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This paper is an interesting one, all the more so as it covers a very wide range of
issues. Its main emphasis is on developing three key concepts.

Weak competitive neutrality is defined as when a firm with lower incremental costs is
successful in a “winner-takes-all” competition.  It implies static productive efficiency.
A more technical way of saying the same thing is that a firm with a lower incremental
cost should take 100% of the market under Bertrand homogenous price competition.

Tye argues that almost any access price will satisfy weak competitive neutrality.1 He
takes issue with the claim that ECPR has some unique efficiency or competitive
neutrality properties, since he views these as only contingent on the assumption that
the incumbent’s retail price is fixed. Once the vertically integrated access provider’s
retail price is endogenised, any access price will be equally as desirable from the point
of view of making sure only productively more efficient entrants enter, and therefore
from the point of view of (weak) competitive neutrality.2 To see why, note that under
the assumptions of the model employed, a rational access provider views its costs of
providing retail services as not only the incremental cost of providing the downstream
service, but also the access price which it would receive if it instead sold the upstream
services to an access seeker. Similarly, an access seeker will view its costs of
providing the retail services as its incremental cost of providing the downstream
service plus the access price it pays the access provider. Thus, given any access price,
whichever firm has the lower incremental costs of providing the downstream market
will win the retail market. This is exactly weak competitive neutrality as defined by
Tye.

Strong competitive neutrality requires weak competitive neutrality, but also “…
ensures that equally efficient firms have an equal opportunity to recover total costs”
(p. 3). Later, the concept is made more precise when it is stated that “… equally
efficient competitors have the same opportunity to expect to recover their total costs,
including fixed and sunk costs [emphasis added]” (p. 16).

Tye does not expand much on the concept of strong competitive neutrality in this
examples. He notes that “Under strong competitive neutrality, competition will be
fairer and will allow equal dynamic competition for new products and services that
require investment, as well as efficient operations” (p. 20). He gives a couple of
examples. He notes that unless entrants’ services are also required to contribute to the
costs obligations to serve impose on the incumbent, strong competitive neutrality
would be violated. He also says that where assets are stranded by regulatory
change/entry, sunk costs must be allowed to be recovered under the concept of strong
competitive neutrality (p.31).

                                                
1 One exception that Tye notes is when demand is elastic, and the access price exceeds the monopoly
price minus the incremental cost of the more efficient carrier for the downstream service. With such an
access price the monopolist will always prefer to take the whole market and sell at the monopoly price,
even if this means pricing below its own incremental cost plus the access price. Thus, with such an
access price, the most productively efficient supplier will not necessarily take the whole market.
2 This assertion is only made under the strict assumptions of a particular stylized model that has often
be used to justify the ECPR rule. In particular, the model assumes among other things homogenous
goods, Bertrand competition, and no sunk costs.
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The third of Tye’s key concepts, the indifference corollary, is said to follow from
strong competitive neutrality. This principle says that “a firm’s ability to compete
successfully on the basis of relative efficiency and to recover total costs is invariant to
the identity of the firm that supplies interconnection services” (p. 4). If the
indifference principle does not hold then competitive neutrality has not been meet. As
an example of the indifference principle, Tye notes that the indifference principle
would mean that “… a carrier seeking to compete for long distance and the like would
be indifferent between being the buyer or the seller of domestic PSTN origination and
termination services under the competitive neutrality principle” (p. 25).  Thus, if the
incumbent has its retail price in the competitive segment regulated at a low level and
has to supply all consumers at this level, then it must be allowed to recover a
sufficiently high access price under strong competitive neutrality. Otherwise, the firm
would rather be an access seeker.

Taken as they stand, it is difficult to disagree with these principles. I do, however,
have some concerns about them.

To begin with, the precise meaning of the concepts is somewhat unclear.
Additionally, it is unclear that they can deliver all that the paper claims on their
behalf.

This is especially the case with respect to strong competitive neutrality. This is the
work-horse concept in the paper, in the sense that weak neutrality is pretty well
dismissed, and the indifference corollary is derived as a condition for strong neutrality
to hold.

The ambiguities inherent in the concept are apparent in the description Tye gives of it.
When Tye introduces the notion of strong competitive neutrality (in his summary) he
says “Strong competitive neutrality includes weak competitive neutrality, but also
requires that more efficient firms have a better opportunity to recover their total costs
in a ‘winner-take-all’ competition”. He also says “By the same token, strong
competitive neutrality ensures that equally efficient firms have the same opportunity
to recover their total costs.”

This concept implies an access price that is set so high that access seekers profits are
reduced3 to the point where one or more access seeker can no longer recover its
efficiently incurred costs would not achieve competitive neutrality. Similarly, it
implies an access price set so low that the access provider cannot recover its
efficiently incurred costs (including past sunk costs) would not be competitively
neutral. However, it is not clear that the guidance the concept provides stretches much
beyond this.

More specifically, Tye criticises ECPR for really only accommodating Bertrand
competition. However, it is not apparent that the concept he has set out is at all well

                                                
3 This could be for a number of reasons. It could be from a reduction in retail demand as the retail price
rises with increases in the access price, or from the access provider’s retail price rising more than the
access seeker’s retail price due to imperfect competition in the retail market, or from retail prices being
two-part tariffs while access prices being linear tariffs, which provides the access provider with an
advantage as access prices are increased above cost).
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defined when you go from Bertrand competition, and the other assumptions
underpinning ECPR, to other characterisations of the competitive process.

This can be seen by considering the case of Cournot competition in the downstream
market, which Tye says is a situation the concept of strong competitive neutrality is
precisely intended to deal with.

In fact, it is intuitive that the concept of strong neutrality, at least as Tye formulates it,
cannot give much guidance under Cournot competition. To see this, consider two
suppliers with strictly equal average total costs, but whose costs structures differ – for
example, because one uses wireless technology for part of its network structure, and
hence has relatively high variable costs (reflecting the opportunity cost of spectrum as
load rises), while the other solely relies on the fixed network, and hence has low
variable costs. Given this situation, and a downstream market that is in fact Cournot,
three propositions follow.

First, when the firm’s cost structures differ, there is no uniform access price that will
yield equal profits, ex ante or ex post, to the two firms.

Second, the non-uniform access price that does what Tye says access prices should do
– ie yields equal profits – will not generally be efficient, in the sense of maximising
welfare.

Third, efficiency may be greater if the access provider integrates vertically with the
downstream firm with lower marginal costs and (1) sets access prices which foreclose
the alternative downstream supplier and (2) thereby earns some monopoly profit.

As a general matter, therefore, Tye’s specification of strong neutrality is not capable
of providing guidance unless a number of restrictive conditions, not spelled out in his
paper, are made.

The difficulties with the concept become even greater when the initial situation is not
easily characterised as an equilibrium.

To see this, note that the concept turns on “opportunities” for recovery of efficient
costs. It consequently requires, at a minimum, some definition of what is meant by
more efficient. This in turn requires greater clarity as to the point in time at which
firms’ “better opportunity to recover their total costs” must be evaluated, which itself
is related to the treatment of sunk costs.

Now consider two simple examples. In example 1, there is competition to build a new
network. There are two firms and one firm has a superior technology (in terms of
lower total costs) for the new network. Then it is clear that for strong competitive
neutrality, the access price regime should allow the more efficient firm be the one that
builds the network and acts as the access provider. At the time of its investment, the
firm with the superior technology should be able to expect to fully recover its costs,
including sunk costs incurred, while the less efficient firm should not expect to fully
recover costs. In this case, which is in fact merely a form of Bertrand competition, the
meaning of strong competitive neutrality is clear. Firms should be allowed to fully
recover the costs of efficiently incurred investments.
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Now consider a different example. In this example, firm 1 has already built a network,
which has involved substantial sunk costs. Firm 2 has an alternative technology for
offering the same services, but if it does not build this technology is an access seeker.
Given a network already exists, then it may not be efficient to have the entrant firm
also build a rival network even if it now has a technology that has lower average total
costs compared to the average total costs (including sunk costs) of the existing
network. Doing so would result in a duplication of fixed costs and so would lead to
productive inefficiency. So how does strong competitive neutrality apply in this case?
In this case, at the current point in time, the entrant’s network will not be equally
efficient, since it requires additional fixed costs to be incurred which the incumbent
has already sunk. At the time the entrant firm is considering making its investment,
the investment is not in fact the more efficient one, when bygones are disregarded.

There is a simple solution to the problem posed by this second example – which is to
write down the incumbent firm’s sunk costs. This is what the ACCC routinely does
when it applies TSLRIC. However, if these costs have not been recouped in previous
periods, this poses obvious problems. You are then out of long run equilibrium, and
the guidance the concept of strong competitive neutrality provides in that situation is
unclear, at least to me.

These difficulties with Tye’s concept seem to me to highlight a basic dilemma in a
great deal of economic policy.  Most problems, when they are cast in terms of
continuous competitive equilibrium, are fundamentally straight-forward. Out of that
equilibrium, however, they almost inevitably involve complex trade-offs. Good
policy-making then requires an assessment of those trade-offs and especially of the
risks involved in alternative courses of action. There is no magic rule that can ensure
that “all good things come together”, and somehow squares the policy circle.  Rather,
what one needs to do is to be up-front about the trade-offs and about the presumptions
that are being relied on in assessing them.

My own views in this respect are pretty straightforward. Fundamentally, the size of
the pie matters far more than its distribution. In infrastructure services for which there
are few or no substitutes, the greatest risk to the size of the pie arises from inadequate
investment. And the costs of inadequate investment are far greater to society than any
loss in efficiency arising from prices that are too high. As a result, in considering risks
and trade-offs, the greatest weight should be placed on ensuring that the incentives for
efficient investment are not harmed.

Given this, regulators, in setting access charges, should at a minimum ensure that
investors can reasonably expect that the costs associated with efficient investments
will be recouped. Allowed revenues must therefore be at least consistent with ex ante
Financial Capital Maintenance. This is not to say that monopolists should be given a
blank cheque; but even firms that are monopolists in their output markets have to
compete in the world market for capital, and if ex ante Financial Capital Maintenance
is not fully respected, they will not be able to do so.

Additionally, it is my view that regulators are very poor judges of whether investment
is efficient or not, especially from an ex ante perspective. If this were not the case,
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they could run the regulated businesses rather than merely regulate them, and an
unnecessary layer of management costs would be avoided.

It follows from this that a very high standard of proof should be required before
regulators strand assets or write them down in the asset base. Regulators should, in
other words, be required to be extremely cautious when they engage in ex post
optimisation of commercially driven decisions.

It also follows that carrots are going to be far more effective than sticks as incentives
for regulated firms to increase productivity over time. In other words, with
asymmetric information, the regulator is not in a position to tell firms what they
should do to increase productivity over time. Rather, the regulated firms must have
incentives to disclose this information. This is especially important now that the most
obvious inefficiencies – in the form of the obvious productivity improvements that
could be secured from the pre-reform GBE’s – have been squeezed out of the system.
As a result, if we are to have continued productivity improvements going forward,
regulated firms must expect to earn above their WACC for superior performance.

How do these principles fare in Australian regulatory practice? In my view, it is
inconceivable that the ACCC could have taken its draft decision in respect of
Telstra’s local call resale service – where it set charges below what in its own view
was the level of cost – if the principle of ex ante Financial Capital Maintenance was
being taken seriously. It is equally apparent that a regulatory scheme such as TSLRIC
– which relies on the regulator knowing the level of efficient costs, and setting prices
at that level – cannot be consistent with welfare maximisation (that is, with relying on
carrots rather than sticks) in the presence of asymmetric information. Finally and
more generally, recent regulatory decisions and pronouncements about key WACC
parameters – notably the MRP and in some cases asset betas – conjure images of a
limbo dance, in which regulators try to slip under a WACC bar set ever lower in a
game of “how low can I go?”: whether this is the best sign of a serious concern about
maintaining the incentives to invest I leave for others to judge.

In short, the broad goals underlying Tye’s principles seem very sensible to me. But it
is a mistake to promise too much. Access regulation is about making choices and
trade-offs and there are no rules that can change that fact. Rather, one needs to
confront the choices involved, in the light of a careful analysis of the risks they create
to society. Like the Productivity Commission, my view is that this analysis should
lead to a greater emphasis on the size of the pie than on its distribution. Ensuring that
that emphasis comes to inform regulatory policy and practice is an important
challenge to us all.
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