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Margin Squeeze in Regulated Industries:
The CFI Judgment in the Deutsche Telekom Case

Pierre-André Buigues and Robert Kotz

n its long-awaited ruling of April 10, 2008, the @bof First Instance (“CFI”)
I upheld the decision of the European Commission simgoon the German
incumbent operator Deutsche Telekom a fine of E@R® iillion for abuse of a
dominant position on the market for local accesistixed network: The Commission
found that the German incumbent operator had chalmween 1998 and 2003, a higher
price to its competitors for the provision of whedée access to subscriber lines than what
it had claimed from its own retail customers fag Bubscription to the fixed telephony
network. Deutsche Telekom’s market behavior was tantamount to an abusive margin
squeeze.
The judgment is noteworthy in three points:
1. it constitutes the first clear legal confirmatidrat the margin squeeze represents a
stand-alone type of abuse;
2. it defines the scope of application of the comptitules in sectors subject to ex-

ante regulation; and

" Pierre-André Buigues is a professor at Touloussirss School and a special consultant at LECG.
Robert Klotz is a partner at Hunton & Williams LliPBrussels. Both authors were officials at the
European Commission and were involved inbeaitsche Telekowbecision adopted in 2003.

! Case T-271/03, Deutsche Telekom AG v. Commisgion Yet reported) (judgment of Apr. 10,
2008) [hereinafter CFI judgment]. 2
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3. the judgment sheds some light on the extent tolwaiceffects-based analysis is

required in order to establish that a certain pcads contrary to Article 82 EC.
I. MARGIN SQUEEZE: A “NEW” FORM OF ABUSE

In theDeutsche Telekomrase, the CFI explicitly recognized for the fiiste that
the margin squeeze is tantamount to a distinct fwrabuse and, by confirming the
approach taken by the Commission in its decisiooviged for a general definition of
such abusive practice, clarifying its constitutelements and the methodology to be
applied for its assessment.

The CFI has fully endorsed the definition of marggueeze provided by the
Commission in its decision. Accordingly, a marggueeze can be found if:

the difference between the retail prices charged dgminant undertaking and

the wholesale prices it charges its competitorcéonparable services is negative,

or insufficient to cover the product-specific costdshe dominant operator of

providing its own retail services on the downstreaarket’

This definition casts light on the essential eleta@f an abusive margin squeeze.
The first main condition for a margin squeeze tetplace is vertical integration.
Deutsche Telekom, as most of the incumbent fixeel éiperators, offers local loop access
at two different levels. Besides the retail suhgerns to end customers, it also offers
unbundled local loop access to competitors, whildwa them to gain direct access to
end users. Deutsche Telekom is thus active onghtaam market for wholesale local

loop access to competitors and on the downstrearketf@ar retail access services to end

customers.

2 Commission Decision of 21 May 2003, COMP/C-1/31.4%7.578, 37.579 — Deutsche Telekom
AG, 2003 O.J. (L 263) 9 [hereinafter Commissiorégidion], at para. 107. 3
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The central feature of the abuse is the competitigensistency between
upstream and downstream prices, without it beiggired that the prices are in
themselves abusive. According to some commentdtosstepresents a shift in the case
law on margin squeeZeYet, already in ité\Napier Browndecision, the Commission had
stated that in a margin squeeze case “the anaypiscing must be centred upon the
difference between the selling price of the domircampany’s raw material and its
downstream product price$bithout being necessary, thus, for the individordes to
be abusive.

It was only inindustrie des poudres sphériquéh’S”) that the CFIl was afforded
the opportunity to clarify whether or not a marggqueeze can take place only in the
presence of excessive wholesale prices or predegtay prices. IPS had accused its
vertically integrated supplier (PEM) of having oped excessive prices for the raw
material and predatory prices for the derived pobdin addition, it had alleged the
existence of an insufficient spread between thoseq The CFI stated that:

In the absence of abusive prices being charged=h¥ for the raw material [...],

or of predatory pricing for the derived product [..tHe fact that the applicant

cannot, seemingly because its higher processirtg,a@gnain competitive in the

sale of the derived product cannot justify chandgitey PEM’s pricing policy as
abusive’

3 SeeB. Amory & A. VerheydenComments on the CFI's recent rulingbreutsche Telekom v.
Commission, GCRAGAZINE 1 (May 2008), at 4.

4 Commission Decision of 18 July 1988, Case No. V138 — Napier Brown/British Sugar, 1988
0.J. (L 284) 41, at para. 25.

® Case T-5/97, Industrie des poudres sphériques. &mmission, 2000 E.C.R. 11-3755 [hereinafter
IPY], at para. 179. 4
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Some authors have interpreted this statement isghse that a margin squeeze does not
constitute a separate ground for ablisiawever, the opposite interpretation has been
confirmed by the European Court of Justice (“ECIH)order to prove that the pricing
practice of a dominant undertaking is abusive leetbe ECJ, it is sufficient to prove that
the spread between wholesale and retail pricesmutdeave enough scope for
competition. This is demonstrated by the fact thatCFl, after having found that the
prices charged by PEM at the wholesale and retedl lwere not abusive if taken
individually, assessed whether the difference bebhitbose prices was such as to
“eliminate an efficient competitor from the [...] nkat [for the retail product]”

Despite the existence of these precedents, itlysiits Deutsche Telekom
judgment that the CFI clearly and explicitly statkdt for an abusive margin squeeze to
occur, wholesale and retail prices charged byrtbhembent do not necessarily have to be
abusive where taken individually. Deutsche Telekwd argued that its conduct would
have been in breach of Article 82 EC only if it wiesnonstrated that its retail tariffs
were predatory. The Commission and the CFI disaigneth the applicant’s view and
stated that:

[T]he abusive nature of [Deutsche Telekom’s] condwas] connected with the

unfairness of the spread between its prices foledate access and its retalil

prices [...]. Therefore, [...] the Commission was required to demonstrate in

[its] decision that [Deutsche Telekom’s] retailqas were, as such, abusfve.

The definition of margin squeeze provided for ia @FI judgment also clarifies

the method that should be followed in the assessofenmargin squeeze abuse, both in

® SeeAmory &Verheyden (2008upranote 3, at 4.
"IPS, supranote 5, at para. 180.
8 CFI judgmentsupranote 1, at para. 167. 5

WWW.GLOBALCOMPETITIONPOLICY.ORG

Competition Policy International, Inc. © 2008. Copying, reprinting, or distributing this article is forbidden by anyone other than the publisher or author.




Gc P RELEASE: JUL-08 (1)

THE ONLINE MAGAZIME FOR GLOBAL COMPETITION POLICY

terms of the competing services to take into cansittbn and of the cost structure
relevant to the assessment.
A. The Methodological Approach

The calculation of the margin squeeze in the Cormimmss decision, confirmed
by the CFl, clarifies three fundamental methodatabissues, namely the definition of
the relevant market, the definition of the custopettern of the new entrant, and the
definition of a reasonably efficient entrant.

First, the Commission based its margin squeezeiledilen on a comparison of
Deutsche Telekom’s wholesale access tariff withireccess tariffs and did not take into
account the revenues from calls. According to DehésTelekom, the Commission
should have taken into consideration not only reesrfrom the provision of access to
telephone lines to end users, but also revenues ¢edl services. The approach of the
Commission was clearly based on the EU directivesedor the purposes of cost-
oriented pricing, access to local network lines @redoffer of different call categories are
clearly regarded as separate services. The CHReagvth the Commission’s view and
stated that:

[Iln order to assess whether [Deutsche Telekonrisjmy practices distort

competition, it was necessary to consider the encst of a margin squeeze in

relation to access services alone, and thus witincluding telephone call
charges in its calculatich.

Second, the methodology used by the Commissiorbasad on the approach

that competitors would have to be enabled to raf@ithe incumbent’s customer pattern.

A margin squeeze exists if Deutsche Telekom chatgesmpetitor prices for wholesale

°1d. at para. 200. 6
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access to the local loop higher than its own prioesetail services. In order to establish
the existence of a margin squeeze, the wholesdleetail services need to be
comparable in the sense that they allow the pronisf similar services. According to
Deutsche Telekom, on the contrary, new entrante havinterest in reproducing the
customer pattern of the incumbents and focus ohitfieest value markets where there is
no margin squeeze. The Court underlined that:

Equality of opportunity is secured only if the imehent operator sets its retail

prices at a level which enables competitors—presuimde just efficient as the

incumbent operator—to reflect all the wholesalesastheir retail prices”
Therefore,

[tihe assessment of the abusive nature of [DeutSelekom’s] pricing practices

cannot therefore be influenced by any preferendeshwDeutsche Telekom’s]

competitors may have for one or other marfet.

Third, the Commission considered the practice efiticumbent abusive if it has
the effect of removing from the market an operaist as efficient as the incumbent.
Deutsche Telekom argued that the Commission shtaud based its assessment on the
particular situation of its actual and potentiatgeetitors, rather than on the cost of a
hypothetical competitor as efficient as the domiraperator. The CFI rejected this
argument on the grounds that only the approacbvi@t by the Commission provides
the required level of legal certainty. A dominaatrgpany cannot be required to make its
commercial decisions on the basis of data thatescot know and that it cannot be

expected to know, as would normally be the cask wgards to the cost structure of its

competitors. For the CFI, the abusive nature afraidant undertaking’s pricing

191d. at para. 199.
11d. at para. 204. 7
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practices can be determined on the basis of itssituation, and therefore on the basis of
its own charges and costs, rather than on the ba#e situation of actual or potential
competitors. The cost of a reasonably efficientaanitis its downstream cost which
should be equal to the incumbent’s downstreamlr&tat net its extra costs for providing
interconnectivity to an entrant. This definitionbiased on the assumption that rivals are
“just as efficient as” the dominant firm. Howevthe fact that the CFl decided not to
apply a test based on the cost-structure of anthgtioal “reasonably efficient
competitor” inDeutsche Telekowhoes not undermine the validity of such test, Whic
could thus be applied in other margin squeeze c¢éses

A margin squeeze test based on the cost structuhe dominant firm’s
competitors could lead to prohibiting conduct tisanerely the result of the dominant
firm’s greater efficiency. The CFI explicitly deaiiith this issue in th&PScase. As
mentioned above, the CFl in this case compared BEMblesale and retail prices and
concluded that the spread between them did no¢ fancequally efficient competitor out
of the market. Therefore, the CFI stated:

The reason for which IPS's customers are not peeldarbear the additional price

to which IPS's higher processing costs give rigatiger because its product is

equivalent to that of its competitors but is topexsive for the market and

therefore its production is not sufficiently efgécit in order to survive on the

market, or its product is better than that of aspetitors and efficiently

manufactured but is not sufficiently appreciatedtbyustomers in order to
justify its offer on the markét

2 Amory & Verheyden (2008kupranote 3, at 14.
131ps, supranote 5, at para. 185. 8
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The margin squeeze doctrine cannot be construgsdcim a way as to oblige dominant
undertakings to subsidize their competitdrs.
B. Comparison of theDeutsche Telekom Case with theWanadoo Case

It is interesting to compare tiieutsche Telekowase with th&Vanadoocase®’
The main difference between the two cases lieserfarms of the abusive behavior. In
the case against Wanadoo, the abuse was basedsmiaaed view of the retail customer
prices, while in théeutsche Telekowwase, the relative spread between the wholesale
and retail tariffs was considered abusive. Withardg to the economic effects, however,
there are large similarities between both casenadt@o's retail tariffs were abusive
because they were too low in relation to the uryitgglcost. The relevant cost was in
return based mainly on wholesale tariffs for theassary input product to be paid by
Wanadoo to France Télécom. This shows that an\abusiationship between the retail
and the wholesale tariffs could be observed inMtamadoacase as well. This is also
highlighted by the fact that the abuse was notdnbto an end by Wanadoo through a
retail price increase, but rather by France Téléttmaough a reduction of the wholesale
tariff, just like in theDeutsche Telekowrase.

The Commission nevertheless did not asses$/dmeadoocase as a margin
squeeze, because the wholesale and retail seweresnot offered by a single, vertically
integrated company as in tbeutsche Telekoease. Wanadoo was independent in legal
terms from France Télécom, and the margin squestevould have required the

additional proof that France Télécom exercised sudhtermining influence on the

11d. at para. 179.
15 Case T-340/03, France Télécom SA v. Commissiod7 Z1C.R. I1-107 [hereinaftaVanadod. 9
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pricing strategy of its subsidiary that Wanadoo rtad set its final customer prices
autonomously, which appeared not to be the case.

In its judgment on the appeal against the Commssidecision brought by
Wanadoo, the CFI confirmed the validity of the Coission’s approach and upheld the
decision. An appeal before the ECJ is still pending
[I. COMPETITION VERSUS REGULATION

An important clarification of th®eutsche Telekofudgment is the relationship
between sector-specific regulation and competiaon Deutsche Telekom had argued in
its appeal that due to regulatory restraints orldtel of its charges at wholesale and
retail level, it did not have sufficient scope tmal the margin squeeze. The alleged
abusive practice was thus triggered by the regiylat®asures adopted by the German
Regulator (“RegTP”). As a consequence, Deutschekbeh had submitted that if the
Commission considered the prices to be in breac®oofimunity law, it should have
initiated proceedings against Germany, insteadloping an Article 82 decision against
Deutsche Telekom.

Recall that margin squeeze refers to a situatiamhiich the incumbent uses its
dominant position in the wholesale market to exelad prevent its competitor from
making profits on the downstream market in whiah itlcumbent is competing with
them. The incumbent can implement this exclusiostigtegy through its wholesale or

retails prices. Even if the wholesale or retail keds are regulated, there may still be a

10
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certain degree of freedom for the incumbent to étoe margin squeeze. In that case the
incumbent is responsible for any abusive behavior.
A. Regulatory Measures Imposed on Deutsche Telekom

Deutsche Telekom held a quasi-monopoly positiothenwholesale market for
fixed telephony infrastructure (more than 95 petaédnhe local access market
throughout Germany) and this position resulted fpyevious monopoly rights. As the
wholesale access to the local loop might be usedifi@rent types of retail access,
RegTP controlled each wholesale price individually.

Since 1998, Deutsche Telekom had offered unburatiedss to the local loop to
competitors, following a ministerial order takemational level. Under the German
telecom law, charges for access to the local loaptrbe cost oriented and must be
authorized in advance by the German regulator. Altogly, Deutsche Telekom filed a
tariff application with RegTP based on its own in&d cost accounting system. RegTP
based its authorization on a system of analytioat,avhich sets out to identify the long-
run incremental cost of local loop unbundling imare rigorous way. RegTP fixed the
monthly rental fee Deutsche Telekom could chargeoampetitors, first in 1999, and then
reduced the monthly rental fee in its March 200disien.

At the same time, in Germany, retail tariffs focdbaccess were subject to a price
cap defined as a tariff regulation tool for a baskeservices which contains the basic
retail subscription as well as the different categgof calls. The price cap only imposed

an overall ceiling on the combined price for alvéees. Tariffs for retail subscriptions

11
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(i.e., analogue, ISDN) and calls (e.g., local, oegi, long distance, international) were
not regulated individually, but jointly within a &leet. This basket of services had to be
cost-oriented and the overall price for the basleet to be reduced by a certain
percentage for the period under considerationercise. From the economic point of
view, this imposed overall tariff reduction was meto reflect efficiency gains. Within
this overall ceiling, Deutsche Telekom was absdjutee to modify its tariffs for
individual components of the basket. Deutsche Tatekad the freedom to increase the
tariff for one of several components of the basket decrease the tariff for other
components of the basket, provided that the oveedlihg was not exceeded. Moreover,
the price cap did not prevent an overall tariffuettbn so that Deutsche Telekom was
free to reduce its overall tariff level below tmegosed reduction rate.

Since then, Deutsche Telekom has maintained thée setscription fee at the
historical below-cost level, dating from the monlypeefore 1998, and has implemented
a very substantial reduction of call charges. lulddrave been possible for Deutsche
Telekom to increase its retail access tariffs talgdahe cost level under the price cap
system, with higher subscription fees and lowelr d#rges. Before liberalization started,
cross-subsidies between different activities wegquent, but the liberalization directives
required that tariffs charged for different sergiceflect the underlying cost (i.e., tariff
rebalancing).

The CFI confirmed that, according to well-estal#gitase law, Articles 81 and

82 EC are not applicable to the anticompetitivevdats of undertakings if the restrictive

12
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effects on competition are completely due to théonal law regulating those activitié$.
Moreover, the fact that Deutsche Telekom'’s taatfsetail level had been approved by
RegTP did not absolve it from responsibility unéeticle 82 EC for two reasons:
1. Deutsche Telekom had the possibility to influerfezlevel of those charges,
through applications to RegTP; and
2. The regulator had imposed only a price ceilingafdrasket of retail services,
thereby leaving the incumbent operator a certaamréor maneuver in
establishing the price of each of those servicesit§che Telekom did not use that
discretion to avoid and, subsequently, put an erté margin squeeze.
B. Opportunity to Apply Competition Law in Regulated Sectors
Commentators have observed that “the CFI confirarembiguously the overlap
between competition policies promoted by sectocifiparegulation in the field of
electronic communications.”Others have adopted a much more critical approach
towards the enforcement of the competition ruleseictors where ex ante regulation
applies. In particular, it has been argued that:
[1]t is reasonably clear followin@eutsche Telekonmat the EC courts are
comfortable with applying competition low in regidd telecommunications
markets. [...] In doing so, the CFI has greatly imsex the burden on regulated

firms and, although perhaps unintended, may alse reduced the overall
effectiveness of regulatior.

16 Joined Cases C-359/95 & C-379/95 P, CommissiorFaadce v. Ladbroke Racing, 1997 E.C.R. I-
6225, at para. 34.

" Amory & Verheyden (2008%upranote 3.

8 R. O’'DonoghueRegulating the Regulatefeutsche Telekom v. European Commission, GCP
MAGAZINE 1 (May 2008), at 3. 13
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Moreover, the CFI has been severely criticizedhfairtaking into account fundamental
principles of Community law (such as subsidiarngsgportionality, legal certainty,
legitimate expectations, and sound administratrdmdn drawing the boundaries between
ex ante regulation and general competition lawstie

Some of the criticism raised by the CFI's dismisdeDeutsche Telekom’s appeal
of the Commission’s decision is based on the Wpfr@ach chosen by the U.S. Supreme
Court in theTrinko casé’ regarding the interaction between regulation amdpetition
law. The Supreme Court has a clear policy agamsipetition law intervention if there is
a regulator with the legal powers to take effectiedon. The question is whether the
approach by the Supreme Courflinnko is preferable to the approach followed by the
CFl in Deutsche TelekonThere are at least three main reasons that suihygoCFI
approach.
1. Market opening of network industries and sector-specific regulators

The market opening of the different network indiestias telecommunications,
electricity, gas, transport, and postal servicesihBuenced the evolution of their
economic structure. A legal and regulatory framéwweas designed to allow these
network industries to operate more efficiently avak the rationale behind the
liberalization process being to improve their parfance and to generate wide-ranging
macroeconomic benefits. While prior to liberalipatinetwork industries were generally

organized as vertically integrated state-owned mohes, adequate sector-specific

19p_ Alexiadis Informative and Interesting- The CFI RulesDautsche Telekom v. European
Commission, GCMAGAZINE 1 (May 2008), at 10.

20\erizon Commr'ns, Inc. v. Law Offices of Curtis Vrinko, LLP, 540 U.S. 398 (2004). 14
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regulation is needed to promote competition irbarklized market. Sector-specific
regulators play a key role in particular in relatwith the implementation of EU
directives which are designed to open these mat&etsmpetition. With the process of
opening network industries, markets become coriikestsy allowing new entrants to
compete with the former monopolists. Market streesuwill change as reforms are
progressively implemented in different sectors ofpecompetition. However, despite a
growing number of competitors, incumbent operatorarket shares still remain very
high in a large number of EU Member States, espigamaccess markets.

Given the EU situation (which differs from the sition in the United States), the
U.S. approach, which encourages competition auteésmnd courts not to intervene
when acting in regulated network industries, wdutda clear mistake in Europe. This
would imply that the network industries, which agebfor around 7.5 percent of the EU-
15's total value addet,would only be overseen by sector-specific authesriand
exempt from general competition law. That sect@esr regulators are important is
undisputed, but their roles are quite differentrfroompetition authorities. To clarify the
debate about how to oversee the process of lizateln of network industries, it is
useful to stress several differences between congoeand regulation.
2. Distinction and relationship between competition law and sector-specific regulation

Technological innovations and liberalization chatigemarket structure of
regulated industries and highlight the definitidrpablic intervention and the main

differences between competition and regulation.

2 EUROPEANCOMMISSION, EVALUATION OF THE PERFORMANCE OFNETWORK |NDUSTRIESPROVIDING
SERVICES OFGENERAL ECONOMIC INTEREST(2005),available at
http://ec.europa.eu/economy_finance/publicatiorsipation10917 en.pdf 15
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a) Ex ante versus ex post approaches

Regulation relies on ex ante detailed prescrippibnusiness conducts while
competition law approach usually operates ex poshe basis of a consumer harm-
based approach.
b) Information required

Regulation requires more information than the caitipa law approach.
National regulatory agencies (“NRA") need geneethded information about the
industry, as they are supposed to control a centamber of decisions of industry
managers. The ex post competition policy approachassess the business conduct on
the basis of an alleged abuse and competition atidsoneed only the information on
this specific abuse.
c) Remedies

Competition remedies address specific forms of elaunsl generally do not
require extensive monitoring of the conduct of tinelertaking. On the contrary,
regulatory remedies are often detailed remediels asavholesale prices or conditions
mandating the provision of certain services.
d) Temporary nature of regulation

As competition becomes effective in new marketgulaion of markets
susceptible to ex ante regulation will be replaggdhe application of general

competition law. Regulation should only be imposdeere there are market failures.

16
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Therefore, market regulation should be temporacgpkfor specific markets where
bottlenecks remain in place.

Figure 1 summarizes the differences between theettion law approach and
sector-specific regulation and shows how in pradbeth are working together. The
concurrent application of regulation and compeatii®not a problem in itself. It is in the
nature of partly regulated industries to be sulgéthe same time to competition law and
regulation, both of which complement each other.

Figure 1.

Differences between Competition Law Approach and S¢or-Specific Regulation

COMPETITION REGULATION

a) General approach  Ex post, harm-based approach ntExpeescriptive conduct

b) Information Only information on the abuse  General and detailed
needed information
c) Remedies Structural remedies addresseetailed conduct remedies
to specific conduct requiring extensive
monitoring
d) Nature of public ~ Permanent based on Part of sector-specific
intervention competition law principal regulation replaced by

competition law as
competition is more effective

Source: P.-A. Buiguefegulation and Competition Law ISSUES INCOMPETITION LAW AND PoLicy (W.
Collins ed., forthcoming 2008).

The speed and degree of liberalization are quiferdnt between the network

industries. The telecommunication industry is ppgide best example of a formerly

17
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monopolistic industry that is moving towards lideration, in which the role of
competition law principles is growing within thegrdatory framework itself.
3. The competition law approach and the telecommunication regulatory framework
As is the case with other network industries, t@hemunications markets require
regulation because of their particular charactessthe existence of essential
infrastructures (networks) and of high and non4gramny entry barriers. This industry is
characterized by structural barriers to entry sihestechnology and the cost structures
are such that they create asymmetric conditionsd®st incumbents and new entrants.
However, it is interesting to underline that unttex regulatory framework for
electronic communications, ex ante regulation israrded only in those markets for
which competition law remedies are insufficienetectively redress possible market
failures. Already the first Commission recommenafaidbn relevant products and service
markets susceptible to ex ante reguldfidras underlined that:
[T]he decision to identify a market as justifyinggsible ex ante regulation should
also depend on an assessment of the sufficiencgropetition law in reducing or
removing such barriers or in restoring effectivenpetition®
The guiding principle of the regulatory framewoskio avoid over-regulation. It is
therefore clearly appropriate for the Commissiomtervene under its competition law
powers in the telecommunications industry (whichn$y partly regulated for a limited
number of relevant markets where NRA provide sigfiteconomic reasoning to justify

the imposition of ex ante regulatory obligations).

2 European Commission, Commission Recommendatio8/200/EC on relevant product and
services markets within the electronic communigagiector, 2003 O.J. (L 114) 45.

Zd. at para. 15. 18
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The new Commission recommendation on relevant nagtesceptible to ex ante
regulatiorf* further limits the number of markets in which exeregulatory obligations
are imposed from 18 to seven and “thereby contibuthe aim of the regulatory
framework to reduce ex ante sector-specific ruteggssively as competition in the
markets develop®

The design of the regulatory framework is such thatCommission should
intervene even when there is a sector-specifiamegiesigned to protect a competitive
market structure. It would not be in the spiritloé regulatory framework to transfer a
case to an NRA to allow it to take a decision anlihsis of the sector-specific
legislation®® One of the arguments supporting this view is thatconcurrent application
of regulation and competition can create situationghich conflicts arise between the
consumer welfare standards in competition law aedobjective of regulation. These
situations may be the case if the objective of lagun is “the need to maintain equality
of opportunity for firms who depend on incumbergsemntial inputs® which could be
contrary to the consumer welfare approach in cortipetdaw. As we emphasized earlier
in this paper, the objective of the regulatory feamork is not protecting competitors, but
rather to regulate only in these markets in whichnpetition law remedies are clearly

insufficient to effectively redress possible marefures.

4 European Commission, Commission Recommendatioid/880/EC on relevant product and
service markets within the electronic communicatisactor, 2007 O.J. (L 344) 65.

%1d. at para. 14.

% seeD. Geradin & R. O’Donoghud;he Concurrent Application of Competition Law and
Regulation: The Case of Margin Squeeze Abusegifigdlecommunications Sect@f2) JCOMPETITION
L. & EcoN. 355-425 (2005).

27 Sedd. 19

WWW.GLOBALCOMPETITIONPOLICY.ORG

Competition Policy International, Inc. © 2008. Copying, reprinting, or distributing this article is forbidden by anyone other than the publisher or author.




Gc P RELEASE: JUL-08 (1)

THE ONLINE MAGAZIME FOR GLOBAL COMPETITION POLICY

The lawfulness of the Commission’s decision, tlwasnot be called into question
on the grounds that the regulatory measures enbgtdte RegTP are in breach of
Community law. This is clear from the judgment. Teurt was well aware that the
German telecoms rules were probably in breach ofi@onity law:

[1]t is not inconceivable that the German authestalso infringed Community

law—particularly the provisions of Directive 90/33& amended by Directive

96/19—by opting for a gradual rebalancing of cotioecand call charges?®
Notwithstanding the above, the CFI confirmed thiedity of the Commission’s decision
to take action again§ieutsche Telekonnder Article 82.

Furthermore, the Community Courts have repeateelly that the Commission
enjoys a wide discretion in deciding whether tdiate proceedings against a Member
State under Article 86 or 226 EC. In the same wage the Commission has started such
proceedings, it is under no obligation to bring Member State concerned before the
ECJ. Consequently, when it opened the case agagmasche Telekom, the Commission
did not have to start with parallel proceedingsigiaGermany for failure to fulfill
obligations.

[ll. EFFECT OF THE MARGIN SQUEEZE ON THE MARKET

A highly debated issue, not only in relation to silse margin squeeze, but to
abusive behavior in general, is whether a certandact can be considered per se
contrary to Article 82 EC or whether for a breaéidicle 82 EC to take place it is also
necessary to demonstrate the actual negative fd@ctompetition caused by that

conduct.

28 CFI judgmentsupranote 1, at para. 265. 20
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In its July 2005 reporiAn Economic Approach to Article 8the Economic
Advisory Group on Competition Policy (‘EAGCP”) urtieed the need to focus on the
effects of company behavior rather than on the fthrat these actions may take. Effects-
based analysis takes into consideration the diftesfects of these actions in different
circumstances (e.g., prevention of behavior thanhsaconsumers in some cases or
promotion of increased productivity and efficiengythers) and focuses on the
competitive harm that arises from exclusionarytstyees.

In its decision, the Commission found that the @pcactices enacted by
Deutsche Telekom restricted competition on the etaide retail services. This was
illustrated by the slow development of competitidhe total number of local loops
rented to competitors was increasing, but theagatpiarterly growth remained
unchanged since the beginning of 2001. There walseernible improvement in the
situation with respect to competition. However,imalepth economic analysis was
presented concerning the competitive harm from et Telekom'’s exclusionary
margin squeeze strategy. It is worth emphasiziagttie EAGCP report explicitly stated,
in the case of an effects-based approach, thasiiplesexceptions concern some natural
monopoly industries which may require ongoing suisen of access prices and
conditions.®®

It is noteworthy that after the adoption of beutsche Telekombecision, the
Commission decided to follow a more economic methagly. In itsDiscussion Paper

on the Application of Article 82 E@he Commission claimed that in the assessment of

29 EAGCP, An economic approach to Article 82 (on fileh the Commission) (Jul. 2005), at 3,
available athttp://ec.europa.eu/comm/competition/publicationsfes/eagcp_july 21 05.pdf 21
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alleged abuses of dominant position, account shoeldhken of the economic effects of
the conduct of dominant undertakings on the masketording to the Commission:

[T]he conduct in question must in the first placed the capability, by its nature,

to foreclose competitors from the market. To esalduch capability it is in

general sufficient to investigate the form and rawf the conduct in question. It
secondly implies that, in the specific market cahta likely market distorting
foreclosure effect must be establisR&d.

More recently, in th&@elefonicadecision, the Commission embarked on a
detailed analysis not only of the capability of thargin squeeze practice enacted by
Telefdnica of restricting competition in the retaihrket for access services, but also of
the actual impact of the margin squeeze on the etitiye structure of the relevant
market and of the detrimental effects for end u3krs

TheDeutsche Telekojudgment shows that, despite the change in the
Commission’s practice, the CFI can be, for the thamg, viewed as sticking to previous
case law in this regard. The CFI established tmaaggin squeeze has the capability, by
its nature, to impair competition on the marketcéwlingly, the CFI stated:

If [Deutsche Telekom’s] retail prices are lowerrihts wholesale charges, or if

the spread between [Deutsche Telekom’s] wholesaleetail charges is

insufficient to enable an equally efficient operdtmcover its product-specific
costs of supplying retail access services, a palesampetitor who is just as

efficient as [Deutsche Telekom] would not be ablerter the retail access
services market without suffering lossés.

30 EUROPEANCOMMISSION, DG COMPETITION DISCUSSION PAPER ON THE APPLICATION OKRTICLE 82
OF THETREATY TO EXCLUSIONARY ABUSES(Dec. 2005) [hereinafter Discussion Paper], ahp58,
available athttp://ec.europa.eu/comm/competition/antitrust/Zid&cpaper2005.pdf

31 SeeCommission Decision of 4 July 2007, Case COMP/B8 -7 Wanadoo Espafia v. Telefénica,
2008 0.J. (C 83) 5 [hereinaftéelefénicd, at paras. 543-618; and Belt and Braces: Anatysiargin
Squeeze Abuses under Article 82 (unpublished artiedlontier Economics) (Jun. 2008).

%2 CFI judgmentsupranote 1, at para. 237. 22
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The Court went on to examine the specific featofake relevant market. It observed
that, until 1998, Deutsche Telekom held a monopalyhe retail access market and that,
at the time when the Commission’s decision was tadhit still owned the fixed line
telephone network. Furthermore, no alternative leiatifrastructures were available to
rival telecom operators to enter the retail madteticcess services. Therefore, the CFlI
based its finding of dominance both on the nat@iteeconduct in question and on the
specific structure of the relevant market. Yet, @d did not require the demonstration
of actual harm suffered by Deutsche Telekom’s cditgrs. Quite the opposite, it
rejected Deutsche Telekom'’s claim that its prigongctice did not affect the market
structure since its competitors would normally resm cross-subsidization to make up
for the losses suffered on the retail access makkateover, the CFI considered in its
analysis that Deutsche Telekom’s market sharesrtaeglased to the detriment of its
competitors, but did not request proof of the chlisk between the margin squeeze and
the low uptake of competition by the new entrants.

Thus, theDeutsche Telekomuling, together with other Article 82 judgments
recently delivered by the EEBhow that in order to prove that a certain mackeiduct
is tantamount to an abusive of dominant positiba,Gommission is not required to carry
out as meticulous an economic analysis as thetgeeformed in thdelefonica
decision. As the CFI held:

[T]he [only] anti-competitive effect which the Conssion is required to

demonstrate relates to the possible barriers wiilelitsche Telekom’s] pricing
practices could have created for the growth of aetitipn in that market?

¥ Seee.g, Cases C-95/04, British Airways v. Commission, 2B0C.R. I-2331, at para. 123; and
Wanadogsupranote 15, at paras. 253-67.

% CFI judgmentsupranote 1, at para. 235. 23
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V. OUTLOOK

TheDeutsche Telekomuling certainly contains a number of important
clarifications on the application of the margin eqge test in regulated industries.
Already the Commission’s decision has served asdehfor a number of similar cases
at the EC and national levels, the most promingatple being the Commission’s
decision against Telefénica in July 2007. It carm®bverlooked that the margin squeeze
test also gains in importance in other network gtdes characterized by the presence of
vertically integrated operators. In France, the €adrde la concurrence recently adopted
a decision against an electricity provider basethermargin squeeze test.

However, it has to be recalled that the CFI, whiley endorsing the line taken by
the Commission, has not necessarily set out a atdrassessment for any such cases
within the European Union. For example, the CHiesteent that in this particular case it
was legal for the Commission to rely on the “hymtittal competitor test” does not imply
that the “as efficient competitor test” may notapgplied in other cases whenever
appropriate. Similarly, the CFI's conclusion tha demonstration of anticompetitive
effects carried out by the Commission in this aaas sufficient does not mean that in
other cases a deeper economic analysis may bentedrd herefore, some of the
criticisms seem to be overstated when they asshateiteDeutsche Telekondgment
(unduly) narrows the assessment of margin squeesasc

The company now appears to have lodged an appeaelibe ECJ against the

CFI judgment® possibly along the lines of its earlier defendeisappeal by Deutsche

% Case C-280/08, Deutsche Telekom v. Commissionef@ip the CPI of Case T-271/@eutsche
Telekon. 24
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Telekom may have been driven to some extent bpé¢heing damage claims before the
national civil courts, like in th&elefonicacase. While it does not seem very likely at this
stage that the appeal will be successful, the isakssment of the issues discussed will

only be known years from now.

25
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