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In late 1988, following privatization of one of the two main telecom firms, the sectorial authorities wanted to do away with the monopoly that existed in long-distance services. This desire was based partly on their belief that once competition had been established in the long-distance segment it would extend to other services. Policymakers had always been confident that the sector would become competitive within a fairly short time. In fact, the law governing rates in local and long-distance telephony was only enacted in 1987, five years after the sector was deregulated, and following an Anti-Trust Commission ruling that there was insufficient competition in those services. Moreover, competition in long-distance services seemed a distinct possibility, given that a number companies had requested concessions to operate those services.

Nonetheless, the authorities were undecided about whether to grant long-distance concessions to fixed telephony companies and end the historical separation between the two services. They were worried about the possibility of fixed telephony firms discriminating against their long-distance rivals. But unless they took a decision on this they would be unable to open up the sector to new operators. The legislation does not preclude vertical integration, however, and the number of operators can be limited only for technical reasons, as in mobile telephony. Hence in early 1989 the authorities consulted the Antitrust Commission on whether entry of local telephone companies in the long distance business would be detrimental to competition in the sector. Consequently the decision whether or not to allow basic telephony firms to participate in the long-distance segment, which was expected to have a major impact on the development of the sector, rested with the five members of the Anti-Trust Commission.

Background information

In the late 1970s, two state-owned dominated Chile’s telecom sector: CTC, which provided local telephony throughout most of the country, and Entel, which provided all international long-distance services. The two companies shared the domestic long-distance market. The State also owned two regional local phone companies: CNT and Telcoy. Apart from this, the State postal service, Correos y Telégrafos, operated a domestic and international telegram services, sharing the international market with two private companies: ITT and Transradio. Cross-subsidies between local and long-distance services was the norm.

Since 1977, the Undersecretariat of Telecommunications (Subtel) of the Ministry of Transport and Telecommunications has been responsible for regulating the sector. Subtel’s authority is broad and covers various areas, including policy making and regulation. Subtel is responsible for developing procedures and standards for implementing policy, and for putting the procedures into practice and enforcing compliance. Hence, its specific tasks include managing and monitoring the use of the radioelectric spectrum, reporting and issuing opinions on requests for concessions, and carrying out rate-setting procedures (the Minister of Economic Affairs signs the rate decrees).

The anti-trust agencies also have responsibility for overseeing markets. The competition law, which defines as an offence any action intended to prevent competition, was enacted in 1973. This law mentions, as instances of such acts, the assignment of production quotas or market shares, and price-fixing agreements. The Antitrust Resolutory Commission has exclusive powers to rule as to whether or not an act or conduct constitutes a violation of free competition rules and laws. The Commission also has the power to “issue instructions of a general nature to which private individuals must conform in entering into acts and contracts that may go against free competition (competition law)".

The legislation governing telecommunications dates from 1982. It provides for free pricing of telecommunications. However, rates are set every five years for those local and long-distance public telephone services (excluding mobile telephony) the Antitrust Resolutory Commission considers to be provided under conditions of inadequate competition. Local phone concessions are not exclusive. Moreover, the 1982 law has required local telephone service operators to provide interconnection for other operators requesting it, at a point in the network to be determined by authorities, with the cost of access to be negotiated by the parties. The law governing rates in local and long-distance telephony was only enacted in 1987, after the Antitrust Resolutory Commission ruled that there was insufficient competition in those services.
Table 1

Privatization of Chilean Telecom Companies 1985-1989

(Us$ Million 31/12/95)

COMPANY/YEAR
1985
1986
1987
1988
1989
TOTAL

ENTEL
0.2
36.7
8.4
81.8
105.0
232.2

CTC
0.7
4.7
27.1
262.2
87.1
381.7

TELEX
0.0
14.2
0.0
0.0
0.0
14.2

TOTAL
0.9
55.6
35.5
344
192.1
628.1

Deregulation started in 1981 when the government awarded licenses to two small local phone companies, CMET and Manquehue, which were set up to exploit the shortage of lines that had arisen as a result of a lack of investment by state-owned CTC. That same year a concession was awarded to Cidcom, a company set up with Chilean and US capital to provide a mobile phone service in Santiago and surrounding areas. In 1982 the government sold Telcoy and CNT in a public auction, in which the purchaser was VTR, a domestic telex operator. A third company, Telex Chile, a provider of telegram services that had been hived off from Correos and Telégrafos in 1982, was also sold to domestic investors in 1986. Although the process of privatising CTC and Entel started in 1985, control of these two companies only passed into private hands in 1988. 

Table 2

Lines in Service, CTC’s Market Share, Density and Waiting List 
Year
Lines in service (thousands)
Density (lines/100 inhabitants)
CTC’s Market 

Share
Waiting list (thousands )
Outgoing international traffic

 (million minutes)
Mobile phone (thousands)

1980
363

99,3*
150
8,0


1985
537

94,1
181
13,4


1986
558

94,6
228
16,2


1987
581
4.7
94,3
232
21.2


1988
631
4.9
93,7
236
27.5


1989
689
5.4
93,8
284
29,9
4,9

 Source: Subtel and CTC annual reports.

 * In 1980 Telcoy and CNT were part of CTC


The Case

Ambiguity in the telecommunications law created a legal monopoly in long distance telephone services and poor rate regulation enabled Entel to achieve annual profits of more than 40% over equity.  As a result of this situation, many companies became very interested in providing this service and several firms, including CTC, applied to the sector’s regulatory agency (Subtel) for licenses to operate in long distance services.  

Table 3

Profits Of Telecommunications Firms

(Return on equity)

Year
CTC
CNT
TELCOY
ENTEL
TELEX

1980
4,5%
1,4%
7,2%
12,4%


1981
2,7%
3,5%
11,2%
S/I


1982
-13,1%
6,4%
9,9%
11,8%
33,1%

1983
13,5%
9,1%
11,5%
13,6%
14,3%

1984
9,8%
11,3%
13,7%
17,9%
8,8%

1985
9,1%
11,4%
17,7%
22,5%
11,5%

1986
23,3%
13,4%
15,1%
47,8%
S/I

1987
11.5%
20.1%
20.5%
56.4%
S/I

1988
12.7%
26.7%
23.9%
73.6%
S/I

1989
17.8%
18.7%
26.2%
73.8%
57,4%


Although a consensus had indeed been reached regarding the need to put an end to the monopoly in long distance services, doubts emerged regarding whether or not it was right to allow local telephone companies to get involved in the long distance business.  The fear was that, even though the local telephone company was a natural monopoly, it would have a chance to favor its own business in long distance services, for example, by giving poor interconnections to its competitors. It was generally thought that it would be extremely difficult to put a regulatory scheme in place that would be capable of completely preventing discrimination, as it would be too difficult to enforce technical standards. 


Especially, the authorities could not ignore the behavior of CTC, the largest basic phone company concentrating more than 95% of lines in service. 
The two new firms, CMET and Manquehue, that were granted concession areas for basic telephone service overlapping those served by CTC, had faced growing difficulties to interconnect to CTC. Although the law requires local telephone service operators to provide interconnection for other operators requesting it, CTC delayed interconnection agreements as much as possible, and in most cases interconnection were granted only following court resolutions. 


The regulators, on the other hand, were aware of that vertical integration also has its advantages.  Firstly, this type of integration makes it possible for telecommunications companies to take advantage of existing economies of scope in providing services. Secondly, Moreover, from the users point of view, the concept of “one-stop shopping” is very appealing, since this makes it possible for a consumer to sign up for all services with one single company.  Hence the ideal situation would be for integrated companies to compete with each offering a wide array of services.  Nevertheless, the very nature of a natural monopoly in basic telephone services, coupled with a high degree of concentration of market share of these services in the hands of one company (nearly 95% of the subscribers in the country were with CTC at the time) made this option difficult to achieve.


In June 1989, Subtel consulted the antitrust agencies to inquire whether entry of local telephone companies into the long distance business would be detrimental to competition in the long-distance service. Although the regulation would require local telephone companies to provide equal access to its network for all long distance operators at a regulated fee, Subtel was worried about the possibility of non-tariff discrimination. The Anti-trust Resolutory Commission heard from involved parties before handling its resolution.


CTC argued that the installation of a multi-carrier dialing system that would enable the user to select the long distance service carrier for each individual call by dialing the same number of digits would suffice to prevent non-tariff discrimination. Furthermore, CTC claimed that operating its long distance service through a subsidiary that was subject to the supervision of the Office of the Superintendent of Securities, Stocks and Insurance (the regulatory agency of the sector) would be sufficient guarantee that no crossed subsidies between CTC and its long distance affiliate would occur.  Lastly, CTC also offered to set aside for another telecommunications company other than CTC no less than 10% of the capital shares of its long distance subsidiary and give this company the right to appoint at least one member of the board of directors of the subsidiary.


The rest of the telecommunications companies claimed that CTC's integration into long distance services would make it possible for that company to extend its monopoly in local services into long distance services, despite installation of a multi-carrier dialing system.  In the view of these companies, CTC could provide different levels of quality in the interconnection, and thus adversely affect the quality of service of its potential competitors in long distance, since no technical, financial, and legal means to carry out all of the required monitoring or oversight to guarantee non discrimination were not in place. Furthermore, CTC would have incentives to transfer costs from the regulated market to the competitive market.  Also, being the only company in direct contact with the users, CTC would have an easier time of running its business.  And lastly, prior knowledge of long distance-related information would make it possible for CTC to offer different service plans.

Purposes of the case

The objectives of this case are to (i) introduce the concept of essential facility; (ii) make the participants aware of the risks posed to competition by the integration of essential facilities to competitive segments of the industry; and (iii) examine the measures to reduce those risks. 

The definition of essential facility. In some industries, especially in infrastructure-based sectors, competitive market segments coexist with other segments that constitute a natural monopoly.  Firms that take part in competitive segments usually need to have access to the monopolistic segments, which are known as essential facilities or bottlenecks, in order to reach their clientele or produce. For example, the local network is an essential facility to communications companies, just as the transmission system is so to power generators.
 

In such situations, regulations provide for open access to the essential facility and rules for setting the access charge.  Nonetheless, if the monopoly is vertically integrated into non-regulated segments, the monopolist may have an incentive to provide poor quality service to its downstream competitors.
  Several authors have closely examined the possible anti-competitive effects of non-price discrimination by the integrated monopoly, a practice also known as sabotage.  

The risks of vertical integration. The owner of an essential facility may have an incentive to sabotage its rivals in the competitive segments. In fact, the sabotage raises the costs to the rivals, who are forced to increase their prices.  If the essential facility can absorb additional demand while maintaining its marginal costs, then it has an unambiguous incentive to sabotage. 

It must also be born in mind that sabotage is not the only risk to competition resulting from the vertical integration of an essential facility.  In fact, competition may also be adversely affected by:

· Asymmetric information.  The integrated company knows the customers of its downstream competitors and how much business they do.  For example, the local telephone company knows the customers of its rivals in long distance service.

· Strategic advantage.  The integrated company knows its rivals' plans, because use of the essential asset requires its rivals to reveal them in advance to the company. 

· Cost transfer.  Integrated monopolies attempt to raise regulated rates by transferring costs from non regulated services to the regulated service.

· Rate of the essential input exceeding the marginal cost.  In this instance, the integrated company has incentives to charge a lower price for the non-regulated service than what it would if the company wasn’t integrated.

The reason for this last point is that a lower price increases demand for the essential input, and part of the drop in income resulting from a lower price in the non regulated service is absorbed by the integrated company's rivals.  It may even be in the best interests of the integrated company to charge a lower price than its marginal cost for the non regulated service on a permanent basis, in which case its competitors would probably have to drop out of the market.  

Measures to tackle non-tariff discrimination. Regulators can arbitrate different measures to reduce the likelihood of sabotage by integrated monopolies. The main courses of action are:

· regulate the rates of essential facilities

· investigate and penalize anti-competitive conducts

· promote the entry of new providers of the essential facility when possible

· demand autonomy for the business division that provides a non regulated service

· impose transparency guidelines on integrated monopolies

· restrict vertical integration.

According to the literature, monopolies have less incentive to sabotage when the costs of doing so become higher, when the monopoly faces a higher degree of competition from providers of substitute inputs, and when the subsidiary that provides the non regulated service is more autonomous.
  The cost of market sabotage can increase either by making the punishment harsher or by stepping up oversight so that there is greater likelihood of detection, thus making such an undertaking costlier.  Sometimes, more than one company may offer the essential input or alternative providers may offer substitutes.  

Enhancing the autonomy of the business units that provide non-regulated services also reduces the risk of non-tariff discrimination. A totally independent subsidiary would have no incentives to reduce the price in order to boost sales of the essential input. Incorporating new owners on the subsidiary may foster Greater autonomy.  The participation of other owners creates opposing interests and, consequently, the subsidiary company makes decisions with greater autonomy.  Another option is to demand independence of some members the board of directors and of the management of the subsidiaries.  

Greater transparency of information would reduce the monopoly's informational advantage and make it more difficult for the monopoly to transfer the costs onto the regulated service.  Hence regulation should force integrated monopolies to provide other firms with all pertinent market information. The law can also oblige monopolies who wish to engage in non regulated services to do so through affiliates or subsidiaries with a single line of business, thus forcing them to maintain separate books in the non regulated business. 


One more radical option is to prohibit the participation of the company providing the essential input in the competitive segments of the industry.
 The detractors of forced vertical disintegration, however, argue that vertical integration precludes taking advantage of economies of scope and scale and that the monopoly may enter into an under-the-counter arrangement with a non related company to discriminate against the other competitors. Moreover they claim that the policies described above are sufficient to ensure equal access to the essential facility and that forced disintegration infringes on property rights. The integrated companies are worth more than the sum of their parts because they yield market power; they enjoy economies of scope and bring down transaction costs. 


Some of these arguments are debatable. The policies to reduce non-tariff discrimination do not always succeed.  For instance, the penalization of anti-competitive conducts depends on the capability of the regulator to technically scrutinize and legally prove acts of discrimination.  Second, when three parties need to enter into an agreement to discriminate third parties, the likelihood of detection as well as the transaction costs increase. In relation to economies of scale and scope, if they indeed existed, then downstream competitors could not survive without the benefits of integration.  This situation would make it obligatory to regulate vertically integrated monopolies, which represents no small cost considering that regulation is a very poor substitute for competition.

Questionnaire

1. Should the Antitrust Commission allow local phone companies to enter the long-distance market?

2.
What are the main arguments against vertical foreclosure?

· Scope and coordination economies

· Advantages of one-stop shopping for consumers

· Regulation does work

· open access, regulated access charge

· dialing multi-carrier system

· regulator and AC can investigate and punish market power abuses

· Technological change would increase competition in local communications

· Vertical foreclosure does not solve the problem: the monopoly may enter into an under-the-counter arrangement with a non-related company to discriminate against the other competitors
3.
What are the main arguments in favor of vertical foreclosure?

· Risk of expanding monopoly power 

· Sabotage (poor interconnections to competitors): it is hard to enforce technical standards

· the regulatory system is not sophisticated enough

· the legal system does not facilitate conflict resolution.

· Cost transfers

· Access charge above marginal cost incentives the integrated monopoly to lower the long distance tariffs.

· Strategic advantage for the integrated monopoly

4. Is there any set of conditions under which you would accept vertical integration?

· Equal access to local networks for all long distance operators at a regulated rate 

· Require local telephone companies to participate in long distance through subsidiaries

· Mandate the incorporation of other owners on the subsidiary

· Set a multi-carrier dialing system that would enable the user to select the long distance carrier for each call by dialing the same number of digits.

· Require local telephone companies to provide to the carriers all information pertaining to long distance traffic (subscriber’s number, type of traffic, billing amount, and carrier used, among other things) 

· Require local telephone companies to provide to the long distance companies metering, appraisal, billing and collection services at non-discriminatory rates set by the regulator.

4. Final Comments

· There is a tradeoff between the risk of expanding monopoly power and the benefit of taking advantage of scope economies

· Decision should depend on whether:

· the regulator and antitrust commission have the capability to technically scrutinize, legally prove and penalize acts of non-tariff discrimination, as well as cost transferring

· the regulatory framework can level the field (full disclosure of commercial information and dialing multi-carrier) 

� Nicholas Economides (“The Incentive for Nonprice Discrimination by an Input Monopolist,”  International Journal of Industrial Organization 16: 271-284, 1998) provides an example of an essential facility that is not infrastructure.  Microsoft dominates the personal computer operating system market, but competes with other firms in the software applications market.  The company has been accused of discriminating against its competitors by creating incompatibility or not revealing to its rivals operating system capacity that is useful to applications.


� Specifically, this may delay negotiation with its competitors in order to determine the terms and conditions for use of the essential facility, especially if some type of interconnection is required for this purpose, while [the monopolist] tries to steal customers away from its competitors.


�Mandy, M.D. 2000.  Killing the goose That May Have Laid the Golden Egg: Only the Data Know Whether Sabotage Pays.  Journal of Regulatory Economics 17:2 157-172.


� This rule could be less restrictive and merely set a ceiling on how many shares the owners of the monopoly may hold in the company that provides the non regulated service.





