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Abstract: The regulatory authority of the telecommunications sector in Korea
has typicaly employed explicit or implicit administrative guidance as a means
of effective competition. This paper critically reviews an administrative guidance
of the Ministry of Information and Communiceations (the regulatory authority for
the telecommunications sector until 2007) through the Korea Fair Trade Com-
mission case of KT Hanaro Telecomm in the fixed-line telecommunications
service market. Our analysis indicates that empirical evidence does not support
the concerns that motivated the administrative guidance. Instead, it turned out to
facilitate collusion between the dominant firm and a fledgling competitor. We
suggest an alternative pro-competitive policy that provides a level playing fied
to fledgling competitors from the beginning and regulates predatory pricing and
collusion.
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INTRODUCTION

A main policy god of the Korean regulatory authority in the telecommunications
sector—until 2007, the Ministry of Information and Communications (M1C)—has been
to promote effective competition. At the same time, MIC preferred facility-based com-
petition to service-based competition since it believed facility investments could have
spillover effects on other related industries. Hence, for the promotion of effective com-
petition, MIC dlowed companies with facilities to enter the relevant market and then
implement explicit and implicit administrative guidance on the dominant firm and its
fledgling competitors. The administrative guidance was mainly to set a price floor for
the dominant firm, since MIC was concerned about the possibility that the dominant
firm might wage aggressive price competition and eventually drive out competitors.

However, as recognized in the field of industrial organizations, the regulation of
pricing structures may facilitate collusion between the dominant firm and emerging
competitors (see, for instance, Knittel and Stango 2003). Recently, the Korea Fair
Trade Commission (KFTC) ruled that KT, the dominant firm in fixed-line telephone
sarvice, and Hanaro Telecom, the emerging competitor, colluded to set Hanaro Tele-
com’s prices, which was facilitated by the administrative guidance of MIC at the end
of 2002.

Following a review of the case, we will argue that the conditions for an effective
competition policy were not met, around the end of 2002, in the market for fixed-line
telecommunications service. On the contrary, the MIC’s 2002 administrative guidance,
which was intended to promote competition, actualy facilitated collusion. As afuture
policy recommendation (for instance, for the Wibro market), we suggest an aternative
approach that focuses on cregting alevel playing field for the incumbent and entrants.
Then predatory pricing and collusion can be dedlt in the context of competition law.

THE KT-HANARO TELECOMMUNICATIONS CASE

In order to reduce the gap between the two companies local call rates, KT and
Hanaro Telecomm agreed on June 23, 2003, that in exchange for KT's transfer of 1.2
percent of market share to Hanaro every year until 2007, KT would maintain its rates
and Hanaro would either increase or adjust itsrates.

KFTC found that this agreement helped the two firms to coordinate their rates and
market shares in response to the enforcement of Local Number Portability, and on
August 18, 2005, ruled that these actions constituted unfair coordination or collusion.
KFTC fined KT 113,048 million Korean won (KRW) and Hanaro 2,155 million KRW.
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KT argued as follows. Hanaro was in a deteriorating situation that might result in its
exit from the fixed-line telecommunications service market. In order to rescue Hanaro
and promote effective competition, MIC concretely guided KT and Hanaro between
October and November 2002. The agreement of June 23, 2003 was the unavoidable
result of the two companies compliance with the MIC’s administrative guidance.
Hence, their action was lawful and justified under the Monopoly Regulation and Fair
Trade Act—and if not, it at least merited a reduction of or exemption from liability. In
other words, KT argued that the action was not the type of unfair action that KFTC
tries to restrict, but rather complied with the purpose of the Monopoly Regulation and
Fair Trade Act because it saved Hanaro, a company that was in financial trouble, from
exiting the market. Thus, it promoted effective competition and increased consumer
welfare.

KFTC responded as follow. Firgt, KT's assertion that it was following MIC's guid-
ance was irrelevant; KT was acting in its own interest, to prevent loss and maximize
profit. Second, MIC's reguests were not binding on KT, and the ministry did not offer
any follow-up guidance. Third, in order to qualify asa*“lawfully fair act” under Article
58 of the Monopoly Regulation and Fair Trade Act, there should be alegal aspect that
gpecifically accepts an exemption from open competition or it should be considered as
the necessary minimum act. However, the agreement did not comply with the Telecom-
munication Business Act, which promotes effective competition. Lastly, even if it
might be justifiable to restrict free competition for the sake of effective competition,
the specific tactics—such as the artificid price agreement and transfer of market share
among competitors—were not justifiable under the Monopoly Regulation and Fair
Trade Act.

The argument between KT and the KFTC indicates that the KT-Hanaro agreement
was indeed collusive. However, the lawfulness of this agreement seems to depend in
compliance with the unavoidable administrative guidance of MIC. This paper is not
intended to make a judgment on the lawfulness of the agreement. Instead it usesinfor-
mation from the KT-Hanaro case to criticaly review MIC’'s administrative guidance
2002 as ameans to promote effective competition.

MIC'SEFFECTIVE COMPETITION POLICY

MIC's administrative guidance to promote effective competition reflects two con-
cerns. (See, for instance, pages 26, 29, and 31 of the KFTC Decision, 2005.) MIC is
concerned, fird, that the dominant firm may set a monopoly price that results in wel-
fare losses, and second, that the dominant firm may engage in aggressive pricing and
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thus drive out competitors. Hence, by administrative guidance and price regulation of
the dominant firm, MIC aims to reduce the discrepancy of market shares between the
dominant firm and its competitors, believing that a smaller discrepancy indicates
effective competition.

MIC's first concern assumes that competitors may not be competitive enough to
congtrain the dominant firm from wielding monopoly power, while the second con-
cern presumes that competitors may not be efficient enough to survive severe price
competition. MIC'’s price regulation and administrative guidance do indeed constitute
a managed-market policy, since these two concerns are based on the perception that
the market itself does not provide a level playing field and thus the regulator has to
manage it in order to keep competition (actually, competitors rather than competition
itself) aive.

We will next conduct areadlity check to seeif these concerns were met in the fixed-
line telecommunications service market around the end of 2002 when MIC's adminis-
trative guidance was implemented.

First, were the emerging competitors able to constrain the monopoly power of KT,
the dominant firm? Asindicated in figures 1-3, KT's market share steadily declined in
terms of subscribers, calling hours, and revenues, while the its competitor, Hanaro,

Figure 1. Market Share-Subscribers
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Figure 2. Market Share-Calling Hours
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Figure 3. Market Share-Revenues
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continued to gain in all three categories.

There is insufficient information to infer whether these changes were the result of
Hanaro's competitiveness or of MIC's so-called effective competition policy. However,
ingtitutional changes in the industry indicate that KT was not expected to enjoy domi-
nance asit had in the past. First, MIC introduced the policy of Local Loop Unbundling
in 2003 and thus facilitated service-based competition. Second, Local Number Porta:
bility was scheduled to be introduced in 2003, and was expected to reduce consumers
switching costs. Indeed, as shown in figure 4, the number of consumers who switched
between competing carriers of fixed-line telecommunications service has increased
year after year, although the number of total subscribers has remained almost
unchanged. In 2004, 183,267 consumers switched between carriers, while in 2006,
593,324 consumers switched. Figure 4 also indicates that more consumers switched
from KT to Hanaro.

Figure 4. Users of Local Number Portability
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In addition, the emerging competitors have expanded their facilities and improved
the quality of their services. As aresult, consumers perceived no significant difference
in the quality of services between KT and Hanaro. As shown in figure 5, KT and
Hanaro have similar scores in the National Consumer Satisfaction Index as reported
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Figure 5. National Consumer Satisfaction Index
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Figure 6. Revenues from Fixed-Line and Mobile Telecommunications Service
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by the Korea Productivity Center.
The competition from mobile communications services and the potential competi-
tion from VolP (Voice over Internet Protocol) might also constrain KT's monopoly
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power in the fixed-line market. Figure 6 illustrates how revenues from mobile commu-
nications service have increased since 2000 while revenues from fixed-line service
decreased. Severa studies (for instance, Byun et al. 2003) indicate increasing and sig-
nificant substitutability between mobile and fixed-line cdlls.

The foregoing evidence indicates that MIC's first concern might be unfounded at
the time (late 2002). Indeed, MIC seems to have more concerned about the second
possihility, aggressive price competition leading to the exit of competitors from the
market. However, that concern appears to have been groundless aswell.

Apparently, the administrative guidance was implemented in response to the domi-
nant firm's (KT's) new price policy in September 2002. However, this price policy

Figure 7. Hanaro's Revenues and Operating Profits
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Table 1. Pricing Structure of KT and Hanaro as of June 2003

KT Hanaro
Subscription fee 60,000 KRW None
Basic fee 5.200 KRW Basic service: 3,500 KRW
Bundled service: 1,000 KRW
Rate per 3 minutes 39 KRW 39 KRW
Discounted rate available? No Yes
Caller ID 2,500 KRW 1,000 KRW
Regular: 15.63 KRW Regular: 15.00 KRW

LM usage fee

(per 10 seconds) Discounted: 14.81 KRW Night: 14.00 KRW

Special: 13.99 KRW Late Night: 13.00 KRW

Source: KFTC
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was met by Hanaro (see pages 6-7 of KFTC Decision 2005). Despite these changesin
price policies, Hanaro'sfinancia statusimproved in 2002 and 2003. As shown infigure
7, Hanaro's revenue continued to increase and it began to make a profit in 2002. KT's
new price policy might have been a response to the introduction of Local Number
Portability in 2003, and not predatory pricing to drive the rival out of the market.
Moreover, prior to the collusive agreement between the two firms, it was Hanaro
that engaged in more aggressive pricing. As shown in table 1, Hanaro charged the
same or lower fees and call rates in every category. Indeed, a dominant firm would
suffer greater loss of revenues from a severe price competition because it has higher
sales. Table 1 and figure 7 together suggest no evidence that Hanaro might have been
forced to exit the market by KT's initiation of aggressive pricing in September 2002.

AN ALTERNATIVE PRO-COMPETITIVE POLICY

MIC's effective-competition policy is based on concerns that small or emerging
competitors may not be able to congtrain a dominant firm from wielding monopoly
power or to survive severe price competition from the dominant firm. However, the
evidence from the KT-Hanaro case does not support this concern, at least regarding
the market for fixed-line telecommunications service around the end of 2002.
Although there is not enough information to determine whether the situation at the end
of 2002 was the result of MIC's palicy in earlier years, our analysis casts doubt on the
effectiveness of the ministry’s administrative guidance (which it typicaly employs as
part of its effective-competition policy) around the end of 2002.

Indeed, MIC's administrative guidance promotes a policy of “managed competi-
tion” rather than a true " effective competition.” Although this may succeed in the
beginning, the case study presented in the previous section indicates that it is difficult
to abolish the policy even when effective competition is present in the market. A
drawback of the policy isthat it risks facilitating collusion, and it is unnecessary to re-
emphasize the harms that collusion inflicts on society.

Hence, we suggest an aternative policy for regulating a market in which there
exists adominant firm and the regulatory authority plans to permit entry into the mar-
ket—for example, the Wibro case. To promote competition, the regulatory authority
may choose a policy that creates a level playing field for fledgling competitors. To
accomplish this in the telecommunications field, equal (cost-adjusted) quality of ser-
vice may be critical.

Equal (cost-adjusted) quality means that the dominant firm and its competitors can
provide the same quality of service at the same cogt, or that quality differences can be
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justified by cost differences. For instance, in mobile communications, equivalent radio
spectrum bands can be assigned to new entrants. In extreme cases in which a certain
facility of the incumbent, dominant firm cannot be replicated by the new entrant’s
investments, the regulatory authority may either order the dominant firm to sell part of
the facility or enforce the entrant’s access to it.

Even with alevel playing field, the dominant firm may engage in predatory pricing
in order to drive out the fledgling competitor. However, predatory pricing will inflict
more harm on the dominant firm. Moreover, in aregulated industry, it ismore likely to
be detected by the regulatory authority and can be punished under the law.

The regulatory authority that seeks to ensure alevel playing field for entrants to an
industry may have to pay more attention to possible collusion in the industry. As pre-
dicted in theoretical studies, alevel playing field may lead in the end to similar market
shares for the incumbent and new entrants (Nayyar 2001), and the firms to produce
same quality of service may bereatively easier to collude (Balra 2000).

CONCLUSION

This paper criticaly reviewed administrative guidance as a part of MIC's effective-
competition policy by looking at the collusion between KT and Hanaro in the fixed-
line telecommunications service market. Analysis showed that the evidence does not
support administrative guidance as a means of promoting effective competition.
Instead, this practice turned out to facilitate collusion between the dominant firm and
the emerging competitor. Hence, as a future policy recommendation, we suggest an
aternative pro-competitive policy that provides alevel playing field to emerging com-
petitors from the beginning. Once a level playing field is established, there is ill a
risk of predatory pricing and collusion, and the regulatory authority may have to focus
on that possibility.
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