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1. Introduction 

The 1996 Telecommunications Act requires incumbent providers to unbundle 

their networks and lease the individual networ
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that its TELRIC (total element long-run incremental cost) methodology may serve to 
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and the price at which the input can be purchased from the incumbent.  In other words, 
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can be certain that the Hotelling model ch
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has taste parameter, 
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expressed as 
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, for w sufficiently large the entrant will make the 

input rather than buy the input even though this is not an efficient outcome.  It follows 

,  f o r  w
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Proposition 3 reveals that the entrant will make the make-or-buy decision on the 

basis of a comparison of the input price, w, with its own constant unit cost of making the 

input, .E
uc   The strategic effect present in the Hotelling and vertical differentiation 

Bertrand models, wherein the entrant may buy from the incumbent in order to soften 

downstream competition, does not arise in the Cournot setting because the incumbent 
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make-or-buy decisions in settings of practical interest.  In other words, regulators may 

not be able to depart from cost-based prices with impunity.  
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The first-order conditions with respect to ph  and pl are given by: 
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Figure 1 plots  
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Proof of Proposition 3.  

Case 1: The Entrant Buys the Input from the Incumbent: 

The profit functions for the incumbent and entrant are given, respectively, by  

II
d

I
u

EI
u

I QccQPQcw ])([][ −−+−=π  and      (A17) 

.])([ EE
d

E QcwQP −−�+



 



 20



 21

Hazlett, T. and A. Havenner. 2003. “The Arbitrage Mirage:  Regulated Access Prices 
with Free Entry in Local Telecommunications Markets.” The Review of Network 
Economics 2(4): 440-450. 

 


