
DISCUSSION PAPER SERIES

�����

������������

Available online at: www.cepr.org/pubs/dps/DP2802.asp

www.ssrn.com/xxx/xxx/xxx

No. 2802

ESSENTIAL FACILITY FINANCING
AND MARKET STRUCTURE

Bernard Caillaud and Jean Tirole

  INDUSTRIAL ORGANIZATION



ISSN 0265-8003

ESSENTIAL FACILITY FINANCING AND MARKET
STRUCTURE

Bernard Caillaud, CERAS, Paris and CEPR
Jean Tirole, Université des Sciences Sociales de Toulouse and CEPR

Discussion Paper No. 2802
May 2001

Centre for Economic Policy Research
90–98 Goswell Rd, London EC1V 7RR, UK

Tel: (44 20) 7878 2900, Fax: (44 20) 7878 2999
Email: cepr@cepr.org, Website: www.cepr.org

This Discussion Paper is issued under the auspices of the Centre’s research
programme in Industrial Organization. Any opinions expressed here are
those of the author(s) and not those of the Centre for Economic Policy
Research. Research disseminated by CEPR may include views on policy, but
the Centre itself takes no institutional policy positions.

The Centre for Economic Policy Research was established in 1983 as a
private educational charity, to promote independent analysis and public
discussion of open economies and the relations among them. It is pluralist
and non-partisan, bringing economic research to bear on the analysis of
medium- and long-run policy questions. Institutional (core) finance for the
Centre has been provided through major grants from the Economic and
Social Research Council, under which an ESRC Resource Centre operates
within CEPR; the Esmée Fairbairn Charitable Trust; and the Bank of
England. These organizations do not give prior review to the Centre’s
publications, nor do they necessarily endorse the views expressed therein.

These Discussion Papers often represent preliminary or incomplete work,
circulated to encourage discussion and comment. Citation and use of such a
Paper should take account of its provisional character.

Copyright: Bernard Caillaud and Jean Tirole



CEPR Discussion Paper No. 2802

May 2001

ABSTRACT

Essential Facility Financing and Market Structure*

The Paper analyses the funding of an infrastructure project (high speed train
line, platform, tunnel, harbor, regional airport, fibre-to-the-home network, etc.)
in a situation in which an incumbent operator has private information about
market profitability (demand, cost) and the infrastructure owner is subject to a
budget constraint, either on a per project basis or over the entire
infrastructure. An open access policy raises welfare, but may make the project
unviable since funding must be provided by capital contributions and access
charges.

The infrastructure owner can ask the incumbent for a higher capital
contribution if the latter insists on an exclusive use. Yet, such screening is at
odds with social goals; the higher the demand (the lower the cost), the more
the incumbent is willing to pay for exclusivity: that is precisely when
competition yields the highest benefits. At the optimum, the incumbent’s
information impacts the decision of whether to build the infrastructure, but is
not used to determine market structure.

The Paper further shows that an absence of long-term licencing favours
monopoly franchising, while a threat of regulatory capture creates an open
access presumption.
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NON-TECHNICAL SUMMARY

Economic regulation nowadays focuses mostly on infrastructure facilities
characterized by significant returns to scale, large sunk costs or network
externalities. Examples of such facilities that have been treated as essential
include electric transmission grids, narrow-and-broadband copper local loops,
harbours, airports, pipelines, railway tracks and stations, and Eurotunnel.

This Paper studies investment and funding of an infrastructure project when
the infrastructure is subject to a budget constraint (either on a per project
basis or over the entire network). Consider a situation of vertical separation
between the infrastructure and operations on the downstream market, with the
downstream segment consisting of an incumbent and potential entrants (the
theory also applies to the case of a vertically integrated industry, in which the
infrastructure provider is also present on the potentially competitive segment).
The regulator can cut special deals to limit competition if that is what it takes
to make the project financially viable. Since expected revenues drive
investment profitability from charging for access, the incentives to invest in
infrastructure are related to market design at the downstream level. A fully
informed infrastructure owner would implement the project under a policy that
opens access to all operators, provided it generates sufficiently high revenues
through access charges (or investment contributions) to balance the budget;
otherwise, it would grant a monopoly franchise to the incumbent to ensure
project viability, or even not invest at all.

When the infrastructure owner has imperfect information about the demand for
services enabled by the project or about operating costs, it must elicit
information held by the downstream industry, and more precisely by the
incumbent operator, assuming that the latter has private information on
infrastructure viability. The screening instrument is the stake (investment
contribution, access charge) taken by the incumbent. Unfortunately, private
incentives conflict with the socially desirable policy of opening the market to
competition when demand is high; that is when the benefits of competition are
the highest: for, it is precisely when demand is high that the incumbent is most
eager to preserve its monopoly position.

The policy implication of this observation is that the infrastructure owner
should not try to screen the incumbent operator by demanding a basic (open
access) contribution with the option of a higher investment contribution in
exchange for an exclusive right. Rather, it should conduct its own in-depth
marketing studies; it should also encourage the acquisition by potential
entrants of information about cost or demand, so they can challenge undue
claims made by the incumbent that demand is low and project viability
requires an exclusive franchise.



Still, regulators will always have limited information about project viability. We
solve for the optimal regulatory policy under imperfect information. Given the
limited scope for screening noted above, the optimal policy takes the form of
either an open access policy (with a relatively low contribution by the
incumbent) or an exclusive franchise (with a higher contribution), in either
case chosen on a priori grounds. (The optimal policy can also take the
intermediate form of a ‘moderation of competition’, with a fixed number of
years of an exclusive franchise followed by an opening of access.)

Several extensions of the basic framework are explored in the Paper, among
which two are particularly worth mentioning. First, we investigate dynamics
and show that monopoly franchises are immune to the ratchet effect, while the
incumbent has an incentive to signal a low profitability of the segment by
turning down an open access license. Second, we prove that a concern about
regulatory capture may make open access the default rule and thus put the
burden of proof on the monopoly franchising option.

Finally, although our analysis is primarily motivated by infrastructure
investment in regulated sectors, it also sheds light on the twin issue of the
treatment of essential facilities in antitrust law. Competition authorities face ex
post the same dilemma as the regulators in regulated industries do ex ante:
More competition increases welfare once the facility is built, but may result in
a lower quality facility or in no facility at all.
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