working to impose themselves as the prime regulatory authorities for the
transition towards competitive markets. As illustrated throughout this paper, the
national interests of Member States and expanding NRAs often conflict with the
European Commission’s attempt to install EU-wide rules to manage the newly
competitive markets in a harmonized way.
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Introducing competition

Compared to developments internationally, the European Union has been relatively
slow in starting to liberalize the telecommunications market. It was only in 1987 that
the European Commission published a framework for future regulation and
liberalization in its Green Paper on the Development of the Common Market for
Telecommunications Services and Equipment.26 In contrast, in the USA the first license
to compete for public switched long-distance services was granted to MCI in 196927

(operational 1972), and in 1980 the market for long-distance services was effectively
liberalized.28 In Japan, the Telecommunications Business Law of 1985 liberalized most
telecommunications markets, and competition has since then developed especially in
the long-distance and international markets.29

The liberalization process

The liberalization measures in the EU have been introduced in a piecemeal fashion,
starting with market segments of subordinate importance and gradually establishing the
Commission’s power to liberalize the core telecommunications markets. The first
market liberalized by the Commission on the basis of Art. 90 EC Treaty in 1988 was
the terminal equipment sector. In 1990, the European Commission introduced another
liberalization directive on the basis of Art. 90 EC-Treaty, effectively liberalizing most
telecommunications services except voice telephony.30 However, although the
‘Services Directive’ can be legally interpreted to have liberalized all services other than
voice telephony by July 1990, in many cases Member States maintained exclusive
rights for non-voice telephony services for several years unless legally challenged.31

Further liberalization steps included the authorization of the provision of all non-
reserved telecommunications services on cable TV networks by 1 January 199632 and
the authorization of competitive infrastructure provision for already liberalized services
by 1 July 1996.33

A further example of the Commission’s piecemeal approach to liberalization is
mobile communications. Although, following legal interpretation, the liberalization of
mobile communications was already covered by the 1990 Services Directive, the
Commission in the 1990s had to intervene several times in the licensing of alternative
mobile operators in Member States in order to ensure fair competition. For example, in
1995 the Commission adopted a Decision based on Art. 90 EC Treaty against Italy,
which had attempted to impose considerable license fees on the second Italian GSM
operator, but not on the mobile operations of the incumbent, Telecom Italia.34 It was
only in January 1996 that the liberalization of mobile communications was confirmed
by a Commission Directive on mobile and personal communications.35

In March 1996, the Commission modified the 1990 Services Directive, abolishing
all remaining exclusive or special operator rights by 1 January 1998, including
monopoly rights for the supply of voice telephony services and the provision of public
telecommunications infrastructure (transmission) services for voice telephony.36
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However, the agreement on the timetable for full liberalization included transitional
periods for certain Member States. As a result of a case-by-case assessment by the
Commission, the following periods have been confirmed: Luxembourg will fully
liberalize its market from July 1998; Spain from December 1998, Ireland and Portugal
from January 2000 and Greece from January 2001.

The substantial delay between the first liberalization measures in 1988 and the full
liberalization of remaining voice telephony markets in 1998–2001 is due to the
resistance of Member States, as well as national dominant network operators. This is
illustrated by the following major events on the road to liberalization:

• May 1992: The Council refuses the Commission’s proposal to rapidly eliminate the
remaining monopolies. In its decision the Council expressed the will of the majority
of Member States.37

• April 1993: The Commission’s proposal to liberalize cross-border telephony
services in the EU on 1 January 1996 fails to gain support from Member States.38

• July 1993: The Council confirms 1 January 1998 as the date for the full
liberalization of all remaining monopolies. This date had been proposed by Member
States.39

However, although the EU began to liberalize telecommunications markets
considerably later than the US or Japan, it is worth noting that the EU regulatory
framework, in contrast to the US, does not make a distinction between local and long-
distance services. As a result, all EU liberalization measures between 1990 and 1998
fully apply to local markets as well as long-distance markets. In comparison, most US
local telecommunications markets have only been opened to competition by the 1996
Telecommunications Act.

Shortcomings in the liberalization program/legislation

Importantly, the liberalization program shows a number of significant gaps. The use of
cable TV distribution networks for the provision of telecommunications services was
liberalized on 1 January 1996 for all non-reserved services which in most Member
States meant services other than voice telephony, and on 1 January 1998, for all
remaining services.40 However, the provision of cable TV infrastructure itself was
never subject to EU level liberalization. Studies contracted by the Commission provide
evidence that integrated ownership of cable and telecommunications networks stifles
innovation and leads to anti-competitive practices.41 As a result, in late 1997, the
Commission addressed the issue of cross-ownership in a Draft Directive. In early
versions of this draft the Commission proposed to include the requirement for operators
which are dominant in both the provision of cable and telecommunications networks to
divest these two activities. Following resistance from Member States, especially from
Germany, where Deutsche Telekom controls over 90% of the cable TV infrastructure,
the Commission dropped the requirement to divest cable and telecommunications
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operations.42 As a result, the Draft Directive only stipulates that dominant operators
legally separate the operation of cable TV networks and public telecommunications
networks.43 Divestiture between TV networks and telecommunications networks could
then only be forced case-by-case on the basis of an abuse of a dominant position (Art.
85/86 EC Treaty). The failure to impose divestiture of cable TV and
telecommunications networks EU-wide will result in more fragmented market
structures, with some Member States fostering competition between cable and
telecommunications access networks44 and others maintaining integrated market
structures in the access network.

Another area where effective liberalization has only partially been achieved is
wireless communications. As discussed below (see section ‘Licensing’), the EU
Licensing Directive issued in 1997 permits national regulatory authorities to limit the
number of licensees on the grounds of scarcity of radio frequencies.45 This allows
conservative Member States to protect national incumbents or other favored operators
by refusing licenses to newcomers whose projects contain wireless service elements.

Price Regulation

Economic theory suggests that the objectives of price regulation in telecommunications
should be threefold:

• Price regulation can increase allocative efficiency. In particular excessive prices set
by dominant operators can be prevented.

• Price regulation can ensure fair competition by preventing operators, especially
those that command significant market power, from setting predatory prices.

• Price regulation can increase technical efficiency. The restructuring of long-distance
and local tariffs to better reflect cost of service provision is essential in order to
prevent inefficient entry in the long-distance market.

There is long-standing debate in the literature as to the definition of excessive and
predatory prices and as to the regulator’s ability to identify such prices. The
methodological and practical problems of estimating the underlying cost functions are
considerable. For example, depending on the school of thought, economists consider
prices that a provider sets to undercut his competitors to be predatory if they are either
below fully-distributed cost or below incremental cost.46 In addition, cost information
is often unavailable, e.g. calculation of ‘forward-looking’ costs (on which prices should
be based), involves future cost estimates which are by definition speculative.

Taking into account these methodological and informational shortcomings, price
regulation should be limited to putting in place and enforcing price floors and ceilings
that represent widely accepted cost trends. Prices that are clearly not in line with these
price bands should then be contested by the regulator. For example the regulator can
assume that a price which is set below incremental cost is allocatively inefficient and
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potentially predatory.
Since the inception of EU-level telecommunications regulation at the end of the

1980s price regulation has taken the form of:

• Promotion of cost orientation in the framework of Open Network Provision (ONP)
directives that impose on operators with special or exclusive rights (and more
recently on operators with significant market power) the introduction of transparent
cost accounting systems

• Case-by-case antitrust interventions against excessive and predatory prices in the
context of Art. 86 and Art. 85 EC Treaty

Promotion of cost orientation

The EU regulatory bodies have been stating the political will to move towards more
cost-oriented prices in telecommunications since 1988.47 In the early 1990s, the
principle of cost orientation was included in various EU directives in the area of Open
Network Provision (ONP).48 But up to now the Commission has neither specified how
much price re-balancing it deems necessary to achieve cost-orientation nor outlined the
timeframe in which it expects cost-orientation to occur. To this end, the Commission
could propose price caps and price floors as an efficient tool to impose tariff re-
balancing in a phased and transparent way.49 This would greatly improve operators’
planning security and help avoid market entry which proves to be unsustainable once
cost orientation is achieved. The Commission has so far not proposed definite tariff
balancing measures because of continuing political resistance from several Member
States. These countries fear that tariff re-balancing will have unpopular effects
including increases in local tariffs.

The Commission has therefore limited its efforts to the promotion of harmonized
and transparent cost-accounting systems. A commonly accepted cost-accounting
method would greatly improve the regulators’ ability to identify non-cost-based prices.
The Commission first attempted to introduce such cost-accounting systems in the
beginning of the 1990s in the framework of the ONP Directive on voice telephony. But
whereas the first drafts of this directive in 1991 included far-reaching obligations to
publish details on the cost-accounting system, the final draft of the directive in 1993
only obliged operators “ [to] ensure that a description of the cost-accounting system is
made available on request.”50 It did not specify which cost elements had to be
published.51 The Directive was subsequently stalled because the Council and the
European Parliament could not agree on a common text.

In parallel to the ONP Directive on voice telephony, the Directive for the
introduction of ONP for leased lines of 1992 introduced the requirement to notify cost-
accounting systems to the European Commission.52 This stipulation was largely
ignored by Member States.

The requirement for transparent cost-accounting systems was again included in the
new version of the ONP voice telephony directive, issued at the end of 1995.53 In this
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Directive, operators with special or exclusive rights are required to publish the major
cost categories used as well as their allocation to the voice telephony service by 31
December 1996. Many operators have not respected this deadline and have still not
provided the required information.

We conclude that the European Commission in the 1990s has not achieved EU-wide
harmonized cost orientation and re-balancing of long-distance and local tariffs.
Although some Member States, including France, Germany and Spain, have finally
taken regulatory measures at the end of the 1990s to speed up tariff balancing,54 the
lack of an EU-wide approach is leading to disparate tariff conditions between Member
States which will impede the development of cross-border telecommunications
services.

Antitrust proceedings against excessive and predatory prices

The EU competition rules constitute a powerful means to correct violations against the
principle of cost orientation. The Commission established in its 1991 Guidelines on the
application of EEC competition rules in the Telecommunications sector that predatory
prices set by a telecommunications operator can constitute an abuse of market power
pursuant to Art. 86 EC Treaty.55 In the Guidelines the Commission also confirmed that
excessive prices in telecommunications can violate Art. 85 / Art. 86 EC Treaty.56 Since
then, the Commission has intervened several times effectively to prevent predatory
prices.57 However, none of the decisions that the Commission has taken relative to
excessive prices have been able to correct the fundamental imbalance between
excessive prices for long-distance communications and prices that do not cover cost for
local communications.

One of the most important cases of predatory pricing in the 1990s where the
Commission intervened was the Global European Network (GEN). Several European
incumbent network operators had planned since 1993 to offer broadband services over
this new European transmission network. From the outset of the project, there were
indications that the participating operators were going to charge competitors buying
transmission capacity on GEN higher prices than themselves.58 The Commission
finally authorized GEN in 1997 under stringent pricing conditions that are likely to
prevent predatory behavior.59

One of the earliest proceedings against excessive prices, a case involving Deutsche
Telekom, illustrates the lack of political will at EU level to effectively control
excessive price levels. The operator had been accused of having made a profit of
DM11 billion ($6.1 billion, $1 = DM1.80) in its telephone business in 1988 which
represented 34% of revenues. The Commission in 1991 considered that this
unreasonable profit margin was attributable to excessive long-distance tariffs.
However, the inquiry was stopped after the German Ministry of Post and
Telecommunications agreed to postpone a planned tariff increase – without addressing
the structural imbalance of long-distance tariffs.60

Another inquiry of central importance was initiated by the Commission in 1990 on
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the international accounting rate system.61 Accounting rates determine periodic
financial settlements between telephone operators.62 These tariffs were (and in many
cases still are) generally considered to be substantially above cost, resulting in
excessive international long-distance tariffs.63 The Commission stopped the inquiry in
1992 without any decision. It was only at the end of 1997 that the Commission started
to re-investigate the level of international accounting rates as part of a reform package
to establish a cost-based international interconnection regime.64

In some cases Commission proceedings against excessive prices actually resulted in
more cost oriented prices. For example, in early 1997 a settlement was reached
between the Commission and Belgacom, the Belgian incumbent operator, on the prices
publishers of telephone directories have to pay to access subscriber lists of Belgacom’s
voice telephone service. This agreement led to a reduction in the amount charged by
Belgacom to telephone directory publishers.65 However, as noted above, none of these
decisions has fundamentally improved cost-orientation of long-distance and local
tariffs.

In summary, the European Commission in the 1990s did not have the political will
to effectively control structurally excessive prices in telecommunications, especially in
the long-distance and international markets. However, the Commission did succeed in
effectively preventing predatory prices in a number of cases.

Interconnection

The conditions and prices of network interconnection between incumbent operators and
new entrants play a central role in the establishment of effective competition in the EU.
The European Commission proposed for the first time in 1995 a draft directive to
regulate interconnection at the EU level. In June 1996, the Commission’s proposals
were published after a number of changes in a Common Position of the Council and the
European Parliament.66 The proposals were finally issued in June 1997 in the form of a
directive by the Council and the Parliament.67 In the remainder of this section the major
policy issues of the Directive – applicability, regulatory ex-ante conditions vs.
commercial negotiations, and interconnection charges - are analyzed.

Applicability

The interconnection rules are applicable to all providers of public telecommunications
networks and services. Organizations providing fixed or mobile public switched
telecommunications networks or services or leased line services which control access
to the customer have both the obligation and the right to negotiate interconnection (Art.
4).

Control of access to the customer as a criterion for both the obligation and the right
to interconnect is a conceptual shortcoming. This is because the control of access to the
customer is irrelevant as eligibility criterion for interconnection. A long-distance
operator that does not control any customer access should obviously have the right to



Telecommunications Policy
The EU Regulatory Framework in Telecommunications: T Kiessling and Y Blondeel

13

interconnect to the public network, but it is not clearly granted this right by the
Interconnection Directive.68 Instead, the Directive, in Annex II (4), leaves it up to
Member States to decide whether operators that do not control customer access should
have the right to interconnect. This approach is likely to increase market fragmentation,
with some Member States granting rights to such companies and others limiting the
right to interconnect to operators that control customer access.

Additional rules apply to operators with significant market power. Network and
service operators in the area of public fixed and voice telephony and mobile services,
as well as leased lines, that are declared by Member States to command significant
market power in the relevant service market have the obligation to meet all ‘reasonable’
requests for interconnection.69 As a general rule, an operator is considered to possess
significant market power if it has a share of 25% of the relevant market.70 However, the
Directive also takes into account other determinants of significant market power
including the control of bottleneck facilities and the operator’s financial strength. An
operator with less than 25% market share can still be declared as having significant
market power if more than one of the other criteria are satisfied.

This approach is economically sound. The experience with interconnection
negotiations suggests that the probability of failure in coming to an interconnection
agreement increases if one of the negotiating parties is an incumbent with market
power. It is therefore appropriate to oblige operators with significant market power not
only to negotiate but also to meet interconnection requests in order to improve legal
security for new entrants. However, the Directive does not specify when a request for
interconnection is ‘reasonable’. If the Commission does not elaborate on this point, it is
likely that legal uncertainty will arise and unjustified refusals of interconnection by
dominant operators will occur.

Country-specific interpretation, and thus market fragmentation, is likely to arise
from the fact that the Commission distinguishes between the market for the
telecommunications service in question and the market for interconnection services.
The Commission proposed that the market for interconnection services should be taken
as national in scope in order to ensure that Member States would not unduly declare
smaller entrants to have significant market power. In contrast, the relevant service
market can be regional or national. The distinction between the two markets raises the
risk that the Interconnection Directive becomes a ‘shopping list’ Member States can
choose from, depending on their interpretation of which relevant market applies to a
given provision. An example is the UK’s proposal in November 1997 (decision in early
1998) to declare Vodafone and Cellnet as having significant market power in the retail
market for mobile calls, but not in the national market for interconnection services.
Based on this distinction, the UK applied Art. 4(2) and Art. 6 of the Interconnection
Directive to these operators which contain the basic obligation to interconnect,71 but
not Art. 7 (which stipulates the publication of a Reference Interconnect Offer) and Art.
8 (which stipulates cost orientation).72 Again, this is likely to increase supply
fragmentation as EU-wide operators will be confronted with interconnection rights and
obligations which differ between countries.
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Regulatory ex-ante conditions vs. commercial negotiations

The Interconnection Directive gives preference to commercial negotiations between
network operators and considers that the determination of interconnection conditions
by the regulator should be the exception. In particular, the interconnection price,
technical interfaces, etc. are to be determined privately between operators.73 However,
although competitive determination of these conditions is desirable, the Directive does
not reflect market realities. It is unrealistic to suppose that the interconnection
negotiation between an incumbent operator and a newcomer leads to a socially optimal
outcome.74 Instead, the dominant operator has the ability to skew the negotiations in his
favor. This is typically due to better information about cost figures and more staff to
lobby and lead the negotiations. Experience in countries such as the USA or the UK,
where the market for interconnection is relatively mature, confirm this view. Examples
from Germany (Mannesmann–Deutsche Telekom) and Sweden (Tele2–Telia) show
that the resulting contentions eventually have to be resolved by antitrust authorities.
However, antitrust authorities and courts will not be able to process the growing
number of conflicts between incumbent operators and newcomers. Clearly, it is
preferable for law suits to be avoided in the first place by clear regulatory rules.

In order to increase legal certainty and improve the market outcome, analysts
therefore propose distinguishing between two types of interconnection conditions:

• Those determined by the regulator ex-ante, in order to ensure efficient negotiation
results.75 Ex-ante conditions could include a list of services which are subject to
such regulation, interconnection details on the cost-accounting system to be used,
resolution procedures for disputes, requirements for the provision of equal access
and number portability, etc.76

• Those which can be best determined in private negotiations between network
operators, where the regulator’s role should be limited to review and approval. This
category includes the actual interconnection interfaces as well as the detailed
commercial conditions and prices.

The Interconnection Directive provides for the possibility to define ex-ante conditions
on a very limited scope and then only as an option of an NRA, rather than as a
mandatory and EU-wide uniform element of interconnection negotiations. This raises
the danger of market power abuse by incumbent operators in the form of abusive
interconnection conditions as well as increasing divergence in interconnection
regulation in Member States. There are already signs that ex-ante conditions in the EU
environment are not very effective. For example, in most EU Member States the
Reference Interconnect Offer in which the incumbent publishes and the NRA approves,
the interconnection conditions for all operators only includes very limited ex-ante
conditions.77 Usually, only a subset of services is covered by ex-ante rules. For
example, Reference Interconnect Offers in the EU typically do not apply to 0800
(freephone) and 0900 (premium) services, although these services account for a
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growing share of the market. Furthermore, Reference Interconnect Offers typically
include no provisions on the cost-accounting system to be used.

Interconnection charges

The regulatory authority should not attempt to set the actual interconnection prices.
Experience from the USA and UK shows that the regulator has a continuous
information gap compared to the dominant operator about cost data necessary to set
cost-oriented prices. Nevertheless, it is the responsibility of the regulator to audit
interconnection tariffs on an ongoing basis to ensure that they increasingly reflect
forward looking long-run average incremental cost. Prices that reflect forward looking
long-run average incremental cost ensure socially optimal incentives to invest in
telecommunications infrastructure.78 This type of cost is recommended in the
Interconnection Directive for the interconnection tariffs of operators with significant
market power.79

A first step towards implementing this cost type is to stipulate on an EU-wide level
the cost-accounting system to be used. The current Interconnection Directive only calls
for publication of the cost-accounting system, and does not clearly specify the content
or methodology of the cost-accounting system including the cost categories to be used
and the allocation rules of these categories to products and services.

The relative immaturity of EU-wide harmonized cost accounting contrasts with
recent attempts by the Commission to determine interconnection tariffs by
benchmarking them against the lowest EU tariffs without reference to the underlying
cost of service provision.80 The appropriateness of this method has to be questioned, as
low tariffs are often set arbitrarily, for example to promote a favored newcomer.
Furthermore, the premature determination of interconnection benchmarks in the EU in
the form of upper and lower rate limits raises the danger that differences in calculating
costs will be cemented, with no consensus being sought on an EU-wide harmonized
interconnection cost allocation method. Lack of consensus will then lead to more
diverging interconnection rates in the long run.

Numbering Policy: Carrier Selection

Investment incentives in network and services markets are substantially affected by the
Numbering Policy. The Commission laid out the issues related to numbering in a Green
Paper in 1996.81 In this paper, the Commission proposes policy actions in a variety of
areas, including carrier selection, number portability, convergence of national number
plans, the implementation of a common numbering scheme for special pan-European
services, etc. This analysis focuses on the first item – carrier selection – where the
Commission’s policy is most advanced. In its proposal for a Directive on operator
number portability and carrier pre-selection,82 the Commission defines the following
policy actions:
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• Call-by-call carrier selection shall be offered by all fixed local access providers with
significant market power as soon as the Directive comes into effect in all Member
States where full liberalization is required by 1 January 1998.

• Carrier pre-selection, with the default carrier to be determined by the subscriber and
with call-by-call override to be available to the user, shall be offered at least by all
fixed local access providers with significant market power by 1 January 2000 or in
those countries which have been granted an additional transition period no later than
two years after this period expires.83

• Operator number portability shall be offered by all fixed local access providers by
1 January 2000.

The Commission considers the above measures to be necessary to achieve the
following objectives: ensure that new entrants gain market share in the long-distance
market, in order to bring down prices faster and foster service competition; and
increase market choice by giving the customer control over which long-distance
operator he uses.84 To support the proposed policy actions, the Commission cites the
cases of the US and Australia where carrier selection is said to have resulted in lower
prices in the long-distance market.

The Commission’s proposals were criticized by a number of Member States,
especially the UK, for neglecting their impact on competition in the local access
network. Since the early 90s, the UK government has encouraged the construction of
competitive local access infrastructure by giving local operators certain market
advantages. These include the access operators’ ownership of the customer, i.e. the
access operator receives all revenue from the end-to-end call and controls how its
subscribers’ calls get routed in the long-distance and the termination network. This
allows access providers such as cable TV operators to increase their profit margin by
negotiating the lowest price with long-distance operators. End-to-end control over the
call is considered crucial by the access providers to ensure viability of their investment.

Carrier pre-selection, according to the new entrant access providers, will reduce
their profit margins because the customer now controls the choice of the long-distance
operator and the latter will bill the customer directly. The access provider foregoes the
opportunity to add a margin on the interconnection price negotiated with the long-
distance operator. The access providers therefore argue – supported by Oftel, the UK
regulator – that carrier pre-selection would endanger the viability of investment in
competitive local infrastructure.85

To evaluate the Commission’s proposal, it is useful to recall the policy objectives
that EU regulation should pursue, as outlined in the introductory section to this paper.
Long-term efficiency (i.e. a high innovation rate, minimum cost production and cost-
based prices) is best achieved through sustainable competition between the incumbent
and new operators. Studies show that service competition (i.e. competition between
services that use the same monopolistic infrastructure) generally results in lower
prices86 and, to a lesser extent, new services.87 In contrast, there is a great potential of
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service innovation on competing network infrastructures. Examples include city-wide
interconnection services between local area networks (LANs), which have become
available at native LAN speeds and protocols as a result of local network competition.88

Another example is high-speed Internet access on competing local infrastructures,
notably cable-TV networks and wireless local access networks.

In the light of the above findings, the Commission’s Draft Directive in its version of
October 1997 seemed well-balanced. The obligation of local access providers that
command significant market power to implement carrier pre-selection would have
helped bring down long-distance tariffs and introduce customer choice. However, no
obligation was imposed in the Draft Directive on access providers that do not command
significant market power to offer carrier selection. In the Commission’s proposal,
alternative local access providers without significant market power would have
continued to provide the end-to-end service package to their subscribers without the
risk of losing parts of the package to other operators. This effectively addressed the
UK’s objections against carrier pre-selection. In summary, the asymmetric treatment
between access providers with and without significant market power would have
ensured sustainable infrastructure competition in the access network, at the same time
fostering service competition in the long-distance network.

However, the later versions of the Draft Directive (beginning of 1998) allow
Member States to impose carrier pre-selection / call-by-call carrier selection on all
operators. In this way the Directive would approve actions of Member States like
Germany that had already imposed call-by-call carrier selection and carrier pre-
selection on all operators by 1 January 1998. These countries typically justify their
policy with the need to regulate the market in a symmetric fashion. Although not stated
explicitly, the underlying assumption is that effective competition has been introduced
and therefore no advantages should be given to new entrants. Since the main effect of
the imposition of carrier selection on alternative access providers is to discourage
competitive local infrastructure investment, the efficiency of this measure has to be
questioned. It is more likely that some countries use carrier selection as a tool to protect
their incumbent operator from competing infrastructure.

Licensing

A functioning license system is one of the basic requirements for an effective EU
regulatory regime to promote competition in the network and service markets. The
Commission’s approach in the Licensing Directive contains the three major principles
discussed below.89

The number of licenses can only be limited on the grounds of scarcity of frequency or
numbering resources

As a general rule, NRAs shall not limit the number of licenses in a given category of
telecommunications services or infrastructure provision. This provision prevents NRAs
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from limiting the number of licenses on the basis of an individual evaluation of the
expected market volume. The provision is of great importance: experience shows that
national governments have repeatedly limited the number of competitors in order to
protect favored operators, whether these be the incumbent or a new entrant.

Nevertheless, the Directive does allow the number of licensees to be limited on the
grounds of scarcity of radio frequencies or temporarily to make available sufficient
numbering schemes (Art. 10). These exceptions have to be criticized: even if
numbering plans constitute a bottleneck at a given point in time, the dissolution of this
bottleneck can best be achieved by competition. It is clear that the two criteria were
lobbied for by conservative Member States in order to protect favored network
operators. Spain, for example, insisted on the inclusion of the numbering criterion, and
then evoked in late 1996 the limited numbering plan that enabled it to exclude entrants
which may compete with Retevisión, its favored second operator in the market.

Nor does the scarcity of radio frequencies warrant setting a limit on the number of
licenses. Efficient, market-oriented methods to reallocate frequencies are available to
overcome the frequency bottleneck.90 The inclusion of this criterion in the Licensing
Directive allows Member States and NRAs to promote their own view of how the
market structures should evolve, thereby effectively restricting competition. For
example, in the Netherlands in mid-1996, the government decided that a rapid roll-out
of competing networks could only be achieved if the entrants used a combination of
fixed and radio technologies. The government then used the scarcity of radio frequency
spectrum as justification for temporarily limiting the number of national operator
licenses to two, thereby restricting the development of competition that could overcome
the frequency bottleneck.

Distinction between general authorizations and individual licenses

The Licensing Directive distinguishes between general authorizations and individual
licenses. The former are usually defined by Member States in framework decrees and
authorize entrants to offer their services without explicit decision by national regulatory
authorities as long as they satisfy certain general conditions.91 The advantage of general
authorizations lies in their harmonizing effect. Before 1998, license conditions for a
given service often varied widely between Member States. For example, operators in
less liberal EU countries such as Greece, Portugal, Spain, etc. needed detailed licenses
for certain services, while they often did not need any license at all in more competitive
countries such as Denmark, the Netherlands, the UK, etc. From 1998 onwards, country-
specific, individual license conditions will to a large extent disappear for services
which fall under the category of general authorizations.

On the other hand, the Commission approach to general authorizations can be
criticized for being too unspecific. Depending on the entrant’s service scope and
regulatory situation in the particular country, certain rights and obligations need to be
specified which go beyond the general interconnection or licensing conditions defined
at EU or national level. Without such ex-ante conditions the dominant operator or the
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NRA could define the network access and usage conditions for competing operators in
a restrictive way. For example, the French government included a provision in
operators’ license conditions that at least 5% of the company’s investment has to be
spent on research and development. Such measures have the potential to deter desirable
market entry and should be ruled out by the licensing regime.

The Commission’s proposals originally included most services in the category of
general authorizations, with earlier drafts of the Licensing Directive limiting individual
licenses to services which include bottleneck resources, i.e. radio frequencies. For these
services, individual licenses provide a means to define rights and obligations relating to
the efficient usage of these resources.92 The Council overruled the Commission’s
proposals, extending the areas where Member States can issue individual licenses to
voice telephony, public telecommunications networks and networks involving the use
of radio frequencies or numbering resources (Art. 7). This raises the danger that
Member States apply extensive licensing procedures that act as barriers to entry. For
instance, in late 1997 several Member States, including Belgium and Italy,
implemented cumbersome licensing regimes, especially in the area of voice telephony.
It is likely that these regimes have already deterred potential operators from entering
the voice telephony market to some extent.

Co-ordination of EU licensing regimes

NRAs are called upon to co-ordinate their licensing regimes in order for license
conditions to become harmonized across the EU.93 For this purpose, the European
Telecommunications Office (ETO) was created in 1993. In addition, in an early draft of
the Licensing Directive the Commission proposed the creation of the European Union
Telecommunications Committee (EUTC).94 The licensee would have been able to
address the EUTC in the case of being unable to obtain harmonized conditions.
However, the EUTC was removed from the final version of the Licensing Directive.

ETO and EUTC are more a consequence of political compromises with Member
States than the result of a license policy based on economic principles. In 1992, the
Commission proposed to extend the principle of mutual recognition already applied in
the area of terminal equipment test and certification to telecommunications service
licenses. Additionally, the Commission proposed replacing national license procedures
by an EU-wide license for services which are mainly offered on an EU-wide cross-
border basis.95 The responsibility for issuing such an EU-wide license could have
stayed with the Member States, under the condition that a license granted in one
Member State would conform to the EU-wide license conditions and would have been
automatically valid in all other Member States.

The Commission initiative was blocked by the Member States which saw in the EU-
wide license a violation of the subsidiarity principle. The Commission proposals were
interpreted as an attempt to constitute supranational policy authority in an area of
Member State prerogatives.96 This argument is flawed because the subsidiarity
principle only applies where the relevant markets are national, whereas the services in
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question here are mostly supplied to companies across several countries. An operator
license to provide these services should therefore be valid in all countries covered. As a
result of Member States’ refusal the Commission had to fundamentally modify its
proposals, leading to substantial delays. Only in 1995 did the Commission put forward
a new regulatory licensing framework, in which the EU-wide license had been dropped.

In practice, until 1997 the Commission’s license regulation was limited to the
creation in 1993 of ETO in Copenhagen. ETO has the task of supporting applicants to
obtain authorizations throughout the EU, but has never been used widely by potential
EU-license takers. Due to the fact that the authority to issue licenses stays with the
Member States, it can only add little value, and its activities have mostly been limited
to the provision of harmonized application forms or information on national license
procedures. Similar limitations would have applied to the European Union
Telecommunications Committee (EUTC) which was removed from the final version of
the Licensing Directive.

The discussion of license policy on the EU-level can be summarized as follows:

• The Commission should continue to promote an efficient system of EU-wide
licenses with respect to Member States.

• NRAs’ ability to issue individual licenses in the area of voice telephony, public
telecommunications networks and networks involving radio frequencies or
numbering resources has to criticized. There are indications that cumbersome
individual licenses, e.g. in voice telephony, have already deterred market entry.

• The Commission should audit any limitation of the number of licenses imposed by
a national regulatory authority on the grounds of scarcity of radio frequencies or
numbering resources and reverse such restriction if it finds that the bottleneck could
be overcome by other means (reallocation of frequencies, number plan
innovations).

 Universal Service

 In this section we analyze the European Commission’s policy approach in the area of
universal service obligations (USO). The core of the Commission’s universal service
policy is defined in the 1996 Full Competition Directive,97 the 1997 Interconnection
Directive98 and the proposed Voice Telephony Directive.99 The Commission defined
three basic issues relating to universal service in its 1995 Green Paper on
Infrastructure:100

• the scope of universal service

• the cost of universal service

• the mechanisms for sharing these costs among market players.
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Scope of universal service

Universal service as defined by the Interconnection Directive means a minimum set of
services which is available to all users, independent of their geographical location and
at an affordable price. The Directive does not define exactly what the scope of services
will be, leaving it to each country to legislate according to its specific situation. But the
Directive does limit the services which a Member State can finance through a universal
service funding mechanism.101 The objective of this provision is to limit the financial
burden new entrants have to bear for universal services. The service category which
can be funded is essentially restricted to the simple fixed public switched telephony
line. This line should be capable of receiving voice telephony, fax group 3 and low
bandwidth data services (modem communications). The category may also include
emergency services, operator assistance and directory services. In addition, operators
can be required to contribute to the development of public payphones. Also the
Preamble of the Directive indicates that Member States should consider including
ISDN as a universal service once it has reached a more advanced state of deployment.

There is a tendency among Member States including Belgium and France to pursue
broad definitions of universal service, which could result in large financial burdens that
entrants have to bear. The Belgium government for instance has repeatedly stated that it
has the intention of granting universal Internet access to public schools, hospitals and
libraries. There are indications that the Belgian government is financing Internet access
for public institutions and other universal services through mechanisms which run
counter to the spirit of the Services Directive and the Interconnection Directive,
including license fees for new operators. Although the Commission has stated that “…
it would be disproportionate for National [Financing] Schemes to be used to recover
costs associated with … the provision of communications services outside the scope of
universal service to schools, hospitals or similar institutions,”102 it is doubtful if the
National Schemes in question would ever be contested or reversed by the EU
regulatory authorities.

Furthermore, an attempt by the Commission to prevent financing of broad universal
service definitions would be unpopular. Opponents of liberalization could then easily
argue that competition in telecommunications markets prevents the achievement of
social policy goals such as the ‘Information Society’. Thus there remains a risk that
broad universal service definitions will to some extent delay the benefits of competition
(more innovation, lower prices) by decreasing the incentives of new operators to enter
the market.

Cost of universal service

In order to allocate the cost of universal service to network operators in a fair and
transparent way, this cost has to be calculated as accurately as possible. Cost studies
that were conducted for the USA, the UK and Australia provide important data points
but vary widely in their results. The calculated cost of universal service for the UK in
the beginning of the 1990s varied between ECU110 million (about $135 million -
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corresponding to 0,7% of revenues) and ECU500 million (about $610 million -
corresponding to 3% of revenues), and for Australia between ECU150 million (about
$183 million – corresponding to 2,4% of revenues) and ECU500 million (about $610
million - corresponding to 8% of revenues).103 These results contrast with the fact that
Oftel, the UK regulatory authority, following recent calculations, came to the
conclusion that the cost of universal service was so low that it did not justify setting up
a universal service mechanism at all. The difference can be explained to some extent by
the fact that the studies cited did not take into account marketing benefits of being the
provider of ubiquitous service coverage.

Given the lack of agreement on cost figures for universal service, the Commission
only stipulates general cost calculation rules.104 This is economically sound and
provides a framework for a harmonized method of calculating cost of universal service
in the EU. The cost equals the difference between the net cost for a provider operating
with the universal service obligation and operating without the universal service
obligation. Extra revenues to the supplier from additional utility (i.e. willingness to
pay) which results from additional users connected under universal service obligations
must be deducted from the cost of universal service. This additional revenue stems
from the fact that the utility of all users increases since the additional connections
increase the total number of reachable communication partners on the network. Costs
and revenues should be forward looking, which ensures socially optimal incentives to
invest in telecommunications infrastructure.

Funding of universal service

Member States have two options to finance universal service:105 they can implement a
system of supplementary charges which are levied on top of regular interconnection
charges; and/or they can finance USO through a universal service fund.

Supplementary charges have the advantage of creating less administrative overhead
than a universal service fund. The disadvantage is that the incumbent operator covers
part of its cost through subsidies which it receives from its competitors. As a result, it
has little incentive to lower its costs. Furthermore, supplementary charges are based on
the incumbent operator’s own cost calculations, and the operator therefore has a strong
incentive to overstate these costs.

A universal service fund overcomes the inefficiencies of supplementary charges. It
ensures that incumbent and new operators can be treated equally. The cost of USO
becomes more transparent, allowing the regulator to refine the methodology of cost
calculation of USO over time and ensuring that it increasingly reflects the real USO
cost. In line with this analysis, the Commission prefers the solution of a universal
service fund as the EU-wide method for financing USO.106 However, the Member
States refused to accept a common financing scheme,107 and the Directive on
Interconnection and Universal Service therefore leaves the choice of funding method to
Member States. This raises the following risks:

The cost of universal service might be overstated in countries where supplementary
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charges are used. As explained above, such a system is used in France and to some
extent in Belgium and the Netherlands (see discussion below).

NRAs / incumbents could bundle supplementary universal service charges with
interconnection charges in a non-transparent way. This can be illustrated using the
examples of the Netherlands and Belgium. Both countries distinguish between
interconnection charges for ‘terminating access’ and ‘originating access’.108 The Dutch
and Belgian regulators approved charges proposed by the incumbents which are higher
for originating access. Although not explicitly stated, this extra charge is no more than
a supplementary access charge, lumped into the interconnection charge, whose purpose
is to recover the local loop access deficit. Such non-transparent bundling can be
interpreted as violation of the principle of transparency any system of supplementary
charges must respect.109 This example illustrates that new entrants can expect to be
faced with cumbersome, non-transparent interconnection / universal service charges
which vary between countries.

Diverging USO will impede the development of a harmonized EU market. The
following overview illustrates the wide range of approaches to funding universal
service in Europe at the time of writing. The UK has decided not to establish a
mechanism for sharing the cost of USO between BT and competing operators, but will
review the issue in 1999. In Germany, such a mechanism can be established if
Deutsche Telekom announces that it wishes to discontinue the provision of universal
service.110 France established in 1996 that the cost of universal service for 1997 was
FF6 billion (about $1 billion) and implemented a combined universal service fund /
supplementary charge system to finance this cost. Belgium decided to dry-run
calculations of universal service cost without charging the operators in a first phase.
Most of the Member States with lower telephone penetration have yet to take a firm
decision on the issue of universal service. Proposed legislation in several Member
States tends to allow both universal service fund and supplementary charge systems.

This overview suggests growing divergence of USO. USO systems that vary between
countries and are often non-transparent will act to some extent as entry barriers for
cross-border operators and will increase market fragmentation.

Conclusions and Policy Recommendations

In this paper, we have analyzed the core telecommunications regulatory framework that
has been put in place at EU level between the end of the 1980s and January 1998, the
date of full liberalization in most EU Member States. We found that in a number of
areas the EU regulatory framework does not optimally promote the achievement of the
policy objectives defined in the introduction to this paper. The major inefficiencies
identified are summarized below.
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• Member States’ resistance both against rapid liberalization of core
telecommunications markets and against other socially desirable market structure
interventions, such as separation of ownership of cable and telecommunications
networks

• Member States’ and incumbents’ resistance against transparent and harmonized
cost-accounting systems

• Member States’ resistance against cost orientation and an EU-wide time schedule
for re-balancing of long-distance and local tariffs

• Absence of effective control by the European Commission of excessive prices set by
dominant operators, especially in the long-distance and international market

• Lack of clear guidelines at EU level as to: which operators have the right to obtain
interconnection on the one hand and the obligation to provide interconnection on the
other hand; and when an interconnection request is reasonable and has therefore to
be met by operators with significant market power

• Lack of a catalog of EU-wide harmonized ex-ante conditions in interconnection
negotiations

• The decision of some EU Member States to impose carrier selection on all
operators, not only on operators with significant market power (which is what was
proposed by the Commission), risks undermining socially desirable incentives to
invest into local infrastructure

• NRAs’ ability to limit the number of licenses on the grounds of scarcity of radio
frequencies or numbering resources. This allows the NRA to unreasonably protect
the incumbent or other favored operators

• NRAs’ ability to issue individual licenses in the area of voice telephony, public
telecommunications networks and networks involving radio frequencies or
numbering resources. Member States had overruled the Commission’s proposal to
limit individual licenses to services involving radio frequencies. As a result,
cumbersome individual license regimes, e.g. in voice telephony, risk to deter market
entry

• Member States’ resistance to an efficient system of EU-wide licenses
• The tendency among Member States to pursue broad definitions of universal service

that lead to large financial burdens for entrants and do not conform to the
Interconnection Directive

How can these deficiencies in the EU regulatory framework be overcome? Below we
give policy recommendations addressing the main players in the regulation of EU
telecommunications markets.

Member States

The major part of the identified inefficiencies are due to the fact that conservative
Member States maintain a regulatory framework that protects national incumbents or
other favored operators. The analysis showed for several regulatory areas that
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conservative Member States, imposing their view on the Council of the European
Union, invoke the principle of subsidiarity to block initiatives by the European
Commission that would implement a more competition-oriented regulatory framework.
Moreover, regulatory measures introduced by the Commission, the Council and the
European Parliament are often implemented belatedly and in an incomplete or
minimalist manner by Member States.111 Attempts by the Commission to raise public
awareness about the poor implementation record meets strong Member State
resistance.112 The lack of effective EU level policy directives in the identified areas and
the poor implementation record of Member States raises the risk that the development
of a competitive market will be impeded and the historical fragmentation of EU cross-
border telecommunications markets will remain and in some cases even increase.

An effective way to overcome conservative Member States’ resistance to
competition-oriented regulation is to transfer considerable responsibility from the
NRAs to an EU-level regulator.113 This regulator could be situated within the
Commission114 or established as an independent European Regulatory Authority (ERA)
in telecommunications.115 The Commission will examine the need to set up an ERA as
part of the EU Sector review in 1999. In order to gain support from the Member States
for an ERA that is vested with the necessary statutory powers, the ERA should be
established as a Commission of Member State NRA representatives. This would ensure
that Member States keep sufficient control of the ERA’s EU wide regulatory policies
and that the NRAs’ hands-on experience in national regulation is duly considered by
the EU-level regulator.

Council

The policy of the Council of the European Union is constrained by the need to find
political compromises between Member States. However, the Council also has a clear
mandate to pursue the objectives of the EU.116 The Council should therefore support
the attempts of the Commission to apply a more aggressive regulatory approach in
order to overcome the above inefficiencies. Many measures proposed by the
Commission in, for example, the areas of market entry liberalization, licensing,
interconnection, etc., were blocked by the Council, which was thereby expressing the
opinion of conservative Member States. The Council should strictly oppose Member
States’ efforts to block socially desirable policy measures. Furthermore, the Council
should support the establishment of a European Regulatory Authority which would
possess the necessary statutory powers to effectively regulate EU telecommunications
markets.

European Commission

The European Commission directorates that are involved in telecommunications
regulation are DGIV and DGXIII. Both entities are somewhat restricted in resources to
deal effectively with regulatory policy issues. In DGIV, less than 20 experts were
working on telecommunications regulatory issues at the end of 1997 (Directorate C),
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and less than 40 in DGXIII (Directorates A1, A2 and A4).117 The small number of
resources could explain, to some extent, the lack of clear guidelines which were
observed in some areas, e.g. interconnection regulation. Furthermore, resource
restrictions result in DGIV rarely acting on its own initiative, for example against
violations of competition rules in telecommunications. This situation is inefficient,
since DGIV has the authority as well as extensive regulatory experience to take on a
proactive regulatory role.

Independently of resource restrictions, the Commission could adopt a more
aggressive regulatory policy to promote competitive market structures. For example,
DGIV never achieved effective control of excessive prices in telecommunications,
since it did not have the political will to confront the resistance of conservative
Member States to cost orientation of long-distance rates.

In summary, to overcome the deficiencies of EU level telecommunications regulation
we recommend a combination of institutional reform (establishment of an ERA as a
committee of NRAs, staffing up of DG IV), and a more proactive and competition
oriented approach to regulatory policy by the Council and the European Commission.
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