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Norwegian comments to the consultation document on State aid to innovation.

Reference is made to the consultation document on State aid to innovation. Please find
enclosed the Norwegian comments in that regard.

Due to the change of government in Norway during the autumn 2005 it has not been possible
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COMMENTS REGARDING CONSULTATION DOCUMENT ON STATE AID
FOR INNOVATION

INTRODUCTION

The Norwegian authorities refer to the Consultation document on state aid for
innovation. We welcome the publication of the Consultation document and support the
main ideas presented. As we have some suggestions for improvements we also
appreciate the invitation to contribute in the discussion on state aid for innovation.

The Norwegian authorities share the view that innovation and R & D should be
recognised as key components in securing sustainable economic growth and
employment opportunities in the EEA, Competition and appropriate investments in R &
D would lead to increased innovation, which again is an important driver of economic
growth. As the EEA currently is not exploiting its full growth potential, it is prudent to
address framework conditions, including those conducwe to innovation, which may not
be beneficial to economic growth.

As a general rule, we believe that establishing sound competition is the best means to
create innovation. Competitiveness requires innovation through improving practises
and sharing ideas, and a competitive environment thus encourages product and process
development with the aim of exploiting market opportunities.

Innovation is a concept, which covers a wide range of activities and has very different
interpretations. In this sense innovation is important for the understanding and
discussion of economic development, but we are cautious to use the concept in itself as
an appropriate economic and legal definition of activities where state aid is justified.
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Internationalization +47 22 24 04 33
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Otherwise the aim of simplified rules and better-targeted aid might be undermined.

State aid, when clearly targeted, might play an important role in promoting innovation
activities, given that the aid seeks to address market failures, or other distributional
bottlenecks that might be detrimental to the innovative process. However, we think that
the proposed state aid rules should be more clearly linked to the identified market
failure. For instance, the economic effects of marketing activities are in many cases
mostly internalised within each firm by generating higher profits and should not be
supported. When the aim is to correct for imperfection in the capital market related to
information asymmetries, aid to certain start-ups may be justified. In this case a more
precise definition of what constitutes starts-ups is needed and the aid level allowed
should be proportional to the possible capital market failure facing such start-ups.

Need for clarifications

Sector aid:

It should be clarified whether it will be possible to target innovative aid to specific
sectors under the proposed horizontal guidelines/block exemptions. It is our view that
the possibility to organise all horizontal aid in sector programmes, except to sensitive
sectors, should be allowed.

Nationality of recipient:

In point 26 it is stated “... there should be no discrimination according to the EU country
of origin”. Our understanding of this text is that national authorities are allowed to grant
aid to companies registered in their countries, irrespective of ownership. Schemes
should not (unless specified by national authorities) be open to companies registered in
other EEA-members.

Small- and medium sized enterprises

The definition of small and medium-sized enterprises is rather wide and comprises a
majority of undertakings in the EEA. We propose that the target enterprises are
reviewed for different measures in order to ensure better targeting of aid. This could be
support to limit initial investments for risk capital funds to small enterprises and the
target group for the “innovation services voucher”,

State of the art:

According to the Commission’s proposal, support under the new measures for State aid
on Innovation should relate to products and processes that are technologically new or
substantially improved (compared to the previous state of the art in this industry in the
EEA area). In our view, the inclusion of this condition could serve as an important
“check” against market distortion, in particular if activities near the market are eligible
for aid under the R & D rules. In a competitive market, the development of a product or
process that is not “technologically new or substantially improved by comparison with
the previous state of the art in the industry in the EEA” could encompass price-
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competition, duplication of products or differentiation by design, brands or marketing.
State aid to such activities should not be eligible.

The state of the art criterion should not be applied in a way that increases the
administrative burden unduly for aid awarding authorities. This criterion could lead to
substantial amounts of work on the part of aid agencies, to identify what is the state of
art in Europe regarding different products and processes before state aid may be
provided. Furthermore, it may be difficult to assess whether a product, process or new
technology will become state of the art in the EEA in the early stages of the innovation
process.

Regarding start-up companies, the strict link to the State of Art should be relaxed.
Reference is made to our comments on question 8.

SECTION 1 - INTRODUCTION:

Question 1) Do you think that it is appropriate not to create a separate Framework for
Innovation, and that the new possibilities for State aid target selected innovation-related
activities?

The Norwegian authorities are in favour of the proposed solution. We believe that
creating additional frameworks or guidelines will complicate matters, rather than
contributing to simplified procedures in the State aid and Innovation.

SECTION 2 - PRINCIPLES GOVERNING CONTROL OF STATE AID AND
INNOVATION

Question 2) Do you think that the problems presented in Annex and the market failures
identified by the Commission as hampering the innovation process ave accurate? If so,
why? If not, why not?

The Norwegian authorities take note of the Commission’s description of problems
affecting innovation in the EU. Some of these cannot be defined as market failures and
not all the market failures described can be solved by State aid, in our view. Regarding
possible market failures and the justification for state aid, reference is made to our
introduction above and our comments on the other questions.

Question 3) the measures described in this Communication provide ex-anle criteria on the
basts of which State aid for innovation would be approved. Do you think that such an
approach is adequate?

The Norwegian authorities believe that simplification of notification procedures and

shorter time frames from national decision to implementation of a measure is desirable.
In that context the described ex-ante criteria for aid to innovation are adequate. In our
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opinion, most ex-ante provisions for aid to innovation should be integrated into existing
or exemption regulation, to achieve real simplifications. Ex-ante aid to innovation and
risk capital through exemption regulation would enable national authorities to respond
quickly in situations where market failures in relation to innovation might occur.
However, we also believe ex-ante criteria should be included in frameworks and
guidelines, as these might cover situations (e.g. large enterprises in special cases) that
fall outside of the scope of the exemption regulations and provide opportunities for
beforehand assessment in these cases.

Question 4) Stakeholders are invited to provide empirical evidence about the
appropriateness of authorising State aid to large companies, in particular in connection
with the objective of developing clusters around poles of excellence in the EU. Do you think
that the Commission should develop ex-ante rules allowing State aid for Innovation to the
benefit of large companies, or that such type of aid should always be subject to a case-by-
case stricter analysis on the basis of a notification to the Commission? As far as support to
innovation (or other state aid) is concerned, would it be appropriate to distinguish
between different categories of large companies? If so, on the basis of which criteria? And
for which purpose?

In our view, national governments should exercise great care before supporting large
enterprises. On the other hand, large enterprises could play an important role in
developing clusters and business environments that are favourable also for SMEs (for
instance by acting as demanding customers to small and medium-sized suppliers, and
by initialising and taking the lead in research projects that include SMEs). As regards
state aid to innovation, the Norwegian authorities recommend that aid to large
enterprises be subject to a case-by-case analysis on the basis of an individual notification
to the Commission or the EFTA Surveillance Authority.

Question 5) Stakeholders are invited to provide empirical evidence about the
appropriateness of authorising State aid to non-technological innovation, notably in
services sectors.

Our understanding is that the Commission proposes to restrict the forthcoming ex-ante
rules on State aid on innovation to activities relating to technological innovation, as non-
technological innovation could “cover any routine activity of the beneficiaries”
(paragraph 25, page 7).

In our view, excessive use of state aid to technological innovation under the R & D-rules
might preserve unprofitable manufacturing production at the cost of new and more
profitable projects in the service sectors. A rigid focus on technological innovation in
connection with start-up aid may discriminate against high-risk projects in the service
sectors. The service sector is a key driver of recent economic growth in most OECD —
countries, and technological innovation represents only a part of the innovation
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potential in the European economy today. An increasing part of productivity and
employment growth in the EEA today is related to the service industry.

The distinctions in the document between technological and non-technological
innovation, and between innovation in the service sector and other sectors, seem not
entirely accurate. According to the Consultation document, innovation in the service
sector differs from innovations in other sectors, in that innovations in services rely more
on professional knowledge, know-how, creativity and organisational development.
However, these are important components of the innovation process in most sectors in
the economy. Furthermore, based on the definition on page 7 (footnote 4), we would
like to point out that technological (process) innovations could refer to a substantial
part of innovations both in the service sector and in other industries. Reference is also
made to our comments on question 8.

In 2002, the Norwegian Government introduced a tax credit scheme for R& D
expenditures in 2002. This is a nation-wide scheme which applies automatically to all
firms investing in R & D, provided the project and costs are in accordance with the state
aid guidelines on R & D. Our data so far indicate that the service sector accounts for
about one fourth of the R & D projects.

The Norwegian authorities think that aid to non-technological innovation should be
considered. As we are well aware of potential definition problems, and the danger of
covering ordinary routine activities, we welcome the Commission’s work on improving
financial reporting on non-technical R & D-expenditure. We would appreciate
information about the work as it progresses.

Question 6) should the rules on State aid for innovation include regional bonuses for
cohestion purposes? Should they differ according to the geographical situation of the region,
irrespective of cohesion issues?

We see no reason to believe that positive external effects on growth are higher when an
innovative project is located in the assisted areas than elsewhere. As regards possible
market failure in the capital markets, there might however be some regional
differences.

A survey carried out by Innovation Norway in 2004 indicates that there may be some
regional differences in the capital markets linked to the early stage of developing new
enterprises and new innovation projects. The possible market failure in the capital
market related to information asymmetries seems to be somewhat more severe in low
population area with longer distances to the potential investors, larger cultural
differences between the investor and the local entrepreneur and higher risks due to
frequently lower second-hand value of investments. Accordingly, there may be good
reasons for having regional bonuses included in the possible state aid rules for
innovative start-ups.
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At present the main instrument for regional cohesion is the Regional Aid Guidelines
and in addition most of the horizontal instruments the state aid rules allow an increase
of the intensity in assisted areas. Higher aid intensities for innovation activities inside
the assisted area would be in accordance with the revised draft regional aid guidelines.
Justifications for these rules have partly been based on the assumption that possible
failures in the capital market might be more severe in assisted areas. The main reason
for regional aid is however not linked to market failures, but to cohesion (in Norway to
the overall aid is to stimulate employment and settlement in low population areas.)

Question 7) Are some types of aid move suited to specific situations and specific innovation
activities (ex: tax rebates, secured loans, repayable advances)?

The Norwegian authorities do not think it is a good idea to favour specific types of aid
suited for specific innovation activities. What matters are the substantial criteria linked
to the granting of aid, e.g. the definition of the project and firms eligible, the amount of
aid and the aid intensity allowed or the scope for discretion in the granting of aid, and
not the specific type of aid, e.g. whether it is an automatic grant scheme or and
automatic tax rebate scheme. Given the possible criteria for eligibility, it should be left
to each country to decide on the type of aid suitable, within a maximum aid ceiling.
Reference is also made to our comments on question 8 and the proposed rules for the
granting of aid to start-ups.

SECTION 3 - SUPPORTING RISK-TAKING AND INNOVATION

Question 8 Do you agree with the proposed criteria to define innovative start-ups, with the
approach of not defining eligible costs, with the amounts of aid and cumulation rules? Do
you think that different eligibility criteria should be established for high-tech sectors like
biotech and pharmaceuticals, which have long time-to-market, and product development
cycles?

In the case of information asymmetries, aid to start-ups may be a more suitable target
measure than investment aid to SMEs. The capital market normally handles risks, but
information asymmetries may in some cases lead to inefficiencies in the capital market.
Such information asymmetries would primarily be linked to firms in an early stage
involved in high-risk projects. When the aim is to correct for market failure in the
capital market and provide a sensible framing of the rules on aid to start-ups, these
rules may therefore be more adequate than the existing rules on investment aid to
SMEs in the SME Regulation.

We think it is a good idea not to distinguish between operating aid and investment aid
by defining the “eligible costs” for start-ups. The possible capital imperfection/gap is
not linked to the financing of specific costs, but to the financing of the start-up as such,
taken account of all expected relevant costs and income related to the start up firm and
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the risk involved. An “eligible costs” approach may lead to interpretations of what are
included in those costs and possible inflexibility for the enterprises in question. An
approach without specifying eligible costs will also lead to less bureaucracy when
granting such aid.

However, the Start-up criterion, (see paragraph 38, first bullet point) could be further
specified in order to avoid conflicting interpretation, evasion of the rules and
unnecessary distortion, and a clearer definition of what constitutes a business start-up
(e.g. not reallocation or split up of enterprises). Such aid should as proposed in the
consultation be limited to small enterprises.

In the case of start-ups we think the innovativeness criterion {see the second bullet
point in paragraph 38), is too strict. The problem of information asymmetries may also
be involved in other projects, e.g. high-risk projects within the service sector. A more
flexible approach is thus needed (see also our remarks above to the proposed “state of
the art”-criteria). The filing of a patent-application could be the basis for assessing a
start-up as being innovative, in addition to that suggested under point 38 i) of the
Consultation document. The 15 % criterion for R & D expenses also seems to be strict.
Our data suggest that innovative ICT-companies spend 4-7 % on R & D. Although these
data do not provide sufficient basis, we believe an R & D criterion should have a
substantially lower limit than the proposed 15 %.

Regarding the proposed rules for the granting of aid (see paragraph 39), we see no
reason to favour the use of the described tax exemption measure, reference is made to
our comments on question 7 above. Besides, a general reduction in social contributions,
linked to startups, would primarily increase the number of persons employed in start-up
firms (by reducing the labour costs). When the aim is to correct for a possible
inefficiency in the capital market related to innovative start-ups as such, measures not
linked to specific costs would be preferable. Other than that, we have no comments
regarding the aid amount.

It is clear that companies in some industries, for instance the biotech-industry, may be
in function for more than five-years before they are ready to sell their products.
However, we are not convinced that some industries should be given advantages, as
long as they are eligible to apply for other aid (for instance R & ) after the five-years
period expires.

Our understanding of the cumulation rules is that the beneficiary cannot receive other
state aid during the same period it receives “innovative start-up aid”. However, after the
period the beneficiary receives “innovative start-up aid”, the beneficiary faces no
restrictions just because it previously received this kind of aid.

Furthermore, in our view, it should be possible to cumulate aid to start-up aid with
other state aid scheme target at other aim, where the granting of aid is automatic, only
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subject to fixed and objective criteria and available to undertakings in all sectors,
provided that this automatic scheme is justified in other guidelines, e.g. the Regional
Aid Guidelines or R & D Guidelines

The cumulating criterion is also difficult for innovative start-ups if they receive equity
from state-backed equity schemes. We suggest that there should be sought additional
rules regarding the combination of aid when state-backed equity investments are
involved.

Question 9) Beyond the proposed rules, empirical arguments are welcomed that
demonstrate the need for State aid: i) for start-ups independently of the innovativeness
criterion, and ii) for innovative SMEs established for more than {5 years].

The Norwegian authorities do not have any empirical data related to this matter, or
other comments than those presented in our answer to question 8.

General comments with regard to the risk capital guidelines

Risk capital is important for new innovative firms and the promotion of innovation. New
innovative firms frequently lack the necessary collateral for borrowing and a high share
of high-growth companies are backed by venture and private equity funds. Risk capital
is essentially organised via private operators, but market failures linked to imperfect or
asymmetric information and transaction costs may justify State aid. A major challenge is
how to apply the risk capital guidelines (SARC) in a way that is beneficial for innovative
firms, interesting for professional investors and allows for state intervention to a degree
proportionate to the market failure.

It is important that funds are allowed to operate in accordance with venture industry
standards. Under the present SARC-guidelines, the funds cannot operate as market
investors because of the severe restrictions on follow-on investments. Expected return-
on-nvestments (RO) is reduced for funds under the present guidelines due to risks
brought in by the rules. Investments may be diluted or sold at a below market price,
because funds are allowed only to a very limited degree to make follow-on investments.
To increase expected ROI funds under such schemes must be allowed to follow up their
expected best investments in accordance with commercial considerations. We therefore
propose that funds should be allowed to invest 10 % of the funds capital base in single
projects, provided that the initial investment was made in a small early stage company,
as defined by the European Venture Capital Association.

The supply side of the risk capital market is highly fluctuating. In cyclical downturns,
the supply of early-stage capital is likely to be lower than in peak periods. New
enterprises must have access to risk capital also in such periods in order to be
innovative and risk taking. The Norwegian authorities are not in favour of absolute
thresholds for state-participation in such schemes. Instead, fully state-owned co-
investment funds should be allowed, on the condition that they invest in early stage
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enterprises with private investors, even on less advantageous terms than private
investors. It may be easier to attract private sector capital to single projects than to fund
structures in which the investors themselves have less control.

Cumulating is troublesome for state-backed equity schemes on two areas. Equity from
such schemes is a mix of subsidies and ordinary market investments. It is frequently
hard to calculate the exact amount of state aid involved in each investment. Reference is
also made to our comment on cumulation regarding innovative start-ups (see question 8
above). Secondly, if equity backed projects are excluded wholly or to a large degree
from receiving other forms of aid, the use of equity measure linked to early stages
would be rather rare cases. Entrepreneurs would instead prefer grants as grants are
regarded as “free” money from their point of view, and will bring no new owners in.
Such behaviour will shut them out from valuable competence that is frequently offered
along with equity investments.

Question 10) Do you think that other types of State aid apart from those currently granted
in respect of risk capital are required in order to help European SMEs grow beyond the
start-up phase? If so, which ones?

The current guidelines are quite flexible as they allow for investment funds “In which
the state is a partner, investor or participant even on less advantageous terms than
other investors (...) the Commission is not in a position to define rigid criteria”. Our
experience is that the interpretation of the rules which may be too strict. In order for
the rules to function adequately they need to be interpreted flexibly. The Norwegian
authorities have no other comments than those presented above.

General comments with regard to the R & D guidelines

The current rules for R & D aid in the state aid guidelines make a distinction between
fundamental research, industrial research and pre-competitive development activity. In
general, there is a clear case for more subsidies to basic research and industrial
research than to pre-competitive development, where the economic effects normally to
a larger extent are internalised within each firm. However, in some cases it may be
troublesome to distinguish between industrial research and pre-competitive
development, as the steps may be rather interwoven, especially in the case of circular
development process.

The Norwegian authorities believe that in some cases opportunities should be given in
the ex-ante rules to support activities in the last stage of pre-competitive activities, see
our comments on question 11. However, when/if an additional step is added, particular
attention should be paid to the problems encountered when the different steps in the R
& D-process are closely interwoven. Eligible activities should be clearly defined
however, and aid intensities must take into account of the closeness to the market at
this stage.

Page 9



Question 11) Do you think that these provisions would produce the expected effects in terms
of encouraging SMEs to launch innovative products in the market? If not, what changes
should be made to these rules?

The Norwegian authorities believe that in some cases opportunities should be given in
the ex-ante rules to support activities in the last stage of pre-competitive activities. We
believe that the proposed rules to a large degree balance the need for provisions with
the caution required when supporting activities close to market. However, marketing
costs (even if they relate to technological design) and training related to marketing
exceeding what is allowed under the present SME-guidelines should not be eligible for
state aid. Marketing activities do not generate tangible external effects. We underline
the necessity to link the eligible activities to a specific R & D project, and that aid must
relate to products and processes that are technologically new or substantially improved
by comparison with the previous state of the art in this industry in the EEA.

Question 12) is there evidence that these provisions should be extended to large companies?
Do you think that notification should be required for measures granting substantial
amounts of aid to individual firms or individual sectors? If yes, above what amount? What
empirical evidence should then be requested by the Commission?

The Norwegian authorities believe that aid under these provisions should be limited to
SMEs. The extra eligible costs proposed should not be allowed for large companies. We
do not believe such aid would have any significant effect on what will be launched in the
markets and as such not contribute to the goal of better-targeted aid.

SECTION 4 - A SUPPORTIVE BUSINESS ENVIRONMENT

General comments:

The Norwegian authorities believe that innovation intermediaries could be funded

100 % by the state as long as the requirements of point 56 of the consultation document
are followed.

Currently, innovation intermediaries are to a large extent public institutions. For the
EEA to become a knowledge-based economy, markets for knowledge services need to
be developed. State aid for innovation intermediaries can play a role in the process of
creating and improving such markets. One of the most important aspects of the
proposed rules in the field of innovation intermediaries should be to give incentives to
the establishment of private providers. We believe supporting the demand side can best
do this - help purchasers of such services define their real needs properly and behave
as demanding customers.

The proposed sum of up to EUR 200 000 seems high. Instead, we propose that the

maximum aid allowed is EUR 20 000, provided that it is granted to small and medium-
sized enterprises and with a maximum aid intensity of 50 %.
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Question 13) How would you regard specific support for innovation intermediaries which
merge or develop a joint venture to reach critical mass in a technological field of
specialisation? Should investment aid be permitted in this context? If so, on what
conditions? What other measures could be envisaged?

The Norwegian authorities do not have any data that support any conclusions on this
matter.

Question 14) is there evidence that the recruitment by SMEs of other types of highly skilled
personnel should be also aided?

As far as we know, problems for SMEs in attracting skilled personnel are primarily
related to risks for individuals regarding employment in innovative start-ups with an
uncertain future. The proposed measures to support innovative start-ups will be a
suitable way to address possible market failure linked to this recruitment problem, also
bearing in mind that not all problems or possible extra costs related to being a small
company or a start up company can be said to be market failures. Reference is made to
our comments on question 8. Start-up companies should be free to spend the possible
start up aid received on recruiting highly skilled personnel. In this context, we would
like to point out the importance of creating suitable framework conditions to increase
mobility between academia and industry in Europe today.

Question 15) Should the Commission adopt specific rules for cases where a researcher
chooses not to return to his/her home university or where the university no longer intends
to hire him/her back?

Rules require surveillance and enforcement. In addition to seeing no need for rules if
the personnel do not return, the Norwegian authorities believe that such rules will
create unnecessary control mechanisms.

Question 16) what definition of cluster/clustering activities should be followed and what
criteria should be used to distinguish clusters from the broader category of innovation
intermediaries?

In our view activities in a cluster could be granted aid in accordance with the R& D
Guidelines, existing rules on soft aid to SMEs, or the financing of general infrastructure
projects {(see our comments on question 19). However we do not see an economic
rationale to support clusters as such, and therefore no needs for a specific definition of
cluster/clustering activities in the state aid rules.

Question 17) Do you think that State aid should be allowed to promote European centres

of excellence? If so, what type of State aid, for what reasons, and subject to what
conditions? What other, possibly better, measures could be envisaged’?
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The Norwegian authorities would encourage a clarification in the document regarding
the definition of European centres of excellence. A common definition of the concept
will facilitate national government’s distinguishing between centres of excellence and
clusters.

Question 18) Are additional criteria needed to avoid State aid being fragmented and to
encourage the concentration of resources in a limited number of poles of excellence?

In Norway, different cluster initiatives have been developed during the last few years.
Some of these initiatives focus on excellence in research, while other focus on creating
regional centres of expertise. The latter focuses more on cooperation between
enterprises than on establishing world-class research centres and does also have an
important role as drivers of regional development. As poles of excellence is an
important regional development tool, not only when it comes to regions in Europe, but
also in regions nationally, the Norwegian authorities would caution against too much
concentration on a limited number of poles.

Question 19) What are your views more generally about the need for additional provisions
Jor infrastructure that supports innovation (e.g. in the field of energy, transport efc.)?

In addition to energy and transport, electronic communication in general, and high-
speed internet {broadband) access in particular, represent increasingly important pre-
requisites for the innovation process in many companies today, not least within the
knowledge-intensive industries. A number of Member States have established financial
schemes at national level, with government support to broadband rollout in areas where
the market alone does not provide for sufficient coverage. Our understanding is that the
EU structural funds are also open to supporting projects in the electronic
communications field, in some cases by co-financing agreements with member states.

The Consultation document proposes that State aid for infrastructure may be
authorised cumulatively with other rules, referring to inter alia insufficient access to
broadband in many remote areas in the EEA. We would like to underline that public
support to infrastructure investments projects (including the roll out of broad band in
distant areas) will normally not constitute state aid. Reference is also made to Court of
Justice’s Altmark ruling (C-280/00, 24.7.03).

In our view, it should be left to national governments to decide what is sufficient
regional coverage of infrastructure (including broad band). If additional rules are
considered in this field, due account should also be taken of the possible need for public
finance, while at the same time preserving competition in the markets. In this context
we would like to highlight the need for technology neutrality and transparency in
tendering procedures. The EEA countries’ ongoing work on designating SMP-operators

Page 12



in the electronic communications markets and imposing remedies on them is important
and relevant in this context.

Question 20) Do you think that large firms should be entitled to State aid, e.g. to establish
research facilities in a European pole of excellence? Should the Commission try and
develop specific criteria to control such State aid? What type of economic evidence should
be requested to analyse the necessity of such State aid?

Reference is made to our comments on question 16.

Yours sincerely,

Adviser
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