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Executive Summary

We are concerned that the general approach of the consultation document as well as a large number of specific recommendations would result in a more rigid and less investment-friendly regulatory regime, contrary to the objectives of the New Regulatory Framework.

· The document does not give appropriate guidance to NRAs on how to choose proportionate remedies. It does not contain guidelines on how to ensure proportionality by systematically assessing costs and benefits of a possible regulatory intervention based on the outcome of the individual market analysis. Our comments will therefore recall the main principles for such an assessment which we believe should be included in the document to help achieve the EU framework’s objective of a targeted and proportionate regulatory regime. 

· The document leaves aside key principles of the EU regulatory framework. While quoting a number of its principles, the practical recommendations of the document are often guided by goals not as such contained in the framework (e.g. to “to reign in” or “to limit market power”) and propose measures not provided for in the framework (such as heavier sanctions, prices set below costs etc.). The ‘hierarchy’ of obligations set out in the Access and Universal Service Directive is not reflected in the consultation document. To the contrary, it extensively resorts to price control, the heaviest obligation in the Directives. The negligent approach with respect to the underlying EU Directives raises concerns over increased uncertainty for market players whereas the goal of the document should be a reliable set of principles for NRAs and market players in line with the objectives of the NRF.

· The recommendations of the document risk to discourage investment in infrastructure and innovation. The ‘assumed behaviour’ approach chosen in the document does not provide a systematic tool for NRAs to incorporate dynamic welfare aspects in their analysis which are crucial for the question of investment in infrastructure and the promotion of innovation. The claim of the document that “service-based competition on regulated access at cost-oriented prices can be (and in general is) the vehicle for long term infrastructure competition” is in sharp contrast with the findings of economic literature that the established principles of cost-based regulation are likely to provide insufficient investment incentives.
· In this context, the thesis of a ‘ladder of investment’ is used as an ubiquitous justification for access and price control obligations. We acknowledge the rational behind the original ladder concept for the initial phase of liberalisation of monopolistic markets. In this context we welcome in principle the concept of dynamic access pricing which should be further developed in the paper, taking into account option values. The conclusions that the consultation document draws on the basis of the thesis, however, are not backed by a sound economic model or by empirical evidence. 
· The notion of ‘subsidies’ to new entrants should be abandoned. Dynamic welfare considerations cannot justify subsidies for market entry of inefficient competitors as it is discussed in the consultation document both in the context of asymmetrical termination regulation and access pricing. To the contrary, inefficient entry is detrimental from a dynamic point of view, stifling substitution- and innovation-based competition in electronic communications markets. The notion that such ‘subsidies’ could take the form of access prices below costs is in violation of Art. 13 (1) Access Directive, the principle of proportionate regulation and fundamental rights of the regulated operator.
· The regulatory approach proposed for newly emerging markets may hamper innovation. Firstly, the paper does not provide a workable set of criteria for identifying an emerging market. Also, whereas under the Framework Directive in connection with the Commission Guidelines there is no scope for the leveraging concept to be applied to emerging markets, the paper remains vague about whether this is also the case where an incumbent uses ‘legacy infrastructure’ for innovation. Innovation over ‘legacy networks’ should not entail additional regulation where access to essential legacy network elements is available for competitors. 
· The document jumps to conclusions on specific remedies without a thorough analysis of the need and the consequences of regulatory intervention. The conclusions on specific remedies are not sufficiently reasoned and go beyond the purpose of the paper which in our view is to provide a harmonised set of principles for the choice proportionate remedies by NRAs. 

· In particular, the document presents the application of cost-oriented pricing to mobile termination as a foregone conclusion, by-passing other less intrusive remedies. Before resorting to the most severe of regulatory measures, NRAs should demonstrate that a distortion away from welfare optimising prices indeed exists and is resulting in a significant detriment. In case some form of price regulation is found necessary and proportionate, a symmetrical approach should be applied.

· The document should acknowledge that an adapted approach to remedies is needed in accession countries. The specific market conditions in accession countries compared to existing EU Member States must be recognised and duly taken into account when remedies are applied.
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I. 
Introduction

Deutsche Telekom welcomes the possibility to comment on the draft joint ERG/EC approach on appropriate remedies in the new regulatory framework. We hope that the dialogue with market participants will become a constant feature of the work of the ERG in the way they are already common for the European Commission and other EU bodies. 

We understand the joint approach to be a basis for discussion rather than presenting at this point in time final conclusions for regulatory remedies under the new EU Directives. We are aware that the common principles for the imposition of remedies could play an important role for determining the direction that regulation of electronic communications markets will take in the EU. However, we are not convinced that the direction chosen with this draft document will lead to a coherent set of principles for the choice of proportionate remedies by NRAs.

We acknowledge that the joint paper on several occasions points to the potentially negative effects of regulation on investment and innovation especially in emerging markets. By and large, however, we feel that the paper stops one step short of recommendations which would help to encourage investment and promote innovation and does not properly incorporate the proportionality principle.

In its present form, the remedies document could result in a considerable risk to the development of electronic communications markets in the EU, namely for the broadband market, but also for investment in mobile and for the ‘catching up’ of the Accession Countries in terms of investment and infrastructure roll-out. 

We hope that changes will be introduced to the joint approach to provide a sound basis for a discussion on how NRAs should implement the right framework for increased investment and growth in the sector, based on an analysis of individual market conditions and the prospective impact of regulatory intervention rather than on theoretical assumptions of possible anti-competitive behaviour. We would welcome that the European Commission and the ERG enter into further debate with the European electronic communications industry and other stakeholders on the principles for a proportionate regulation by NRAs, respecting both the need for a common approach at EU level and the necessity to take into account the particularities of national electronic communications markets. 

II.
Efficiency, behaviour and competition in the joint paper’s approach




1.
Behavioural vs. efficiency considerations

The choice of proportionate remedies can only be carried out on the basis of the results of the individual market analysis. Starting point for such an analysis are market conditions on the individual electronic communications market. The document rightly points out that it is the task of each NRA to ultimately determine the proportionate remedy in the given market situation. On this basis, we would expect the paper to give guidance to NRAs on how to assess the possible benefits of intervention, and, equally important, costs associated with regulatory intervention in order to choose the proportionate remedy to tackle an identified market problem. 
Instead, the document focuses on possible anti-competitive behaviour of the regulated operator and remedies which would prevent such behaviour. Undoubtedly, competition is generally best suited to bring about economic benefits. An ‘assumed behaviour’ approach as chosen by the joint paper is inadequate because it leaves the crucial question unanswered: how can NRAs establish whether a specific intervention is justified to achieve the goals of the New Regulatory Framework, i.e. when is a remedy necessary, the least burdensome of possible interventions in the relevant situation and does not unduly restrict the rights of the operator concerned (cf. principle 4 of chapter 3 of the consultation document)?

In view of the goals of the new regulatory framework, namely to maximise consumer benefits (s. comments under IV. 1. below), a cost-benefit analysis or, as it is referred to in the regulatory context, a regulatory options assessment, is inherent to determining the proportionate remedy. In view of the economic nature of SMP-regulation, the proportionality test inter alia “[...] means that intervention is appropriate, no more than is necessary, and, by implication, satisfies a cost-benefit test, in the sense that the expected benefits from the intervention exceed the expected costs.”
 Such analysis, however, requires an assessment of market conditions and performance, namely of the impact of regulatory obligations on prices, choice, and quality for the end-customer. As allocative, productive and dynamic efficiency
 which ensure choice, price and quality for end-users are measured at the retail level, the situation on retail markets should play a decisive role for the decision whether to impose, maintain or withdraw remedies at wholesale and/or retail level.

We positively note that the need for a regulatory options assessment is acknowledged in the document. However, the concept is largely disregarded in its overall approach. While mentioning welfare aspects - often in an overly general way
, sometimes in greater detail - the paper presents no operational concept for an analysis of economic costs and benefits of regulatory remedies. This can be regarded as a consequence of the behavioural approach of the paper: the identification of market failure and an assessment of costs and benefits of an intervention to tackle such problem must be carried out in the light of current and future market conditions and performance and cannot limit itself to theoretical assumptions on the possible behaviour of a regulated firm. 

It is undisputed in economic literature that to find anti-competitive situations, structural, behavioural and performance aspects have to be taken account of.
 Even in EU competition law, which traditionally focuses on market structure and behavioural aspects, the possible gains in efficiency associated with concentration and market power are increasingly acknowledged in cases where increased efficiencies benefit consumers.
  Furthermore, the ‘assumed behaviour’ approach does not take into account incentives for a dominant firm not to unduly leverage its market power due to the illegality of such conduct which is an important element of any prospective competition analysis.
  The sector-specific framework provides for severe sanctions for a regulated firm in case of anti-competitive behaviour at least in some Member States.

Against this background, it insufficient to restrict the analysis to the possible behaviour of a regulated operator, just because remedies address a firm’s behaviour (cf. p. 24 of the joint remedies paper: “[this] framework focuses on the behavioural dimension of competition problems, as it is above all the behaviour of a dominant undertaking, which can be addressed by the remedies of the new regulatory framework”]. 

2.
Principles for a cost-benefit analysis

Instead of the somewhat schematic description of possible anti-competitive behaviour, the paper should place welfare aspects in a coherent context as, e.g., it has been done in the study by Case Consultants on the imposition of remedies under the New Regulatory Framework.
 Any regulatory remedy needs to be justified and proportionate in the light of the expected effects on market, i.e. suited to remedy the market failure identified, necessary, i.e. the least intrusive measure and must not unduly interfere in the rights of the regulated operator. In examining the first two criteria, NRAs should carry out a cost-benefit analysis as an integral part of the proportionality test, systematically considering regulatory costs, in particular so-called type 1 error costs, i.e. the social losses which arise when the regulatory obligations prevent operators from increasing efficiency, and also enforcement costs, compliance costs, i.e. direct operational, administrative and managerial costs incurred to comply with regulatory obligations. It also includes an economic assessment of the impact of regulation on established business models, e.g., of infrastructure based new entrants. The essential elements of such an analysis have been highlighted in the CASE report.
 

These principles could easily be introduced in the joint paper to provide guidance to NRAs on how to determine the proportionate remedy. 

Clearly, an analysis following these principles also allows for an assessment of possible anti-competitive behaviour of a dominant firm and the costs associated with restrictions of competition by the regulated operator, but it would furthermore ensure the consideration of dynamic aspects which - as it is openly stated in the paper - “are not further considered” in the context of the behavioural approach chosen by ERG and Commission.

We are concerned that if the approach of the paper as a whole is not changed and a consistent framework for assessing costs and benefits of regulatory intervention is not established, it will not allow for proportionate and targeted regulation by NRAs.

II.
Remedies available
 
The chapter of the joint paper on available remedies should contain guidance to NRAS on the light-handed approach required called for in Recital 20 of the Access Directive
 and should indicate the potential direct and indirect costs of imposing a remedy. Where the imposition of a ‘new’ remedy is found to be necessary and proportionate, NRAs should always examine which existing obligations can be lifted in order to limit the burden of regulation to the minimum necessary. 

‘Hierarchy’ of obligations 

The description of remedies does not reflect the ‘hierarchy’ of obligations according to the Access Directive. Among the possible obligations contained in Art. 9-13 Access Directive, transparency, non-discrimination, accounting separation, access and use of specific network facilities and price control and cost accounting, and Art. 17 Universal Service Directive, the obligations in Art. 13 Access Directive relating to price control in wholesale markets and the retail tariff obligations under Art. 17 Universal Service Directive constitute the most intrusive of possible measures under the NRF (measures of ‘last resort’).
 

In today’s electronic communications markets, price control measures in the field of access and retail tariffs are highly problematic in view of the uncertainty of future demand and technological developments, a fact recognized today by virtually all academics analysing the subject.

The implementation of a price control and cost accounting obligation can be a difficult or even impossible task if dynamic aspects are taken into account. To grant access on non-discriminatory terms may in this context be proportionate as it is a less burdensome measure. Besides theoretical considerations regarding reliable cost calculations for regulatory rate setting, practical problems should lead to an even more cautious use of cost based regulation. In practice, the relevant costs cannot be calculated precisely and objectively but are mainly the result of subjective judgements. As a consequence, there is a risk of errors that lead to unwanted market outcomes and negative welfare effects. Among these problems with cost-based price regulation which the report by Case on remedies has identified are
 : 

· Too low costs/ prices can lead to excessive entry by transferring profits and rents to new entrants and weaken the incentives for facility based carriers.

· Empirically, the results of regulators’ cost estimations often vary to a large extend, so there is a high risk of significantly misestimating costs from the markets’ point of view; e. g., it is reported that US LRIC models of the same network components can differ by up to 70 percent
, while in Australia differences of 30 per cent have been observed.
 

Art. 9-13 Access Directive not applicable to retail markets?

The statement on page 53 of the paper, that “the obligations available in the Access Directive may [...] be available for the application at the retail level” is in our view not in line with the new regulatory framework. According to Art. 1 (2) of the Access Directive, the obligations listed in Art. 9 to 13 of the Directive are applicable to wholesale markets. Possible remedies on retail markets are listed in Art. 17 to 19 of the Universal Service Directive.
 Accordingly, NRAs cannot impose a remedy from the Access Directive to an undertaking with SMP on retail markets. If, e.g., an NRA wanted to impose a price control measure at retail level, it would have to base its action on Art. 17. (1), (2) of the Universal Service Directive, not on Art. 13 Access Directive.

III.
Principles for imposing remedies
 

1.
Pursuing the right objectives
It is surprising that the document does not once refer to those objectives in Art. 8 (2) of the Framework Directive which are specifically targeted at SMP-regulation, namely “[...] (a) ensuring that users, including disabled users, derive maximum benefit in terms of choice, price, and quality, (b) ensuring that there is no distortion or restriction of competition in the electronic communications sector and (c) encouraging efficient investment in infrastructure, and promoting innovation.”
 These objectives are generally referred to as the guiding objectives for remedies under the EU Regulatory Framework
 and explicitly attributed to the promotion of competition, one of the three overarching goals of the Framework.

Instead, the joint paper refers - next to the promotion of competition in Art. 8 (1) Framework Directive - to the goals contained in paras 3 and 4 of Art. 8, i.e. the development of the internal market and the promotion of the interests of EU citizens. These objectives, however, are linked to a subset of goals which is not or not primarily targeted at SMP-regulation. E.g., the promotion of the interest of EU citizens encompasses essentially universal service and consumer protection objectives. 
This change in emphasis is significant for the choice of proportionate remedies. The objective to ensure “that users, including disabled users, derive maximum benefit in terms of choice, price, and quality”, has been described by the Commission as one “key aim” of the NRF 
. It underlines that the imposition of remedies aims at maximising economic benefits where proportionate and justified. As a consequence, the imposition of obligation always has to include a regulatory options assessment with regard to these parameters (s. II. above). It also emphasises that the situation on retail markets is decisive for the decision whether to impose, maintain or withdraw remedies at wholesale and/or retail level.
 Furthermore, the aim of “encouraging efficient investment in infrastructure, and promoting innovation” has to be considered both in the context of the access regime and emerging markets regulation and in the context of possible „entry assistance“ as discussed in the context of termination in chapter 4.5 of the document. 

The joint paper should refer to the goals contained in Art. 8 (2) lit. a-c of the Framework Directive and recognise their decisive impact on the choice of remedies.

2
Principles to be applied in choosing proportionate remedies

2.1
Ensuring proportionality - principles 1 and 4 of chapter 3

Deutsche Telekom welcomes that common principles to be applied by NRAs in choosing proportionate obligations according to the NRF are included in the consultation document. The principles that regulation must be based on the underlying problem identified and that NRAs have to present reasoned decisions based on the principle of proportionality and transparency (principles 1 and 4) are directly derived from the Directives.
 

In this context, the document should lay down the basic steps in choosing a proportionate remedy, starting from the market conditions that have been identified in the course of the individual market analysis and involving a weighing of costs and benefits of regulatory intervention and a justification of proposed measures in view of their impact on the market as laid out in sec. II. of these comments. Clearly, the EU framework does not mandate NRAs to “best reign in the market power of the SMP firm” (cf. p. 59), but to choose the proportionate remedy best suited to maximise benefits for end-users, to encourage efficient investment in infrastructure and promote innovation while ensuring that there is no distortion or restriction of competition, Art. 8 (2) lit. a-c Framework Directive. Also, the statements made on local loop competition made in this context seem out of place and should be dealt with at a later stage in the paper.

We welcome the emphasis on the proper reasoning in NRA decisions. The principles for a detailed weighing of regulatory options as described above should be reflected in this context. Without high evidentiary and justification requirements both regulatory practice and EU consultation procedures would not work satisfactorily in view of the rights of the operators concerned. 

2.2
Incentives for infrastructure competition - principles 2 and 3 of chapter 3

The second and third principles of the consultation document are rather combinations of certain market conditions and the objectives of the Framework Directive. According to the second principle, market conditions are such that investment in alternative infrastructure is economically not desirable for the period considered. The third principle describes a market situation where alternative infrastructure is desirable today. In other words, there are markets consisting of natural monopolies, where for the time being no efficient entry can occur, and markets where the minimum efficient scale of a firm is less than market demand, so that at least another efficient firm can enter the market. 

Generally, we welcome this classification of markets according to the underlying market conditions. At the same time however, the classification shows the inconsistent approach of the consultation document, as the general behavioural approach does not focus on the actual market problem. The finding of a SMP-operator as such is not the core of the market problem as certain market conditions create a high market concentration without leading to an overall negative market outcome. Since the starting point in choosing the appropriate remedy must be the assessment of the basic market conditions, the question whether alternative market entry is possible and desirable should be looked at before incentives for anti-competitive behaviour are investigated. NRAs should assess the market demand in relation to the overall cost structure in the market and the state of technology, e.g. with regard to alternative, already marketable technology. Only such an assessment provides the information necessary to evaluate the market failure. Hence, NRAs should work out the feasibility of replication of assets, so that remedies adapted to this market situation can be chosen. This implies answering the question whether assets are easily replicable, or already replicated or difficult to replicate.
 

Definition of replicable assets

The distinction between market segments in relation to the replicability of infrastructure to determine the type of regulation is not a new idea. The feasibility of competition is the core element of the essential facilities doctrine. Basically, for appropriate market intervention it has to be figured out which network assets are essential for market entry.

The consultative document states that: “if the NRA is uncertain as to whether replication is feasible it should maintain a neutral stance and continue to monitor the market (both domestically and internationally) to firm up their view as to the likelihood of replication…If the level of uncertainty as to replicability is low (i.e. replication that appears efficient has happened elsewhere) then there may be a case for believing replication is feasible in the particular context under consideration. On the other hand, if replication has not occurred elsewhere then a more cautious approach is warranted.”

This means that at least one operator must be able to replicate infrastructure on a stage of network production either in the national market or in a market abroad. Thus the NRA should benchmark the feasibility of infrastructure competition and if elsewhere market entry has occurred and if elsewhere market entry has occurred the NRA should as a principle consider the assets on the national market to be potentially replicable. The fact that no entry on the national market has occurred alone, does not justify the imposition of additional access obligations at cost-based prices, since this would undermine activity by new entrants to invest in the considered market segment. If necessary, regulatory intervention should therefore focus on abolishing existing entry barriers, if any, for alternative infrastructure-based operators. 

 ‘Ladder’-thesis - a valid concept for today’s communications markets?
While the essential facilities doctrine limits regulatory intervention to the identified network asset, the new concept of asset replicability, described in the consultation document, restricts the conditions for sector-specific regulation with regard to price control. Different access pricing based on different market conditions would be a new element in the European access regulation. 

Deutsche Telekom welcomes the rethinking of price regulation in the consultation document. It represents a consequent application of the NRF and its objective to promote self-sustained competition through alternative infrastructure investments. In this context, NRAs should adopt, where appropriate, dynamic access pricing rules in order to promote efficient investments and innovations to the benefit of end-users as mentioned in the document.

To our understanding, the logic of the new concept is that the way to promote infrastructure competition is to make available easy and inexpensive access to the assets of the regulated operator which are not replicable so that new entrants can decide step-by-step to invest in the different stages and can establish a customer base (critical mass) before they go to the next step of deploying their own infrastructure. Access pricing rules for the network element where investment has taken place would change, eventually leading to the withdrawal of regulatory obligations.

This concept was first explicitly mentioned in a paper by Cave and Vogelsang where they dealt with the question how access pricing and entry interact. They concluded that at the outset of liberalization non-replicability might include a large number of assets, but with time they become replicable ones. The fundamental proposition of their concept is a time-variant access pricing principle, under which the prices of certain network resources are initially low, increase over time and eventually lead to a a deregulation of that particular type of access.

Although Cave and Vogelsang have suggested that the step-by-step approach with regard to alternative investment and changing access pricing rules, or the so-called ladder of investment, encourages infrastructure competition, their papers so far represent only thorough reasoning. There is neither a theoretical model nor empirical evidence which supports this thesis.

The most crucial factor which in our view has to be taken into account in the concept of “ladder of investment” is that today, Europe looks back on six years of full liberalisation of telecommunications markets. In different member states different business models have been established along the value chain. Intra-modal competition takes place between mobile network operators and at least in some member states on the basis of ULL. Moreover, we observe in some member states intense inter-modal competition, e.g. between cable and copper networks. The present approach of the document does not give guidance on the question how to foster the emergence of inter-platform competition. Specifically, a low access price to facilities of the fixed line incumbent may create disincentives, e.g., for the upgrade of cable networks. 

Furthermore, market development points in an opposite direction. In 1998, the German regulator has set very low interconnection rates. As a result, service providers with the lowest network investments have been the most successful in the market whereas, on the other hand, the German regulator has approved an ULL price which is not the lowest in Europe, but demand for ULL is the highest, with almost 1,5 Mio unbundled lines. New entrants which built up their customer base on the basis of IC have subsequently not significantly ‘moved upwards’ on the ‘ladder’. Rather, new regulatory obligations on the initial or intermediate steps of the ‘ladder’ (e.g. wholesale line rental and bitstream access obligations) could lead to business models of facilities-based operators being abandoned, even forcing them to climb down the ladder of investment. As alternative network operators find themselves in a situation where profitability increases if they switch from network operation to service provision there will be disinvestments or even stranded investments on a large scale. 

Whether low access charges lead to an overall beneficial market outcome is theoretically an unanswered question. Before such approaches form the basis for regulatory policy the claimed positive welfare effects must be demonstrated. 

Time-variant Access Pricing 

Cave and Vogelsang define a low price as just as high to cover the incremental cost of the provision of the service by an efficient network operator. They argue that a low price could even be below this costs and that the incumbent can use rents gained elsewhere to cross-subsidise the transaction. This, however, is certainly inefficient since it causes distortions of competition.
 The “one way” access problem in network industries has been fully investigated by economic literature in a static context. With falling average costs, prices at marginal costs would be inappropriate with regard to cover fixed cost. Prices set below LRIC plus are inefficient in a static context, since cross-subsidization distorts competition in all related markets and, as shown above, there is no empirical evidence that this would differ in a dynamic context. In fact, to maintain incentives for innovation and further investment in a dynamic context, a mark-up on LRIC which takes dynamic risks or option values into account is required. 

The same major concern applies in the context of retail Minus, if the ‘Minus’ were set at the costs of an entrant who does not operate at a minimum efficient scale as proposed in the consultation document.
 To adopt this kind of retail minus regime or to grant access below costs would contradict the recommendation of the document that “the NRA will also have to carefully consider the potential of inefficient investment. This concern with inefficient investment will loom larger as new entrants take each additional step on the ladder to infrastructure based competition.”
 Network access at prices which do not reflect the risks of investment adequately or which are set even below costs promotes inefficient entry. The Access Directive in Art. 13 (1) explicitly obliges NRAs to allow operators a reasonable rate of return on adequate capital employed. Any other regulatory practice would also interfere with fundamental rights of the network owner which would be obliged to subsidize the business activities of other private entities.

Instead, time-variant access pricing in our understanding should mean that the NRA exchanges static with dynamic access pricing rules.

Current access pricing regulation has been developed for opening up former state monopoly telephone networks to competition. These old static regulatory concepts are not appropriate for new markets such as broadband because they do not address aspects of dynamic efficiency; their application to these markets would lead to an intense usage of existing assets, distortion of competition and erosion of incentives for infrastructure investments.

In order to reach a defined goal of the new regulatory framework (NRF), namely to “achieve a situation where there is full infrastructure competition between a number of different infrastructures”
, regulators must adjust their policies to the new, significantly more dynamic market conditions by implementing risk-covering access rules in cases where access is still considered a proportionate remedy. These measures could contain risk-adjusted prices and/or the use of various pricing-related elements:

· Pricing based on option values: Access regulation does not only provide the flexibility of make-or-buy (pre-entry), it also provides access seekers with the option to respond easily to changing market situations (post-entry). The associated real option value for access seekers increases with intensifying competition and uncertainty in the market. Starting with differentiated static cost of capital, there are different ways to estimate these additional option values to calculate the dynamic cost of capital: Integration of option value analysis into CAPM or equivalent models, decision tree analysis, benchmarking of option values, measuring the value of patent rights in other sectors and auctioning different access options.

· Sunset clause: Mandatory access would expire after a determined period of time, thus creating incentives for investments in alternative infrastructure. 

· Product design: Technical modalities of mandatory access products should be limited to standard offerings. Claims for additional flexibility in terms of quality and capacity performance should be a matter of commercial negotiations and not an issue of sector-specific regulation. Limitations on the access options available will create incentives for investing in infrastructure since this will enable the provider to differentiate its offers from competitors.

· Contract conditions such as minimum purchasing quantity or capacity and contract periods are useful tools to spread investment risks between the access provider and the access seeker in a credible long-term partnership. In this context, Koboldt points out that: 

“An access pricing regime that provides for differentiated terms and conditions reflecting the degree of commitment entered into by the access seeker [...], should be better suited for providing the correct incentives than standard access terms that apply to all types of access agreements.”

To take account of different risks in different markets or in the same market at different times represents the core problem for access regulation and requires a differentiation with regard to price regulation. Certainly, an operator faces different risks in a situation of a state monopoly and in a situation of a liberalised market. By definition such a monopoly can always recover accruing costs and does not face the risk of stranded investments in case of unsuccessful services.
 With regard to new markets such as broadband, completely different patterns of market conditions and development have to be taken into account. Demand is uncertain and depends to a large extent on elements that are not controlled by the operator (e.g. content development). Furthermore, customers do not depend on an incumbent’s technology for making use of broadband applications. This last aspect results from the supply side where especially CATV operators are investing in infrastructure to offer voice and broadband services. Also, LLU and Line Sharing are already mandatory access products in the broadband market. Further potential competition through new broadband techniques like WLL, UMTS or Powerline is important for investment decisions as well. The risk of investment depends, therefore, on the degree of feasible inter- and/or intra-modal competition. Under these market conditions, broadband network investments become significantly more risky than under the former state monopoly. 

The investing operator has also to evaluate advantages and disadvantages of being a first mover. The disadvantages especially arise from the option for competitors of copying the first mover’s technology without investing in research and development. In other words, for broadband and other new telecommunication markets, there is today a Schumpeter type problem, a situation in which innovating firms need a temporary mark-up to preserve the incentive to invest.



By way of trial and error of different network realisations and service offers, as for R&D activities, a proportion of investments are unavoidably stranded as competition intensifies. Therefore, the degree of possible unrecoverable investments depends on the intensity of competition, which differs along the value chain. For the local loop network, it could be lower than for IP transport and ISP services. 

2.3
Incentive Compatible Remedies - principle 5 in chapter 3

In our view, “incentive compatible remedies” could mean that remedies are conceived in a way that a win-win situation is created, e.g. by allowing for profitable wholesale business models and thereby creating economic incentives for the regulated undertaking to provide access even in absence of access obligations imposed. Instead, the document elaborates on sanctions and penalties that make ‘voluntary compliance’ outweigh the benefits of evasion. This is an idea which clearly goes beyond the scope of the EU Directives. To the extent that criminal or civil penalties are being proposed/endorsed by the draft, it heavily interferes with Member States competencies and could result in severe limitations of the regulated operator’s rights. It is inappropriate to propose such aggravation of sanctions without prior discussion of the topic at a European level involving, amongst others, market parties and Member States. We therefore propose to leave out the fifth ‘principle’ in the final version of the document.

3.
Treatment of emerging markets

We welcome the general principle established by the joint paper, that emerging markets should in almost all circumstances be governed by the application of general competition law. However, the joint paper contains numerous critical conclusions which leave some doubts as to whether this principle is consequently applied. The regulatory framework has to set incentives to deploy new technologies and not inefficiently slow down the pace of technology adoption by reducing the profitability of new innovations, since any innovation tends to create a market leadership by a ‘pioneer’ which in most cases is likely to be temporary one. The time horizon depends on how fast competitors can catch up with imitations and/or other innovations, which is a fundamental principle of competition or in other words a healthy race between the first mover and the imitators.

Defining emerging markets

The paper does not provide guidance for identifying newly emerging markets but repeats criteria for market definition on the basis of the HMT. It is misleading to reduce the criteria of emerging markets to substitutes, since there can also be complementary products and completely new products. Especially the latter is from a welfare economic point of view more advantageous, because it can increase or create new demand. Market definition criteria alone are inadequate for identifying emerging markets. E.g., it is not a characteristic of a newly emerging market that firms currently providing existing services are “...not in a position to quickly enter the new services market in response to such a [small but non-transitory] price increase” (p.71). To the contrary, the catching up of competitors is a common feature of emerging markets.  

Promoting innovation

The paper differentiates between innovations over ‘completely new infrastructure’ and innovation by the incumbent using non-replicable network elements.
 In the second case, the paper suggests that access to these elements should be granted to competitors on equivalent terms. It should be made clear that access in these cases is limited to the non-replicable legacy network element (e.g., the local loop) and not extended to other elements and services used to deliver the innovative product which can be replicated by competitors over time. If a regulated incumbent would have to provide to competitors access to its new technologies, there would be no incentive to undertake risky and cost intensive innovations under competitive and technological uncertainty. Under such circumstances the incumbent may use the old technology even though a new technology would be much more efficient and socially desired. As investments in new or upgraded network infrastructure are highly capital intensive a recovery of the capital can only be guaranteed if the first mover can take the associated advantages. The treatment of new services markets which rely on existing infrastructure must never act as a prohibition for a regulated undertaking to innovate as it would be the case if each innovation would immediately be provided to competitors. Such approach would produce the opposite of the desired results of Art. 8 (2) lit. c of the Framework Directive. 

Another very critical issue arises if the innovation made by a new entrant requires an additional input from an SMP operator (see. p. 71 last para. of the consultation document). The paper should clarify that the role of the NRA does not go beyond ensuring access to the non-replicable legacy network elements, i.e. not access to new network components products based on new resources.

Re-analysing emerging markets over time

To identify whether a market has ceased to be an emerging market over time, it is not sufficient to refer to the set of criteria for the application of sector-specific regulation contained in the Commission Recommendation on relevant markets as indicated in the paper under 3.3.3. In particular, the claim by the ERG in its Interim Document on bitstream-access
 that none of the 18 markets contained in the Commission Recommendation on relevant markets are newly emerging markets, has to be rejected. An assessment of these criteria at EU level cannot substitute for a detailed analysis in the course of the application of remedies whether a national market should be treated as an emerging market.

The just developing broadband markets displays the characteristics of an emerging market. On the supply side these new services require new technologies, new network facilities and new production workload. On the demand side market penetration is still low and constantly growing.

Though, generally, the paper recommends forbearance on newly emerging markets, it mentions on p. 72, 73 the possibility to nevertheless (price-)regulate emerging markets without giving further criteria or guidance when this can be appropriate. The general principle not to regulate newly emerging markets becomes void of substance if regulation is considered as in any other market
. 

To sum up, there is always an trade off between the need to balance incentives for investment and the benefits from increased competition but in any case incentives for new investments and innovations are crucial, because only then consumers can benefit from new products, better quality and in a further step more competition. Therefore, the principle regulatory approach should be a commitment not to regulate innovative markets and leave their development to competition. 

4.
Regulation in Accession Countries

In most current Member States regulation of the telecommunications markets was initiated on the basis of a highly developed fixed line market with still significantly increasing traffic volumes as well as a high penetration rate. Due to historical and economic factors, there is a clear gap between the Accession Countries telecommunications markets and the current Member States markets which illustrates the importance of the need of an adapted imposition of remedies in line with the particularities of those markets:

· The huge difference between the average GDP and the average telecommunications spending per capita in the Accession Countries and the current Member States is still huge and will not disappear in the next years.

· On average fixed line penetration in CEE countries has remained below 35% and recently even started to decline (except Poland and Slovenia), while current EU penetration with almost 60% still increases. Mobile penetration in CEE is growing very fast, surpassing both the level of fixed penetration and even the average EU level (Czech Republic, Slovenia) and is still on the rise. Application of remedies must take into account the resulting competitive pressures on fixed line business models. 

· The historical differences are being preserved not only due to the underlying GDP level and purchasing power disparity, but also by the dynamics of technological developments. In the current Member States fixed operators enjoy a healthy growth in internet traffic which replaces voice traffic stagnation. In Accession Countries, the growth in internet traffic is limited due to a low PC penetration, representing less than half of the EU level. The lack of interest and user skills are also responsible for the slow internet take-up. The limiting factors for future broadband growth in Accession Countries are the lack of sufficient infrastructure and development, the burst of the internet bubble before broadband investment has been made, and the deficits of macro-economic factors (small market size, critical mass for services, low GDP, etc.)

· Due to a far lower internet penetration, lower disposable income and urbanisation structure, incentives and risk of infrastructure investment significantly differ compared to current Member States.

· Since penetration and thus the minute volume in the Accession Countries are significantly lower, stagnating and even decreasing compared to the markets in the current Member States, fixed line business operators in the Accession Countries cannot explicit the economies of scale derived from higher volumes. Furthermore, many Accession Countries markets are very small and the connection density is low, so it is hard to generate significant economies of scale even under favourable circumstances. Therefore, the average or unit costs of telecommunications services in the Accession Countries tend to be higher than those in the current Member States. 

The adapted approach for the imposition of remedies on telecommunications markets in Accession Countries should duly take into account the existing investment risks as well as incentives for investment and innovation in order to further increase deployment and upgrade telecommunications infrastructure. Against this background, it is important to: 

· Limit wholesale obligations to those remedies which encourage facilities-based competition

· Support expansion of broadband penetration by establishing an investment-friendly environment, in particular abstain from retail price regulation for broadband access services.

· Abstain from remedies such as mandatory FRIACO or blanket cost based bitstream access obligations.

· Relax price controls and cost-orientation for retail tariffs in the fixed network to achieve a level-playing field for all operators and to foster inter-platform competition. 

· Assess the relevant cost situation of the operators in Accession Countries, which are burdened with higher unit costs compared to the EU and cannot exploit economies of scales due to stagnating and even decreasing traffic volumes. Benchmarks, where their use is justified at all, should only be applied after due consideration. It has to be clearly stated why the thoroughly investigated and compared markets are comparable. In any cases intra-regional Accession Countries benchmarks have to be consulted as well. 

V.
Application of remedies to competition problems

1. Vertical integration and leveraging of market power
 

The motive for a profit-maximising firm to integrate is a decision to replace market transactions by internal coordination thereby reducing transaction costs, i.e.. to integrate activities within a firm rather than rely on market transactions and short- or long term contracts with other firms.

Vertical integration is socially beneficial, when cost savings are involved. The theoretical concern over vertical integrated monopolists reiterated numerous times in the document, particularly with respect to entry barrier effects or foreclosure, is not substantiated. Incentives for anti-competitive behavior are over-estimated. Besides the fact, that NRAs are not faced with a monopolistic situation in today’s electronic communications markets but with market power, no consideration is given to incentives to behave in line with legal obligations and not to abuse a dominant position because of looming sanctions which are explicitly recognized by the European Courts in the context of the behavior of a dominant firm.

The reasoning regarding the extent of regulatory intervention is partially inconsistent. In practice, no black or white situation exists in the sense that a vertical integrated operator will only refuse access to competitors on the retail market if this market is perfectly competitive and it can extract the entire retail profits as it is claimed in the consultation document. The real world consists of market imperfections and profit-maximization is the driving force for competition and socially beneficial market outcome. In case profits for the integrated operator will rise if it grants access to efficient entrant, the firm will certainly do so. When the entrant makes more profits in the retail market than the integrated firm and the entrant is sharing that additional profits, the integrated firm will have a strong incentives not foreclose the retail market.

But if the integrated firm was forced to grant access at prices below costs as the consultative document proposes
, the firm would not be allowed to earn an adequate return on the investments made. In this case, it would have a strong incentive to foreclose the retail market, since it would have to compensate the wholesale losses through retail sales. At this point the error in the reasoning of the consultation document can be identified. Prices should never lie below costs, in particular for two reasons:

· it promotes inefficient entry and

· incentives to foreclose the retail market arise.

Both effects are not desirable from a welfare point of view. According to the consultative document, this apparent effect of the “ladder thesis” should be overcome by even imposing more access obligations on the operator concerned. The consultation document concludes in the chapter on vertical integration: “Whenever a cost-oriented access price is set, however, the SMP undertaking is likely to have incentives to foreclose the retail market either by non-price discrimination or by exposing its downstream competitors to margin squeeze.” Thus, the firm would not only have incentives to engage into costly entry deterrence, but also the cost of regulation would increase even further through intensive monitoring of the market place. One could call this approach a regulatory trap. 

Bitstream Access and Wholesale Line Rental – text-boxes 1 and 2

In line with the approach of the new regulatory framework, the paper should aim at setting principles in choosing the proportionate remedy, and not preclude the nature of the remedy itself which can only be evaluated on the basis of the outcome of market analysis. The concept underlying the consultative document to encourage infrastructure investments suggests that market conditions such as the feasibility of replicable network assets must be analysed before mandating a specific type of regulatory intervention. Whether bitstream access or wholesale line rental are appropriate remedies should therefore be a matter of national proceedings and subsequent consultation at European level. On the issue of bitstream access, Deutsche Telekom has presented a detailed position paper in the context of the relevant ERG consultation.
 

With regard to mandatory wholesale line rental, such an obligation will generally not be appropriate in today’s market place as it distorts market mechanisms and investment incentives of infrastructure based competitors. Sustainable competition can only increase through facility- or infrastructure based competition with moderate price increases, where the new entrant has an incentive to invest in own infrastructure. Short term oriented resale opportunities only intensify price competition temporarily and result in a fragmented market structure with too many small operators, which neither have financial power to invest in own facilities nor a substantial incentive to do so. In the longer term, this would lead to a sub-optimal market outcome which is to the detriment of consumers.

2.
Horizontal leveraging - cross-subsidisation (4.3.3)

The paper recommends under certain circumstances an ex ante obligation to notify retail tariff changes in order to avoid cross-subsidisation between products of two or more horizontally related markets. According to the paper, such an obligation should be imposed even in cases where the market is ‘potentially competitive’.

First, it should be kept in mind that a general notification obligation for retail pricing measures is a relatively severe intervention for the concerned undertaking. In highly dynamic markets like telecommunications markets, suppliers need high flexibility to react on tariff and product differentiation in a short run. Time to market is a crucial criteria for competitors to succeed or not. Imposing notification obligations to the SMP-operator in a potentially competitive market which normally should not fall in the scope of ex-ante regulation in the first place, is a systematical disadvantage to the regulated undertaking which is not justified by potentially abusive behaviour. Especially in markets serving corporate customers, which are comparatively competitive and where actual anti-competitive behaviour is less likely to occur, any delay in tendering or delivery of products and solutions caused by excessive regulation usually means loosing the contract and/or customer in question.

The imposition of a general notification obligation in the case of presumed abuse of market power may also be in contradiction to the subsidiarity principle of the NRF. Remedies in a retail market should only be introduced if measures on the relevant wholesale market would not solve the identified competition problem. Accordingly, NRAs should first analyse the impact of measures in the relevant wholesale market before imposing (ex ante) obligations on the related retail market.

3.
Case 4 - Termination

3.1
Call termination

The consultation document on the subject of call termination concludes that where SMP on individual call termination markets is found, an obligation to interconnect together with an obligation to set prices at cost-oriented levels appears proportionate and justified. Less intrusive measures such as transparency, non-discrimination or other forms of price controls such as benchmarking are found not to be adequate without any further justification. The paper merely postulates that remedies such as transparency would be insufficient without explaining why or providing empirical evidence to support such statements: 

“Although such measures might bring prices down somewhat, the termination-monopoly continues to exist, and prices will still be set at the monopoly level, even under perfect transparency (without transparency, prices are likely to be even above the monopoly level).” (p. 115)

We are concerned that the document proposes this broad-brush approach and presents the application of cost-oriented pricing as a foregone conclusion, by-passing other less intrusive remedies. As laid out above, remedies should be matched to the specific market conditions and prospective development of competition. Moreover, the remedy selected should be the least intrusive alternative, with minimum negative impact on for example investment and innovation for the industry. A price control obligation should only be imposed as a very last resort, when no other solution exists that could remedy the observed problem and only following a cost-benefit analysis, incorporating all positive and negative effects of the proposed regulation. Also in the context of termination, the paper fails to discuss the economically crucial proportionality criterium. 

Impact of price control on consumers 

The document presumes that the possible effects of excessive pricing for call termination are cross-subsidisation of retail tariffs and a distortion of the pricing structure, resulting in allocative inefficiencies. 

If this indeed were the case, it implies that imposing a price control would impact on the retail charges for the bundle of services offered by mobile operators. In case of any ‘excess’ termination revenue it would be sufficient if these profits are competed away in the retail market, i.e. that prices on average are no higher than average costs. Reductions in call termination revenues will need to be recouped through the increase of other revenues, to the detriment of mobile and fixed customers. 

Furthermore, we do not agree with the presumption that the pricing structure would be distorted. Rather, we are of the view that the pricing of the bundle of mobile services in an unregulated market reflects Ramsey pricing principles. It is a standard economic result that a movement away from a Ramsey pricing structure will come at an overall cost to consumers. Hence, NRAs should demonstrate that a distortion away from welfare optimising prices indeed exists and is resulting in a significant detriment, before resorting to the most severe of regulatory measures of imposing a price control. This is of particular relevance when the corresponding retail market has been found to be competitive. 

It is important to recognize that a differentiated pricing structure in a competitive market increases variety to the benefit of the customers. The differentiation between on-net and off-net calls in the competitive mobile retail market is a result of such market demand. Therefore, it is obvious that externalities based on the pricing structure are market driven and to the benefit of consumers and cannot form a basis for regulatory intervention.

In contrast to what is suggested in the consultation document, the application of different measures on different operators on the same market can only be justified in very limited circumstances in case cost orientation is chosen as a remedy, i.e. such differences would have to be justified by the underlying cost differences. A general discretionary approach to remedies, which the paper seems to support in relation to established operators and ‘new entrants’, would distort competition and incentive structures. Furthermore, with such an approach possible welfare gains from regulatory intervention, if any, would be allocated to new entrants rather than to consumers.

Cost-oriented prices

The document at various points states that setting ‘cost-oriented prices’ could be suitable to remedy ‘excessive pricing’. It should be noted that the predicted level of cost-oriented prices is highly variable depending on the modelling approach used and its underlying assumptions. This should warrant NRAs to be prudent in establishing ‘cost-oriented prices’, as there is a substantial risk of getting it wrong. This would reduce incentives for innovation and investment to the detriment of consumers.

At the minimum, NRAs should ensure that their methodology of establishing the cost of call termination incorporates the following principles:

· If - after SMP designation and thorough market analysis - remedies such as price control are considered appropriate then they have to be applied symmetrically as the underlying ‘market failure’ is identical. To the contrary, the approach proposed in the document would amount to subsidising new entrants through applying different remedies and would therefore - as it is recognised in the paper itself – be arbitrary and would not promote efficiency. 

· NRAs must ensure that their pricing methodology “serves to promote efficiency and sustainable competition and maximise consumer benefits”
.  Thus the pricing methodology must maximise benefits for all consumers – that is, in a competitive market, maximise economic efficiency.  As is widely recognised, this requires Ramsey pricing.  To the extent that an NRA imposes any regulation, it should therefore seek to replicate as far as possible a Ramsey solution.  

· Any pricing methodology must “take into account the investment made by the operator and allow him a reasonable rate of return on the adequate capital employed, taking into account the risks involved”
. Thus the methodology must properly allocate all costs reasonably incurred, including for example marketing and acquisition costs and the cost of capital.  

Sustainable tacit collusion is impossible in the call termination market

The discussion regarding the incentives of network operators for tacit collusion (p.40 of the document) is a purely theoretical exercise. As mentioned in the document and supported by scientific research
 the conditions under which this result occurs are very specific. If networks are of different size, have different cost structures or if non-linear pricing schemes are introduced – all these assumptions are characteristics of mobile markets - incentives for tacit collusion do no longer exist. Furthermore, if any above average costs profits would occur in the mobile termination market these profits would be competed away at the retail level and would not have a negative impact on consumer welfare.

Regulation of 2G voice termination equals regulation of 3G voice termination We welcome the document’s recommendation that special consideration has to be given to regulation in emerging markets, which should not be subject to ex ante regulation. However, no further consideration of this point is given in the sections on call termination. 

As has been widely publicised, the mobile industry is now at an important stage of its development only comparable to the first years of 2G network and service deployment. Mobile operators have, through varying processes, obtained UMTS licences, and have started roll-out of 3G network elements as well as the development of new services. Besides the fact that reductions in call termination rates will negatively impact on progress of investment and innovation, regulation of 2G voice termination will imply regulation of 3G voice termination. 2G and 3G services are closely interrelated on the demand side as well as on the supply side. Voice calls will be terminated using either 2G or 3G spectrum to dual mode 2G/3G handsets. At the very least, a regulatory impact assessment has to include the negative effects on the development of and investment in 3G services. 

3.2
International mobile roaming - text-box 3:

We recognise the efforts made in this paper to analyse recent technological and commercial developments in the area of international roaming and its effects on the competitiveness of the market. As will be shown below, these developments have reached a level of intensity which makes regulatory intervention in the area of wholesale international roaming superfluous.

Commercial development, in particular discount agreements

The paper correctly points to the growing importance of discount agreements between mobile operators. Non-discrimination within the GSM world is therefore only of historical value since a significant part of our in-roaming traffic is now covered by these discount agreements. T-Mobile has been at the forefront of these developments. Discount agreements are now concluded on a group level thereby accelerating the introduction of discount schemes on a broader scale. It is therefore incorrect to say that IOT's are stable since a significant part of our roaming traffic (both inroaming as well as outroaming) is now covered by discount agreements. 

In addition, operators such as T-Mobile in Germany have also lowered their standard IOT level by reducing the IOT for national calls by 37 %. Despite the existence of over 200 bilateral roaming agreements such measures can be implemented by simple e-mail notification to the roaming partners. 

However, the current downward trend of the IOT level is mainly supported by discount agreements. This does not mean that operators with comparably lower IOT's benefit less from discount agreements. More recent discount agreement are not based on the number of minutes but the volume of traffic instead. Consequently, a higher IOT also increases the volume of billable inroamer traffic thereby increasing the volume to which discounts are applied. 

Technological development, in particular traffic steering

The paper underestimates the competitive pressure exercised by traffic steering tools to lower tariffs for international roaming.

Operators today use so-called standard mechanisms based on the preferred partner list and a list of forbidden networks on the SIM card to direct traffic. As correctly stated in the paper, these preferred and forbidden lists can now be updated over the air (OTA).

More recent SIM cards issued since 2001 have a PPP (preferred partner programming) application installed which makes these SIM cards more effective as regards directing traffic to preferred networks. Without the application, the only time that the preferred partner list is used is when the roaming customer first turns on the handset in the visited country. From then onwards if roaming customers move out of coverage of the preferred network, and attach to another operator’s network they would be likely to stay with that second network. This is because the SIM card will always try to re-attach to the last used network as its first choice. With the PPP application, the traffic direction is more effective as the SIM card allows to re-attach the customer to the preferred network.

In the next three years the technical capabilities of traffic steering features will continue to improve. One disadvantage of today’s standard traffic steering features is that the preferred list is considered only when the coverage of the last or actually registered network is lost. New handset based features will periodically re-direct customers to the preferred network. Additionally, more flexibility will be achieved when regional updates of preferred lists will be introduced, in particular for customers at national borders. Those technological features have resulted in significant competitive pressure which contributed to the aforementioned commercial developments.

Developments at retail level

The paper also lists the most significant developments at retail level, namely the improved price transparency as well as the introduction of single rate tariffs. T-Mobile has been a main driver in these areas, especially through the introduction of “WorldClass”, the first transatlantic single roaming tariff. Improved wholesale conditions have allowed T-Mobile to offer special promotions, such as the ongoing “WorldClass Holiday” tariffs which offers up to 50 % discounts.

Increased price transparency has also resulted in an increased usage of the “manual override” function. Customers are manually able to change the selection of network when roaming abroad. The number of customers taking advantage of this feature has increased significantly and is now estimated at approximately 20%.

4.
Joint dominance

As regards section 4.6 dealing with joint dominance the ERG itself mentions that joint dominance and collusion is only likely to occur under very specific circumstances. In proving collective dominance and potential negative effects it is necessary to consider all indicators and not just to rely on a single indicator like e.g. market concentration. Deutsche Telekom assumes that NRA's will be relying on the existing competition case law and jurisprudence (in particular by the European Court of Justice and Court of First Instance, e.g. Airtours decision) when analysing joint dominance. 

5.
Margin Squeeze (Annex) - dealing with economies of scope and scale

The draft paper does not sufficiently reflect decisive legal and economic aspects when describing margin squeeze situations: 

· Incremental revenues to be considered: In the paper it is claimed that competitors on the downstream market who are exposed to a margin squeeze are (per se) not able to cover their costs and will therefore be driven out of the market (p. 43). This approach disregards that some upstream products of SMP operators are often used by the SMP operator and its retail competitors as a platform to offer bundles of services. The revenues from, and the costs of, such services are decisive for business and investment decisions in the market place. Accordingly, the US regulator FCC has taken into account additional revenue streams associated with upstream products when conducting a margin squeeze test to examine market entry possibilities.
· Economies of scope to be considered: Furthermore, the paper appears to suggest that economies of scope of the SMP operator should be ignored by the NRA when conducting a margin squeeze test (p. 126). It is assumed that dynamic efficiency gains from competition would outweigh the short term consumer disbenefits. However, it cannot be guaranteed that such an approach will result in dynamic efficiency gains on the long run. Instead it would necessarily lead to efficiency losses at the expenses of the consumers far into the future. Consumers would be forced to pay higher prices to keep less efficient competitors in the market. Competition could not fulfill its function to sort out ineffective competitors. 
· Economies of scale to be considered: In addition, the paper suggests that economies of scale of the SMP operator should be considered only to a limited extent. Rather than on a real cost basis the margin squeeze test should be conducted on a fictitious market share of the SMP operator of 20%-25% (p. 126). Again, such an approach would have welfare reducing effects as the SMP operator would be hindered to pass on efficiencies to its customers.
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