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Competition in Converging Markets

In our second article dealing with telecommunications competition regulation, Dan Lloyd and
Peter Waters examine the phenomenon of convergence in shaping regulatory policy.

The hype generated in the capital
markets and the press over
“convergence” secms to be
infecting regulators and policymakers.
Policy decisions are increasingly based

on the promises of this phenomenon,

It is undeniable that convergence of
electronic communications industries is
not only proceeding, but delivering very
real outcomes and benefits for consumers.
The digitisation of communications
technologies has, for example, enabled
greater inter-operability and intelligence
of networks and end-user devices. This
has allowed consumers to receive email
via their mobile phone, to listen to the
radio on their PC, or run broadband data
systems over their ordinary copper
telephone line.

However, when dealing with “converging
markets”, analysts and policy-makers can
mistakenly assume that convergence is a
coherent, uniform process; overestimate
its pace; or assume that it is an inherently
pro-competitive process. This overly
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simplified view of convergence can lead
policymakers:

*  Toabandon sector-specific regulation
in favour of generic “lowest comimon
denominator” schemes covering
telecommunications, media,
broadcasting and information
technology;

*  Toemploy increasingly wide market
definitions, and-thus underestimating
incumbents’ market power;

¢« To confuse the convergence of
technologics, industries and
networks with the convergence of
markets; or

* To ignore the very real potential for
anti-competitive conduct that some
forms of convergence exhibit -
particularly the expanded scope for
cross-market leverage.

These misplaced assumptions have
potentially serious consequences for
competition in converging markets,

especially for continuing effective
regulation of vertically-integrated
incumbents. It is surprising, thercfore,
that this fundamental policy shifi has not
been preceded by a comprehensive
cxamination of the fundamentals of
convergence; What exactly is it? How fast
is it procceding in different markets?
What are the actual recgulatory
implications of different forms of
convergence, and at different times?

DEFINING AND
“UNPACKING”
CONVERGENCE

Much of the confusion surrounding
convergence arises from the fact that the
term “convergence” is not used to
describe a single homogenous process,
but a range of processes operating at a
variety of levels, In making
recommendations about how to regulate
converging markets, policymakers ofien
rcly on generic definitions of convergence
which amount to little more than “we
know it when we see it”. A recent expert
report prepared for the New Zealand
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Ministerial Inquiry into
Telecommunications, for example,
recommended against the introduction of
a telecommunications-specific regulatory
regime, primarily on the basis of
convergence, on little more than the
following assertion:

“Convergence is a desirable
phenomenon because of its ability to
increase the level of competition in
the markel... convergence is not only
a substitute for regulation, it is a
phenomenon that can be placed at
risk by regulation. !

It is also often assumed that the term
“convergence” incvitably denotes the
convergence of markets, and is therefore
unquestionably a wholly pro-competitive
force. Indeed the terms “convergence”
and “compctition” are increasingly used
as synonyms:

“Convergence increases competition,
indeed by definition it does so by
bringing different industries
together.

When these generalisations are examined
and “unpacked”, convergence appears (o
be comprised of a number of distinct
forms and trends:

* nelwork  level technology
convergence, for example, involves
the merger of underlying transport
technologies (¢g circuit-switched and
packet-switched networks), such as
the migration of circuit-switched
voice networks to packet-switched
data nctworks;

* gafeway convergence, on the other
hand, involves separate services,
usuvally delivered over one
transmission pathway, which are
accessed by the customer through a
single user interface. For example,
access to voice telephony and e-mail
via the same mobile handset;

* service convergence involves the
delivery of multiple services through
a single “pipe” to the customer, such
as pay TV and Internct over xDSL:

* substitutional service convergence
emerges where an existing service
“encroaches” on a scparate existing
service and becomes substitutable for
that service. For example, the graduat
emergence in some markets of the
substitutability of mobile for fixed
voice services;

»  bundled convergence, on the other
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hand, emerges where services
continue to be delivered over their
traditionally separate platforms, and
continue to be used separately, but are
marketed, priced and billed as a
single retail package. For example,
fixed telephone and pay TV access
offered as a single, cut-price package;

* new converged services emerge
where new technologies and
functionality are used to develop
entirely new services, which may or
may not substitute for existing
services. For example, unified
mailboxes that operate over a variety
of networks; and

*  the convergence of markets, on the
other hand, is a quite distinct
development which involves the
dcvelopment of services to such an
extent that thcy become genuinely
substitutable for other services, as far
as both suppliers and consumers are
concerned, so that two previously
scparate markets have effectively
merged into one. For example, it is
often claimed that HFC cable and
xDSL over copper are fully
substitutable in the market for
broadband Internet services.

There are obvious dangers associated
with assuming that the first six forms of
convergence outlined above inevitably
mean the last-convergence of markets. A
critical omission in analysing
convergence ofien lies in the failure to
undertake a careful examination of the
substitutability of services, and to inform
this assessment with a thorough
consideration of demand side factors —
how customers use services — as well as
supply side factors such as the
transmission technologics used to deliver
services. If services remain merely
complementary or additive and not
substitutable, it is a clear indication that
markets have not yet converged, although
other forms of convergence may well have
taken place.

THE PACE OF
CONVERGENCE

There is no doubt that all forms of
convergence, as outlined above, will
eventually be significant drivers of
change in telecommunications markets
throughout Australia and the world, The
pace at which each form of convergence
is proceeding is, howcver, another
fundamental issue that policy-makers
must come to grips with.

There are many examples of over-
enthusiastic predictions of the pace of
various forms of convergence. In 1982,
for example, the UK Minister for
Information and Technology predicted
that “by the end of the decade multi-
channel cable television will be
common place countrvwide ... TV will
be used for armchair shopping,
banking, calling emergency services
and many other services.” Over 20
years later, this is still not a consumer
reality, indeed it may never happen.?

There are continuing signs that various
forms of convergence are proceeding far
more slowly than is predicted or
assumed. Many dot.coms, for example,
which were cxpected to shake
traditional media and
telecommunications companies to their
Old Economy foundations, have
collapsed in recent months. Digilal
Entertainment Networks, one of the
largest new “converged” businesses,
which planned to distribute interactive
television over cable and xDSL
networks in the US, claimed that it
would put the “boob tube zombie
television” out of business. It recently
filed for bankruptcy. Events such as
these led the president of the Interactive
Properties Group at AOL to remark that
“to date digital entertainment has been
a failure™

As a UK consultancy has commented:

“The overall picture is complex and
uncertain. In some instances
convergence has already occurred
but the true erosion between
separate niarkels has still not
happened. In other instances,
convergence is either beginning to
happen now or can be envisaged
but, once again, it is difficult to
Joresee the genuine meeting of
previously separate markets. A
review of forecasts for various
convergent products and services
made five years ago and compared
to what has actually happened
itlustrates the difficulty for anyone
to predict the eventual form of
convergence... Qur view is that, for
the most part, the drivers of
convergence develop over
generations (particularly in the case
of infrastructure, wealth, skills and
attitudes) not year by year "

Regulatory decisions must be built upon
carcful and thorough examinations of
the forms of convergence in question,
and the pace at which they are

Page 7



proceeding in the market in question,
Otherwise regulators risk applying the
right policies at the wrong time with
potentially detrimental results for
competition in communications markets
and consumers of communications
services.

THE ANTI-COMPETITIVE
IMPLICATIONS OF
CONVERGENCE

It is tempting to regard convergence,
regardless of its particular manifestation
ot the pace at which it is occurring, as a
panacea for competition concerns in
communications markets. At first glance,
convergence appears not only 1o foster
competition by lowering barriers to entry
for new entrants, but also to facilitate
price competition and innovation from
which flow a range of consumer benefits.

It is easy, therefore, to assume that it is
therefore not only safe to roll back
industry-specific regulatory regimes, but
that it is imperative to do so since
industry-specific regulation will inhibit
the process of convergence itself.®
Incumbent  telecommunications,
broadcasting and media companies have
encouraged this view of convergence for
obvious reasons - it allows them to escape
sector-specific regulatory controls on
their exercise of market power,

Convergence clearly does have pro-

competitive effects on electronic -

communications markets. The
convergence of services, for example,
allows operators to deliver a wider variety
of services over the same network. This
facilitates entry by increasing potential
economies of scope for new entrants. But
this does not necessarily mean that
convergence is inherently pro-
competitive on balance, as the following
examination shows.

The economies of scope a new entrant
derives from convergence must be
weighed against the economies of scale
and density the incumbent operator
derives from its existing narrowband
PSTN services and networks. The fixed
costs of the incumbent’s network have
been spread across a long time period, as
well as a large number of customers and
calls. The incumbent is ther¢fore able to
serve customers at a much lower
incremental cost, and has few incentives
to interconnect with the entrant’s network
since this would allow the entrant to share
in the incumbent’s economies. These
economies enjoyed by the incumbent are
likely to substantially outweigh the
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economies of scope a new entrant derives
on its newly built digital network.’

Once the incumbent begins to offer
broadband services over the copper local
loop using xDSL technologi¢s the
situation will become more difficult for
entrants using any network since the
incumbent will enjoy the same economies
of scope in broadband services as new
entrants. The incumbent can “marry”
these economies of scope from new
services with the existing powerful
economies of scope, scale and density it
enjoys on that copper network,

Convergence also offers many new
opportunities for incumbents to leverage
their market power in new ways and into
new markets. The patential for anti-
competitive cross-market leverage in
converging industries was clearly
identified by the ACCC as a basis for
rejecting the proposed Telstra/OzEmail
merger.® As the ACCC recognised, it is
no accident, that Australia’s vertically-
integrated incumbent tele-
communications operator is also the
largest Internct Service Provider, and that
this pattern has been reproduced in most
other developed markets.

The networked nature of ¢lectronic
communications markets makes them
particularly sensitive to such leverage.
Economic theory has recognised that in
many high technology industries there is
a “tipping point”, where an operator
reaches a particular market share which
allows network effects, in the form of
positive and negative feedback cycles, to
rapidly accelerate that operator’s market
share growth at the expense of
competitors and consumers:

.. iftechnology is on a roll, as is the
Internet today. positive feedback
translates into rapid growth: success
Jfeeds on itself. This is a virtuous
cyele.... ™

In networked industries, therefore,
companies can quickly achieve
dominance, and the same processes which
allewed it to do so ensure that their
market dominance is unassailable:

“..[A company] once it achieves
dominance through network
efficiencies, can preclude compeltition
Jor extended periods... Once a
network monopoly is in place, it is
often a simple matter for the
monopolist to exclude would-be
challengers. "1

A pattern of tipping has been exhibited
repeatedly in the high technology
markets, for example the video recorder
market; the computer hardware market
and the computer software market. In
each case, a company that gained a
significant initial edge crossed the tipping
point and grew exponcntially to arrive at
a position of unassailable dominance.
The Microsoft case combined the
dynamic of tipping in a new market with
the exercise of cross market leverage from
a dominant position in an adjacent
market, Similar combined risks of tipping
and cross market leverage arise in the
telecommunications industry between
traditional voice telephony markets and
new services markets, such as the
Internct, and were at the core of the
ACCC’s decision not to clear the Telstra-
Ozemail merger. Such tipping occurs
rapidly in telecommunications markets
due to tow marginal costs and rapid
distribution. Some of the forms of
convergence outlined above exacerbate
this problem by allowing incumbent’s
easier access to, and leverage into, related
markets.

The incumbent’s main source of leverage
remains the copper local loop. New
technologies, such as xDSL, have given
thé copper a new “lease of life” which
makes it the most likely candidate for the
primary delivery channel for converged
services. As the European Commissioner
responsible for communications has
remarked this will remain a key
competition concern for some time:

“High telecoms prices are a major

factor explaining Europe's low
Internet penetration, and the shorter
connection times of Internet users.
The 1998 telecoms liberalisation has
already delivered positive results on
this account. But obviously, this is not
enough. The main reason is that the
local access market is still largely
dominated by incumbent operators.
And this, in spite of the development
of new and alternative networks.
Access to the focal loop is therefore
a pressing issue ©or new entrants

CONCLUSION

While it is easier to subscribe to the hype
of convergence, policymakers must take
a much more rigorous approach before
substantial policy decisions are built on
assumptions regarding convergence, A
closer examination of convergence
reveals that convergence is not a
homogenous force with a consistent
impact on electronic communications
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markets, but rather a series of processes,
enabled by  digitisation of
communications nctworks, which effect
technologies, gateways, services and
markets in different ways.

The anti-competitive possibilitics raised
by convergence also must be recognised,
and regulators must maintain a strong
interest in anti-competitive behaviour in
communications markets. Rather than
scrapping the current industry-specific
regulatory regimes in broadcasting and
communications, convergence regulation,
at this carly stage, should focus on three
issues - ensuring that like issues arc
regulated in a similar manner, addressing
the risks of cross market leverage, and
ensuring adequate regulatory tools for
monitoring and intervention.

Converging industries are increasingly
important to our lives and economics. We
must ensure that inappropriate regulatory
decisions based on the promises of
convergence do not squander their very
real potential.
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Internet Television and Radio Services
-The Streaming Controversy

There has been plenty of bluster but little legal analysis of the Internet streaming controversy.

Raani Costelloe provides a thoughtful analysis of the legal issues.

uestion: Are television and radio

services delivered or accessed

using the Internet or Internet
protdeol regulated as broadcasting
services under the Broadcasting Services
Act 1992 (“BSA™)?

Answer: Yes and no. Yes, if they are
delivered over the broadcasting services
bands, which is the part of the radio-
frequency spectrum allocated by the
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Australian Broadcasting Authority
(“ABA”)to broadcasting and datacasting
licensees under the BSA. No, if they are
delivered outside of the broadcasting
services bands.

This article explains why this
differentiation exists and also examines
the regulation of video on demand
services.

DIGITAL TV AND
DATACASTING

A scction of the Second Reading Speech
to the Broadcasting Services Amendment
(Digital Television and Datacasting) Bill
2000 relating to Internet streaming
crealcd a great amount of controversy
within the Internet industry following the
recent cnactment of the Bill. Tt raised
the issue of whether television and radio
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