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Introduction

Telecommunications – as well as other network industries – are generally characterised by high fixed costs and large economies of scale. This implies constantly decreasing average total costs with the expansion of production volumes. As a consequence, telecommunications have come to be regarded as a natural monopoly which will de facto prevent third parties from entering the market. Although the notion that telecommunication markets in general can be regarded as a natural monopoly has been successful challenged by technical progress - which eventually gave rise to the liberalisation of telecommunications - there is still widespread belief among economists and policy makers that at least parts of the industry still show signs of a natural monopoly. Thus the existence of structural market failure would make it impossible to govern these industries solely by means of general competition law, and some sort of proactive ex-ante regulation “to redress market failures and to ensure effective and sustainable competition over a foreseeable time horizon”
 would be required.
The New Regulatory Framework (NRF) which guides telecommunications regulation in the EU has responded to this situation. It has established a two-step approach for regulating the telecommunications sector. In the first step the so called Three-Criteria-Test (TCT) is applied with the aim to identify those markets which still, despite rapid technological progress and the development of alternative ways of supplying telecommunications services, should be subject to regulatory intervention in principle. The three criteria are: 

1. The market shows high and non-transitory barriers to entry, and
2. market structures do not tend towards effective competition in a relevant time horizon, and
3.
application of competition law alone does not adequately address the market 
failure.

The execution of the TCT is specified in the Commission’s Recommendation on relevant markets. This paper clearly states that it is sufficient if any one of the criteria is not fulfilled to exempt the market from ex-ante regulation. There is no hierarchy between the three criteria, and they are to be adopted together. This implies that it requires all three criteria to be met to consider the market for regulation:

“These criteria should be applied cumulatively so that failing any one of them means that the market should not be identified in subsequent recommendations.” (Rec. 16, Market Recommendation).

If the application of the TCT has shown that regulatory intervention might be justified in principle, the National Regulatory Authority in a second step analyses whether one or more operators possess significant market power (SMP) on the respective market. Only if SMP can be found, ex-ante regulation is warranted and regulatory obligations will be imposed on the SMP-operator(s).
Many specific features of the market analysis procedure and its implications have been intensively discussed in recent years. A lot has been written about the supposed impact of regulation on investment levels and GDP, about how to treat new and emerging markets, about the correct and consistent application of remedies and, quite recently, about the merits and disadvantages of (functionally) separating the incumbent’s access network from downstream services, but rather little has been said on the TCT itself. This is quite surprising given the importance of the TCT as the sole justification for regulation. If the criteria cannot be met, regulation is generally not warranted. The test is, so to say, the foundation which supports the whole regulatory structure. Methodological faults and practical mistakes at the level of the TCT will ripple through the whole regulatory exercise and severely question the appropriateness of the final regulatory obligation. Hence it is absolutely vital that the basic presumptions of the TCT are economically sound and that the test is carried out properly.

Markets on which the TCT is applied, are defined in accordance with competition law principles. The same goes for the SMP analysis. The definition of SMP resembles the standard competition law definition of dominance as has been developed by the European Court of Justice. The application of competition law principles has been heralded as a major step towards a sound economic justification for ex-ante sector specific regulation leading to a more accountable, consistent and transparent regulatory regime. Although the analytical standard required by the NRF is certainly much higher than under the previous framework, we question the assumption that ex-ante regulation can by justified by competition law principles – and in particular by the competition law concept of “dominance/SMP”. 
In this paper it will argued that the TCT and the SMP analysis are two distinct analytical tools which give answers to different questions and therefore must not be confounded or substituted by each other. We will argue that the SMP analysis is inappropriate for justifying ex-ante regulation and instead much more emphasis must be placed on the TCT. It will further be argued that, unlike the SMP analysis, the TCT indeed can be a useful tool for justifying regulation – and deregulation – if adopted properly. However, the three criteria have to be defined more precisely, and more emphasis must be put on a rigorous application of the TCT by the EU Commission and national regulators. We expect that adopting the TCT as intended will lead to a much leaner regulatory regime and that this will play an important role in transferring large parts of the industry towards the sole application of general competition law. Unfortunately in regulatory practice the TCT is rarely adopted as originally intended by the architects of the NRF.
The currently prepared revision of the Recommendation on relevant markets provides an excellent opportunity to re-draft the criteria and to make sure that the benefits to be derived from their application will actually materialise. 
Monopolistic bottlenecks as justification for ex-ante regulation
Ex-ante regulation severely impairs the property rights of private companies and strongly influences market structures and market results. Thus ex-ante regulation must only be applied in exceptional cases of market failure. The intervention must be governed by a precise and conclusive set of rules based on sound economic theory. According to modern network economics ex-ante regulation is only justified in clearly defined cases of monopolistic bottlenecks
. One of the conditions that must be fulfilled is the existence of a natural monopoly. A natural monopoly is generally characterised by subadditivity of costs, meaning that a product can be produced more efficiently by one company than by many.
 This is especially the case in industries with high fixed costs and subsequent large economies of scale leading to constantly decreasing total average costs. As telecommunications are characterised by very high fixed costs, the industry – or parts of it – might be showing some signs of a natural monopoly indeed. However, even if this were the case this would still be no carte blanche for regulation. As has been shown by the theory of contestable markets
, even a natural monopolist will produce efficiently if it is disciplined by the constant threat of market entry by third parties. Thus the question of whether to regulate a natural monopoly or not becomes a question of whether market entry is possible or not. It is not a question of whether market entry will actually occur but just whether it would be possible. 
Most notably market entry is unlikely to occur in case of significant sunk costs.
 This is always the case if capital investments cannot be sold or used otherwise, once a company wants to exit the market. This implies that once an investment has been made, the investor is bound to this decision and cannot reverse it or influence allocation; all following decisions are determined by the first expenditure:  

[Sunk costs are] “… cost amounts which are no more under control, i.e. they are no more open to decision making. They can not be rejected, reduced or recovered.”

Although sunk costs are also mainly fixed in the sense that they do not vary with the level of output, they are not necessarily the same as fixed costs and need not be confused with them. Other than with “normal” fixed costs selling or redeploying of the assets is no option with sunk costs. Once the investment has been made, the respective costs are “sunk”, they cannot even partially be recovered and market exit will become rather costly. The fact that the incumbent is the only firm which already has incurred the costs makes room for strategic behaviour and makes it most likely that the incumbent can scare off any attempts of potential new entrants to enter the market. As the incumbent has already borne all costs related to the sunk investment and cannot recover them even in case of market exit it is rational to ignore (parts or all) of the sunk costs when setting prices in response to a new entrant. Thus any new entrant must expect that the incumbent will respond to the market entry by setting its prices below the point where it will recover (parts or all) of the sunk costs. This will deter new entrants because they can hardly expect to make any profit by entering the market even if they would produce as efficiently as the incumbent or even more efficiently. Since the threat to lower prices quite quickly as a response to any new market entry, the incumbent can set prices at monopoly levels without the fear of inducing third party market entry and thus can take advantage of stable monopoly rents. 

Focussing on the structural conditions for market entry in order to identify monopolistic bottlenecks refers to Stigler’s definition of barriers to entry. According to Stigler barriers to entry can be defined “as a cost of producing (at some or every rate of output) which must be borne by a firm which seeks to enter an industry but which is not borne by firms already in the industry”
, i.e. significant additional upfront costs for the new entrant which the incumbent must not bear. As has been noted, for example, by Schmalensee, Stigler´s definition implies that economies of scale do not count as barriers to entry if cost functions are identical for both incumbent and new entrant. The same goes for other parameters like product differentiation, amount of capital required as well as reputation and goodwill, since they all apply to the incumbent and the new entrant.
 
The Three Criteria

According to the theory of monopolistic bottlenecks ex-ante regulation is only justified in case of a natural monopoly in conjunction with significant sunk costs. By providing a conclusive model for the analysis of market failure in network industries it offers policy makers clear guidance regarding the justification and the scope of sector specific ex-ante regulation. However, the NRF makes no reference to the theory of monopolistic bottlenecks at all. In fact, the Directives are rather silent with respect to the theoretic foundations of the proposed regulation and just state that “[T]here is a need for ex-ante obligations in certain circumstances in order to ensure the development of a competitive market.” (Recital 25, Framework Directives) When determining whether ex-ante regulation is justified or not, the Commission focuses on the question whether this market is effectively competitive and - in case it is not - whether general competition law is sufficient to remedy the competition problem.
 This is being tested by means of the TCT. 
From a normative point of view, the main question is whether the TCT is a suitable tool to identify monopolistic bottlenecks and thus ensures adequate regulation of the telecommunications sector or whether the application of the test will lead to welfare reducing overregulation or to little regulation. Much of the relevance of the TCT depends on the definition of the criteria and their application in practice. Unfortunately the three criteria are not precisely defined and leave ample room for interpretation. Hence, a lot depends on how the criteria are interpreted in any specific context. In the following chapter, we will illustrate this problem by describing the criteria and discussing various possible interpretations and their consequences.

1. High and non-transitory barriers to entry

One of the indicators for the intensity of competition in a market is the existence of barriers to entry. Barriers to entry are one of the key prerequisites for the existence of monopolistic bottlenecks, since they are crucial in determining whether a market is contestable or not. They are, as the ERG rightly points out “[T]he underlying source of most of the competition problems related to market power in communications markets.”
 If on the other hand barriers to entry do not exist, actual or potential market entry will lead to efficient market results. As has been described above, barriers to entry exist if cost functions are asymmetrical, since there are costs which have to be borne by the new entrant but not by the incumbent. 
In the following we take a closer look at the definition of barriers to entry in the TCT. Is the definition consistent with what has been argued above?
Barriers to entry exist in various forms. The Market Recommendation distinguishes between structural and legal or regulatory barriers to entry. In order to justify regulation, barriers to entry need to be high and non-transitory (Rec. 9 Market Recommendation), but no explanation is given on how to operationalise these conditions. 

Recital 11, Market Recommendation gives some further description of structural barriers to entry, focussing on asymmetric market structures which favour the incumbent and hinder third party market entry: 

“Structural barriers to entry result from original cost or demand conditions that create asymmetric conditions between incumbents and new entrants impeding or preventing market entry of the latter. For instance, high structural barriers may be found to exist when the market is characterised by substantial economies of scale and/or economies of scope and high sunk cost.  (…) A related structural barrier can also exist where the provision of service requires a network component that cannot be technically duplicated or only duplicated at a cost that makes it uneconomic for competitors.” (Rec. 11, Market Recommendation)

The Commission’s focus on asymmetric market conditions is consistent with Stigler’s definition of barriers to entry as costs which have to be borne by the new entrant alone but not by the incumbent. This is certainly true with regard to sunk costs. These are irreversible costs which only influence the new entrant’s decision whether to enter the market or not but are irrelevant for the incumbents decision making process further on, because the incumbent has already “sunk” these costs. Apart from sunk costs the Commission also mentions economies of scale and scope. The word “and” in the enumeration seems to imply that in case of economies of scale and scope barriers to entry only exist in combination with sunk costs. Such an interpretation would be in line with the economic foundations of the theory of monopolistic bottlenecks, but on the other hand, one wonders why the Commission does mention economies of scale and scope at all. They are neither necessary nor sufficient for the existence of barriers to entry. They affect the new entrant and the incumbent alike and are therefore not costs which unilaterally affect the new entrant. There are many markets which show strong economies of scale and/or scope, for example, chemicals, automotive manufacturing or banking without anyone arguing for ex-ante regulation due to scale effects. If economies of scale per se are taken as a reason for regulating access to an incumbent’s assets, no incentive exists for companies to invest in large scale production facilities which would lead to sub-optimal average levels of productivity in the market. 
It would be very helpful for further application of the test if the Commission were more precise about the definition of asymmetrical market conditions and would clarify that sunk costs rather than scale economics are the essential criterion for the existence of significant barriers to entry. 
Another factor that may – according to the Commission - generate barriers to entry, is the dependency of service provision on access to a network which cannot easily be duplicated. In telecommunications this is regularly associated with the fact that the network – or parts of it – may show signs of a natural monopoly. High fixed costs and large economies of scale might lead to subadditive average costs, so that network capacity can most efficiently be provided by only one player. This will prevent entry by third parties. However, as has been argued above – the fact that one firm can produce more efficiently than a number of companies is in itself no reason for ex-ante regulation. As long as the market is contestable the incumbent is forced to behave as if the market were competitive, because once he would behave like a monopolist and set prices and output accordingly the resulting supernormal profits would induce third party market entry. Hence, the Commission should further clarify the characteristics of a non-replicable asset. It should be stressed that existence of a natural monopoly is a necessary but not sufficient precondition for a non-replicable asset; it must be coupled with high sunk in order to prevent market entry and the duplication of the respective asset.
Besides, Recital 11 of the Market Recommendation gives no indication of how to measure whether an asset is replicable or not. What does ‘duplication’ mean? Is it meant to be the exact physical duplication of an already existing asset? During which time span must an asset be replicated? How often must an asset be replicated? As long as these questions go unanswered, regulatory authorities might be tempted to answer the question of replication on an empirical basis. According to such an approach, replication would be possible if the asset actually had been duplicated once. This of course would be a very simplistic and possibly self fulfilling approach, because the possibility of ex-ante regulation would lead to strategic gaming. New entrants might be tempted to hold back certain investments in order to “proof” that the asset is not replicable and so induce regulatory action. 
However, despite these arguments the Commission is obviously still convinced to be able to demonstrate the existence of barriers to entry by empirical means. In its draft document on the Revision of the Market Recommendation the Commission explicitly proposes to include an empirical test criterion: 

“In assessing whether entry barriers are likely to be persistent absent regulation, it must be examined whether the industry has experienced frequent and successful entry and whether entry has been or is likely in the future to be sufficiently immediate and persistent to limit market power.” (Commission staff working document, Recital 9, p. 49)
According to the theory of critical rationalism, scientific theories can always only be falsified by empirical evidence but never verified.
 Hence the significance of empirical evidence is limited. On the one hand empirical evidence of market entry will falsify the assumption of their existence, but on the other hand non-evidence of market entry does not automatically verify the existence of barriers to entry. Apart from the principle reservations about the significance of empirical evidence (which generally can only show that barriers to entry do not exist but does not allow any judgement about their existence) another critique applies. In its proposal the Commission characterises the term “barriers to entry” in a very narrow way, requiring “frequent” and/or “immediate” entry. If these really were the criteria on which to assess the existence of barriers to entry, nearly all industries with large fixed costs and high initial investments would be in need of ex-ante regulation. It is very unlikely that taken the characteristics of telecommunication industries market entry will be frequent let alone immediate. But this of course is not a market failure but is quite common in a number of other industries as well and cannot justify ex-ante regulation.
Furthermore the Commission mentions legal or regulatory barriers to entry. These are not the result of legal or administrative action (for example, licenses or professional certificates as a prerequisite to enter a market). As such they can only be removed by political/regulatory action, and it is doubtful whether they can be taken to justify ex-ante price and access regulation at all. Instead of imposing ex-ante regulation a regular check as to whether the conditions which have led to the imposition of regulatory barriers are still valid, might avoid unnecessary market distortions. Regarding legal or regulatory barriers the Commission explicitly mentions rules or regulations of access to spectrum which might put “a limit on the number of undertakings that have access to spectrum for the provision of underlying services”. (Recital 12, Market Recommendation). However, scarcity of spectrum is not per se a barrier to entry, provided that there has been a market based allocation process and/or spectrum rights are tradable. Furthermore, new entrants might try to buy owners of spectrum rights already in the market in order to enter.
 Thus, especially in the case of spectrum, it would be welfare enhancing to remove existing regulations on spectrum in order to let the market evaluate the true value of spectrum rights instead of imposing ex-ante regulation with the risk of distorting the market. 
2. No tendency towards competition

The second criterion takes account of the fact that even if barriers to entry are rather high, they nevertheless might be overcome by a number of companies so that the market might still tend towards effective competition. The criterion tries to assess “the state of competition behind the barriers to entry”
 which in fact might be particularly fierce, as companies that have actually entered the market have made a great effort to do so and will fight to stay in, in order not to incur considerable exit costs.
Basically, the second criterion relates to oligopolistic market structures. It is not so much a test criterion for market failure but instead tries to assess the possibility of competition in oligopolistic market structures. This criterion finds its theoretic foundation in the structure-conduct-performance paradigm, which assumes a causal relationship between a particular market structure – in this case a (tight) oligopoly – and the behaviour of the market participants which again directly influences the market outcome.
 Although competition law - in the form of market shares - does indeed believe in a rather explicit relationship between levels of concentration in an industry and the conduct of firms, economic theory so far has not been able to demonstrate a general relationship between structure, conduct and performance and to exactly define at which point levels of concentration become a problem. The question whether structural criteria can be in any case an indicator for the level of competition on a given market, has been, and still is, discussed very controversially and interferences in the market process based on structural criteria are strongly rejected by the critics.

The second criterion tries to evade the problem of assessing market structures by directly turning to the results, i.e. performance of the market mechanism. According to the Commission ex-ante regulation is not justified if the “market tends towards effective competition” (Rec. 14 Market Recommendation). This would be especially the case when a “sufficient” number of firms have “diverging cost structures” and are facing a “price-elastic market demand. (…) In such markets, market shares may change over time and/or falling prices may be observed.”  (Rec. 14, Market Recommendation).
Any attempt to justify regulatory intervention based on an assessment of the state of competition of a given market is subject to fundamental and practical objections. The most fundamental question is the reference against which to measure the actual market outcome. In order to be able to qualify a certain market outcome as “good” or “bad” one must be able to assess the market outcome which would be reached under ideal conditions. Apart from the fact that the conditions for “perfect competition” can never be reached in practice, even if it were somehow possible, market results will nevertheless be unpredictable. This is due to the fact that the market process, as has been shown by von Hayek, is not a conscious invention by man but a spontaneous order which is the result of human action but not of human design.
 Since the market process does not follow a pre-defined, elaborate master plan, no one can for sure predict its results, which are the more or less unintended result of various autonomous interactions of a number of individuals. The best we can do is to define “pattern-predictions” which might be characterized as a sort of best guess regarding the expected results under certain circumstances. 
However, apart from the fundamental objections, several practical problems arise. First of all the Commission’s notice of “diverging cost structures” does not seem to be a very plausible parameter for measuring competition in telecommunications markets, since it can be expected that in markets with largely homogenous products, competition will force all companies to adopt efficient processes of production which in the end will lead to similar cost structures across the industry. Rather would there be a problem, if this were not the case: The fact that companies in an oligopoly are able to survive with diverging cost structures might be a sign for non-competitive markets. Thus, the Commission’s indicator is more an indication for too little rather than sufficient competition.
In addition, the notion of ‘tending’ towards competition leaves ample scope for arbitrariness due to the fact that the success or the quality of “competition” is hard to measure. Is it sufficient, if the number of competitors in a market rises every year? How is high fluctuation in a market interpreted in this context? Is it a positive or a negative sign in terms of tendencies towards competition? A large number of exits from a market can either be a sign for insufficient sustainability of competition or of low barriers to exit which might stimulate entrance. Much therefore depends on the notion of competition. If it is assumed that competition is only achieved in a polypolistic market with high transparency, many players and immediate response of supply and demand to changes in prices and perfectly rationale behaviour of actors, then there will never be competition, and any market would have to be regulated. Therefore, a realistic model of competition would be less focussed on the actual market results but rather on the principal possibility for competitive interaction. 
Another factor that is difficult to interpret is the development of prices which is often taken as an indicator of functioning competition quite uncritically. What, for example, if prices rise rather than decrease? Is this a sign of the ability to earn supernormal profits or is this due to the fact that an innovative producer has been able to charge more for his products due to superior features or superior brand image? In addition, there is the problem of “reverse causality”: a polypolistic market structure does not always lead to good economic results in the sense of lower prices, as is assumed by the structure-conduct-performance paradigm. To the contrary, low prices adopted by one company can in fact lead to higher market shares of this company. Hence, there is a trade-off between low prices and high market shares. We are rather sceptical whether in these cases the second criterion will be able to correctly assess the relationship between prices and market shares. The only evidence which quite clearly seems to indicate a (tendency) towards effective competition would be an oligopoly characterised by decreasing prices and constantly changing market shares. But this must not be interpreted the other way round, given the logical limitations of empirical evidence with regard to verifying pre-defined hypotheses. The absence of decreasing prices and changing market shares is no sufficient proof for the absence of competition but might be attributed to various other reasons.
3. Insufficiency of general competition law 

Finally, the third criterion concerns the sufficiency of general competition law in remedying the identified market failure. Only if general competition law is not sufficient for restoring effective competition on the market, ex-ante regulation will be justified.

The decision to identify a market as justifying possible ex-ante regulation should also depend on an assessment of the sufficiency of competition law in reducing or removing such barriers or in restoring effective competition. (Recital 15, Market Recommendation)
Compared with the first two criteria the third criterion is distinctively different. Whereas the first and second criteria measure and identify structural patterns of market failure possibly inherent in telecommunications, the third criterion asks whether these aspects of market failure can be remedied by general competition law. The third criterion does not add yet another aspect of market failure to the test catalogue but instead gives the general justification for ex-ante regulation. It is not an economic criterion but an efficiency test regarding the adequacy of the existing set of rules under general competition law. Since if the beforehand identified market failure could be somehow remedied by general competition law alone, ex-ante regulation would be not justified in principle. 
Furthermore, the third criterion is not a static criterion in the sense of “observing” certain structural results of the market process – barriers to entry; oligopolistic market structures – but a “dynamic” criterion in the sense that it applies a deliberately planned, man made set of rules. Theses rules, as well as their application and interpretation, may change over time which might lead to different results concerning their efficiency in remedying market failure. One striking example is the development of the essential facilities doctrine and their integration into European and national general competition law, which in turn led to a different assessment of the efficiency of general competition law regarding certain competition problems. 
Due to its fundamental importance and its potentially changing nature, it is very important that the conditions for evaluating the sufficiency of the third criterion are made very clear. Unfortunately, the Commission is quite vague on this subject and gives only some rather general examples as to when general competition law is considered to be insufficient:
 

· Necessary remedies cannot be imposed under competition law,
· Extensive compliance requirements exist,
· Frequent or timely intervention is indispensable,
· Creating legal certainty is of paramount concern.

But what exactly do phrases like “extensive compliance requirements”, “frequent and timely intervention”, and “legal certainty” mean? And why can they not be met by general competition law. Without a detailed definition and thorough case by case analysis the above mentioned conditions risk becoming some sort of generally accepted prerequisites which in principle cannot be fulfilled by general competition law. However, if this were be the case, why bother to test the third criterion anyhow?
Furthermore, there is the general problem of demonstrating that general competition law is not sufficient if it has not been tried on these markets before.
 Apart from the justification of ex-ante regulation in the first place, this aspect also has severe consequences for deregulation and lifting of obsolete ex-ante obligations. Take the case of a specific market which is considered to be ripe for deregulation. Ex-ante obligations are lifted and the market will be governed under the sole authority of general competition law. Imagine that after the lifting of ex-ante obligation the structure of the market will change. Some parties will gain market share and some will be forced to exit the market. Will the regulatory authority be tempted to interpret this as a sign that general competition law is insufficient and ex-ante regulation will yield superior results?
Furthermore potential limits of the essential facilities doctrine have to be clarified. After all, the doctrine has been explicitly included into the scope of general competition law to open markets in order to facilitate downstream competition. Why is the essential facilities doctrine deemed sufficient in most parts of the economy but not in telecommunications? Is it just because of timely considerations? If yes, would it be possible to speed up the procedure under competition law? If not, could general competition law ever be applied towards telecommunications? 
Finally, clarification is needed as to which kind of competition problems must be considered by the third criterion at all: All kinds of competition problems generally addressed by competition law? This is rather not the case. Such an interpretation runs counter to the logic of the TCT. The first and second criteria exclusively deal with structural competition problems. The question whether general competition law is sufficient, thus addresses only those prior identified structural problems. Without perceived structural problems on telecommunications markets, no one would ask whether it would be sufficient or not. From this it follows that general competition law is by definition sufficient to address all non-structural competition problems, regardless of the industry concerned. Hence, strategic behaviour – as opposed to structural market conditions – does not fall into the scope of the TCT. This includes such classic abusive behaviour as predatory pricing, limit pricing, fidelity rebates and bundled rebates, product differentiation and advertising, tying, exclusive dealing arrangements, and refusal to supply.
 All of this is not linked to structural particularities of certain markets or industries and thus can as a matter of principle be dealt with by means of general competition law.
The relationship between the Three Criteria Test and the SMP Analysis

The NRF follows a two step approach in trying to justify ex-ante regulation. First the TCT must be fulfilled and second SMP must be found on the respective market. The definition of SMP is based on competition law methodology. It follows the existing case-law of the Court of First Instance and the European Court of Justice concerning the notion of dominant position within the meaning of Article 82 of the EC Treaty and Article 2 of the Merger Control Regulation and stresses the ability of firms to behave independently from competitors: 

An undertaking shall be deemed to have significant market power if, either individually or jointly with others, it enjoys a position equivalent to dominance, that is to say a position of economic strength affording it the power to behave to an appreciable extent independently of competitors, customers and ultimately consumers. (Art. 14, Framework Directive)

Only if both tests are positive, ex-ante regulation is justified. Thus, as can also be deduced from the logic of the third criterion, competition law alone cannot justify ex-ante regulation. By establishing an additional analytical hurdle, the two step approach takes into account the fact that ex-ante regulation is in principle alien to market based economies and must only be applied in well defined, exceptional cases. 

Basically, a distinction has to be made between administrative acts that monitor competition and regulation that aims at generating competition in a market that emerges from a former monopolistic regime. The main purpose of general competition law is the protection of competition. This generally has two aspects: The protection against abusive conduct of dominant players and protection against market structures which might limit competition (merger control). This of course implies that markets and competition already exist. If, on the other hand, in case of market failure markets and/or competition cannot develop, ex-ante regulation might be needed to remedy the market failure and enable the development of a competitive market in the first place. The scope of the TCT is to provide an instrument to distinguish between the two on the basis of the possibility for the development of competition. This has been clarified by the European Commission in Recital 25, of the Framework Directive:

“There is a need for ex-ante obligations in order to ensure the development of a competitive market.” (Rec. 25, FD)

The term “development of a competitive market” is quite important in this respect. It indicates that justification for ex-ante regulation depends on the potential for competition, not on the actual existence of competition. This is exactly what is being tested by the first and second criterion and what is being reinforced by the Commissions so called “forward looking approach”. Likewise this implies that ex-ante regulation cannot be justified by measuring the current quality of competition, for example by looking at the division of market shares, but only by asking whether structural (or legal) particularities prevent the development of competitive markets in the first place. By focussing on the long term obstacles for the emergence of competitive markets the Commissions correctly rejects any neoclassical interpretation of market failure based on the notion of an allocative optimum. Rather, the decisive question is whether competition can in principle evolve – irrespective of the actual market outcome resulting from the market process itself. 

This of course has severe theoretical and practical implications for the concept of SMP in – inter alia – justifying ex-ante regulation. SMP is a competition law concept and as such not applicable for justifying ex-ante regulation. It analyses the state of competition and asks whether one or more undertakings have the ability to unlawfully limit the intensity of competition. But in order to be able to limit competition, some sort of competition must already exist; otherwise competition could not be limited. But if competition is developing in principle, ex-ante regulation is not warranted even if the competition might be restrained by SMP. Hence the theoretical concept of SMP is completely irrelevant for justifying ex-ante regulation. Ex-ante regulation is only justified in case of market failure tested by the TCT. This is in line with the logic of the two-step approach which makes passing of the TCT a prerequisite for ex-ante regulation. But once it has been passed regulation might be justified without an additional SMP test. The fact whether a market shows signs of SMP has nothing to do with the fact that such a market is in need for regulation because SMP is not a concept primarily designed to detect a structural (or legal) market failure. The mere fact that some company is able to limit competition does not necessarily imply the existence of structural (or legal) market failure. It might as well be the case that the dominant company just has a better product or superior brand image which would not justify any intervention at all, or it might be due to abusive behaviour which would be a case for competition law intervention. 

Apart from theoretical considerations the practical added value of the SMP analysis for justifying ex-ante regulation is also close to zero. This is because the TCT determines the existence of SMP. It is just not possible that a market characterised by monopolistic bottlenecks due to persistent barriers to entry and no long term tendency towards competition and therefore resulting in such severe competition problems which cannot be remedied by general competition law, does not show signs of SMP.

However, although the added value of the additional SMP analysis with regard to justifying ex-ante regulation is barely visible, one might argue that at least it does not do any practical harm - apart from added workload - either. After all, the SMP analysis does not change the decision for ex-ante regulation since the finding of SMP is determined by the fact that the TCT has been met. This in fact would be true provided the TCT is being carried out carefully and properly. Unfortunately this is not the case. The test is only carried out cursorily and does not relate to specific markets in specific Member States. Instead it refers to the competitive situation on artificial average European telecommunications markets, which in itself is hardly a substantial justification for ex-ante regulation on real markets. Furthermore, the analysis does not go into details but only argues with quite general statements regarding the possibility for market entry or the future development of competition. Stochastic or econometric analysis is completely missing. However, despite the severe limits of the analysis, the Commission nevertheless states that the markets listed in the Market Recommendation create a “presumption that the tree criteria are met”. Therefore, according to the Commission, “NRAs do not need to reconsider the three criteria”.

This conclusion is a fundamental mistake. By sparing the NRAs to carry out the TCT on their respective markets, the focus of the national market analysis shifts towards the SMP analysis. This completely turns the analytical process for justifying ex-ante regulation upside down. Instead of carefully applying the TCT in order to analyse specific structural (or legal) aspects of market failure the analysis turns to the SMP analysis that is irrelevant as far as the justification for ex-ante regulation is concerned. This has huge consequences for the scope and intensity of regulation. First of all, as has been argued above, it is fundamentally impossible, that in case the TCT has been met, SMP analysis will lead to the conclusion of non-SMP. Thus, if the TCT has been conducted improperly, any subsequent ex-ante regulation rests on shaky ground and is basically more or less invalid. This problem is being exacerbated by the fact that the two-step approach gives rise to the notion that the TCT need not necessarily be carried out with utmost care and precision as long as the SMP analysis is carefully applied. By this the SMP analysis becomes a de-facto substitute for an improperly conducted TCT. As a result, SMP will no longer be the trigger for ex-post intervention regarding abusive behaviour as is the case with Art. 82, but will also automatically justify ex-ante regulation. This takes the whole market analysis in the wrong direction, since SMP can generally occur on any market in any industry and can in no way justify ex-ante regulation on its own. The reliance on SMP as the “weaker” concept compared to the TCT thus bears the risk of substantial over-regulation, because markets might be regulated on the basis of SMP which, would not have passed the TCT in the first place if applied properly. This is particularly important with regard to the strong fixation on market shares in the market analysis process. Although the Commission acknowledges that market shares alone are not sufficient for SMP, they are the most important criterion concerning the practical execution of the SMP-Analysis: In its SMP Guidelines the Commission states that “Market shares are often used as a proxy for market power“, and explicitly refers to the assessment of market power within the decision making practice of Article 82. This process is very much influenced by market shares and generally assumes that dominance occurs at market shares of 40%, and more or less takes dominance for granted in case of markets shares of 50% or more.
 Thus, in the end, the justification for ex-ante regulation might be mostly based on market shares, which in itself have only limited relevance to the concept of market failure and monopolistic bottlenecks. 
However, in some cases the SMP analysis has even led to deregulation, despite the fact that the markets had been listed in the Market Recommendation and no further TCT had been carried out by the NRA. The same goes for cases where the NRA did in fact carry out an additional TCT, which the market passed, and yet did not found SMP on the respective market. Such results are downright impossible from a theoretical point of view. They cast serious doubts on the validity of the current approach for justifying ex-ante regulation and give rise to the apprehension that in practice ex-ante regulation is not well founded. 
The application of the test
1. The German case
The following chapter mainly refers to regulatory practice in Germany. The German Telecommunications Law introduces the TCT as the threshold beyond which regulation should not be adopted any more (Art.10,2 TKG). Thus, before any regulatory measures are implemented, a thorough test should be performed; if its results deny the need to regulate, the control of behaviour of market players should be left to competition law. However, in practice, the test is only cursorily applied (see Möschel 2007), as it is generally assumed that all network based markets tend to need regulatory intervention. This attitude has been explicitly confirmed by Kurth, president of the German Regulatory Authority who holds that infrastructure regulation is no transitory matter which accompanies the transformation of monopolistic into competitive markets, but a permanent task that guarantees the provision of high performance infrastructures in order to serve the public interest (Kurth in MMR??).This suggests that only regulation guarantees conformity with superior public interests. Therefore, it comes to no surprise that the TCT is not taken seriously, as its results are anticipated. 

The same position is maintained in a popular annotation of the Telecommunications Law (Säcker)
. Here a phasing out of regulation and its substitution by competition law is deemed ‘unreasonable’, as the problems to be dealt with are not a mere question of the abatement of misuse of a dominant position. According to Säcker regulation has to guarantee that the holder of a natural monopoly is bound to pursue public welfare, as telecommunication and energy are of utmost importance for the functioning of the economy. Thus, the fact that regulation itself may set important incentives to maintain or to overcome an assumed ‘natural’ monopoly, is neglected.

The market notification documents show that in most cases, the markets analysis starts with the test of significant market power (SMP). Very rarely this is preceded by an empirical TCT (see Cullen 2006 and 2007). However, as shown above, SMP tests would be superfluous if there were proper TCTs. If in a market all three criteria are fulfilled, a situation where there is no SMP is unconceivable. 

The handling of the third criterion in Germany is also rather superficial. The president of the NRA, Kurth, holds very generally that Competition Law cannot deal with telecommunications markets:

“The adoption of General Competition Law alone would only allow for distinct intervention in individual cases. Here much more detailed competences are needed to carry out positive regulations, for example, continuous monitoring and frequent intervention” (BNA, Draft Notification, p. 107).
However, as Möschel states, this is true for all situations and all markets; hence no test is needed to verify a third criterion, because it is always fulfilled (Möschel 2007, p.8). Adopting the criterion in such a general way contradicts the intention of the law. 

2. Further Examples 
The following table documents the procedures adopted by various countries and the results obtained in the market analysis exercise for Market 4 (Publicly available international telephone services provided at a fixed location for residential customers). It shows the criteria adopted to justify notifications. The information has been obtained from the regulatory database of Cullen International. The selection of countries followed three criteria: the relevance of the country for European telecommunication markets, timing of market analysis and availability of relevant material. (see page 15)

The examples presented in the table show that in practice only a small minority of countries uses the TCT to identify the need for regulation. Only Sweden explicitly refers to the three criteria and actually conducts a proper test. Germany refers to the TCT, but decides that a cursory examination is sufficient and indeed intended by the NRF. Most countries proceed immediately to SMP tests without even mentioning the TCT. A look at the notification documents also shows that it is often not quite clear whether the ‘tests’ or ‘analyses’ aim at identifying a need for regulation or whether they search for possible SMP candidates. The criteria and empirical material to be consulted may be similar in both cases, but the understanding of regulation (and its justification in a market economy) underlying the methods adopted, are quite different. 

In some cases, regulators have tested just one or two of the three criteria, which makes sense as the non-fulfilment of one criterion is sufficient to abstain from ex-ante regulation. In the specific market of international telephone services in most cases the existence of SMP was denied. Hence, it can be assumed that a lot of regulatory bureaucracy could have been avoided, if regulators had adopted the TCT instead of complex SMP tests. 

Despite the great heterogeneity of approaches, one feature common to most analyses is the combined test for regulatory needs and for SMP. 

Austria is a good example: The regulator has commissioned a study to independent experts who analyse SMP. The analysis combines elements of the TCT and other criteria to determine whether regulation might be needed. The conclusions are drawn on the basis of an empirical analysis of market developments. The factors to be examined are suitable for a test on  the existence of SMP; they include: market shares in various market segments, prices, entry barriers, innovation activity and quality of service. All in all competition is considered to be sustainable and no need for regulation is seen in Market 4. 

A positive feature of the Austrian regulatory practice is that at least two of the three criteria are examined in a relatively thorough empirical analysis.  However, this is then mixed up with comprehensive SMP tests which are systematically inconsistent with the TCT findings.

In Sweden, the regulator has conducted the TCT specifically referring to the ‘three criteria’. He found that the ‘markets are not relevant for ex ante regulation’. The criterion of barriers to market entry was denied because of the existence of carrier selection (CS) and carrier pre-selection (CPS) which are considered to heal the SMP of Telia Sonera in the relevant markets. As a result, the incumbent operator is obliged to provide CS and CPS. (Swedish draft notification to the Commission for markets 3-6.). The Swedish result, thus, rests on a correct application of the TCT. As the first criterion was not fulfilled, the other two did not have to be checked, as only in the case of cumulative fulfilment, ex-ante regulation would be justified.

Some cases show surprising results: The Danish regulator found that TDC has SMP in Market 4, but he considers regulation at the wholesale level as sufficient to solve the competition problem at the retail level. Logically, however, there should not be SMP in retail markets, if there is effective regulation at the wholesale level, as reducing market entry barriers in wholesale markets should open the way for effective competition at the retail level.

The Commission has vetoed Finland’s notification of Market 4, stating that there was not enough empirical evidence to support the conclusion that there was no SMP. However, the situation in Finland is very similar to that in other countries where the conclusion that there was no SMP was accepted by the Commission. It has to be said, however, that the Finnish regulator has at least tried to adopt criteria that go beyond the usual SMP test and are more in line with a TCT approach. 
Inconsistencies in conducting market analyses also occur frequently with respect to other markets. For example, the German regulator formally went through a TCT for Market 15 (Access and call origination on public mobile telephone networks). It was found that all three criteria were fulfilled. However, this investigation was based on an ‘abstract –stereotyping’ analysis of the relevant characteristics. The markets thus identified as subject to ex-ante regulation were then analysed in a ‘concrete-individualising’ examination of market conditions. As a consequence, very crude variables were used to check the three criteria:

1. The fact that offering mobile services requires holding a spectrum licence is considered as a strong entry barrier.

2. A tendency towards competition is being denied for the MVNO market segment, as there is only one supplier who holds 100% market share, and no forecast can be made as to the appearance of further competitors.  In the market for service providers the development of the joint market shares of T-Mobile and Vodafone are taken as an indicator that there is no trend towards competition. National roaming: the regulator states that due to countervailing power on the demand side it can be concluded that this market shows functioning competition. However, as it had been decided to use market shares as a criterion, in the cursory evaluation of the market, the regulator decided to stick to this criterion and detects a need for regulation since T-Mobile has a constant market share of around 100% in national roaming. 

3. The regulator argues that the joint dominant position of T-Mobile and Vodafone implies that a continuous monitoring of access conditions and quick interventions need to be guaranteed: This exceeds the competencies and capacities of competition authorities. Hence, criterion number 3 is considered to be fulfilled. 

(Source:  Notification draft, Market 15. BNetzA ).
Most surprisingly, in the following lengthy market analysis, the regulator eventually finds that there are no enterprises with SMP. It must be asked at this point, how there can be a lack of competition in the market (fulfilling criterion no.2), but none of the market players has SMP. Obviously, the construction of ‘joint dominance’ allows such bizarre results. If the existence of a small number of strong competitors is seen as impeding competition
, it is assumed that they will engage in conclusive behaviour (a typical case to be resolved by a competition authority, by the way).  Then a huge machinery of market analysis is put in motion to discover, that the two big players are actually competing with each other, and none has SMP, a fact that did not result from the cursory handling of the TCT, but could have been discovered, if the TCT had been conducting with a thorough analysis of trends in competition. .  
	Market analyses in selected countires: market 4

	Country
	Procedure / criteria
	Results
	Comments

	Austria
	Market 4 considered as effectively competitive. TA has lower market shares by traffic volume than by revenue and can therefore not increase prices at will. TA has similar prices as competitors and barriers to market entry are low.
	No SMP – no regulation
	unnecessary test for SMP; correct decision to test criterion1 of the TCT and to truncate the procedure when no significant entry barriers were found

	Denmark
	Market shares, entry barriers and competition trends were observed, third criterion not mentioned
	TDC found to have SMP; however, no remedies imposed as those ruling in market 8 are considered sufficient 
	Incomplete adoption of TCT

	Finland
	test of criteria: development of market shares; number of operators, barriers to entry; access to capital markets; prices; competition in the absence of regulation; customers choice of operators
	No SMP detected; Commission vetoed; 

but finally accepted results
	No TCT; analysis mixed with SMP test

	France
	Analysis together with markets 3-6; no information available on criteria adopted for market analysis
	SMP of France Telecom found
	

	Germany
	market share; market barriers;

access to sales and procurement markets.
	No SMP of DT found
	SMP test and TCT mixed; resulting in superfluous SMP test.

	Greece
	market share; competition trend
	No SMP of  OTE found
	Only one criterion analysed (market tending towards competition); examination of market shares redundant

	Italy
	market shares; entry and exit barriers; barriers to change and to expand the market; economies of scale and scope; horizontal integration; development of sales network; legislative and regulatory obstacles.
	Telecom Italia found to have SMP
	First criterion adopted; second and third not identifiable 

	Netherlands
	Market shares; potential competition; pricing pressure; barriers to entry; technological superiority; lack of countervailing poser; economies of scale; vertical integration
	No SMP of KPN found
	2 criteria adopted; no details available as to whether the variables listed are sub.groups of the two criteria barriers to entry and competition trends.

	Sweden
	The regulator has conducted the TCT. results are explicitly referred to a failure to ‘fulfil the three cumulative criteria’.  
	Market ‘not found relevant for ex-ante regulation’
	Result rests on a correct application of the TCT. As the first criterion was not fulfilled, the other two did not have to be checked, 


Source: Cullen International.

Proposals for the handling of the TCT 

1. General proceedings

The core element of the identification of markets to be subject to ex-ante regulation should be the examination of the three criteria by the national regulators (NRAs). This test is to be conducted for a list of markets that have been found by the European Commission to show a tendency towards restrictions of competition. The NRA’s test will then verify or reject the assumption that the respective market is not competitive and needs ex-ante regulation by adopting the three criteria.

Only if all three criteria are fulfilled in any market, appropriate remedies should then be imposed to remedy the detected market failure.
The TCT should not rely on a general assessment only, but be conducted in the form of an empirical analysis of market configuration, conditions of entry and operation in individual markets. 

In order to gain a clear and practice-oriented understanding of the actual meaning of the three criteria, these have to be further specified. In the following some proposals will be made as to the consistent interpretation of the criteria. 

2. Defining the criteria

Barriers to entry

Barriers to entry which “impede” market entry can be observed on nearly any market. Such a ubiquitous factor must not be used as justification for ex-ante regulation. The Commission should therefore delete the term “impede” in the recital and focus exclusively on the term “to prevent entry” in the sense that market entry is actually impossible. In this respect the Commission is correct to refer to substantial economies of scale and/or scope and high sunk costs. In order to avoid any misconceptions, the Commission should further clarify that economies of scale and/or scope alone do not qualify as barrier to entry must in any case be accompanied by high sunk costs. However, it may be difficult to distinguish sunk costs from non-sunk costs in an investment. Hence, further guidelines on this subject are needed, especially taking into account technical progress which might have an impact on the extent of sunk costs.
Furthermore, in deciding whether a company is actually prevented from entering the market the Commission should explicitly refer to the concept of “committed entry” as has been developed in US-antitrust law. Committed entrants are different from hit and run entrants in that they must plan to remain in the market for more than just a short time because, once they decide to enter, they cannot easily exit. The opening of telecommunication markets has encouraged a substantial number of ‘hit and run’ entrants whose business models are based on the usage of the incumbent’s network and the supply of services which require negligible investments. A prominent example of this is the call-by-call market for local and long-distance telephony. In contrast to this type of market entrance some markets such as the market for access to the public telephone network require a stronger commitment of firms that wish to enter the market. The investment needed to establish presence in such markets requires a long-term strategy and involves a significant amount of sunk-costs and is therefore subject to risk concerning the amortisation of the capital spent. Only if firms that are willing to engage in this kind of market entry are discouraged by entry barriers, the first criterion might be fulfilled. Hence the Commission should abstain from the notion inserted into the draft Recommendation
 that market entry must be immediate in order to prove that barriers to entry do not exist. This statement implies that the Commission in fact aims for hit and run entry which is quite impossible in industries with large scale investment needs, and strongly contradicts with the notion of committed entry. 
Furthermore, when analysing barriers to entry, utmost care has to be applied with regard to empirical evidence. The mere fact that so far no entry has taken place is not in itself proof that barriers to entry exist. Rather, it must be proved that committed entrants are actively trying to enter the market but cannot due to structural barriers. In order to prove the case, advanced quantitative and qualitative models and forecasting methods should be used. If, for example, entry in country A can be observed but not in country B, this is not in itself prove that barriers to entry do exist in country B. If market structures and conditions in countries A and B are similar, this is rather strong evidence that a lack of market entry is not due to structural factors but might be influenced by other factors. On the other hand though, if market entry of at least one party during the period under review can be observed, no structural barriers to entry exist.

Regarding legal or regulatory barriers to entry, the Commission should clearly state that scarcity of spectrum is not per se a barrier to entry, provided that there has been a market based allocation process and/or spectrum rights are tradable.
Finally, the Commission should delete the reference to fixed local access networks in the recitals of the Market Recommendation, which according to the Commission serves as an example of a market with high structural barriers to entry: 

“To date such barriers [structural barriers to entry (the authors)] can still be identified with respect to the widespread deployment and/or provision of local access networks to fixed locations” (Recital 11, Market Recommendation)
This is an undue anticipation of the result of the TCT which has yet to be carried out.
Tendency towards competition

The dynamics of competition are not only a phenomenon of markets in transition from a monopoly to a competitive regime, the process of competition itself implies that the intensity of competition is higher in certain stages and lower in others. Competition requires market players to aim for higher market shares by providing better service or by offering lower prices (which is the main driver of productivity increases as well as of product and service improvement). As a consequence, a better performing firm will gain market shares. This in itself is a sign of well functioning competition and not of a lack of competition. How long this period of dominance lasts is a question of competitive conditions, but also of the performance of competitors, i.e., their ability to match the product quality of the pioneer. In many ‘new’ markets, especially those, where entry barriers have been artificially reduced, after some time market consolidation occurs, because either expectations regarding demand were too high or competition allows only some players to survive. On the other hand, high profits of the surviving firms are an incentive for new firms to enter the market. Concluding that markets with a higher rate of concentration resulting from consolidation, do not show enough competition and therefore need to be regulated, would be quite far-fetched. If these concentration processes start to endanger the functioning of competition in a market, it is for the competition authority to intervene and impose remedies. In a static view, market configurations and market entrance are the central concern of the regulator. In a dynamic concept higher levels of concentration and the temporary dominance of individual players are tolerated for the sake of a dynamic development of technologies and innovation.

The test of competition trends needs to take into account another dynamic aspect of telecommunication markets. As these markets are in transition, regulation does not only have to guarantee competitive structures in a given stage of development of markets, but it also needs to set incentives for the development of sustainable markets in the future. In telecommunications, competition has first been introduced at the service level assuming that it would then be extended to the facilities- and infrastructure level. Firms that were successful as new competitors in service markets were expected to gradually build up their own infrastructure and, thus, to introduce competition at the network level. This process has been described in detail as ‘the ladder of investment’
. In the meantime, it turned out that the shift from service-based to infrastructure competition is difficult to obtain. The founding of Openreach in the UK even suggests that the idea has been given up altogether. However, at a closer look this failure of the development of competition might be attributed to a static concept of competition as the basis for regulatory intervention which takes the number of competitors in a market as the central indicator of success. Low prices for network access at the wholesale level undoubtedly favour the entrance of service providers and resellers in the market. However, they do not bear any incentive for market entrants to engage in infrastructure investment and to become competitors of the incumbent network operator. A short sighted concentration of regulatory efforts on competition at the service level therefore hinders the development of competition at a higher level of the value chain. Thus, regulatory measures may tend to perpetuate regulation; a rather antagonistic situation occurs in which regulation stabilises the configuration which it is supposed to abolish.  

In most countries, markets for broadband access show fierce price competition, and customers have learnt to look for the cheapest deal. Often the broadband service suppliers use the incumbent’s network to take their service to the customer.  Therefore, although competition is functioning at the service level, the situation is more complex with respect to infrastructure competition. Here regulation itself can affect the likelihood that competition will develop or not. If regulation sets incentives for using the incumbent’s infrastructure, for example, by imposing a low price for local loop unbundling, the service provider has no interest in investing in his own network facilities. Therefore, even if there is no tendency towards competition at the time of the analysis, regulators have to be careful not to draw the wrong conclusions and try to heal the situation with exactly the instruments that are responsible for the lack of infrastructure competition
. 

The TCT concerning the second criterion should take into account these dynamic features of competition. 
From a practical point of view this might be tested by incorporating some aspects of the analysis used in merger control procedures. Regarding the second criterion, markets shares of network operators and their developments in the last three years, the influence and strength of virtual network operators and other resellers as well as potential competition must be specifically analysed. Furthermore, different factors exerting competitive pressure on the relevant market have to be taken into account, such as technological development and new substitutes for products. In addition, the development of prices on the relevant market needs to be analysed for the last three years. On this basis a robust prognosis of the future development of the market and its tendency towards competition needs to be carried out.

Competition Law

Concrete examination concerning the adequacy of competition law to deal with telecommunication markets requires various steps (see Möschel 2007). In the first step the effectiveness of competition law in a Member State in general should be analysed. Then the specific conditions of telecommunication markets should be identified, and finally competition law should be compared with sector-specific regulation. 
Möschel confirms the adequacy of competition law in Germany for most of the problems currently under scrutiny in the Review discussion (see box p.22)
However, even if the effectiveness of competition law seems obvious from what has been said so far, this does not mean that the question has been settled for all situations and for ever. On the contrary, it is argued here, that the TCT should be thoroughly adopted in each case, going through the various aspects of the three criteria and using up-to-date statistics. 
From what has been argued above we suggest to include the following specification in recital 15, Market Recommendation: 
“On the basis of the established market structures, clear evidence must be given that without continued ex-ante regulation the likelihood of abusive conduct under the sole application of competition rules will significantly increase. When assessing the sufficiency of competition law to address market failures, competition law instruments, like the possibility to order interim measures and to make commitments offered by undertakings binding on them, the deterrent effect of fines and damage claims and the essential facilities doctrine must be taken into account. In case markets have already been opened up and competition has evolved on the market, substantial evidence must be given that a move towards the sole application of general competition law will endanger the competitive situation on the respective market. Behaviours, such as predatory pricing, limit pricing, fidelity rebates and bundled rebates, product differentiation and advertising, tying, exclusive dealing arrangements, and refusal to supply can be dealt with by means of general competition law and are not linked to structural particularities of certain markets or industries. “

Furthermore, we suggest to delete the sentence: “Competition law interventions are unlikely to be sufficient where the compliance requirements of an intervention to redress a market failure are extensive or where frequent and/or timely intervention is indispensable, or where creating legal certainty is of paramount concern.”, which the Commission in its Draft Working Document proposes to include into the recitals of the Market Recommendation.
 Regulatory practice at least in Germany suggests that these phrases are taken as “killer arguments” implying that this is per se the case with telecommunications markets and therefore general competition law will never be sufficient.
	Competition law in telecommunications markets (adapted from Möschel 2007, p.10). 
· German competition law has a tradition of almost 50 years of  successful work. The reputation of the anti-trust authorities is excellent. This public support is essential as it hinders policy makers to unduly influence the work of the authority. Hence, one can conclude that competition law is a generally effective instrument.

· German law has implemented Art. 81 and 82 of the EU treaty. Where EU legislation had stricter rules, those have been integrated, and where the German laws were stricter its provisions have been maintained. Thus, there does not seem to be any difficulty of Competition Law to transpose European regulation.

· As a rule, decisions are being made fairly quickly, and the fines are effective. With the 7th amendment of 2005, competition law can also take measures that shape the market (given the rules of proportionality are respected).

· Enforceability of the law in civil courts may be a more difficult issue because of high costs and a substantial burden of proof. (However, the 7th amendment has also improved conditions here).

Particularity of telecommunication markets:

· Telecommunication markets are no longer considered natural monopolies; hence one reason for sector specific regulation can be dropped. Due to market development and rapid technical progress, allusions to ‘monopolies’ in the 1996 Telecommunications Law seem obsolete by now. 

· Closeness to the state and its institutions and particular interests which might require a specific independent regulator is also diminishing as the German government sells off its shares in the incumbent operator step by step.

· Economies of scale and scope are present in many other industries where they do not legitimate ex-ante regulation.

· Interconnection obligations and Art. 19 of the GWB take care of entry barriers which may result from network effects and critical mass problems.

Comparing general competition law with sector-specific rules, the core problem is the prohibition of misuse of market power. Here the instruments available under competition law are as effective as sector-specific regulation. 

These instruments address:

· price discrimination

· crowding out, e.g., through discounts

· price-cost squeezing 

· interconnection obligations

· bundling of services

· other positive regulations

As far as the enforcement of anti-trust rules is concerned, competition law is not less effective than regulation. This is true with respect to: 

· the burden of proof of the authority,

· the possibility to interfere quickly and repeatedly in the presence of misuse of market power,

· legal certainty 

· the deterring effect of sanctions




Conclusions

The analysis of the concept and patterns of the implementation of the TCT leads to the following conclusions:

The TCT – if properly conducted – has an important place in the regulatory framework. It is consistent with the intention to base regulatory intervention on a sound analysis of regulatory needs in line with the concept of monopolistic bottlenecks. However, two factors reduce the effectiveness of the TCT: a lack of specification of the criteria that reflects the scope of the analysis, and regulatory practice which – by focussing on the competition law concept of SMP rather than on the TCT - has developed into a direction which deprives the TCT of its initial meaning.

Bearing in mind the intention behind the NRF of establishing competitive conditions which allow the welfare increasing mechanism of competition to function, a clear specification of the three criteria has to be developed: which barriers to entry impede competition? When can we actually speak of a persistent lack of competition? Where and for what reason does competition law fail in guaranteeing competitive conditions? In order to be able to answer these questions additional guidance has to be given regarding the implementation of the test by NRAs.

It may be left to the judgment of the reader to guess why regulatory practice has almost completely moved away from the logic of TCT in justifying regulatory intervention. A look at how the need for ex-ante regulation has been justified in various EU countries shows that the potential of the TCT to accurately determine regulatory needs remains unexploited. Instead of focussing on clearly defined aspects of market failure heavy-handed SMP tests are conducted that do not make sense in the logic of TCT as conceived in the NRF.

It can be concluded that a proper implementation of the TCT would streamline regulatory processes and help to avoid unnecessary procedures. Much leaner regulation and a reduction of regulatory intervention are likely to result. 
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