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1. Executive Summary

A methodology used for determining margin squeeze on ex-ante bases

1.1. Scope

This document intends to describe the methodology used by the National IT and
Telecom Agency (NITA) of Denmark for ex-ante margin squeeze testing.

1.2. Objective

The margin squeeze test potentially identifies, on ex-ante bases, if an alternative
operator buying essential inputs from SMP operators is able to trade in the market
within reasonable margins. A margin squeeze test can be used to anticipate or
establish the existence of anti-competitive practices.

1.3. Methodology

In mathematical terms margin squeeze can be identified when revenues, minus the
costs associated to the tariff under investigation (hereafter tariff), do not permit the
operator to have a reasonable margin.

In more precise terms, when the following condition applies, it must be considered
that the test has not been passed and a margin-squeeze can be recognized:

R-(C+M)<0 [il]

Where (1) R is the revenues of the tariff under investigation, (2) C is the cost of
producing the service defined as own network, wholesale and retail costs, (3) M is a
reasonable margin.

1.4. Rationale of the test

The test results are interpreted by NITA to determine the existence of
margin related competitive issues in the Danish telecoms market.

In the case where NITA does discover such competitive issues regarding margins in
the Danish telecoms market, NITA is able to intervene within the legal and
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regulatory frames to address the problem. Such intervention could, for instance, be
an adjustment in wholesale prices.

1.5. Recommendations

SVP Advisors recommends that NITA follows these methodological approaches:

~

a joint replicability test

2. a Reasonable Efficient Operator (REO) with inefficiencies related to
economies of scale and scope

3. long run incremental cost of a REO
4. a static approach for the time value of money

5. WACC of the incumbent as proxy for a REO’s cost of capital.
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2. Introduction

This report is one part of a complete set of documents regarding margin squeeze
tests performed by the Danish National IT and Telecom Agency (NITA), as part of
its duties. The set of documents has been published on the webpage of both NITA
and SVP Advisors and includes a methodology report, a description of the model
and a trial version of the model used for margin-squeeze tests in Denmark.

The margin squeeze test potentially identifies, on ex-ante bases, if an alternative
operator buying essential inputs from SMP operators is able to trade in the market
within reasonable margins.

Throughout the margin squeeze test process multi-play retail offers must be
considered as the relevant tariffs under investigation (hereafter tariffs). It is
expected that SMP operators could offer multi-play offers that combine goods and
services subject to varying regulatory obligations. Thus, it is not only single play
offers that are analysed - but also bundles combining two or more retail offers that
are considered.

It should be noted that reference to margin squeeze testing is made for the
purpose of ex-ante analysis that is to be carried out by NITA, and not for the use of
a test on ex-post basis in a competition law case. SVP Advisors recognises,
however, that the methodological options for margin-squeeze tests are very similar
when used in ex-ante and ex-post regulatory regimes..

2.1. Objective

The scope of this document is to present the methodology used in NITA’s model for
the ex-ante analysis (margin squeeze test) of bundled offers of electronic
communications products and services by operators with significant market power.

This methodology document describes the economic methodological choices applied
in NITA’s model, consequently increasing transparency in the methodology used to
evaluate offers and price plans for bundles. These methodological choices are based
on international best practices regarding the use of margin squeeze tests in the
electronic communications markets, detailed economic evaluations and specific
considerations of the Danish marketplace.
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2.2. Methodology used in the report

This report comprises numerous considerations to better understand the Danish
market and the steps deemed necessary to provide a competent recommendation.
More specifically, these include: regulatory best practice and experiences, the ERG
Report on Margin Squeeze tests!, and the EU Commission’s guidance on the
application of Art 822, Moreover, during a number of workshops in the winter and
spring of 2008/2009, methodological issues were discussed with NITA officials so
that all matters and thoughts could be concluded more lucidly.

It should be noted that reference to margin squeeze testing is made for the
purpose of ex-ante analysis. The methodological options, however, for margin-
squeeze tests are very similar when used in ex-ante and ex-post regulatory
regimes.

2.3. Organisation of the document

This document is organized as follows:

e '‘Regulatory background’ refers to the regulatory background for the
margin-squeeze test.

e 'Methodology for margin squeeze’ refers to the basic methodological
principles on which the multi-play margin squeeze model is based.

1 ERG (09) 07 Report on the discussion of the application of Margin Squeeze tests to bundles

2 COMMUNICATION FROM THE COMMISSION, Guidance on the Commission's Enforcement Priorities in
Applying Article 82 EC Treat, to Abusive Exclusionary Conduct by Dominant Undertakings, 3. December
2008, draft version awaiting publication in the Official Journal.
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3. Regulatory background

Margin squeeze for broadband products in the Danish telecoms market

During the consultation on the draft analyses of market 4 (wholesale physical
network infrastructure access) and market 5 (wholesale broadband access) in 2008
it was brought to NITA’s attention that there might exist competitive problems
surrounding margin squeeze in broadband products in the Danish telecoms market.

Price trends in the Danish broadband market have, in fact, raised the risk of margin
squeezes taking place. Over recent years retail broadband prices have fallen
significantly while the regulated prices for wholesale products - particularly for local
loop unbundling - have been increasing somewhat.

Based on this background information NITA has decided - as it has been announced
in the draft analyses of markets 4 and 5 - to develop a tool that enables NITA to
monitor the competitive margin in the Danish telecoms market, especially with
regard to broadband products. The aim of this exercise is to ensure that
competitors facing the incumbent operator TDC will be duly able to compete in the
market.

The Excel-based techno-economic model used for monitoring the margin has been
developed for NITA by SVP Advisors.

3.1. How NITA applies the test

NITA will use the model based on the methodology described in this report to
calculate margins for a determined modelled operator. The model has a series of
adjustable input parameters that can be fine-tuned to reflect the actual reality of
the Danish market in the best possible way. NITA will interpret the model results to
determine if margin related competition problems exist in the Danish telecoms
market.

3.2. What happens if the test is not passed

If NITA concludes there are margin related competition issues in the Danish
telecoms market, NITA will be able to intervene within the legal and regulatory
frames to address the problem. Such intervention could, for instance, be an

adjustment in wholesale rates.
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4. Methodology for margin
squeeze

A discussion on the methodology used for determining margin squeeze on

ex-ante bases in Denmark

4.1. Introduction

This section examines a number of discussion topics relevant to the selection of
the methodology for margin squeeze testing to be used in Denmark.

4.2. Objective and principles

The main objective of the methodological description used in the margin squeeze
test is to explain NITA’s decision in selecting the most appropriate methodology
used for ex-ante margin squeeze testing corresponding to the Danish market.

To be more precise, the intended methodology incorporates a number of minimum
principles:

Consistency with NITA’s regulatory objective.
- Proportionality to the scope of the exercise.

- Coherence with the current situation and likely development of the Danish
market.

- Long term perspective, which is able to produce future results.

Able to give results under different and changed conditions.

The evaluation of sound choices for NITA presents, moreover, a clear understanding

of a number of key elements, including:
- the integrated communication market,
- the business choices available to market players and

- the business model used by operators.
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In order to comply with these targets a selection of various key requirements
considered relevant in the selection process have been made. These requirements
are summarized in the exhibit below. The balance of these requirements is
particularly challenging.

Requirements Description

The SMP operator should have sufficient price

1. Pricing flexibility for the incumbent flexibility to compete effectively

The test should promote efficient competitors.
Efficient competitors have low cost and reasonable

2. Efficient competitors margins, long-term sustainability of their business
model and can create an attractive market for the
benefit of consumers

The methodology should promote efficient entry

3. Attractiveness of the market into the market and attract efficient competitors

The ex-ante test should strike the balance between

4. Availability of input data accuracy and practicality

The ex-ante test should be able to confidently give

5. Ability to produce reliable results sound results

The methodology should permit a replication of an

6. Replicability of an optimal market optimal market

The methodological choices should be long lasting

7. Permits practical implementation and practically implementable

Exhibit 4.1: Key requirements for methodological choice

4.3. Tests performed on ex-ante basis

Price-related anti-competitive practices could exist when an efficient alternative
operator is not able to effectively replicate the offer of the SMP operator within a
sufficient reasonable margin. Margin squeeze is one particular example of price-
related anti-competitive behaviour that refers to the practice of reducing margins at
a level that makes it impossible for rivals to compete with. Thus, wholesale rates
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can be above cost - and therefore not constitute predatory pricing - however the
margin can be so low that it forecloses competition.

A margin squeeze test (also called price squeeze) can be used to determine the
existence of anti-competitive practices.

In a 1998 Notice the EU Commission explained how margin squeeze can be
demonstrated,

“"showing that the margin between the price charged to competitors on the
downstream market (including the dominant company's own downstream
operations, if any) for access and the price which the network operator charges in
the downstream market is insufficient to allow a reasonably efficient service
provider in the downstream market to obtain a normal profit (unless the dominant
company can show that its downstream operation is exceptionally efficient)”

Additionally, as described in the EU Commission’s guidance on applying article 82*
(hereafter Guidance on Art. 82) on pure economical terms (valid for ex-ante and
ex-post analysis) a margin squeeze can be identified when SMP operators,

“charge a price for the product on the upstream market which, compared to the
price it charges on the downstream market, does not allow even an efficient
competitor to trade profitably in the downstream market on a lasting basis”.

In mathematical terms a margin squeeze can be identified when revenues, minus
the costs associated to the tariff, do not permit the operator to have a reasonable
margin. In more precise terms, when the following condition applies, it must be
considered that the test has not been passed and a margin-squeeze can be
recognized:

R-(C+M)<0 [ii ]

Where (1) R is the revenues for the tariff under investigation, (2) C is the cost of
producing the service defined as own network, wholesale and retail, (3) M is a
reasonable margin.

3 Commission, Notice on the application of competition rules to access agreements in the

telecommunications sector - Framework, Relevant Markets and Principles, O] C265, 22 August 1998.

4 COMMUNICATION FROM THE COMMISSION, Guidance on the Commission's Enforcement Priorities in
Applying Article 82 EC Treat, to Abusive Exclusionary Conduct by Dominant Undertakings, 3. December
2008, draft version awaiting publication in the Official Journal.
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4.3.1. Type of tests used for bundled offers

Two tests can be used for determining margin squeeze on ex-ante bases

The margin-squeeze test for bundled offers can be performed in two ways, by
considering the bundle as a unique product (joint test), or as a mix of products
(single test). The joint test evaluates if, in the trade of the bundle, operators can
have a reasonable margin. The single test can be used to demonstrate if SMP
operators leverage market power from one market to another parallel market by
having subnormal returns on part of the bundle.

The two tests are presented hereafter together with an explanation on the process
of their calculation:

The joint price-squeeze test evaluates the average contribution of each part of
the bundle to costs and profits. The test does not record whether part of the bundle
(e.g. DSL) has a reasonable margin, but whether, on average, the bundle is able to
pass the test (e.g. double play offer). This test can be done by calculating the
total costs and revenues for the bundle. In mathematical terms, a tariff is
considered to fail the joint price-squeeze test if:

RO/ 2b/ bbb/ wballiil n

Where (1) R is the revenues from the services, (2) CW is the wholesale costs, (3)
CN is the own network costs (4) CR is the retail costs, and (5) M is the reasonable

margin.

The single margin test, also known as the differential test, evaluates the
contribution to costs and profits at service level; to pass the test each service in the
bundle should have a reasonable margin. In this test revenues and costs associated
to a core service, for example defined as the one with the larger customer base,
can be first calculated, then revenues and costs of the remaining products are
recognised as an increment to the core service. For example, in a bundle of PSTN
and DSL, the core product is PSTN; while in a bundle of DSL and video on demand,
the core product is DSL.

The test aims to verify if the increase in the retail price associated with the bundle
(compared to the retail price of the core service) is higher than the incremental
costs incurred by the operator to provide the incremental service in the bundle. The

differential margin squeeze test can be defined as follows:

AP = ACW + ACR + ACN + AM [iv]
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Where AP represents the increase in price for the bundle compared with the price of
the core service - that is, the increase in price associated with the inclusion of the
service in the bundle. ACW, ACR, ACM and AM represent respectively the increase
in wholesale costs, the increase in retail costs and increase of margin associated
with the inclusion of the new service in the bundle.

Recommended approach

By comparing the two tests, the joint replicability test combines a more intelligible
approach with a lesser need to assume or manipulate factors to determine costs
and revenues. The single test, moreover, can provide robust results only if an
increment within the bundle has been clearly identified. Furthermore, the
incumbent and alternative operators in question do not currently have cost and
revenue information at the appropriate level necessary for performing single tests.

Taking into consideration these opinions and through careful reflection on the
specific regulatory conditions and objectives of NITA, described in section two, the
joint replicability test is recommended as a sound choice.
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4.4. Main elements of the methodology

Focus will now be turned to the core methodological choices available for
performing the margin squeeze test. The areas of particular relevance are:

size of costs and revenues: this encompasses the characteristics of the reference
operator, so that demand can be calculated and economies of scale and the
relevant cost method estimated,

relevant time period: the test can consider a static amount of costs and
revenues, or calculate the discounted cash flow value of investments to recognise
the time value of money and projected growth of the market and,

reasonable margin: determination of a reasonable margin for the tested price
that fairly represents an expected return on the services provided.

4.4.1. The reference operator

Acting as a model for the real world the margin squeeze test aims to replicate a
determined environment, which is one that incorporates actual, fictitious or
optimum elements. For instance, the test reproduces set market conditions,
operator’s size, scope and economies. These parameters should be carefully
selected according to the scope of the exercise: determining the margin or specific
anti-competitive behaviour.

Thus, it is important to select a representative reference operator and market.
Although this is a conceptually simple choice, the determination, and definition of a
reference operator has been extensively debated among practitioners as it is based
on a country’s regulatory policy, and scope of the exercise.

By and large practitioners recognise the existence of three possible options, these

being:

1. Theoretical Efficient Operator (TEO): the most efficient operator’s costs
are modelled for the reference operator. Regtp, in Germany, uses this
concept; in narrowband it allows an additional 25% mark-up for an
alternative operator’s specific costs and inefficiencies; that is likely to
produce results similar to a reasonable efficient operator.

2. Equally Efficient Operator (EEO): the reference operator in this case is
similar to the incumbent operator. The Guidance of article 82 defines it "as

© SVP ADVISORS Page |15

June 2009



Margin squeeze test:methodology

efficient as the dominant undertakings”. An EEO approach is currently being
used in Spain.

3. Reasonable Efficient Operator (REO): the reference operator is a
competitor of the SMP operator. In this case a number of parameters, such
as network dimensioning, volumes, customer base, costs and revenues, are
structured to replicate an operator with achievable efficiencies (efficiency
that is feasible and reachable by an operator in the designed market). For
example, a REO is delimited by specific unavoidable constraints, such as
economies of scale or market size. This approach is used in Belgium and
Greece, and has been proposed by the EU Commission in a Note of 1998°.

At this stage it is important to highlight the two most discussed and tried modelling
options currently in practice for addressing margin-squeeze in bundle tariffs: the
Equally Efficient Operator and the Reasonable Efficient Operator®. Both have
benefits and drawbacks that need to be examined individually.

It is vital to assess the most appropriate approach in the design of the
representative reference operator. This selection should be made against objective
regulatory goals and ensure that the effects felt on the market after the selection
process have been made carefully. Therefore, an explanation of the use and
objectives of each methodology must be presented.

In the event that the EEO is chosen the test will replicate the existing competitive
situation of an operator of similar size, scope and costs to the incumbent operator.

The test will use as reference, inter-alia, information regarding economies of scale
and scope on the incumbent operator, its market share, network structure,

revenues and customer base.

This approach recognises that in a competitive situation an effective alternative
operator will be able to compete only if it is as competitive as the incumbent in the
market. This concept is expressed in further detail by Baumol and Lee (1991) in
their contestable market theory. Under the contestability theory, multi-product
monopolists restrain their pricing behaviour under the threat of entry by
competitors. Therefore, efficient competition is stimulated and industry structure
promotes deregulation of markets.

5 A Similarly Efficient Operator (SEQ) approach has been used in the UK since 2002, the results are
similar to REO.

6 The Theoretical Efficient Operator (TEO) is discussed in the “Recommended approach” section.
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This theory can be criticised for its limitation, in that it assumes a static market
situation and direct relationship between entry barriers, pricing and competitive
behaviours. Moreover, the EEO test may be misleading since the dominant
company may have a suboptimal market size due to its dominant abusive position.
Despite this criticism, it is often used as a reference point for the efficiency of
alternative operators in case of harmonisation of essential input prices between
market players.

Supporters of the REO approach often argue that even in the long-run alternative
operators will not be able to compete with the incumbent due to structural
diseconomies of scale and scope, and the nature of the market. Therefore, in the
event that a REO approach is chosen, the test considers an operator with a
reasonable market size and structural inefficiencies. The test will replicate, for
example, a smaller own network, demand, and specific business choices. A REO
approach increases pricing constraints for the incumbent, but reduces the risks for
alternative operators from aggressive / unmatchable competition.

In order to address these problems areas, the key relevant objectives needed to
evaluate the most valuable choice have been considered. Exhibit 4.2 presents a
summary of the qualitative analysis for an EEO or REO approach (including the
practicality of implementation).
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Exhibit 4.2: Summary of qualitative analysis for reference operator

) Mottdet ™ Marginally Met (P Partialty Met o Substantially et @ Fully Mat

Recommended approach

Telecommunications regulatory agencies in the EU can employ any of the above
methodologies as valid alternatives for assessing margin-squeezes. In spite of this,
a TEO should be discarded straightaway owing to the fact that it requires an
operator to achieve non-realistic theoretical efficiency, which is disproportionate to
its decision and, furthermore, no current example can be found regarding best
practice in Europe for addressing margin-squeeze in bundle tariffs. SVP Advisors
therefore does not recommend the use of TEO for NITA.

Earlier commentary on the choice between EEO and REO has already revealed that
it is not cost and competition neutral. Thus, the scope of the exercise and
regulatory objectives need to be properly addressed.

There are differing perspectives regarding the effects of choosing EEO versus a REO
in competition: with an EEO approach small operators, which are unable to be as
efficient as the incumbent due to their smaller size and diseconomies of scale, will
be incapable of competing. On the other hand, efficient operators will be able to
remain in the market and maintain a reasonable margin. This choice promotes
infrastructure based efficient competition and forecloses market entry. On the other
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hand, with a REO approach smaller efficient operators will be able to enter the
market.

Moreover, the choice between EEO and REO depends on the scope of the exercise;
whether the NRA is testing the existence of a specific competitive behaviour of the
incumbent (EEO) or whether it is addressing instead the existence of a reasonable
margin and attractive marketplace for an alternative operator to compete in the
market (REO).

From the point of view of SVP Advisors, NITA should use a REO approach in order
to allow efficient operators smaller than the incumbent to enter and succeed in the
market. Moreover, the REO approach addresses NITA’s current need to evaluate
whether an alternative operator can trade effectively in the Danish communications
market.

Acting on these reasons SVP Advisors recommends NITA to use a REO approach:

e costs and revenues of the incumbent operator, OLOs and, where strictly
necessary, industry benchmarks are used as inputs to calibrate the costs
and revenues of the REO

e sjze and market share of the REO are evaluated according to Danish
market conditions

e inefficiencies due to economies of scale and scope of the REO are
considered

4.4.2. Cost standard for assessing price-squeeze

In the margin squeeze test different cost standards can be used to calculate the
cost of the modelled operator. Competition law and economics have favoured
costing, which is based on providing information on a determined part of costs,
such as Variable Average Costs and Average Avoidable Costs standards, while
regulatory economists and national regulatory authorities prefer to use
methodologies based on an estimation of the costs incurred through providing the
service, such as Long Run Incremental Costs and Fully Allocated Costs.

The following presents the most discussed cost standards, and their characteristics:

- Average Variable Costs (AVC): calculated as the variable costs divided by
the output quantity (VC(q)/q), and is considered a suitable proxy for short
run variable costs.

- Average Avoidable Costs (AAC): the cost that could have been avoided if the
firm had not produced a certain amount of output.
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- Long Run Incremental Costs (LRIC): all inputs are considered variable; are
regarded as a suitable proxy for marginal costs.

- Fully Allocated Costs (FAC; also called Fully Distributed Costs): all costs are
fully allocated to services.

In the US the Arreda-Tucker test has been used since 1975 in several predatory
pricing cases to determine anti-competitive behaviour. Arreda-Tucker argues that
prices below the anticipated reasonable short-run marginal costs are predatory,
while prices equal or higher to it are non-predatory. It is extremely difficult to
evaluate the short-run marginal cost of an alternative operator; a surrogate is
consequently employed by American courts, namely the Average Variable Cost
(AVC). The AVC is not a common approach in Europe.

In Europe, the European Commission states in its Guidance of art. 8, regarding ex-
post regulation:

“The cost benchmarks that the Commission is likely to use are average
avoidable cost (AAC) and long-run average incremental cost (LRAIC).”

LRIC is widely considered the more able to stimulate efficient competition and
market entry and mimic an efficient market. In the same Guidance the commission
also mentions that incremental costs and revenues are usually preferred. CCA-FAC
costs are generally used in stable markets in regulatory accounting for electronic
communication services.

In order to address these problem areas, we consider the key relevant objectives
needed to evaluate the most valuable choice. Exhibit 4.3 summarises the
qualitative analysis for the most representative cost approaches (including the
practicality of implementation).
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Exhibit 4.3: Summary of qualitative analysis for cost standard

Recommended approach

The chosen cost base should be capable of identifying the existence of anti-
competitive behaviour by evaluating if the SMP operators’ offers are the result of a
profit-maximising competitive behaviour and not anticompetitive pricing. It should
also be able to determine the cost of the reference operator in a practical
implementable and transparent way.

The Guidance of article 82 and in the ERG report on the application of margin
squeeze tests to bundles states that: a margin squeeze is evaluated “on a lasting
basis”, therefore, the test should take a long-term prospective. Moreover, it is
widely accepted by practitioners that operators in a competitive market drive down
prices at a marginal cost.

Through our investigation on the use of margin squeeze testing in Europe by
regulatory authorities SVP Advisors has identified that LRIC and CCA-FAC
approaches for price-squeeze testing are generally preferred. Regulatory authorities
usually have access to information that is robust and audited, therefore tending to
rely heavily on this information. Finally, the ERG, in its recent notes on margin-
squeeze (ERG (09) 07), has also identified LRIC as a viable cost base for addressing
margin-squeeze issues on ex-ante basis.
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SVP Advisors maintains that, for reasons stated above, regulatory practice and EU
regulations, and taking into consideration the specifics of the market, NITA should
employ a long-run approach of a REO operator's costs (LRIC). SVP Advisors
believes that as an alternative, when long run costs are not available or when NITA
considers imposing LRIC on the margin-squeeze model as a disproportionate
remedy, historical and current costs could be a suitable substitute. The ERG
identified these costs methods as those that were alternatively used by ERG
member states.

4.4.3. Time value of money

In the assessment of the value of the costs and revenues in the test model, there is
a choice between static approaches, based on current financial figures, and
methods that take into account future profitability and costs.

Static approaches are usually employed in cases of stable markets with predictable
revenues and costs and low variation elements in the business. As a rule-of-thumb,
it is the most straightforward methodology that estimates business value and
financial values without the need of complex calculations to predict the value of
investments in the future. It's advantageous due to the fact that it does not
speculate on future costs and revenues, but solidly bases the test on today’s
situation. When the test is performed regularly with updated information, or as a
one-off, it delivers a reasonable and valid estimation.

The discounted cash-flow (DCF) valuation method estimates the value of a business
by taking into consideration its future profitability and its long-term value. In terms
of corporate finance this method is used to identify the attractiveness of a project
over a determined period and usually coincides with the expected break-even
period, or it is used to evaluate the value of a business before its acquisition or
sale. DCF method applies a discounted rate to future profits in order to evaluate the
current value of the business.

A DCF approach is usually chosen when changes in market conditions are expected
and when the test is not performed regularly. In Spain CMT has argued that DCF
recognises an intensive cash flow activity of customers; in the UK OFCOM used a
DCF approach in its 2002 investigation, as it represented a common practice in
business modelling over a longer period of time. The EU commission, on the other
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hand, has expressed its concerns in using DCF instead of a static approach
(comments to CMT’ and IBPT®):

“Firstly, the outcome of the test risks relying on unreasonable forecasts about
the ability of a new entrant to benefit from an increasing margin over time,
thus leading to a “false positive” result.

Secondly, the DCF method would only show whether the SMP operator is
expected to earn a positive net present value ("NPV") over the period
employed for the analysis, but it would not specify how costs should be
recovered in distinct sub periods.

Consequently, a positive NPV could be interpreted not as evidence of an
absence of an anti-competitive margin squeeze but, quite on the contrary, as
evidence of a successful exclusion making possible the recoupment of the
initial losses.

The use of the DCF method to detect a possible margin squeeze would allow a
dominant firm to incur substantial initial losses (that would be compensated
for in the future) while its competitors may not be able to absorb losses over
several years.”

Exhibit 4.4 presents the qualitative analysis for the static and DCF methodologies
(including the practicality of implementation).

7 Cases ES/2007/0620-626: details of remedies related to cases ES/2005/0326-329, ES/2006/0336-
337, ES/2006/0370

8

Case BE/2007/0640: Details of remedies related to cases BE/2006/0400, BE/2006/0401,

BE/2006/0435, BE/2006/0437 and BE/2006/0551
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Requirements :
(see Exhibit 4.1) Static
1. Pricing flexibility for the incumbent 'C' 'C'
2.  Efficient competitors 'C. 9
3. Attractiveness of the market ) ™
4, Availability of input data @ ™
5.  Ability to produce reliable results (] ™
6. Replicability of an optimal market 'C' 'C'
7.  Permits practical implementation . 0
) Notmdet ™ Marginally Met  (Jp Partially Met o Substantialty Met @) Fully Met

Exhibit 4.4: Requirements table for static and DCF pricing methods

Recommended approach

Although a DCF approach is used in business planning, the EU Commission has
expressed its concerns on this methodology for the complex evaluation that
requires expert assumptions on future costs and revenues, and might - depending
on subjective evaluations - produce unsound results.

Moreover, over a five year period Denmark has demonstrated a steady economy
with traditional predictability and low inflation.

SVP Advisors believes that a static approach solidly bases the test on today’s
situation and, when the test is performed regularly with updated information as
NITA intends, it delivers a reasonable and valid estimation with fewer drawbacks
than that of the DCF methodology.

For these reasons combined SVP Advisors can ascertain that a static approach is a
more appropriate methodology for NITA’s margin squeeze model.
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4.4.4. Reasonable Margin

A fundamental issue that must be raised is the suitable margin required for the
modelled operator, as each methodology that calculates the margin required by
operators is either comparatively subjective or inconsistent after reviewing the final
results.

Ideally, the reasonable margin would be calculated as the average margin of the
products and services that the reference operator has in the market and as
extrapolation of the concept that could be calculated as the average margin that
the incumbent or an alternative operator has on a number of relevant products.
Unfortunately, this information is most commonly either not available at the
required granularities or when available there is risk that the operator does not
represent an objective or representative operator. For example, an operator’s
margin levels for the product portfolio can be more a matter of business strategy
than an economically sound choice (lower margin in some product lines, while
maintaining high margins in others).

It is, therefore, necessary to use a methodology that calculates the reasonable
margin that strikes the balance of objectivity, accuracy and transparency.

SVP Advisors has analysed a number of methodologies that represent the most
commonly used for the evaluation of returns of a company and selected two
methodologies that represent best practice in Europe.

It is generally agreed by practitioners that the cost of capital can be used as a
realistic proxy of a reasonable level of profitability in the industry. There are a
number of methodologies capable of estimating the cost of capital. Currently the
most discussed are:

- Return on Turnover (RoT), also called Return on Revenue (RoR),
- Weighted Average Cost of Capital (WACC)

Both Return on Turnover (RoT) and the Weighted Average Cost of Capital (WACC)
methodologies can give the right balance between fair return for competitors and
efficient market incentives.

RoT may be elected as the most effective method for a downstream operator that
does not have a large number of fixed assets and where the level of capital
employed by the operator is low. For example, in 2006 Ofcom employed RoT as
the authorized alternative to assess BT s services, as there were low levels of
capital and only certain data available.
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On the other hand, the WACC is considered the most suitable approach to assess
downstream margins where the operator has a high level of capital invested in its
operations.

Furthermore, due to its performance in encouraging efficient investments in the
market, regulatory authorities, (such as Oftel/Ofcom in Freeserve and IPStream;
AGCOM in Telecom Italia cases; European Commision in Telefonica) and the ERG
regard WACC as the best method to use when considering an investment into a
new business. Moreover, it is thought to encompass a fair return on capital used by
practitioners, as it is usually employed to determine the return in regulated
wholesale businesses.

A divisional WACC has been embraced by some practitioners as the appropriate
measure for a stand alone operation. A divisional WACC has the advantage of
estimating the capital cost of a business unit, generally the one corresponding to a
determined service or number of services. For example, it can be the retail or
wholesale departments’ related investment costs.

In order to avoid the complexity of calculating selective cost of capitals for
inexistent companies, regulators frequently trust company wide WACC rather than
the WACC for retail operation. In addition, a company’s WACC is a tried and tested
method for assessing bundles being turned-out by various business units.
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Requirements

(see Exhibit 4.1)

WACC of the

Incumbent

1. Pricing flexibility for the incumbent

o o
2. Efficient competitors C' C'
3. Attractiveness of the market 'C' 'C'
4, Availability of input data 0 [ ]
5. Ability to produce reliable results 0 9
6. Replicability of an optimal market (] 'C'
7. Permits practical implementation (] 9

Exhibit 4.5: Selection criteria for reasonable margin

Recommended approach

Weighing up the appropriateness of each methodology used in determining the cost
of capital of regulated industries, SVP Advisors can recommend NITA to use the
WACC methodology.

This recommendation has been based on NITA's interest in encouraging efficient
investments in the market, current financial market conditions and confirmed best
practice in the use of WACC as a benchmark for a reasonable margin in margin
squeeze testing. Furthermore, the methodology used to calculate the WACC has
the advantage of mitigating risks of short term market volatility and cyclical
behaviour of expected returns. Thus, it can give stable results in the long-run.

SVP Advisors believes that the most reliable methodology for calculating a
reasonable margin is WACC. In more specific terms, preference is placed on a
companywide cost of capital.

A divisional WACC has a number of drawbacks: it may be problematic when
calculating the exact cost of capital using a traditional WACC approach (e.g. peer
group of similar companies) when it involves an integrated company with a vast
number of services and the calculation of a divisional WACC assumes that it is
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possible for an integrated company to always approach the capital market with
selective investment proposals. This requires, for example, capitals for a specific
investment in assets or services. SVP Advisors believes that this is rarely the case,
as an operator usually approaches the market with an integrated investment
strategy that represents the entire portfolio of products and not, for example, a
single segment or service.

Regarding a companywide WACC an evaluation should be made as to whether it is
necessary to consider a specific peer group WACC or the incumbent’'s WACC. SVP
Advisors is of the opinion that the selection of a specific peer group representing a
reference operator may be problematic for NITA, as it would mean entering into
complex decisions regarding the correct mix of companies in the group and
overcoming accuracy problems due to the existence of operators with a limited
number of sufficient historical data.

Finally, one can argue that the incumbent’s WACC is not the most suited choice for
NITA as it is usually lower than the cost of capital of an alternative operator. This is
generally true since the risks related to capital investments in the incumbent are
lower than investing in a new venture, and, consequently, investors require a
higher return when investing one Danish Kroner in an alternative operator than on
the incumbent’s business. However, from an investor’s point of view, a return of 8-
10% on capital employed is generally considered attractive under current financial
market conditions when compared with other investments in the capital market.
Moreover, the WACC is able to eliminate cyclical behaviours of financial markets.

The WACC has been used for estimating the cost of capital of the incumbent for a
number of years in Denmark, moreover, its methodology has been tested in public
consultations, and therefore it can be considered as a fairly robust option.

SVP Advisors recommends that NITA takes the incumbent’s WACC as proxy of the
reference operator’'s WACC.
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