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1. Introduction

The preamble to the Electronic Communications Act, no. 36 of 2005 (the “ECA”)

states that the ECA aims: _
"To promote convergence in the broadcasting, broadcasting signal distribution and
telecommunications sectors and to provide the legal framework for convergence of
these sectors; to make new provision for the regulation of electronic communications
services, electronic communications network services and broadcasting services; to
provide for the granting of new licences and new social obligations; to provide for the
control of the radio frequency spectrumy; to provide for the continued existence of the
Universal Service Agency and the Universal Service Fund; and to provide for matters

incidental thereto.”

The ECA introduces two key factors into governance of the provision of electronic
communications services:

e A technology-neutral regulatory regime

o Explicit intention to facilitate greater competition in the ICT sector

The legislative mandate to evaluate and address market failures where they occur
stems from the South African government's policy of enhancing competition both
within the electronic communications sector (via the ECA) as well as the broader
economy {via the Competition-Act, no 89 of 1998). S

The motive behind enhancing competition is to stimulate both allocative and dynamic
efficiency up and down as well as across value chains in the supply of goods and
services to the South African consumer. The objective is to ensure that the supply of
goods and services to the South African consumer is achieved at a fair quality as
well as a fair price. Achieving this objective requires a balance to be made between
returns on investment in the production and supply of gocds and services to the
South African consumer and the price (including quality and consumer protection
measures) ultimately paid by the South African consumer for such goods and

services.

The ECA explicitly acknowledges the importance of this trade-off by including, in the
objects of the Act:
2(d) encourage investment, including strategic infrastructure investment,
and innovation in the communications sector;
2()  promote competlition within the ICT sector;
2(z) promote stability in the ICT sector




Figure 1: Public Consultation processes
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This process indicates that the development of regulations under Section 67(4) takes
place on the outcome of Phase 1 of a market review.




3.2. Factors to be considered when defining a market

Defining a market is an exercise in establishing the boundary within which the
provision of particular products or services may be grouped.

A “market” is the interplay between consumer demand for and the supply of a
specific product or service, including geographic availability. The exercise of
defining a market involves identifying a particular product or service supplied by one
or more suppliers and evaluating whether the same or similar consumer-desired
outcome may be achieved through the consumption of other products/services, if
available. This exercise implies that the original hypothesis is that the desired
consumer outcome may only be achieved from the consumption of a particular
product or service. If it may be shown that the same/similar desired outcome may be
achieved through the consumption of additional products/services, then the definition
of the market has to be expanded to include these additional products/services. The
Authority may use the Hypothetical Monopolist Test, including the Small (but)
Significant Non-transitory Increase in Price (SSNIP) test, as well as other
alternatives, including the examination of ‘practical indicia’, during the process of
defining a market.

In.defining a market, the Authority must consider both barriers_to entry (which may
restrict the number of products/services on offer) as well as the dynamic
characteristics of the market in question. These are expanded upon below:

e Bariers to entry.
o Structural: examples of structural barriers to entry are:

s Jarge sunk costs of network construction, which increase
barriers to entry and exit and give significant competitive
advantages to first movers'

= significant economies of scale, scope and density, which put
newer 'smaller' entrants at a competitive disadvantage to the
jarger incumbent(s) or first-movers who have a lower per-unit
cost base. The presence of very high fixed costs can result in
one firm having control over core facilities critical in the provision
of access (sometimes referred to as a bottleneck or essential
facility)’;

»  demand-side network effects that reflect the desire by
customers to be able to communicate to and receive
communication from anyone (i.e. the value of any-to-any
connectivity).

! This aspect also falls under consideration in the evaluation of the effectiveness of competition as per
Section 67(6)(b)(i)
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revenue. However, consumer switching may be
constrained for a number of reasons®,

e Product bundling. Bundling of different services within
one offering to the consumer may mean that the overall
market consists of market segments within which the
market power of licensees is to be evaluated

e A case-by-case analysis is therefore warranted in
determining the impact of demand-side substitutability on
the definition of a market.

o Supply-side substitution: supply-side substitution occurs when a
change in the market (e.g. an increase in the sales price of a product)
[eads to an increase in the number of licensees who provide the same
product to the consumer. An increase in the supply of products
provided by different licensees in the market aiming to satisfy the same
outcome, as per demand-side substitution, reduces the market power
of supplying firms. The objective of evaluating supply-side substitution

_is fo establish whether a change in the price of a product would entice
..a greater number of suppliers to enter the market in question, thereby
enhancing consumer choice and reducing the market power of a firm

= Challenges regarding supply-side substitution:

e Forsupply-side substitution to impact on the market, such
substitution has to be both comparable to the existing
product as well as available within a limited period of
time. Supply-side substitutability is therefore only an
important element where its impact is equivalent to that of
demand-side subsfitution.

o Timeframe: aspects such as investment costs and the
actual time it takes to enter and provide services affect
the impact of supply-side substitution on the market
power of a licensee.

e A case-by-case analysis is therefore warranted to
establish whether supply-side substitution is timely, likely
and sufficient to have an impact on the definition of a
market.

° For example, long-term “lock-in" contracts or the lack of availability of an alternative supplier even
though contracts are short-term.




o Actual and potential existence of competitors: a forward-looking assessment
of the effectiveness of competition within a market is required to take into
account existing as well as potential competitors and the impact of an
increasing number of players providing services in the same market on
whether it is possible for a licensee to have significant market power. In terms
of actual and potential existence of competitors, the assessment will take due
regard of all possible barriers to entry as well as the likelihood that entry will
have an impact on the market powers of existing licensees. To this extent,
new entrants to a market represent a form of supply-side substitution.

e The level, trends in concentration and history of collusion in the market:
Concentration ratios indicate the degree to which specific firms within a
market may have significant market power. The most common measurement
is the Hirschmann-Herfindahl Index (HHI). This method calculates the sum of
the squares of actual competitors’ market shares. The summation represents
a concentration level for the relevant market. Although the HHI index is
commonly used, other methods may be applied from time to time. The history
of collusion will be assessed by evaluating price movements of products
offered by competitors as well as making reference to any complaints lodged
with and initiated by the Competition Commission of South Africa®.

e The overall size of each of the market participants: the overall size of each

_market participant will determine the extent to which each participant is able to
exercise market power. An example of this issue is where a firm has
extensive economies of scope and scale.

o Confrol of essential faciliies: Certain facilities required to facilitate the
development of interoperable and interconnected networks require substantial
investment to the extent that only a small number of licensees may be able to
accomplish such investment. Whilst such investment is crucial in achieving
Object 2b & ¢ of the ECA, it may be possible for the investing firm to foreclose
firms from entering any market reliant on the existence of a specific facility. A
forward-looking assessment of a market will therefore consider the value or
importance of specific facilities in the provision of an end-user service and the
extent to which ownership of such a facility impacts on the market power of a
particular licensee.

o Technological advantages or superiority. Licensee-specific technological
advantage, or superiority, is often a case of increasing dynamic efficiency
within a licensee, thereby enhancing the end-user experience. Technological
advantages may even “exist’ as a result of one licensee using more efficient
business processes (ordering systems, consumer support etc.). However, it
is also possible for a licensee to leverage a specific technological advantage
to enter into adjacent markets. Examples of such behaviour include bundling
or tying practices as well as linked sales. Such practices may be deemed as
harmful to competition. Given that new technologies can be adopted by all

* www.compcom.co.za
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minimum efficient scale of entry is large when compared to the total market as
well as there being substantial losses if exit were to be considered.

e The nature and extent of vertical integration: Vertical integration exists where
one licensee providing products/services in one market is also present in a
market at a higher or lower level of the value chain. Vertical integration, as for
access to capital markets and economies of scale and scope, may represent
the most efficient outcome for the provision of services. However, vertical
integration may also promote dominance by restricting market entry where a
licensee has control of upstream and/or downstream markets and the
potential to lever market power, thereby hampering the development of
competition

e FEase of entry into the market. the threat of new entry into a defined market
may pose as sufficient constraint on the market power of an existing licensee.
However, such market entry represents a form of supply-side substitution.
Excluding legal and regulatory barriers (assessed when defining a market),
the potential for independent market entry is constrained by the costs of such
entry. Barriers to independent market entry may exist as a result of
substantial sunk costs, existing market participants having exclusive
purchasing agreements with key input suppliers or whether the level of
technological innovation may impact on potential market entry. Ease of entry

. to a.market must be timely, likely and sufficient in order to increase the level
of competition in a market.

3.4. A discussion on possible pro-competitive terms and conditions

A range of possible pro-competitive terms and conditions exist. The imposition of
such obligations is intended to correct the specific identified market failure.
Therefore not all possible pro-competitive conditions will be applied if a market
review reveals a lack of effective competition.

The ECA lists a number of possible pro-competitive conditions, outlined in Section
67(7).

3.4.1. Transparency, non-discrimination and accounting separation

A transparency obligation may be imposed on a licensee deemed to have significant
market power. A transparency obligation does not necessarily have any impact on
the conduct of a licensee in a market but it assists in identifying conduct which will
reduce the effectiveness of competition as well as ensure that parties wishing to
purchase services from the deemed licensee are sufficiently informed of its internal
practices.
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4. Information requirements to complete market reviews

The sharing of information between the Authority and licensees is of key importance.
The Authority may require firm-specific information in order to ensure that an
evidence-based decision is made. Secondly, it is also crucial that the Authority
share the outcomes of its work with stakeholders to ensure that all evidence and
views have been considered when decisions have been made.

Tables 1 and 2 contain a non-exhaustive list of the types of information the Authority
may seek when defining a market and evaluating the effectiveness of competition

In addition, benchmarking data, evidence of prior anti-competitive behaviour and any

other additional information may be used to support the Authotity’s decision-making
process.

Table 1: Possible data requirement for defining the market

Factors to be considered | Criteria Type of information
Non-transitory barriers to |
entry
Structural o Network infrastructure
s Fixed investment trends
e Level of self-provisioning
Legal e Qualitative review of legisiation that may hamper
market entry
Regutatory « Qualitative review of existing regulatory body that
may hamper the development of competition
Dynamic character and
functioning of the market
Substitutability o Product/service characteristics per type of
customer, e.g. residential versus non-residential
o Churn rates
e  Swifching costs
e Price transparency on the supply and demand
side
o Prices and volumes (for bundled and unbundled
products)
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