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Section 1: Introduction to the Competition Commission’s
Determination

Introduction

1.1

1.2

1.3

1.4

15

1.6

In March 2011 Ofcom published its Wholesale Mobile Voice Call Termination
statement (the Statement) having conducted a market review in anticipation of the
expiry of the previous mobile call termination rate (MTR) charge control and in
accordance with the Communications Act 2003 (the Act). The Statement set out
Ofcom’s conclusions as a result of this market review."

The previous price control for MTR was set in March 2007, based on long-run
incremental cost plus (LRIC+). On 20 May 2009, Ofcom commenced a market review
leading to the price control which is the subject of this appeal. Long-run incremental
cost (LRIC) and LRIC+ based controls were two of six options on which Ofcom
consulted. In April 2010, Ofcom published its second consultation, in which it
proposed to regulate the termination charges of the four national mobile
communications providers (MCPs) using LRIC. In November 2010, Ofcom published
a further consultation on its design of the charge control which it proposed to impose
upon those four MCPs. Later that month, Ofcom published a further consultation to
assist its consideration of the competitive impacts of the proposals in its April 2010
consultation.

Ofcom defined a market for call termination on each of 32 ‘individual mobile
networks’. Each market comprised the provision of services to other communications
providers for the termination of voice call to UK mobile numbers for which the MCP
concerned is able to set the MTR.? Ofcom concluded that each of those 32 MCPs
had significant market power (SMP) with respect to the termination of calls to that
network (ie within their allocated number ranges).®

Ofcom considered in the Statement the harm to consumers that arises in markets
where competition does not work effectively (ie where one or more providers have
SMP).

Ofcom concluded that, in the absence of regulation, MCPs would have the ability and
incentive to set excessive MTRs. They said that this would result in a structure of
prices in retail and wholesale markets that would then be less efficient, distort
customer choice, restrict or distort competition and generate adverse distributional
impacts. Ofcom did not believe that ex post competition law would be sufficient to
address these problems it identified and it therefore proceeded to consider
appropriate remedies.*

Ofcom’s remedies required all 32 MCPs to provide mobile call termination services
(MCT) on fair and reasonable terms, to publish their MTRs, and to give 28 days’
notice of changes to their MTRs.” In addition Ofcom imposed on the four national
MCPs® a requirement not to unduly discriminate in relation to the provision of MCT

! These conclusions are summarized in §1.14 of the Statement.
2 Ofcom Statement, §3.164.

% Ofcom Statement, §4.94.

* Ofcom Statement, §5.29.

® Ofcom Statement, §6.92.

® Everything Everywhere, Vodafone, Three and O2.
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and a charge control in relation to MTRs.” Ofcom’s charge control decision limited
MTRs for all four national MCPs so that the maximum permitted charge for MCT
reached LRIC by 1 April 2014. The MTR cap was set on a four-year glide path by
setting a cap with a single maximum charge in each year after a two-month transition
period.? This approach involved setting mobile termination rates limited to the
incremental costs of providing call termination to other communications providers.

1.7 Ofcom concluded that its approach to setting this charge control best promoted
efficiency and sustainable competition in the retail mobile market in the UK and
conferred the greatest possible benefits on end-users of public electronic
communication services.® Ofcom said that this approach was consistent with the
European Commission’s Recommendation on the regulation of Mobile Termination
Rates.' This approach was a change from that adopted in the 2007 and previous
charge controls, where Ofcom had adopted a charge control based upon LRIC+
(which included a mark-up for joint and common costs).**

The appeals

1.8 Appeals were brought against the decision of Ofcom contained in the Statement by
Everything Everywhere Limited (EE), BT plc (BT), Hutchison 3G UK Limited (Three)
and Vodafone Limited (Vodafone) before the Competition Appeal Tribunal (the
Tribunal) under section 192 of the Act.*?

1.9 On 13 June 2011 the Tribunal issued an Order which consolidated the four appeals
(the MCT Appeals) and permitted the Interveners to intervene in the proceedings.

1.10 Vodafone and EE each intervened in support of the other’s appeal*® and Telefénica
UK Limited (Telefénica) intervened in support of both of those appellants. Three
intervened in support of BT's appeal and BT intervened in support of the appeal
made by Three. Vodafone, EE and Telefonica intervened in support of Ofcom against
the appeals of BT and Three, and Three and BT each intervened in support of Ofcom
against the appeals of EE and Vodafone.

The appellate framework

1.11 The Act provides for a specific appellate regime for appeals relating to price controls
imposed by Ofcom. It provides, in relevant part:

192 Appeals against decisions by OFCOM, the Secretary of State etc.

(2) A person affected by a decision to which this section applies may appeal against
it to the Tribunal.

" Ofcom Statement, §6.93.

8 Ofcom Statement, §10.134.

° Ofcom Statement, §1.13.

1% Commission Recommendation of 7 May 2009 on the Regulatory Treatment of Fixed and Mobile Termination Rates in the EU
(2009/396/EC).

' Ofcom Statement, §1.8 & fn 3.

'2 Case numbers 1180/3/3/11, 1181/3/3/11, 1182/3/3/11 and 1183/3/3/11 respectively.

'3 vodafone did not, however, support EE’s contention that Ofcom erred in its estimate of the weighted average cost of capital
(WACC)—Vodafone Sol, 81.
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(5) The notice of appeal must set out—

(a) the provision under which the decision appealed against was taken; and
(b) the grounds of appeal.

(6) The grounds of appeal must be set out in sufficient detail to indicate—

(a) to what extent (if any) the appellant contends that the decision appealed against
was based on an error of fact or was wrong in law or both; and

(b) to what extent (if any) the appellant is appealing against the exercise of a
discretion by OFCOM, by the Secretary of State or by another person.

193 Reference of price control matters to the Competition Commission

(1) Tribunal rules must provide in relation to appeals made under section 192(2)
relating to price control that the price control matters arising in that appeal, to the
extent that they are matters of a description specified in the rules, must be referred
by the Tribunal to the Competition Commission for determination.

(2) Where a price control matter is referred in accordance with Tribunal rules to the
Competition Commission for determination, the Commission is to determine that
matter—

(a) in accordance with the provision made by the rules;

(b) in accordance with directions given to them by the Tribunal in exercise of powers
conferred by the rules; and

(c) subject to the rules and any such directions, using such procedure as the
Commission consider appropriate.

(3) The provision that may be made by Tribunal rules about the determination of a
price control matter referred to the Competition Commission in accordance with the
rules includes provision about the period within which that matter is to be determined
by that Commission.

(4) Where the Competition Commission determines a price control matter in
accordance with Tribunal rules, they must notify the Tribunal of the determination
they have made.

(5) The notification must be given as soon as practicable after the making of the
notified determination.

(6) Where a price control matter arising in an appeal is required to be referred to the
Competition Commission under this section, the Tribunal, in deciding the appeal on
the merits under section 195, must decide that matter in accordance with the
determination of that Commission.

(7) Subsection (6) does not apply to the extent that the Tribunal decides, applying the
principles applicable on an application for judicial review, that the determination of
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1.12

the Competition Commission is a determination that would fall to be set aside on
such an application.

(9) For the purposes of this section an appeal relates to price control if the matters to
which the appeal relates are or include price control matters.

(10) In this section ‘price control matter’ means a matter relating to the imposition of
any form of price control by an SMP condition the setting of which is authorised by—

(a) section 87(9);
(b) section 91; or

(c) section 93(3).

195 Decisions of the Tribunal

(1) The Tribunal shall dispose of an appeal under section 192(2) in accordance with
this section.

(2) The Tribunal shall decide the appeal on the merits and by reference to the
grounds of appeal set out in the notice of appeal.

(3) The Tribunal’s decision must include a decision as to what (if any) is the
appropriate action for the decision-maker to take in relation to the subject-matter of
the decision under appeal.

(4) The Tribunal shall then remit the decision under appeal to the decision-maker
with such directions (if any) as the Tribunal considers appropriate for giving effect to
its decision.

(5) The Tribunal must not direct the decision-maker to take any action which he
would not otherwise have power to take in relation to the decision under appeal.

(6) It shall be the duty of the decision-maker to comply with every direction given
under subsection (4).

The Tribunal rules referred to in section 193 are the Competition Appeal Tribunal
(Amendment and Communications Act Appeals) Rules 2004 (SI 2004 No 2068) (the
2004 Rules). The 2004 Rules provide, in relevant part:

Reference of price control matters to the Competition Commission

3.—(1) For the purposes of subsection (1) of section 193 of the Act, there is specified
every price control matter falling within subsection (10) of that section which is
disputed between the parties and which relates to—

(a) the principles applied in setting the condition which imposes the price control in
guestion,
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1.13

(b) the methods applied or calculations used or data used in determining that price
control, or

(c) what the provisions imposing the price control which are contained in that
condition should be (including at what level the price controls should be set).

(5) The Tribunal shall refer to the Commission for determination in accordance with
section 193 of the Act and rule 5 every matter which ... it decides is a specified price
control matter.

Determination by Competition Commission of price control matters

5.—(1) Subject to any directions given by the Tribunal (which may be given at any
time before the Commission have made their determination), the Commission shall
determine every price control matter within four months of receipt by them of the
reference.

(2) The Tribunal may give directions as to the procedure in accordance with which
the Commission are to make their determination.

(3) The Tribunal may give directions under this rule of its own motion or upon the
application of the Commission or of any party.

The SMP condition, which is imposed by Ofcom in the Statement and is the subject
of these consolidated appeals, was imposed pursuant to sections 45 and 87(9) of the
Act. Accordingly, the price control matters in the MCT Appeals fell to be referred to
us for determination.

The Tribunal’'s reference

1.14

1.15

In the Tribunal’s order entitled Reference of Specified Price Control Matters to the
Competition Commission dated 30 June 2011 (the Reference), and pursuant to Rule
3(5) of the 2004 Rules and section 193 of the Act, the Tribunal referred to the
Competition Commission (CC) for its determination the specified price control
guestions arising in these appeals.

The Reference required us to determine six questions regarding whether Ofcom had
erred for the reasons set out in the appellants’ Notices of Appeal. A final question
(Question 7) asked us to include in our determination, if the answers to any of the
previous questions were ‘yes’, clear and precise guidance as to how any such error
found should be corrected and, in so far as was reasonably practicable, a
determination as to any consequential adjustments to the charge controls. The
Tribunal required us to determine the issues that had been referred to us on or
before 9 February 2012. A copy of the Reference is at Appendix A.

The structure of our determination

1.16

Following this introduction, our determination is divided into seven sections, each
dealing with the respectively numbered Reference Questions 1 to 7.
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1.17

1.18

We set out the main arguments and evidence put to us by the parties and conclude
with our assessment and conclusions in determining whether Ofcom has erred for
any of the reasons put to us.

In the remainder of this introductory section, we address the following topics which
are intended to provide the legal and broader factual context for this determination:

(a) the legal framework for the regulation of the telecommunications sector in the EU
and the UK;

(b) our role, the standard of review we applied and the procedure we followed in
preparing this determination; and

(c) a brief background to and outline of Ofcom’s Statement against which the parties
are appealing.

The legal framework for Ofcom’s charge control

1.19

Regulation of the telecommunications sector takes place across Europe under what
is known as the European Common Regulatory Framework (CRF). The CRF consists
of a number of Directives, the most relevant of which are Directive 2002/21/EC on
the common regulatory framework for electronic communications networks and
services (the Framework Directive) and Directive 2002/19/EC on access to, and
interconnection of, electronic communications networks and associated facilities (the
Access Directive). The CRF imposes on member states the obligation to designate
independent national regulatory authorities (NRAS), sets out objectives and principles
that the NRAs are to be guided by in carrying out their functions, obliges them to
carry out market reviews, and empowers them to impose certain obligations on
undertakings with SMP including price controls. Of particular relevance to this appeal
are Articles 8 and 13 of the Access Directive and Article 19 of the Framework
Directive, which provide, in relevant part:

Access Directive Article 8
Imposition, amendment or withdrawal of obligations

(1) Member States shall ensure that national regulatory authorities are empowered to
impose the obligations identified in Articles 9 to 13.

(2) Where an operator is designated as having significant market power on a specific
market as a result of a market analysis carried out in accordance with Article 16 of
Directive 2002/21/EC (Framework Directive), national regulatory authorities shall
impose the obligations set out in Articles 9 to 13 of this Directive as appropriate.

Access Directive Article 13
Price control and cost accounting obligations

(1) A national regulatory authority may, in accordance with the provisions of Article 8,
impose obligations relating to cost recovery and price controls, including obligations
for cost orientation of prices and obligations concerning cost accounting systems, for
the provision of specific types of interconnection and/or access, in situations where a
market analysis indicates that a lack of effective competition means that the operator
concerned might sustain prices at an excessively high level, or apply a price
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squeeze, to the detriment of end-users. National regulatory authorities shall take into
account the investment made by the operator and allow him a reasonable rate of
return on adequate capital employed, taking into account the risks involved.

(2) National regulatory authorities shall ensure that any cost recovery mechanism or
pricing methodology that is mandated serves to promote efficiency and sustainable
competition and maximise consumer benefits. In this regard national regulatory
authorities may also take account of prices available in comparable competitive
markets.

Framework Directive Article 19
Harmonisation procedures

1. Where the Commission, acting in accordance with the procedure referred to
in Article 22(2), issues recommendations to Member States on the harmonised
application of the provisions in this Directive and the Specific Directives in
order to further the achievement of the objectives set out in Article 8, Member
States shall ensure that national regulatory authorities take the utmost account
of those recommendations in carrying out their tasks. Where a national
regulatory authority chooses not to follow a recommendation, it shall inform the
Commission giving the reasoning for its position.

1.20 The UK’s NRA is Ofcom and the CRF was implemented in the UK by the Act, in
which the powers and duties set out in the Directives are reflected. The Act, in line
with the CRF, imposes general duties and objectives upon Ofcom. These include, in
section 3, duties to further the interests of citizens in relation to communications
matters and to further the interests of consumers in relevant markets, where
appropriate by promoting competition. Section 4 imposes certain duties on Ofcom for
the purpose of fulfilling EC obligations, which, in so far as are relevant, include a
requirement to promote competition in relation to the provision of electronic
communications networks and services, an obligation to encourage the provision of
network service and interoperability for the purpose of securing efficient investment
and innovation, and a requirement to take account of the desirability of it carrying out
its functions in a manner which, so far as practicable, does not favour one form of
electronic communications network, service or associated facility over another or one
means of providing or making available such a network, service or facility over
another. The Act also requires that Ofcom has regard, in so far as it considers
relevant in the circumstances, to the position of a number of categories of consumer,
specifically those in need of special protection,** people with disabilities, the elderly
and those on low incomes,™ and the different interests of persons in the different
parts of the UK, of the different ethnic communities and of persons living in rural and
in urban areas.'®

1.21 Additionally Article 19 of the Framework Directive is reflected in section 79 of the Act
which provides that Ofcom must take due account of all applicable guidelines and
recommendations which have been issued by the European Commission in
pursuance of the provisions of an EU instrument; and relate to market identification
and analysis.

' section 3(4)(h).
'* section 3(4)(i).
1% Section 3(4)()).
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1.22

1.23

1.24

1.25

Section 45 of the Act provides Ofcom with the power to set binding conditions,
including SMP conditions (contained in sections 87 to 93). An SMP condition can be
applied to a communications provider that Ofcom has determined as having SMP in
a specific market (sections 46(7)—(8)), but only if Ofcom is satisfied that the tests
found in section 47 are met. Section 47 provides that Ofcom must not set a condition
unless Ofcom is satisfied that the condition is objectively justifiable, not unduly
discriminatory, proportionate, and transparent.

Section 87(9) gives Ofcom the specific power to set SMP conditions that impose
price controls. The imposition of price controls is subject to section 88, which
provides, in relevant part:

88 Conditions about network access pricing etc

(1) OFCOM are not to set an SMP condition falling within section 87(9) except
where—

(a) it appears to them from the market analysis carried out for the purpose of setting
that condition that there is a relevant risk of adverse effects arising from price
distortion; and

(b) it appears to them that the setting of the condition is appropriate for the purposes
of—

(i) promoting efficiency;
(i) promoting sustainable competition; and

(iii) conferring the greatest possible benefits on the end-users of public electronic
communications services.

(2) In setting an SMP condition falling within section 87(9), OFCOM must take
account of the extent of the investment in the matters to which the condition relates of
the person to whom it is to apply.

EC Recommendation 2009/396/EC on the Regulatory Treatment of Fixed and Mobile
Termination Rates in the EU (the Recommendation) was made under Article 19(1) of
the Framework Directive. In the Statement Ofcom said that the Recommendation
was relevant to the MCT market review, and that, therefore, it must have regard to it
in determining its proposals. It stated that in doing so, it must take account of both
the course of action it recommended in relation to setting charge control and cost
accounting obligations, and its harmonizing objective or intent.*’

We have had regard, in relation to each allegation of error as well as in relation to our
overall conclusions, to the CRF and the domestic provisions implementing it. We
consider our conclusions to be consistent with the legal framework.

' Ofcom Statement, §2.71.
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Our role
The standard of review

1.26 In our determinations of the price control reference in Cable & Wireless UK v Office
of Communications'® and the consolidated 2009 Calls to Mobiles Appeals® we
considered the nature of our appellate function under the Act. In this determination
we have followed the same approach as in those cases, in particular as set out in
paragraphs 1.30 to 1.33 of the Calls to Mobiles Appeals determination:*°

1.30 Section 195(2) of the 2003 Act provides for an appeal on the
merits. Section 192(6) shows that appeals can be brought on the
basis of errors of fact or law or against the exercise of a
discretion. The Tribunal interpreted its role under a section 192
appeal as being one of a specialist court designed to be able to
scrutinize the detail of regulatory decisions in a profound and
rigorous manner. In our view, our role in determining the specified
price control matters that have been referred to us is similar. We
note that this is the role that appears to have been contemplated
for us by the Tribunal in its Reference Ruling and in the wording of
the Reference itself (reference question 8 in particular).

1.31 We also note that the wording of rule 3 of the 2004 Rules
envisages a determination of disputes that relate to the principles
or methods applied or the calculations or data used in determining
a price control, as well as disputes that relate to what the
provisions imposing the price control should be including at what
level the price control should be set. That also suggests a rigorous
and detailed examination of the price control matters subject to
appeal.

1.32 We have carried out that examination with the purpose of
determining whether Ofcom erred for any of the specific reasons
put forward by the parties. In determining whether it did so err, we
have not held Ofcom to be wrong simply because we considered
there to be some error in its reasoning on a particular point—the
error in reasoning must have been of sufficient importance to
vitiate Ofcom’s decision on the point in whole or in part.

1.33 We have also kept in mind the point made by the Interveners that
Ofcom is a specialist regulator whose judgement should not be
readily dismissed. Where a ground of appeal relates to a claim
that Ofcom has made a factual error or an error of calculation, it
may be relatively straightforward to determine whether it is well
founded. Where, on the other hand, a ground of appeal relates to
the broader principles adopted or to an alleged error in the
exercise of a discretion, the matter may not be so clear. In a case
where there were a number of alternative solutions to a regulatory

'8 Determination, Case 1112/3/3/09, 30 June 2010.

9 Hutchison 3G UK Limited v Office of Communications (Case 1083/3/3/07) and British Telecommunications plc v Office of
Communications (Case 1085/3/3/07).

% Mobile phone wholesale voice termination charges determination, notified to the Tribunal on 16 January 2009.
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1.27

1.28

1.29

problem with little to choose between them, we do not think it
would be right for us to determine that Ofcom erred simply
because it took a course other than the one that we would have
taken. On the other hand, if, out of the alternative options, some
clearly had more merit than others, it may more easily be said that
Ofcom erred if it chose an inferior solution. Which category a
particular choice falls within can necessarily only be decided on a
case-by-case basis.

The appellants have noted in their challenges the standard of review set out in the
decision in Hutchison 3G UK Ltd v Ofcom.?* It is clear from the Hutchison 3G case
that the appeal regime set out in sections 192 to 195 of the Act provides for profound
and rigorous scrutiny of Ofcom’s decisions. The Tribunal stated that: “The question
for the Tribunal is not whether the decision to impose a price control was within the
range of reasonable responses but whether the decision was the right one.’?

Vodafone cited TalkTalk Telecom Group plc v Ofcom.?® The Tribunal’s
judgment, published in January of this year, in the non-price-control matters in
relation to Ofcom’s 2011 Wholesale Broadband Access charge control
decision, as authority for the proposition that the Tribunal (and, hence, the
CC) should proceed on the basis that an appeal must succeed if it showed
that Ofcom reached the wrong decision or that, in reaching its decision, it
applied a methodology which was so unsound as to create a real risk that the
decision was wrong. We agree that the proposition largely accords with the
matters considered in the Tribunal’s judgment in the Wholesale Broadband
Access non-price-control judgment. We note, however, that the ‘methodology’
to which Vodafone refers is in fact the point of process taken in appeal by
TalkTalk, rather than the analytical methodology which is subject to scrutiny in
the context of these MCT Appeals. Our approach to this analytical
methodology is as set out in the principles enunciated below.

The Tribunal in TalkTalk specifically noted (at [73] and [74]) that the proposition in
Hutchison 3G to which we refer above must be read with two further statements from
the T-Mobile case in mind:

... First, Jacob LJ in T-Mobile (UK) Limited v Office of Communications
[2008] EWCA Civ 1373 made absolutely clear that the section 192
appeal process is not intended to duplicate, still less, usurp, the
functions of the regulator. In paragraph 31, he stated:

After all it is inconceivable that Article 4 [of the Framework Directive], in
requiring an appeal which can duly take into account the merits,
requires Member States to have in effect a fully equipped duplicate
regulatory body waiting in the wings just for appeals. What is called for
is an appeal body and no more, a body which can look into whether the
regulator has got something materially wrong. That may be very difficult
if all that is impugned is an overall value judgment based upon
competing commercial considerations in the context of a public policy
decision.

1 12008] CAT 11.
%2 Hutchison 3G UK Ltd v Ofcom, §164.
28 [2012] CAT 1 at §§75 & 76 as cited, it appears to us that §78 offers greater support for this proposition.
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Secondly, and following on from this point, in T-Mobile (UK) Limited v
Office of Communications [2008] CAT 12, the Tribunal noted (at
paragraph 82):

It is also common ground that there may, in relation to any particular
dispute, be a number of different approaches which OFCOM could
reasonably adopt in arriving at its determination. There may well be no
single “right answer” to the dispute. To that extent, the Tribunal may,
whilst still conducting a merits review of the decision, be slow to
overturn a decision which is arrived at by an appropriate methodology
even if the dissatisfied party can suggest other ways of approaching the
case which would also have been reasonable and which might have
resulted in a resolution more favourable to its cause.

1.30 Vodafone also put to us that due to the ex ante nature of its analysis and the
significance of the decision, Ofcom should be held to the highest standards of care
and attention so far as related to its assessment of the pros and cons of different
costing methodologies (LRIC+ v LRIC) and to the modelling of mobile network
costs.? We note the principles in the case law that Vodafone offers in support of this
proposition. However, the present appeal requires us to conduct a review on the
merits and these principles and those set out above must be addressed in the
context of the nature of the question that we must answer under the Tribunal’s
reference and, necessarily, the nature of the task that Ofcom was performing in the
exercise of its functions under the Act. We have been concerned with conducting a
rigorous assessment of the matters subject to appeal to determine whether Ofcom
erred.

1.31 The parties acknowledged that the role of the CC is to apply profound and rigorous
scrutiny to Ofcom’s decision. However, Ofcom suggested that the appeals are ‘...at
their core, challenges to Ofcom’s regulatory judgement’,?®> and set out the principles
that it considered should apply in these circumstances. Vodafone challenged this
approach, which it described as Ofcom seeking to ‘elide the difference between a

merits review and judicial review proceedings’.

1.32 The role of the CC is to establish whether Ofcom erred on the merits. We have
therefore assessed whether the decision that Ofcom took was correct on the basis of
the material in the Statement and the parties’ pleadings, including the Defence. We
do not believe that the Tribunal’'s reference or the parties’ grounds require us to
conduct a principled assessment of the adequacy of reasoning as a basis for error in
its own right.

1.33 We have carried out our examination, in respect of Reference Questions 1 to 6, with
the purpose of determining whether Ofcom erred for any of the specific reasons put
forward by the parties. In determining whether it did so err, we have not held Ofcom
to be wrong simply because we considered there to be some mistake in its reasoning
on a particular point—the error in reasoning must have been of sufficient importance
to vitiate Ofcom’s decision on the point in whole or in part. This is the standard set
out in paragraph 1.32 of the MCT Determination and we believe it to be the
appropriate approach to the matters at issue in these MCT Appeals.

2 Vodafone cites Hutchison 3G UK Limited v Ofcom [2005] CAT 39 in relation to the need for rigour in prospective analysis and
Tesco v. Competition Commission [2009] CAT 6 in relation to the significance of the regulatory decision.
% Ofcom Defence, §31.
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Our procedure

1.34

1.35

1.36

1.37

1.38

1.39

In April 2011 the CC published its Guidelines to the procedure and conduct of
appeals made under the Act.”® The CC has followed these guidelines during the
conduct of the MCT Appeals and has adopted a procedure which, in our view, was
suited to the nature of our task. In our First Day Letter of 6 July 2011, we indicated
that we would adopt the confidentiality ring established by the Tribunal on 25 May
2011 (and subsequently amended on several occasions). We received financial
models used by Ofcom in setting the price control. Ofcom provided an explanation of
some of these models in a meeting with Ofcom (attended by all parties). We received
written submissions and evidence from the parties, held both plenary and bilateral
hearings, issued requests (copied to all parties) where we considered we needed
further information, and issued provisional determinations for comment.?’

While we have carefully considered all the submissions and evidence received from
each party, it would not be practicable to refer to or summarize all of that material in
this determination. Instead, in the sections that follow, we have attempted to refer to
what we considered to be the key submissions and pieces of evidence in relation to
each of the points we considered.

As regards the comments we received from the parties in relation to our provisional
determination of certain reference questions, we have in a few instances addressed
particular comments separately as part of our final determination. We have done so
only where we considered that the comment or the context warranted a specific
response. Generally, we considered carefully the parties’ comments on our
provisional determination and formulated our final determination of the Reference
Questions accordingly.

In our Determination in Cable & Wireless UK v Ofcom?® we set out our view that
parties should only provide submissions or evidence when required or permitted
under the applicable Tribunal Rules or when solicited by us as part of our procedure
or, exceptionally, when permitted by us following receipt of a reasoned request that
submissions be made or evidence be admitted at some other time.?® This, indeed, is
the approach endorsed by the Tribunal in Hutchison 3G v Ofcom.*

There were a number of occasions upon which parties produced unsolicited
argument and evidence. We find this unhelpful and undesirable, and it has the
potential to frustrate the orderly determination of the Tribunal’s reference. We have
therefore considered the principle set out in paragraph 136 above and the manner in
which the material was produced in deciding how much weight, if any, to accord the
material.

Additionally there have been a number of disputes over the admissibility of material
in the course of our determination of these appeals. On 30 September, Ofcom wrote
to us contesting the admissibility of the ICM Survey adduced with Vodafone’s Notice

% CC13 Price control appeals under section 193 of the Communications Act 2003: Competition Commission Guidelines, April

2011.

" Our provisional determinations of Reference Questions 2—6 were issued on 14 December 2012 with a Remedies Letter
requesting parties’ submissions in relation to Reference Question 7. The provisional determination of Reference Question 1
was issued on 21 December 2012.

*% Case No 1112/3/3/09.

* Cable & Wireless UK v Ofcom, §1.52.

% [2008] CAT 10 at [114]-[116].
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1.41

of Appeal (NoA)*! and on 3 October we wrote to parties advising them to apply to the
Tribunal for a direction. On 7 October, Vodafone applied to the Tribunal for a
direction in this matter. On 17 October 2011, the Tribunal issued a direction directing
the admission of the ICM Survey.

Ofcom, in its Core Submission (26 September), questioned the admissibility of a
witness statement by Mr van der Ham adduced with Vodafone’s Statement of
Intervention for Ofcom, on the basis the statement covered points raised in
Vodafone’s own appeal and not in the BT appeal under the auspices of which it was
introduced. On 3 October, we invited Vodafone to comment on whether this
statement should be excluded in part or in its entirety. On 6 October both Ofcom and
Vodafone wrote with reasons as to why it should be admitted or not admitted
respectively. On 17 October we wrote to all parties setting out the reasons that we
would consider the statement in relation to Reference Questions 4 and 5 but would
not consider its contents as support for Vodafone’s pleadings under Reference
Questions 1, 2 and 3.

On 14 October 2011 both Ofcom and Three wrote to the CC to object to various
pieces of evidence adduced with the parties’ core submissions. On 28 October 2011
we wrote to the parties to indicate how we intended to address the challenges to the
admissibility of material submitted with the parties’ Core Submissions. We noted the
complexity of these appeals, the challenging timetable and our commitment to the
provision of a provisional determination. We considered that further diversion of our
attention to debates over admissibility was likely to be costly and time consuming for
ourselves, the Tribunal and the parties. We therefore took the objections into account
when considering the weight to give particular pieces of evidence. Parties saw our
detailed assessment of their arguments and evidence in the provisional
determinations issued in December 2011.

Preliminary matters

1.42

Our provisional determination and the parties’ submissions in this regard raised two
guestions that we consider it helpful to discuss here in this Introduction:

(1) Whether, in arguing that Ofcom erred, Vodafone can rely on alleged deficiencies
in the calculation of certain inputs into Ofcom’s LRIC+ model in circumstances
where the relevant particulars of those allegations were only set out in a witness
statement to which Vodafone refers in its NOA and not in the NOA itself.

(2) Whether, even if Vodafone could rely on those allegations in demonstrating
deficiencies in Ofcom’s LRIC+ model and we found that those allegations were
well founded in the context of Reference Question 3 (which addresses alleged
deficiencies in the LRIC+ model), such a finding of error would justify adjusting
the same inputs into Ofcom’s LRIC model in circumstances where:

(a) no error in the LRIC model was alleged expressly in the context of Reference
Question 3; and

% [2011] CAT 31.
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(b) no complaint was made about these alleged erroneous inputs in the context
of Reference Question 2 (which addresses alleged deficiencies in the LRIC
model).

1.43 We set out in the following paragraphs of this Introduction our decision regarding
these two questions, and cross-refer to these paragraphs when we come to consider
Reference Questions 2 and 3 later in this Determination.

Whether Vodafone can rely on allegations set out in a witness statement rather
than its NoA

1.44 Inits skeleton for the remedies hearing on 10 January 2012,* Three referred to our
provisional finding of errors in respect of the busy/day week split and historic
datacard market share, but noted that those errors were not in fact mentioned in
Vodafone’s grounds of appeal set out in its NOA. Rather, they were alleged in the
witness statement of Mr Howard Roche.*®

1.45 Consequently, Three argued that Vodafone had not properly pleaded the busy
day/week split or the historic datacard market share errors and, so, could not rely on
any such error in arguing for a remedy before us or the Tribunal. In support of this
contention, Three referred to section 195(2) of the Act, which we have cited earlier in
this Introduction at paragraph 1.11 above, emphasizing that our determination is to
be made by reference to the grounds of appeal set out in the notice(s) of appeal.
Three argued that witness statements served with an NoA ought to support the
pleaded points but were not themselves pleadings or part of the pleadings, citing
Hutchison 3G UK Ltd v Ofcom [2008] CAT 10 at [86] as authority for this proposition.
In its oral submissions at the remedies hearing, Three confirmed that it maintained
this criticism of Vodafone’s pleading.® Three added that it was entirely unclear what
point was being made by Vodafone in its NOA.

1.46 In their oral submissions at the remedies hearing, each of Vodafone, EE and
Telefénica argued that the two errors in question were properly pleaded by
Vodafone.*® A large part of their submissions on this issue was directed at the
second of the two questions noted above, ie they proceeded on the assumption that
the two errors were properly pleaded for the purposes of Reference Question 3 and
focused on explaining how Vodafone had also intended its criticisms of Ofcom’s
approach to the busy day/week split and historic datacard market share to apply to
the LRIC model as well. We consider those submissions below in the context of our
discussion of that second question. But first we note their arguments in respect of,
and then proceed to consider, this first, and logically prior, question.

1.47 Vodafone argued that the case of Hutchison 3G v Ofcom was not particularly on
point in the present case for two reasons: first, because Vodafone argued that its
pleading was clear anyway; and, secondly, because the case concerned a situation
in which the appellant was seeking to supplement its original NoA and evidence by
introducing new evidence and arguments and trying unsuccessfully to use that new
material to supplement matters pleaded in the original NoA. Vodafone noted that,

% Three's written submission for the remedies hearing, 5 January 2012, §814 to 16.

* vodafone NoA, W/S Roche, §§3.29-3.35 & §§3.41-3.46.

* Remedies hearing transcript, 10 January 2012, p43, line10, p44, line 2 and p65, lines 9 to 13.

% For Vodafone's arguments, see p15, line7 to p16, line 7 and p55, line 1 to p56, line 15 of the transcript. For EE’s arguments,
see p29, lines 6 to 22. For Telefénica’s brief statement of support, see p35, lines 7 to 9.
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1.49

1.50

151

1.52

had the appellant been permitted to introduce new arguments and evidence in this
way, there would have been a serious detriment to other parties who would not have
realized that the new points were in issue and were matters to which they should
have responded. Vodafone also noted that there was no suggestion of prejudice in
the present case because all the arguments were deployed in the original material.
Vodafone further noted that there had been no suggestion that its arguments would
have been answered differently with additional argument or evidence had it been
thought that the arguments went to LRIC (rather than LRIC+).%

EE invited us to take a pragmatic stance, arguing that it was standard practice to
incorporate points in witness evidence by express reference rather than by copying
them out into notices of appeal or summarising them in said notices in detail. EE
explained that this was done for good reason, because, if the parties had not done
so, all of their written submissions would have been even longer than they were. EE
suggested that this would have been an outcome that the Commission would not
have welcomed in the present or future cases.®’

In light of these submissions, we have carefully considered the Tribunal’'s judgment in
Hutchison 3G Limited v Ofcom [2008] CAT 10, and in particular the Tribunal’s finding
at [86] that: ‘... it is unsatisfactory for an appellant to plead an unparticularized
statement ... and simply cross refer to a witness statement as particulars. The
witness statement is intended to provide evidence in support of matters pleaded, it is
not the pleading itself’.

We accept that, as Vodafone observed in its submissions, the judgment generally
concerned the argument that Three’s supplemental pleadings and evidence
constituted new material and the Tribunal broadly accepted that it would have been
prejudicial to the other parties to permit Three to amend its pleadings to include new
allegations at that stage of those proceedings: see, for example, [46] to [49]. It was in
that context that the issue of prejudice to other parties arose in that case.

However, we note that the Tribunal in that case expressed itself in general terms in
paragraph 86 of Hutchison 3G v Ofcom and regard the Tribunal's statement to be a
statement of general application, which can and should be understood independently
of the broader issues in that case.

Indeed, the principle expressed by the Tribunal does not strike us as a controversial
one: it accords with a basic understanding of the principled distinction between
pleadings and evidence. We acknowledge that, under the present jurisdiction, a
party’s written evidence is to be annexed to its NOA when it is sent to the Tribunal:
see rule 8(6)(b) of the Tribunal’s 2003 Rules® (‘the 2003 Rules’) . In this respect, it
could be said that the relationship between pleadings and evidence is different from
that in traditional civil proceedings. But we note that, when invited by counsel for
Three in Hutchison 3G v Ofcom to accept, because an NoA under this jurisdiction
comprises ‘both the notice of appeal and the supporting evidence’, that the case ‘has
to be seen as a whole’, the Tribunal rejected that argument: see [136] and [137] of
that judgment. This tends to reinforce our view that the Tribunal intended the
principle at [86] to be one of general application.

% Vodafone transcript, p55, line 23 to p56, line 15.
%" EE transcript, p29, lines16-22.
% (Sl 2003/1372).
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1.53 Accordingly, we have reviewed Vodafone’s pleadings with this point of principle in
mind. We have therefore asked whether Vodafone made an unparticularized state-
ment and simply cross-referred to a witness statement as particulars. Reference
Question 3 refers us to paragraphs 20A and 58 to 62 of Vodafone’s NoA. Paragraph
20A sets out the first general ground of Vodafone's appeal—Ground A—including the
general criticism relevant to Reference Question 3, ie that ‘Ofcom’s calculation of the
LRIC+ price ... was incorrect’. Vodafone does not particularize its allegation there.
Instead, paragraphs 59 to 62 elaborate on this general allegation.

1.54  Our analysis focuses on paragraph 59 of Vodafone’s NoA which we have included
below:

59 In this part of its appeal, Vodafone relies on the accompanying
report of Mr Howard Roche entitled “Commentary on Ofcom'’s use
of the network costing model to derive a cost for the provision of
the MCT service”. As Mr Roche shows in Section 3 of his report,
the Ofcom model is deficient, for the purposes of calculating a
robust measure of the LRIC + cost of the MCT service, in the
following respects:

59.1 It overestimates the volumes of datacard services to be
provided over the price control period, and the costs of
providing such services, with the result that too much of the
total network costs is allocated to data services, and too little
to voice services (including the MCT service).

59.2 It uses inappropriate cost drivers, which fail to recognise the
relative extents to which voice and data services consume
network and spectrum resources. In consequence, too little of
the cost of network and spectrum assets is allocated to the
MCT service.

59.3 The model deals incorrectly with the recovery of costs
associated with 3G/2G servers, a new asset class which has
been introduced into the Ofcom model in the course of the
present market review.

59.4 The model deals incorrectly with the assets employed in
providing 2G and 3G coverage, including in respect of area
coverage, coverage radii and utilisation.

59.5 The model fails to take account of the likely migration profile
of traffic from the 2G to the 3G network.

59.6 The model fails to deal correctly with voicemail, a newly-
modelled service, supported by new assets, introduced into
the Ofcom model in the course of the present market review.

1.55 Section 3 of Mr Roche’s report then contains headings dealing with each of the sub-
paragraphs listed above. Under the heading of Data service Mr Roche states:

3.6 There are several components to the error in respect of data
services. These arise from the fact that growth of data traffic since
the March 2007 model has not been properly addressed in the
current Ofcom Model. The individual components of the error relate
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1.56

1.57

1.58

1.59

1.60

to: estimates of future datacard growth, the statement of historic
datacard growth, the different profile of data traffic across the week
from the profile of voice traffic, and the need to reflect the future
deployment of faster and less resource intensive HSDPA variants.

The remainder of this material under this heading is broken down into further
subheadings dealing with each of these ‘components’. Notably none of these
components is reflected in sub-paragraph 59.1. In addition, it is clear that points 59.2
to 59.6 themselves vary in the degree to which they particularize the actual nature of
the error alleged of Ofcom.

Consequently, we can see that there is some force in Three’s contention that, on the
face of Vodafone’s NOA, the proper particulars of the claim that Ofcom overestimated
the volumes of datacard services to be provided were not sufficiently clear. It may be
argued that, since Mr Roche’s report clearly advances separate allegations of four
particular deficiencies in relation to datacard services, each of these alleged errors
should have been particularized in Vodafone’s NoA, albeit that the alleged
consequence of each of the points supports the more general allegation that the
volumes of datacard services were overestimated in the LRIC+ model.

For the avoidance of doubt, we do not believe a party needs to copy out its detailed
evidence into, or even to summarize its evidence in detail in, its NoA. Indeed, we
would strongly deprecate such an approach to pleading, and do not anticipate that
this is what the Tribunal intended in taking the stance it did in Hutchison 3G v Ofcom
at [86]. Contrary to what EE suggested in its submissions, such an approach would
not be the only or the sensible alternative to the approach adopted by Vodafone in
the present case.

Rather, the parties should include proper particulars of the matters alleged in its NoA
so that its grounds of appeal are set out in sufficient detail to indicate (a) to what
extent (if any) the appellant contends that the decision appealed against was based
on an error of fact or was wrong in law or both; and (b) to what extent (if any) the
appellant is appealing against the exercise of a discretion by Ofcom (or another
relevant person), as clearly required by the Act: see section 192(6).

In the present case, it would have been open to Vodafone to have referred expressly
to alleged deficiencies in respect of each of estimates of future datacard growth, the
statement of historic datacard growth, the different profile of data traffic across the
week from the profile of voice traffic, and the need to reflect the future deployment of
faster and less resource-intensive HSDPA variants within paragraph 59.1. An
example of how this might be done is found in 59.4 where the relevant particulars
include the limbs of the alleged error which Mr Roche then details under separate
sub-headings in his report. To have done so would not have significantly extended
Vodafone’s pleadings. But it would have made clear to the other parties and to the
Tribunal and, indeed, to us on the face of its NoA exactly what alleged errors were.
For whatever reason, Vodafone did not do so.

However, we are mindful of the fact that Vodafone, EE and Telefonica have
expressed the contrary view. We anticipate that one or more of those parties may
seek to persuade the Tribunal that our understanding of what was said in Hutchison
3G v Ofcom at [86], as set out in the foregoing paragraphs, is wrong. It would be
inefficient and undesirable, particularly given the need expressed by all parties from
the outset of these proceedings for an urgent resolution of the matters raised in these
appeals, for the Tribunal to have to refer Reference Question 3 back to us for a
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supplementary determination, were the Tribunal to disagree with our analysis of its
intention in Hutchison 3G v Ofcom. We note in addition that it is not our belief that
this issue with Vodafone’s pleadings resulted in prejudice to any of the parties.

1.61 Accordingly, we have included in our discussion of Reference Question 3 an
assessment of each of the alleged errors set out in Mr Roche’s witness statement,
while not deciding conclusively whether they were properly particularized in
Vodafone’s NoA and therefore matters falling within the scope of the reasons
advanced to support the allegation we are asked to determine in Reference Question
3.

Whether a finding of error in relation to Reference Question 3 would justify
adjusting Ofcom’s LRIC model

1.62 In our assessment of Reference Question 2, which concerned alleged deficiencies to
the LRIC model, we do not find that the appeals should be upheld on any of the
points set out in the relevant paragraphs of the appellants’ Notices of Appeal and we
conclude that Ofcom did not err in determining the level of the charge control based
upon LRIC (see paragraph 3.992).

1.63 In a letter to the parties dated 14 December 2011, we invited their submissions on
whether, notwithstanding our conclusion with regard to Reference Question 2
regarding the specific reasons advanced there in support of the allegation of error in
the LRIC model, our provisional conclusion in Reference Question 3 that there were
certain deficiencies in the LRIC+ model justified adjustments to the LRIC model. In
particular, we asked whether the structure of the reference and the relevant parts of
the Notices of Appeal allowed LRIC to be adjusted in light of errors identified under
Reference Question 3. The parties answered in written submissions dated 5 January
2012 and in oral submissions at the remedies hearing on 10 January 2012.

1.64 Inits oral submissions, Vodafone argued that, while its NoA sought adjustments to
the price control if it was accepted that a LRIC+ approach should be adopted,
Vodafone’s case was not limited to that. Vodafone stated that it had also pleaded
that, if it was decided that a LRIC approach should be adopted, the LRIC estimate
should be adjusted to correct for the errors set out in sections 3 and 4 of Mr Roche’s
first report. Vodafone further argued that sections 3, 4 and 5 of Mr Roche’s report
were drafted on the basis that adjustments would need to be made regardless of
whether a LRIC+ or a LRIC approach was adopted. Vodafone contended that this
was also clear from the substance of its NoA at paragraphs 78 to 83.*° EE took a
similar stance. EE recalled that Reference Question 2 concerned whether Ofcom had
erred in determining the level of LRIC and that it referred to the reasons set out at
paragraphs 20B and 75 to 82 of Vodafone’s NoA. EE noted that, at paragraph 76 of
its NoA, Vodafone had stated that it relied on the (first) report of Mr Roche in support
of this aspect of its appeal and, at paragraph 78, Vodafone had expressly
incorporated Mr Roche’s argument that LRIC should be calculated in a way that took
account of the modelling errors described in sections 3 and 4 of Mr Roche’s report.
At paragraphs 20B and 82, Vodafone had contended that, if LRIC were adopted, it
should be set at a level that was calculated by including corrections for the modelling

% Transcript of remedies hearing, 10 January 2012, at p15, line 7 to p16, line 7 and p55, line 3 to p55, line 22.
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errors identified in Mr Roche’s report.*° Telefénica agreed with Vodafone and EE on
this issue, and BT advanced similar arguments of its own.**

1.65 In addition, EE argued that it was entirely right and proper that errors identified under
Reference Question 3 should be corrected when determining the appropriate level of
LRIC, because Ofcom had not built separate models for the purpose of determining
LRIC and LRIC+: LRIC values were only generated using the ‘subtractive method’
and, he4gce, could only be generated by using an error-free method of determining
LRIC+.

1.66 Three disagreed. Three’s primary argument was that the relevant errors were not
properly set out in Vodafone’s NOA. In the alternative, to the extent that these matters
were raised indirectly in Vodafone’s NOA in the paragraphs to which Reference
Question 2 referred, Three argued that the relevant part of the NoA (particularly
paragraphs 75 and 77) invited consideration of alternatives only if Ofcom’s LRIC
model had been found not to be *fit for purpose’. Three observed that we had made
no such finding in our provisional determination. Three also noted that Reference
Question 3 explicitly only requires us to determined whether the relevant matters had
an impact on LRIC+, and therefore not on LRIC.

1.67 Our starting point in considering this question has been to review Vodafone’s NoA.
As noted above, Reference Question 3 expressly refers only to errors in the LRIC+
model and directs us to paragraphs 58 to 62 of Vodafone’s NoA. Those paragraphs
do not allege any error in the LRIC model arises from the deficiencies set out there.
Vodafone’s criticisms of the LRIC model are set out at paragraphs 75 to 82 of its
NOA: these are the paragraphs to which we are directed by Reference Question 2. At
paragraph 77, Vodafone specifically repeats its pleadings from paragraphs 63 to 72
of its NOA, ie the allegation that the Ofcom model cannot produce a robust measure
of the LRIC cost of the MCT service. But it is notable that paragraphs 75 to 82 do not
cross-refer to or repeat paragraphs 58 to 62 of Vodafone’s NoA or otherwise
incorporate the particular allegations of deficiency in the LRIC+ model that are set
out in paragraph 59.

1.68 Consequently, we consider it untenable to argue that it was clear on the face of
Vodafone’s NoA that Vodafone intended the alleged errors in respect of the busy
day/week split and historic datacard market share to necessitate adjustment to the
LRIC model.

1.69 Instead, we note that both Vodafone and EE have argued that this result follows from
reading the NoA in conjunction with Mr Roche’s report. It is true that paragraphs 75
to 82 refer to Mr Roche’s report. However, irrespective of whether it is explained in
that report that the allegations of error as to the busy day/week split and historic
datacard market share necessitate adjustments regardless of whether a LRIC+ or
LRIC approach is taken, it remains the case that paragraphs 75 to 82 do not refer to
alleged deficiencies in either the busy day/week split or historic datacard market
share.

“ See EE’s written submissions for the remedies hearing, 5 January 2012, 8§83 & 4. See also EE’s oral submissions on
10 January 2012: transcript, p29, lines 6-16.

“! See BT's written submissions for the remedies hearing, 5 January 2012, §16, and Telefénica’s oral submissions on
10 January 2012, p35, lines 7-9.

2 See EE’s written submissions for the remedies hearing, 5 January 2012, §5.
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The reliance on supporting evidence to particularize Vodafone’s allegations is even
more stark in this context than in the circumstances discussed in respect of the
preceding question. The emphasis that EE and Vodafone place on the fleeting
reference in paragraph 78 to section 4 of Mr Roche’s report is too much for it to bear.
In our view, this is precisely the kind of circuitous route to pleading of which the
Tribunal disapproved in Hutchison 3G v Ofcom at [86].

Nor are we persuaded by EE’s alternative argument, which is based on the mistaken
premise that there is no separate model for the purpose of determining LRIC. It is not
our understanding that the LRIC model is dependent on the LRIC+ model in the way
that EE suggests. The LRIC model derives a calculation of LRIC without any
reference to the output of the LRIC+ model, it is not a case of generating LRIC+ and
then taking away the ‘+'. The models do start with the same set of data inputs,
including the data challenged in the context of Reference Question 3, but then use
different methodologies to generate the output.

In any event, we do not regard the fact that the same inputs are used in both models
(or, even if EE were correct, the fact that the same model was used to ascertain both
cost standards) as sufficient reason for going beyond the bounds of the grounds of
appeal as detailed in the NoA itself and the scope of the relevant Reference
Question, as we are invited to do by Vodafone and certain of the other parties to
these appeals. We consider it highly desirable that the parties should adhere strictly
to the principle that the grounds of appeal should be particularized properly and in
sufficient detail in the NoA, not least because the need for expediency in such
appeals militates in favour of such discipline and clarity as to the arguments that fall
to be determined in each case.

For these reasons, we would not accept that, even if Vodafone could rely on the
allegations regarding the busy day/week split and/or historic datacard market share
in demonstrating deficiencies in Ofcom’s LRIC+ model, such errors would justify
adjusting Ofcom’s LRIC model.

However, for the same reasons as discussed above in paragraph 1.60, we have
included in our determination our views as to how any such error would be corrected
and the consequential adjustments that would be necessary to the LRIC model and
the charge control itself, were the Tribunal to disagree with the position we have
taken in relation to this second question.
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Section 2: Reference Question 1

Whether the charge controls imposed by paragraph 1.11.2 of, and Condition M3 in
Schedule 2 to, Annex 1 of the Decision have been set at levels which are inappropriate
because Ofcom erred in adopting the pure LRIC cost standard, rather than the LRIC+ cost
standard, as the basis for the charge controls (for the reasons set out in paragraphs 41 to
154 of EE’s Notice of Appeal (Ground 1), and paragraphs 20(A), 31 to 57 and 63 to 74 of
Vodafone’s Notice of Appeal).

Contents
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Introduction

2.1. Intheir respective NoAs EE and Vodafone, both supported by Telefénica, argued
that Ofcom was wrong to have adopted the LRIC cost standard, rather than LRIC+
network cost standard, as the basis for the MCT charge control. They argued that
Ofcom’s regulatory objectives would have been better served by the setting of price
control by reference to a LRIC+ methodology.! These arguments are addressed in
Part (i) to this section. In addition, Vodafone argued that Ofcom should have rejected
the LRIC methodology, on the basis that Ofcom was unable to implement it in a
manner which could produce robust estimates of the LRIC cost of providing an MCT
service.” This argument is addressed in Part (ii) to this section.

2.2. Inthe remainder of this introduction we provide a brief background to the matters
affecting Ofcom’s conclusion on cost standard (paragraph 2.3, summarize Ofcom’s
reasons for adopting a LRIC cost standard (paragraphs 2.4 to 2.6 and, under a
heading of commercial context, explain certain features of the mobile sector relevant
to the assessment of Reference Question 1 (paragraphs 2.22 to 2.60). We refer to
and develop this information in the following assessment sections.

Background
The Recommendation
2.3. In May 2009, the European Commission issued the Recommendation which recom-

mended the evaluation of efficient costs based on current cost and the use of a
bottom-up modelling approach using LRIC as the relevant cost methodology.® Whilst

! Vodafone NoA, §20A, and EE NoA, §§41 & 42.
2 Vodafone NoA, §20A.
® The Recommendation, Point 2.



the Recommendation is without prejudice to previous regulatory decisions, it recom-
mended that NRAs ensure that termination rates are implemented at a cost-efficient,
symmetric level by 31 December 2012.*

Meaning of LRIC and LRIC+

2.4. The LRIC cost standard is a method for calculating the average incremental cost per
minute terminated to an average efficient operator of providing a call termination
service, compared with not providing that service. The Ofcom Statement explained
that ‘pure LRIC™ is not exactly the same as marginal cost, but, for regulatory price-
setting purposes, LRIC is an approximation of the economic concept of marginal
cost.® Ofcom stated that in network industries (such as telecommunications) the
marginal cost of a service may be very low or very high depending on whether usage
is a long way from, or effectively at, installed capacity. This leads to very low (or zero)
marginal cost most of the time, but with short increments over which marginal cost is
very high. This is because once the necessary infrastructure (such as sites and
equipment) of providing the service has been put in place, there is very little marginal
cost associated with carrying the traffic up to the point that capacity is reached. Once
capacity is reached, further infrastructure must be provided to carry just one
additional call; so there would be a very large cost for that extra call. In regulatory
practice, long-run incremental cost has therefore been applied as a proxy for mar-
ginal cost, avoiding the volatility implied in setting prices on the basis of marginal
cost. The LRIC cost standard measures the average costs per minute terminated of
service-specific fixed and variable costs that arise in the long run from the increment
of output in question (in this case, all terminated minutes provided to other CPs).”

2.5. The LRIC+ cost standard, which Ofcom used in previous price controls, includes a
mark-up for joint and common network costs on top of the LRIC.?

2.6. Ofcom’s calculations of both LRIC and LRIC+ are challenged in these appeals and
considered in Reference Questions 2, 3 and 6.

Ofcom’s consultations

2.7. Ofcom conducted two consultations in relation to the cost standard it should adopt in
its decisions on the 2009 MCT market review. The first consultation, in May 2009, set
out six options on approaches to regulating MTRs.? Of those six options, Ofcom
stated that almost all respondents supported the use of one or other of two: either a
LRIC or a LRIC+ cost standard.'® Ofcom then issued a consultation in April 2010
which stated that, having considered the options and the responses to the first con-
sultation, it thought that capping MTRs, based on some measure of cost, would lead
to better outcomes for consumers than alternative approaches. It proposed an MTR
price control based on the incremental cost for an average efficient network of
terminating calls from other networks (ie LRIC) with maximum charges falling to the
level of LRIC over a four-year period.**

* The Recommendation, Point 11.

® Ofcom used the term ‘pure LRIC’ which emphasizes the difference from LRIC+. Pure LRIC is the same as LRIC.
® We assume that Ofcom was referring to short-run marginal cost.

" Ofcom Statement, §1.8 & fn 4.

® We describe LRIC+ as used by Ofcom. It is not a precisely defined term.

® Ofcom Statement, §1.5.

1% Ofcom Statement, §1.8.

! Ofcom Statement, §1.9.
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Ofcom’s ‘Wholesale Mobile Voice Call Termination’ Statement

2.8.

2.9.

2.10.

2.11.

The Statement sets out that, having regard to its obligations under section 88 of the
Act and Article 13 of the Access Directive,*®> Ofcom considered that LRIC was the
standard that would best:

e promote efficiency;
e promote sustainable competition in the retail mobile market in the UK; and

o confer the greatest possible benefits on end-users of public electronic communi-
cation services.*®

Ofcom stated that, having considered the responses to the first consultation and
further evidence, it concluded that LRIC was the better approach as it would maxi-
mize the benefits to consumers because it better promoted sustainable competition,
was economically efficient and was unlikely to raise material equity concerns.**

Ofcom noted that the LRIC approach was consistent with the Recommendation; and
the Statement explained that Ofcom had considered whether there were good
reasons to depart from the Recommendation. Ofcom considered whether there were
any factors which might lead to a conclusion that the harmonizing objective of the
Recommendation was inappropriate in the circumstances of the UK.* Ofcom con-
cluded that LRIC was the better approach in light of its statutory duties.

Ofcom assessed the choice of cost standard against the following criteria:

e economic efficiency—both static (allocative) and dynamic;

e competitive impacts;

e distributional effects on ‘vulnerable’ consumers; and

e commercial and regulatory consequences.*®

Economic efficiency

Allocative efficiency

2.12.

Ofcom said that allocative (or static) efficiency was concerned with the allocation of
existing resources given current technology and consumer preferences. The desir-
able allocation of resources in an economy was generally achieved by prices that
reflected the value to society of the resources used to supply a good or service.
Ofcom stated that allocative efficiency was maximized when there was an optimal
distribution of goods and services taking into account costs of supply and consumers’
preferences.'’

'2 Directive 2002/19/EC on access to, and interconnection of, electronic communications networks and associated facilities.
One part of the Common Regulatory Framework.

'3 Ofcom Statement, §1.13.

' Ofcom Statement, §8.21.

!> Ofcom Statement, §8.22.

16 Ofcom used these criteria in the second consultation and, not having received any responses suggesting that these were not
the correct criteria, concluded that they were the correct criteria in the Statement—see Ofcom Statement, §88.25-8.27.

7 Ofcom Statement, §8.33.
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2.13. Ofcom concluded that allocative efficiency alone did not provide a clear answer as to
whether a LRIC or LRIC+ cost standard should be preferred.'® Ofcom’s Statement
said that it considered whether evidence on the effect on usage, subscriptions and
ownership would shift the argument one way or another under the criterion of
allocative efficiency. It concluded that a move from LRIC+ to LRIC seemed highly
unlikely to trigger a substantial reduction in ownership and was likely to generate a
limited increase in usage.®

Dynamic efficiency

2.14. Ofcom said that dynamic efficiency was concerned with changes over time that
would lead to better use of resources. The promotion of dynamic efficiency was
typically concerned with the incentives to invest and innovate.

2.15. Ofcom stated that to assess the impact on dynamic efficiency, it had to balance the
reduction in the transfer of wholesale revenues from the fixed sector (which could
reduce returns for MCPs but increase those for FCPs) and the asymmetric impact of
high MTRs which potentially negatively affect the profitability of MCPs with fewer
subscribers. Ofcom stated that the nature of the reduction in profits MCPs might face
from the adoption of LRIC depended largely on the extent of the waterbed effect
which allowed them to recover from the retail side of the market what was lost from
F2M wholesale revenues.?

2.16. Ofcom concluded that, if there was an effect of lower MTRS on incentives for the
MCPs to invest, it was likely to be small.?*

Competitive impacts

2.17. Ofcom considered the impact of the cost standard adopted for setting MTRs on
competition between MCPs and competition between MCPs and FCPs. Ofcom
concluded that higher MTRs under LRIC+ appeared to dampen competition among
MCPs to some degree, as a result of a combination of effects, and that to set MTRs
at LRIC would eliminate (or very substantially reduce) these effects.?? In terms of
competition between fixed and mobile networks, Ofcom concluded that there was
some competitive interaction between FCPs and MCPs and that the adoption of
LRIC vz\éould reduce the competitive impact of the difference between MTRs and
FTRs.

Effects on vulnerable consumers

2.18. In addition to looking at the interests of consumers in aggregate, Ofcom also con-
sidered whether the effect of moving to a LRIC cost standard would be felt dispropor-
tionately by vulnerable consumers. Ofcom said that there would be an equity concern
if these vulnerable consumers were required to pay more (as they could least afford
to do so). However, Ofcom was more concerned about vulnerable consumers who
might give up their mobile phones as a result of the MCT price control decision. On

'8 Ofcom Statement, §8.44.

' Ofcom Statement, §8.43.

% Ofcom Statement, §A 3.101.
2 Ofcom Statement, A 3.102.
2 Ofcom Statement, §8.98.

% Ofcom Statement, §8.101.
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this basis, Ofcom focused its analysis on the likely extent of loss of access to mobile
services (mobile ownership) among vulnerable groups.**

2.19. Ofcom considered people on low incomes and/or in lower socio-economic groups to
be the most vulnerable, as they could least afford an increase in prices. Ofcom also
considered the impact on mobile-only customers as they received no countervailing
benefit as customers of fixed services and the loss of their only form of access to
telecommunications services would have a more significant impact on their welfare.?

2.20. Ofcom concluded that reduced mobile ownership (and to a lesser extent higher
mobile prices) among (mobile-only) vulnerable consumers was not likely to be signifi-
cant, particularly when benefits to other (fixed-only) vulnerable groups were taken
into account. Ofcom therefore did not consider equity effects to be a significant factor
in the choice between LRIC+ and LRIC.?®

Commercial and regulatory consequences

2.21. Ofcom said that it gave less prominence to commercial and regulatory considerations
in its assessment of the choice between LRIC+ and LRIC. Ofcom said that it did not
think the commercial and regulatory consequences would be significantly different
between the LRIC+ and LRIC approaches.?” However, under this heading Ofcom
assessed the choice between LRIC and LRIC+ against the criteria of:

(a) compliance with its legal duties;?®
(b) consistency with previous charge controls;*°

(c) consistency with the Ofcom position during the development of the
Recommendation:*° and

(d) timing of implementation (glide path).**

Commercial context

2.22. This section sets out the material, drawn from the Statement and the parties’ plead-
ings, that we consider to be necessary context to the parties’ arguments and our
assessment of these arguments under Reference Question 1.

Nature of competition between mobile networks

2.23. MCPs compete for the custom of particular customers, or classes of customer, based
on their expected value to the network. MCPs will form expectations on the net
present value (NPV) of the contribution to be earned from individual customers, or
class of customer, over their period of subscription to the MCP’s network. The NPV
of such contribution is known as the ‘customer lifetime value’ (CLV). In calculating
CLVs, MCPs will take account of revenues expected to be generated over the range
of mobile products and services used by the customer and, for voice services,

 Ofcom Statement, §8.118.
% Ofcom Statement, §8.119.
% Ofcom Statement, §8.125.
" Ofcom Statement, §8.129.
%8 Ofcom Statement, §§8.135-8.139.
% Ofcom Statement, §§8.140-8.150.
% Ofcom Statement, §§8.151-8.156.
% Ofcom Statement, §8.157.
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revenues from both outgoing calls which the customer(s) will generate and the
incoming calls which they will receive. They will also take account of costs that are
directly attributable to those customers (including MCT payments caused by those
customers’ outgoing calls). MCPs will be prepared to offer more generous terms to
attract individual customers, or groups of customer, with higher CLVs.

Impact of changing MTRs on customer lifetime values

2.24.

2.25.

2.26.

We understand it to be common ground among the parties that, when setting prices,
MCPs have regard to the CLV of a customer or group of customers, as discussed
above.*

Reducing MTRs can be expected to affect the CLV of different customer groups.
Groups who have net inbound calls (involving MCT) will earn net incoming revenue
from MCT; hence a reduction in MTRs will reduce the CLV of these groups.
Conversely, for groups who make net outbound calls (involving MCT), a reduction in
MTRs will reduce the net outward payment and increase the CLV of these groups.

At various points we refer to ‘marginal customers’. Marginal customers are those who
value having a mobile phone only slightly more than the cost of having it, and would
give it up in response to a small price increase.®® ‘Non-marginal’ or ‘infra-marginal’
customers are those who would not give up their phones in response to a small price
increase.

Calling patterns

2.27.

2.28.

In this section we briefly summarize the relevance of two measures of calling
patterns and, in broad terms, the patterns we observe:

e The first important measure is the proportion of outbound and inbound calls (or
minutes) that are on-net/off-net. This is of interest as networks pay and receive
MTRs on off-net calls only.

e The second important measure is the ratio of outbound:inbound calls for different
groups of consumers. The primary measure includes only those calls involving
MCT: so it includes off-net MTM calls, FTM calls and ‘other to mobile’ calls,** but
does not include on-net MTM, MTF or ‘mobile to other’ calls.* In the rest of this
section, all references to call ratios include only calls involving MCT (unless
otherwise stated).

Smaller networks will tend to have a higher proportion of off-net calls for both out-
bound and inbound traffic. Smaller networks will therefore tend to pay MTRs on a
higher proportion of the calls made by their subscribers, but also receive MTRs on a
higher proportion of the calls received by their subscribers. Ofcom investigated the
relationship between a network’s share of subscribers to mobile networks and the
proportion of off-net calls. Ofcom found that the proportion of calls that were off-net
tended to be less than implied by subscriber share alone. Ofcom considered this to
reflect efforts by networks to keep more calls on-net.

% See EE Core Submission, §112, for a summary of statements by the parties on this topic.

* The converse also applies: marginal non-customers value the mobile slightly less than the cost of having it and might take it
up following a slight cost decrease.

% «Ofcom told us that it did not have a breakdown of all types of call included, but it was likely that a significant proportion of
‘Other’ represents calls from international numbers. Letter from Ofcom to CC, 20 August 2011.

*® These categories of calls do include termination fees (such as the fixed termination fee charged by FCPs) but those fees are
not being determined in this process and so are not relevant to our use of call ratios.
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2.29.

2.30.

2.31.

2.32.

2.33.

2.34.

2.35.

Each MCP may have net incoming or net outgoing MTM calls, but the net position
between all MCPs is zero, because every incoming call for one operator is an out-
going call for another. Because incoming calls from fixed and other networks are
included, but outgoing calls to those networks are not included, MNOs as a whole,
and mobile customers as a whole, have net incoming calls, so their ratio of outbound:
inbound calls is smaller than 1:1.

Call ratios differ between groups of customers. EE told us that all four MCPs
agreed® that, when viewed as groups, pre-pay customers were net receivers of calls
and post-pay customers were net makers of calls. None of the parties actively
dissented from this view, although we note that some submitted that post-pay users
as a group had balanced calls.

Ofcom published some data on call ratios in its Statement.®” Due to data limitations,
not all MCPs were able to provide data only on calls involving MCT, and so Ofcom’s
call ratios also included MTF calls. This inflated the volume of outgoing calls and
hence overstated the relevant ratio of outbound:inbound calls. Ofcom subsequently
discovered a calculation error and revised these call ratios, but was still not able to
exclude MTF calls. Ofcom’s corrected ratios—which include MTF calls—suggested
that pre-pay customers had an outbound:inbound ratio of 0.6:1, post-pay 1.5:1, and
all subscribers combined 1.2:1.

The evidence available to us does not include ratios for all operators for calls involv-
ing MCT only, but we have them for Orange and use this to illustrate the difference
between Ofcom’s ratios and the relevant ratios. We do not claim that Orange’s data
is representative of all MCPs, but it is the only information we have. EE told us that
Orange pre-pay customers had a ‘relevant’ outbound:inbound ratio of [é<], but includ-
ing MTF calls gave a ratio of approximately [2<].%°

EE told us that Orange and T-Mobile for internal purposes broadly recognized out-
bound:inbound ratios of approximately [é<] for pre-pay and [¢<] for post-pay cus-
tomers.*’ Vodafone also told us that across its post-pay subscriber base as a whole,
the ratio of inbound and outbound calls was approximately [5<].**

Based on the data above and comments by other parties, we believe that the out-
bound:inbound call ratio of post-pay customers is only a little larger than 1:1 (their
calls are almost balanced), whereas the call ratio of pre-pay customers is consider-
ably smaller than 1:1.

It also appears to be common ground that customers can be further segmented
within post-pay and pre-pay. We understand that as a general rule, users who make
more outgoing calls have a higher outbound:inbound ratio. Hence it appears that
‘high-end’ post-pay users have net outbound calls and ‘low-end’ post-pay users have
net inbound calls. ‘Low-end’ pre-pay users are large net receivers of calls while *high-
end’ pre-pay users may be either net makers of calls or roughly balanced (we have
insufficient data to be certain). Our view is that this provides a reasonable broad
overview of calling patterns, although caution must be applied when inferring
properties of particular groups of customers, particularly small groups.

% See EE Core Submission, §113, for a summary of statements by the parties on this topic.

% Statement, Annex 4, Table A4.3.

% See Ofcom letter of 18 October 2011 in relation to the calculation error in call ratios.

% W/S Dunn Il, §12. We have inverted EE’s reported outbound:inbound ratios so that they are more easily comparable with
Ofcom'’s ratios.

“ The pre-pay figure differs slightly from the figure in the previous paragraph. EE told us that the figure in the previous para-

1

graph was derived from the data it submitted to Ofcom in response to a section 135 request.
Vodafone Core Submission, §4.79.
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The scale of the effects

2.36.

The operators terminate calls on their network from other operators and from fixed
lines. Table 2.1 sets out our estimate of the off-net calls originated and terminated by
each of the operators, and provides a net figure for each.

TABLE 2.1 Estimated net incoming calls by operator

million minutes

Off-net calls  Off-net calls  Net incoming

originated terminated minutes
Three & MVNOs 4,456 [<] [<]
Vodafone 7,130 [<] [<]
02 10,627 [<] [<]
EE 9,990 [<] [<]
Total 32,202 49,862 17,660

Source: CC analysis from 2009 call volumes, based on data from Ofcom Telecommunications Market Data Updates and
Ofcom Statement Figure A3.2.

Notes:
1. [<]

2. Assumes proportion of outbound minutes that goes to mobiles is consistent across operators.

3. Data for EE (ie treating calls between Orange and T-Mobile as on-net) have only been available for 2010 Q2 onwards. We
have therefore estimated data for EE based on Orange and T-Mobile data.

4. From available data we were not able to estimate separate figures for Three or the MVNOs.

2.37.

2.38.

The aggregate net calls terminated by the mobile operators is 17.7 billion minutes.
This represents the calls received by mobiles from fixed lines and ‘other’ (eg inter-
national numbers).

Vodafone, EE and O2 (Telefbnica) receive more minutes than their customers make
in outbound calls. Three and the smaller operators’ customers make more outbound
calls (in terms of minutes) than they receive.*” MCT is therefore a net cost for the
smaller operators (in aggregate) but a net income stream for each of Vodafone, EE
and O2.

(i) Assessment of regulatory objectives and rationale

Overview

2.39.

2.40.

We turn now to the first limb of Reference Question 1, namely whether Ofcom’s
regulatory objectives would have been better served by the setting of price control by
reference to a LRIC+ methodology.*®

Reference Question 1 directs us to determine whether Ofcom erred in adopting the
pure LRIC cost standard for the reasons set out in paragraphs 41 to 154 of EE’s
Notice of Appeal and paragraphs 20A, 31 to 57 and 63 to 74 of Vodafone’s Notice of
Appeal. In those paragraphs, EE and Vodafone argued that Ofcom’s regulatory
objectives would have been better served by the setting of the price control by refer-
ence to a LRIC+ methodology.** EE contended that, properly considered, Ofcom’s
statutory objectives and considerations supported the adoption of LRIC+ rather than
LRIC.* Vodafone stated that having regard to all the evidence and considerations
addressed by Ofcom in the Decision document, the regulatory objectives and obli-

“2 This is true in aggregate; we do not know whether it is true for individual MVNOs.
* See paragraph 2.1

** Vodafone NoA, §20A, and EE NoA, §§41 & 42.

> EE NoA, §42.
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2.41.

2.42.

2.43.

2.44,

2.45.

2.46.

2.47.

gations imposed by sections 3, 4 and 88 of the Act would have been, and were,
attained by the setting of price controls by reference to a similar LRIC + methodology
to the methodology used in setting MCT price controls in 2007.%°

Having regard to section 192(6) of the 2003 Act, we infer from the paragraphs of their
Notices of Appeal to which we are referred by Reference Question 1 that, by this part
of their respective Notices of Appeal, EE and Vodafone are appealing against the
exercise by Ofcom of a discretion.

In its Statement, Ofcom assessed its choice of the pure LRIC cost standard by refer-
ence to the four criteria set out above. Ofcom concluded that these four criteria were
consistent with its legal duties and obligations and, in particular, section 88 of the
Act.*” Ofcom assessed whether to adopt a pure LRIC cost standard by comparing
LRIC with LRIC+ against each of those four criteria.*®

We note that, while EE’s and Vodafone’s grounds of appeal are effectively directed
towards alleging an error of regulatory judgment on Ofcom’s part in respect of the
principles applied in setting the MCT charge control,** much of the detail of para-
graphs 41 to 154 of EE’s Notice of Appeal and paragraphs 20A, 31 to 57 and 63 to
74 of Vodafone’s Notice of Appeal takes issue with the correctness of particular data
used and the particular aspects of the economic analysis applied in assessing pure
LRIC by reference to the four criteria Ofcom identified in its Statement.

Consequently, in considering this aspect of EE’s and Vodafone’s appeals, we con-
sider whether Ofcom erred in the methods applied and/or data used or otherwise
made any material error of fact. In doing so we have borne in mind that Ofcom con-
ducted its assessment to inform the exercise of its judgement. Any suggestion that
these limbs of analysis comprise a formula or binary calculation of the appropriate
outcome is to be resisted.

As noted in paragraphs 1.26 to 1.31, when considering whether Ofcom committed
any such error, we apply the principles enunciated in our determinations of earlier
appeals under the Act jurisdiction and, in particular, we have not held Ofcom to be
wrong simply because we considered there to be some mistake in its reasoning on a
particular point. The mistake must have been of sufficient importance to vitiate
Ofcom'’s decision—here its application of the principles set out above in assessing its
compliance with its statutory duties—in whole or in part.

We also note that much of EE’s and Vodafone’s reasoning in the paragraphs to
which we are directed by Reference Question 1 is directed towards demonstrating
that Ofcom was wrong to have selected LRIC rather than LRIC+. While a compara-
tive analysis may be a relevant step in informing Ofcom’s assessment of whether the
choice of a pure LRIC cost standard was appropriate in light of the duties outlined
above, ultimately the question of appropriateness must be assessed by reference to
those duties themselves.

Consequently, having carefully considered the arguments set out in paragraphs 41 to
154 of EE’s Notice of Appeal and paragraphs 20A, 31 to 57 and 63 to 74 of
Vodafone’s Notice of Appeal, our determination as to whether Ofcom erred in
adopting the LRIC cost standard is based on considering the extent to which (if at all)

6 \vodafone NoA, §20A.

47 Statement, §§8.25-8.29.

8 Statement, §§8.33-8.157.

49 Cfr.3(1)(a) of the Tribunal’'s 2004 Rules.



those arguments demonstrated any error by Ofcom in the application of the statutory
framework to which they are subject when imposing charge controls.

Standard of review

2.48.

2.49.

2.50.

2.51.

2.52.

2.53.

We have covered the general arguments in relation to the standard of review and the
nature of the CC’s role in the introduction to this determination in paragraphs 1.26 to
1.33. We set out here the parties’ arguments and our views about the nature of our
assessment when the question before us is one of regulatory judgement.

In its core submission Vodafone argued that the CC should determine the Price
Control Questions by deciding whether Ofcom’s decision was correct—that is, is it
the best decision that can be made by reference to the relevant facts and arguments,
in pursuit of the objectives laid down in the Act. Vodafone stated that where there
was genuinely no good reason to prefer one judgement over another in respect of a
particular matter which was in dispute, the CC may decide to prefer Ofcom’s judge-
ment, and thus decline to allow an appeal which merely invited the CC to apply a
different, and not clearly superior, judgement. But where the CC considered that
Ofcom’s judgement (whilst not necessarily irrational in judicial review terms) was not
the best available, then the CC should adopt what it judged to be the best judgement
and apply that instead.>®

EE’s submissions suggested that there was inherent in the framework a need to
balance competing factors. It pointed to Article 8 of the Access Directive as a basis
for the proposition that if the relevant objectives point in different directions, propor-
tionality demands that the decision as to which obligations to impose should be taken
by balancing those objectives against one another. In addition the need for balancing
is also apparent from the fact that the Act requires that in setting the charge control
account must be taken of various objectives—which may not point in the same
direction.”

EE argued that in the Statement, Ofcom reasoned that pure LRIC ‘confers the great-
est possible benefits on consumers, as it better promotes sustainable competition, is
economically efficient, and is unlikely to raise material equity concerns’.>? In their
appeals, EE, Vodafone and Telefénica contended precisely the opposite, namely that
competition, efficiency and consumer considerations all point in favour of LRIC+.5

Telefonica agreed with EE that the CC is required to conduct a balancing exercise. It
argued that, in light of the analysis in the provisional determination, the CC could only
legitimately conclude that the LRIC cost standard was preferable to LRIC+ if it carried
out a balancing exercise, weighing the negative effects on allocative efficiency and
vulnerable consumers against the claimed pro-competitive effects of the move in cost
standard, and concluded that the former were outweighed by the latter. Put another
way, the CC could only properly dismiss the Appellants’ arguments on allocative
efficiency and vulnerable consumers as being insufficiently significant to disrupt
Ofcom’s Decision if it considered its findings on those arguments to be outweighed
by its findings on the competition effects.>

Ofcom set out that it considered the challenges to the decisions in the Statement
contained in the appeals to consist mainly of allegations of error by Ofcom in the

% Vodafone Core Submission, §2.5.

*! EE response to CC's provisional determination, §27.

*2 Statement, §8.158.

%% EE response to CC's provisional determination, §28.

* Telefonica response to CC's provisional determination, §3.2.
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2.54,

2.55.

exercise of its statutory discretion. In such circumstances, it submitted, it was well
recognized that the proper role of an appellate court considering an appeal on the
merits was to interfere with the decision only where it was shown to be plainly wrong,
or to have been made taking account of irrelevant considerations, or failing to take
account of relevant considerations.®

This approach applies where the allegation made in the appeal is of errors in appre-
ciation or judgement, or in the estimation of future market developments. These are
assessments in relation to which there is no single right or wrong answer, but where
the regulator is required to make choices, and to exercise discretion. The CC'’s task
in relation to such issues is not to serve as a ‘fully equipped duplicate regulatory body
waiting in the wings just for appeals’, but is instead to ‘look into whether the regulator
has got something materially wrong. This may be very difficult if all that is impugned
is an overall value judgement based on competing commercial considerations in the

context of a public policy decision’.>®

Ofcom argued that the specific provisions of relevance to the setting of price controls
show a clear intention to confer a broad measure of discretion on Ofcom:*’

(a) section 87(1) of the 2003 Act provides that, having determined that a person has
SMP, Ofcom must ‘set such conditions authorised by [section 87] as they con-
sider appropriate to apply to that person ...;

(b) these conditions include ‘... such price controls as Ofcom may direct in relation to
matters connected with the provision of network access ...” and ‘... such rules as
[Ofcom] may make ... about the recovery of costs and cost orientation’; and

(c) section 88 provides that Ofcom may impose a price control where ‘it appears to
them ... that there is a relevant risk of adverse effects arising from price distortion,
and it also appears to them that the setting of the condition is appropriate for the
purposes of promoting efficiency, promoting sustainable competition and confer-
ring the greatest possible benefits on end-users ...".

Assessment of standard of review applicable to Reference Question 1

2.56.

2.57.

2.58.

Reference Question 1 asks the CC to decide whether the charge controls have been
set at levels which are inappropriate because Ofcom erred in adopting the pure LRIC
cost standard, rather than the LRIC+ cost standard.

Ofcom’s approach to the question of whether to adopt LRIC or LRIC+ is set out in
sections 7 and 8 of its Statement. Section 7 considered the empirical evidence on the
likely impact on consumers of a switch from a LRIC+ to a pure LRIC cost standard, in
terms of prices, ownership and usage. While section 8 assessed the choice of cost
standard against the four criteria.

In conducting this assessment Ofcom made findings of fact that informed the exer-
cise of its judgement as to the appropriate cost standard having regard to its statutory
objectives and considerations. It should be reiterated, however, that even under the
limbs of analysis these are arguments of considerable complexity and there remain
areas where judgement needs to be applied. It would be a mistake to think that
Ofcom could perfectly capture the factors that it needs to weigh in accordance with

** Ofcom Core Submission, §11 citing Roache v News Group Newspapers [1998] ECMR 161, at 172 per Stuart-Smith LJ.

% Ofcom Core Submission, §12 citing T-Mobile (UK) Limited v. Ofcom [2008] EWCA Civ 1373, [2009] 1 WLR 1565, §830-31
er Jacob LJ.

7 Ofcom Defence, §32.
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2.59.

2.60.

its statutory responsibilities under these limbs. It is also a mistake to think that we
could, therefore, accord a quantitative measure of the value of the factors under
these limbs of analysis by virtue of our assessment of the parties’ arguments in this
regard.

The CC agrees that it must determine whether Ofcom made the ‘right’ choice and
that the appeal should succeed if the appellant can demonstrate that Ofcom applied
a methodology which was so unsound as to create a real risk that the decision was
wrong (as is the case in our answer to Reference Question 6). In determining
whether Ofcom’s judgement was wrong in relation to the choice of cost standard the
CC takes into account all the factors that Ofcom had to weigh. We do not think that it
automatically follows that mistakes in findings of fact that are designed to inform this
judgement can render the judgement ‘wrong’ in the round. The question is whether
any mistake is of sufficient importance to vitiate Ofcom’s decision as to the approp-
riate cost standard.

The assessment of the parties’ arguments under each of the limbs of Ofcom’s analy-
sis that follows should be read with these principles in mind.

Structure of our assessment of Reference Question 1(i)

2.61.

1.

The remainder of our assessment of Reference Question 1(i) addresses the argu-
ments in relation to each of the limbs of Ofcom’s analysis. We address the argu-
ments concerned with the competition issues (paragraphs 2.62 to 2.524), allocative
efficiency (paragraphs 2.525 to 2.823), vulnerable customers (paragraphs 2.843 to
2.919) and commercial and regulatory consequences (paragraphs 2.920 to 2.926).
We return to our principled assessment of the implications of these more detailed
matters to the question that we have to answer in our conclusion (paragraphs 2.938
and 2.939).

Competition effects

Introduction

2.62

2.63

Ofcom considered the impact of the cost standard adopted for setting MTRs on
competition between MCPs and competition between MCPs and FCPs. Ofcom
concluded that higher MTRs under LRIC+ appeared to dampen competition among
MCPs to some degree, as a result of a combination of competition effects, and that at
a move to set MTRs at LRIC would eliminate (or very substantially reduce) these
effects.®® Ofcom also concluded that there was some competitive interaction between
FCPs and MCPs and that the adoption of LRIC would reduce the competitive impact
of the difference between MTRs and FTRs (fixed termination rates).>®

Vodafone argued that Ofcom erred in its assessment of the relative merits of LRIC+
and LRIC from the standpoint of competition.®® EE contended that MTRs based on
LRIC+ would not lead to any appreciable distortion of competition, such as to support
the choice of a LRIC cost standard, and that there were significant competition
considerations that favoured the choice of a LRIC+ cost standard.®* Telefénica
intervened in support of EE and Vodafone. Telefénica considered that Ofcom’s
conclusion that LRIC would lead to a better outcome for consumers with regard to its

%% Ofcom Statement, Annex 3, §§A3.229 & A3.230.
% Ofcom Statement, Annex 3, §A3.255.

€ Vodafone NoA, §50.

' EE NoA, §85.
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impact on competition among MCPs could not plausibly be maintained.®® Three
intervened in support of Ofcom.

2.64 We consider first the arguments made by Vodafone, EE and Telefénica in relation to
Ofcom’s assessment of the impact of the cost standard adopted for competition
between MCPs (see paragraphs 2.65 to 2.466). We then consider the arguments
made by Vodafone and EE in relation to Ofcom’s assessment of the impact on
competition between MCPs and FCPs (see paragraphs 2.468 to 2.517).

Assessment of the competition effects between MCPs

2.65 The structure of this section is as follows: we first make some general remarks (see
paragraphs 2.67 to 2.89). These are not intended to be a response to the arguments
made in relation to Ofcom’s assessment of the competition effects between MCPs.
Rather the purpose is to set out some background which will assist with understand-
ing later discussion and to summarize briefly Ofcom’s reasoning as set out in its
Statement and its Defence.

2.66 We then discuss in detail the arguments made by the appellants, Vodafone®® and
EE,* and the intervener, Telefonica.®® Our approach is to consider first those argu-
ments which we consider to be the most important ones (see paragraphs 2.90 to
2.365). These arguments are identified in paragraphs 2.90 to 2.94. We then list and
respond to the remaining arguments (see paragraphs 2.366 to 2.461). Finally we
consider the arguments made in relation to the materiality of the MTM competition
effects (see paragraphs 2.462 to 2.466).

Background remarks

2.67 Setting MTRs at LRIC+, rather than at LRIC, would raise the marginal cost to a
network of terminating off-net calls made by its subscribers above the marginal cost
of terminating calls on-net. This difference in the marginal cost faced by networks of
terminating calls on-net, compared with off-net, would not reflect differences in the
resource costs incurred for on-net and off-net termination which are minimal and
immaterial in the context of a comparison of LRIC and LRIC+. These points are not
contested.%®67:%8

2.68 Ofcom said that there were two fundamental reasons why setting MTRs above LRIC
had the potential to distort competition:®° first, higher MTRs would increase the
expected marginal cost to a network, taking into account the probability that a call will
be off-net, of additional calls made by its subscribers; and second, an MCP’s
decision to cut retail prices could be expected to result in lower net termination

®2 Telef6nica Sol, §20.

% Vodafone NoA §850 & 51, and Schedule 2, Vodafone Core Submission §4.49-4.109.

% EE NoA §§82-133 and Walker 1 expert report, section 4, EE Core Submission §§17—-70 & 127—145 and Walker 3 expert
report, section 3.

% Telefénica Sol §§12—20 and Neil Marshall expert report, section 4, Core Submission §§19—42.

% EE bilateral hearing transcript, §23, lines 2-10.

& Following the bilateral hearing (see letter to CC of 2 November), EE said that, in its view, LRIC+ MTRs did not drive a
‘wedge’ between on-net and off-net costs. EE said that such an argument ignored the fact that on-net calls must contribute to
the common costs of the originating network, in the same way that off-net calls contributed to the costs of the terminating
network. However, in the hearing, we asked about the impact of the cost standard adopted on the relative marginal costs to
networks of on-net and off-net termination. The marginal costs would not include any mark-up included in retail prices that
contribute to the recovery of common costs. Dr Walker agreed that adopting LRIC+ would raise the marginal cost of off-net
termination above that of on-net termination.

% Vodafone bilateral hearing transcript, §17, lines 1-8.

% Ofcom bilateral hearing transcript, §23, lines 3—18.
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2.69

2.70

2.71

2.72

2.73

2.74

2.75

receipts (higher net payments) as a reduction in call prices could be expected to
generate more outgoing calls (on-net and off-net) but not more incoming calls.”

With regard to the second of these points, we agree that for existing subscribers a
reduction in call prices would be expected to generate more outgoing calls, on- and
off-net, but not more incoming calls. However, new subscribers attracted to a network
by a reduction in call prices would bring with them termination payments on the off-
net calls that they make and termination receipts on the calls that they receive.
Nevertheless we consider it unlikely that a reduction in a network’s retail prices would
attract a sufficient number of new subscribers who generate net termination receipts
for the net effect of a price reduction to be an improvement in the network’s termin-
ation payment balance.

Ofcom explained in its Statement’* that in its assessment of the competition effects it
had focused on the impact of the cost standard adopted for setting MTRs on the
smaller networks, those with fewer subscribers.

Smaller networks tend to have a higher proportion of off-net calls essentially because
their subscribers represent a smaller proportion of the overall mobile customer base.
Smaller networks will therefore pay MTRs on a higher proportion of calls made by
their subscribers and will receive MTRs on a higher proportion of calls received by
their subscribers. This has not been disputed by the appellants.’®"®"

Ofcom investigated the relationship between an MCP’s share of subscribers and the
proportion of outbound call minutes that were off-net. Ofcom found an inverse
relationship but the networks had fewer off-net calls than might be expected given
their share of subscribers. Ofcom considered that this reflected efforts by all MCPs to
keep more traffic on-net, including tariffs to attract calling circles.”

Our understanding of Ofcom’s position is that this feature of smaller networks would
exacerbate the effects described above (paragraph 2.68). In particular, if MTRs are
above LRIC, all else being equal:

(a) the smaller networks will face a higher marginal cost (taking into account the
probability of a call being off-net) for additional calls made by its subscribers; and

(b) the smaller the network the larger the effect of a reduction in retail prices on its
net MTR payment position.

We consider this to be a source for concern as the cost disadvantage faced by
smaller networks does not arise because the smaller networks’ own marginal
network costs are higher than those of larger networks or because it costs other
networks more to terminate an additional call originating on a smaller network.

In considering the impact of the cost standard adopted on smaller networks we need
to bear in mind both the average revenue effect on profitability (and therefore entry
and exit) and the marginal effect on pricing decisions. The impact on the profitability
of a network will depend on the balance between a network’s termination payments
and receipts. A smaller network with a similar ratio of outbound-to-inbound off-net

™ We recognize that in practice many calls are bought as part of bundles but although this adds some complication it does not
lead to a different conclusion.

™" Ofcom Statement, Annex 3, §§A3.123-A3.125.

"2 \Jodafone bilateral hearing transcript, §25, lines 16-23.

" EE NoA, Walker 1 expert report, §145.

™ Telefénica bilateral hearing transcript, §22, lines 6-12.

™ Ofcom Statement, Annex 3, §A3.149.
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2.76

calls as other networks would be able to use higher MTR receipts to offset higher
MTR payments. The impact on the pricing decisions of networks will also depend on
the effect on the marginal costs faced by networks of additional calls made by their
subscribers.

Adopting the LRIC+ cost standard, compared with LRIC, would also impact on the
relative attractiveness of different groups of customers. Generally it would increase
the customer lifetime value (CLV) of customers who receive more calls than they
make and reduce the CLV of those who make more calls than they receive (see
Introduction to Reference Question 1, paragraph 2.25).

Summary of Ofcom’s approach, reasoning and decision

2.77

2.78

2.79

2.80

2.81

2.82

2.83

Ofcom’s approach was to consider whether setting MTRs above LRIC would create
barriers to entry and expansion.’® In particular, Ofcom considered whether LRIC+
based MTRs would disadvantage new entrants or smaller networks by raising the
costs of entry and/or gaining market share.

Ofcom considered the impact of higher MTRs on smaller networks on an ‘all else
being equal’ basis. Thus Ofcom did not take into account other factors which may
advantage or disadvantage smaller networks because these would be essentially
unaffected by the level of MTRs.

Ofcom also said that it did not focus on Three as an MCP with fewer subscribers and
whether Three would be better off as a result of a move to LRIC, rather it focused on
whether the choice of LRIC+ or LRIC would affect the ability of one or more MCPs to
enter and expand in the UK retail market.

Ofcom set out why higher MTRs would put smaller networks at a competitive dis-
advantage under three headings: retail effects, market-wide effects and the impact
on different customer segments.

Retail effects

Ofcom explained that if LRIC+ based MTRs would result in larger price differentials
between retail charges for on and off-net calls, the presence of such differentials
could operate to the advantage of the larger networks: if two networks with different
numbers of subscribers set the same call prices, subscribers to the smaller network
could expect to pay higher average prices as a higher proportion of their calls would
be off-net.

Market-wide effects

Setting MTRs above LRIC would raise the expected marginal cost to an MCP of
making calls, as explained above (see paragraph 2.67). The impact would be greater
on the marginal costs faced by the smaller networks (see paragraph 2.73).

Ofcom accepted that if a smaller network had a balanced traffic position—in terms of
the ratio of off-net inbound:outbound calls—these effects would not arise. In particu-
lar, in these circumstances a smaller network could use its higher receipts with
LRIC+ based MTRs to cover higher MTR payments.’’ However, Ofcom considered

® Summarized in Ofcom’s Defence, Annex A, §8A.242—A.249 and final statement, Annex 3, §§A3.124 & A3.125.
" Ofcom Statement, §§A3.157 & A3.158.
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2.84

2.85

2.86

2.87

2.88

2.89

that achieving a balanced traffic position would not be commercially costless for
smaller networks.’® Ofcom argued that it was profit-maximizing for Three to target the
high-end post-pay customers which would result in a traffic imbalance.”

Impact on competition for different customer segments

As explained above (see paragraph 2.76), setting MTRs above LRIC will impact on
the CLV of customers and, for subscribers with similar call patterns in terms of the
number of calls made and received, the impact on their CLVs will be greater for those
subscribing to smaller networks as more of their calls will be off-net.

Ofcom said that adopting LRIC+ would give larger networks an advantage in compet-
ing for subscribers who made more calls than they received—in that these networks
would have the incentive to offer more generous terms than smaller networks to gain
these subscribers—an advantage that was not related to the performance of the
larger network. By the same token, higher MTRs would give smaller networks an
advantage in competing for subscribers who received more calls than they made.

Ofcom considered that this would put smaller networks at a disadvantage as it was
essential for smaller networks to be able to compete for the top-end post-pay cus-
tomers to gain market share.

Mitigating strategies®

Ofcom said that whilst in theory attracting calling circles® could mitigate the competi-
tive disadvantage to smaller networks of higher MTRs, in practice, this might be diffi-
cult to achieve in a mature market as it would require all members of a calling circle
to coordinate to switch network. Ofcom also noted that the membership of different
calling circles seemed likely to overlap. Smaller networks would also be competing
with larger networks which would have the same incentive to attract calling circles.

Ofcom said that the evidence suggested that calling circles were likely to exist to
some extent and to have some impact on the proportion of calls that were off-net.
Ofcom also said that the proportion of calls by Three subscribers that were off-net
suggested that it had had some success in attracting consumers with friends and
family on the same network, but that Ofcom had not been able to assess the costs
involved for Three. Ofcom concluded that there was little evidence to suggest that
calling circles could eliminate the disadvantage to smaller networks of higher MTRs
in a mature market as customers might already be organized into calling circles. This
might make it more difficult for MCPs to attract new subscribers unless they can win
the entire calling circle (or the most important members of that circle).®?

Materiality

On materiality Ofcom argued that the negative competition effects of higher MTRs
served to reinforce each other.®® Ofcom said that the emerging evidence was that—
either in anticipation of, or as a result of, lower MTRs—smaller MCPs and FCPs had
already been able to offer more competitive retail packages. Therefore Ofcom

"® Ofcom Defence, Annex A, §A.306.

™ Ofcom Defence, Annex A, §A.298.

% Ofcom Statement, Annex 3, §§A3.197-A3.209.

8 Ofcom said that a calling circle might be viewed as a network of friends, family and business colleagues whose calls
accounted for the majority of calls made by users within that group (see Ofcom Statement, Annex 3, fn 216).

® Ofcom Statement, Annex A3, §§3.208 & 3.209.

8 Ofcom Defence, Annex A, §A.344.
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recognized that a move to LRIC+ (that is to 1.61ppm in 2014/15) would reduce the
materiality of, but not eliminate, those negative competition effects. Those effects
would, however, be eliminated (or very substantially reduced) if MTRs were set at
LRIC. If LRIC+ rates were to be set at a higher level as EE and Vodafone argued for,
the unresolved competition effects would be correspondingly more significant.

Detailed review

2.90 Vodafone and EE argued that Ofcom had erred in the overall approach taken to the
assessment of competition effects. The appellants argued that Ofcom should have
had regard to the wider competitive context in considering the effects on competition
of the cost standard adopted. The appellants also argued that Ofcom attached too
much weight to the experience and views of Three.

291 EE argued that the economic literature indicated that generally higher MTRs (in this
case LRIC+ based MTRs) would increase competition between networks. Vodafone
argued that Ofcom’s assessment of competitive effects was incomplete because
Ofcom had not taken into account other effects identified in the literature that could
offset those effects identified by Ofcom.

2.92 In addition, the appellants gave specific reasons why they considered Ofcom to have
erred in its assessment of the competitive effects identified in the Statement. Of
these arguments, the following appear to us to be the key ones:

(a) higher MTRs do not favour larger networks as smaller networks could use the
higher MTR receipts per subscriber to offset the higher MTR payments;

(b) Ofcom had overstated the prevalence and importance of on-net/off-net price
differentials and the relationship between such differentials that there are and the
level of MCT charges; and

(c) Ofcom had erred in its assessment of the impact that LRIC+ based MTRs would
have on smaller networks in competing for post-pay customers and the resultant
effect on competition.

2.93 Vodafone agreed that these issues were key. Vodafone also identified as key that the
evidence did not support a finding that Three had been disadvantaged by LRIC+
based MTRs.*

2.94 In our assessment we consider first the argument that Ofcom failed to take into
account the results of the economic literature (see paragraphs 2.95 to 2.151) and,
secondly, the arguments relating to Ofcom’s overall approach (see paragraphs 2.152
to 2.177). Thirdly we consider, and in detail, the other arguments that we consider to
be key to the appellants’ cases (see paragraphs 2.180 to 2.365). We then consider,
fourthly, the remaining arguments made by the appellants in the light of the above
(see paragraphs 2.366 to 2.461). Fifthly, we consider the arguments made in relation
to the materiality of the competition effects (see paragraphs 2.462 to 2.467).

Economic literature

2.95 Vodafone said that the academic literature had identified an additional competition
effect which operated in the opposite direction from the competition effects identified

8 Vodafone, Core Submission, §§4.69-4.74.
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by Ofcom and which Ofcom had failed to consider.®® EE said that the general conclu-
sion of the economic literature was that termination charges above LRIC led to more
intense competition between operators in the retail market.®®

2.96 Inthe Statement, Ofcom said that care should be taken in drawing broad policy con-
clusions from the papers cited by the appellants®’ given that the results were driven
by specific assumptions which did not accurately describe the current or future
development of the UK market.®

2.97 In this section we first provide some background information on the relevant econ-
omic literature (paragraphs 2.98 to 2.101). We then set out the arguments made by
the various parties (paragraphs 2.102 to 2.118). Finally, we give our assessment of
these arguments (paragraphs 2.119 to 2.151).

Background

2.98 Vodafone referred in its NoA® to the following articles: Network competition, Laffont,
Rey and Tirole, 1998; The Theory of Access Pricing and Interconnection, Armstrong,
M, 2002; Mobile Call Termination, Armstrong, M and Wright, J, 2008; and Using hill
and keep interconnect arrangements to soften network competition Gans, J and
King, S, 2001.

2.99 Aresult derived in these articles suggests that MTRs set above cost could lead to
more intense competition for subscribers. Armstrong and Wright (2009) explained
that the Laffont et al (1998) and the Gans and King (2001) papers had shown that
setting higher termination rates could strengthen network effects, thereby making
firms tougher rivals, and that these ‘tariff-mediated networks externalities’ (TMNES)
arise because consumers prefer to join larger networks when it is cheaper to make
on-net calls, which in turn increases the incentives of networks to attract sub-
scribers.%

2.100 In these articles the positive competition effect was conditional on: (a) an assumption
that setting MTRs above cost would induce networks to charge higher prices for off-
net than for on-net calls; and (b) on an assumption that charges take the form of a
two-part tariff. The models also assumed just two networks and uniform call patterns
(ie that all subscribers call all other subscribers with equal probability).**

2.101 In addition to these articles, Three referred to others which developed the literature.®?
We have looked at these articles and followed up on certain cross-references. We
refer below to articles in which the authors extended the models to allow for more
than two networks, asymmetric competition, calling externalities and non-uniform
calling patterns.

# Vodafone, Core Submission, §4.89.

% EE NoA, §104.

8 Gans and King (2001), Carter and Wright (2003) and Armstrong and Wright (2009), Ofcom Statement, Annex 3, §3.186.

% Ofcom Statement, Annex 3, §§A3.186-A3.189.

% Vodafone NoA, Schedule 2, section 4.

® The study of MTM termination has led to quite a different focus: whether mobile networks can use a negotiated termination
charge to relax retail competition for subscribers. They can do this by setting MTM termination charges below cost. This causes
off-net calls ... to be cheaper than on-net calls ... so that consumers prefer to join the smaller network. This is turn reduces
each network’s incentive to attract subscribers.” Armstrong and Wright, 2001.

1 See Armstrong, 2002, paragraphs 4.2.3 & 4.2.4.

2 Three, Dr Philip Kalmus expert report, section 3.
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2.102

2.103

2.104

2.105

2.106

2.107

2.108

The parties’ arguments
e Vodafone

Vodafone said that the economic literature indicated that in the case of ‘two-part
tariffs'—ie where operators set a usage price and a fixed fee per subscriber—lower
MTRs could be expected to reduce the intensity of competition among MCPs, rather
than increase it, resulting ultimately in higher overall retail prices.**%

Vodafone said that overall, given the tariff structure for pre-pay and post-pay cus-
tomers,® the effect of lowering MTRs would be stronger competition for post-pay
customers, as two-part tariffs were more common for this customer segment.*®

Vodafone explained that the reason why lower MTRs would reduce the intensity of
competition was that attracting a new customer brought not only direct revenues
(retail subscription fees and retail usage revenues) but also indirect interconnection
revenues due to the calls made from customers of other networks.?” The presence of
such additional indirect revenues had a positive impact on the incentives of MCPs to
attract new customers.

Vodafone provided further explanation in Annex 3 of Schedule 2 to its NoA.
Vodafone said that economic theory suggested that reducing MTRs reduced call
charges, which increased consumer surplus but, if call charges discriminated
between on-net and off-net calls, reducing MTRs led to a weakening of competition
between operators, resulting in higher fixed subscription charges. Vodafone said that
if the second effect dominated then consumer surplus would decline when MTRs
were reduced from LRIC+ to LRIC.

Vodafone explained that economic theory predicted that MTRs set above LRIC could
cause TMNEs and so, all other things being equal, it would be more valuable for a
subscriber to be connected to a larger network. Vodafone said that in a differentiated
Bertrand framework, the market share of a smaller network would be expected to
increase with a reduction in MTRs from LRIC+ to LRIC, because this shift would
remove the TMNE.

Vodafone’s case was that, if one were to accept the assumptions Ofcom had relied
upon in its assessment of retail effects, Ofcom had failed to take into account a
competition effect identified in the economic literature which indicated that lower
MTRs had a dampening effect on competition. Vodafone said that these assumptions
were the existence of on-net/off-net price differentials in the UK and the relationship
between MTRs and on-net/off-net price differentials.*®

e EE

EE said that the general conclusion of the economic literature was that termination
charges above LRIC would lead to more intense competition between operators in
the retail market. The basic economics of the waterbed effect was said to demon-
strate this: the higher the incoming call revenues, the more strongly operators would

% Vodafone referred us to The Theory of Access Pricing and Interconnection, Armstrong, M, 2002, and Mobile Call Termination
Armstrong, M and Wright, J, 2008.

% Vodafone NoA, Schedule 2, §4.2.

° We understood Vodafone to be referring to the current situation.

% \/odafone NoA, Schedule 2, §4.4.

7 Vodafone NoA, Schedule 2, §4.3.

% Vodafone response to CC'’s provisional determination, §§4.3 & 4.8.
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2.110

2.111

2.112

2.113

2.114

compete to win this revenue stream, which would have a downward effect on retail
prices. EE also said that MTRs set above LRIC would provide operators with a
greater incentive to attract additional customers.®

e Telefénica

Telefbnica said that Ofcom’s analysis was at odds with the economic literature on
two-way access pricing which showed that competition for subscribers would be
intensified when access prices were above the marginal cost of making off-net calls.
Telefénica quoted Armstrong and Sappington (2005): ‘Since high access payments
ensure a high (per-subscriber) profit from providing calls, firms will compete vigor-
ously to attract additional subscribers to their network. They will do so by setting a
low fixed charge.’

Telefénica also argued that if higher MTRs disadvantaged smaller networks, this
could be pro-competitive by increasing the incentives of smaller networks to gain
market share and overcome any disadvantage they had by cutting prices or com-
peting to attract subscribers.'®

e Ofcom’s Defence
Ofcom made a number of points in response to the appellants’ claims.***

Ofcom said that there was a degree of inconsistency in Vodafone’s views of two-part
charges (with fixed and usage-based elements) and those of Dr Walker (EE’s expert
witness), who suggested that monthly fixed payments associated with post-pay tariffs
were, at least in part, usage charges. Ofcom’s view was that it was theoretically
correct to regard fixed monthly payments as a combination of fixed fees and pay-
ments for usage, and the waterbed effect might mean that MCPs (in response to
lower MTRs) would increase retail prices, which could be achieved by increasing the
upfront price of a post-pay bundle (and the fixed monthly charge). However, reducing
MTRs lowered the marginal cost of providing (off-net) calls to mobiles, and so higher
bundle charges might be accompanied by an increase in the size of the bundle.
Furthermore, with lower MTRs MCPs (and to some degree FCPs) would be better
able to offer larger bundles of calls (particularly smaller operators which were at a
disadvantage in doing so under high MTRSs), which would enhance rather than dimin-
ish the intensity of competition.

Ofcom said that the results of the models in the literature varied with the specification
used. For example, one of the main results from Gans and King (2001) was that
MCPs would prefer MTRs set below costs but, when revenues from FTM calls are
brought into the model, MCPs would prefer to set MTRs above cost. Similarly,
Armstrong and Wright (2009) found that, under certain assumptions, larger MCPs
would prefer MTRs set at cost, whereas smaller MCPs would prefer either below or
above cost MTRs depending on their net traffic flows.

Some of the results were said by Ofcom to depend on restrictive assumptions that
did not match the circumstances in UK mobile telecoms markets. For example,
Ofcom said that the papers generally relied on the assumption that MTRs were below
the marginal cost of termination, which was not the case for LRIC, and assumed that
every customer called everyone else with the same probability. The literature was

% EE NoA, §§104 & 131.

100

Transcript of bilateral hearing with Telefénica, §18, lines 2-16.

191 Ofcom Defence, Annex A, §8A.325-A3.332.
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therefore said not to take into account the issue of calling clubs (the term calling club
is used to describe the fact that subscribers tend to make the majority of their calls to
a limited number of people consisting mostly of friends and relatives).

e Three's Sol

Dr Kalmus summarized the results of the literature for models with two mobile oper-
ators of the same size, no fixed termination and balanced traffic flows as follows:'%?

(a) With linear prices only (such as in a traditional pre-pay tariff, ie one where the
customer simply pays a set amount per outbound minute) an increase in the
termination rate increased profits and retail prices, and reduced consumer
welfare. LRIC was unambiguously preferable to LRIC+ on both competition and
efficiency grounds. LRIC+ made traffic outflows expensive and therefore damp-
ened the incentive to price aggressively in the retail market.

(b) With two-part tariffs and no on-net/off-net price discrimination, profits were shown
to be independent of the termination rate as operators would compete on
subscription charges, but welfare was higher under LRIC rather than LRIC+.

Dr Kalmus said that the applicable insight from this model was that by competing
with usage invariant charges an operator might be able to avoid competition that
would result in call outflows.

(c) Operators would only want to engage in on-net/off-net differentiation when
termination rates were above LRIC. This was the case since operators priced
calls at the perceived marginal cost and the perceived cost of off-net calls was
higher under LRIC+. LRIC+ was said to induce an externality: the user’s network
choice affected the proportion of on-net and off-net calls of other users. This
externality was completely driven by termination rates rather than the character-
istics of the networks or consumer preferences.

Dr Kalmus explained that the Laffont, Rey and Tirole (1998) result arose because of
two effects of increasing the termination rate. The first effect was that the networks
increased their off-net prices since the cost of termination had been raised. The
second effect was an increased incentive for operators to build market share as a
means of decreasing calling costs, since higher market share resulted in a larger
proportion of calls being on-net. The use of LRIC+ therefore generated a competitive
effect by making customers (market share) more valuable. In the Gans and King
(2001) paper, the increased competition for subscribers outweighed the initial in-
efficiency of LRIC+.

Dr Kalmus said that the Gans and King (2001) result could be understood as follows:
on-net/off-net price discrimination drove a wedge between networks (it cost extra to
call the other network) and this made it more important to users which network they
belonged to. In turn, operators competed more intensely for customers to be on their
network. The result suggested that with high termination rates customers might
become so valuable to networks that operators would want to acquire them even if
the acquisition costs led to lower profits than those that would be obtained with low
termination rates. Lower termination rates reduced the network effect and therefore
made it less important to acquire customers.

Dr Kalmus did not consider the Gans and King (2001) result to be applicable for the
following reasons:

192 Three Sol, Kalmus expert report, §§3.41-3.55.
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(a) The effect of Gans and King relied essentially on an argument that incompatibility
of networks was better for competition, whereas EU and domestic legislatures
and regulators required interconnection in order to, among other things, encour-
age new entry by fixed and mobile telecoms operators.

(b) With LRIC+ network size mattered and in this way on-net/off-net price differen-
tials created an exclusionary problem for entrants. Laffont, Rey and Tirole (1998)
noted that a large operator could squeeze a new entrant if it could insist on a high
termination rate.

(c) Armstrong and Wright (2009) found that once the fixed sector was introduced into
the model, MCP profits increased with LRIC+ due to transfers paid from the fixed
to the mobile sector. With the fixed sector included, competition was more
intense with LRIC and that LRIC was more efficient for the communications
sector as a whole.

(d) Hoernig et al (2007) found that when considering calling circles, profitability
increased (and competition decreased) with termination rates above LRIC.
Intuitively, when attracting a customer from a calling circle, that customer still
originates many off-net calls to their calling circle. In contrast under a balanced
calling pattern gaining a customer would induce more on-net calls. With LRIC+,
the continued call outflows were expensive and it therefore became less attrac-
tive to acquire such a customer and competition was reduced.

(e) The Gans-King result relied on an on-net/off-net price differential. It was in-
consistent for the appellants to argue, on the one hand, that competition would
intensify with LRIC+ but, on the other hand, to argue that on-net/off-net differenti-
ation was not present, since the result depended on such differentiation.

Assessment

EE argued that the general conclusion of the economic literature was that MTRs set
above LRIC would lead to more intense competition. Vodafone’s position was
different. Vodafone did not argue that higher MTRs would be unambiguously pro-
competitive. Rather, Vodafone’s case was that the economic literature showed that
lower MTRs could have a potentially material competition dampening effect which
could outweigh the pro-competitive effects of lower MTRs that Ofcom had con-
sidered.'®

We consider that the analysis of the effect that higher MTRs could have on compe-
tition depends on the assumptions made. In the literature the assumptions that
matter appear to be those made in relation to the structure of charges, the structure
of the market and calling patterns. In the remainder of this section we consider first
EE’s description of the pro-competitive effect of higher MTRs which were said to be
driven by asymmetric call patterns (some subscribers make more or fewer calls than
they receive) and how this relates to the description in the literature of the TMNE
effect. We then consider the implications of the assumptions made on the structure of
charges, the structure of the market and calling patterns for the claims made by the
appellants in relation to the results of the literature.

1% yodafone response to CC provisional determination, §§4.4 & 4.6.
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o Asymmetric call patterns

Dr Walker said that the way he thought about the result in the economic literature
was that higher termination rates would make any customer who received more calls
than they made more attractive and so mobile operators would be willing to compete
more strongly for that customer in the sense that they would be willing to charge
lower retail prices in order to win them. This was said to be the sense in which MTR
rates could directly affect the intensity of competition.***

Vodafone, in its NoA and the main body of the accompanying Schedule 2, described
the pro-competitive effect of higher MTRs in much the same way as EE (see para-
graph 2.104). However, in Annex 3 to Schedule 2, Vodafone provided further explan-
ation of the TMNEs effect caused by MTRs set above LRIC (see paragraphs 2.105
and 2.106).

We do not consider EE’s statement to be a description of the TMNE result in the
literature or one of more intense competitive rivalry. The effect as described in this
statement is the impact that the level at which MTRs are set would have on the value
to MCPs of customers to MCPs who make more calls than receive, or the other way
around and therefore on the terms that mobile networks would be prepared to offer
these customers in order to win their custom. We note that the willingness to offer
some customers better terms is not therefore being driven by increased competitive
rivalry. This is illustrated by the observation that whilst with higher MTRs some cus-
tomers would become more valuable, there would be other customers who would
become less valuable. Absent net transfers of termination payments from fixed to
mobile networks, we would not expect any net gain, from the effect described, to
retail customers of MCPs from higher MTRs.

Vodafone made much the same point as we do. In particular, Vodafone said that if
different consumer segments generated different patterns of outgoing and incoming
calls, then LRIC+ MCT charges would incentivize MCPs to compete on price to win
consumers who were likely to generate more incoming calls. Vodafone said that this
did not amount to a distortion of competition, but to merely reflect the fact that MCPs
competed for the custom of each consumer segment according to its CLV. Vodafone
concluded that competition would be just as effective across the board.**

e Structure of charges—on-net/off-net price differentials

The potentially pro-competitive effect of higher MTRs described in the literature relied
on MTRs set above LRIC inducing MCPs to raise off-net call prices relative to those
for on-net call prices. However, both EE and Vodafone argued that on-net/off-net
price differentials were now limited and not caused by MTRs set above LRIC (see
paragraphs 2.209 to 2.282). Vodafone also said that if we accepted its arguments in
relation to the prevalence of on-net/off-net price differentials and their relationship
with MTRs, then the positive competition effect of higher MTRs identified in the
literature would not arise.'® EE did not, however, recognize the tension that there is
between, on the one hand, its position on the economic literature and, on the other
hand, its view that on-net/off-net price differentials are now of limited significance in
the UK.

104

EE bilateral hearing transcript, §26, lines 4-16.

1% \/odafone NoA, §50.4.
1% y/odafone Response to CC's provisional determination, §4.4.
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e Structure of charges—two part tariffs

The TMNE effect also required retail charges to take the form of two-part tariffs
(paragraph 2.100).

Vodafone recognized this. Vodafone said that overall, given the tariff structure for
pre-pay and post-pay customers, the effect of lowering MTRs would be stronger for
post-pay customers, as two-part tariffs were more common for this customer
segment.’?” The simulation model Vodafone used to demonstrate the potential
competitive benefits of setting higher MTRs (see paragraphs 2.438 to 2.448) was
based on post-pay subscribers only.'®® EE did not, however, recognize that the pro-
competitive effect identified in the literature required a two-part tariff when it made a
general claim that the conclusion of the economic literature was that termination
charges above LRIC would lead to more intense competition.

e Structure of the market—number of networks

Hoernig'® said that two obstacles to applying models of telecommunications compe-
tition to the real world were that most assumed symmetric networks and/or a duop-
oly. He found that when the models allowed for multiple networks as the number of
networks increased the TMNE effect became less strong. We note that neither appel-
lant commented on the application of the results of the economic literature to markets
where there are more than two networks. Vodafone in its simulation model con-
sidered a duopoly under two scenarios: two equally sized networks and two asym-
metric networks with 60 per cent:40 per cent subscriber shares.

e Structure of the market—barriers to entry and growth

In addition to the potentially pro-competitive effect of setting MTRs above costs, the
literature also commented on the potential for higher MTRs to deter entry and dis-
advantage smaller networks.

Armstrong (2002) said that much of the analysis assumed symmetric competition
between networks and so might be relevant to situations where competition was well
established and mature. He said that in the earlier stages of market liberalization
competition was likely to be skewed in favour of the incumbent and that the analysis
needed to be extended to cover such situations.™*°

Armstrong and Wright (2009) said that incumbent networks might prefer high MTM
termination charges as these could act to deter entry or induce exit of a smaller rival.
They explained that by setting above-cost MTM termination charges, incumbent
networks could induce network effects which made entry less attractive.

Harbord and Pagnozzi (2010)*** said that network based (or on-net/off-net) price dis-
crimination created a barrier to entry and growth for smaller networks. In particular,
on-net/off-net price differentials created TMNEs which made larger networks more
attractive to consumers than smaller networks and placed smaller networks at a
competitive disadvantage. The effect, as described by Harbord and Pagnozzi, is the
impact that on-net/off-net price differentials would have on the average call prices

97 y/odafone NoA, Schedule 2, §4.4.
1% \/odafone NoA, Schedule 2, Annex 3.
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Competition between multiple asymmetric networks: A toolkit and applications, Hoernig, 2009.
Armstrong, 2002, section 4.2.4.
Harbour and Pagnozzi, Network-based price discrimination and ‘bill and keep’ vs ‘cost based’ regulation of mobile

termination rates, Review of Network Economics, 2010.
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paid by subscribers to larger and smaller networks. They also said that call externali-
ties reinforced this effect (see paragraph 2.138 below).

We note that Dr Kalmus said (see paragraph 2.115) that adopting a LRIC+ cost
standard would, if associated with on-net/off-net price differentials, create a network
effect that is not driven by the technical or cost characteristics of mobile networks or
consumer preferences which would make larger networks more attractive to sub-
scribers.

Vodafone also said that MTRs set above LRIC could create network effects such
that, all other things being equal, it would be more valuable to the subscriber to be
connected to the larger network, reducing the equilibrium market share of a smaller
network.*? In response to the CC’s provisional determination, Vodafone said that it
accepted that whilst higher MTRs would strengthen competition among equally-sized
networks, it would weaken competition from smaller networks.'*® Vodafone also said
that ‘this is why [its] simulation model considers both of these effects. The model
demonstrates that the competition dampening effect among equally sized networks in
the UK would far outweigh any competition weakening effect resulting from the
worsening of the position of a smaller network’.*** We understand Vodafone’s argu-
ment to be that even taking into account the potential for setting MTRs above cost to
put a smaller network at a competitive disadvantage, overall the effect would be a
strengthening of competition. In particular, Vodafone reported that in its model the
equilibrium market share of the smaller network with a 40 per cent share of sub-
scribers when MTRs are set at LRIC+) increased by only 0.35 percentage points with
a reduction in MTRs to LRIC.

We consider that Vodafone’s model suggests that allowing for asymmetric market
size would reduce the size of the TMNE effect. For the scenario modelled by
Vodafone (ie with two networks with equilibrium market shares of 40 and 60 per cent
share of subscribers when MTRs are set at LRIC+), the competitive disadvantage
faced by smaller network as a result of the network effects created by setting MTRs
above cost, as measured by the change in market share, would appear to be small.
We are not, however, persuaded that the change in market share would be a com-
plete measure of the potential harm to competition or that Vodafone’s simulation
model would capture the long-term impact on competition resulting from the barriers
to entry and growth created by setting MTRs above cost. In addition, we do not have
any information on the sensitivity of these results to the assumptions made on market
structure as Vodafone did not provide results for other scenarios.

EE did not acknowledge the statements in the literature on the potential for above
cost MTRs to create barriers to entry and growth in making its claim that the general
conclusion of the economic literature was that termination charges above LRIC led to
more intense competition between operators in the retail market.

¢ Allowing for call externalities and calling circle

In the NoOA Vodafone cited various papers which reported the potential for TMNES
caused by higher MTRs to lead to more intense competition. Vodafone did not make
reference to others which considered the robustness of these results to certain
assumptions which in our view better reflect the realities of the UK market than the
more stylized models cited by Vodafone.

112 y/odafone NoA, Schedule 2, Annex 3.
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Response to the CC'’s provisional determination, paragraph 4.8.
Response to the CC'’s provisional determination, paragraph 4.8.
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Harbord and Pagnozzi (2010) said that call externalities reinforced the competitive
harm to smaller networks associated with TMNEs caused by on-net/off-net price
differentials. Call externalities arise where subscribers to a network attach value to
receiving as well as making calls. They explained that when an incumbent network
increased its off-net prices, relative to those for on-net calls, subscribers to smaller
networks would receive relatively fewer calls thus reducing the utility from joining a
smaller network.

Harbord and Pagnozzi (2008) also reported that Hoernig (2007) found that with call
externalities and asymmetric network size, even assuming uniform calling patterns
(ie every customer called everyone else with the same probability), the smaller
network would incur a permanent access payment deficit. They explained that in the
response to call externalities large networks would charge higher off-net prices and
create higher on-net/off-net price differentials than smaller networks, further impeding
the ability of smaller networks to compete by creating access deficits which could
result in a permanent net outflow of termination payments to larger networks.

Vodafone said that in the presence of uninternalized call externalities larger MCPs
could reduce the attractiveness of smaller MCPs by introducing high on-net/off-net
price differentials,* if this reduced the expected number of calls to be received by
subscribers of smaller networks and therefore the attractiveness of subscribing to
smaller MCPs. However, Vodafone said that there was no robust evidence on the
extent of call externalities in the UK.''® Vodafone also said that evidence from con-
sumer surveys referred to by Ofcom showed that the price paid by others for being
called was not a relevant variable considered by mobile customers in their subscrip-
tion decisions. Ofcom said that it did not consider the presence of uninternalized call
externalities to be an important feature of the UK market.**’

It is our view that the results of the economic literature allowing for call externalities is
relevant to our assessment of what the literature says about the competitive effects
of above cost MTRs, even where these externalities are largely internalized. This is
because of the links that there are between the presence of call externalities, the
existence of calling circles and costs associated with switching networks when
members of calling circles subscribe to the same network. As explained above the
term ‘calling club’ is simply used to describe the fact that subscribers tend to make
the majority of their calls to a limited number of people consisting mostly of friends
and relatives. The internalizing of call externalities is more likely to take place within
groups of people who make frequent calls to one another, or within closed user
groups such as families or businesses. This internalization may be achieved in
number of ways including coordination on network choice in order to take advantage
of lower on-net call prices. Where all, or the majority, of the members of a calling
circle subscribe to the same network, this may raise the costs of switching networks
to an individual calling circle member.

As support for this point, we note that Calzada and Valletti (2008)**® modelled call
externalities by assuming that groups of people that tended to call each other more
often join the same network. They said that this further increased incumbents’ incen-
tives to coordinate on a high access charge in order to deter entry.

15 y/odafone NoA, Schedule 2, §2.12.1.

116 yodafone NoA Schedule 2, §§2.14 & 2.15.
7 Ofcom Defence, Annex A, §A.332.

8 Harbord and Pagnozzi, 2010.
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Gabrielsen and Vagstad (2008)*'° showed that when allowance was made for calling
circles even symmetric incumbent networks might prefer high access charges. They
explained that on-net/off-net price discrimination based on call termination would
increase individual switching costs because consumers would be more reluctant to
relocate away from their calling club. They concluded that higher termination charges
could be a device for reducing competition between the symmetric incumbent
networks. Coordinated calling clubs and switching costs were a condition for such a
strategy to be profitable. They added that with asymmetries in network size, networks
with more subscribers would benefit more.

Hoernig et al (2011)*?° said that the standard assumption in the literature on compe-
tition between communication networks was of uniform calling patterns. Hoernig
showed that when calling patterns were no longer uniform the proportion of on-net
and off-net calls of the marginal subscriber would be less closely tied to the market
shares of the networks, diminishing the role of the TMNES. Hoernig concluded that
when calling patterns were sufficiently concentrated, contrary to previous predictions,
jointly profit-maximizing access charges were above marginal cost in order to
dampen competition.

EE said that the evidence was that calling circles were not significant.*?* EE referred
to the findings of the Jigsaw research commissioned by Ofcom which were said to
show that on-net/off-net price differentials did not play an important role in the choice
of network to join.*?? Vodafone said that there was no evidence that calling circles
were a very material feature of the UK market.'*® Ofcom said that the evidence
suggested that calling circles were likely to exist.*** Ofcom also found evidence of
coordination as the proportion of calls made on-net tended to be higher than implied
by a network’s subscriber share.*®

We do not accept EE’s or Vodafone’s position on the existence of calling circles. The
term ‘calling circle’ is used simply to describe the fact that customers tend to make
the majority of calls to a subset of people, ie non-uniform calling patterns. Vodafone
said that a significant proportion of calls were generated by and within ‘closed’ user
groups, such as intra-business or intra-family user groups.*?® It seems to be common
sense that an assumption of uniform call patterns is a strong assumption that will not
accurately describe customer behaviour. Ofcom found that the proportion of calls
made on-net tended to be higher than implied by a network’s size which would be
consistent with non-uniform calling patterns. Vodafone also said that an assumption
that the proportion of on-net and off-net calls was an absolute function of market size
was not realistic as calls were not randomly distributed.**’

Conclusions on the economic literature

We do not accept EE’s claim that the general conclusion of the economic literature is
that termination charges set above LRIC would lead to more intense competition in

119
120

M2M call termination—regulation or competition? Gabreilsen and Vadstad, 2008.
Heornig allows for non-uniform calling patterns, which account for the fact that customers tend to make most calls to a small

subset of people. Equilibrium call prices are distorted away from marginal cost, and competitive intensity is affected by the
concentration of calling patterns. Contrary to previous predictions, jointly profit-maximizing access charges are set above
termination cost in order to dampen competition, and the resulting on-net prices are below off-net prices, if calling patterns are
sufficiently concentrated.

121 EE Core Submission, Walker 3 expert report, §178.

22 EE, MW1, §§160 & 161.
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Vodafone response to CC's provisional determination, §84.8.

124 Ofcom Statement, Annex 3, §§3.197-3.209.
125 Ofcom Statement, Annex 3, §3.149.
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See Vodafone's letter to the CC of 31 October.
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the retail market.®® Whilst the literature identified a potentially pro-competitive effect

of higher MTRs (the TMNEs effect), we agree with Ofcom that this result appears to
be sensitive to assumptions that do not accurately describe reality in the UK market.
In addition, there are comments in the literature on the potential for higher MTRs to
put smaller networks at a competitive disadvantage.

In addition, we note that the effect that setting higher MTRs would have on compe-
tition, as described by EE, is not, in our view, one of more intense competition
between mobile networks. EE also failed to recognize the tension that there is
between its position on the pro-competitive effects of higher MTRs identified in the
literature and that it took in relation to on-net/off-net price differentials.

Vodafone did not argue that higher MTRs would be unambiguously pro-competitive.
Vodafone’s case was that the economic literature showed that lower MTRs could
have a potentially material competition dampening effect which could outweigh the
pro-competitive effects of lower MTRs that Ofcom had considered.** Using a simple
simulation Vodafone argued that, even allowing for asymmetric networks, TMNEs
could have a significant and positive competition effect (see paragraphs 2.438 to
2.448 for further consideration of Vodafone’s simulation model).

For the purposes of considering Vodafone’s position on the conclusions that should
be drawn from the literature we put to one side comments in the literature concerned
with the potential for higher termination rates to create barriers to entry and growth.
This is because Vodafone’s argument was that Ofcom failed to take into account a
competitive effect of MTRs set above LRIC identified in the literature that was
additional to those identified by Ofcom which focused on the potential for higher
MTRs to disadvantage smaller networks.

In the NoA Vodafone cited various papers which reported the potential for TMNES
caused by higher MTRs to lead to more intense competition. Vodafone did not make
reference to other papers which considered the robustness of these results to certain
assumptions. We have reported some of the findings in these papers. These further
findings suggest that the results to which Vodafone referred relied on restrictive
assumptions and that, even with symmetric networks, more realistic assumptions on
the structure of the market and behaviour of subscribers would weaken the TMNE
effects and could overturn the earlier results. For this reason, it is our view that it is
not a clear result of the economic literature that setting MTRs above LRIC would,
putting to one side the potential for this to raise barriers to entry and growth, be
otherwise expected to lead to more intense competition. We do not therefore accept
Vodafone’s argument that the academic literature identified an additional competition
effect which operated in the opposite direction from the competition effects identified
by Ofcom and which Ofcom had failed to consider.

Ofcom’s overall approach

2.152

The appellants argued that Ofcom should have assessed the competitive effects of
the cost standard adopted for setting MTRs in a wider market context.**° In particular
the appellants said that: Ofcom should have considered the effect that setting MTRs
at LRIC would have on competition between all MCPs more generally and in the
context of the UK mobile market being among the most competitive in Europe (see
paragraphs 2.153 to 2.159); Ofcom was wrong to have adopted its ‘all else equal’

28 EE NoA, §104.

129

Vodafone response to CC provisional determination, §84.4 & 4.6.

%0 The second of the arguments listed in paragraph 2.94 above.
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approach and should, for example, have taken into account factors other than the
level at which MTRs are set on the ability of smaller networks to compete (see para-
graphs 2.160 to 2.174); and Ofcom had attached too much weight to the experience
and views of Three (see paragraphs 2.175 to 2.177). We consider these arguments
in turn below.

Focus on barriers to entry and expansion

Vodafone and EE suggested that Ofcom should have considered the impact of the
cost standard adopted on competition between all MCPs rather than focusing on the
impact of the competition effects identified on smaller networks. Vodafone said that
lower MTRs would lead to less intense competition between MCPs for subscribers,
all else being equal, an effect that could well counter-balance any potential theoreti-
cal dampening effect of higher MTRs on smaller operators’ ability to compete.**' EE
said that Ofcom had focused on the competition effects in favour of LRIC, but had
ignored potential distortions to competition between MCPs that might be generated
by LRIC.™? In particular, the economic literature indicated that generally higher MTRs
would increase competition between networks, and Ofcom’s Statement would lead to
increased fixed charges levied by MCPs and therefore higher switching costs for
customers.™*?

Vodafone said that the UK market was already among the most competitive in
Europe and that it was therefore reasonable to expect that a dampening of the incen-
tives of all operators to compete for mobile subscribers could have a more detrimen-
tal effect on competition than any alleged positive effect from a strengthening of the
ability of smaller operators to compete with larger operators.** Against this back-
ground Vodafone considered that departing from LRIC+ could be justified only if the
alleged positive effect from the use of LRIC on smaller MCPs could be expected with
a very high degree of certainty to lead to better outcomes for consumers. Vodafone
considered that Ofcom’s analysis and evidence was a long way short of establishing
this.’*® (See paragraphs 2.452 to 2.461 for further consideration of this argument.)

Ofcom recognized in its Statement that the level at which MTRs were set had the
potential to impact on the incentives faced by all MCPs. For example, Ofcom con-
cluded that higher MTRs under LRIC+ appeared to have dampened competition
among MCPs to some degree due to a combination of effects including the presence
of on-net/off-net price differentials and the market-wide effect of high MTRs resulting
in a higher retail price floor for voice calls.**®

However, Ofcom focused on the potential for the cost standard adopted to distort
competition by disadvantaging networks with fewer subscribers. Ofcom explained in
its Statement that the impact on competition of its retail and market effects (see
paragraph 2.73) could be exacerbated by disadvantaging networks with fewer sub-
scribers.’®” Ofcom also noted the statement in the Explanatory Note to the
Recommendation that above-cost termination rates could give rise to competitive
distortions between operators with asymmetric market shares and traffic flows.

131 \Jodafone, Core Submission, §4.89.
132 EE, Walker 1 expert report, §§208—211.
33 EE NoA, §104.

134

Vodafone Core Submission, 84.91.

135 \Jodafone NoA, Schedule 2, §6.3.
% Ofcom Statement, Annex 3, §A3.228.
37 Ofcom Statement, Annex 3, §§A3.134 & A3.159.
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For the reasons given below (see paragraphs 2.158 and 2.159), it is our view that the
appellants have not demonstrated that Ofcom was wrong to have focused on the
effects of the cost standard adopted on barriers to entry and growth.

Ofcom did not accept that the economic literature indicated that there were offsetting
positive effects on competition between MCPs associated with higher MTRs.**® For
the reasons given above (see paragraphs 2.147 to 2.150), we agree with Ofcom on
the conclusion that can be drawn from the economic literature. In particular, we
consider that whilst the literature to which the appellants have referred suggests that
setting MTRs at LRIC+ could lead to more intense competition between MCPs, we
do not agree that this is a clear result of the literature referred to. Ofcom identified
competition effects which had the potential to put smaller networks at a particular
disadvantage. Ofcom also considered its view to be consistent with the EC view that
above-cost termination rates could give rise to competitive distortions by reinforcing
the network effects of larger networks and increasing the barriers to smaller oper-
ators entering and expanding within markets.***

From a policy perspective, to focus on promoting competition by reducing barriers to
entry and growth does not seem to us to be unreasonable. Ofcom had a clear con-
cern that higher MTRs had the potential to put smaller networks at a particular com-
petitive disadvantage by raising barriers to entry and growth. A regulatory decision
that would have such an effect would be an understandable concern in a market that
Ofcom said continued to be characterized by a small number of players of different
sizes, and high barriers to entry including the availability of spectrum, incumbency
advantages, and advertising sunk costs that created brand value.**

All else being equal

EE and Vodafone argued that Ofcom should, in its assessment of the competitive
effects of the cost standard adopted, have taken account of other factors affecting
the ability of smaller networks to compete.

EE said, for example, that Ofcom was wrong not to take into account other factors
affecting the incentives of smaller operators to attract customers from a particular
segment,™*! such as the fact that post-pay customers were particularly attractive due
to their longer tenure, and that smaller operators and new entrants were in a better
position to compete aggressively for these customers given that they were less
exposed to losses resulting from existing consumers migrating to low-priced tariffs.
That such other factors were significant was said to be evidenced by the fact that
Three itself had for a number of years chosen to focus on attracting post-pay cus-
tomers, rather than pre-pay customers: the opposite of what Ofcom’s partial analysis
suggested.

Vodafone argued that Ofcom should have taken account of factors other than the
expected price for voice services that influenced a subscriber’s choice of MCP such
as data services and pricing in its assessment of the retail effects.*? Vodafone also
argued that in its assessment of the impact of higher MTRs on competition for differ-

% Ofcom Statement, Annex 3, §A3.187.

¥ Ofcom Statement, Annex 3, 8A3.126.

0 Ofcom Statement, Annex 3, §A3.228.

“' EE NoA, §114.

142 yodafone NoA, Schedule 2, §2.5.3¢c & §§2.41-2.44.
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ent customer segments, Ofcom should have taken into account the lower marginal
cost to smaller networks of additional voice minutes.**

Ofcom responded that there were many other factors affecting the competitive out-
comes, but for the purpose of choosing between LRIC and LRIC+, the proper focus
was on the effect of choosing one or other cost standard for setting MTRs leaving
such other factors to one side.*** Ofcom explained that its approach was aimed at
isolating the potential effect on competition of the cost standard adopted.

It is our view that Ofcom’s approach was reasonable. We consider that it would be
incorrect in an assessment of the competitive effects of the cost standard adopted for
setting MTRs, carried out for the purpose of deciding between LRIC or LRIC+, to
take into account factors which whilst affecting competition would have the same
effect regardless of the choice of cost standard.

In response to the CC’s provisional determination, EE said that this was not what
was demanded by the need to assess competitive effects in context. EE said there
were at least two ways in which context could be relevant: first, there might be an
interaction effect, ie the effects flowing from a practice might depend on the sur-
rounding circumstances; and second, the significance of the effects would depend on
the context.

With regard to the first of these points, it is not clear whether EE had any particular
interactions in mind which Ofcom had failed to recognize or consider. However, an
‘all else equal’ approach should not exclude consideration of such interactions.

With regard to the second of these points, EE said that under general competition
rules the need to avoid further restrictions to competition was particularly acute
where competition was already limited. EE said that a competitive increment was
therefore less valuable in an already competitive market such as the mobile market.
This argument was made by Vodafone in its NoA and is addressed in paragraph
2.458.

In addition, we consider that EE was wrong to suggest that an assessment adopting
an ‘all else equal’ approach would fail to consider significance or materiality on an
appropriate basis. In our view, an all else equal approach is about the matters that
will be included in the assessment of the choice between LRIC and LRIC+. Material-
ity is a benchmark by which scale and likelihood are judged. The concepts are not
related in the way EE appears to be suggesting. Once matters are included in the
appropriately framed ‘all else equal’ assessment, it is then possible to judge whether
the effects that are observed are material.

EE also argued that the correct approach would be to consider whether competition
would be appreciably distorted by reference to the full range of services across which
the firms compete at a retail level, not to focus on specific services/customer
groups.*

Ofcom responded that this was correct in general terms but that it had explained in
the Statement why it considered that any disadvantage in voice services had wider
implications. Ofcom said that a national network such as Three needed to win a sig-
nificant share of the top-end customers to be commercially viable in the longer term
as: this is essential to building market share; the highest-value consumers will also

143 \Jodafone NoA, Schedule 2, §3.16.
¢ Ofcom Statement, Annex 3, §A3.228.
45 EE, Walker 1 expert report, §§140, 141 & 185-188.
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be the ones that spend the most on other value-added services; and if the contribu-
tion from these services is significant it will be impossible for MCPs with fewer sub-
scribers to make up for a lack of high-value customers by increasing their share of
lower-value customers where smaller networks may have a small advantage.**®

In addition, we consider that EE’s proposed approach would be inconsistent with
Ofcom’s ‘all else equal’ approach.

Finally, Telefénica said that MCPs were able to price discriminate in the retail market
across several factors in the packages provided to consumers, including the fixed
monthly charges, the size of any inclusive bundle of minutes and texts, the handset
subsidy. The potential for lower MTRs to increase competition between MCPs
through potentially lowering retail prices for off-net outbound calls was said to arti-
ficially focus on a single and insignificant aspect of the pricing offer to consumers. In
doing so, Ofcom was said to have placed undue and unsubstantiated emphasis on
the pricing of off-net calls as a driver of consumer choice.**’

Whilst we agree that consumer choice and behaviour would be determined by a
range of factors, Ofcom’s approach had been to focus on the incremental impact of
the level at which MTRs were set on competition. We would expect the marginal cost
of additional calls to networks, which will include termination costs, to be one factor
that will influence the level and structure of retail charges.

For the reasons given above (see paragraphs 2.164, 2.171 and 2.173), it is our view
that the appellants have not demonstrated that Ofcom erred in adopting its ‘all else
equal’ approach.

Relevance of Three’s experience

EE argued that Ofcom should have focused on the overall competitive process rather
than on the prospects of individual competitors or commercial strategies.**® Ofcom
responded that as a general proposition it agreed, although one should not make too
much of this point given the limited number of players in the UK. Given its duty to
promote competition, Ofcom considered it appropriate to take into account evidence
provided by individual MCPs regarding the impact of high MTRs on their ability to
compete.**

We agree that generally Ofcom’s objective in setting MTRs should be to protect the
competitive process rather than to protect or further the interests of particular MCPs.
However, we also agree that, in practice, Ofcom had little option but to consider the
experience of particular competitors in the market in its assessment of the competi-
tive effects of the cost standard adopted for setting MTRs. There are two reasons for
this: first, with only four network providers in the market the sources of information
available to Ofcom were limited; and second, in a market with a few players and high
barriers to entry, Ofcom should have regard to the impact its regulatory decisions
would have on the MCPs that are operating in the market.

Nevertheless, the competition effects identified by Ofcom are based on a conse-
guence of setting MCT charges above LRIC (ie that the effect is to raise the marginal
cost of terminating off-net calls above the marginal cost of terminating on-net calls)
and a feature of smaller networks (ie that they will tend to have a higher proportion of

%6 Ofcom Defence, Annex A, §A.247, and Ofcom Statement, Annex 3, §A3.184.
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Telefénica Sol, Neil Marshall expert report, 84.16.

8 EE NoA, Walker 1 expert report, §142.
4% Ofcom Defence, Annex A, §A.244.
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off-net calls) (see paragraph 2.71) that do not rely on the experience of particular
networks. We therefore consider that the experience of Three, and other networks,
was used by Ofcom as supporting evidence.

Interim conclusions

To summarize the above, we are of the view that: Ofcom was not wrong to focus on
the impact that the cost standard adopted would have on barriers to entry and
growth; Ofcom was not wrong to adopt its ‘all else equal approach’; and Ofcom was
not wrong to take into account the experience of particular MCPs in assessing the
impact that the level at which MTRs are set would have on competition.

The following paragraphs 2.180 to 2.265 deal with the third set of arguments identi-
fied in paragraph 2.94 above, these being, in turn, the arguments identified in para-
graph 2.92 above. Those arguments are:

(a) higher MTRs do not favour larger networks as smaller networks could use the
higher MTR receipts per subscriber to offset the higher MTR payments;

(b) Ofcom had overstated the prevalence and importance of on-net/off-net price
differentials and the relationship between such differentials that there are and the
level of MCT charges; and

(c) Ofcom had erred in its assessment of the impact that LRIC+ based MTRs would
have on smaller networks in competing for post-pay customers and the resultant
effect on competition.

Smaller networks with a balanced MTR position would not be at a competitive
disadvantage

2.180

2.181

2.182

2.183

The appellants argued that higher MTRs would not disadvantage smaller networks
as whilst a larger proportion of calls made by subscribers to smaller networks will
attract MTR payments the network will also receive MTRs on a larger proportion of
incoming calls. Smaller networks can use higher MTR receipts to offset higher MTR
payments.

Ofcom did not accept this argument.™ In particular Ofcom said that this required
smaller networks to have a balanced position in terms of off-net incoming and
outgoing calls, and that achieving this position would not be costless.

Below we summarize the arguments made by the appellants and Ofcom’s response
as set out in its Defence. We then give our assessment of this point.

Vodafone

Vodafone said that customers of smaller MCPs would be expected to generate more
incoming termination revenues per subscriber than customers of larger MCPs, and
this can be used to offset any disadvantage from having a relatively higher share of
outbound calls.™*

% Ofcom Defence, Annex A, §A.269.
151 yyodafone NoA, Schedule 2, §2.10.
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Vodafone also said that the argument in Ofcom’s Statement that on-net/off-net price
differentials in retail prices favour larger networks had been wrong for this reason.*>
Vodafone illustrated the point with reference to a simplified example which was said
to show that the ‘average price’ paid by a subscriber of a smaller MCP would be the
same as the ‘average price’ paid by a subscriber of a larger MCP, when off-net call
prices were higher than on-net prices if, as it is reasonable to expect, MCPs compete
away profits from termination in the retail outbound market.*?

EE

EE said that, to a significant extent, the arguments relating to competition among
MCPs turn on the fact that, relative to customers of larger MCPs, customers of
smaller MCPs (ie those with fewer customers) were likely to make more off-net calls
than on-net calls.*® If MTRs were above marginal cost, the average cost of an out-
going call would be higher for smaller MCPs than for larger MCPs because a greater
proportion of calls would incur above marginal cost MTRs.

EE said this was uncontroversial. For EE the important question was whether higher
MTRs would therefore put smaller MCPs at a competitive disadvantage. EE’s view
was that they would not as the increased revenue from incoming off-net calls would
cancel out the increased cost of outgoing off-net calls. As a result, there would be no
net revenue effect from higher MTRs to be passed on by smaller operators to cus-
tomers in the form of higher off-net call charges (or call charges more generally).

EE said that for this reason a small operator could compete fairly in the presence of
on-net/off-net price differentials.'*® In relation to Ofcom’s market effects, EE said that
smaller operators could use their higher MTR receipts per subscriber to subsidize
their retail pricing, as had been demonstrated by Three.**®

EE also said that the only situation in which this netting off effect would not operate
fully would be if smaller MCPs tended to have customers with above-average
outbound/inbound calling ratios.**’

Ofcom’s Defence

Ofcom responded: that high MTRs could force MCPs into a position of balanced
traffic or other mitigation strategies which is not necessarily a costless exercise;'*® if
a balanced traffic position was attained, this would limit the incentives of MCPs to
compete as aggressively as this typically would result in an imbalanced traffic profile
(ie a net outflow of traffic); and for Three, higher MTR revenues would not fully
counter the effect of higher MTR costs.

Ofcom said that this point went to the heart of the competition concern.™® If Three or
other smaller MCPs adopted a commercial strategy in order to attain a balanced
traffic profile (for example, by not competing as strongly on price for customer seg-
ments with a high ratio of outbound to inbound calls) they would indeed not suffer a
traffic imbalance or interconnection deficit. But accepting this argument (as Vodafone

152 \/odafone NoA, §50.1.

153 \Jodafone NoA, Schedule 2, §2.10.

" EE NoA, Walker 1 expert report, §§145 & 146.
5 EE NoA, §893 & 94.

156 EE NoA, §102.

" EE NoA, Walker 1 expert report, §150.

%8 Ofcom Defence, Annex A, §A.269.

% Ofcom Defence, Annex A, §A.270.
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and EE seemed to do) clearly showed that the level of MTRs affects the way in which
MCPs decide to compete with each other.

Ofcom said that it had presented evidence in its Statement that in Three’s case
avoiding a traffic imbalance would have required it to forego profit. Ofcom said that it
was profit-maximizing for Three (or other smaller players) to try to attract some of the
top-end post-pay customers and that this would create a MTR deficit.'®® Three told
Ofcom that it needed to attract post-pay customers in order to make its business
commercially more viable. [<]

Ofcom also said that one way to achieve a balanced traffic position (ie to gain a com-
pensating benefit of high MTRs by attracting consumers with more inbound minutes)
would be to attract calling circles.*®* Ofcom noted, however, that such actions could
be costly to achieve particularly in a saturated market where customers might have
already organized themselves into calling circles (see paragraph 2.88).

Three

Three said that EE’s and Vodafone’s argument was a static accounting construct that
ignored competitive effects on traffic flows, namely that cutting retail prices would
tend overwhelmingly to increase outgoing off-net call costs relative to incoming off-
net call revenue.'®?

Three also said that greater MTR revenue would only partly offset the greater MTR
cost facing smaller MCPs.*® It did not change the underlying problem that high
MTRs limited pricing flexibility, especially for smaller MCPs, and weakened smaller
MCPs’ ability to price competitively and thereby gain market share and ultimately
achieve long-term commercial viability.

Assessment

It is uncontroversial that we would generally expect smaller networks to have a
higher proportion of off-net calls, incoming and outgoing, and therefore to have
proportionally higher termination costs and revenues per subscriber than other
networks.*®*

Vodafone and EE argued that smaller networks would not be disadvantaged by
LRIC+ based MTRs as we could expect higher MTR payments to be offset by higher
MTR receipts. Vodafone said that,'®® as a matter of principle, a smaller network
would receive proportionately more incoming termination revenues which it could use
to ‘neutralize’ the relatively higher average outbound cost it faced in order to compete
with larger networks.

For the reasons set out below, we do not accept this argument.
First, we do not understand why we should necessarily expect any network, including

smaller networks, to have a balanced position. We consider that the traffic patterns of
any operator will depend on a range of factors including some that will be outside its

160 Ofcom Defence, Annex A, §A.298.

181 Ofcom Defence, Annex A, §A.303.

'*2 Three Sol, §6.38.

'3 Three Sol, §6.41.

%4 yJodafone NoA, Schedule 2, §§2.9 & 2.10; EE NoA, Walker 1 expert report, §§145 & 146.
185 \Jodafone Core Submission, §4.70.
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control. One such factor would be the commercial strategies adopted by rival
networks.

Second, we agree with Three that the need to maintain a balanced traffic position (or,
more specifically, an average or lower than average ratio of off-net outbound-to-
inbound minutes), in order to avoid being put at a competition disadvantage by higher
MTRs, has the potential to constrain the commercial strategies available to a smaller
network and, in so doing, to put it at a competitive disadvantage.

Third, we think it is wrong to suggest that smaller networks can avoid, or eliminate, a
competitive disadvantage that might arise with higher MTRs by seeking to maintain a
balanced traffic position (or, more specifically, average or lower than average ratio of
off-net outbound-to-inbound minutes). This can be illustrated by considering the
options available to a smaller network with a profit-maximizing strategy that would
result in higher payments than receipts. Faced with LRIC+ based MTRs, such a
network would have two options: (a) continue with a strategy that would result in a
net termination deficit and either absorb the higher net termination costs or pass the
higher costs on to their subscribers as higher retail charges; or (b) adopt a less profit-
able strategy that would deliver a more balanced traffic position. Either way the
higher termination charges would put the smaller network at a disadvantage com-
pared with its larger rivals.

In response to the CC’s provisional determination, Vodafone said that in relation to
whether one should expect MCPs to have an interconnection traffic balance or not,
the CC'’s position was confusing. Vodafone said that whilst a smaller network, with a
profit-maximizing strategy that would result in higher receipts than payments would
be constrained under LRIC+, a smaller network with a profit-maximizing strategy that
would result in higher receipts than payments would be constrained under LRIC.
Vodafone said that in order for the CC’s argument to succeed, the CC would have to
prove what it is assuming, ie that it is a profit-maximizing strategy for a smaller
network to have an interconnection traffic deficit. Vodafone said that this would only
be the case if the CC could prove that for a smaller network to be able to compete
effectively, it must have a relatively higher proportion of subscribers who make more
calls than they receive.

We agree that setting MTRs at LRIC+ could operate to the advantage of a smaller
network, in terms of its net termination position, if its profit-maximizing strategy would
result in net termination payments. Nevertheless, our point is not that adopting the
LRIC+ cost standard would inevitably disadvantage smaller networks, but that there
is a risk that this would be the case. This potential for the cost standard adopted to
distort competition by operating to the disadvantage (or advantage) of smaller
networks, by virtue of the direction of its traffic balance, but unrelated to the cost
efficiency of the network, is avoided by setting MTRs at LRIC.

Finally, as explained above in paragraphs 2.82 and 2.83, Ofcom’s market effects
were concerned with the impact of setting MTRs above LRIC on the incentives of
larger and smaller networks to reduce prices at the margin. At the margin we would
not except increased termination payments to be offset by increased termination
receipts (see paragraph 2.69) Even if a smaller network had a balanced traffic
position, the effects at the margin would therefore remain.

In response to the CC’s provisional determination, Vodafone said that its understand-

ing on the CC’s argument in relation to the market-wide effects identified by Ofcom
was that there were two ways in which such effects could manifest themselves: the
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first related to competition at the margin and the second related to whether one
should expect smaller networks to have interconnection traffic deficits.*®®

Vodafone said that for there to be an effect at the margin two conditions must hold:
(a) a smaller network in order to be effective in attracting subscribers from other
networks would need to lower the price of calls; and (b) when a smaller network
reduced the price of calls subscribers would react by making more calls, leading to
an interconnection traffic deficient at the margin. Vodafone submitted that we could
not draw any conclusions on the basis of the evidence before us on the relationship
between usage and price in the UK.

With regard to the first of these conditions, the suggestion is that any disadvantage to
smaller networks in competing on price might not impact on competition in the retail
market for subscribers as smaller networks could compete on other elements of its
retail offer. We consider the retail prices charged by networks to be an important
element of their retail offer in competing for subscribers and that any disadvantage
faced by smaller networks in the incentives to reduce prices would therefore have the
potential to distort competition in the retail market.

With regard to the second of these conditions, for existing subscribers we consider it
to be clear that a reduction in retail prices would be expected to result in increased
termination payments, but not increased termination receipts. We recognize that a
reduction in retail prices might also attract new subscribers who would generate for a
network both additional termination payments and receipts. However, for the reasons
given above (see paragraph 2.69), we consider it unlikely that the net effect of a
reduction in retail prices would be an improvement in a network’s termination pay-
ment balance.

With regard to whether one should expect smaller networks to have an interconnec-
tion deficit, we have responded to this point above in paragraph 2.198.

Prevalence and importance of on-net/off-net price differentials (retail effects)

2.209

2.210

We now turn to consider the second of the three arguments identified in paragraphs
2.92 and 2.179 above. Vodafone said that the difference between retail charges for
on-net and off-net calls had diminished over time,*®’ the significance of such differen-
tials in the UK market today was, at best, marginal,*®® and the significance of any dis-
advantage which, for example, Three might have suffered as a smaller MCP was de
minimis. Vodafone also said that on-net/off-net price differentials in the UK were not
driven by incumbent/larger MCPs or motivated by competition considerations but by
other factors such as marketing.**®

EE argued that:*"°
(a) Ofcom’s ‘retail effects’ would be a concern only if there were material differentials
between on-net and off-net call charges, but the proportion of contract plans con-

taining such differentials was limited.

(b) The ‘retall effects’ rely on subscribers when selecting an operator taking into
account not only what they would expect to pay to make calls, but also the cost

166

Vodafone response to the CC'’s provisional determination, 84.11.

167 \Jodafone NoA, §50.3.

168 \/odafone NoA, Schedule 2, §2.18.
189 \/odafone NoA, Schedule 2, §2.18.
" EE NoA, §§95-97.
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to others of calling them. This was said to be contradicted by Ofcom’s own
evidence.

(c) The differentials between on-net and off-net call charges were not determined by
the level of MTRs. They generally existed for marketing rather than cost reasons.

Ofcom concluded that the observed on-net/off-net price differentials could still pro-
vide a competitive advantage to MCPs with a larger share of subscribers.!” Ofcom
expected that a move to lower MTRs under either cost standard would reduce some
of the observed differences and most likely LRIC could almost, if not fully, eliminate
them.

We consider below the arguments made and the evidence submitted in relation to
the following: first the continued extent of on-net/off-net price differentials (see para-
graphs 2.213 to 2.257); second the extent to which these tariffs are related to MTRs
that are above LRIC (and therefore whether we would expect LRIC-based MTRs to
result in fewer tariffs with such differentials or smaller differentials) (see paragraphs
2.258 to 2.282); and finally the importance of on-net/off-net price differentials to the
choice of network (see paragraphs 2.283 to 2.292). In our conclusions to this section
(see paragraphs 2.293 to 2.299), we consider the arguments made on the materiality
of Ofcom'’s retail effects.

Evidence on the continued extent of on-net/off-net price differentials

2.213

2.214

2.215

2.216

2.217

The discussion was largely concerned with the tariffs available to non-business
customers. Some arguments were made in relation to the tariffs offered to business
customers which are considered separately (see paragraphs 2.253 to 2.257).

Ofcom’s Statement!’

Ofcom said that it had looked at available evidence from Pure Pricing’s UK Mobile
Pricing Factbook (Q3 2010) which provides a monthly analysis of the UK mobile
operators’ price plans.

For contract (or post-pay) plans, Ofcom found examples of differences between on-
net and off-net call prices including plans with significantly higher off-net prices for
out-of-bundle calls and plans offering bundles with more on-net minutes than off-net
minutes. Ofcom noted that many available contract plans provided consumers with a
large number of inclusive any network minutes, and to the extent that these con-
sumers did not fully utilize their monthly allocation of minutes then they might not
have to pay different prices for on-net and off-net calls.

Ofcom also found that: contract plans often included ‘bolt-ons’ offering free calls to
elected on-net friends and family numbers; and where there was no differentiation
between the on-net and off-net call prices in a particular contract plan, the (single)
call price was always higher than the on-net call price in other packages where there
was a difference in on-net and off-net call prices.

For pre-pay plans, Ofcom found examples of pre-pay plans offering lower call prices
for on-net calls longer than a certain duration and ‘bolt-ons’ with higher bundles of
minutes for on-net calls relative to off-net calls. Ofcom also said that pre-pay

1 Ofcom Statement, Annex 3, §8A3.135-A3.138.
72 Ofcom Statement, Annex 3, §§A3.128-A3.138.
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providers often gave top-up ‘rewards’ of free calls to all or selected customers on the
same network subject to minimum monthly top-ups.

For SIM-only plans, Ofcom found packages that offered significantly more on-net
than off-net minutes.

Vodafone!”®

Vodafone said that it had conducted a comprehensive review of the tariffs available
in 2010 Q3. Vodafone concluded that Ofcom had overstated both the prevalence (ie
the number of tariffs that contained on-net/off-net price differentials) and the import-
ance (ie the likelihood that customers would, in practice, face such differentials) of
such differentials in post-pay and pre-pay tariffs.!’

For post-pay tariffs (which accounted for 41 per cent of connections and 71 per cent
of call minutes in 2009), Vodafone found no tariffs that charged different rates for on-
net/off-net calls within the inclusive bundle of minutes. The differentiation was said to
take two forms: different per minute charges for out-of-bundle on-net and off-net
minutes; and more on-net minutes within the bundle than off-net minutes (the tariff
plans include both a minutes allowance for any network/any time calls and a minutes
allowance for on-net calls). Vodafone said that the latter typically included a larger
number of minutes than the any network/any time minutes allowance.'’®

Vodafone found 31 out of 115 post-pay tariffs that had higher off-net than on-net
prices for out-of-bundle calls. Three and Vodafone offered this type of tariff, 02 and
EE (comprising T-Mobile and Orange) did not. However, Vodafone said that both its
own experience and third party research suggested that the majority of customers did
not make more calls than their bundles allowed and so most customers were unlikely
to face such differentials in practice.*"®

Vodafone also found that 36 out of the 155 post-pay tariffs included additional within-
bundle on-net minutes. A total of 55 out of the 115 plans had higher off-net than on-
net prices for out-of-bundle calls and/or additional within bundle on-net minutes.*”’

In addition, O2, EE and Vodafone offered post-pay customers the opportunity to pay
for a ‘bolt-on’ that allowed for additional (sometimes unlimited) on-net calls. [3<]*"8 *°

In relation to pre-pay tariffs, Vodafone found one that directly charged a different
price for on-net/off-net calls (offered by T-Mobile), and one (offered by O2) where
customers would have a lower on-net price after 3 minutes on the telephone (in

Vodafone’s experience, the average duration of a pre-pay call was 2 minutes).*®°

Vodafone found that with the exception of Orange and Virgin Mobile, mobile
operators offered ‘rewards’ that allowed pre-pay customers to make a large number
of (sometimes unlimited) on-net calls for ‘free’ for a time-limited period, when they
top-up their mobile phone by a minimum amount. Three had the lowest minimum top-
up criterion of £5 top-up compared with £15 top-up for O2. Vodafone said that in [<].

178 \Jodafone NoA, Schedule 2, §§2.20-2.23 and Annex 2.
7% yodafone NoA, Schedule 2, §2.21.

7% \yodafone email to CC of 24 November 2011.

176 \Jodafone email to CC of 24 November 2011.

77 \Jodafone email to CC of 24 November 2011.

178 \Jodafone, NoA Schedule 2, §2.21.
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Vodafone, transcript of bilateral hearing, 840, lines 18-25.

180 \/odafone, NoA Schedule 2, §2.21.

2-39



2.226

2.227

2.228

2.229

2.230

2.231

2.232

Vodafone found that 19 out of 57 SIM-only tariffs had higher off-net than on-net
prices for out-of-bundle calls. Three of the four SIM-only plans of Three had this
feature. Vodafone was the only larger MCP to have SIM-only plans of this type
(16 tariffs plans).

EE

EE said that Ofcom had not analysed the proportion of customers who were affected
by on-net/off-net price differentials. The Orange and T-Mobile plans listed by Ofcom
as containing such differentials were said to be of limited significance and [$<].*®*

EE said that the exercise undertaken by Vodafone showed that on-net/off-net price
differentials were largely irrelevant to competition for post-pay customers.*®?> Such
differentials were a feature of the pre-pay offers of some operators (although [<])
but higher MTRs were more likely to advantage, than disadvantage, a smaller
operator in competing for pre-pay customers.

EE said that Orange had, in around 2005, removed all conventional differentials
between on-net and off-net pricing across both post and pre-pay customers. The only
remaining differentials were said to be Orange’s ‘magic numbers’ whereby customers
can designate a handful of numbers on the same network that can be called at a
lower rate:

(a) Pre-pay customers could designate up to three other Orange numbers which they
can call for up to an hour for 20p compared with the standard price for calls, both
on-net and off-net, of 20ppm. Approximately [¢<] per cent of pre-pay customers
designate at least one ‘magic number’ and on average around [¢<] per cent of all
outbound calls by these customers are made to such numbers.

(b) Post-pay customers received one magic humber upon joining and then one every
six months that they remained on the Orange network. Approximately [<] per
cent of customers designate at least one ‘magic number’, and on average around
[<] per cent of all outbound calls by post-pay customers were made to such
numbers.

EE said that the take-up of ‘magic numbers’ was [<], but those customers who did

designate ‘magic numbers’ tended to make a lot of calls to those numbers. Pre-pay

customers who designated one or more ‘magic numbers’ made [¢<] minutes of calls
to those numbers each month.

EE said that T-Mobile traditionally had more differentials between on-net and off-net
prices, but that [¢<]. There were said to be no T-Mobile post-pay tariffs with
differentials between on-net and off-net prices as standard.

For pre-pay around [$<] per cent of T-Mobile’s active customers were said to be on
‘mates rates’ plans which had lower call and text charges to other customers on the
T-Mobile network. Current call prices were 10ppm for on-net and 25ppm for off-net. A
handful of other T-Mobile pre-pay plans contained differentials, but these were said
to be legacy tariffs accounting for [¢<] consumers. T-Mobile’s other pre-pay plans
had the same price for on-net and off-net calls.

'81 EE NoA, W/S Dunn, §108.
182 EE Core Submission, Walker 3 expert report, Table 2 and §122.
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EE said that shortly [¢<] customers would be on plans which did not contain
differentials, and it hoped that many existing customers currently on ‘mates rates’
plans would move over to the new tariffs.

Telefénica

Telefdnica said that on-net and off-net price differentials were now of trivial signifi-
183
cance.

For post-pay customers, none of Telefonica’'s current tariffs differentiated between
on-net and off-net minutes. All inclusive voice minutes within tariff bundles applied to
calls to fixed telephones, as well as on-net and off-net calls to other mobile phones.
For calls made outside of a customer’s inclusive bundle of minutes, Telefénica
applied a single rate of 35ppm for on-net, off-net and fixed calls.

Telefénica customers could buy a ‘Family Bolt-on’, which enabled a specified number
of Telefénica customers to make unlimited calls and send texts to each other for free
on their mobile phones. [K]

Telefonica told us that its pre-pay tariffs did differentiate between on-net and off-net
calls to the extent that for certain price plans call charges for on-net calls are the
same as for off-net calls for the first 3 minutes of a day then reduced for the rest of
the day.

Ofcom’s Defence®®

Ofcom said that Vodafone ignored or did not contest the fact that post-pay tariffs
often (although not always) offered more inclusive on-net minutes than off-net
minutes. In addition, each of the main MCPs had offers for free on-net calls as ‘add-
ons’ that were accessible to the vast majority of their customers on numerous tariffs,
for example: Orange via ‘magic numbers’ and ‘your group’; T-Mobile via ‘Flexible
booster’ and Telefdnica via free on-net calls to subscribers who sign up online. With
SIM-only deals, Three and Vodafone applied different rates for out-of-bundle on-net
and off-net calls and T-Mobile and Telefénica offered free on-net calls.

Ofcom also said that, for pre-pay customers, the larger MCPs offered on-net dis-
counts: Telefénica had different on-net and off-net rates for all tariffs and the option
of free on-net calls for top-up; Orange offered ‘magic numbers’ discounts for on-net
calls subject to minimum top-up; and T-Mobile offered ‘mates rates’ (with different on-
net and off-net rates) and free on-net, weekend calls with minimum top-up.

Ofcom said that it did not assess how many consumers had taken up the individual
tariff packages of particular MCPs. Ofcom took the view that this would have been
disproportionate given that on-net/off-net price differentials had been a feature of the
market for a number of years and the evidence showed that they still persisted at the
time of the Statement.

Assessment on the continued extent of on-net/off-net price differentials

The appellants argued that on-net/off-net price differentials were no longer a feature
of the UK market. Vodafone said that whilst on-net/off-net price differentials exist,

18 Telefonica Sol, §16 and W/S Wardle §§58-62.
18 Ofcom Defence, Annex A, §§A.262—A.267.
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they were only relevant for a very small share of mobile calls,'® EE said that plans
containing such differentials were of limited significance,*®® and Telefénica that they
were now of trivial significance.*®

e Post-pay

The appellants argued that there were no post-pay plans with an on-net/off-net price
differential for bundled minutes (see paragraphs 2.220, 2.229, 2.231 and 2.235
above). We note that Ofcom does not appear to dispute these claims (see para-
graphs 2.215 and 2.216). The differentials that there are take the form of higher call
charges for out-of-bundle off-net calls; packages that offered more inclusive on-net
minutes than off-net minutes; and ‘bolt-ons’ which offer lower call prices for on-net
calls to selected numbers (for example, family & friends).

As Ofcom said, in its Defence, the appellants did not contest that post-pay tariffs
often included more inclusive on-net minutes than off-net.

Vodafone identified 55 out of a total of 115 post-pay plans which included higher off-
net call prices for out-of-bundle minutes and/or more within bundle on-net minutes.
We do not consider this proportion—over 45 per cent—to be of limited significance.
We are, however, aware that we do not know the number of subscribers to these
plans, the value of the calls made within the plans or the volume of out-of-bundle
calls.

Vodafone also said [¢<] third party research suggested that the majority of post-pay
customers did not make more calls than allowed by their bundles and so most
customers were unlikely to face differentials in practice. In particular:*®®

(a) The Jigsaw Research (carried out for Ofcom in September 2008) showed that
half of the sample usually used less than their allocation of bundled minutes, with
only 15 per cent saying they usually exceeded it.

(b) [<]

(c) The ICM survey commissioned by Vodafone found that 72 per cent of post-pay
customers reported not exceeding their bundle limit.

These results do not suggest to us that higher prices for out-of-bundle off-net calls
would be as unimportant to customers as implied by Vodafone. In particular, with the
Jigsaw survey, 51 per cent of respondents said that they usually used less than their
inclusive minutes which leaves open the possibility that sometimes these people may
have used more (although we do not know how often this happened). For the 19 per
cent who said that the amount was about right, they could have been facing higher
off-net prices if they made more calls, and this may have acted as a constraint.
Finally, 15 per cent of respondents usually exceeded their limit and for a further

12 per cent usage varied.

For this latter group, estimating usage may be difficult and so they may be more
likely to exceed their bundled minutes (or purchase larger bundles than they gener-
ally needed to avoid paying higher off-net prices). Ofcom said that, even if customers
did not regularly breach their limits in practice, out-of-bundle tariffs might still affect

185 \/odafone NoA, Schedule 2, §2.18.
18 EE NoA, §95.

187 Telefonica Sol, §16.

188 yodafone NoA, Schedule 2, Annex 2.
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their choice of MCP.*® This was because they might consider the fact that larger
MCPs offering discounted on-net rates for out-of-bundle calls would offer a better
safety margin (in case they were to breach their monthly allowance).

It also appears that family & friends type ‘bolt-ons’ were available for subscribers to
02, EE and Vodafone. [¢<] and [<] (see paragraphs 2.223 and 2.236). However, in
its bilateral hearing [¢<] (see paragraph 2.223). EE said that [¢<] per cent of calls
made by Orange post-pay customers were on such designated numbers (see
paragraph 2.229).

Based on this evidence we are not persuaded that the availability and take-up of
plans that include some form of on-net/off-net price differential for post-pay
customers was, at the time Ofcom issued its Statement, as limited as suggested by
the appellants. The evidence presented suggests that whilst traditional on-net/off-net
price differentials for all calls were no longer a feature of the market, bundles often
included more on-net than off-net minutes and two networks—Vodafone and Three—
had plans with differentials for out-of-bundle minutes (see paragraphs 2.221 and
2.222). The survey and other evidence to which Vodafone referred did not suggest to
us that such differentials would be of limited relevance to customers. Finally, family &
friends and other bolt-ons were offered by three of the four networks. The take-up of
these plans was low for two networks, [¢<] and [é<] of Orange calls by post-pay
customers were made to designated on-net numbers (see paragraphs 2.223 and
2.229).

e Pre-pay

EE said that around [é<] of T-Mobile’s pre-pay customers were on ‘mates rates’
plans which had lower call and text charges of 10ppm for on-net calls compared with
25ppm for off-net calls, although [8<] T-mobile customers would be on plans which
would not contain such differentials (see paragraphs 2.232 and 2.233). In addition,
some O2 tariffs had lower on-net prices after the first 3 minutes of calls in a day (see
paragraph 2.237). Vodafone also found that with the exception of Orange, MCPs
offered ‘rewards’ that allowed pre-pay customers to make a large number of
(sometimes unlimited) on-net calls for ‘free’ for a time-limited period when they
topped up their mobile phone by a minimum amount (see paragraph 2.225). [<] We
do not have data on the take-up of these offers for other networks.

Family & friends type bolt-ons were also available to Vodafone, Orange and T-Mobile
pre-pay customers. The take-up seemed to vary considerably between networks.
Orange said that only [¢<] per cent of Orange pre-pay customers designated one or
more ‘magic humbers’, but they also said that those subscribers made [<] calls to
those numbers (see paragraphs 2.229 and 2.230). Vodafone said that [¢<] per cent
of its pre-pay customers purchased its family & friends bolt on (see paragraph 2.223).

Again, it appears to us that on-net/off-net price differential were declining but con-

tinued to be available to pre-pay customers in the form of traditional on-net/off-net

call price differentials, rewards for top-ups and bolt ons. From the evidence that is

available, the take-up of these plans and offers does not appear to be insignificant,
as the appellants had suggested.

18 Ofcom Defence, Annex A, §A.267.
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e Business

With respect to business customers, Ofcom found that contract plans for business
consumers often offered unlimited on-net minutes and that business consumers also
often faced higher call prices for out-of-bundle off-net calls compared with on-net.
Ofcom also found that some MCPs offered business SIM-only plans with unlimited
on-net calls.

Vodafone said that on-net/off-net price differentials to business customers take two
forms: unlimited on-net calls as part of all of their business tariffs; and different prices
for on-net and off-net calls made outside of the inclusive bundle of minutes for all
their plans. SME customers are said to value certainty over their spend and conse-
qguently, inclusive bundles had been developed typically offering on-net and off-net
(mobile and fixed) calls as in the consumer segment of the market. [<]

Vodafone also said that there was nothing preventing any MCP from offering such
packages to attract those business customers that value highly a low cost of on-net
mobile calls between their employees.'®

EE made a similar point. EE said that it had been likely that many companies pro-
vided subscriptions to a single network for all their employees but an efficient smaller
operator could compete just as readily for businesses where most calls were
between employees as a larger operator.*®* More generally, some businesses may
be net recipients of calls to their mobiles while others have balanced traffic or make
more calls than they received. As such, EE did not believe it was reasonable to argue
that smaller operators generally faced a disadvantage in competing for business
customers.

Based on what Vodafone said we do not have grounds for thinking that Ofcom was
wrong to conclude that on-net/off-net price differentials continued to be a feature of
business contracts. However, Vodafone’s and EE’s key argument seems to be that
smaller networks were equally able to replicate the business tariffs offered by larger
networks. We consider that the retail effects identified by Ofcom were likely to be
limited to domestic subscribers.

Relationship between on-net/off-net price differentials and MTRs

We now turn to consider the second argument identified in paragraph 2.212 above.
In its Statement™®® Ofcom said that it expected that a move to lower MTRs under
either cost standard would reduce some of the observed retail price differentials and
considered it most likely that LRIC could almost, if not fully, eliminate them. The
appellants questioned the link between MTRs and any remaining on-net/off-net price
differentials. They said that these were not driven by MTRs, and that a reduction in
MTRs could not therefore be expected to result in a reduction or elimination of such
differentials.

e Vodafone'®

Vodafone said that on-net/off-net price differentials in the UK were not driven by
incumbent/larger MCPs or motivated by competition considerations, and that

1% \/odafone NoA, Schedule 2, §2.25.5.

191

EE Core Submission, Walker 3 expert report, 8117.

%2 Ofcom Statement, Annex 3, §3.137.
198 \Jodafone NoA, Schedule 2, §§2.45-2.48.
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Ofcom’s argument was not consistent with the history of the introduction of such
differentials, both inside and outside the UK.

Vodafone said that there had been no systematic tendency for on-net/off-net price
differentials to be more prevalent in the tariffs of larger operators compared with
smaller operators.***

Vodafone gave examples of on-net/off-net price differentials being introduced by the
smaller/later entrant networks: in Germany, E-Plus, the third entrant, launched with
off-net/on-net price differentials in 1994. The two existing operators then introduced
similar differentials six months later; in Ireland, Digifone launched in 1997 with off-
net/on-net price differentials. Eircell responded with similar differentials two years
later; and in the UK, on-net/off-net price differentials were first introduced in 1993/94
by One20ne and Orange when these networks launched their services. Vodafone
introduced such differentials in 1998 and BT Cellnet in 1999.

Vodafone said that the recent evolution of on-net/off-net price differentials demon-
strated that larger MCPs had relied less on this pricing policy. Vodafone explained
that it had developed a number of different post-pay bundle-based offers and that
over the years the range of call types included in the bundles had broadened to
include off-net calls to other mobile and fixed-line operators, and text messages and
data services. These propositions were introduced in response to an increasing
awareness that consumers valued the certainty of knowing exactly how much they
would pay each month, and bundle-based tariffs offer that certainty, provided that the
subscriber chose a bundle of a size and composition sufficient to cover his or her
likely consumption of mobile services.

° EE195

EE said that differentials between on-net and off-net call charges were not deter-
mined by the level of MTRs.™® EE explained that if a plan had differentiated charges,
this should have allowed the operator to set on-net charges below the single charge
that would be set on a flat tariff. This allowed the operator to highlight a low price
when marketing the plan which might stick in the mind of some consumers when they
were comparing the plans of different operators.

EE added that a small minority of consumers knew to which mobile network the
people they called most often subscribed, and that the ability to make calls to that
group at a price that was both cheap and certain might influence their choice of
operator and tariff. If a network had a customer of this type on a plan with on/off-net
price differentials, or which entitled them to select ‘magic numbers’, this might have
encouraged the customer’s friends and family to join the same network (or encour-
aged the customer to persuade them to join).

EE also said that while these marketing possibilities were the cause of on/off-net
price differentials, it was important not to overstate their significance. The vast
majority of customers did not know what network they were calling when they called
a mobile, and were not sensitive to the cost of calls to specific numbers.

That on-net/off-net price differentials were not driven by MTR was said to be sup-
ported by US experience where mobile termination charges were relatively low and

1% \Jodafone NoA, Schedule 2, §2.20.2.
1 EE NoA, §97.
9% EE, W/S Dunn, §§110-120.
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yet on-net and off-net price differentials appeared pervasive. The largest US mobile
operators were said to offer unlimited on-net calls on their standard post-pay plans
(as well as unlimited calls between 9pm and 6am and on the weekend), but limited
off-net calls. EE said that Ofcom reported that 90 per cent of the US market was
post-pay and, in any event, the largest operator Verizon's ‘pre-pay’ plans included
unlimited on-net calls but limited off-net calls.

e Telefénica®’

Telefbnica said that even in relation to such differentials as remain, Ofcom had pro-
vided no evidence or analysis to establish (or even suggest) any causal link between
those differentials and higher MTRs.

e Ofcom’s Defencel®

Ofcom said that smaller MCPs had introduced on-net/off-net price differentials at a
time when the market circumstances and regulatory context had been very different
from that today (in particular in relation to the levels of mobile penetration). Ofcom
said that it was difficult to suggest that later entrants could have offered such differ-
entials as successfully in current UK market conditions.

Ofcom also said that Vodafone’s pricing policy underlined one of the benefits of lower
MTRs, smaller MCPs and FCPs were more likely to bundle together inclusive any
network calls where they faced lower costs of calling other mobile networks. The fact
that Vodafone (as a larger MCP) seemed to be able to do this, did not mean that a
smaller player, faced with high MTRs on off-net calls, could have done so at a similar
price without this affecting its margins (other things being equal).

With regard to the US experience, Ofcom said that most post-pay (and some pre-
pay) plans in the USA offered unlimited on-net calls. Once the allowance of off-net
calls was used up, there was an effective difference in prices of on-net calls (which
were always free) and off-net (charged at a flat rate beyond the allowance). Ofcom
considered that, in practice, the bundle sizes were so large that off-net calls were
effectively unlimited and so the price differential was close to zero (or entirely
eliminated) for most users.

Ofcom accepted that on-net/off-net price differentials were not determined solely by
cost differences associated with MTRs. Ofcom noted that strategic pricing behaviour
(eg to encourage club effects) rather than differences in on-net and off-net costs may
have been another motivation for lower on-net retail prices. Ofcom considered, how-
ever, that if larger MCPs were successful in attracting consumers via the club effect
then smaller MCPs would have to offer more attractive call packages overall, which
high MTRs would restrict them from doing.

e Core Submissions

Vodafone'® examined whether there was any relationship between the existence of
on-net/off-net price differentials and the market share of smaller operators. The
analysis was said to show that there was no apparent relationship between the

%7 Telefonica Sol, §28.
1% Ofcom Defence, Annex A, §8A.286 & A.287-A.290.
199 \/odafone Core Submission, §4.92.
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relative market share of smaller networks and the prevalence of larger operators’
tariff plans with on-net/off-net price differentials.

EE said that Ofcom had missed the main implication of the US tariffs—if customers
had to take into account on-net/off-net price differentials this would be likely to influ-
ence what size bundle they bought. EE also said that it was not the case, as Ofcom
seemed to imply, that the cheapest US plans offered so many off-net minutes that
most customers would never buy a more expensive plan.?®

Finally, EE said that when an operator such as Three set an off-net call price of
25ppm and an on-net call price of 10ppm?** then it was hard to see how termination
charges (around 4-5ppm) were responsible for such differences.

e Assessment

Ofcom accepted that on-net/off-net price differentials were not determined solely by
cost differences associated with MTRs. Given this, we would not expect a move to
LRIC to have the effect of eliminating all such differentials.

However, for the reasons given below (see paragraphs 2.277 to 2.281), it is our view
that the appellants have not establish that there has been no relationship between
the level of MTRs and the continued presence of on-net/off-net price differentials.

Vodafone suggested that if there was a relationship between MTRs and on-net/off-
net price differentials, one would expect such differentials to have been more preva-
lent in the tariffs offered by the larger networks. We do not accept that this would be
the case. Ofcom’s retail effects are not the result of strategic exclusionary behaviour
on the part of the larger networks. Rather, the potential disadvantage to smaller
networks arises from the response of networks—large and small—to higher costs of
terminating calls off-net than on-net with LRIC+ based MTRs. Contrary to Vodafone’s
suggestion, if the observed on-net/off-net differentials were, to some extent, at least,
a reflection of the level of MTRs at the time, we might expect observed differentials to
be more prevalent in the tariffs offered by smaller networks which would have been
more exposed to the higher cost of off-net calls.

We agree with Ofcom that the historic examples given by Vodafone of new entrants
introducing on-net/off-net price differentials may not be informative. All the examples
cited were at least a decade old when the market and regulatory context was very
different from that today. One difference is that termination rates were much higher
than they are now. Smaller networks would have been more exposed to the potential
cost of call imbalances and, unlike the larger networks, may have been unable to
offer off-net calls at the same price as on-net call prices.

Neither are we convinced that the US experience is informative. The US system is
different from that in the UK given the Bill & Keep arrangements.?*® Also, the preva-
lence of on-net/off-net differentials in the USA may be for reasons unrelated to the
level of MCT charges. (We consider the arguments made in relation to the US
experience further below—see paragraphs 2.413 to 2.419.)

2 EE Core Submission, Walker 3 expert report, §§132 & 134.

201
202

Ofcom Statement, Table A3.1.
In the USA, telephone networks have Bill and Keep arrangements (B&K) which means that the originating network keeps

whatever it charges the caller and the terminating network routes the call to the destination free of charge to the originator
network. As a result, in the USA, mobile operators charge mobile users for incoming calls.
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That Vodafone moved to offer more inclusive bundles with MTRs set above LRIC in
response to demand and EE’s use of on-net/off-net price differentials in marketing
tariffs are illustrations of other factors that networks would take into account in deter-
mining the structure of their tariffs. These explanations do not preclude the possibility
that the level at which MTRs are set would also be a factor that would be taken into
account.

To summarize, we would not expect a move to LRIC to result in the elimination of
any remaining on-net/off-net price differentials. However, neither are we persuaded
that there is no relationship between the differentials that remain and the level at
which MTRs have been set. For example, for post-pay customers, we may expect
bundles to include relatively more off-net call minutes and/or a reduction in the differ-
ential between out-of-bundle on and off-net call prices. For pre-pay, we may expect
fewer, or less attractive, offers for on-net call ‘bolt-ons’ and rewards.

In response to the CC’s provisional findings Vodafone said that the CC had failed to
have regard to Vodafone’s evidence on the factors which had led to the substantial
elimination of on-net/off-net differentials and that the CC appeared to conclude that
the abandonment of on-net/off-net differentials was attributable to a reduction in MCT
charges. We do not accept this argument. We do not agree with the appellants that
there has been a substantial elimination of on-net/off-net differentials. Nor do we
conclude that there had been an abandonment of on-net/off-net differentials attribut-
able to a reduction in the absolute levels of MCT charges.

Importance of on-net/off-net price differentials to the choice of network

We turn now to consider the third of the arguments identified in paragraph 2.212
above. Ofcom said that the presence of significant differences between on-net and
off-net call prices may have placed MCPs with fewer subscribers at a disadvantage
because of the potential ‘club effect’: a new subscriber only had to select the leading
operator in order to call and be called at cheaper rates.?®® The appellants argued that
the presence of on-net/off-net price differentials was not an important consideration
in driving the choice of network. In its Defence Ofcom explained that a smaller MCP
would find it more difficult to attract subscribers in a retail market in circumstances
where on-net/off-net price differentials were material and calling clubs mattered.?**
This was because the incentive to switch MCP would be more limited unless other
members of the calling circle could be convinced to switch at the same time which
was clearly more complicated.

e Vodafone®®

Vodafone said that there was no evidence that customers considered the price paid
by others for calling them in their subscription decision. Evidence from consumer
surveys referred to by Ofcom showed that the price of being called was not a rele-
vant variable considered by mobile customers in their subscription decisions.

Vodafone also said®® that if the existence of on-net/off-net price differentials was a
factor influencing subscriber decisions then it would be reasonable to expect MCPs
to advertise their network size, other than when such operators are targeting busi-
ness customers that form closed user groups.

203

Ofcom Statement, Annex 3, §3.134.

2% ofcom Defence, Annex A, §A.271.
25 \yodafone NoA, Schedule 2, §§2.14-2.17.
26 \/odafone NoA, Schedule 2, §2.39.2.
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° EE207

EE said that Ofcom’s theory of harm assumed that on-net/off-net price differentials
played an important role when consumers were deciding which network to join. In
particular, it relied on the fact that a subscriber selecting an operator would not only
take into consideration the different tariff plans available on the market and what they
would pay, but might also take into account the fact that people calling them could
pay less. This proposition was said to be contradicted by Ofcom’s own evidence as
to why customers chose different MCPs and on their awareness of different call
prices.

The Jigsaw Research survey was said to have found that only 24 per cent of respon-
dents knew to which mobile network a number subscribed and only 30 per cent had
any idea of the price of calling other MCPs, and only 7 per cent stated that they knew
it exactly.?®® The survey was also said to have found that mobile subscribers did not
consider the cost to others of calling them to be an influential factor when choosing
their MCP.

e Telefénica

Telefénica said that the Jigsaw Research survey showed that the majority of con-
sumers were unaware of which mobile network they were calling and were unaware
of the price of calling other networks. Telefénica therefore considered it unlikely that
on-net/off-net price differentials were a significant driver of consumers’ choice of
network.”®

e Ofcom Defence?®°

Ofcom responded that it agreed that the survey evidence suggested that the price of
being called was a factor of limited importance in the choice of MCP. Ofcom did not,
however, accept that this created a contradiction with its description of club effects.
Ofcom explained that the most important consideration would be the price a sub-
scriber faced to call others. In its Statement Ofcom had focused in particular on the
impact of the retail price of on-net and off-net outgoing calls. Hence, Ofcom did not
focus on the importance of the price others would pay to call a user in the choice of
MCP in its analysis of competitive effects.

Ofcom noted that the survey also suggested that 45 per cent of all respondents (and
61 per cent of mobile only) knew to which MCP people they called the most sub-
scribed. It also highlighted that the cost of calling others was a key driver of MCP
choice (29 per cent of all respondents and 34 per cent of mobile users) and the most
often stated factor determining MCP choice. Ofcom said that a more complete read-
ing of this evidence did not therefore contradict the view that on-net/off-net price
differentials were a factor, among others, affecting competition.

In response to Vodafone’s argument that if on-net/off-net price differentials were a
factor influencing subscriber decisions, it would be reasonable to expect MCPs to
advertise their network size, Ofcom said that consumers would in general have some

sense of the customer base of different brands;?!! and some consumers would know

27 EE NoA, §96.
28 EE NoA, Walker 1 expert report, §161.

209

Telefénica Sol, Neil Marshall expert report, 84.11.

29 Ofcom Defence, Annex A, §8A.275-A.277.
21 ofcom Defence, Annex A, 8A.283.

2-49



2.292

2.293

2.294

2.295

2.296

at least the MCP used by their friends and family. This, Ofcom said, suggested that
there were a number of consumers with sufficient knowledge of the MCP of their
closest contacts that MCPs did not need to advertise the size of their customer base.

e Assessment

We agree with Ofcom that its description of club effects did not rely on subscribers
taking into account the cost of being called, as well the cost of making calls, in
deciding to which network to subscribe. Nor do the club effects require callers to be
aware of which network they are calling, in particular whether a call is on-net or off-
net. It is sufficient that subscribers would form an expectation that they would pay
higher average call prices if they subscribed to a smaller network or switch network.
For the reasons explained by Ofcom, a subscriber may expect to make more off-net
calls if they subscribe to a smaller network or switch network (or learn by experience
when they do so) and, in the presence of on-net/off-net price differentials, to there-
fore pay higher average retail call charges. A network may seek to mitigate this effect
by attracting calling circles, but in a mature market with high levels of subscription we
agree with Ofcom that this could be difficult as it requires all (or almost all) members
of the calling circle to switch networks (see paragraph 2.88).

Materiality of Ofcom’s retail effects

Vodafone said that the evidence available from today’s UK mobile market suggested
that the retail effects identified by Ofcom had a non-detectable or negligible impact
and that, if these effects were negligible at the current level of MTRs, it was reason-
able to expect them to be non-existent in 2014/15.2*2

EE said that there did not seem to be any good evidence that on-net/off-net price
differentials were affecting competition for subscribers in the UK or that reducing
MTRs would eliminate such differences.?® EE said that: on-net/off-net price differen-
tiation was not pervasive in the UK; consumers did not seem to make network
choices on the basis of such differentials; and the US evidence indicated that such
differentials could be pervasive even when MTRs were very low.

Telefénica concluded that Ofcom had failed to provide a robust basis for concluding
that the retail effects driven by MTRs above LRIC would have any materially distort-
ing effect on competition between MCPs.**

In its Defence Ofcom said that while Vodafone, Telefonica and EE had sought to
present on-net/off-net price differentials as completely immaterial, the evidence
showed that they remained available in some form for most consumers. But even if
the ‘retail price’ competition effect was not significant in isolation, Ofcom considered
that it needed to be assessed in conjunction with the other competition factors. The
reduction in the level of MTRs would be expected to bring about larger bundles of
‘any network’ minutes further reducing any remaining differentials. As such, the
relevance of the competition effect would be reduced in future under either cost
standard as MTRs decline, but particularly so under LRIC.?*®

2 y/odafone NoA, Schedule 2, §2.50.
23 EE NoA, Walker 1 expert report, §164.
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Telefénica Sol, Neil Marshall expert report, §4.12.

25 ofcom Defence, Annex A, 8A.291.
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Three argued that on-net/off-net price differentials were not essential to the retalil
effects, but an exacerbating factor.?*® Three said that LRIC+ MTRs would limit retail
price competition between all MCPs because such competition normally generated
net call outflows and a termination deficit. This effect was particularly severe for
smaller or new entrant MCPs because they needed to cut retail prices below the level
of incumbents to gain market share and overcome barriers to entry and expansion
(eg brand recognition). This restriction on retail competition was further aggravated
by the impact of on-net/off-net cost and pricing differentials, which were often
internalized in MCP calling bundles.

e Assessment

Three argued that on-net/off-net price differentials were not essential to the retail
effects but an exacerbating factor in its description of the retail effects. Whilst we
agree with Three that LRIC+ based MTRs would have the effect described by it (see
paragraph 2.297), we consider that this effect is captured by Ofcom’s market-wide
effects, in particular, its reasoning on the impact that higher MTRs would be expected
to have on the incentives faced by networks at the margin to reduce prices (see
paragraphs 2.82 and 2.83). We understand Ofcom’s retail effects to be concerned
specifically with the impact on barriers to entry and growth of the presence of on-
net/off-net price differentials to the extent that these may be a result of setting MTRs
above LRIC.

Overall, we do not consider that the appellants demonstrated that Ofcom’s retail
effects in competition for domestic subscribers are immaterial. In particular, the
appellants have not, in our view, demonstrated that on-net/off-net price differentials
were no longer a feature of the UK market or were of no significance. Ofcom
accepted that there were reasons, other than differences in the cost of terminating
calls on-net and off-net, why operators may offer tariffs that have some form of
preferable rate for on-net calls. This suggests that Ofcom could not reasonably
expect the adoption of the LRIC cost standard to result in the elimination of on-
net/off-net price differentials. However, in our view, neither have the appellants
demonstrated that there was no link between the level at which MTRs have been set
and the continued presence of such differentials. Finally, we consider that whilst the
retail effects may be stronger if subscribers took into account the cost of being called,
as well as the cost of making calls, we agree with Ofcom that this is not necessary for
the retail effects to arise.

Impact of LRIC+ based MTRs on competition in different customer segments

2.300

2.301

We now turn to consider the argument identified in paragraph 2.92(c) above. Ofcom
considered the impact that LRIC+ based MTRs would have on the incentives of
MCPs to compete for particular segments: in particular on the incentives for smaller
MCPs to compete for the high-end post-pay customers who tend to have high
outbound/inbound calling ratios, leading to large net out payments for MCPs with
fewer subscribers.?!’

It was uncontroversial that adopting the LRIC+, compared with the LRIC, cost stan-
dard would increase the CLV of customers who receive more calls than they make
and reduce the CLV of those who make more calls than they receive. There was also

%% Three Sol, §6.2a.
27 Ofcom Defence, Annex A, §A.239¢ and Ofcom Statement, Annex 3, §§A3.162—3.165.
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2.302

2.303

2.304

2.305

2.306

2.307

2.308

2.309

general agreement that the effect would for smaller networks be greater as they tend
to have a higher proportion of off-net calls, both incoming and outgoing.

Using its lllustrative model Ofcom calculated the absolute difference in the per
subscriber contribution for networks with different shares of subscribers with LRIC+
based MTRs, for the pre-pay and post-pay customer segments. Ofcom concluded
that higher MTRs would give larger networks an advantage in competing for
subscribers who make more calls than they receive. Ofcom considered that this
would put smaller networks at a disadvantage as it was essential for smaller
networzlig to be able to compete for the top-end post-pay customers to build market
share.

Vodafone and EE said that there would be no overall effect on competition as the
disadvantage to smaller networks in competing for the post-pay customers would be
compensated for by the advantage that smaller networks would have in competing
for pre-pay customers.

Vodafone also criticized Ofcom’s illustrative model. In particular, Vodafone said that
there were two key assumptions, made by Ofcom that exaggerated the size of the
estimated contribution margin difference for high value post-pay subscribers: the
inclusion of mobile-to-fixed traffic; and the assumption about the incremental cost of
calls for a smaller network.?'® EE made similar points regarding the inclusions of MTF
traffic.

Ofcom did not dispute that the inclusion of MTF traffic had this effect in the illustrative
model. However, Ofcom also produced a theoretical model using industry-level data
which was said not to include MTF traffic. This version of the model was discussed in
paragraphs A3.169 to A3.176 of the Statement.

Vodafone concluded that Ofcom had thus been unable to provide evidence on the
materiality of its claim that setting MTRs based on LRIC+ would make it harder for
smaller MCPs to compete for certain consumer segments, notably post-pay sub-
scribers.?%

EE said that the results of the lllustrative model should be expressed as a percent-
age of total contributions and/or sales as this would provide a more meaningful
indicator of any potential impact on competition than the absolute contribution per
customer.”** Vodafone made a similar point.?*?

We consider these points in turn: we consider first the argument that the effects
described by Ofcom would have no overall effect on competition (see paragraphs
2.309 to 2.323); secondly we consider the criticisms of Ofcom’s model (see para-
graphs 2.324 to 2.349); and thirdly we consider the arguments concerned with the
materiality of any effects (see paragraphs 2.350 to 2.363).

Overall impact on competition

EE and Vodafone argued that such effects would have no overall competitive effect
as whilst smaller networks might be at a disadvantage in the post-pay segment they
would have an advantage in the pre-pay segment.

%18 Ofcom Statement, Annex 3, §A3.184.

219 yyodafone NoA, Schedule 2, §§3.16-3.18.
220 y/odafone NoA, Schedule 2, §3.23.

2L EE NoA, §111.

222 \Jodafone NoA, Schedule 2, §3.5.
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2.311

2.312

2.313

2.314

2.315

e Vodafone

Vodafone said it was true that, if different customer segments generated different
patterns of outgoing and incoming calls, then LRIC+ MCT charges would incentivize
MCPs to compete on price to win consumers who were likely to generate more
incoming calls. They would offer less attractive prices to win customers who were
likely to generate fewer incoming calls. Vodafone said that this did not amount to a
distortion of competition, but reflected the fact that MCPs competed for the custom of
each consumer segment according to its CLV, and the CLV of different segments
varied according to its profile of outbound/inbound traffic. With LRIC+ based MTRs,
competition was just as effective as under LRIC but prices were differentiated.?*

e EE

EE said that relative to other possible standards, the fact that any single cost stan-
dard would provide some categories of MCP with some incentive to attract some
categories of customer and some disincentive to attract others did not in itself consti-
tute a distortion of competition.**

EE said?* that the logic of arguments advanced by Ofcom was that LRIC would:
(a) reduce the net MTR payment deficit associated with attracting MMCs (‘make
more calls’ customers who make more calls than they receive), who tended to be
high-end post-pay customers, thereby improving their CLV and strengthening MCP
incentives to compete intensively for this group; and (b) reduce net MTR revenue
associated with attracting RMCs (‘receive more calls’ customers who receive more
calls than they make), who tended to be low-end pre-pay customers, thereby
reducing their CLV and weakening MCP incentives to compete for this group.

EE said that even assuming that this change in incentives would lead to increased
competition and lower prices for high-end post-pay MMCs, and reduced competition
and higher prices for low-end pre-pay RMCs, this outcome would not be beneficial
even from a narrow competition perspective. EE also considered the overall mobile
retail market to be competitive, and that overall competitiveness would not be
improved by a change that increased the incentive for competition in one area of the
market but diminished it in another.??°

EE also said that smaller networks would not be at any overall disadvantage as any
reduction in market share as a result of being at a disadvantage in the post-pay
segment could be offset by a gain in market share in the pre-pay segment where a
smaller network would have an advantage. In particular, EE said that a smaller oper-
ator could grow its customer base by acquiring pre-pay customers and customers
with relatively balanced traffic, and that such customers represented more than half
the UK market. EE said that as this operator achieved a similar share of overall cus-
tomers to the larger operator it would no longer be disadvantaged in competing for
those post-pay customers who tended to make more calls than they received.?”’

EE said that even if it were considered relevant to focus on competition for particular
customer segments,?® cutting MTRs was more likely to harm, than promote, compe-
tition within the mobile market. EE said that the direct effect of cutting MTRs would

223

Vodafone NoA, 850.4.

224 EE NoA, §115.
25 EE Core Submission, §§44—49.

226
227

EE Core Submission, §46.
EE Core Submission, Walker 3 expert report, §102.

8 EE Core Submission, Walker 3 expert report, §88.
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2.316

2.317

2.318

2.319

2.320

2.321

be to reduce the contribution margins earned on pre-pay customers while increasing
the contribution margins on high-spending post-pay customers. At the margin, EE
said that this could be expected to reduce operators’ incentives to compete for pre-
pay customers while increasing their incentives to compete for post-pay customers.
However, as Three had historically not competed vigorously in the pre-pay segment,
EE said that the use of LRIC would shift competition away from the segment where
Three had not been particularly active towards the segment where all operators
vigorously competed.

e Three

Dr Kalmus said that the effect would be a concentration into niches reducing the
substitutability of the networks.?° He said that in interconnection economics, prices
depended on substitution and that the less substitution there was between operators,
the more market power each of them had. He deduced that LRIC+ charges would
reduce overall competitive intensity by forcing each operator to focus on a niche in
which it was profitable, thereby generating a reduction in substitutability between
operators. He believed that LRIC-based charges could contribute to increasing the
substitutability between operators by opening up all call origination market segments
to all operators, including the high user segment.

e Assessment

For the reasons given below (see paragraphs 2.318 to 2.323), the appellants have
not, in our view, demonstrated that the impact on the CLV of different customer
segments of adopting LRIC+ would have no overall effect on competition.

The appellants did not appear to dispute that an effect of setting MTRs at LRIC+
would be to put smaller networks at a disadvantage in competing for customers who
make more calls than they receive (MMC), and that such customers tend to be in the
post-pay segment and to include the higher value users of mobile voice and data
services.

Setting MTRs at LRIC+ would therefore reduce the competition from smaller net-
works to larger networks for MMC customers. EE appears to accept this. In particu-
lar, EE said that adopting LRIC+ would result in a reduction in the competition faced
by larger networks from new entrants or smaller networks in the post-pay segment
until such time as smaller operators achieved a similar share of customers to the
larger operators (see paragraph 2.314). We consider that absent any offsetting
competition effects, the result would, for a period at least, be weaker competition
within the post-pay customer segment than might otherwise be the case.

The appellants suggested that new entrants would be able to overcome any dis-
advantage in the post-pay segment by focusing on customer groups that accounted
for about half of the UK market (ie the pre-pay segment and post-pay customers with
more balanced traffic profiles). In our view if setting MTRs at LRIC+ would disadvan-
tage smaller networks in such a way that to overcome this they would need to focus
their efforts as suggested by the appellants, then adopting this cost standard would
distort competition by restricting the strategies available to new entrants.

In addition, we do not believe that the appellants have shown that it would be poss-
ible for smaller networks to overcome a disadvantage in competing for ‘MMC’ cus-

2 Three Sol, Kalmus expert report, §§4.85-4.97.
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tomers by focusing on ‘RMC’ customers. The appellants did not appear to dispute
that RMC customers tend to be in the pre-pay segment and include the lower value/
light users of mobile services whereas, the MMC customers tend to be in the post-
pay segment and include the higher value customers who were heavy users of voice
and data services. It is not therefore clear to us that an advantage in competing for
the RMC customers would compensate for a disadvantage in competing for MMC
customers.

2.322 Vodafone said that a smaller network was not at a disadvantage under LRIC+ in the
market overall,?® if it was able to achieve the same share of subscribers in all market
segments, and that there was therefore no reason in principle to expect that with
lower MTRs, smaller operators would be in a stronger position to compete: whereas
the reduction in MTRs would reduce the advantage larger networks had in the post-
pay segment, it would also reduce the advantage a smaller network had in the pre-
pay segment. However, in our view, it has not been shown why we should expect a
smaller, or any other, network to achieve the same share of subscribers in all market
segments. Furthermore, a requirement for smaller networks to do so, in order not to
be at a competitive disadvantage, would appear to be restrictive.

2.323 Finally, we do not accept EE’s characterization of the competition effect identified by
Ofcom. EE said (see paragraph 2.312) that the argument advanced by Ofcom was
that the effect of moving to LRIC would be to increase competition for the high-end
post-pay customers and to weaken competition for the low-end pre-pay customers.
This is, in our view, an incomplete description of Ofcom’s argument. Ofcom also
argued that the effect of adopting LRIC+ would be to put smaller networks at a dis-
advantage in competing for a group of customers that were important to the mobile
networks, in particular to market share, the post-pay customers who were heavy
users of voice and other services.?!

Criticisms of Ofcom’s illustrative model

2.324 We now turn to consider the second of the points listed in paragraph 2.308 above.

e Ofcom’s illustrative model and results

2.325 In its Statement Ofcom estimated that with LRIC+ based MTRs the contribution a
post-pay customer would make to a network with a 5 per cent share of subscribers
would be £3 a year lower in 2014/15 than that to a network with a 25 per cent share.

2.326 Ofcom revised these results following corrections made to call ratio figures.?** Ofcom
said that the changes to the reported call ratios would not have affected its overall
conclusion that LRIC was the appropriate cost standard for the MCT charge control.

20 \sodafone NoA, Schedule 2, §3.3.
%1 Ofcom Statement, Annex 3. §A3.184.
22 5ee Ofcom letter to CC of 31 October 2011.
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TABLE 2.2 Table A3.3 (corrected version)

Difference in contribution margins for different pricing
scenarios and shares of subscriber

Consumer LRIC+in 2010/11 LRIC+ in 2014/15

segment

Pre-pay
Post-pay

(4.18ppm) (1.61ppm)
5% vs25% 1% vs40% | 5%vs25% 1% vs 40%

2 3 0 1
-7 -14 -2 -4

Source: Ofcom.

Base case assumptions: MTR = 4.18ppm (2010/11) and 1.61ppm (2014/15), incremental termination/origination costs =
0.69ppm. All prices in real 2008/09 terms.

2.327

2.328

2.329

2.330

2.331

Vodafone made a number of criticisms of Ofcom’s illustrative model.*®* Vodafone
said that if the lllustrative model was adjusted to take account of these, at the least,
the disadvantage faced by smaller networks would be smaller than estimated by
Ofcom.

Following its bilateral hearing Vodafone explained that the critical errors in Ofcom’s

modelling assumptions were as follows:***

(a) the theory that the split for on-net/off-net traffic for both inbound and outbound
calls reflected the market share of an MCP;

(b) the failure to recognize that not all off-net calls would attract MTRs (ie that some
would attract an FTR); and

(c) the failure to recognize that the incremental cost of an additional call of all MCPs
would not necessarily be identical.

Vodafone presented revised results. We consider these criticisms and Vodafone’s
revised results below (see paragraphs 2.330 to 2.349).

° Traffic input assumptions

Vodafone said that Ofcom’s model included MTF traffic, when such traffic would not
be expected to affect the specific effect that Ofcom was trying to quantify. Vodafone
said that the inclusion of MTF traffic in the model was inappropriate, since the model-
ling assumed that the distribution of off-net and on-net traffic was directly related to
MCP market size. Vodafone said that the proportion of MTF traffic of an MCP had
nothing whatsoever to do with that MCP’s market size, and should have been separ-
ately analysed in the lllustrative model. Vodafone said that the available evidence
suggested that the share of an MCP'’s traffic that was MTF was around 35 per cent.
The correction of this error would reduce the reported differential caused in the
illustrative model by MCP market size.

EE also said that Ofcom’s revised results were affected by the inclusion of MTF
traffic which meant that they could not be considered as a reliable basis on which to
draw conclusions about the effects of reductions in MTRs on the relative competitive
position of operators with respect to MTM calls that might result from differences in
on-net/off-net call percentages.”® EE said that in considering MTM traffic (and

233 \/odafone NoA, Schedule 2, §§3.16-3.22.

234

See email from Vodafone to CC of 31 October.

25 EE NoA, §116.
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2.333

2.334

2.335

2.336

2.337

assuming that prices and costs were equal across operators), any advantage that a
larger operator had in competing for one type of customer must be counter-balanced
by the advantage that a smaller operator would have in competing for the other cus-
tomer type as each outgoing minute from one mobile operator must be paired with an
incoming minute of another mobile operator. Thus Ofcom’s results which purported to
show a significant advantage for larger operators in competing for post-pay
customers but no material offsetting advantage for smaller operators in competing for
pre-pay customers was simply a consequence of including traffic data which was not
relevant to assessing operators’ relative competitive positions with respect to MTM
traffic.

In its Defence Ofcom said that the traffic data it received from MCPs during the
market review had substantial limitations and it was not possible to remove the MTF
and FTM volumes.**®

Ofcom also said that the addition of MTF volumes should not alter the relative differ-
ence in contribution margins in each consumer segment for MCPs with different
subscriber shares (even if Vodafone was correct to argue that it affects the absolute
contribution margins in each consumer segment)—because it was reasonable to
assume that consumers in a particular market segment were just as likely to make
voice calls to fixed customers irrespective of the market size of their MCP.

Ofcom concluded that while the theoretical model was exclusively about MTM traffic,
the data available to Ofcom also included MTF traffic so Ofcom made it very clear in
the Statement that the available data (including MTF traffic) was presented as a
simple cross-check.”®’

Following the bilateral hearing, Vodafone provided further explanation of its view that
Ofcom’s illustrative model relied on assumptions that were wrong as follows.

Vodafone said that assuming that the proportion of on-net and off-net calls was an
absolute function of market size was not realistic. Vodafone said that calls were not
randomly distributed. A significant proportion of calls was generated by and within
‘closed’ user groups, such as intra-business or intra-family user groups. Vodafone
said that any mobile operators, irrespective of their market share or size, could
develop propositions to attract these customers. There was therefore no clear basis
for simply assuming that calling patterns will inherently vary with the overall market
size of the network operator, even if all other calls outside these ‘closed’ user groups
are totally randomly distributed between potential customer pairs. Vodafone did not
adjust for this in its version of the model but said that this factor would tend to reduce
the absolute size of any ‘contribution margin’ difference based on market share.

Vodafone also said that the model assumed that all off-net calls would attract an
MTR, but that the volumes used in Ofcom’s model included calls to fixed operators.
Vodafone said that there was no reason why these calls should vary in their propor-
tion to total outbound calls with the size of the mobile operator: also these calls would
not attract an MTR cost. MTF calls should thus be identified in the calculation as a
first step before allowing the remaining volumes of outbound MTM calls to be split
between on-net and off-net using the lllustrative model’'s basis of market size.
Vodafone estimated that 35 per cent of all outbound calls were to destinations other
than UK mobile customers, ie were to UK fixed networks, international destinations,
non-geographic destinations etc.

2% Ofcom Defence, Annex A, §8A.318-A.320.
%7 ofcom Defence, Annex A, 8A.319.
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2.339

2.340

2.341

2.342

2.343

2.344

2.345

For the reasons given by Vodafone (see paragraph 2.330), it appears to us that the
inclusion of MTF traffic had the potential to, at least, distort the results and, in par-
ticular, to exaggerate the disadvantage faced by smaller networks for post-pay
customers. As explained by Vodafone all MTF calls would be off-net and did not
therefore contribute to any differences between smaller and larger networks due to
smaller networks having a higher proportion of off-net calls. In addition MTF calls do
not attract MTRs.

In response to the CC’s provisional determination, Ofcom said that it did not dispute
that the inclusion of MTF traffic had the potential to distort the results and exaggerate
the disadvantage faced by smaller networks. Ofcom also said that it had produced a
theoretical model using industry-level data which did not include MTF traffic and that
this version of the Model was discussed in paragraphs A3.169 to A3.176 of the
Statement.

It is also not clear to us why Ofcom’s results suggest that smaller networks would be
at a disadvantage in the post-pay sector (where on average subscribers make
slightly more calls than they receive), but did not suggest that smaller networks would
have an advantage in the pre-pay segment (where on average subscribers receive
more calls than they make (see Introduction to Reference Question 1, paragraph
2.30). We agree with EE that this may be a result of the inclusion and treatment of
MTF traffic.

Finally, regarding the proportion of calls that were assumed to be off-net and the
relationship with network size, as explained above Ofcom investigated this relation-
ship and found an inverse but not a one-to-one relationship. Ofcom would therefore
have been aware that its model was based on a simplifying assumption. We note that
Vodafone applied the same simplifying assumption.

In summary, we have some reservations, for the reasons given by the appellants,
about the precision or reliability of the results of Ofcom’s illustrative model. We note,
however, that Ofcom’s model was intended only to be illustrative of the potential
effect.

° |Incremental costs

Vodafone said that Ofcom assumed that the (average) incremental cost of the pro-
vision of call services was the same irrespective of the size of the network. Vodafone
said that it was reasonable to expect the incremental cost of a smaller network to be
lower as a larger share of a smaller MCP’s network costs would be accounted for by
the need to provide coverage, and hence would not be traffic driven.

Ofcom said that an MCP with a smaller share was not likely to have a full coverage
network as Vodafone asserted; and that where smaller MCPs did offer full national
service coverage it was likely in the first instance to be provided by national MCPs.
If the latter were capacity constrained then the wholesale roaming rates paid by the
smaller MCPs to the national MCPs should reflect the capacity constraints experi-
enced by the incumbents.*®

Ofcom also said that it would not be appropriate to reflect any such differences in
costs in the model.?*° The purpose of the model was to assess the impact of higher
MTRs on competition for different consumer segments, holding everything else

28 Ofcom Defence, Annex A, §A.320.
239 ofcom Defence, Annex A, 8A.320.
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equal. Therefore to make adjustments for different operator costs which may arise for
many different reasons (including choice of technology, efficiency and the extent of
geographic roll-out) would not be testing the particular impacts arising from MTRs in
isolation from other factors.

2.346 We agree with Ofcom that it would not be appropriate to make adjustments to the
illustrative model to allow for any differences between networks of different sizes in
the marginal costs of handling additional traffic volumes. To do so would be in-
consistent with the ‘all else equal’ approach and, for the reasons given above (see
paragraph 2.174), we did not accept the appellant’s arguments that Ofcom had erred
in adopting such an approach.

° Vodafone’s revised figures

2.347 Vodafone provided revised estimates of the difference in contribution margins apply-
ing—individually and in combination: Ofcom’s revised volumes, Vodafone's assump-
tion that 35 per cent of the outbound traffic were MTF calls, Vodafone’s assumptions
on lower incremental costs for smaller networks and Vodafone’s estimates of LRIC
and LRIC+ based MTRs.

2.348 For the reasons given above (see paragraph 2.346), we agree with Ofcom that it
would not be appropriate to adjust for any differences in marginal costs of additional
calls between networks. Neither have we taken into account Vodafone’s results using
its estimates of LRIC and LRIC+ based MTRs; any such adjustments would have to
be made in the light of our assessment of Reference Questions 2, 3, and 6. We have
therefore looked only at results applying revised volumes and/or the 35 per cent
assumption for MTF traffic.

2.349 Vodafone said that the effect of applying Ofcom’s revised volumes and/or the 35 per
cent assumption for MTF traffic would be to dampen the estimated disadvantage
faced by smaller networks in the post-pay segment with LRIC+ based MTRs whilst
strengthening the advantage in the pre-pay segment. Vodafone’s results are given in
Table 2.3. Vodafone said that the results suggested that smaller networks would be
at an overall disadvantage in the post-pay segment, but that the figure was smaller
than estimated by Ofcom, and have a similar advantage in the pre-pay segment.

TABLE 2.3 Vodafone’s revised results for Ofcom’s illustrative model using revised Ofcom volumes and assuming that
35 per cent of outbound mobile traffic is MTF

Difference in contribution margin between pairs of
operators

£ margin 4.18 LRIC+ 1.61pm LRIC+
5% vs 25% 1% vs 40% 5% vs 25% 1% vs 40%

Pre-pay 4 7 1 2
Post-pay -2 -4 -1 -1

Source: Vodafone email to CC of 15 November.

Materiality of the impact on competition in different customer segments
2.350 We turn now to consider the materiality arguments as referred to in paragraph 2.308

above. Vodafone and EE made a number of points related to the materiality of
Ofcom’s position.
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2.355

2.356

2.357

2.358

EE said that in considering whether wholesale prices distort retail competition, Ofcom
should have examined whether any effect was material given the nature of compe-
tition in the market, including the size of the overall market and the scale of the
investments required to participate in it. EE said that the size of the estimated differ-
ences in contribution margins between MCPs with different shares of subscribers
produced by Ofcom’s illustrative model was very small, particularly by 2014/15.%%°

EE also said that when implemented and interpreted properly, Ofcom’s competition
effects model illustrated that there were no material adverse competition effects.?*

Vodafone and EE argued that contribution margins should be considered in relative
rather than absolute terms.

Ofcom accepted that expressing the estimated contribution margins in proportion to
the average value of consumers in each segment had merit. However, Ofcom said
that it did not have the data to do this analysis and that even if the data were avail-
able there was a risk of relying on cost allocation assumptions across segments—
assumptions which were likely to be arbitrary.?*?

Ofcom did not agree with EE that a more appropriate comparison would be the con-
tribution margins relative to the total sales revenues.?*® Ofcom said that comparing
the relative contribution margins to the average (expected) revenues per segment
could be misleading because it would be comparing a margin contribution to revenue
figures.

More generally the appellants argued that Ofcom had not shown that LRIC+ based
MTRs would put smaller networks at a material disadvantage. Vodafone said that the
available evidence showed that Three, the smallest UK MCP, had been more suc-
cessful in attracting the type of customers that Ofcom’s illustrative model predicted it
should be least well placed to attract: approximately two-thirds of its active customers
were post-pay and they included the higher-end voice subscribers.?** Vodafone said
that this was consistent with the evidence on Three’s ability to offer competitive
packages. Vodafone concluded that whilst there may be various explanations for the
inroads of Three in the post-pay market, the fact that Three had been so successful
in the post-pay market called into serious question the materiality of the effect argued
by Ofcom.

Ofcom said that its position was based on the estimated differences in contribution
margins between MCPs with different shares of subscribers; but that the materiality
of this effect would be substantially reduced with the estimates for LRIC+ in 2014/15.
Ofcom noted that, as the difference between the levels of the estimates under either
of the costs standards (LRIC or LRIC+) declined, the materiality of the impact
declined accordingly. To the extent that there remained a material concern, this
seemed more likely to be confined to the competition for post-pay consumers.?*®

EE said that Ofcom accepted that the more effective an MCP was at attracting calling
circles,?* the weaker would be the competition impact identified. EE noted that
Ofcom’s illustrative model assumed that an operator with a 5 per cent market share
would have 95 per cent of its outgoing calls being off-net. EE said that, in fact, the

20 EE NoA, §110.

241

EE response to CC provisional determination, §37.

242 Ofcom Defence, Annex A, 8A.315.

243 Ofcom Defence, Annex A, 8A.317.

244 y/odafone NoA, Schedule 2, §§3.8 & 3.13.
%5 Ofcom Defence, Annex A, §332.

#® EE NoA, §117a.
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evidence showed that for Three, which had a market share of ‘[<] per cent’, only
around [¢<] per cent of outgoing calls were off-net. This was said to show that
smaller operators could be very effective at attracting calling circles, and that
Ofcom’s illustrative model significantly overstated any actual competition effect.

Three said that the results of Ofcom’s illustrative model were a significant under-
estimation of the effect of call imbalances and that the real constraint faced by Three
cannot be observed in this way.?*’ Three said that it needed to roughly achieve a call
balance overall in order to avoid significant termination payment outflows, and it
could not therefore offer the tariffs that it would like to have offered due to the high
termination rate. For this reason, Three considered that a current investigation only
revealed a constrained picture. Three said that it might wish to offer tariffs that would
generate a significantly higher call imbalance, which would show a higher contribu-
tion margin gap to the other users, but was constrained from offering such a tariff due
to high termination rates.

° Assessment

The appellants argued that the results of Ofcom’s model, particularly if presented in
the appropriate context, did not support a conclusion that smaller networks would be
at a material disadvantage in the post-pay segment. EE said that the size of the
alleged absolute effects appeared immaterial when considered in the competitive
context.?*®

We observe that both Ofcom’s and Vodafone's revised results for the illustrative
model suggest that by 2014/15 with LRIC+ based MTRs, the disadvantage to smaller
networks in the post-pay segment would be small. However, as set out above,
Ofcom’s model was only intended to be illustrative of the potential for setting MTRs at
LRIC+ to disadvantage smaller networks in the post-pay segment. It is our view that
Ofcom’s illustrative model was a fairly blunt tool for examining these effects as it
examined the average impact across two broad groups of mobile subscribers, pre-
pay and post-pay customers. This division of subscribers was rather arbitrary and
also not helpful in identifying the effect described. What was of interest was the
impact on customer segments with different patterns of outbound to inbound calls.
However, on average it appears that for post-pay customers this ratio was only a little
above 1:1. Within the pre-pay and post-pay segments we would expect there to be
more marked variation in call volumes and patterns. Vodafone has said that overall
post-pay customers did not make more calls than they received, but that there were
also post-pay subscribers with a tendency to make large volumes of outbound calls
within a large contractual bundle and being high usage subscribers, made more calls
than they received.?*® For these reasons we consider that not much weight can be
attached to the results of the illustrative model as constructed.

The appellants do not dispute the underlying idea that, compared with LRIC, setting
MTRs at LRIC+ would decrease the CLV of MMC customers and increase the CLV
of RMC customers, and that these effects would be larger for smaller networks which
tend to have a higher proportion of off-net calls, both incoming and outgoing. Nor do
they appear to dispute that an effect of setting MTRs at LRIC+ would be to put
smaller networks at a disadvantage in competing for MMC customers, and that such
customers tend to be in the post-pay segment and include the higher-value users of
mobile voice and data services. EE said that when implemented and interpreted
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properly, Ofcom’s illustrative model should show no material adverse competition
effects. EE was, however, referring to the criticisms of the model discussed above
(see paragraphs 2.324 and 2.349). Ofcom and Vodafone submitted revised results
for the illustrative model and all the results reported suggested that the potential
disadvantage to smaller networks in the post-pay segment would be small. However,
EE’s comment does not address our point. Our view is that such results are to be
expected in a model that has only two categories of subscriber, pre-pay and post-
pay, and that the results of this model are not particularly informative on the potential
for MTRs set at LRIC+ to disadvantage smaller networks.

EE and Vodafone argued that the results of Ofcom'’s illustrative model should be
reported relative to the value of certain customers and/or sales revenue. Ofcom
agreed that it would be desirable to present the differences in contribution as a per-
centage of the average value of subscribers, but said that it did not have the infor-
mation needed to do this. Ofcom also said that it would not be appropriate to present
differences in contribution margins relative to total sales revenues (see paragraph
2.355). We note that there is agreement that the results of a model such as Ofcom’s
Illustrative model would be better reported relative to the total margin, but we agree
with Ofcom that it would not be informative to report results as a percentage of sales.
However given our views on the model (see paragraph 2.361) a different presenta-
tion of the results would not lead us to different conclusions.

Interim conclusion on the assessment of the key arguments

To summarize our assessment so far: we do not agree with the appellants that the
economic literature indicates that higher MTRs would increase competition between
MCPs, or that there was a pro-competitive effect to be balanced against the effects
identified by Ofcom; we do not agree with the appellants that Ofcom’s approach to
the assessment of the competitive effects of the level at which MTRs are set, for
example, its ‘all else equal’ approach, was flawed; and we do not agree with the
appellants that smaller networks could have avoided any disadvantage associated
with higher MTRs by maintaining a balanced traffic position.

In addition to this: we do not agree that on-net/off-net price differentials were insignifi-
cant in the UK market and of limited importance to subscribers; and it is our view that
the appellants have not demonstrated that the impact that MTRs would have on the
value of different customer groups would have no material impact on competition.

Other arguments

2.366

2.367

2.368

In this section we consider the other arguments made by the appellants (see para-
graphs 2.367 to 2.461) being the fourth set of arguments identified in paragraph 2.94
above. We consider these, in the light of our assessment, as set out above, of what
we consider to be the appellants’ key arguments.

Other EE points of general approach

In addition to the general points discussed above (see paragraphs 2.153, 2.161 and
2.175), EE made two further points.

First, EE said that transfers between operators or types of operator did not distort
efficient competition if they were in line with efficient cost recovery.?®® EE said that

%0 EE NoA, §86.1.
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mobile termination payments were not arbitrary transfers of resources between
undertakings; they reflected the fact that when making calls to a mobile, consumers
relied on and benefited from the existence of the receiving party’s mobile network
(and therefore the investment costs incurred in building and maintaining it) and also
imposed some incremental costs on the mobile network.

We consider that EE was wrong to suggest that the LRIC cost standard for determin-
ing MTRs did not include the investment costs incurred by mobile networks in provid-
ing termination services to subscribers of other networks. The LRIC cost standard
includes the incremental cost to an average efficient network of building and main-
taining the additional mobile network capacity required to provide off-net termination
services, including a reasonable return to the network on this investment.

EE also said in relation to Ofcom’s market-wide effects that if LRIC+ was allocatively
efficient, then prices based on LRIC+ could not be said to be ‘too high’.***

In response, Ofcom said that it did not agree that allocative (static) efficiency alone
provided a clear answer to the question whether a LRIC or LRIC+ cost standard
should be preferred.?®> Ofcom also said that, in any event, in practice competition
and efficiency considerations were linked, so it was somewhat artificial to attempt to
rank these cost standards on efficiency considerations alone without having regard to
the implications for competition.

We agree with Ofcom. In deciding on the cost standard to adopt in setting the MCT
price control, Ofcom was required to take into account a number of considerations.
For example, under section 88 of the Act, price controls set by Ofcom must be
appropriate for the purposes of promoting efficiency, promoting sustainable compe-
tition, and conferring the greatest possible benefits on end-users of public electronic
communications. The factors to be considered in the assessments of these consider-
ations are different. Ofcom had to exercise its judgement as to whether LRIC or
LRIC+ was appropriate for the purposes listed, in a situation where it found that it
had no clear answer in favour of LRIC or LRIC+ in respect of parts of the statutory
test but a clear answer in favour of LRIC in another. Overall Ofcom believed that
LRIC conferred the greatest possible benefits on consumers largely because it better
promoted sustainable competition.?*

Second, EE said that Ofcom suggested that the particular LRIC+ based MTRs in the
previous charge control period overestimated termination costs. EE said that even if
that were the case, the correct response should be to set efficient LRIC+ based
MTst54for the future, rather than to respond to a past mistake by making another
one.

Ofcom responded that EE’s argument was based on a misconception. In setting
MTRs based on LRIC, Ofcom was not seeking to adjust in any way for MTRs in the
past being out of line with actual costs under the 2007 Price Control.>*®

We agree with Ofcom. The MCT prices set for this price control period were deter-
mined entirely by reference to Ofcom’s estimate of the LRIC cost benchmark in
2014/15 and its assessment of the appropriate path for moving from the level of
charges at the start of the period to the 2014/15 level. There was no element of

! EE NoA, §100.

%2 ofcom Defence, Annex A, 8A.245.
%3 Ofcom Statement, §8.158.

> EE NOA, §86.2.
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correcting for any past error. Past decisions were relevant only in so far as they
determined the level of charges at the start of the price control period.

Conclusions to be drawn from Three’s support for LRIC

In its Defence Ofcom said that the most compelling piece of real world evidence on
the competitive effects of the cost standard adopted for setting MTRs was the
position taken by Three. Ofcom also said that Three’s support for LRIC would only be
rational if the adverse competition effects of higher MCTs were judged by Three to be
significant.”*®

Vodafone argued that the fact that Three advocated lower MTRs did not constitute
evidence of a competition problem from setting MTRs based on LRIC+. Vodafone
considered that Three’s position was driven by its need to minimize the adverse
effect of its past commercial strategy.”’

EE made a similar point. EE said that Three had a strong commercial incentive to
support Ofcom’s position. EE said that with MTM volumes rising rapidly and FTM
volumes falling rapidly, Three would soon be experiencing a significant overall net
termination deficit and Three’s unusual commercial strategy was said to have
resulted in a very significant net MTR deficit in relation to rival MCPs. BT was also
said to have an obvious incentive to support Ofcom’s position: Ofcom estimated that
the adoption of LRIC would save fixed operators £200 million in the final year.?*®

We agree with the appellants that Three’s support for LRIC did not necessarily
provide support for Ofcom’s competition effects. We agree that there may be other
reasons why LRIC would be beneficial to Three. We do, however, consider, for the
reasons given above (see paragraphs 2.175 to 2.177), that the impact of the cost
standard adopted would have on Three, as an example of a smaller network, to be a
relevant consideration in Ofcom’s assessment of the competitive effects.

Three had been permitted to levy higher MTRs so as to be able to ‘catch up’®*®

Vodafone said that Ofcom erred in its assessment of the relative merits of LRIC+ and
LRIC from the standpoint of competition as until the new price control came into
effect, the smallest MNO, Three, was permitted to levy higher MCT charges than
other MNOs, so as to be able to ‘catch up’ with them.

Vodafone is correct that Three had in the past been allowed to charge higher termin-
ation rates.”® In this price control period, all networks will be subject to the same
price control. Ofcom’s reasons for moving to a symmetric control were set out in its
Statement.?®* In summary, Ofcom believed that a single cap on MTRs would: benefit
consumers as they would be more likely to face the same charge for the same
service; help ensure that MCPs and other potential traders of spectrum had efficient
incentives to trade spectrum; and be consistent with the Recommendation.

Ofcom also said that MCPs that operated below the efficient scale could be a reason
for setting different caps. Ofcom explained that the Recommendation envisaged

26 Ofcom Defence, Annex A, §A 243(b).

7 yiodafone Core Submission, §4.75-4.83.

8 EE Core Submission, §132.

% yodafone NoA, §50.2.

%0 Three's termination rates were not regulated until March 2008. For the price control period April 2007 to March 2011, the
regulated MCT charge control applying to Three was higher than that which applied to the other networks.

! Ofcom Statement, §§9.25-9.32.
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asymmetric MTRs to allow time for an entrant to reach an efficient scale but recom-
mended that this should be limited to four years after market entry. Ofcom said that
allowing Three time to reach an efficient scale was one of the reasons why it had
been granted a higher MTR cap during the 2007 to 2011 charge control period.
Ofcom concluded that all four national MCPs (including Three) had now been present
in the market long enough for no further allowance for differences in scale to be
required in the level of the charge control, with immediate effect.

Our understanding of Vodafone’s argument was that Three had been given preferen-
tial treatment in the past in order to allow it to catch-up and that no further consider-
ation of Three’s position as a smaller network was therefore justified in assessing the
merits of LRIC v LRIC+ based MTRs.

We consider that whilst Ofcom was of the view that Three had been in the market
long enough for no further allowance for differences in scale to be required in the
level of the charge control, Ofcom did not say that Three had ‘caught up’ with the
other networks.

More importantly, Ofcom’s stated approach to the assessment of the competition
effects of the cost standard adopted in setting MTRs was not whether Three would
be better off as a result of a move to LRIC, rather whether the cost standard adopted
would affect the ability of one or more MCPs to enter and expand in the UK retail
market. In its Statement Ofcom drew on the experience of Three, and other
networks, but this was unavoidable if Ofcom was to make use of current and historic
market information in its assessment.

Three had been successful in winning post-pay customers
Vodafone said that the market outcomes did not bear out Ofcom’s concern.?®?

Vodafone said that if the retail and market effects identified by Ofcom were operating
and had had an impact on Three, then the expectation would be that Three’s average
call prices would be higher than those offered by the larger operators, and/or that
subscribing to Three would lead to a higher expected level of expenditure, given the
current levels of on-net/off-net price differentials in the market.?*®

Using information on mobile tariffs with on-net/off-net pricing differentials provided by
Ofcom, Vodafone calculated average call prices that a subscriber would pay under
each plan, for out-of-bundle minutes.?®* The average call price of the packages
offered by Three was said to be below the average price of most of the packages of
the other larger MCPs.

Vodafone also examined evidence on MCPs’ average call prices by undertaking a
comparison of the average price of the plans offered by Three and the other MCPs.
Vodafone concluded that Three’s average price per minute was comparable and
more competitive than those of its competitors.?®®

Vodafone said that the available evidence showed that Three, the smallest UK MCP,
had been more successful in attracting the type of customers that Ofcom’s model
predicted it should be least well placed to attract.?®® This it said was consistent with

%2 \/odafone NoA, §5.05.
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the evidence on Three’s ability to offer packages that were as competitive, and often
more competitive, than some of the larger MCPs. Three’s promotional activity in the
post-pay segment, with the prevalence of discounted plans with selected handsets,
was said to have allowed Three to outperform other MCPs in terms of volume and
revenue share for new contract handsets in the last year.?®’

Vodafone also noted that in its 2010 assessment of the T-Mobile and Orange merger
the European Commission found that Three had offered very competitive tariffs and
had the lowest priced tariffs to post-pay and business customers.

Finally Vodafone said that, if Three’s churn rate was high, the reason was its weak-
ness across a number of competitive dimensions that had little to do with MTRs.?®®

EE made a similar point. The evidence of Ms Dunn was said to show that for post-
pay plans with similar prices, Three had been offering much bigger bundles of
inclusive minutes over the last few years.”® EE said that if Three had not been able
to grow, despite pricing so far below other MCPs, it suggested that there were some
other factors constraining its growth. A Which? survey was said to have found that
Three was ranked last by customers on overall performance reflecting poor customer
service, a limited range of handsets, high cost to use abroad and relatively low
accuracy and clarity of bills. This impression was said to be further supported by a
regular customer satisfaction survey (by JD Power) and Ofcom data on complaints.

EE specifically argued that [<].

Ofcom responded that it was incorrect simply to look at whether Three or other
smaller MCPs could match particular retail packages and check that they were still in
the market in order to conclude that there was no evidence of a competitive concern.
The evidence Ofcom had received from Three showed that it had been costly for it to
offer competitive packages to mitigate this competitive disadvantage. Three and
other smaller MCPs also suffered from the need to convince, in some situations,
entire calling circles to switch in a saturated market where on-net/off-net price
differentials were material.?"

Ofcom also said that when considering competition effects, it was necessary to look
beyond the present ability to match the offers of others, and consider the profitability
and commercial viability of those offers over time. Three and other smaller MCPs
could certainly match the retail offers of competing MCPs but with high MTRs this
was at a cost to their margins, and the analysis was about the effect of lower MTRs
all else being equal. There were many other factors affecting the actual competitive
outcomes observed, but for the purpose of choosing between LRIC and LRIC+, the
proper focus was on the effect of the cost base adopted leaving such other factors to
one side.”™

For the reasons given above, we agree with Ofcom that the proper focus of its analy-
sis was the effect of the cost base adopted leaving other factors that may impact on
the competitiveness of Three, or another smaller network, to one side (see para-
graphs 2.161 to 2.164). It is also our view that it is difficult to draw conclusions, based
on Three’s historic ability to offer competitive rates and its success in competing for
certain types of subscribers, on the potential for the cost standard adopted in setting

%7 \Jodafone NoA, Schedule 2, §3.11.
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symmetric MTRs to distort competition. As Vodafone pointed out, Three had in the
past been allowed to charge higher MTRs. Ofcom said that there were many factors
that could have influenced the competitiveness of Three, and other networks. The
appellants have identified other factors that may have operated to Three’s advantage
such as the lower marginal cost of terminating calls (see paragraph 2.343). Ofcom’s
approach was to attempt to isolate the effects of the cost standard adopted in setting
MTRs.

For the reasons give above, we do not agree with the appellants that Three’s per-
formance could be considered to be inconsistent with Ofcom’s competition concerns.

Three's traffic imbalance

Ofcom said that as a general proposition, it was possible that MCPs with fewer sub-
scribers could achieve a broadly balanced position such that higher outbound call
costs would be offset by higher inbound receipts.?”?

Vodafone and EE argued that Three’s traffic imbalance was a problem of its own
creation and should not therefore be taken into account in considering the cost
standard for determining MCT charges.

EE said that Three’s MTR deficit was a product of its commercial strategy, in particu-
lar its decision to focus on attracting post-pay customers.?”® EE said that Three had
for a number of years chosen to focus on attracting post-pay customers, rather than
pre-pay customers.?’* EE also said that Three was unusual in the UK market in
focusing on post-pay customers and that there was no fundamental reason why
Three should not be able to grow its pre-pay customer base in future.?”

EE also said that Three had conceded that its imbalance was caused by the fact that,
since its launch, it had focused predominantly on attracting high-end, post-pay con-
sumers. Three said that these customers were the most attractive customer group for
MCPs: they were the most profitable; they made monthly contract payments provid-
ing regular guaranteed income; they switched providers far less frequently than pre-
pay customers; and they tended to buy associated services, such as data services.?’®

Vodafone said that there were a number of reasons related to Three’s commercial
strategy that explained why Three had a material interconnection traffic deficit with
other MCPs, notably Three's commercial decision to target predominantly post-pay
subscribers. Vodafone said that there was no reason for Three to be targeting such
subscribers as a result of the fact that it was a smaller operator and MTRs were set
on the basis of LRIC+.2”"

Vodafone explained that Three had been able to charge higher MTRs than other
MCPs since it entered the market which, all else being equal, would mean that the
CLV of any customers it attracted would be higher than for any other MCP. Three’s
strategy had been to use this advantage to offer deep price discounts (price plans
with very large inclusive bundles of minutes) targeted at post-pay subscribers. This
was said to have resulted in Three attracting a disproportionately large number of a

22 Ofcom Statement, Annex A, 8A3.158.
"8 EE NoA, Walker 1 expert report, §151.
7% EE NoA, Walker 1 expert report, §188.
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certain type of post-pay subscribers relative to the other MCPs, with a tendency to
make large volumes of outbound calls within a large contractual bundle.?’

Ofcom responded that it had set out in its Statement why it was profit-maximizing for
Three or other smaller players to try to attract some of the top-end post-pay cus-
tomers and why this created a traffic deficit. [3<]*"

Three said that, in effect, Vodafone contended that because MTRs were set on the
basis of LRIC+, a small MCP should not attempt by competitive tariffs to win high-
end post-pay customers. Such an MCP should confine its attempts to compete within
those parts of the market where it was unlikely to generate a traffic imbalance.?*°

Three also said that in order to be commercially viable it was necessary for a smaller
or new entrant MCP to be able to win all mainstream customer groups, not excluding
high-end post-pay customers. These customers were not just profitable in terms of
high usage, they had other favourable characteristics (eg lower churn and greater
propensity to purchase other products) which made them patrticularly attractive.

It is our view that whether Three’s termination deficit might be regarded as somehow
its own fault, or symptomatic of problems faced by smaller networks, is irrelevant to
the assessment of Ofcom’s retail and market effects. Ofcom observed, in its assess-
ment of the market effects, that the relative advantage that Three had from receipts
on inbound calls did not fully counter its relative disadvantage on outbound calls,”" in
response to the appellants’ argument that smaller networks could use higher termin-
ation revenues to ‘neutralize’ their higher termination costs. For the reasons given
above (see paragraphs 2.180 to 2.208), we do not agree that we can generally
expect smaller networks to be able to use higher termination receipts to offset higher
termination costs. We also considered that if adopting LRIC+ would put a smaller
network with more off-net outbound than inbound calls at a competitive disadvan-
tage, by raising its average net wholesale costs relative to those of larger networks,
this in itself was evidence of the potential for the cost standard adopted to distort
competition. In the light of this conclusion, we do not need to take of view on whether
Three’s MTR deficit was somehow a problem of its own creation.

However, the debate over Three’s strategy is, in our view, illustrative of the more
general point. In particular, our understanding of Ofcom’s arguments is that, whilst
Three may have adopted a strategy that would have avoided a termination deficit, the
result would have been lower market share and profits. One way or another the effect
of LRIC+ based MTRs would be to disadvantage Three—either it could avoid a net
termination deficit but accept lower profitability and market share, or it could seek to
compete for customers who bring with them a traffic imbalance.

Vodafone’s argument that Three’s deficit was a reflection of the incentives created by
asymmetric termination rates was, in our view, also illustrative of the potential for
high termination rates to distort the commercial incentives of MCPs.

MCPs would be able to offer larger bundles with LRIC which would enhance
competition

Vodafone disagreed with Ofcom that lower MTRs would mean that MCPs would be
better able to offer large bundles of calls, particularly smaller MCPs who were at a

278 \sodafone Core Submission, §4.78.
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disadvantage in doing so under high MTRs.?®? Vodafone did not accept that the
provision of large, or larger, bundles of calls would enhance the intensity of compe-
tition, and said that Ofcom had not provided any evidence of this effect with the
exception of Three’s submissions. Vodafone said that its experience was of limited
consumer demand for the largest bundle packages and, where consumers bought
relatively larger bundles, the vast majority tended to stay within their bundle.

We do not consider this to be a key point. That lower MTRs may enable smaller
networks to offer larger bundles was an example of the additional flexibility that lower
termination rates might give networks and, in particular, smaller networks in their
product offering. This is also not, in our view, an unreasonable expectation for Ofcom
to have since lower MTRs would reduce the expected marginal cost of additional
outbound calls for all networks and therefore the incremental cost of, for example,
including more minutes in a bundle, and for smaller networks, this reduction in
marginal cost would be greater.

Relevance of US experience

Vodafone said that the economic literature suggested that below cost MTRs would
lead to off-net retail call prices being below on-net prices.”®® Vodafone noted that in
its Statement Ofcom had said that this result was contradicted by evidence from the
US where there was no evidence of off-net prices being below those on-net.
Vodafone responded that there were economic models in the literature (Berger,
2005) under which a reduction in MTRs led to a dampening of competition without
requiring lower off-net prices than on-net (even under the US Bill & Keep arrange-
ments).

In its Defence Ofcom said that the results in the Berger (2005) paper did not give
strong support for Vodafone’s argument.”®* Ofcom said that the paper contained
limited discussion of the intensity of competition arising from MTRs. Instead, the main
result of the Berger paper was that—under assumptions of (uninternalized) call
externalities and symmetric market share—the jointly profit maximizing (collusive)
and socially optimal access charge (MTR) would be below marginal cost and below
the on-net prices. The paper also suggested that Bill & Keep was welfare improving
compared with cost-based pricing for termination. Ofcom also said that the assump-
tions (eg symmetric market shares) in these models were restrictive and seemed to
be largely driven by the presence of uninternalized call externalities, which Ofcom did
not consider were an important feature of the UK market.

Vodafone said that its general point was that off-net and on-net price differentials
were affected by many factors apart from MTRs, such as the existence of calling
clubs, the need to recover fixed and common costs, etc. This implied that on-net/off-
net price differentials observed in practice would not be expected to mimic the differ-
entials that would arise under simplified academic models, such as the model of
Gans and King. Notwithstanding this, Vodafone said that the implications of the
simplified model were still relevant to understanding the effects associated with
changes in the level of MTRs, as long as the other relevant variables affecting the
on-net/off-net price differentials did not exert a countervailing effect.?®

EE said that US experience was further evidence that the level of termination
charges did not drive on-net/off-net price differentials as mobile termination charges

%82 \1odafone Core Submission, §4.90.3.
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were low in the USA and on-net/off-net price discrimination more prevalent than in
the UK.*%

EE said that Ofcom had missed the main implication of the US tariffs—if consumers
take into account on-net/off-net price differentials this would be likely to influence
what size bundle they bought. The cheapest standard plans in the USA offered
unlimited on-net calls thus, whether a US customer should buy a more expensive
plan with more minutes would depend on the number of off-net minutes the customer
was likely to make.?’

EE said that it was not the case, as Ofcom seemed to be implying, that the cheapest
US plans offered so many off-net minutes that most customers would never buy a
more expensive plan. Ofcom had reported a figure of average usage in the USA of
678 minutes per month. Post-pay plans of the three largest US operators had stan-
dard bundles of 450, 900 minutes and unlimited minutes per month for Verizon and
AT&T; while T-Mobile offered bundles at 500 minutes as well as unlimited minutes.
Thus many, and probably most, US mobile customers would have been better off
paying for a larger plan (say, the Verizon 900-minute plan for $59.99 per month) than
purchasing the cheapest 450-minute plan (for which Verizon charged $39.99 per
month) and being forced to pay punitive out-of-bundle call rates (eg Verizon charged
45 cents per minute for out-of-bundle calls).

It appears to us that the key point that Vodafone and EE sought to make in referring
to US experience was that it provided further evidence that factors other than MTRs
were relevant to the presence, or otherwise, of on-net and off-net price differentials.
Ofcom accepted this to be the case (see paragraph 2.271). This did not therefore
seem to be a matter in dispute. We do not therefore consider these arguments
further.

Ofcom’s market effects are not a valid concern

Vodafone said that the fact that higher MTRs resulted in a higher floor price, by
reference to which MCPs would set retail charges, was not a competition concern.
Ofcom’s argument was said to be equivalent to an argument that an increase in
underlying costs, which must be factored into prices, dampened competition.
Vodafone’s view was that it did not. Vodafone said that across the board increases in
the price of a wholesale input to a retail service would not generally dampen compe-
tition at the wholesale or retail levels of the market. Vodafone added that, if it was
otherwise efficient to set MTRs at LRIC+ levels, then the benchmark by reference to
which the effectiveness of competition was to be judged was one in which retalil
prices reflected such wholesale MCT costs, and such prices could not be said to
‘dampen’ competition.?*®

EE and Telefénica made a similar point.

EE said that one interpretation of Ofcom’s market effect was that by shifting common
cost recovery from termination, retail off-net calls that used termination would be
cheaper to provide and that any resulting price reduction could be considered as an
increase in competition. EE said that reducing MTRs would simply decrease the
costs that are recovered from some services and increase the costs to be recovered
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EE NoA, Walker 1 expert report, 8163, and Core Submission, Walker 3 expert report, 8§131-133.

7 EE Core Submission, Walker 3 expert report, §§132—134.
*%8 Vodafone NoA, §50.6.
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from other services and that this could not be described as a change in the level of
competition.?*®

Telefénica said that Ofcom’s market effects argument was based on a premise that
competition in a market was stronger when prices were lower—even when those
lower prices were driven by lower variable costs. This was said to be an incorrect
premise that did not reflect sound economic principles.?*°

We consider these statements to be an inaccurate and incomplete description of
Ofcom’s market effects argument. Ofcom’s argument is that higher MTRs would
increase the expected marginal cost to a network of an additional outbound call,
which was not disputed, and that the increase in marginal cost would be proportion-
ally greater for smaller networks, which was also not disputed. The competition con-
cern arises because this would weaken the ability of smaller networks to compete on
price with larger networks.

Vodafone also said that the application of a higher floor price would not favour larger
networks. Ofcom was said to have placed emphasis on a concern that,* if MTRs
charges were higher, the differential between on-net and off-net prices would widen,
so that a smaller MCP (whose subscribers generate relatively more off-net than on-
net outbound calls) would incur a higher average outbound call cost. Vodafone con-
sidered this to be misplaced as it considered that higher termination costs for smaller
networks would be ‘neutralized’ by higher receipts. For the reasons given above (see
paragraphs 2.195 to 2.208), we do not accept this argument.

EE said that the gist of Ofcom’s argument was that, if MTRs were based on LRIC,
MCPs might set off-net retail call charges below the level at which they would be set
with MTRs based on LRIC+.%*? EE considered this possibility to be unrealistic given
that current call charges were significantly above the level of current MTRs, and this
was likely to remain the case as MTRs fell as a result of falling costs (including under
LRICH).

In addition, EE said that Ofcom had overlooked that there was an inescapable price
floor to a firm’s pricing, namely its overall cost. EE said that Ofcom’s proposals
simply shifted common cost recovery away from termination to retail services and
increased the price floor to mobile operators’ overall retail pricing as these prices
must recover all of the operators’ common costs. EE said that this would tend to
place an upward pressure on call prices. Ofcom was said to, in effect, have ignored
the waterbed effect.

We do not accept these two EE arguments. For the reasons given in paragraph
2.507, we would expect marginal cost to be a relevant factor for MCPs in determining
their tariff structures. More specifically, and for example, we would expect the
marginal cost to mobile networks of additional calls, which will include the cost of
termination, to be relevant to pricing decisions on, for example, add-ons and bolt-ons
(ie offers that allow additional minutes to be added to existing bundles).

EE said that it was wrong to say that higher MTRs would result in higher marginal
costs that would vary by MCP depending on their traffic balance. EE agreed that the
level of MTR was a marginal cost of an off-net call, but said that all operators would
face the same MTR for off-net calls to another operator’s customers and that the

8 EE Core Submission, Walker 3 expert report, §77 & 78.
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Telefénica Sol, Neil Marshall expert report, 84.17.
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2 EE NoA, §§101 & 103.
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level of MTRs would not lead to differences in the marginal costs of on-net calls
between operators (as MTRs were not paid on on-net calls).?*

We agree with EE that the marginal termination cost of an off-net call would be the
same for all networks and that the on-net cost would not depend on MTRs. However,
it is our view that the expected marginal cost of an additional call would depend on
the network’s traffic balance. A network in estimating the marginal cost of a call
would have an expectation as to the proportion of calls that would be on-net and the
proportion that would be off-net. The higher the proportion of the off-net calls the
higher the expected marginal cost of an additional call. If EE was correct that on-
net/off-net price differentials were now of limited significance, it would be the average
expected marginal cost of additional on- and off-net calls that would be more relevant
to an operator.

Finally Telefénica said there were numerous tariffs that charged a marginal price of
zero for outbound calls, as demonstrated by the proliferation of retail post-pay tariffs
with a large bundle of ‘free any network’ minutes for a fixed monthly fee, and that this
indicated that MTRs did not invariably result in a price floor for outbound calls.?**

We do not accept this argument. We agree that for consumers with bundles the
(short-run) marginal cost to them of making an additional call, as long as they do not
exceed the allowance, would be zero. However, the marginal cost to a network of
additional calls will not be zero and the expected marginal cost to a network of an
additional off-net (and/or on-net) call will be relevant to the design and pricing of
these packages (see paragraphs 2.411 and 2.412 above).

UK market structure

Vodafone argued that the potential significance of the retail and market effects identi-
fied by Ofcom would depend on market structure.?*® Vodafone said that the UK
market was characterized by a non-concentrated distribution of subscribers, among
the MCPs. Using recently available market research information, Vodafone estimated
(applying a simplified assumption that the expected likelihood of making an off-net
call reflects subscriber market shares) that the expected likelihood of a post-pay
subscriber making off-net calls would be: 86 per cent with Three; 89 per cent with
T-Mobile; 81 per cent with Vodafone; and 80 per cent with Orange.

Ofcom responded that it had better data on on-net and off-net traffic which showed
that the proportion of off-net traffic was in fact lower than predicted by simply assum-
ing that each call had an equal chance of being off-net and on-net.”*®* Ofcom also
said that the comparison Vodafone made between networks was erroneous as it
missed out O2 and did not treat T-Mobile and Orange as a combined entity.

Our understanding of Vodafone’s argument was that Three would not be at a dis-
advantage with LRIC+ based MTRs in competing for post-pay customers as the pro-
portion on off-net calls made by these subscribers was unlikely to be particularly high
compared with other networks. For the reasons given by Ofcom, we are not per-
suaded that Vodafone’s analysis provides a reliable basis for drawing such conclu-
sions. Also, as argued by Ofcom, the proportion of on-net calls may reflect efforts by
networks to increase the proportion of on-net calls in response, among other things,
to higher MTRs, a strategy that may not be costless. More importantly, Ofcom’s

293 EE Core Submission, Walker 3 expert report, §138.

294

Telefénica Sol, Neil Marshall expert report, 84.15.
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2% Ofcom Defence, Annex A, §A.304.
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assessment of the competition effects was concerned with the impact of the cost
standard adopted for barriers to entry and growth for any network and not specifically
the impact on Three (see paragraph 2.79).

Vodafone also said that the market structure of the UK’s mobile market reduced
significantly the expected materiality of any potential disadvantage for a smaller
operator from use of LRIC+ given the growing importance of mobile data services
compared with traditional voice services. Vodafone said that data services and their
pricing,?®” which although unaffected by MTRs, were likely to also play a role in
subscription decisions.?®®

We were persuaded by Ofcom’s response®”® that it had to choose between two ex
ante remedies and for that purpose its approach was to isolate and test the hypothe-
sis that lower MTRs were better at promoting competition. Ofcom reiterated therefore
that its assessment was of the competition effects of MTRs all else being equal.

Vodafone's simulation model*®

Vodafone argued that Ofcom had not given any weight to a potential dampening
competition effect from moving from LRIC+ to LRIC. Vodafone explained that MTRs
set above LRIC could create TMNE effects such that, all other things being equal, it
would have been more valuable to the subscriber to be connected to the larger
network.

Vodafone used a simulation model to assess the impact of the reduction in MTRs
from 1.61ppm to 0.69ppm.*** In particular, Vodafone said that the purpose of the
model was to seek to estimate the materiality of the specific dampening effect on
competition of lower MTRs.

Vodafone said that model was based on a differentiated Bertrand competition model.
Vodafone said that it calibrated the model for a typical current post-pay customer,
who made around 160 minutes of MTM calls and 50 minutes of MTF calls per month.
Call demand was assumed to have a constant price elasticity of —0.3. Vodafone had
assumed that competition intensity was sufficient to generate operating profits which
just covered fixed and common costs with call charges set on the basis of current
MTRs. Vodafone compared two scenarios: one with MTRs set at 4.3ppm and one
with MTRs set at 1.84ppm. Vodafone modelled these scenarios for a symmetric
network, with two equal-sized operators, and for asymmetric networks, with equilib-
rium market shares of 60:40 per cent with MTRs set at 4.3ppm.

Vodafone said that its simulations indicated that the intensity of competition effect
would outweigh the benefit to consumers of lower call charges. Vodafone found that
reducing MTRs from 4.3ppm to 1.84ppm (equivalent reduction today, of moving from
1.61ppm to 0.69ppm in 2014/15) led to a reduction in consumer surplus as a result of
this competition effect of around £1.75 per post-pay subscriber per month. With

33 million post-pay subscribers, this was equivalent to a cost of around £700 million
a year. The equilibrium market share of the smaller network increased by 0.35 per
cent with the reduction in MTRs.

27 \Jodafone NoA, Schedule 2, §2.41.
%8 \Jodafone NoA, Schedule 2, §2.44.
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precise calibration of the model, but that they provided an indication that the detri-
mental impact of lower MTRs on the intensity of competition might be material. In
particular, Vodafone said the indication here was that consumer surplus could be
significantly reduced by a 57 per cent reduction in MTRs, while the benefit to smaller
networks of reducing the impact of the TMNE effect would be very small.

Ofcom responded that Vodafone had not explained many of the assumptions made
and that it could therefore provide only limited comments on Vodafone’s simulation
model at that stage.**? Ofcom said that it appeared that the model was based on
restrictive assumptions and a particular model of competition that was unlikely to
exist in practice. Therefore, Ofcom was not persuaded that any weight should be
placed on it. Ofcom gave the following examples:

(a) Ofcom said that it was not clear what assumptions had been made regarding the
impact of on-net/off-net price differentials on the intensity of competition and the
mechanism by which this affected subscription charges;

(b) Vodafone used a call price elasticity of —0.3 which appeared to be an industry-
wide elasticity estimate. Ofcom noted that a number of industry commentators
considered that it could be higher; and

(c) Ofcom considered that neither of the two scenarios were particularly realistic
given O2’'s and EE’s market shares vis-a-vis Three and other smaller operators.

Vodafone in turn responded that:3*

(a) The assumptions used to generate the results had been set out in Annex 3 to
Schedule 2 of Vodafone’s NoA. These included the form of competition assumed,
the market shares of the different operators, and all the assumptions made about
the inputs in order to calibrate the model so that it mimicked, to the extent poss-
ible, the situation in the UK market.

(b) The simulation model was not intended to provide a complete and accurate
description of all the potential impacts that lowering MTRs could be expected to
have on the intensity of competition. The purpose was to seek to estimate the
materiality of a specific dampening effect on competition from lower MTRS, using
a ‘standard’ competition model calibrated to reflect the current levels of MTRs in
the UK, and the proposals of Ofcom. The results indicated that this effect could
be material. None of Ofcom'’s criticisms were said to have addressed this point.

(c) Ofcom itself used a similar modelling exercise to examine the potential effects of
different level of MTRs on different consumer segments. Most if not all of the
models used in the economic literature assumed two operators, as this was
typically considered sufficient to capture most of the key features that the analy-
sis sought to evaluate.

(d) Ofcom had not attempted to provide even an indicative or illustrative estimate of
the potential effect of the alleged competition effects it had identified.

We agree with Ofcom that Vodafone had not provided sufficient documentation of the
model. Vodafone provided only a brief description of the purpose of the model, its
approach and inputs, as set out above, in Annex 3 to its NoA Schedule 2. Following

%2 Ofcom Defence, Annex A, 8A.333.
%3 \yodafone Core Submission §4.93.
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its bilateral hearing, Vodafone provided a copy of the spreadsheet but no further
documentation of the assumptions and formula. We do not have a sufficient under-
standing of the model to allow us to make an independent assessment of the results.

In addition, these countervailing effects require there to be on-net/off-net retail price
differentials. Vodafone did not say what assumptions were made in the model on
current or future differentials, or the basis for these assumptions.*** In response to
the CC’s provisional determination, Vodafone said that the model sought to evaluate
a specific competition dampening effect under the same assumptions underlying
Ofcom'’s retail effects which included an assumption that on-net/off-net price differen-
tials existed. The same assumptions were said to underpin Vodafone’s simulation
model.*®® Vodafone did not say, however, what figures it attached to an assumption
that there were such differentials and what the source of these inputs was.

Finally, Vodafone used this model to estimate the size of the positive competition
effect identified in the economic literature associated with setting MTRs above LRIC
(the TMNE effects). We considered the appellants’ arguments in relation to this
literature above in paragraphs 2.95 to 2.151. We conclude that we are not persuaded
by Vodafone’s argument that a clear conclusion of the literature is that the competi-
tive effects identified by Ofcom must be balanced against otherwise pro-competitive
effects of higher MTRs.

For the reasons set out in paragraphs 2.445 to 2.447, we consider that we cannot
attach much weight to the results of Vodafone’s simulation model.

Effect of lower MTRs on switching costs

EE argued that, to the extent subscription and upfront charges were raised above the
marginal cost of subscriber acquisition (to recover a greater share of common costs),
then switching costs would increase and this could reduce the level of churn®® in the
market. This would mean that the level of switching would be expected to fall below
the efficient level.*”’

Ofcom responded that consumers’ switching decisions will be a balance between
switching costs on one side and the difference in benefits between different offers on
the other side. Ofcom said that it was not immediately obvious why the absolute level
of fixed charges (subscription and upfront charges) should be relevant to the level of
switching.3®

It is our view that EE did not demonstrate that an effect of setting MTRs by reference
to LRIC, rather than LRIC+, would be an increase in up-front charges that would be
above marginal cost. In addition, for mobile subscribers who make more calls than
they receive an effect of a reduction in MTRs would be an increase their CLV (see
paragraph 2.76). For these customers the effect of setting MTRs at LRIC could be a
reduction in switching costs.

% Core Submission, §4.71.
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Vodafone response to CC's provisional determination, 84.9.

%% The churn rate is the percentage of subscribers in a given time period that cease to use a company’s services for one
reason or other.

%7 EE NoA, §133 and Walker expert report, §211.

%% Ofcom Defence, Annex A, §8A.334 & A.335.
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Ofcom failed to make a link between competition effects and welfare®®

Vodafone argued that Ofcom had failed to set out any clear explanation of the link
between the competition effects it had identified and consumer welfare.

Vodafone said that even if Ofcom was correct that LRIC+ based MTRs would dis-
advantage smaller MCPs, removing this disadvantage would be justified only if it led
to a consumer welfare increase in the long term. This was said to be quite important
as setting MTRs based on LRIC+, rather than LRIC, could be considered economic-
ally more efficient, both on static (allocative) and dynamic efficiency grounds, and
lower MTRs could be expected to have a dampening effect on competition for mobile
subscribers.?*°

Vodafone also said that any potential competition strengthening effect through the
assistance of smaller MCPs needed to be put in the context of the level of compe-
tition that currently existed in the UK market. Vodafone noted that both Ofcom and
the European Commission had recently concluded that the UK mobile market was
competitive. Vodafone said that to depart from the use of a LRIC+ standard to set
MTRs in what was arguably one of the most competitive mobile markets internation-
ally could be justified only if the alleged positive effect from the use of LRIC on
smaller MCPs could be expected with a very high degree of certainty to lead to better
outcomes for consumers. Vodafone considered that Ofcom’s analysis and evidence
fell a long way short of establishing this.

Ofcom responded that a reduction of competition in a market with four large players
and very high barriers to entry and growth would, almost by definition, lead to con-
sumer detriment.*'* Ofcom said that there was an obvious implicit link to consumer
welfare based on its assessment of the impact high MTRs would have on the
intensity of competition and prices.

Ofcom also said that its principal statutory duty was to further the interests of con-
sumers in relevant markets, where appropriate by promoting competition. Ofcom said
that its conclusions showed that it attached weight to the competition effects and that
moving to LRIC conferred the greater benefits on consumers. It submitted that this
explanation was both clear and cogent.

Vodafone in turn responded that Ofcom had only examined the relationship between
MTRs and the position of Three.**? Ofcom had not examined the relationship
between MTRs and the intensity of competition between MCPs more generally.
Vodafone said that the argument that lower MTRs could be expected to provide
incentives for MCPs to price off-net MTM calls at a lower level provided no proof that
lower MTRs were beneficial to competition overall, or that they could be expected to
lead to lower mobile prices overall.

We do not agree with Vodafone’s suggestion that the benefits to be had from promot-
ing competition by removing any disadvantage to smaller MCPs from setting LRIC+
based MTRs were uncertain when Ofcom and the EC had agreed that the UK mobile
industry was already competitive. That the market was competitive does not, in our
view, preclude the possibility that it could have been more competitive. As Ofcom
noted, this remains an industry with four networks and characterized by high barriers

%9 \yodafone NoA, Schedule 2, section 6, and Core Submission, §4.95.
%10 \yodafone NoA, Schedule 2, §6.2.

¥ Ofcom Defence, §§249 & 340-342.

%12 yodafone Core Submission, §4.95.
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to entry and growth, and adopting a LRIC+ cost standard had the potential to put one
of these networks at a competitive disadvantage.

Furthermore, as explained in paragraphs 2.157 to 2.159, we do not accept
Vodafone’s argument that Ofcom erred in focusing its analysis of the competitive
effects of the cost standard adopted on the potential for higher MTRs to create
barriers to entry and growth.

In addition, Vodafone’s argument relied on there being other reasons why higher
MTRs would benefit customers which would be weighed against the benefits to
competition identified by Ofcom (see paragraph 2.453). In particular, Vodafone said
that higher MTRs would be more economically efficient on allocative and dynamic
efficiency grounds. Our findings on allocative efficiency and dynamic efficiency are
set out in paragraphs 2.823 and 2.842 respectively. We have found that Vodafone
and EE have not established that LRIC+ is preferable to LRIC on either of these
grounds. As a result we do not agree with the premise to Vodafone’s argument on
the link between competition benefits and consumer welfare.

For these reasons we do not accept Vodafone’s argument that Ofcom erred in failing
to make a link between the competition benefits it identified and consumer welfare.

Overall materiality of the competition effects identified by Ofcom

We turn now to consider the fifth and final set of arguments identified in paragraph
2.94 above. Vodafone and EE argued that the competition effects identified by
Ofcom are immaterial. Ofcom did not accept this.

Vodafone said that the tariffs observed in the market did not bear out Ofcom’s
concern.**® Vodafone said that the difference between retail charges for on-net and
off-net calls had diminished over time, and the significance of any disadvantage
which, for example, Three might have suffered as a smaller MCP was de minimis.
Three was also said to have offered tariffs that implied lower average call prices than
Vodafone.

EE considered that LRIC+ based MTRs would not generate any material adverse
competition effects and, on the contrary, it would have been more likely that compe-
tition would be dampened by basing MTRs on LRIC.3*

In its Defence Ofcom responded that it did not consider the competition effects identi-
fied to be immaterial.**® In particular, Ofcom said:

(a) the competition effects served to reinforce each other. These effects appeared to
have had an impact on competition historically—as evidenced by Three’s
experiences and its willingness to argue for lower MTRs, despite the loss of FTM
MCT revenues that would result;

(b) the evidence was that—either in anticipation of or as a result of lower MTRs—
smaller MCPs and FCPs had already been able to offer more competitive retalil
packages;

(c) [&]; and

%13 \yodafone NoA, §50.3.
%4 EE NoA, Walker 1 expert report, §135.
%15 Ofcom Defence, Annex A, 8A.343.
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(d) a move to LRIC+ would reduce the materiality of, but not eliminate, these compe-
tition effects. Those effects would, however, be eliminated (or very substantially
reduced) if MTRs were set at LRIC. If LRIC+ rates were to be set at a higher level
as EE and Vodafone argue for, the unresolved competition effects would be
correspondingly more significant.

We consider that the appellants’ arguments on materiality are best considered
together with their substantive arguments. We set out above our assessment of the
arguments that we consider to be most important to the appellants’ cases. In
summary, we consider these to be (see paragraphs 2.92 and 2.94): that Ofcom did
not properly take into account the results of the economic literature which indicated
that a lower termination rate would dampen competition; that smaller networks would
not be disadvantaged by higher MTRs as they would receive, as well as pay, higher
termination charges on a higher proportion of calls; that on-net/off-net price differen-
tials were no longer a significant feature of the UK market; and that Ofcom’s assess-
ment of the impact that LRIC+ based MTRs would have on competition for different
customer segments was flawed.

For the reasons given above (see paragraphs 2.95 to 2.363), we do not agree with
the appellants on these points. In the light of these conclusions, we are also of the
view that the appellants have not shown that the positive competition effects of
setting MCT charges at LRIC, rather than LRIC+, were immaterial.

Assessment of the competition effects between fixed and mobile networks

Introduction

2.468

2.469

2.470

2471

Ofcom concluded that there was some competitive interaction between FCPs and
MCPs, and that adoption of LRIC would reduce the competitive impact of the current
difference between MTRs and FTRs.?'°

Ofcom said that using LRIC for MTRs would reduce substantially the current absolute
asymmetry of MTRs and FTRs and hence any competitive distortions between
mobile and fixed networks that arose from asymmetries in mark-ups would be
reduced. Setting MTRs to LRIC would remove any mark-up on MTRs but a small
mark-up would remain on FTRs. Ofcom noted that LRIC may in future also be
applied to FTRs.*"’

Ofcom said that the argument might be less clear-cut if examined from a demand-
side perspective. Ofcom said that common costs in both types of networks might still
be more efficiently recovered via a fixed fee rather than a traffic-related fee, but that
this left open the question as to from which side of the market should fixed and
common costs be recovered. Ofcom said it may have been more efficient to do so
from the retail side where price discrimination was easier to implement.?*8

EE and Vodafone challenged this conclusion and reasoning. BT intervened in sup-
port of Ofcom. In this section we first summarize the arguments made by Vodafone
and EE in their Notices of Appeal and Core Submissions, by Ofcom in its Defence
and by BT in its Sol (in support of Ofcom) (see paragraphs 2.472 to 2.483); we then
set out our understanding of the areas of dispute (see paragraphs 2.484); and finally
we give our assessment (see paragraphs 2.486 to 2.516).

%6 Ofcom Statement, Annex 3, 8A3.255.
817 Ofcom Statement, Annex 3, §§A3.250 & A3.251.
8 Ofcom Statement, Annex 3, §A3.250.
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Summary of the arguments
Appellants’ arguments
e EE
2.472 EE argued that Ofcom’s approach was flawed for the following reasons:**°

(a) Mobile services offered additional functionality compared with fixed services—a
user could call someone who is on the move—the cost of which should be taken
into account.

(b) The cost drivers of the two types of network were different. The costs of a fixed
network increased when additional subscribers joined the network, but were not
affected by the number of calls made to fixed subscribers. In contrast, a propor-
tion of mobile network costs must have been incurred in order to have offered a
viable mobile network, regardless of the number of subscribers and further incre-
ments to capacity will be driven by call volumes.

(c) Ofcom’s proposition that competition at the retail level may have been distorted if
the prices paid for the two different wholesale services of fixed and mobile
termination were not the same was misconceived: different levels of charges for
different wholesale services would not distort competition if they were cost based.

(d) Ofcom’s concern about the contributions from FTM and MTF calls was actually
an argument in favour of LRIC+. If all the common costs of mobile networks were
recovered in retail charges and MTRs were based on LRIC, then MTF calls would
be priced higher than FTM calls. This would be an odd outcome given that the
cost of the two types of call was essentially the same.

(e) Ofcom overlooked the efficiency reasons for the current structure of prices:

(i) The cost of the fixed access network, ie local loops, was recovered in fixed
(line rental) charges because the cost of the local loop did not vary with the
number of calls carried over it. This was different from mobile networks where
carrying a larger number of calls required more spectrum or sites or, where
these were limited, created an opportunity cost in terms of capacity not being
available for other callers and services. The cost of the mobile access net-
work, unlike the fixed access network, should efficiently have been recovered
in mobile termination charges as there was a traffic-related cost to the use of
the mobile access network. Prices should not have been equalized where
there were differences in the efficient structure of costs being recovered. To
do so would have harmed efficiency and overall welfare.

(i) Allowing FTM callers to ‘free-ride’ on the investments of mobile networks,
thereby forcing up the price of MTF calls (and mobile calls more generally),
was likely to lead to an inefficient over-consumption of FTM calls and an
inefficient under-consumption of mobile calls, including MTF calls.

2.473 Finally EE said that Ofcom had emphasized that there may have been some com-
petitive interaction between mobile and fixed services, but the fact that the two ser-

%1% EE NoA, §§120-124.
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vices were not sufficiently close substitutes to warrant inclusion in the same product
market would tend to mute any effect on competition between MCPs and FCPs.?°

e Vodafone

Vodafone argued that Ofcom’s analysis started from a false premise that the costs of
coverage in a mobile network were the equivalent to the costs of access in a fixed
network, and that it would therefore have been efficient for such costs to be recov-
ered from mobile customers, and not from other operators, as in fixed termination.
Vodafone said that it was the end customer’s decision to connect to the fixed
networks which caused the fixed networks to incur the costs of the access network
and that it was efficient that the line rental recovered the cost of accessing the
network from the final customers.®?*

Vodafone said that there was no such thing as an access network in mobile tel-
ephony, since there were no network elements exclusively dedicated to the provision
of an access service to a mobile customer. What BT and Ofcom considered to be the
access network for mobile services (eg the coverage network) was a common cost
between termination and origination services, and as a result it was in general
efficient for it to be recovered from the charges of both services.?*?

Vodafone also said that fixed subscribers, just like mobile subscribers, would have
benefited from being able to reach any mobile subscriber wherever they were as a
result of the existence of the mobile radio access network, and as such there was no
reason for such subscribers to have made no contribution to the recovery of the fixed
and common costs of the mobile network.?#

For these reasons, Vodafone considered that it was economically efficient for MTRs
to have made a contribution to the recovery of fixed and common costs from all
subscribers, both fixed and mobile.*** In addition, Vodafone said that whilst Ofcom
alleged that there may have been some overlap in competition between FCPs and
MCPs, it had failed to provide compelling evidence to support its claim about the
extent of competition between communications providers that continued to operate in
separate markets or to have provided any indication of the materiality of any potential
distortion.

Ofcom'’s Defence

Ofcom said that there were substantial differences in the mark-ups on traffic-related
FTRs and MTRs.*?®> Under LRIC, fixed callers made no contribution to the coverage
costs of a mobile network, but they did make a contribution to the access network
costs (to the extent these were driven by incremental terminating traffic). This was
not distortive as it was related to the costs incurred at the margin of providing that
service.

Ofcom said that the argument boiled down to the question of whether a portion of the
traffic-invariant (coverage) costs of a mobile network should only be charged to

mobile users (LRIC) or to mobile users and fixed callers to mobile users (LRIC+).3%

0 EE NoA, §§120-124.

21 \yodafone NoA, Schedule 2, §5.4.
%22 \jodafone NoA, Schedule 2, §5.7.
%23 \yodafone NoA, Schedule 2, §5.9.
24 \yodafone NoA, Schedule 2, §5.10.
%25 Ofcom Defence, Annex A, 8§A.337.
%% Ofcom Defence, Annex A, 8A.338.
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Ofcom said that the answer to this question was not simple. While the distributional
effect and the commercial impact on different MCPs and FCPs was clear and LRIC
allowed greater competition between MCPs and FCPs, the efficiency assessment
was complex as it depended on the pass-through of lower (or higher) revenues for
the different MCPs (and FCPs). Ofcom’s view was that given the complexity of the
assessment and the uncertain impact on efficiency, this was a factor that should be
accorded less weight in the overall assessment than factors whose effect was more
clear-cut.

2.480 In relation to the competition between FCPs and MCPs, Ofcom said that it provided
detailed evidence about fixed/mobile competitive interactions, including the fact that
the markets were converging, considerations from its fixed retail narrowband market
review on those interactions, and references to the Recommendation where the
potential for such distortions was discussed.**’

BT

2.481 BT said that LRIC+ based MTRs would offend the principle of technological neutrality
and distort competition,*?® since it would have required fixed customers to contribute
to the mobile networks’ access network costs, even though mobile customers made
no contribution to the fixed operators’ access network costs.

2.482 BT said that all communications networks comprised access and core elements:**°

the access network enabled customers to connect to the network so that they could

make or receive calls, and the core network switched the calls and transmitted them
to the access network of the called party. The fixed access network used a copper-
based technology while the mobile access network used a radio-based technology
but they served the same technical and economic function in that they enabled
customers to access the network.

2.483 BT also said that fixed access costs had always been completely excluded from the
calculation of fixed termination rates (which instead covered just the costs of carrying
calls across the core network plus a contribution to the administration costs directly
incurred to support wholesale customers).** If Ofcom had opted for LRIC+ it would
have allowed the continuation of a regime whereby fixed customers bore the whole
cost of the fixed access network and made a contribution towards the cost of the
mobile access network, while mobile customers made no contribution to the cost of
the fixed access network and enjoyed access to the mobile network that was
subsidized by fixed customers.

Our assessment

2.484 We consider that the arguments made by the appellants are concerned with the
following:

(a) the evidence on the extent of competition between mobile and fixed networks and
therefore the potential for MTRs to distort competition (see paragraphs 2.473 and
2.477);

27 ofcom Defence, Annex A, 8A.339.
%28 BT Sol, §14.
%9 BT Sol, §15.
%0 BT Sol, §16.
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(b) whether it was correct to consider the mobile coverage network as comparable or
equivalent to the fixed access network and, therefore, whether it was reasonable
for FTM calls to contribute to mobile network coverage costs when MTF calls did
not contribute to fixed access network costs (see paragraphs 2.472(b), 2.474 and
2.475);

(c) whether LRIC+ based MTRs would result in mobile and fixed retail call prices that
were more cost reflective as a move to LRIC would result in higher retail prices
for MTF calls than FTM calls when the costs of these two types of call were
essentially the same (see paragraphs 2.472(c) and 2.472(d)); and

(d) whether there were demand-side reasons for FTM calls to have contributed to the
coverage costs of mobile networks. This includes the argument that mobiles
offered an additional functionality that came at a cost from which callers from
fixed lines benefited (see paragraphs 2.472(e) and 2.476).

We consider each of these points in turn below.

The extent of competition between fixed and mobile networks

Vodafone said that whilst Ofcom alleged that there may have been some overlap in
competition between FCPs and MCPs,**! it had failed to provide compelling evidence
to support its claim about the extent of competition between communications pro-
viders that continued to operate in separate markets or to provide any indication of
the materiality of any potential distortion.

EE made a similar point. EE said that the fact that the two services were not suf-
ficiently close substitutes to warrant inclusion in the same product market would have
tended to mute any effect on competition between MCPs and FCPs.3*

Ofcom said that market definition was an exercise to frame an assessment of market
power and to identify circumstances where ex-ante regulation may have been
necessary.*® A finding of services being in separate markets did not preclude some
material degree of competitive interaction between the markets. It only meant that the
degree of constraint was insufficient to include fixed and mobile services in the same
economic markets.

In its Statement Ofcom explained®* that in its Fixed Retail Narrowband Market
Review it had recognized increasing competition for fixed and mobile calls, such that
for many consumers the two services could have been substitutes, but had remained
of the view that the relevant economic market was for fixed calls and that the market
definition should not be extended to include mobile calls. Ofcom referred to the
following statement in the review:

With 79% of UK consumers having both mobile and fixed line access
most consumers clearly have a degree of choice as to whether to make
a call on their fixed line or mobile. Although there will be circumstances
where consumers can either only use a mobile or landline or where they
have a strong preference for using one over the other, in general mobile
and fixed calls are substitutable for each other.

1 odafone NoA, Schedule 2, §5.9.
%2 EE NoA, §§120-124.
%3 Ofcom Statement, Annex 3, §A3.242.
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2.490 Ofcom also referred to the statement in this market review ‘it is also clear from the
evidence that the degree of substitution between mobile and fixed calls varies con-
siderably depending on the nature of the mobile contract and the nature of the calls
made’. Given some uncertainty and variation between consumers, Ofcom concluded
that:

We consider that it is appropriate to take a conservative view of the
market boundaries. As discussed in the introduction, the purpose of
market definitions is mainly to support analysis of market power. The
exclusion of mobile calls from the market sets a higher hurdle, in any
analysis, in establishing that that market is effectively competitive. This
strengthens the robustness of our finding of no SMP for the UK (exclud-
ing Hull).

2.491 We agree with Ofcom that the exercise of defining economic markets was carried out
for the specific purpose of framing an assessment of market power. It is, in our view,
incorrect to suggest that a conclusion that mobile and fixed networks comprise
separate economic markets implies a degree of competitive interaction between the
providers of fixed and mobile network services that is so limited that we would not be
concerned about the impact of the cost standard adopted on this competition. It only
suggested that the extent of competition was not sufficient for the two products to
have been included in the same market. In particular, it did not suggest that from the
consumer’s perspective there was no substitutability between fixed and mobile
services.

2.492 We do not accept that Ofcom failed to provide evidence in support of its conclusions
on the extent of competition between fixed and mobile services. In its Statement
Ofcom referred to the following:3*®

(a) Evidence of technological convergence, for example, MCPs increasingly employ-
ing fixed technologies to terminate mobile calls, and convergence in business
models such as C&W'’s Fixed Mobile Convergence service that competes for
fixed voice consumers using mobile voice technology.

(b) BT’s submissions that the relative prices of calls from fixed and mobiles had
some bearing on consumers’ choice of service. In particular:

(i) Customers who have made a mobile call were often within easy reach of a
fixed line and so the two types of call may have been direct substitutes.

(i) The decline in fixed geographic calls and the increase in mobile calls and
mobile-only households suggested that consumers were also making choices
between the two technologies.

(c) Ofcom’s September 2009 statement in the Fixed Retail Narrowband Market
Review in which it recognized that for many consumers fixed and mobile services
could have been substitutes.

(d) The Recommendation which discussed the potential for competitive distortions
between MCPs and FCPs.

% Ofcom Statement, Annex 3, §8A3.243—-A3.246.
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It is our view that Vodafone did not explain why it considered this evidence to be in-
sufficient for Ofcom to conclude that there was some competitive interaction between
mobile and fixed networks and that this was increasing.

Whether the mobile coverage network was comparable to the fixed access network

Vodafone said (see paragraph 2.474) that Ofcom’s analysis started from a false
premise that the costs of coverage for a mobile network were equivalent to the costs
of access for a fixed network. Vodafone also said (see paragraph 2.474 and 2.475)
that there were good reasons, related to the different cost drivers for fixed and mobile
networks, why the costs of the fixed access networks were efficiently recovered from
line rental and the costs of the mobile coverage networks should in part be recovered
from MTRs.

It appears to us that the argument that the mobile coverage network should have
been considered as equivalent to the fixed access network was made by BT and not
Ofcom (see paragraph 2.482). Ofcom said that the adoption of LRIC for MTRs would
reduce concerns related to the different treatment of the recovery of common costs
between fixed and mobile services.*** Ofcom also said that there were concerns
arising from the fact that MCPs recovered the common cost of the access network as
a mark-up on MTRs from mobile and fixed subscribers whereas FTRs had not
included a common cost mark-up for the access network. Ofcom did not, however,
argue that mobile access (or coverage) networks should be regarded as comparable
to the fixed access network.

Ofcom also recognized that the cost drivers for these elements of fixed and mobile
networks were different and that this would have implications for the efficient
recovery of these costs.**’ Ofcom said that coverage costs had not existed in fixed
networks and that in mobile networks coverage was a significant cost-driver.

Ofcom also noted that adopting a LRIC cost standard for MTRs would not result in
fixed-line users making no contribution to the costs of the radio access network.**®
Rather under LRIC while callers from fixed networks would make no contribution to
the coverage costs of a mobile network, they would make a contribution to the radio
access network costs driven by the incremental (terminating) traffic.

Ofcom’s concern was that there were substantial differences in the mark-up on incre-
mental costs between fixed and mobile termination rates and the potential for this to
distort competition between fixed and mobile networks.**® Ofcom explained in its
consultation document that high MTRs might impact on competition between fixed
and mobile networks as they would transfer resources from the fixed to the mobile
sector and that given already strong competition for at least some call types, for at
least some consumer groups,®* the adoption of LRIC would reduce its concerns in
relation to this transfer of resources.

Ofcom also suggested that LRIC-based MTRs would have been more cost reflective.
In particular,*** Ofcom said that under LRIC, whilst fixed callers made no contribution
to the coverage costs of a mobile network, this was not distortive as it related to the
costs incurred at the margin of providing that service.
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In summary, it is our view that, contrary to Vodafone’s argument, Ofcom’s reasoning
in relation to the effects on competition between fixed and mobile networks of LRIC+,
compared with LRIC, based MTRs was not based on a view that the mobile coverage
networks and fixed access networks were equivalent. Rather, it appears to us that
Ofcom’s argument was a more general one that LRIC+ based MTRs would have
included a substantial mark-up on incremental costs whereas this mark-up was small
with current FTRs, and that this would result in a transfer of resources from fixed to
mobile networks. It was also Ofcom’s view that adopting a LRIC cost standard would
result in differences between MTRs and FTRs that were more cost reflective.

Implications of the cost standard adopted for FTM vs MTF retail call prices

EE referred to the statement in Ofcom’s Statement that FTM calls made a larger
(ppm) contribution to network costs than MTF calls and that a move to LRIC would
have reduced the asymmetry in absolute levels between MTRs and FTRs.**? EE said
that this was a very odd argument as competition would have been welfare-
enhancing where fixed and mobile services competed based on their respective
characteristics and costs.**® EE said that cost reflective MTRs should have been
above cost reflective FTRs and it would be economically inefficient to set them at the
same level. EE suggested that it was Ofcom’s position that it would have been
desir%‘lale on competition grounds for MTRs and FTRs to have been set at the same
level.

We do not accept EE’s presentation of Ofcom’s position. In particular, that efficiency
would have required mobile and fixed termination charges to have been the same is
not our understanding of Ofcom’s position. We consider that a more detailed reading
of Ofcom’s reasoning, as set out in its Statement and Defence, suggests that
Ofcom’s concerns arose from differences between MTRs and FTRs that were the
result of differences in the mark-up on incremental costs.**

EE also said**® that Ofcom’s concern about the contributions from FTM and MTF
calls was actually an argument in favour of LRIC+. EE said that if all the common
costs of mobile networks were recovered in retail charges and MTRs were based on
LRIC, then MTF calls would be priced higher than FTM calls. This was said to be an
odd outcome given that the cost of the two types of call were essentially the same.

EE developed its point using a simple model with one mobile network and one fixed
network.**’ The model assumed the same marginal cost for all MTM, FTF, FTM or
MTF calls. EE explained that under LRIC each network would have to recover all of
its common costs from its own retail charges and, as a result, the mobile network
would have to load all of its common cost recovery on to MTM and MTF calls. In this
model, with LRIC, the price for an FTM call was half that of a MTF call. EE said that
this was because fixed users free-ride on the significant investment costs of providing
a mobile network (despite gaining the benefit of it when making the call). Based on
the results of this model EE said that with LRIC+ retail prices for MTF and FTM calls
would be the same and that a move to LRIC would result in MTF retail call prices that
were higher than those for FTM calls.

%2 EE NoA, Walker 1 expert report, §199.

%3 EE NoA, Walker 1 expert report, §201.

%4 EE NoA, Walker 1 expert report, §200.

5 Ofcom’s Statement, Annex 3, §§A3.250 & A3.251.
%° EE NoA, §123.

%7 EE NoA, Walker 1 expert report, §§199-207.
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We note that in the EE model MTF and FTM calls made a greater contribution to
common cost recovery than MTM calls. In the model MTF (and FTM) calls made the
same contribution as an MTM call to the mobile network common costs and, in
addition, a contribution to the fixed network common costs. Given that EE set the
marginal costs of these calls to be the same, this suggested a larger mark-up on
marginal cost, for example, for MTF calls than MTM calls. EE did not explain why this
would be desirable.

We consider EE’s model to be overly simplistic. The model assumed that all common
costs were recovered from wholesale and retail call charges (with LRIC+) or just
retail call charges (with LRIC), on a per call basis. This would not necessarily be the
case. Common costs may also have been recovered from fixed charges eg fixed fees
for packages of services or minutes. In particular, the EE model assumed that an
originating network would set the retail price for a call to be equal to the marginal
network cost (in the case of an FTM or an MTF call this was the sum of the marginal
cost to both the fixed and mobile networks) plus any contributions to common costs.
For example, with LRIC+ based MTRs the price of each MTF call for a mobile user
was 2.5, consisting of: 1 (the incremental cost incurred by the mobile and fixed
networks) + 1.2 (contribution towards mobile common costs) + 0.3 (contribution
towards fixed common costs). The price of each FTM call was also 2.5. This does
not, in our view, adequately reflect the complexity of the structure of charges for
mobile services particularly for post-pay customers.

Where a network charges a two-part tariff, we would expect the marginal cost to a
network of an additional call made by a subscriber to be a factor in determining the
structure of a charge. In EE’s model the marginal cost faced by a mobile network of
an additional MTF call would be lower than that faced by a fixed network for an
additional FTM call. In particular, the marginal cost faced by the mobile network for
an additional MTF call would be its own marginal network cost plus the FTR. If the
FTR was the sum of the fixed network’s marginal cost and a contribution to fixed
common costs, then the marginal cost faced by the mobile network for an MTF call
would be the total network marginal costs plus a contribution to fixed network
common costs. This would be 1.3 in the EE model. With LRIC+ based MTRs, the
marginal cost faced by the fixed operator for a FTM call would be higher, 2.2 in the
EE model. For this reason alone we do not accept EE’s claim, illustrated using its
model, that LRIC+ based MTRs would result in the same retail call charges for FTM
and MTF calls.

In addition, EE assumed that all call minutes by all subscribers would make the same
contribution to common costs. We also consider this to be unrealistic. In practice,
given that customers differ in their characteristics and preferences, we would expect
networks to differentiate their retail offers accordingly.

Neither do we accept EE’s suggestion that LRIC+ based MTRs would be more cost
reflective (see paragraph 2.503). In EE’s model, with LRIC+ based MTRs, the differ-
ence between the marginal cost faced by a mobile network of an additional MTF call
(1.3 in EE’s model) and the marginal cost faced by a fixed network of an additional
FTM call (2.2 in EE’s model) did not reflect any difference in the incremental costs
incurred in handling these calls. In EE’s model the marginal cost of these calls was
the same, but LRIC+ based MTRs would result in fixed networks facing a higher
marginal cost of an additional FTM call than a mobile network would have faced for
an additional MTF call.
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Finally EE said that rather than allowing for greater competition between MCPs and
FCPs, adopting LRIC would weaken competition.?*® EE noted that currently mobile
call prices were higher than those for fixed retail calls. EE said that this model
demonstrated that adopting LRIC would lead to an increase in mobile call prices and
reduce the competitive pressure imposed on fixed call prices from mobile services.

This conclusion was based on the results of the EE model which we consider to be
flawed for the reasons given above. We also consider that it is difficult to predict the
impact of the cost standard adopted on the relative charges for mobile and fixed
services. We agree that adopting a LRIC cost standard could for some customers
result in an increase in the average cost of mobile services relative to the average
cost of fixed line services. However, although the average cost of mobile and fixed
services may be relevant to competition for subscribers, for people who subscribe to
both the impact of the cost standard adopted on the marginal cost of making more
calls may be more relevant to the substitutability of these services. In our view, it is
not clear that a reduction in MTRs would lead to an increase in the retail cost of an
additional mobile call relative to the cost of an additional fixed line call. This is
because lower MTRs would have no impact on the wholesale cost to fixed or mobile
networks of an additional call to a fixed number and would affect the wholesale cost
of an additional mobile or fixed line call to a mobile number to the same extent.

To summarize, EE said that adopting a LRIC cost standard would result in higher
retail prices for MTF calls than FTM calls, and that this would be an odd outcome
given that the cost of the two types of call was essentially the same. We consider that
EE’s model did not demonstrate that LRIC+ based termination rates would result in
the same retail call prices for MTF and FTM calls. In addition, we consider that the
marginal costs faced by mobile and fixed network operators for MTF and FTM calls,
respectively, would be more cost reflective with LRIC-based termination rates.
Finally, we do not accept that the effect of adopting LRIC would be reduced competi-
tion between fixed and mobile services.

Demand-side considerations

Ofcom said (see paragraph 2.479) that the key argument was whether a proportion
of the traffic invariant coverage costs of mobile networks should only have been
charged to mobile users (LRIC) or to mobile and fixed calls to mobile users (LRIC+).
Ofcom said that the answer to this question was not simple. Ofcom concluded that
given the complexity of the assessment and the uncertain impact on efficiency, this
was a factor that should be accorded less weight in the overall assessment than
factors whose effect was more clear.

The arguments made by EE and Vodafone were concerned with the benefits fixed-
line users derived from being able to call people on their mobile phones and the
extent to which fixed-line operators may have been expected to pass through lower
MTRs to their subscribers. We do not consider these arguments to be concerned
with the competition effects of the cost standard adopted for setting MTRs.

EE said that using LRIC would risk a distortion between the prices of FTM and MTF
calls,** and thereby competition between FCPs and MCPs, as it would allow FTM
callers to free-ride on the substantial investment costs associated with mobile
networks. For the reasons given above we do not accept EE’s arguments that adopt-
ing LRIC would have distorted competition. In particular we did not agree that the
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effect would be to distort efficient price signals to mobile and fixed networks in setting
retail tariffs.

Vodafone said that fixed subscribers,*° just like mobile subscribers, benefitted from
being able to reach mobile subscribers wherever they were and as such there was
no reason for fixed-line subscribers not to have contributed to the recovery of the
fixed and common costs of mobile networks. Again we do not consider this to be an
argument about the impact of the cost standard adopted on competition between
mobile and fixed networks.

Conclusion

2.517

For the reasons given above, we do not agree with EE and Vodafone’s challenges in
relation to Ofcom’s assessment of the impact of the cost standard adopted on
competition between MCPs and FCPs.

Conclusion on competition effects

2.518

2.519

2.520

2.521

Ofcom considered the impact of the cost standard adopted for setting MTRs on
competition between MCPs and competition between MCPs and FCPs. Ofcom
concluded that higher MTRs under LRIC+ appeared to dampen competition among
MCPs to some degree, as a result of a combination of competition effects, and that at
a move to set MTRs at LRIC would eliminate (or very substantially reduce) these
effects.®** Ofcom also concluded that there was some competitive interaction
between FCPs and MCPs and that the adoption of LRIC would reduce the competi-
tive impact of the difference between MTRs and FTRs.**?

Vodafone argued that Ofcom erred in its assessment of the relative merits of LRIC+
and LRIC from the standpoint of competition.*** EE contended that MTRs based on
LRIC+ would not lead to any appreciable distortion of competition, such as to support
the choice of a LRIC cost standard, and that there were significant competition con-
siderations that favoured the choice of a LRIC+ cost standard.***

With regard to Ofcom’s assessment of the effect of the cost standard adopted on
competition between MCPs, EE argued that the economic literature indicated that
generally higher MTRs (in this case LRIC+ based MTRs) would increase competition
between networks. Vodafone argued that Ofcom’s assessment of competitive effects
was incomplete because Ofcom had not taken into account other effects identified in
the literature that could offset those effects identified by Ofcom. For the reasons set
out in paragraphs 2.119 to 2.151, we do not accept these claims.

Vodafone and EE also argued that Ofcom had erred in the overall approach taken to
the assessment of competition effects and that Ofcom had attached too much weight
to the experience and views of Three. As set out in paragraph 2.178, we conclude
that: Ofcom was not wrong to focus on the impact that the cost standard adopted
would have on barriers to entry and growth; Ofcom was not wrong to adopt its ‘all
else equal’ approach; and Ofcom was not wrong to take into account the experience
of particular MCPs in assessing the impact that the level at which MTRs are set
would have on competition.

%0 \odafone NoA, Schedule 2, §5.9.

®1 Ofcom Statement, Annex 3, §§A3.229 & A3.230.
%2 Ofcom Statement, Annex 3, 8A3.255.

%3 \vodafone NoA, §50.

%% EE NoA, §85.
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2(a)

In addition, the appellants gave specific reasons why they considered Ofcom to have
erred in its assessment of the competitive effects identified in the Statement. In our
assessment of the key arguments (see paragraphs 2.364 and 2.365): we do not
agree with the appellants that smaller networks could have avoided any disadvan-
tage associated with higher MTRs by maintaining a balanced traffic position; we do
not agree that on-net/off-net price differentials were insignificant in the UK market
and of limited importance to subscribers; and it is our view that the appellants have
not demonstrated that the impact that MTRs would have on the value of different
customer groups would have no material impact on competition.

In relation to Ofcom’s assessment of the effects of the cost standard adopted for
competition between MCPs and FCPs, EE and Vodafone argued that Ofcom had not
provided evidence of competitive interaction between mobile and fixed networks, and
that people making F2M calls benefit from the investment in mobile networks and
should therefore contribute to the mobile network coverage costs. For the reasons
given in paragraphs 2.486 to 2.493 and 2.513 to 2.516, we did not accept these
arguments. Vodafone also argued that Ofcom’s reasoning was based on a false
premise that mobile coverage networks and fixed access networks were equivalent,
and EE that LRIC+ based MTRs would result in more cost-reflective charges for F2M
and M2F calls and more competition between MCPs and FCPs. For the reasons
given in paragraphs 2.494 to 2.500 and 2.501 to 2.512, we do not accept these
claims.

Accordingly, we do not agree with the appellants that Ofcom erred in its assessment
of the relative merits of LRIC and LRIC+ from the standpoint of competition. Nor that
MTRs based on LRIC+ would not lead to any appreciable distortion of competition,
such as to support the choice of a LRIC cost standard, and that there were significant
competition considerations that favoured the choice of a LRIC+ cost standard.

Allocative efficiency

Introduction

2.525

2.526

Ofcom introduced its consideration of allocative efficiency by remarking that
‘Allocative efficiency is maximized when there is an optimal distribution of goods and
services taking into account costs of supply and consumers’ preferences’.>*® We
agree with Ofcom®® that, as a general principle, in the absence of fixed or common
costs and externalities, allocatively efficient outcomes would be reached if all
products were priced at marginal cost. If prices are set above marginal cost
(commonly referred to as a ‘distortion’) then there is a generally a consumer who
would be willing to pay more than the product costs to produce, but less than the
price, and hence an efficient trade does not take place. So, as a general principle,
any price set above marginal cost is a ‘distortion’ which reduces efficiency.

Ofcom then recognized that allocative efficiency in the mobile sector is considerably
more complicated, since fixed and common costs are substantial, even if one tries to
allocate them to individual services as far as possible.**’ In order for mobile operators
to be viable as commercially run businesses, common costs have to be recovered
via a mark-up on one or more of the services they offer, so at least one price must be

%5 Ofcom Statement, §8.33.

%8 Ofcom Statement, §8.34.

%7 Hence the use of LRIC as a proxy for marginal cost. As discussed in the introduction to Question 1 (paragraph 2.4), we
generally treat LRIC as being a good proxy for marginal cost when considering efficiency. Although this is a simplification, we
do not anticipate that this approach will be controversial, not least because this is the approach adopted by the parties in their
pleadings (see, for example, Statement, fn 573, and Kalmus expert report, §83.17 & 3.18).
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above marginal cost. Ofcom said that if MTRs are set equal to LRIC, all common
costs would have to be recovered from retail services.**® However, setting MTRs
above LRIC leads to distortions in the fixed sector. The question that Ofcom
addressed was how common costs can most efficiently be recovered, taking into
account distortions in both mobile and fixed sectors.

In principle, the optimal result (ie the most efficient outcome) is achieved if common
costs are allocated in such as way as to minimize the total distortion across each
service. Several of the parties have referred to ‘Ramsey pricing principles’, which (in
a simple model) suggest that bigger mark-ups are placed on services with the most
inelastic demand. In theory, with enough information and a sufficiently comprehens-
ive model, it may be possible to calculate the optimal charge for each mobile service,
including MCT, which would generate the most allocatively efficient outcome.**° For
practical reasons, in the Statement Ofcom restricted the options for the charge con-
trol to a choice between pure LRIC and LRIC+.3%

Ofcom’s approach in the Statement was to look first at conceptual arguments as to
how MTRs could best contribute to common cost recovery.**' Ofcom then went on to
consider the impacts of choosing between LRIC and LRIC+ on mobile ownership and
usage and on the fixed sector.*® The pleadings, in general, followed this same
structure.

In this section, we broadly follow the same structure. In so far as they fall within the
scope of this part of our consideration of Reference Question 1, various parties have
made arguments under a number of headings, but we consider that they can be
grouped into two broad questions: whether the theoretical cost standard methodology
which most efficiently contributes to the recovery of common costs is closer to LRIC
or LRIC+; and whether the effects of moving from LRIC+ to LRIC will be bad for
allocative efficiency. The latter includes considerations such as impacts on prices,
ownership and usage of mobile and fixed services.

The level of MTRs chosen will have distributional consequences (in terms of which
consumers benefit and which lose). We do not address those here directly, but they
are considered in the section on vulnerable customers.

In all of these considerations, we have in mind the statutory framework within which
Ofcom was required to make its decision, in particular the test in section 88(1)(b) of
the Act that the setting of the MCT charge control be appropriate for the specified
purposes. We also reiterate that it is for the appellants to prove their cases against
Ofcom'’s exercise of discretion, within that statutory framework, of selecting LRIC
over LRIC+.

%8 And/or from unregulated wholesale services such as domestic roaming. Ofcom Statement, §8.35.

359

In practice, the information and computation requirements are likely to be prohibitive. A further problem is that only MCT is

regulated, whereas MCPs will set the prices of all other services to maximize their own profits. Therefore the level of MTR in the
optimal outcome may not be the best MTR to set: once we allow for MNOs setting their other prices in response to the regu-
lated MTR, taking account of the firm-level demand elasticities they face rather than industry-level elasticities that would be
taken into account by a regulator setting all prices, it is likely that some ‘second best’ MTR will generate the best attainable

outcome.
Ofcom Statement, §8A3.7-3.10.
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%1 Ofcom Statement, §§A3.45-3.70.
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Ofcom Statement, Section 7.
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Efficient recovery of common costs

Summary of Ofcom'’s rationale and methodology

2.532

2.533

2.534

2.535

2.536

Ofcom said that ‘abstracting from competition considerations, there could be a
theoretically optimal level of common cost recovery from termination which sits
between pure LRIC and LRIC+ ... which would be set according to Ramsey pricing
principles’.*®® Ofcom noted that retail price flexibility was an important argument in
this discussion. However, Ofcom said that calculating this optimal level using
Ramsey pricing principles would be computationally very difficult and data-intensive
and highly prone to regulatory error, because:***

(&) MCPs engage in price discrimination using non-linear pricing structures (for
example, a consumer entering into a post-pay contract may pay an upfront fee, a
fixed monthly charge and additional usage charges);

(b) MCT is a wholesale service and the MTR of one operator affects the marginal
costs and retail pricing of other MCPs; and

(c) the regulator sets MTRs but all other prices are unregulated and set by firms (as
noted above).

Ofcom said that two vital issues were whether it was practical to implement Ramsey
pricing and the risk of regulatory error.>*® For these reasons, it did not attempt to
calculate the ‘optimal’ level of MTRs. Instead it attempted to evaluate whether there
were reasons to prefer LRIC or LRIC+.

Ofcom stated that Ramsey pricing principles alone suggested that at least some fixed
and common costs should be recovered from MTRs, which could favour some kind of
LRIC+ cost standard.**® However, Ofcom also took into account the nature of retail
prices. It observed that there was a substantial (though not perfect) degree of price
discrimination at the retail level, in the form of non-linear pricing. It stated that MCPs
could and did engage in extensive price discrimination.*®’ Hence it expected a switch
to LRIC to lead to MCPs recovering common costs from the retail side of the market
without causing significant inefficiencies.*®

In principle, this would suggest setting MTRs at LRIC. However, Ofcom recognized
that price discrimination was not perfect, and that as a result this argument did not
suggest that all common costs should necessarily be recovered from retail
services.*®

Our understanding of Ofcom'’s thinking is that in an ideal world, if retail prices were
set at allocatively efficient levels (marginal cost), consumers would engage in the
efficient level of consumption but many consumers would earn a surplus (ie they
would pay less than their total consumption of mobile services is worth to them). If
MCPs can price discriminate effectively, they may be able to charge consumers a
fixed fee (up front or a monthly fee) to extract that surplus and these fixed fees would
contribute to common cost recovery, but would not distort consumers’ consumption
decisions because marginal prices could be set equal to marginal costs. The reality is

363
364
365
366
367
368

Ofcom Statement, §A3.45.

Ofcom Statement, 88A3.45-3.48.

Ofcom Statement, 8A3.45.

Ofcom Statement, §8.35.

Ofcom Statement, 8A3.66. Ofcom claimed that the diversity of offers in the retail market was self-evident.
Ofcom Statement, 8A3.63.

%9 ofcom Defence, Annex A, §15d.
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2.537

likely to be more complex, but the principle is that to some degree, MCPs can
recover a contribution to common costs from fixed fees without much distortion com-
pared with the distortion caused by a surcharge on MCT (where there is no price
discrimination).

Ofcom did not draw an explicit conclusion on the use of these theoretical principles,
but Ofcom’s overall conclusion on allocative efficiency and its summary in the
Defence suggest that Ofcom did not draw support for either LRIC or LRIC+ on these
grounds alone.*"®

Views of the parties

2.538

2.539

2.540

2.541

EE’s challenge
EE made five specific arguments in regard to Ofcom’s approach to these issues:*"*
(a) Ramsey principles could, in theory, be adapted to non-linear pricing.>"?

(b) It is allocatively inefficient for MTRs to make no contribution to common cost
recovery, since this requires prices of other services to be inefficiently high.

(c) Ofcom was wrong not to take account of the fact that price discrimination is also
possible on the fixed retail market; if FCPs would recover MTRs through fixed
charges with no impact on demand, then it would be optimal for all common costs
to be recovered via MTRs. Ofcom had not analysed this in adequate depth.*"®

(d) It would only be efficient to recover all common costs through subscription
charges if demand for subscription were perfectly inelastic, which it is not.

(e) Ofcom should have examined the available evidence on likely pricing under
MTRs set at LRIC since the prices MCPs will actually set depend on their
commercial incentives.

EE also contended that Ofcom’s reasoning was deficient in so far as it did not explain
why its assessment of allocative efficiency had changed since its 2007 MTR
Statement.®™*

In its Core Submission, EE argued that Ofcom’s principles were based on the recov-
ery of lost MTR revenue exclusively or predominantly by raising post-pay
subscription charges; and that post-pay subscription charges were not invariant to
usage (indeed they are ‘to a large extent usage charges’).®”® EE’s argument was that
LRIC can be the efficient level of MTRs only if all common costs can be recovered
from the retail side of the market without any distortions, and in practice from fixed
fees (since any cost recovery from usage charges would distort usage).*"®

EE also argued that LRIC was known to be the wrong answer, and that LRIC+ was a
reasonable estimation of the correct answer.®”” Dr Walker argued that LRIC+ was the

%7% We infer this conclusion from Ofcom Statement, §§8.43 & 8.44, and Ofcom Defence, Annex A, §15d.
' EE NoA, §857-61.
372 See, for example, Walker | expert report, §§41 & 42.

373

Argument expanded in Walker | expert report, §48.

™" EE NoA, §55.
%75 EE Core Submission, §170.

376

Walker | expert report, 846, and Walker Il expert report, 8835-37.

7" EE Core Submission, §179.
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2.542

2.543

2.544

2.545

better measure because it ‘is at least squarely within the plausible range of correct

answers’.>"®

Finally EE argued that if it was not clear that savings from MTRs would be passed
through to fixed customers, LRIC was unlikely to be allocatively efficient.3”®

Ofcom’s Defence
Ofcom responded to EE’s arguments as follows:

(a) Ofcom had recognized that Ramsey principles could in principle be adapted to
non-linear pricing, but to do so would add to the complexity and risk of error.3°

(b) Ofcom did not seek to argue that LRIC was the optimal level of MTRs from an
efficiency perspective.®!

(c) Ofcom had considered the possibility of price discrimination on the fixed retalil
market but believed that LRIC+ would still generate a deadweight loss and would
affect competition between FCPs and MCPs.*?

(d) Ofcom had not argued that setting MTRs at LRIC would cause all common cost
contributions which were previously earned from MCT to be recovered through
subscription charges. Ofcom noted that they could also be recovered through
quasi-fixed charges or other wholesale services. Ofcom did not dispute that there
may be a theoretically optimal ‘+’ involving some cost recovery from MCT.*®

(e) Ofcom had analysed in detail MCPs’ likely commercial responses.®*

Ofcom denied any deficiency in its reasoning as to the consistency of its approach
and conclusions in 2007 and 2011.%%® Ofcom said that its conclusion in 2007 was
‘that there may be a theoretical “+” that maximized allocative efficiency but that it is
computationally very difficult to calculate’, which ‘is aligned with Ofcom’s current
view'. Ofcom did not directly address the reasons for a change in its conclusion on
allocative efficiency.

Assessment

None of EE’s arguments lead to us to conclude that LRIC+ would be superior to
LRIC on allocative grounds. Most of EE’s arguments imply that LRIC is not (or at
least is unlikely to be) the level of MTRs that maximizes allocative efficiency; but this
is not Ofcom’s contention. Ofcom has addressed the question of whether LRIC or
LRIC+ is the more efficient level, and has not found sufficient reason to prefer either
one. The arguments EE has made would be relevant to calculating the most efficient
level, but they do not provide logical grounds to conclude that LRIC+ is more efficient
than LRIC. Each of the five arguments in EE’s NOA (see paragraph 2.538 above)
therefore fails to demonstrate that LRIC+ is more efficient than LRIC. EE’s further
argument that LRIC+ is a reasonable estimation of the most efficient level appears to
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Walker Il expert report, 834.

%79 EE Core Submission, §181.

380
381

Ofcom Defence, Annex A, §817-22.
Ofcom Defence, Annex A, §§23-25.

%2 Ofcom Defence, Annex A, §§26 & 27.

383
384
385

Ofcom Defence, Annex A, §§28-32
Ofcom Defence, Annex A, §§33-35.
Ofcom Defence, Annex A, §221.

2-93



be pure assertion which, in the absence of any supporting evidence or further argu-
ment, we do not accept.

2.546 We take a similar view of EE’s argument that MCPs’ fixed charges are in large part
usage charges. There is self-evidently a usage element to at least some fixed
charges, but Ofcom’s argument is based only on there being some degree of price
discrimination that does not distort usage (or does not distort it much). Again, the
degree would affect the optimal level, but EE’s argument does not imply that LRIC+
is superior to LRIC.

2.547 We consider pass-through of MTR cuts to fixed-line users below,**° but we note that
Ofcom’s reasoning does not rely on full pass-through.

2.548 Ofcom’s reasoning in 2007 took a different approach to that in 2011 and did not
explicitly reach a conclusion on allocative efficiency. Even if we agreed with EE that
Ofcom had changed its conclusions on allocative efficiency, that would not in itself
prove that Ofcom should have preferred LRIC+ on allocative grounds, still less that
Ofcom erred in deciding that LRIC was appropriate for the purpose of promoting
efficiency and other statutory objectives in section 88(1)(b).

Vodafone’s challenge
2.549 Inits NoA, Vodafone argued that:

(a) setting MTRs at LRIC would result in over-consumption of fixed services and
suboptimal consumption of mobile services;*®” and

(b) setting MTRs at LRIC would require MCPs to know how responsive customers
are to retail price levels, subscription and usage charges.*®

2.550 In its Core Submission, Vodafone argued that it could not be presumed that the
optimal level of MTRs necessarily lay below LRIC+; it said that this was an entirely
empirical question.®°

2.551 Vodafone also argued that Ofcom had misunderstood the mechanism of the water-
bed effect and thus exaggerated the extent to which the possibility of retail price
discrimination would mitigate the detrimental impact of reducing MTRs.3%

2.552 Finally, Vodafone argued that Ofcom had acknowledged that the theoretically optimal
level is unlikely to be LRIC but did not take into account the implication that setting
MTRs at LRIC was inefficient from an allocative efficiency standpoint.®**

Ofcom’s Defence

2.553 Ofcom responded to the first point (paragraph 2.549(a)) by noting that it had never
sought to claim that LRIC provided the optimal outcome from an allocative efficiency
perspective.®**? In response to the second point (paragraph 2.549(b)), Ofcom noted
that MCPs spent considerable effort and resources in identifying, and marketing their

% See the section beginning at paragraph 2.789.

%7 \Jodafone NoA, §48.3. EE made a similar point in its discussion of competitive effects at EE NoA, §8124.2 & 132.
%8 \Jodafone NoA, §48.4.

%9 \yodafone Core Submission, §4.14.2.

0 \/odafone Core Submission, §4.14.1.

%1 vodafone Core Submission, §4.16.

%92 Ofcom Defence, Annex A, §37.
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2.554

2.555

2.556

2.557

products to, different consumer segments; and that Ofcom did not claim, and did not
rely on the proposition, that MCPs could perfectly price discriminate.>%

Assessment

We agree with Ofcom on Vodafone’s first two points: they are similar to most of EE’s
arguments, in that they would affect the determination of the optimal level of MTRs
but do not prove that LRIC+ would be more efficient than LRIC. We consider that
Ofcom’s argument on the first point also addresses the last of Vodafone’s arguments
above,** and we do not find Vodafone’s argument persuasive.

We agree with Vodafone that the optimal level of MTRs is an empirical question.
However, it is a question that has not been addressed empirically by any of the
parties to these appeals. We agree that it cannot be assumed that the optimal level
definitely lies below LRIC+, but Ofcom’s reasoning that it is likely to lie below LRIC+
is sound. Even if the appellants established beyond doubt that the optimal level may
lie above LRIC+, that would not be sufficient to demonstrate that LRIC+ is more
efficient than LRIC; it would be necessary to establish that the optimal level actually
lies at or above LRIC+. Without establishing that, the appellants can only argue that
the optimal level is more likely to lie closer to LRIC+ than to LRIC, but we are not
persuaded by any party’s arguments that this is the case. Ofcom’s position®® that
these considerations did not provide strong support for either LRIC or LRIC+ does
not rely on a conclusion that the optimal level must lie below LRIC+. We believe that
the optimal level could lie above LRIC+, but we have not seen convincing arguments
that the optimal level is likely to lie closer to either LRIC or LRIC+.

We discuss the mechanism of the waterbed effect (in the sense of the effect on retail
prices of changing MTRs) below.** In summary, we agree with Vodafone that Ofcom
has misunderstood the mechanism, and it may be true that this has consequences
for the extent to which MCPs can respond to a change in MTRs by using price dis-
crimination. However, this does not imply that MCPs cannot recover any contribution
to common costs through price discrimination; we view it as an argument about what
happens when MTRs change, not about the theoretical optimum. This is in effect
similar to one of EE’s arguments,397 and like that argument, it does not demonstrate
that LRIC+ is more efficient than LRIC.

Telefbnica’s intervention in support of EE and Vodafone

Telefonica and its expert witness Mr Marshall contended that the allocatively efficient
price was likely to lie above LRIC+, and that LRIC+ must therefore be closer to this
efficient price than LRIC was.?*® Mr Marshall first contended that the efficient price
must lie somewhere between LRIC and some figure above LRIC+ (rather than
between LRIC and LRIC+). Mr Marshall argued that if all services using the common
infrastructure had the same elasticity of demand, then Ramsey principles would set
MTRs at LRIC+ (he contended that LRIC+ was equivalent to equi-proportionate mark
up (EPMU), and hence setting the price of each service at its own LRIC+ would
recover all direct and common costs).**® Mr Marshall argued that the other services

%% Ofcom Defence, Annex A, §38.
¥4 See paragraph 2.552 above.

395
396

See paragraph 2.537 above.
Starting at paragraph 2.595.

*7 See paragraph 2.540 above.

398

Telefénica Sol, §10; Marshall expert report, section 3.

%% Telefénica Sol; Marshall expert report, §§3.11 & 3.15.
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2.558

2.559

2.560

2.561

2.562

2.563

2.564

2.565

that used the common infrastructure were likely to have more price-elastic demand*®

than termination, which implied that the mark-up on termination should be larger than
the ‘plus’ in LRIC+. Therefore LRIC+ would be closer to the most allocatively efficient
outcome than LRIC.

Telefénica argued in its Core Submission that Ofcom accepted that the optimal price
could have been above LRIC+, but ‘does not address the corollary that if the optimal
level of Ramsey prices for MCT were above LRIC+, and not bound by LRIC+ as
claimed in the Decision, then Ofcom’s assessment of the extent of the inefficiency in
pricing structures arising from pure LRIC would potentially be biased’.***

In its Core Submission, Telefénica again argued that the upper bound for optimal
MTRs lay above LRIC+, and that this should have informed Ofcom’s assessment of

whether to ‘err on the high or low side’.*%?

Telefonica argued that Ofcom’s conclusion was based on a premise that neither
LRIC+ nor LRIC generated a greater inefficiency than the other at either the retail or
wholesale levels, and that in order to reach this conclusion, Ofcom must show that
the benefits at the retail level cancelled out the costs, which Telefénica said it had
failed to do.*%

Telefbnica also argued that MCPs were already price discriminating, and a move to
LRIC would not increase their ability to do so; hence it was not clear how MCPs
could generate a further ‘efficiency gain’ when moving from LRIC+ to LRIC.***

Ofcom’s Defence

Ofcom argued that Telefonica’s case for the optimal level lying above LRIC+ due to
relative elasticities failed to take into account (a) the fact that the only service subject
to price regulation was MCT, and (b) the extensive price discrimination possible in
the retail market.**®

Ofcom further argued that as to whether the optimal level could be above LRIC+, this
was possible in theory, but (a) LRIC+ based on equiproportional mark-ups for the
different services had been regarded as appropriate in the past by Oftel, Ofcom, the
CC and the MMC; and (b) Telefénica failed to have regard to the possibility of
efficiency gains through price discrimination. Ofcom therefore considered
Telefénica’s argument to be irrelevant in practice.*

Assessment

We agree with Ofcom that Telefonica’s theoretical argument is too simple: it fails to
take into account relevant features of the sector and therefore cannot demonstrate
that LRIC+ is more efficient than LRIC.

As noted above,*’ we do not consider that the optimal level of MTRs must lie below
LRIC+. However, as we discussed, the possibility that it may lie above LRIC+ is not

400

Using superelasticities (ie taking into account all cross-elasticities of demand between different products as well as their

own-price elasticities).
! Telefénica Core Submission, §12.
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403
404

Telefénica Core Submission, §11, quoting Ofcom Defence, Annex A, §20.
Telefénica Core Submission, §15.
Telefénica Core Submission, §16.

4% Ofcom Defence, Annex A, §44.
4% Ofcom Defence, Annex A, §45.
7 paragraph 2.555.
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2.566

2.567

sufficient to demonstrate that LRIC+ is necessarily superior to LRIC. Nor do we
consider that it should have informed a judgement on whether to ‘err on the high or
low side’: Ofcom has not made such a judgement. Ofcom has not argued that these
considerations point in favour of LRIC, so it was not ‘erring on the low side’; Ofcom’s
conclusion was that these considerations did not point strongly in favour of either
cost standard. However, we note that the fact that equiproportional mark-ups have
been endorsed in the past does not lend any support to Ofcom’s claim that LRIC+ is
an upper bound.*%

Telefénica’s argument that Ofcom must show that gains are perfectly balanced
against losses on the retail side goes too far. This argument could have force if
Ofcom had claimed that LRIC and LRIC+ lead to the same level of welfare, but
Ofcom did not do so.

We take into account Telefénica’s argument that Ofcom needs to recover more costs
from a pricing structure which already generates price discrimination below when we
consider the effects of moving from LRIC+ to LRIC, since it seems to relate to prac-
tical issues from starting at LRIC+ rather than to determination of the theoretical
optimum.

Interventions in support of Ofcom

2.568

2.569

2.570

Three and BT intervened in support of Ofcom and said that there were strong argu-
ments on these grounds in favour of setting MTRs at LRIC. We have assessed these
arguments as they provide a counterposition to the appellants’ arguments that alloca-
tive efficiency considerations favoured LRIC+. We note, however, that Ofcom’s con-
clusion was not that LRIC was preferred on allocative efficiency grounds but rather
that allocative efficiency did not provide strong support for either LRIC or LRIC+.

BT argued that LRIC+ would distort competition. We addressed this in detail in the
section on competition effects above.

Three claimed that the least efficient way to seek to recover fixed and common costs
was by a mark-up on the LRIC of termination, for several reasons:**

(a) First, Three argued that at an industry level, MTM MTRs payments netted out so
did not lead to any recovery of fixed and common costs, and any contribution to
the recovery of common costs must come from fixed operators. Dr Kalmus
argued that since all profits of a terminating operator appeared as losses of an
originating operator, what remained was the effect that setting MTRs above
marginal cost induced allocatively inefficient pricing.**

(b) Second, applying a mark-up to LRIC leads to double marginalization*'* and
causes unnecessary distortion of retail prices; hence LRIC+ causes mobile retail
call prices to increase, reducing usage and distorting mobile ownership and sub-
scription.**?

“%® This point is made by Dr Walker on behalf of EE in Walker IIl expert report, §23. We note that in this determination, Ofcom
has set MTRs at LRIC while acknowledging that the optimal level is likely to be higher.

% Three Sol, §§7.4-7.8, repeated at Three Core Submission, §§5.4-5.9.

“° Three Sol, Kalmus expert report, §3.31. This argument was also made by BT in its Sol at §13.

411

This is a point also made by Three and its withess Dr Kalmus in another context. See Three Sol, §7.31a, and Kalmus |

expert report, §85.25.
“2 Three Core Submission, §8§5.5 & 5.6.
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(c) Third, because there is substantial competition and price discrimination at the
retail level, Three argued that even if retail price discrimination was not perfect, it
was more allocatively efficient for MCPs to seek to recover their fixed and
common costs at the retail level than by way of a wholesale charge in a mon-
opoly market with a single price point.**3

(d) Fourth, Three argued that LRIC was more likely to reduce mobile retail prices
overall and increase mobile usage (compared with LRIC+), and to remove distor-
tions in the fixed market.***

(e) Fifth, Three argued that pre-pay customers would benefit overall from lower
MTRs, and if there was an adverse impact on a particular customer segment this
would be better addressed through a specific measure.**

2.571 Three also argued that:

(f) setting MTRs equal to LRIC maximized allocative efficiency if the marginal mobile
customer**® did not generate externalities and MCPs would not exit the retail
market as a result.

2.572 Dr Kalmus for Three argued that:

(9) LRIC was preferable to LRIC+ in a simplified framework.**’

Assessment

2.573 Three's last two arguments did not affect our assessment. Three did not explain
argument (f) and provided no evidence that the marginal customer does not generate
externalities,**® and hence we have not considered it further. As to (g), we are wary
of applying results from simplified frameworks to the highly complex reality of the
mobile industry and hence we have not given weight to this in our assessment.

2.574 We consider (d) and (e) to be assertions that are unsupported by proper reasoning or
evidence. Given the widely-held view that there is a waterbed effect,**° we are not
persuaded that setting MTRs at LRIC would reduce mobile retail prices overall, and it
is not clear that doing so will increase mobile usage.** We agree that setting MTRs
above LRIC causes distortions in the fixed market, but this is not necessarily bad for
allocative efficiency if it reduces distortions in the mobile market (since MCPs’ fixed
and common costs must be recovered somewhere). We consider the effect on pre-
pay customers below,*** and we think it is unlikely that they will benefit overall
(abstracting from competitive effects which we have discussed separately). We
assume that the argument (e) relates to vulnerable customers and we deal with it in

413
414

Three Core Submission, §5.7.

Three Core Submission, §5.8.

“® Three Core Submission, §5.9.

“® The marginal customer is one who would give up their phone in response to a very small price increase.

“ Three Sol, Kalmus | expert report, §5.2.

“8 We asked Three about this in its hearing. The argument Dr Kalmus made in response was that the CC did not choose to
apply a ‘network externality surcharge’ in the last charge control. We note that the CC made this decision for a number of
reasons (including the fact that the ‘+’ in LRIC+ acted as a surcharge already), but did not conclude that there was no network
externality.

“° we discuss this in more detail below; see paragraph 2.595.

420 See paragraphs 2.759-2.765 below.

2L See paragraph 2.658 below.
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2.575

2.576

2.577

the section on vulnerable customers.*?? Hence these arguments do not assist our
consideration.

We consider that Three’s first three arguments (see paragraph 2.570(a) to (c)) have
some force, but Three has not demonstrated that the force is sufficient to conclude
that LRIC is the most appropriate cost standard. First, Three was right to say that
within the mobile industry MTR payments net out, but we think the implications of that

are more subtle than Three suggested, for two reasons:**?

(&) The mobile industry does not exist in a vacuum, so MTRs do lead to some cost
recovery and it may be allocatively efficient for fixed operators to contribute. This
point can be debated but Three’s assertion is not sufficient.

(b) MTR payments net out between mobile operators, but that does not mean that
they will not affect the structure of prices. If MTRs are passed on to customers,
then customers who make calls to a particular operator are contributing to that
operator’s costs. In general, in a structure with non-linear prices, we might expect
higher MTRs to lead to higher call prices and lower subscription prices.*** The
impact of different structures of retail prices on mobile ownership depends on the
price sensitivity of marginal consumers. Again, it can be debated whether this
mechanism holds and is desirable, but we do not accept an assertion that it is not
desirable.

We agree that LRIC+ causes double marginalization, but it is not clear that this is un-
desirable in this context. Double marginalization is generally viewed as undesirable
because both a wholesaler (in this case the network terminating a call) and a retailer
(in this case the network originating the call) charge a margin on top of the cost of
providing the service, leading to prices above the optimal level. In other words,
double marginalization is undesirable because it produces retail prices that are too
high. However, this market is unusual. Given the general consensus that there is a
waterbed effect, we cannot simply assume that the overall level of retail prices would
be lower under LRIC than under LRIC+. So although both operators involved in a call
are earning a margin under LRIC+, the retail price may be lower. Therefore without
further reasoning, we do not accept that double marginalization per se is necessarily
bad for allocative efficiency. We would expect LRIC+ to lead to higher retail prices in
the fixed sector than would LRIC, as we discuss in more detail below,** and this
needs to be set against outcomes in the mobile sector.

Three also argued that competition should take place at the retail level, where there
was competition and price discrimination, rather than at the wholesale level, where
there was neither. We agree that in general it is preferable for costs to be recovered
where there is competition, so that regulated firms have the appropriate incentives to
minimize their costs and behave efficiently. While that argument may not be as com-
pelling in this case, since most of the costs in question are common to a number of
services which are exposed to relatively strong competition, giving MCPs good incen-
tives to behave efficiently, more competition would give stronger efficiency incen-
tives. The argument that common costs can be recovered most efficiently where
price discrimination is possible is the same as that made by Ofcom (and with which
we agree), but Ofcom recognized its limitations: MCPs cannot perfectly price discrim-
inate and it may not be possible or efficient to recover all common costs in this

422
423
424
425

See, for example, paragraph 2.917 below.

These are similar to comments made by Vodafone in its Core Submission, §84.64 & 4.68.
This is broadly consistent with Ofcom’s view.

See paragraphs 2.789-2.798 below.
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way.*?® Therefore we consider that these arguments point in favour of setting MTRs
at LRIC, but are not sufficiently strong on their own to warrant the conclusion that
LRIC is the optimal level of MTRs.

Overall assessment on efficient recovery of common costs

2.578

2.579

2.580

We have seen no arguments that persuade us that considerations on efficient recov-
ery of common costs necessarily point in favour of either LRIC or LRIC+ as superior
for the purposes of recovery of common costs. EE, Vodafone and Telefénica have
argued that the optimal level of MTRs lay between LRIC and some level above
LRIC+, whereas Ofcom concluded that it lay below LRIC+ once the possibility for
price discrimination was taken into account, and Three argued that LRIC might be
the optimal level.

The appellants and interveners made competing arguments based on economic
theory and simplified models. We are wary of relying on such models unless it can be
demonstrated that the simplifications do not affect their relevance to the highly com-
plex mobile market. No party has demonstrated that to our satisfaction and hence we
have not placed weight on the predictions of these competing models. Instead we
assess the force of the arguments made in relation to the general economic prin-
ciples that inform them.

The mere possibility that the efficient level could be higher than LRIC+ is not
sufficient to conclude that LRIC+ is more efficient than LRIC, or even that it is likely to
be more efficient. Hence these considerations provide no support for the appellants’
case. We agree with Ofcom that they provide no strong support for either LRIC or
LRIC+.

Effects of moving from LRIC+ to LRIC

Summary of Ofcom'’s rationale and methodology

2.581

2.582

Having decided that theoretical considerations around efficient common cost recov-
ery did not contribute to a choice between LRIC and LRIC+, Ofcom moved to
consider the effects of moving from LRIC+ to LRIC. Ofcom appeared to consider this
to be more important than the theoretical considerations, since in its Core
Submission Ofcom summarized its conclusions on allocative efficiency as follows: ‘a
move from LRIC+ to pure LRIC would seem (a) highly unlikely to trigger a substantial

reduction in ownership, and (b) likely to generate only a limited increase in usage’.**’

In the Statement (and the Defence), Ofcom broke down the analysis and arguments
into the following subjects:

e the effect of lower MTRs on mobile retail prices;**®
e the effect of lower MTRs on mobile ownership and subscriptions;**

e the effect of lower MTRs on mobile usage;** and

4% Ofcom Defence, Annex A, §15d.

427
428
42
430

Ofcom Core Submission, §32a.

See paragraphs 2.584-2.662 below.
® See paragraphs 2.663-2.750 below.
See paragraphs 2.751-2.765 below.
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2.583

« the effect of lower MTRs on fixed-line prices and usage.**"**

We follow that structure in this section. We then comment on the implications of
changes in usage for allocative efficiency.**® Although Ofcom referred to ‘lower
MTRs’ (and ‘higher MTRS’) in discussing this subject, it was concerned specifically
with the difference between LRIC+ and LRIC in the final year of the charge control.
We follow the same convention. Hence if, for example, we suggest that lower MTRs
may confer a benefit on some particular ground, that statement should only be taken
to apply to MTRs within the range of LRIC and LRIC+; it would not necessarily follow
that zero (or negative) MTRs would be better still.

Effects on mobile retail prices

2.584

2.585

2.586

Almost all of the parties—including Ofcom***—agreed that (abstracting from compe-
tition issues) the overall level of mobile retail prices will be higher as a result of a
move from LRIC+ to LRIC.** The main area of contention was what price changes
would fall on which group(s) of customers. In broad summary, Ofcom predicted that
post-pay customers would receive the most substantial price rises, with little or no
impact on pre-pay customers (unless particular tariffs became unprofitable, in the
sense that the revenues earned from the customers on a tariff no longer covered the
direct costs incurred by those customers). EE, Vodafone and [X] believed that price
changes would reflect changes in costs and revenues for different customer groups,
which would mean that [¢<], would face the bulk of price rises, with [<] impact on
post-pay customers as a whole.

Ofcom'’s position

Ofcom noted that under LRIC MCPs would receive less revenue for terminating non-
MTM calls, the effect of which Ofcom estimated to be around £0.2 billion on all MCPs
combined in the final year of the charge control. In Ofcom’s description, the waterbed
effect means that all MCPs will try to recover this shortfall in revenue from their own
retail customers by adjusting their retail charges. Ofcom predicted that some
charges, and the general level of mobile retail prices, would rise (or would fall more
slowly than they would otherwise have done, if other factors caused a general trend
of falling prices).**®* MCPs would receive less revenue for terminating off-net MTM
calls under LRIC, but they would also pay less when their own subscribers make off-
net MTM calls. Within the industry, this would net off, although the structure of prices
may be affected and individual MCPs may be better or worse off.**’

Ofcom predicted that post-pay users would see an increase in subscription charges
and a decrease in usage charges.**® Ofcom was less confident about the effect on
pre-pay charges; it believed that MCPs would avoid increasing fixed charges for
consumers who were sensitive to paying a recurring access charge, and it noted that
many consumers were moving away from pre-pay tariffs and the market might be
shifting more towards bundles of minutes.**® Ofcom concluded that pre-pay tariffs

431
432

See paragraphs 2.766-2.798 below.
This formed two separate sections in the Ofcom Statement but are grouped together in the Ofcom Defence.

43 See paragraphs 2.799—2.812 below.

4
435
436

* See, for example, Ofcom Defence, Annex A, §82e.
Three appeared to disagree: see, for example, its Core Submission, §5.8.
Ofcom Statement, §7.49.

437 Ofcom Statement, §7.53.
438 Ofcom Statement, §7.70.
439 Ofcom Statement, §§7.73 & 7.74.
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2.587

2.588

2.589

2.590

2.5901

were likely to be selectively affected, as MCPs encouraged consumers to select
other tariffs or raised call or handset prices.**°

Ofcom noted that, according to economic theory, in order to raise revenue from a
price increase, demand must be inelastic. It said that the degree of price elasticity is
likely to vary considerably between consumers and groups of consumers, and Ofcom
claimed that some pre-pay users would be highly sensitive to (subscription and
usage) prices, while others (most post-pay users) would be relatively unresponsive to
price changes.**

Ofcom therefore said that MCPs would target price increases as far as possible
towards those with less elastic demand for subscription and usage (Ofcom described
this group as post-pay users), and would limit or avoid price increases for those who
were more sensitive to price changes (‘such as some pre-pay users’).**? Ofcom
explicitly rejected the argument that competition would intensify for consumers who
had net outgoing MCT flows (ie high-usage customers), and the corollary that price
increases would fall on lower-usage customers, on the grounds that all MCPs would
face the same incentives. Ofcom concluded that price increases to less price-
sensiti\ig customers might be possible because other MCPs would also raise their
prices.

Ofcom said that some pre-pay users might become unprofitable over the course of
their ‘lifetime’, but noted that the ongoing costs of keeping a customer on the network
were low (once acquisition costs had been incurred) and so these consumers would
still be worth serving in the short term. In the long run, consumers would need to
replace their handsets and new consumers would enter the market. At this point,
MCPs would alter their offers to either increase revenue or reduce acquisition
costs.;‘j‘s‘ Ofcom suggested that this effect might be mitigated by falling handset
costs.

In its Defence, Ofcom grouped the appellants’ arguments in this area into several
subheadings:

¢ the strength of the waterbed effect;

¢ evidence on likely mobile retail price changes;

¢ the likely impact on subscription and usage charges;

e EE’s evidence about its response to MTR reductions; and
e handset costs (and prices).

We follow that structure below (although we consider all MCPSs’ responses to price
changes in the fourth point).

440 Ofcom Statement, §7.91.

441
442

Ofcom Statement, §7.101. Ofcom did not cite any evidence in support of these claims.
Ofcom Statement, §7.103.

43 Ofcom Statement, §7.103.
44 Ofcom Statement, §§7.105 & 7.106.

445

Ofcom Statement, §7.107.
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2.592

2.593

2.594

2.595

2.596

2.597

Arguments by the appellants about the strength of the waterbed effect

Vodafone agreed with Ofcom that the waterbed effect was likely to be strong but
stated that the evidence did not rule out the possibility that the waterbed effect was
complete or almost complete.**® Vodafone criticized Ofcom’s reliance on statements
from executives of MCPs about their ability fully to recoup lower MTRs,**” and criti-
cized Ofcom'’s reliance on reports by investment analysts on the grounds that they
either shed no light on the scale of the effect or that they did not cite evidence for
their views. Vodafone also criticized Ofcom'’s reliance on papers by Genakos and
Valletti.

Ofcom’s Defence on the strength of the waterbed effect

Ofcom agreed with Vodafone’s view that the evidence did not rule out the waterbed
effect being complete or almost complete,**® but said that it placed appropriate
weight on the evidence**°—including the executive statements which, they said,
provided useful evidence of how the MCPs and FCPs believed that changes in MTRs
would play out***—and maintained that its conclusion of a strong but incomplete
effect was reasonable.*** In particular, Ofcom said that the two papers by Genakos
and Valletti were ‘the most recent and reliable attempt ... to estimate the size of the

waterbed effect in retail mobile markets’.*%?

Arguments by interveners on behalf of Ofcom on the strength of the waterbed effect

Three disagreed that the waterbed was as strong as Ofcom thought, but submitted
that Ofcom’s view was reasonable. Three cited telecoms operators and analysts who
had suggested that reduced MTRs led to reduced revenues and profits.*>

Assessment on the strength of the waterbed effect

We do not consider Vodafone to have demonstrated that the waterbed effect is likely
to be complete, and therefore we find that Ofcom’s view of a strong but incomplete
waterbed effect is reasonable based on the evidence made available to us. It is
reasonable for Ofcom to attach some weight to statements made by executives of
MCPs. We find that none of Vodafone’s criticisms of the papers by Genakos and
Valletti imply that the waterbed effect is complete.

Arguments by the appellants about evidence on likely mobile retail price changes

EE said that Ofcom'’s prediction of reduced or unchanged usage charges for all users
and increased subscription charges for post-pay users was inconsistent with the
available evidence. EE referred to both the papers by Genakos & Valletti, and to
observed price changes following previous MTR changes in the UK.***

EE said that Ofcom relied on Genakos & Valletti’s finding that fixed payments tended
to increase following MTR reductions. EE said that these charges were in part usage

446 \yodafone NoA, Schedule 1, §§2.3-2.8.
447 \Jodafone NoA, Schedule 1, §2.5.

448
449
450
451
452

Ofcom Defence, Annex A, §60.
Ofcom Defence, Annex A, §862—68.
Ofcom Defence, Annex A, 862.
Ofcom Defence, Annex A, 860.
Ofcom Defence, Annex A, §64.

*® Three Sol, §§7.57—7.61.
454 EE NoA, §66; Walker | expert report, §§84—100.
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2.598

2.599

2.600

2.601

2.602

2.603

charges. EE also argued that Ofcom downplayed Genakos & Valletti’'s findings that
MTR reductions led to increases in pre-pay usage charges.

EE claimed that the history of MTR regulation in the UK showed that MTR cuts were
followed by pre-pay charges rising relative to post-pay charges.

Ofcom’s Defence on evidence on likely mobile retail price changes

Ofcom claimed that it accepted in the Statement that some usage prices might
increase for pre-pay.*® In its Defence, Ofcom said that the impact on different groups
of users within pre-pay and post-pay would vary.**®

Ofcom claimed that Genakos & Valletti's findings showed that a reduction in MTRs
was associated with an increase in the subscription/fixed component but not in the
usage component, in line with Ofcom’s view.*" In this regard, Ofcom reported that
Genakos & Valletti acknowledged and attempted to respond to data issues regarding
the extent to which subscriptions charges are fixed or related to usage.**® Ofcom said
that there would be a longer-term effect on pre-pay customers once they came to
replace their handsets.**®

In response to Dr Walker’s arguments (for EE) about historical price changes follow-
ing MTR reductions, Ofcom said that it would be inappropriate to place too much
weight on the impact of any one change in MTRs, particularly if that was more than
ten years ago; that other evidence pointed in the opposite direction; that Dr Walker's
use of evidence was selective; that it was more appropriate to look at charges over
time in the whole retail market, rather than charges for customer segments whose
size and composition had changed over time; and that costs may be expected to
continue to fall, and hence even if prices were higher under LRIC than LRIC+, this
might manifest as a slower reduction, rather than an actual increase, in retail
prices.*®°

The appellants’ reply about evidence on likely mobile retail price changes

Dr Walker maintained his view that Ofcom misinterpreted the conclusions of
Genakos & Valletti, saying that they found no significant difference between the
effects on pre-pay and post-pay waterbeds unless they constrained their analysis to
prevent consumers switching between pre-pay and post-pay. He also argued that
Genakos & Valletti restricted their data set (by only using price data where at least
50 per cent of the customer’s total bill belonged to the variable component), leading
to the exclusion of large amounts of data, including 49 out of 52 data points on the
UK market.***

Vodafone also criticized the work of Genakos & Valletti on the grounds that it treated
pre-pay customers as purchasing only MTM calls at a single ppm rate; whereas in
practice pre-pay users also purchased handsets and other services, and did not pay
a simple uniform rate for calls. Vodafone, like EE, criticized the restriction on move-

455
456
457
458
459
460

Ofcom Defence, Annex A, 867a.
Ofcom Defence, Annex A, §68.
Ofcom Defence, Annex A, 8§72.
Ofcom Defence, Annex A, §72.
Ofcom Defence, Annex A, 875.
Ofcom Defence, Annex A, 8877-83.

61 EE Core Submission, Walker 1l expert report, §§39-50.
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ment between pre-pay and post-pay, noting that in 2007 [é<] per cent of its pre-pay
customers that switched moved to post-pay contracts.*®?

Assessment about evidence on likely mobile retail price changes

2.604 In general we find that the evidence submitted by the parties on historical price
changes, including the econometric evidence referred to by Ofcom, are of limited use
in determining the effect of the proposed change in MTRs on retail prices, for the
reasons explained below.

2.605 EE argued that Ofcom placed too much weight on the work of Genakos & Valletti,
and in particular on the implications of their results for pre-pay and post-pay users.
We find that there is some merit to the latter point.

2.606 In considering how much weight to place on the papers by Genakos & Valletti, we
acknowledge the difficulty of carrying out this kind of empirical work across countries
where mobile services are consumed in different ways. Some of the restrictions that
Genakos & Valletti had to place on certain aspects of their work—both theoretical
restrictions on the choices consumers make and restricting data sets***—lead us to
be cautious about placing too much weight on certain conclusions, especially on
splits between pre-pay and post-pay. We consider that the work of Genakos &
Valletti provides a certain degree of support for Ofcom’s position, especially on the
overall scale of the waterbed effect, but should not take the place of other evidence
and reasoning.

2.607 We note the difficulties inherent in looking at historical evidence of pricing in a com-
plex and evolving sector with continuous technological change, particularly when
some of those claims relate to changes a number of years ago. In particular, MTRs
are only one of many factors that may influence prices over time, and a simple com-
parison of MTRs and prices over a period when many of those factors are likely to
have changed must be treated with appropriate caution. Therefore we find it difficult
to draw robust conclusions on the points raised by Dr Walker, EE and Vodafone.

2.608 We note that we were not persuaded by two points in Ofcom's Defence. First, Ofcom
appeared to rely on the launch of Three’s One Plan as an example of evidence in
favour of Ofcom’s reasoning,464 whereas we consider that the launch of the One Plan
actually supports EE’s argument, as we explain below.*®® Secondly, we note that it is
not clear that Ofcom did accept in the Statement that some pre-pay usage prices
may rise; the references it gave are far from explicit on this point, contrary to the
claim in Ofcom’s Defence.**®

Arguments by the appellants about likely impact on usage and subscription charges
2.609 EE made a number of arguments in this area, [<]. EE argued that:

e Even if MCPs were to respond in the way Ofcom envisaged, monthly bundle
charges are charges for usage.*®’

462
463
464
465

Vodafone Core Submission, §4.30.

As noted by Dr Walker; see paragraph 2.602 above.

Ofcom Defence, Annex A, 878c.

We address this below when we consider the response to MTR reductions in paragraph 2.647.
% Ofcom Defence, Annex A, §67a, citing Ofcom Statement, §§7.79, 7.94, 7.95 & A3.3.05.

" EE NoA, §64.1, Walker | expert report, §§54—63, W/S Dunn |, §§101 & 102.

2-105



o [f MCPs are currently optimizing the structure of their retail prices, a reduction in
MTRs is unlikely to lead to a significant change in the structure of prices (ie a
large increase in the importance of fixed subscription charges).*®®

¢ Increases to pre-pay customers are more likely as they tend to make more (rele-
vant) calls than they receive, unlike post-pay customers who (as a group) tend to
have balanced or slightly outgoing call profiles, and hence the reduction in profits
will fall mainly on pre-pay customers as a group.*®®

o MCPs require tariffs to be profitable overall and customers to be profitable over
their lifetimes.*”® Low-value pre-pay customers are the main category of
customers rendered unprofitable by MTR cuts and hence MCPs are likely to raise
prices to this group.** EE argued that [¢<] million customers would be rendered
unprofitable by reducing MTRs from 4.3ppm to 0.5ppm.*’? (EE did not estimate
the number rendered unprofitable by moving from LRIC+ to LRIC.)

_ []473 474

e MCPs are unlikely to have a commercial incentive to introduce price increases for
non-marginal customers in order to keep unprofitable customers on the network.
Any attempt to increase prices to non-marginal customers would lead to those
customers defecting to other MCPs,*”® or migrating to pre-pay tariffs.*’® This point
is also made by Vodafone and Telefénica.*’”

o MCPs are unlikely to increase prices for post-pay customers because competition
is particularly fierce for those customers. Ms Dunn further argued for EE that
MCPs were not able to increase prices to many existing post-pay customers as
this would allow them to cancel their contracts without penalty.*’® This argument
was also made by Telefénica.*"

— [5<]*® We assessed this argument under Competition Effects, where it was
more appropriate to consider it.*®*

¢ MCPs have limited ability to recoup lost MTR revenues by reducing handset
subsidies for pre-pay users and hence are unlikely to be able to recoup all lost
revenue in this way.**? In other words, we understand EE to argue that usage
charges will have to increase for pre-pay customers. Dr Walker for EE argued that
reduced handset subsidies were likely to slow the rate of handset replacement
and might slow the adoption of new technology such as LTE.

2.610 Vodafone argued in its Core Submission that Ofcom had fundamentally misunder-
stood the mechanism of the waterbed effect. Vodafone illustrated that argument with

“® EE NoA, §64.2, Walker | expert report, §70.
% EE NoA, §64.3, Walker | expert report, 8877 & 171-173, W/S Dunn |, 8823, 24, 33, 38,42 & 71.
7% \We interpret EE as saying that each customer is ex ante expected to be profitable.
“L EE NoA, §64.4; Walker | expert report, §77; W/S Dunn |, §837 & 38.
2 EE NoA; WIS Dunn |, §32.
7 Telefénica Sol, §§25 & 26.
e
EE NoA, §64.5.
75 EE NoA, §64.8; Walker | expert report, §§71 & 72; W/S Dunn |, §§47 & 98-100.
47" \odafone NoA, §47.1; Marshall expert report, §5.22.
“"® EE NoA, §864.6 & 64.7; Walker | expert report, §§76 & 71; W/S Dunn |, §844 & 48-56.
47 Telefénica Sol, §23.
“**\W/S Dunn |, §54.
! See paragraphs 2.394 to 2.398 above.
32 EE NoA, §64.9; Walker | expert report, §74; W/S Dunn |, §840, 68, 78 & 79. We understand EE to be saying that handset
subsidies for pre-pay users are already very low or non-existent.
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2.611

2.612

2.613

2.614

paragraph 100 of Annex A of the Defence, where Ofcom said that it did not attempt
to calculate the profit impact of reducing MTRs on different customer segments,
because fixed and common costs could be allocated in a number of ways and so
such an analysis would be largely arbitrary. Vodafone submitted that the profit impact
could be estimated in a straightforward way because a reduction in revenues from
incoming calls for a customer segment was equivalent to an increase in the marginal
cost of serving that segment.*®* Vodafone predicted that the possibility of price dis-
crimination would not shield consumers with more elastic demand from retail price
increases,*®* saying that MCPs might have the ability to target price increases at
particular customer segments, but they did not have an incentive to recover lost
termination revenues from one group by increasing prices to a different group.*®®

Similarly, [¢<] argued that MCPs’ response to the reduction in MTRs would depend
on whether they viewed the change as an increase in common costs that must be
recovered from retail customers, or as changes in costs that were specific to
individual customer groups. It argued that Ofcom did not consider the latter
reaction.*®

Vodafone appeared to be arguing that reducing MTRs would amount to an increase
in the marginal cost of serving every customer which would result in a price increase
for every customer,*®’ but clarified in its hearing that this effect was offset against the
reduced marginal cost of providing outgoing calls, and so the net effect was that cus-
tomers with net incoming calls would tend to see price rises whereas customers with
net outgoing calls would tend to see price reductions.*® This is consistent with the
theory advanced by EE and Telefonica.*®

Vodafone also addressed the question of the size of price increases. Ofcom argued
that it was wrong to assume that the CLV of each customer segment would be pre-
served at today’s levels.**° Vodafone disagreed, arguing that since competition
between MCPs was strong for both pre-pay and post-pay customers, MCPs would
change their prices for each customer segment, on average, in line with the change
in CLV caused by a reduction in MTRs.** We note in this context that Vodafone did
not believe that LRIC had competition benefits over LRIC+, and therefore it has not
addressed the issue of whether increased competition under LRIC would affect this
argument.

Ofcom’s Defence on likely impact on usage and subscription charges

Ofcom did not dispute that fixed monthly payments may be regarded as a combin-
ation of fixed fees and usage payments.**? However, Ofcom believed that there was
more scope to recover common costs from monthly subscription charges—even if
they reflected usage allowances—than from out of bundle usage charges, which
were less predictable.*%

“83 yodafone Core Submission, §§4.20 & 4.21.

8 Vodafone Core Submission, §4.24.2.

% Vodafone Core Submission, §4.25.

% Marshall expert report, §§5.13-5.18.

“*8” Vodafone Core Submission, §4.24.2.

88 \/odafone referred to the part of its submission that said ‘retail prices would be expected to increase for all customers’ as
‘loose language’. Vodafone bilateral hearing transcript, pp55 & 56.

%9 See, for example, EE Core Submission, §§149-151, and Telefénica Sol, §26.

% Ofcom Defence, Annex A, §§100b & 101b.

491

Vodafone Core Submission, 84.32.

492 Ofcom Defence, Annex A, §88.
49 Ofcom Defence, Annex A, §90b.
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Ofcom noted that lower MTRs meant that MCPs could, all else equal, offer cheaper
off-net calls, which were increasingly provided in more inclusive bundles rather than
in the form of lower ppm charges.*** Ofcom viewed this as a continuation of an
ongoing trend rather than a radical shift.**®

Ofcom accepted that the profitability of some tariffs relied on MTRs being above
LRIC (in the long term, taking into account handset subsidies).**® It noted that other
tariffs, [5<], only became profitable with lower MTRs.**” Ofcom agreed that MCPs
would not allow the forward-looking CLV of any segment to be negative, but did not
consider that the CLV must necessarily remain at the same levels or that the
segment must remain at the same level of profitability.*®® Ofcom also argued that
MCPs gained extra benefits from having consumers on their networks, such as call-
ing circles, implying that pushing one consumer out of the market (eg a low-spending
grandmother) would reduce the value of the offer for other consumers (eg family
members who valued the ability to make on-net calls to her).***

Ofcom rejected EE’s quantification of the number of customers becoming unprofit-
able on the grounds that, Ofcom said, it was not based on the appropriate compari-
son, which was the difference between MTRs set at LRIC rather than LRIC+.°®
Ofcom also noted that on a forward-looking basis the costs of continuing to serve an
existing customer were very low since acquisition costs were sunk, although once a
low-value customer came to renew or replace their subscription, MCPs would seek to
increase revenue or reduce acquisition costs.*%*

In response to EE’s claim that it would not be profitable to increase prices to post-pay
customers because of the fierceness of competition for them, Ofcom did not dispute
that this would be true for any individual MCP if other MCPs’ prices did not change.
However, Ofcom said, since all MCPs will face pressure to increase retail prices, in
the longer term they would be able to increase prices.** In economics terminology,
Ofcom was saying that the MCPs’ reaction functions would shift and the new equilib-
rium involved higher prices for post-pay customers. Ofcom noted Ms Dunn’s point
about MCPs’ ability to change prices for existing customers but noted that changes
could be made gradually as existing customers came out of contract.*®® We infer that
Ofcom was saying that all prices could be adjusted within two years since that was
the maximum contract length.

In response to Telefonica’s claim that Ofcom did not consider how MCPs would react
to cost changes for different customer groups, Ofcom said that this was ‘a logical way
of considering the issue’, suggested that MCPs would have regard to the price elas-
ticities of different groups, and claimed that it considered this possibility when it
acknowledged that tariffs which became unprofitable would be modified. Ofcom
therefore rejected the assertion that it did not consider this reaction.>**

Ofcom said that MCPs’ ability to levy higher fees on post-pay tariffs would depend on
the extent to which customers would switch to pre-pay tariffs, but expected MCPs to
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Ofcom Defence, Annex A, 890a.
Ofcom Defence, Annex A, §90c.
Ofcom Defence, Annex A, 8§95.
Ofcom Defence, Annex A, 895.
Ofcom Defence, Annex A, §101.
Ofcom Defence, Annex A, §102.
Ofcom Defence, Annex A, 8§96.
Ofcom Defence, Annex A, 8898 & 100.
Ofcom Defence, Annex A, §104.
Ofcom Defence, Annex A, 8105.
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take this into account in tariff design.®® We understand Ofcom’s view of price
changes to be that different user groups have different elasticities of demand, and
hence if there are customer groups within post-pay that are relatively price elastic (as
revealed by their willingness to switch to pre-pay tariffs), it is consistent with Ofcom’s
view that MCPs would impose relatively small price increases on such groups
relative to other post-pay groups with less elastic demand.

Ofcom recognized that MCPs had more than one possible response to lower MTRs
(including charging for SIMs), and noted that EE and Vodafone seemed to have
substantially reduced handset subsidies as part of their reaction. However, it rejected
Dr Walker’s argument that there was likely to be a strong effect on new technologies
(partly since take-up of them was often driven primarily by post-pay users).>%

Arguments by interveners on behalf of Ofcom on likely impact on usage and
subscription charges

Three submitted that MTRs set at LRIC would cause mobile retail prices to decrease
because (a) increased competition will put downward pressure on prices, (b) LRIC
will remove double marginalization, and (c) LRIC will increase usage, which will
generate further origination revenue for MCPs, some of which will pass into lower
prices.> As regards specific effects, Three thought it most likely that pre-pay cus-
tomers would see lower call charges; post-pay customers would either get more min-
utes or pay less for their bundle; subscription fees for less price-sensitive customers,
especially post-pay customers, would increase; and ‘inefficient’ handset subsidies
and acquisition costs would fall.>*®

Dr Maldoom, on behalf of BT, argued that any increase in prices would be relatively
modest. He also noted that when changing prices, MCPs must take into account the
cannibalization of their own packages as customers switched between them—so

‘tariffs operate holistically and must be optimized jointly’.>*

Assessment on likely impact on usage and subscription charges

We understand Ofcom’s position to be that retail price rises will be focused primarily
on post-pay customers (and especially high-usage post-pay customers), whereas the
appellants’ views are, broadly, that price rises will be focused on customer groups
with net incoming calls, namely pre-pay customers (and especially low-usage cus-
tomers) and to some extent low-usage post-pay customers. For the reasons
explained below, we agree with the appellants.

We do not believe that any party disputes the position that the MCPs have regard to
CLVs when setting prices.>™ It also appears to be common ground that pre-pay cus-
tomers as a whole are net receivers of (relevant) calls, that post-pay customers as a
whole are either roughly neutral or net makers of calls, and that (as a general rule)
within both groups the ratio of outbound to inbound calls tends to be larger among
heavier users (ie those who make most outgoing calls and who have the greatest
monthly expenditure).**! We regard this last point as plausible when applied at a high

%5 Ofcom Defence, Annex A, §111.

%6 Ofcom Defence, Annex A, §§113 & 114.
*7 Three Sol, §7.49.

% Three Sol, §7.52.
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Maldoom | expert report, 834c.
See EE’s Core Submission, §112, for a summary of statements by all parties.
See EE’s Core Submission, 8§§113 & 114, for a summary of relevant statements by all parties.
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level but are wary of applying it in detail (for example, we are wary of applying it to
smaller groups of users in the absence of supporting evidence®*?).

We find strength in the arguments of Vodafone and [<], in particular, that the clear
implication of this is that pre-pay customers (as a group) will become less profitable
as a result of MTR cuts, while the profitability of post-pay customers (as a group) will
be unchanged or slightly enhanced. Within these broad groups, heavier users will
typically have greater value to MCPs as a result of MTR reductions, and light users
will typically have less value. Hence, and consistent with the proposition that CLVs
are important to competition, we would expect MCPs to have the incentive to offer
better terms to customers who have become more valuable and worse terms to
customers who have become less valuable.

The effects on prices of these changes in the value of customers may come in
various forms—including call prices, monthly charges, handset subsidies, acquisition
costs and other charges—but we would expect the overall effect to be higher prices
for pre-pay users, especially low-usage pre-pay customers; lower prices for high-use
post-pay customers; and probably higher prices for low-use post-pay customers.

Therefore we agree with Vodafone that Ofcom seems to have misunderstood the
mechanism of the waterbed effect. As Telefénica argued, Ofcom did not consider
how MCPs’ incentives would change, and how prices would change, in reaction to
changes in the CLVs of different customer groups (except to the extent that it con-
sidered the effects of certain customer groups becoming unprofitable). To treat a
reduction in MTR revenue as a sum of money to be recovered in the most efficient
way does not engage with the complexities of a market with, in Ofcom’s own charac-
terization, heterogeneous consumers and sophisticated retail price discrimination.

We also note that Ofcom’s theory assumes that certain groups are more price elastic
than others. This appears to be assertion, since Ofcom does not justify it by reason-
ing or evidence. It is uncontroversial that different groups of customers have different
demand functions for mobile phone services, but the elasticity of demand typically®*3
varies as consumers move along their demand curves. In other words, it is plausible
that a ‘high-user’ type of consumer has more inelastic demand than a ‘low-user’ type
when both are consuming the same amount of mobile phone services. But if we
compare a ‘high user’ consuming a lot of services on a post-pay contract with a ‘low
user’ consuming a small amount of services on a pre-pay contract, it is not obvious
that they would have a significantly different elasticity of demand (at least for usage).

Dr Maldoom for BT summarized this point as follows:***

Price elasticity for any customer segment is not a fixed quantity, but
rather a function of the prices charged and the alternative tariffs on offer
from the MCP. Increasing prices within a particular tariff plan will at
some point lead customers to switch to alternative tariff plans from the
same provider (if they do not switch provider).

Because tariffs are already highly optimised, we cannot expect any
segment of customers to be especially relatively price insensitive, as it
would likely have been more profitable for the MCP to charge more to
these customers and less to other customers. By the same logic, we

512
513
514

We examine relevant evidence in the section beginning at paragraph 2.710 below.
Except in the special case of constant elasticity demand functions.
Maldoom | expert report, 35, emphasis in original.
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cannot expect any particular segment to be especially relatively price
sensitive (relative to other customer segments).

We acknowledge that there will likely be second-round effects (for example, to the
extent that changing tariffs encourages customers to switch between pre-pay and
post-pay, MCPs may adapt tariffs to reflect this). We would not expect this to affect
the direction of the changes.

We do not believe it likely that MCPs will increase prices for high-end post-pay users
in order to keep unprofitable pre-pay users on their networks, and Ofcom has not
convinced us that it had fully considered whether it would be profitable to increase
prices to the former group at all (regardless of possible price changes to other groups
of customers). Ofcom is in principle correct to say that reaction functions will shift.
Hence there is no argument to be made along the lines of: ‘If it were profitable to
increase prices to post-pay customers, the MCPs would have done so already.”*
But Ofcom failed to consider the reasons why reaction functions will shift. For each
group of customers, if a cut in MTRs makes them more profitable under any given set
of retail prices, as is likely to be the case for high-end post-pay customers, all MCPs
should be willing to charge them lower prices. So Ofcom’s logic does not apply to
customers who become more valuable.

Ofcom drew an analogy with retail gas companies when wholesale gas prices rise.>*°
It argued that all companies needed to raise their retail prices to maintain retail
profits, so although the first company to raise prices might lose customers, eventually
they would all raise prices. But this analogy illustrates the problem with Ofcom’s
reasoning. Ofcom has treated the change in MTRs as if it were a cost increase for all
customers. In fact, it is effectively a cost increase for some and a cost decrease for
others.

For these reasons, we find force in the appellants’ arguments that Ofcom’s reasoning
on retail price changes is not sufficient to support its conclusions. Having considered
the evidence on this point, our conclusion is that we agree with the appellants’ argu-
ments that prices will rise for pre-pay customers as a whole (especially low-usage
customers) and for low-usage post-pay customers, while prices for high-usage post-
pay customers will tend to fall.

A number of other arguments made by the appellants and interveners were less per-
suasive. We agree with Ofcom that EE’s claims as to the number of its customers
that will become unprofitable are not relevant to the choice between LRIC and
LRIC+, and that EE has not provided evidence relevant to that choice. We discuss
this further below.>*’

We note Dr Walker’s argument that reduced handset subsidies for some customer
groups are likely to slow the rate of handset replacement for those groups, but it is
not clear that this is undesirable. We are not convinced that this would significantly
slow the adoption of new technology.

We were not convinced by Three’s arguments. At a high level, its argument about

increased competition has been assessed separately;>'® it did not demonstrate that

its argument about double marginalization holds in the mobile sector;>*° and its argu-

515

This is effectively the argument that EE and Telefénica made when they said that competition was fierce for post-pay cus-

tomers and MCPs would not be able to increase prices to those customers.
*1° Ofcom Defence, Annex A, §107.
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See in particular paragraph 2.739 below.

*8 We addressed this in detail in the section on competition effects above.
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See paragraph 2.576 above.
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ment about increased usage seems at best circular (since it assumes an increase in
usage, which will depend on price changes).

Three argued that post-pay customers would see lower bundle prices but higher
subscription prices.*® By this, Three apparently meant that the difference in prices
between packages with different numbers of minutes would diminish (ie incremental
minutes would become cheaper) but the notional subscription element would become
more expensive (which presumably implies that small bundles would become more
expensive). This appears to be consistent with our view that low usage post-pay
packages would become more expensive and high usage post-pay packages would
become cheaper.

Arguments by the appellants about evidence on responses to MTR reductions

EE argued that Ofcom’s analysis was inconsistent with the way EE had actually
responded to the cut in MTRs, as it planned to [¢<].°*

In its Core Submission, EE referred to evidence adduced by all four national MCPs,
including Three, that they had raised their pre-pay prices in light of the reduction in
MTRs. It noted that MCPs had generally sought to mitigate the effect of price
increases for higher-spending pre-pay customers, which it referred to as pre-pay cus-

tomers with a ‘more balanced call ratio’.>?

Ofcom’s Defence on evidence on responses to MTR reductions

Ofcom argued that the changes both Orange and T-Mobile had made to their pre-pay
tariffs was to price discriminate, by increasing prices for low-use customers but giving
higher-use pre-pay customers a chance to make mitigating savings. Ofcom asserted
that Orange and T-Mobile ‘appear ... to be targeting some pre-pay segments which
are less price elastic’.>*® Ofcom therefore appeared to be claiming that this was con-
sistent with its assessment, although implicit in this is that Ofcom was claiming that
low-value pre-pay customers are ‘less price elastic’, whereas in the Statement Ofcom
identified less price-elastic customers with post-pay customers, and especially high-
use post-pay customers.

Ofcom further noted that this was just EE’s initial reaction, and that its approach
might evolve over time as other MCPs changed their prices; and that this was the
response of a single MCP and other MCPs with a different customer profile might act
differently.*

In addition, Ofcom said that:>?°

(a) EE’s discussion was premised on a drop in MTRs from 4.3 to 0.5ppm and it was
unclear how much was driven by the much smaller difference between LRIC+
and LRIC;

(b) price changes were not driven solely by MTR cuts:

(i) [2<];°*® and

520 Three Sol, §7.52.

2L EE NoA, §847 & 67; W/S Dunn |, §§39 & 40; Walker | expert report, §82.
%22 EE Core Submission, §§115 & 116.

%23 Ofcom Defence, Annex A, §117.

524 Ofcom Defence, Annex A, §118.

% Ofcom Defence, Annex A, §120.
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(ii) for T-Mobile in particular, [5<];**" and

(c) Ms Dunn had, in Ofcom’s view, reported that low-value pre-pay customers were
not particularly price elastic.

Assessment on evidence on responses to MTR reductions

We find force in EE’s argument that the evidence of actual responses to the new
level of MTRs is not consistent with Ofcom’s prediction that price rises would be
mainly focused on post-pay users.

The evidence is broadly consistent with price rises for pre-pay customers, especially
lower-usage customers (with some mitigation for higher-usage customers in the form
of add-ons), and not for post-pay customers. This is not consistent with Ofcom’s pre-
diction. We note that Ofcom did not have access to this evidence at the time of the
Statement, but we still consider it useful in assessing whether Ofcom’s conclusions
were correct.

We note that Three said in its Sol that it had no plans to ‘make its pre-pay offers less
generous or to try to target [pre-pay price] increases’ at net receivers of calls,** but
according to the witness statement of Mr Ness,** Three had already made changes
to its pre-pay tariffs at least partly as a result of the anticipated reduction in MTRs,
and between April 2010 and April 2011, it increased the price of calls on its main pre-
pay tariff from 20 to 26ppm, with the introduction of add-ons for which would allow
customers to buy cheap bundles of minutes, text messages and/or data. Three
characterized this as ‘rebalancing’ or ‘segmenting’ pre-pay prices.>*° The effect of the
change is to increase price for low spenders, although the price at the margin for
heavy users may have declined (and the effect on average prices will depend on the
individual's level of usage).

Ofcom cited the launch of Three’s One Plan as evidence in support of its proposition
in general.>*! The One Plan includes a very large allowance of minutes, texts and
data for a price lower than has historically been offered by any MCP for a compar-
able package. We would characterize it as a substantial price cut for high-use post-
pay subscribers. It therefore undermines, rather than supports, Ofcom’s use of it as
evidence in this context.

We do not find Ofcom’s arguments in this respect convincing. In particular, Ofcom
seems to be arguing that a price increase targeted at low-use pre-pay customers is
consistent with Ofcom’s theories about the pattern of price increases. Ofcom’s con-
clusions about the number of consumers who will give up their mobile phones, and
the effects on vulnerable customers, are premised on exactly the opposite. Hence we
find force in EE’s argument.

Ofcom also claimed in its Defence that EE’s price changes, which seemed to contra-
dict Ofcom’s theory, were just an initial reaction and that further price changes may
follow. This is effectively a claim that MCPs’ commercial reactions to the change in
MTRs provide no information about their rational long-term reactions. It would be
reasonable to suggest that the initial reactions may understate the scale of the long-

526 [x]
527 [%]

% Three Sol, §9.99.
2 \W/S Ness, §4.16.

530
5!

Three bilateral hearing transcript, 8844 & 45
%1 For example, Ofcom Defence, Annex A, §95, where Ofcom said that [$<]—in other words, the reduction in MTRs has led to

the introduction of a lower-priced tariff aimed at high-use post-pay customers.
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term reaction or to apply some caution in drawing conclusions on causality from MTR
changes to price changes. However, if the short-term reaction is completely different
to that predicted by Ofcom, then Ofcom is implicitly claiming that MCPs will first do
one thing and then, later, do something else entirely. For these reasons, we give
some weight in our analysis to the pattern of price changes observed since MTRs
were set under the current charge control. These price changes broadly support the
position put forward by the appellants and do not appear consistent with Ofcom’s
theory.

Arguments by the appellants about handset prices

Vodafone argued that Ofcom erred in its reasoning in concluding that MCPs would
be able to resist increasing their retail prices by virtue of disregarding the sunk costs
of acquiring their existing customers. Vodafone said that the sunk costs of acquiring
customers were relevant to MCPs’ pricing decisions, and that increases in charges
would not be offset by reductions in the costs of serving them. It specifically argued
that:

(a) Inthe long run, MCPs would not be able to disregard the sunk costs of consumer
acquisition when setting their prices, because in the long run all customers would
need to replace their handsets.>*?

(b) Ofcom had failed to quantify reductions in the cost of serving customers over time
(Vodafone appeared to be referring to falling costs of handsets; Ofcom pointed
out®® that it had estimated cost changes in network equipment).>®*

(c) Ofcom had failed to take into account the trend towards 3G handsets, which are
more expensive than 2G.>*

(d) These costs would fall regardless of the level of MTRs, and were not caused by
falling MTRs, that customers would benefit from them in any event and hence
any cost reductions would not neutralize the effect of falling MTRs.>*

In its Core Submission, Vodafone further argued that [¢<], and that pre-pay
subscribers were increasingly migrating to smartphones (and were being encouraged
to do so by MCPs).>*’

Ofcom’s Defence on handset prices

On the first point, Ofcom claimed to have taken it into account, saying that it did not
conclude that MCPs would be able to disregard customer acquisition costs in the
long run.>® In response to the second and third points, Ofcom made a number of
arguments about the move towards 3G handsets, the most pertinent of which was
that Ofcom had focused on the underlying cost effect whereas Vodafone had focused
on the mix effect. In other words, what matters to Ofcom’s argument is that the same
handset can be provided more cheaply in the future.>* As to Vodafone’s fourth point,
Ofcom contended that when considering the effects of lower MTRs on handset prices

%3 \sodafone NoA, §47.3.
%3 Ofcom Defence, Annex A, §124.
%% \Vodafone NoA, §47.4.
%% \odafone NoA, §47.4.
5% \odafone NoA, §47.5.
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Vodafone Core Submission, 84.33.

%% Ofcom Defence, Annex A, §122.
%% Ofcom Defence, Annex A, §125.
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(ie affecting the upfront price that a customer paid to join a network) and conse-
guently on number of subscriptions, an increase in price which led to a reduction in
ownership had very different welfare implications from a slower price decrease
leading to a slower growth in ownership.>*°

Assessment on handset prices

2.653 Vodafone claimed, and Ofcom appeared to agree, that customer acquisition costs
were relevant to pricing in the long run, with the implication that if reducing MTRs
caused certain groups of customers to become unprofitable once acquisition costs
are taken into account, MCPs would raise prices to those customers. What is in
dispute is whether handset costs are falling and whether this will mitigate the effect
on subscriber numbers. As we explain below, we agree with Ofcom that handset
prices are falling but we think Vodafone is probably correct to say that this does not
neutralize or mitigate the effect of falling MTRs, and Ofcom’s Defence on this point is
not convincing.

2.654 On the issues of falling handset prices, we agree with Ofcom that Vodafone’'s
argument is focused on the mix effect. We have no reason to believe that Ofcom is
wrong to say that the costs of any given handset are falling and will likely continue to
fall. We note Vodafone’s argument that, over time, there is a shift towards more
advanced handsets which, at any point in time, will cost more than less advanced
handsets; but the choice to offer consumers better handsets rests with the MCPs and
is part of the competitive dynamic. In particular, if our ultimate concern is whether
handset prices will affect the level of subscribers (since it should not affect usage
other than via number of subscribers), the most important factor is whether MCPs
continue to supply cheap handsets to consumers who place little value on being a
subscriber.®* A reduction in the cost of the cheapest handsets seems more relevant
to this than the mix effect (unless the cheapest handsets are no longer available to
operators, and we have seen no evidence of this).

2.655 However, we find force in Vodafone’s argument that handset costs would fall regard-
less of changes in MTRs (which Ofcom has not challenged) and that customers
would benefit from them in any event. This implies that cost reductions would not
neutralize or mitigate the effect of falling MTRs on subscriber numbers. We are not
persuaded by Ofcom’s Defence that falling handset costs are a significant mitigating
factor when prices increase. Since these costs would fall regardless of the level of
MTRs, this argument to some extent goes against Ofcom’s principle that the choice
between LRIC and LRIC+ should be made on an ‘all other things being equal’ basis.
The argument relies on there being an asymmetry in the effects of (a) prices rising,
and (b) prices falling less quickly, which is possible in theory but has not been
demonstrated.

2.656 In particular, Ofcom’s line of reasoning involved the endowment effect.>* Ofcom

characterized this as ‘it is more difficult to give up an item once you have owned and

experienced it’. This would seem to imply that current mobile phone owners would be
reluctant to leave the network (when their handset needs replacing), and so fewer
people would leave the network if handset prices rose, than would join the network if
handset prices fell. This implies that falling handset costs would exacerbate the effect

0 Ofcom Defence, Annex A, §126.

! We do not contend that this is the only factor; we accept that some consumers may only be willing to subscribe if they
receive a modern handset with a high level of functionality. We do think that the factor we describe is likely to be the most
important.

2 See Ofcom Defence, Annex A, fn 237.
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on subscriber numbers of reducing MTRs, rather than mitigate it as Ofcom argued.*®

Therefore we conclude that falling handset costs will not mitigate the effects of lower
MTRs.

Overall assessment on effects on retail prices

2.657 Based on the arguments and evidence assessed in the preceding sections, we found
that the appellants’ depiction of the effects of MTR changes on marginal costs,
revenues and thus CLVs for different customer segments is well aligned with both
basic economic principles and the available evidence on the pricing responses of all
MCPs to the reductions in MTRs. We therefore agree with Vodafone’s view that
Ofcom has misunderstood the mechanism by which the waterbed effect operates
and the likely effects on prices, and we summarize our reasoning below.

2.658 The evidence on calling ratios seems to demonstrate that pre-pay customers as a
group will become less profitable and their CLVs will fall, acquiring them will become
less attractive to MCPs, and MCPs will accordingly do one or both of two things:

(a) reduce acquisition expenditure (including handset subsidies) to reflect the lower
CLV of new pre-pay customers; or

(b) increase prices to increase the CLV of new and existing pre-pay customers.

2.659 It seems likely that the effect on the CLVs of higher-use pre-pay customers is a
smaller negative or positive; we would expect them to face smaller price rises or
even reduced prices. Given that there is relatively little scope for offering different
basic tariffs to pre-pay users, this may come in the form of effective two-part tariffs
(where high users or those who top up credit regularly are given rewards, reducing
the effective average price they pay for usage) or by varying acquisition costs (for
example, by offering higher subsidies on particular types of handset—such as smart-
phones—which are associated with higher-use customers). This pattern of price
changes is supported by the price changes we have observed since the start of this
price control.

2.660 Similarly, high-use post-pay customers will become more profitable and MCPs will
increase acquisition expenditure and/or reduce prices to this group. Given the wide
variety of price plans offered to post-pay users, we might expect a greater degree of
segmentation among all post-pay user groups, and it is possible that lower-use post-
pay customers will see some form of price rise. Again, this finding is supported by
recently observed price changes.

2.661 Itis more difficult to predict the exact scale of price changes. Vodafone argued that
due to the process of competition, following a change in CLVs, MCPs would seek to
adjust prices to match. Ofcom argued that, where a customer group became unprofit-
able as a result of changes in MTRs, MCPs would increase prices so that the group
was not loss-making but would not necessarily restore it to the same level of profit-
ability. MCPs require each price plan to be profitable®** and—at least in the long

2 For example, in the most extreme case of the endowment effect, nobody would give up their phone in response to a price

increase. So a price increase has no effect on ownership, whereas a price cut would induce an increase in ownership. So a
reduction in MTRs leading to a price increase would have no effect on ownership. Now suppose that costs are falling by
enough to balance out the price increase due to MTR cuts. Prices remain the same, but the effect of MTR cuts is to prevent an
expansion in ownership. This intuition generalizes to less extreme cases.

% Ofcom argued (Statement, fn 618, & Defence, Annex A, §102) that in some cases MCPs might be happy to keep customers
who were not profitable purely on the basis of their current costs and revenues. Ofcom’s example concerns calling circle
effects—see discussion in paragraph 2.616 above. Another example would be the chance subsequently to upgrade customers
who are currently unprofitable (an analogy would be bank accounts for students), although given the high level of switching
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term>*°—they need to earn back acquisition costs on each subscriber. We have dis-
cussed>*® that under the CLV model, and with strong competition between MCPs,
MCPs are willing to pay up to the value of a customer’s CLV in order to attract that
customer. This would imply that the profitability of each retained customer would not
be greatly changed, and hence that price increases would match the effect on profits;
although if some previously profitable customers give up their mobile phones, overall
MCP profitability might be reduced. It is also possible that MCPs would seek to
increase prices in this way, but increased competition caused by lower MTRs would
mitigate price rises. Either or both of these possibilities seem consistent with Ofcom’s
finding of a strong but incomplete waterbed effect. Therefore we see some attraction
in Vodafone’s argument about how MCPs would seek to adjust prices, and its logic
fits our other conclusions.

2.662 We discuss the likely size of price increases for different consumer groups in the
following section.

Effects on mobile ownership and subscriptions

2.663 We turn now to consider the second subject listed in paragraph 2.582 above. In this
section we present the arguments made by the parties on the type and scale of
effects that reducing MTRs from LRIC+ to LRIC would have on the levels of mobile
ownership and subscriptions. We then present and comment on a range of relevant
evidence submitted to us by the parties. Finally, we give our assessment of the likely
effects on ownership and subscriptions.

Ofcom’s position

2.664 Ofcom’s overall position was that the effect of lower MTRs on ownership was ‘likely
to be limited’ since demand was ‘generally inelastic’ and any retail price increases
were likely to be directed towards those post-pay and pre-pay users who were less
price sensitive.>*’

2.665 Ofcom’s position reflects the large number of multiple subscriptions in the UK** and
the greater value that Ofcom placed on ownership rather than subscriptions.>*® Much
of the evidence submitted by Ofcom and the other parties relates to the number of
subscriptions rather than the number of subscribers, since many consumers now
have more than one handset and/or subscription. In other words, the implication of a
consumer giving up their only phone are not the same as the implications of a con-
sumer giving up a second subscription (although the latter is not necessarily insignifi-
cant>™). There was also a large number of inactive or barely active subscriptions in
the UK (some of which may also be second subscriptions). Ofcom’s Statement
included an estimated breakdown of the difference between active subscribers and
total subscriptions (reproduced below).***

between MCPs and short consumer lifetimes, this effect is likely to be small. Hence we allow for this possibility in theory but
consider that its effect, if any, will be small in practice.

%% We acknowledge that MCPs’ accounting practices may currently allocate a certain amount of overhead to each consumer as
a guide to whether they are profitable. That allocation seems essentially arbitrary and we have focused on economic profit-
ability, taking acquisition costs that have already been incurred as sunk in the short term.

%6 See paragraphs 2.23 to 2.26 above.

7 Ofcom Statement, §7.149, repeated in Ofcom Defence, Annex A, §129.

% See Figure 7.7 of the Ofcom Statement, reproduced as Figure 1.1, and discussion in §§7.132 & 7.133.

9 Ofcom Statement, §7.132.

0 As Ofcom acknowledged in, for example, Ofcom Defence, Annex A, §149.

%! Ofcom Statement, Figure 7.7.
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FIGURE 2.1

Breakdown of the difference between mobile users
and reported mobile connections
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Source: Statement Figure 7.7, based on Enders Analysis, Mobile user survey 2010: The rise and rise
of smartphones, July 2010.

Ofcom also believed that the size of likely price increases may not be sufficient to
influence consumers’ decisions on whether to have a mobile phone, calculating that
the net lost revenue to MCPs from reducing MTRs to LRIC rather than LRIC+ was on
average £2.50 per subscription per year.>*

Views of the appellants

EE argued that the adoption of LRIC would lead to a material reduction in the level of
mobile ownership and subscription. EE advanced seven reasons for this in its
NoA:*3

(a) Higher mobile prices would be likely to deter some consumers from taking up a
mobile for the first time.

(b) It was unlikely that all or most price-sensitive customers would be shielded from a
price increase.

(c) Ofcom did not have any evidence to support the proposition that demand for
mobile subscriptions was sufficiently inelastic to support its conclusions.

(d) Ofcom’s customer survey suggested that 9 per cent of pre-pay customers would
give up their mobile phone in response to a £10 increase in handset prices.

552

Ofcom Statement, §7.135. Ofcom wrote ‘per subscriber’ but fn 432 indicates that it used the number of subscriptions.

% EE NoA, §§71 & 72.
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(e) Even if on average price increases would be small (which EE disputed), the more
price-sensitive consumers would be likely to face above-average price increases.
Dr Walker, for EE, contended that inactive and barely active subscribers were
unlikely to contribute to cost recovery, so the actual increase per active consumer
would need to be larger than the £2.50 cited by Ofcom. He also questioned
whether the impact would be evenly spread across all subscribers, arguing that
differences in call balances made that unlikely.>**

(f) International evidence suggested that lower MTRs were associated with lower
levels of mobile penetration.

(g) Dr Walker also contended that Ofcom should be more concerned about potential
reductions in subscriptions. He argued that in the absence of evidence on owner-
ship elasticities, subscription elasticities were a reasonable alternative; that there
may well be consumer detriment from giving up a second phone; and that there
were grounds to expect the number of mobile owners to fall.>*

Vodafone alleged that Ofcom had not assessed the evidence in a balanced way,
arguing that:>*

(a) Ofcom should have given more weight to a study by CEG.>*’

(b) Ofcom should not have dismissed survey evidence altogether, since it was the
only evidence specifically designed to assess the reaction of subscribers to a
price increase, and Ofcom’s other evidence could not be regarded as superior
to it.

(c) The second survey commissioned by Vodafone from ICM suggested that
Ofcom’s decision would result in a significant reduction in mobile ownership.

(d) The data on general consumer preferences was of limited relevance and did not
support Ofcom’s conclusions since it could also be used to argue the opposite
conclusion.

(e) Ofcom had failed to analyse properly whether historical ownership and subscrip-
tion levels were affected by price changes and had failed to justify its suggestion
that they may be less responsive to price changes now due to the ‘endowment
effect’.

() Ofcom had overstated the relevance of second subscriptions when considering
the likely consumer impact, because survey evidence indicated a significant fall in
ownership, and because Ofcom had not demonstrated that the marginal benefit
of a second subscription for a consumer with both business and personal phones
was lower than the marginal benefit of a first subscription for other consumers.

In its Core Submission, Vodafone argued that even if the effect on mobile ownership
was ‘limited’, it was misleading to consider that in isolation; what mattered was its
relative size compared with any consumer benefit from increased usage.>*® We note
that it should properly be compared with any other benefits and costs from adopting
LRIC generally, which we take to be Vodafone’s point, although it is not explicitly
made.

** EE NoA, Walker | expert report, 103.
% EE NoA, Walker | expert report, §102.
%% \/odafone NoA, Schedule 1, §§3.1-3.23.
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We discuss this study below.

%% \/odafone Core Submission, §4.34.
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2.671

Vodafone also explained its justification for comparing the ‘profit neutral’ level of
MTRs (3.7ppm) with the LRIC level in, for example, its survey evidence. Vodafone
claimed that from an allocative efficiency perspective the relevant issue was the wel-
fare implications of reducing MTRs by more than projected reductions in termination
costs, thereby affecting the level and structure of retail prices. The fact that some of
this would happen anyway if Ofcom were to adopt LRIC+ does not mean this would
necessarily be a good thing, because the optimum level of MTRs does not necessar-
ily lie below LRIC+.%°

Ofcom'’s response
Ofcom responded to each of the points from EE’s NoA in turn:>®

(a) Ofcom submitted that the difference in entry-level pre-pay offers between a
LRIC+ and a LRIC scenario was ‘likely limited’ and thus the effect was ‘highly un-
likely to be material’. Ofcom cited the current offers of [¢<] and referred again to a
difference of £2.50 per subscriber per year between scenarios. Ofcom also
argued that very marginal existing users and those who did not have a mobile
cited lack of need as the main reason for not having a mobile phone.

(b) Ofcom argued that price-sensitive customers would be shielded from price
increases, so long as they remained profitable, because MCPs would not want
them to give up their subscriptions. Ofcom noted that the average effect was
£2.50 and, by its logic, might be lower for more price-sensitive subscribers.

(c) Ofcom referred to its summaries of relevant evidence in the Statement®®* and
noted that although demand for mobile subscriptions may not be perfectly in-
elastic (which would be necessary for there to be no effect of a price rise), it was
relatively inelastic. This, combined with an average £2.50 per subscriber per year
effect, suggested that ‘the effect on mobile subscriptions is likely to be limited;
and that there will be no significant effect on ownership’.>*> Ofcom did not quan-
tify what it would consider to be a ‘limited’ or ‘significant’ effect.

(d) Ofcom noted that the results of the survey it commissioned from Jigsaw were
‘markedly out of line with other research’ and hence it did not rely on them.>®
Ofcom also noted that the price increases used in the survey were significantly
higher than £2.50 per year.

(e) Ofcom argued that ‘EE cannot have it both ways’: if inactive and barely active
consumers should be excluded from any calculation of financial impact (as
Dr Walker argued), then these subscribers should also be excluded from any
guantification of the numbers at risk of giving up their subscription in response to
a price increase. Ofcom argued that the average price change per active user
was roughly £4 per year which was ‘still a relatively modest change’. Finally,
Ofcom replied that it did not assume that the impact would be spread equally
across all subscribers, but viewed it as a useful illustration.

() Ofcom noted that it was difficult to draw simple cross-country comparisons as
there were many differences between the UK and countries with low MTRs

559

Vodafone Core Submission, 84.35.

%0 Ofcom Defence, Annex A, §§132-147, numbered 1-6, which matches our designation of (a)—(f), and §§148-152, which
responds to (g).
%1 Ofcom Statement, §§7.139 & 7.140.
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Ofcom Defence, Annex A, 8136, emphasis in original.

%3 Ofcom Defence, Annex A, §139.
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(including the USA, Canada, Hong Kong and Singapore), notably differences
between ‘calling party’s network pays’ and ‘bill and keep’. Ofcom noted that retail
prices were currently at ‘relatively affordable levels’ and the average price
increase should be relatively low.

(g) Ofcom said that it was reasonable to believe that the elasticity of demand for sub-
scriptions was different from that for usage; that Ofcom had never concluded that
there was no benefit from an extra subscription, though it was likely to be lower
than the benefit of the user’s first subscription; and that any reduction in mobile
ownership would be small. Ofcom did not deny that there might be some loss of
consumer welfare from reduced subscriptions but had focused on ownership.

2.672 Ofcom responded to each of the points from Vodafone’s NoA in turn:***

(&) Ofcom denied that it rejected the CEG findings, noting that it applied a number of
caveats in interpreting them.

(b) Ofcom noted that the price rises used in the surveys submitted to it did not
correspond to a reduction in MTRs from LRIC+ to LRIC, and concluded that there
were also significant methodological weaknesses with those surveys.

(c) Ofcom considered that the first criticism in (b) also applied to the second ICM
survey for Vodafone, and also made a number of specific criticisms of the survey
methodology.

(d) Ofcom claimed that it had drawn a simple conclusion that mobiles were highly
valued and not easily given up by many users, which was not undermined by
Vodafone’s arguments.

(e) Ofcom’s main argument appears to be that it could not infer how sensitive owner-
ship was to relatively small retail price changes, and it noted that MCPs had, in
previous rounds of regulation, argued that reductions in MTRs would lead to
substantial loss of ownership, since which MTRs had materially decreased and
ownership materially increased. Ofcom argued that the endowment effect,”®
which was well-established in the academic literature, would limit reductions in
ownership.

() Ofcom acknowledged that the value of a second subscription was likely to
depend on the use to which it was put, but noted that some subscriptions may
confer relatively little value (for example, a second SIM that a consumer used to
make cheaper on-net calls in the presence of ONON PDs). Ofcom also noted that
there were a large number of inactive and barely active subscriptions, but did not
consider that their cancellation would result in any material consumer detriment.

Evidence on mobile ownership and subscriptions

2.673 We have been shown three types of evidence which are directly relevant to assess-
ing the effects of price increases:

%4 Ofcom Defence, Annex A, §§156-171, designated (a)—(e), which matches our designation above, and covering a separate

oint which we have designated (f).
®® See paragraph 2.656 above.
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e The first is studies showing the elasticity of demand for mobile subscriptions and
usage. There is a body of research on this subject, although it is complicated by
not knowing what form price increases will take.®®

e The second is survey evidence.®®’ In this case, there have been several surveys,
the most robust being ICM’s second survey for Vodafone, which nevertheless may
be difficult to apply.

¢ The third is a piece of work commissioned from CEG by Ofcom investigating the
relationship between MTRs and subscription levels across various countries.’®

We also discuss relevant evidence on:

« the level of handset subsidies;**

e calling patterns by different customer groups;>"° and
e the ongoing costs of retaining customers.>"*

Ofcom and others also pointed to historical data on overall penetration and owner-
ship rates, which Ofcom said ‘indicated that past changes in MTRs have not had a
dramatic impact on subscription penetration rates’, although Ofcom noted that ‘care
is needed in reaching conclusions from simple comparisons of past trends, given that
many other factors could have affected take-up of mobile subscriptions over this
period’.>’? Given the context of rapid take-up of mobile phones over the last 15 years,
changes in the competitive dynamic and increasing use of various mobile services,
simply looking at trends of headline prices and subscriber numbers does not provide
any reliable evidence on the effects of reducing MTRs. Therefore we do not discuss
these arguments further.

Ofcom also presented survey evidence showing how much consumers in general
valued their mobile phones. For example, Ofcom found that 45 per cent of adults
considered a mobile phone to be their main method of making and receiving tele-
phone calls and that when asked what they would cut first from their household
budgets, less than one-fifth of consumers placed their mobile phone in the top three
items.>”® We place relatively little weight on this evidence: as a hypothetical example,
demonstrating that 60 per cent of mobile phone users highly value their phone would
tell us little, if anything, about how the other 40 per cent of users would react in
response to a price increase. It is generally well established that the preferences of
infra-marginal customers are of limited relevance to behaviour at the margin. For the
same reason, Ofcom’s ‘simple conclusion’ that mobiles are highly valued and not
easily given up by many users does not persuade us that there may not be a signifi-
cant number of users who would give up their mobile.

566
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569
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52 Ofcom Statement, §7.116.
5% Ofcom Statement, §§7.141 & 7.142.

See paragraphs 2.677-2.680 below.
" See paragraphs 2.681-2.695 below.
%8 See paragraphs 2.696—2.699 below.
See paragraphs 2.702-2.709 below.
See paragraphs 2.710-2.724 below.
See paragraphs 2.725-2.730 below.
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e Elasticities

2.677 In response to Ofcom’s consultation in April 2010, EE cited a range of studies which
find that the industry-wide elasticity of demand for subscriptions is, on average,
—0.44.°™ In its April 2010 consultation, Ofcom cited a number of papers which found
that the elasticity was around —0.5 or less.’” Ofcom noted that this figure indicated
inelastic demand and so the change in subscriptions would be relatively small. EE
argued that even though demand may be inelastic, a figure of around —0.44 might
still indicate a significant change in subscriptions.>”

°  Assessment of evidence on elasticities

2.678 The studies cited by Ofcom and EE suggest that demand for subscriptions is rela-
tively inelastic, with most studies suggesting that it is less elastic than —0.5 (ie
between 0 and —0.5). These estimates are the response of the entire market to a
price change, which is difficult to interpret, because we expect different groups to see
different price rises (in both absolute and percentage terms) whereas the estimated
elasticities represent the response across the entire market to an average price rise.

2.679 For the purposes of illustration, we explored this evidence to get a sense of the scale
of subscription changes it would imply. If we take the elasticity of demand for owner-
ship to be —0.44 for pre-pay subscriptions, noting that the estimates reported apply to
all subscriptions, and suppose that there is a price rise of £5 per subscriber per
year,®”’ then under reasonable assumptions this might translate to a loss of around
800,000 pre-pay subscriptions, or around 1 per cent of all mobile subscriptions.>"®>"°

2.680 However, this is not a very satisfactory estimate. The estimates of elasticity of
demand are for all users; we do not know if they are the same for pre-pay users, let
alone subgroups of pre-pay users.’® Low users pay a small amount each year and
so even relatively small price increases may represent a large percentage price
increase. Traditional elasticities of demand are not well suited to the question before
us. Therefore we place little weight on them.

e Survey evidence

2.681 Several surveys were carried out for the purpose of investigating the effects of lower
MTRs on subscriptions, and we describe each briefly below. Ofcom noted that it was
‘sceptical of over-reliance on surveys as a reliable method of estimating the impact of

°™ Ofcom Statement, §7.138.

*” Since elasticity of demand is normally negative, this means an elasticity of between 0 and —0.5. Ofcom Statement, §7.139.
%° EE Sol, §71.4.

" We discuss the justification for this in paragraph 2.737 below.

*® Suppose that the average pre-pay subscriber pays £10 per month or £120 per year. We did not have readily available
figures for average expenditure. The average pre-pay user made 61 minutes of outbound calls per month in 2009 (Ofcom
Communications Market Report 2010, Figure 5.73 and accompanying text). Current prevailing prices appear to be around
25ppm for pre-pay calls (although they were lower in 2009). This suggests that a figure of £10 per month may be conservative.
This would imply a percentage price rise of around 4.2 per cent. That would translate to a loss of subscriptions of just under

2 per cent. There are around 80 million subscriptions in the UK (Ofcom Statement, Figure 7.7), of which around 55 per cent (or
45 million) are pre-pay (Ofcom—'Consumer Experience 2010’ Figure 17, submitted as Exhibit MW36). A loss of 2 per cent
translates to around 800,000 subscriptions, or around 1 per cent of all mobile subscriptions.

n response to our provisional determination, EE suggested that applying a price increase of £8 per active user implied a
loss of around 1.3 million pre-pay subscribers. EE appears to have based this calculation on the number of all pre-pay sub-
scribers, rather the number of active subscribers. If that is corrected, we estimate that the number remains around 800,000.
However, we would be wary of assuming—as EE implicitly does—that active and inactive subscribers have the same elasticity
of demand, not least because it is difficult to define a meaningful elasticity of demand for barely active or inactive subscribers
who are currently paying very little or zero.

%% As we discussed above when assessing the likely impact on prices, we believe it is plausible that in equilibrium all groups of
customers have a similar elasticity of demand, which would imply that this may be a good approximation. In practice, we would
be wary of making a strong assumption (especially when comparing active and inactive users).
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2.685

changes in the structure of prices on subscription decisions, due to the difficulties in
extrapolating consumers’ actual behaviour from their stated behaviour’.>®* Ofcom was
critical of each piece of survey evidence before it and ultimately decided to rely on
none of them, even the relevant part of the survey Ofcom commissioned.

° Jigsaw survey for Ofcom
Ofcom asked consumers about responses to hypothetical price increases as part of a

survey it commissioned from Jigsaw Research during the consultation process, but
ultimately decided not to rely on the answers.*®

°  GFK survey for Everything Everywhere

EE arranged for questions to be added to GfK NOP’s weekly face-to-face UK omni-
bus survey of a representative sample of the UK population. [<]

o [K]
o [K]
o [K]
o [K]
o [K]
=

The survey found that [<

o [KX]

o [X]
Ofcom criticized this survey on a number of grounds:*®°
e price change scenarios were the same for all customers;

¢ it included respondents with pre-pay on a secondary phone;

¢ inclusion of non-bill-payers (although Ofcom noted that the impact of this would be
limited);

¢ the structure of questions might lead to systematic overstatement of responses;
and

%81 Ofcom Statement, §7.116.

582

Ofcom Statement, fn 396.

%83 See exhibit Dunn §13.

584

There is some ambiguity in the presentation over whether this was a 3ppm or a 5ppm price increase.

%85 Ofcom Statement, Annex 5, §§A5.32-5.41.
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e response scenarios were ‘unrealistic and not clearly explained’.

° ICM surveys for Vodafone

The third survey we have considered is ICM’s 2011 survey for Vodafone. We note
that Ofcom did not have access to this survey at the time it made its decision.
Vodafone had submitted a similar survey from ICM during the consultation process;
Ofcom criticized certain aspects of that survey and decided not to place any weight
on it; and Vodafone revised the survey to respond to those criticisms. However,
Ofcom had received Vodafone’s previous survey and explained why it did not con-
sider that survey to be useful. If the survey in principle provides useful evidence,
Ofcom could have commissioned its own survey to gather similar information. There-
fore we have taken into account this revised survey in our assessment, but the
weight we place on it reflects the circumstances in which it was submitted.

Vodafone explained that it had calculated likely price increases for different groups of
its customers, based on their usage patterns and MCT payments and receipts. It then
asked customers within each group how they would react to these price changes. In
calculating price changes, Vodafone used the effects of reducing MTRs from the pre-
vailing level’®® to LRIC.

The main results were:*®’

(a) Price increases would cause a 2.2 per cent reduction in ownership (2.9 per cent
of pre-pay) if subscription charges increased without an offsetting increase in
bundle size.

(b) Price increases with an offsetting increase in bundle size*® would cause a 1.5 to
1.8 per cent reduction in ownership (amounting to 720,000 to 864,000 users with
only one subscription, of which 97 per cent are pre-pay).

(c) Those who would give up their phones are predominantly low-spending pre-pay
customers (59 per cent spend less than £10 per month, or 69 per cent with
offsetting minutes); and 38 per cent belong to social group DE (or 48 per cent
with offsetting minutes).

(d) Around two-thirds of those who would stop using their mobile phone stated that
the main reason was that they did not use their phone much anyway.

Ofcom made several criticisms of the new survey in its Defence, principally that ‘it
cannot be assumed that everyone who says they intend to act in a particular way will
actually do so and it is unclear to what extent Vodafone has attempted to down-
weight the responses in its new survey to take account of this fact’.>®® Dr Maldoom for
BT also made a number of specific criticisms of the survey methodology.>*® The ICM
supporting documentation explained, and the ICM annex to Vodafone’s Core
Submission clarified, that ICM had asked a follow-up question about how likely
respondents were to stop using their phone, which gave them confidence that

586

Vodafone took ‘prevailing prices’ to be those associated with an MTR of 3.7ppm, which it refers to as a ‘profit neutral MTR'—

calculated by taking into account ‘natural reductions in costs’ from the level under the previous charge control. See Vodafone
bilateral hearing transcript, p81.

587

Schedule 1 to Vodafone’s NoA, §83.12-3.14, and ICM supporting documentation (NoA Tab 3). Vodafone considers these

numbers to be lower bounds since some owners with multiple subscriptions were not asked whether they would cancel all of

them.
588

Explained below in paragraph 2.693.

%8 Ofcom Defence, Annex A, §353c.
% Maldoom expert report, §135e & Annex C.
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responses were not greatly overstated. ICM also defended its survey against the
other criticisms as part of Vodafone’s Core Submission.>**

° Assessment of survey evidence

We agree with Ofcom that the relevant sections of the Jigsaw survey commissioned
by Ofcom appear to have methodological problems and have produced implausible
results, and accept that no weight should be placed on it.

We did not think that Ofcom’s criticisms of GFK survey for EE necessarily implied
that no weight should be placed on it. We note that price changes were not uniform
for customers in all scenarios (and, given the limited range of pre-pay tariffs, this may
not be unrealistic anyway), and that respondents with a second SIM were separated
out in some results. We note Ofcom'’s criticisms of the framing and structure of the
guestions, and interpret the evidence in light of them (also noting that there is typic-
ally no single correct way to frame a question). We also apply some caution in inter-
preting results because the sample was relatively small—434 respondents—and
subcategories were necessarily smaller. We also note that the scale of price
increases was generally quite high compared with those we might expect (particularly
the minimum daily charges). Hence the absolute size of customers’ responses is
probably uninformative. Nevertheless this survey may provide some useful infor-
mation on, for example, the relative effects of different types of price increase, and
the relative response of low-income households.>%

We reviewed the criticisms of ICM’s methodology in its second survey for Vodafone
and we found that ICM’s approach was reasonable, and that ICM conducted sensible
research that is indicative of what customers would do when faced with a price rise. It
is always possible to argue that respondents may not behave exactly as they say
they would. While we should not treat survey results as definitive, we believe that a
well-designed survey can provide useful and reliable evidence on consumer
behaviour.

There are two impediments to interpreting Vodafone’s survey. The first is the way it
imposed price increases. Vodafone grouped customers according to monthly spend
(and by pre-pay and post-pay), and for each group calculated the average number of
incoming and outgoing minutes involving MCT each month. Vodafone increased
each group’s monthly expenditure by the lost incoming MCT revenue (so Vodafone’s
income per customer from each customer group would be unchanged); but then
increased the number of minutes in customers’ bundles according to its savings on
outgoing minutes (so Vodafone’s MCT costs per customer for each group would be
unchanged).>®® The interpretation of these two effects combined is unclear, especially
for pre-pay users: it appears to increase respondents’ expenditure and consumption,
while not necessarily increasing the per-minute charges they effectively pay (we note
that the effect of lower MTRs on profitability of the post-pay group as a whole is
[3<]°°*). Raising prices by the net loss of MCT revenues would have been a simpler
approach and the results would have been easier to interpret.

591
592

Vodafone Core Submission, Annex 1.
Further care is necessary when interpreting the effects of price increases on low-income households, since their reaction

relative to other households may vary according to the size of the price increase.
%% We believe that the intent of this approach is that the combined changes are both revenue neutral and profit neutral for
Vodafone. However, we have not seen any justification of this as a realistic response to MTR changes.

594

Vodafone response to CC questions, 1 November 2011.
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2.694 The second is that it calculated the effects of a change in MTRs from the ‘prevailing
level’ of 3.7ppm to the LRIC level of 0.69ppm, a difference of 3.01ppm.**® The com-
parison we are interested in is between the LRIC+ level and the LRIC level, a differ-
ence of 0.97ppm (in 2014/15). We asked Vodafone how we should interpret its
survey and it told us that (a) this level of change in prices was relevant,** and (b) it
wanted to ‘generally look at whether reducing MTRs is a good or a bad thing’.>®’

Hence the survey results seem to tell us that if a reduction in MTRs leads to price

and service changes of the kind modelled by Vodafone, then a number of pre-pay

customers will stop using mobile services, which is by implication a ‘bad thing’.>*® But
they do not tell us ‘how bad’ a move from LRIC+ to LRIC would be.

2.695 We could assume that since the difference between LRIC and LRIC+ is 32 per cent
of the change Vodafone used, the relevant change in ownership is equivalent to
32 per cent of the recorded change. This requires strong assumptions about con-
sumer preferences and we would not view it as entirely defensible or reliable.>*
Nonetheless, purely for illustration, it implies that moving from LRIC+ to LRIC would
lead to a reduction in mobile ownership in the range of 230,000 to 275,000 people.
This would be approximately 0.5 per cent of mobile users, or 0.3 per cent of sub-
scriptions.®®

e Study of effects of MTR changes

2.696 Ofcom commissioned a study from CEG into the relationship between MTRs and
penetration rates for mobile subscriptions using a sample of European and OECD
countries in the period from 2002 to 2007. CEG found that a 1 per cent increase in
MTRs was associated with a 0.034 per cent increase in mobile subscription penetra-
tion (the study did not address ownership).

2.697 Ofcom used this to calculate the effect on subscriptions of moving from the prevailing
level to LRIC+ and to LRIC.?®* These would represent a fall in MTRs of, respectively,
60.3 and 83.5 per cent, which translate into a percentage fall in penetration levels of
2.0 and 2.8 per cent.®®® Given the current level of penetration, the model estimates
that the choice between LRIC+ and LRIC may lead to a difference in penetration of
around 0.8 per cent. Vodafone argued that this amounted to an effect on 400,000
subscriptions.®%

2.698 However, Ofcom was cautious about interpreting the results as they are based on
subscriptions rather than ownership, and the fall in MTRs in its proposal was outside
the data range used by CEG.%**

%% We also note that Vodafone applied a price difference based on a change in charges of 3.01ppm starting from current

Egzices, rather than the prices that would prevail if MTRs were 3.7ppm. This is likely to affect the results to some extent.

We understand Vodafone’s argument to be that termination costs will fall by X between 2010/11 and 2014/15; so MTRs
should fall by X; and any greater fall needs to be justified. This argument ignores the fact that MTRs are only at their current
level because the cost of termination in 2010/11 was overestimated in the last charge control. We are not persuaded that this is
a relevant argument.

%7 yJodafone hearing transcript, pp85 & 86.

%8 But see discussion in paragraphs 2.799—2.812 below.

% For example, a reasonable alternative assumption would be that small changes have very little effect on ownership whereas
larger changes have an effect orders of magnitude higher. In that case the estimate we provide in this paragraph would be too
high.

%0 Based on numbers of users and subscriptions given in Figure 7.7 of the Ofcom Statement.

% second Consultation Document, A13.100.

82 cC calculations (based on methodology in Second Consultation Document, A13.100, updated for revised levels of LRIC+
and pure LRIC).

52 Ofcom Statement, §7.124. Vodafone inflated this to 1.38 million subscriptions or 1.10 million users in Schedule 1 of its NoA
g§3.5), by comparing its ‘profit-neutral’ level of MTRs with the LRIC level. However, this is not the relevant comparison.

% Ofcom Statement, §7.118.
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° Assessment of study of effects of MTR changes

We agree with Ofcom that there are issues in applying the results of the study to the
effects on number of users of a large reduction in MTRs, and accordingly we do not
place much weight on the results.

e Overall assessment on customer responses

We accept that care must be taken when assessing survey results. We do not accept
that a well-designed survey provides no relevant information. Since the question of
consumer responses to price increases is a key issue in this determination, we would
normally expect a robust survey to be important evidence that a regulator would seek
to rely on. In this case, there does not appear to be any reliable survey evidence that
directly addresses the magnitude of customer loss that would flow from the type of
price changes we expect to observe. Vodafone and EE’s surveys tell us something
about the relative effects of different types of price changes, and about the relative
impact on low-income customers compared with other customers, although we have
been careful in how much weight to place on them.

The evidence that Ofcom has relied on, primarily about customers’ attitudes to
mobile phones, is of limited use. Consumers as a whole may have inelastic demand,
but that does not mean that there will not be a significant reduction in number of
users, especially if price increases are directed towards those with a lower willing-
ness to pay or those who are more price sensitive.

e Evidence on handset subsidies

Handset subsidies for pre-pay customers are now very low or zero following recent
reductions. The parties said that these reductions were partly a response to reduc-
tions in MTRs and partly to prevent ‘box-breaking’, which occurs when someone
buys a subsidized pre-pay handset but never activates it, instead selling it for a profit
in the UK or overseas. Clearly, this practice would be not profitable (or at least would
not be much of a concern for MCPs) if there were no handset subsidies. Three
claimed that this was the primary motivation for reducing handset subsidies, whereas
other MCPs stressed that reductions in MTRs were also a major driver.

It appears that Vodafone has [¢<]. Vodafone told us in its hearing: [<].6%

[<]
[]606

For Orange, EE has already decided to [¢<] in its direct sales channel and likely
around £[3<] via indirect sellers.®®’ In connection to this decision, EE told us that
‘PAYG handset subsidies will be [¢<]—this is a ‘firm decision that [has] already been
taken by the EE Commercial Board’.**®

For T-Mobile, EE told us that it ‘aims to [5<].°°° Average T-Mobile PAYG subsidies for
direct sales were [$<]. We were told that T-Mobile aimed to [¢<].°*° Ms Dunn for EE

605

Vodafone bilateral hearing transcript, 866.

%% \W/S Ness, §5.10.

7 EE NoA, W/S Dunn |, §81. Ofcom noted that this seemed lower than EE had submitted to Ofcom (Defence A, fn 227), but
EE responded that it had been reduced since Ofcom’s information request (see W/S Dunn Il, 828).

%% EE NoA, W/S Dunn |, §40.

%% EE NoA, W/S Dunn |, §89.
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told us that: ‘These changes are driven by a desire to [<]. In part though not only
because of the MTR cuts.”®**

[<]:

Telefbnica sells pre-pay handsets through direct channels (ie Telefénica
shops and the O2 website), and indirect channels (third parties) also
sell handsets. [5<]°*

[]613

°  Assessment of evidence on handset subsidies

We observe that handset subsidies for pre-pay users have been falling and are now
very low. It seems likely that both a desire to avoid box-breaking and falling MTRs
have contributed to this, but we are not in a position to conclude on how important
each factor has been. We note that there is very little scope for MTR cuts to translate
into further reductions in pre-pay handset subsidies.

o Evidence on calling patterns

In this section we consider evidence on calling patterns of different customer groups.
We are particularly interested in which groups have net incoming calls involving MCT
(and so net incoming MCT payments) and which have net outgoing calls and pay-
ments, and hence whether their net termination payments are a cost or revenue
stream to their operator. Where evidence is only available on termination revenues,
the operator’s termination costs must be taken into account to the extent possible.

° Evidence on calling patterns from Ofcom’s Statement

We reproduce below figures from the Statement showing the monthly revenue MCPs
earn from different sources, including termination charges, on different cohorts of
pre-pay customers. The first two figures suggest that MTRs are not an important
revenue source for low users. We note that they show inbound voice revenue, not
the net position on MTRs; so even for those customers where inbound MCT makes
up a non-negligible amount of revenue, the MCPs will be paying outbound MTRs too,
which will reduce the financial impact of cutting MTRs.

FIGURE 2.2

Revenue earned from inbound voice and other sources, by pre-pay cohort

2.712

[<]

Source: Statement Figure A4.10.
Note: [X]

]

1% EE NoA, W/S Dunn I, §90.
11 EE NoA, W/S Dunn |, §91.
%12 Telefonica Sol, W/S Wardle I, §41.

613

[(<]—see Presentation to Telefénica Board, Exhibit LPW11, slide 23.
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FIGURE 2.3

Revenue earned from inbound voice and other sources,
for O2 by pre-pay cohort

(<]

Source: Statement Figure A4.11.
Note: [<]

2.713 The data for T-Mobile, shown in the next figure, splits customers into deciles and
shows both incoming and outgoing MTRs. [$<]°"

FIGURE 2.4

Interconnection revenue and cost and average spend by customer
revenue decile, for T-Mobile

[<]

Source: Statement Figure A4.12.
Note: [X]

2.714 We can also see from the following two charts that there are no cohorts of pre-pay
users that generate a particularly high proportion of revenue from MTRs (again we
note that these only show income from MTRs, not net MTR payments).

FIGURE 2.5

Proportion of inbound voice revenue over total revenue, by pre-pay cohort

[<]
Source: Statement Figure A4.8a.
Note: [X]
FIGURE 2.6

Proportion of inbound voice revenue over total revenue, by pre-pay cohort
[<]

Source: Statement Figure A4.8b.
Note: [X]

2.715 This evidence does not support a view that low-use pre-pay customers would attract
larger-than-average price increases.

° Evidence on calling patterns from Three’s Sol

2.716 Mr Ness for Three submitted evidence on the volume of calls made and received by
Three’s post-pay customers, split by package. He demonstrated that among Three’s

&4 Ofcom reported that EE explained the spike of outbound termination costs in the lowest decile as possibly being due to

special offers or deals of bundles of outbound minutes. (Ofcom Statement, Annex 4, fn 42.) We do not consider that the spike
affects the conclusions we draw from the data.
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post-pay customers, customers on more expensive packages on average made a
higher volume of outgoing calls, and had a higher volume of net outgoing calls and a
higher ratio of net outgoing calls.®*>®*

° Evidence on calling patterns from Telefonica’s Sol
2.717 [X]

2.718 We reproduce below two tables from Neil Marshall’s expert report which, Mr Marshall
said, show how many customers would become unprofitable as a result of moving
from LRIC+ to LRIC, with customers segmented according to their monthly inter-
connect cost and revenue.®’ We note that Mr Marshall calculated margins in three
ways: first as gross margin, second allowing for ‘functional costs incl. overheads’ and
third also allowing for depreciation and amortization.®*® [¢<] as a matter of
economics, the effect on the profitability of these customers is best reflected in the
first measure, which we reproduce below.

TABLE 2.4

[5<]

2.719 It is useful to translate these interconnect costs and revenue into call minutes so that
we can understand which consumer cohorts might be viewed as low usage. [<]

2 720 []619 620,621

2.721 [K]

2.722 [3<]°% % This is not explained in more detail, but we take it to mean that the pre-pay
table may understate the number of pre-pay subscribers who become unprofitable.

2.723 Despite the data limitations issue, the conclusions we draw from Telefonica’s
evidence are that:

(a) it provides no support for the theory that a large number of subscribers would
become unprofitable as a result of moving from LRIC+ to LRIC;

(b) [5<] and
(© [<]

2.724 []%*

625 Net outgoing calls refers to incoming and outgoing calls that involve MCT. [5<]

°® Three Sol, W/S Ness, §3.36, and Exhibit SLN7.

®" The submission tells us that the segmentation is based on interconnection costs and revenues incurred between March and
May 2011.

618 Telefonica Sol, Marshall expert report, §§5.32—5.34.

8% Tariffs in Exhibits LPW5 and LPW6 (note: tariffs may have changed since but we assume these tariffs are representative of
those paid by customers during the period of analysis).

%20 Ofcom Statement, §7.108, data for 2009.

21 We also note that [5<]; and Vodafone told us that a ‘typical post-pay customer’ made around 160 minutes of MTM calls and
50 minutes of MTF calls per month (see Vodafone NoA, Annex 3 to Schedule 2).

622 Telefonica Sol, Marshall expert report, §5.38.

%28 Telefonica Sol, Marshall expert report, fn 50.

%24 Telefénica Sol, Marshall expert report, §85.34-5.36.
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2.725

2.726

2.727

2.728

2.729

2.730

2.731

2.732

e Evidence on the ongoing costs of retaining customers

In this section we consider evidence on the cost of maintaining subscribers on a
network. Some evidence suggests that once subscribers are acquired, the costs of
maintaining them are very low, and so even if those subscribers attract less revenue
following a reduction in MTRs, it is unlikely that they will become ‘unprofitable’ (ie that
MCPs would prefer some subscribers to leave their network). [2<],°?> and EE argued
that a number of its subscribers were already unprofitable and a further set would
become unprofitable as a result of a reduction in MTRs from 4.3 to 0.5ppm.®%

Ofcom said that the views of MCPs with fewer subscribers (such as [<]) were that
such costs were minimal, and zero for some MVNOSs due to the nature of their
agreement with the national MCPs.%*’

Ofcom reported cost estimates from various parties. It said that EE reported the
network costs for Orange of maintaining a subscriber as being [<].%%% ®2°

Ms Dunn for EE estimated that the network costs for an Orange pre-pay subscriber
based on incremental costs for relevant network equipment were £[<] per year, and
SIM costs were an additional £[2<] per year.®* This is approximately consistent with
the figures Ofcom reported for EE (above).

Mr Sheppard for Three estimated that it cost around [<]p per year to maintain an
inactive customer.®®

We note that there is a degree of judgement and interpretation involved in these
estimates as to what should be regarded as a fixed cost and what as a variable cost,
and there seemed to be considerable uncertainty around Ofcom’s interpretation of
Telefénica’s update. We have not been provided with enough information to reach a
definitive judgement, but we interpret the evidence as showing that the costs of main-
taining an inactive or barely active customer on the network are very low.

Overall assessment on effects on mobile ownership and subscriptions

The appellants argued that Ofcom had underestimated the effects on mobile owner-
ship and subscriptions. Part of that claim is based on their view that Ofcom’s reason-
ing on the pattern of price changes is incorrect. As we discussed above, we find force
in that view. However, that also means that some of the arguments made a start from
Ofcom’s conclusions on price changes rather than the position we have taken.
Therefore we apply the parties’ logic and evidence as best we can.

One of Ofcom’s overall conclusions on allocative efficiency is that the effects of lower
MTRs on mobile ownership and subscriptions will be small. These effects depend
upon the scale, targets and form of retail price changes and we discuss these under
two headings below.

25 As discussed at the beginning of paragraph 2.717 above.

626

WIS Dunn |, §827-38. We have not presented the detail of EE’s analysis, primarily because it reflects a much larger change

in MTRs than the relevant difference between LRIC+ and LRIC, and we have no way to infer the results of that relevant
comparison.

%27 Ofcom Statement, Annex 4, §A4.48.

%28 Ofcom Statement, Annex 4, Table A4.4.

629

Ofcom noted that there was some uncertainty around a major cost component (the HLR) and that it was questionable to

include customer service costs for those who made little use of their mobile. [3<]
%% EE NoA, Exhibit Dunn 2, section 6.
31 W/S Sheppard, §6.5.
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2.733

2.734

2.735

2.736

2.737

It is difficult to form a view on the difference between the effect on subscriptions and
the effect on users, since the majority of evidence relates to the former. To the extent
that we place weight upon EE’s survey, it suggests that users with multiple accounts
are more likely to give up one of those accounts than users with only one mobile
phone are to give up mobile access altogether. This suggests that a significant pro-
portion of lost subscriptions may be second SIMs, rather than lost users.?*

e Scale and targets of price changes

We first address the appellants’ view that price increases for some users may be
relatively large. Much of Ofcom’s reasoning is based on the principle that the effect
per user will be small, with Ofcom frequently citing its figure of ‘£2.50 per subscriber
per year (which it calculated as the net reduction in MCPs’ termination revenue
divided by the number of subscriptions). Ofcom used this as part of its defence on
the first four of the arguments in EE’s NoA, and the sixth; the fifth argument is directly
about the relevance of this £2.50 number. In its response to the fifth argument,
Ofcom claimed that it ‘obviously did not assume that the financial impact would “be
spread equally across all subscribers™. There is a clear tension between citing the
£2.50 in response to every argument and then saying that the £2.50 is just ‘a useful
illustration of the average effect being discussed’.®*®* Ofcom did not provide good
arguments or evidence that those customers who might be considered marginal (ie
most likely to give up their phones in response to a price increase) would face price
increases at or below this ‘average’ level.

Ofcom said that EE ‘cannot have it both ways’,®** but Ofcom is attempting to do the
same thing: it included inactive and barely active consumers in its calculation of the
average price impact, but claimed that they should not be included in any quantifica-
tion of the loss of users as a result of MTR increases. We are not convinced by
Ofcom’s argument—it seems plausible that there would be relatively little financial
impact from reducing MTRs on the profitability of genuinely inactive or barely active
users, but this does not necessarily mean that there is no impact on allocative
efficiency (or welfare) if they give up their subscriptions, and hence we think EE’s
position is neither inconsistent nor unreasonable.

When considering the effect on the number of users or subscriptions, we consider it
likely that certain groups will be most at risk of giving up their subscriptions, and that
in general those groups will be relatively low users. Regardless of the scale of price
rises, it seems plausible that high users would respond to a price increase by scaling
down usage, while low users have limited ability to do so and are more likely to give
up their phones (or to become inactive/barely active). This is consistent with
Vodafone’s survey evidence.

We do not consider the figure of £2.50 per mobile subscriber per year to be relevant
to the question we are considering. Since post-pay users as a group have roughly
balanced calling patterns, the effect of MTR cuts on post-pay profitability is roughly
neutral. Hence the entire effect should be divided by the number of pre-pay subscrip-

632

Purely for illustration, we note that Figure 7.7 of the Statement showed that there were around 50 million active mobile

users, and 12.5 million second handsets and datacards. If no user had more than two SIMs, this would imply that there were
around 37.5 million users with a single SIM, ie around one-quarter of users has two SIMS. If a price rise led to the same propor-
tion of single SIM users giving up their SIM as double SIM owners giving up their second SIM, around one-quarter of lost sub-
scriptions would be second SIMs. If double SIM owners were more likely to give up their second SIM than single SIM owners to
ggig/e up their first, a higher proportion of lost subscriptions would be second SIMs.

Ofcom Defence, Annex A, §144.

634

Ofcom Defence, Annex A, 8142b, discussed in paragraph 2.671(e) above.
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tions, giving an effect of roughly £5 per subscription per year.®* Furthermore, it may
not be possible to recover lost revenue from all users, in particular inactive or barely
active users. If we divide the effect by the number of active users, the effect would be
around £8 per active pre-pay user per year.®3¢%

2.738 We would expect this effect to be larger than this for some groups and smaller for
others. The effect on net revenue earned from any one individual will depend on that
individual's calling patterns, and we would expect some to be above and some below
average. So we would be more concerned about customers giving up their mobile if
there were a group with above-average lost revenue (ie who faced a relatively large
price rise) and that group appeared likely to give up their phones as a result (ie if
there were reason to believe that they did not place great value on being on a mobile
network). In particular, we might expect a large number of consumers to give up their
phones if there are a lot of light users who received many incoming calls—they might
become unprofitable as a result of MTR cuts but be price sensitive.

2.739 Above, we considered evidence on calling patterns, and in particular whether there
are groups of customers whose profitability is severely affected by a reduction in
MTRs, because we expect MCPs to raise prices the most for those customers. This
contributes to our assessment of the approximate size of price rises different groups
of customers may face, and thus how likely those customers are to stop using a
mobile phone. However, we note that knowing how many customers in aggregate
would become unprofitable absent price changes provides very little information
about the likely size and form of price changes and no information about customers’
reactions.®®

2.740 What we would be most worried about is if there is a consumer group whose profit-
ability is heavily dependent on MTRs and who might be likely to give up their phones.
If there is such a group it might face a large price increase to restore profitability.®*°
For these purposes, it is most convenient to group customers according to the tariffs
they pay, since if MCPs respond to falling MTRs by changing their retail prices, in
practice they will have to change price plans.

2.741 We note that the effect on consumers will depend on their perception of the tariff that
they pay. A ‘tariff’ in this context may not be as broad as an entire price plan. For
example, it is now common for MCPs to set pre-pay call prices at a high level but
give extra value to high-use customers (and/or customers who top up frequently), as
discussed above.®* This is a form of non-linear pricing and its effect is that high-use
pre-pay customers may perceive a different tariff from low-use pre-pay customers,
even if there is only one pre-pay price plan. This also means that MCPs could take
one existing price plan and effectively segment customers on that plan by increasing

6% Pre-pay subscriptions make up roughly 55 per cent of total mobile subscriptions (Ofcom—‘Consumer Experience 2010’

Figure 17, submitted as Exhibit MW36).

8% For illustration, this figure assumes that all inactive and barely active SIMs are pre-pay (see Ofcom Statement, Figure 7.7)
and excludes them from the calculation.

%7 We note that the effects on competition of lower MTRs may in practice mitigate these price increases. For example, we
discussed above the possibility that this may lead to an incomplete waterbed effect. In this section, we aim to abstract from
competition effects as far as possible. An incomplete waterbed effect would imply smaller price rises—for example, if the
waterbed effect were 80 per cent complete, the illustrative price effect would be 80 per cent of this, ie £4 or £6.40 rather than
£5 or £8. Therefore the £5 and £8 figures may be viewed as conservative.

%% For example, EE made submissions on the number of its customers that would become unprofitable. This number is itself of
limited relevance. For example, it is possible that all of these customers might move from being just slightly profitable to just
slightly unprofitable, and that a very small price increase would restore them to profitable status without prompting many to give
up their phones.

%% wWe do not need to consider individual users who fit this profile—there will inevitably be some—because MCPs cannot set
prices for individual customers; they can only design tariffs and make customers self-select from those tariffs. That means that
MCPs may increase prices for all customers on a tariff if the tariff becomes unprofitable (or even if it becomes less profitable
and that is driven by a substantial group of unprofitable customers).

%0 See paragraph 2.644.
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2.742

2.743

2.744

2.745

its complexity (eg by changing a simple linear ppm charge for calls into a non-linear
price plan where high users get rewards).

Taking into account all the evidence we considered above on calling patterns, we did
not find convincing evidence that there are groups of customers—and especially low-
usage customers—whose net income from mobile termination charges forms a large
proportion of the revenue that MCPs earn from having them as subscribers. This
suggests that price increases for these customers would be modest relative to the
level of charges they were already paying and, in turn, that if price increases take the
form of increases in usage charges (which we consider below) then the effect on
number of subscribers will be relatively small.

e Form of price changes

We have considered the form that price increases for pre-pay customers may take. It
would be difficult to appraise the likely effects on mobile ownership and subscriptions
without taking a view on the likely form, since the pricing of mobile services is com-
plex and MCPs have scope to change their pricing in various different ways which
may have different implications for consumers. Since the introduction of the current
charge control, changes have taken the form of reduced handset subsidies and
increased call charges.®** The appellants have told us that future changes may con-
tinue these trends and also include measures such as:

e upfront charges for a SIM;**?

¢ reducing the ‘dormancy period’ to terminate inactive accounts after a shorter
period of time;**?

« fixed or quasi-fixed charges such as all credit expiring after a certain period®** or
minimum monthly charges;®** or

e introducing or increasing charges for voicemail or customer services.**°

As we have noted, there may also be some mitigation for high-use pre-pay
customers (who may not be made less profitable by MTR cuts) in the form of extras
or add-ons (eg Vodafone ‘Freebees’).

We have considered, based on the evidence we have seen on the MCPs’ reaction to
MTR reductions, what form price changes are likely to take and how they would
affect the parties’ reasoning and conclusions as to effects on consumers. We cannot
make a definitive conclusion as to the form of price changes but we found it neces-
sary to exercise some judgement on this issue in order to assess the ultimate effects
on consumers since, for example, EE’s survey suggested that different types of price
changes would have different effects.

! And, at least for [$<] and Vodafone, an increase in the price of a text message despite reductions in the wholesale
termination charge for text messaged. [5<]

%2 Ofcom Defence, Annex A, §113.

% EE NoA, W/S Dunn |, §40.3. [¥<]

644

Some types of credit on current plans are time limited and expire, but we understand that all MCPs currently offer plans with

credit that does not expire (subject to the user not being dormant for a stipulated period of time, eg an MCP may close the
account with consequent loss of credit if a customer does not make at least one call in a three-month period). The removal of
such plans would be likely to affect consumer behaviour.

5 EE NoA, W/S Dunn |, §40.3.

646

See, for example, EE’s customer survey.
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2.746

2.747

2.748

2.749

2.750

Some of these changes—notably the ones already introduced—seem to take the
form of a relatively small increase in prices. In particular, for low users, an increase in
call prices is likely to have a small effect in absolute terms.

There seems to be limited scope to reduce handset subsidies for pre-pay handsets,
since they are already small or abolished; and any attempts by MCPs to increase
handset prices above cost are likely to be constrained by the availability of handsets
from other sources. It is possible that MCPs could introduce or raise charges for SIM
cards, but even if all MCPs introduced such prices, SIMs are generally less likely
than handsets to need replacing. Hence introducing a price for SIM cards is likely to
have less effect on the number of subscribers than the equivalent price increase for
handsets. We also question whether it is likely that all mobile operators would intro-
duce a substantial charge for SIM cards; if some do not, as a means of differentiating
their offer, consumers would have an element of protection against this.

We consider that some form of fixed or quasi-fixed charge may have more impact on
the level of subscriptions. It would likely represent a proportionately large increase in
price for low users. For example, someone who carries a mobile phone for
occasional use, or primarily to receive calls, may not be persuaded to give it up in
response to even a large increase in call charges since the absolute effect on their
bill would be small; but having to pay some kind of charge every month (or every
quarter, or any other period that MCPs might consider) might have a greater financial
impact and so be a greater deterrent.

We have considered whether this is a likely response by MCPs. It is more likely if
MCPs want to actively remove loss-making customers from their networks. We
accept that some existing customers may be genuinely loss-making. However, the
level of ongoing costs involved with retaining a consumer on a network is low,**’ and
we understand that every activity a pre-pay customer engages in (making or
receiving a call, sending a text) should have a positive margin. We accept that a
larger number of existing customers will be loss-making if they are required to make
a contribution towards either overheads or their acquisition costs, but we do not
consider this to provide an economic rationale for MCPs to try to remove such
customers from their networks once acquired. It is more plausible that MCPs will try
to avoid acquiring such customers in future by reducing acquisition costs and/or
charging higher upfront prices.

Furthermore, we have no evidence that this is a likely response by MCPs. We have
already seen the first and largest reduction in MTRs following the Statement, and
MCPs’ responses to that. They have taken the form of fairly simple price increases,
primarily to usage-based charges and handset prices. We have not seen the intro-
duction of compulsory regular fixed or quasi-fixed charges for pre-pay users and
hence we must consider whether they are likely. We note that Ms Dunn, for EE, said
that [#<].%*® We also note that under the heading of ‘Vulnerable Customers’, EE
argued that pre-pay customers would face price increases primarily in the form of
increased call charges.®* Accordingly, we think that more complex pricing changes
are less likely.

647

See paragraph 2.730 above.

%8 W/S Dunn |, §§65 & 66.
%49 EE Core Submission, §155.
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Effects on mobile usage

2.751

2.752

2.753

2.754

We turn now to consider the third of the subjects listed in paragraph 2.582. Above,
we have considered the likely effects of lower MTRs on mobile ownership and sub-
scriptions. The second part of Ofcom’s conclusion on allocative efficiency in its Core
Submission was about the effect on mobile usage.®® We note that the effect on
usage will depend on the nature and extent of price changes, and accordingly our
consideration below must be viewed in the light of our conclusions about price
changes as described above.

Ofcom’s position

Ofcom considered that a move to LRIC may result in small increases to the overall
level of mobile retail prices, which would be spread across consumers with, in
general, a trend towards higher fixed fees and lower call charges. Ofcom considered
that this would in turn lead to an increased demand for mobile calls, but that the
increase was unlikely to be very large since the demand for calls appeared to be
relatively price inelastic.®*!

Views of the appellants

EE argued that Ofcom had ‘conjured up’ a surprising result whereby mobile retail
prices increased but usage also increased. EE claimed that Ofcom had accepted that
usage prices would increase for some consumers but failed to acknowledge the
implication that their usage would fall.®*?

Vodafone argued that the evidence did not support Ofcom’s proposition for four
reasons:*>®

(a) Usage levels on post-pay contracts were, in general, currently well below con-
tractual limits and hence an increase in the number of minutes in the bundle was
unlikely to lead to significantly more usage.

(b) Evidence did not support the proposition that historical reductions in MTRs had
led to an increase in usage—for example, the CEG study referred to above found
no robust relationship between MTRs and usage; and usage over the last few
years suggested that off-net minutes per user had increased without any signifi-
cant change in MTRs, and at a similar rate to on-net minutes. Vodafone claimed
that the level of usage of on-net minutes was not driven by MTR changes, and
therefore appeared to suggest that similar changes in off-net minutes should not
be attributed to MTR changes. Vodafone agreed with Ofcom’s view®* that the
academic literature on the price elasticity of demand for calls was of limited use.

(c) Ofcom did not attempt to evaluate quantitatively the extent of any increase in
usage.

(d) Mobile usage would not increase if consumers downgraded their packages in
response to increased charges.

650

Ofcom Core Submission, §32a, as referenced in paragraph 2.581 above.

%! Ofcom Statement, §§7.150—7.181, summarized in Ofcom Defence, Annex A, §§173-176.
%2 EE NoA, §8§46 & 73; Walker | expert report, §111.
%3 \odafone NoA, Schedule 1, §§4.1-4.11.

654

Ofcom Statement, §7.152.
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Ofcom’s Defence

2.755 In response to EE, Ofcom argued that EE had overstated Ofcom’s conclusions.
Ofcom said that mobile retail prices would go up, all else equal, but argued that
increased competition would also put downwards pressure on call prices, and that
there would be an effect on the structure of prices: for example, MCPs may increase
the ‘upfront’ price of a post-pay bundle but offer more calls for a given bundle price, a
‘more for more’ proposition. Ofcom found that there were both upward and downward
pressures on usage, but concluded that there was likely to be some increase in
usage. Ofcom also said that, to the extent that the number of mobile users declined,
that was likely to reduce the number of mobile calls made.®*®

2.756 In response to Vodafone’s points, Ofcom argued that:®*®

(a) Users might select a bundle that gave them a ‘margin of error’ as they did not
wish to make expensive out-of-bundle calls, and some such users might make
extra calls if they had a larger bundle.®’

(b) Ofcom’s response to the CEG study was to suggest that there might be a reason
for this lack of relationship between MTRs and call volumes (namely that the
relationship was mediated by the effect on retail prices). With respect to recent
evidence on call volumes, Ofcom suggested that the growth of both on-net and
off-net traffic had probably been facilitated by the growth of inclusive bundles,
and that it was easier to offer such bundles as MTRs fell.®*® With respect to the
academic literature, Ofcom contended that it showed that there was a body of
evidence and research arguing that usage would increase with lower prices;
Ofcom did not attempt to argue that usage was highly elastic, merely that there
was likely to be some effect. Ofcom considered this evidence to be more reliable
than Vodafone’s consumer survey on general principle.

(c) Ofcom argued that it explained in the Statement®*®

Assessment was not proportionate in this case.

why a fully quantified Impact

(d) Ofcom argued that Vodafone's survey could not be relied upon; and that in
response to an increase in monthly charges for post-pay contracts (potentially
offset to some extent by more included calls) some consumers would trade up
(‘where they can get more minutes for a fixed level of expenditure’) while others
would trade down (‘to minimise their expenditure for a similar usage profile to
what they are currently using’). We found this argument unclear.

Appellants’ reply

2.757 Dr Walker criticized Ofcom’s ‘more for more’ argument, asserting that the aggregate
effect was not uncertain: since overall prices increase, the increase in the price of the
bundle must outweigh the increase in value from extra minutes. Dr Walker noted that
‘the evidence is that pre-pay prices have risen, not just the bundle price of post-pay

% Ofcom Defence, Annex A, §§179-182.

% Ofcom Defence, Annex A, §§184—190, labelled 1-4 which corresponds to our (a)—(d).

%7 Ofcom also contended that Vodafone's argument was inconsistent with EE’s evidence that ‘consumers move between

different post-pay bundles with a very clear sense of the usage charges they pay so that, as usage charges decrease, usage

would increase’ (Ofcom Defence, Annex A, §77). We found this latter argument unclear, particularly since the parts of EE’s

submission that Ofcom referred to (Walker | expert report, 8§72 & 73, and W/S Dunn |, 8845 & 46) said that an increase in

prices led to consumers switching away from their current tariff to pre-pay or to another operator; it did not relate explicitly to

usage, and made no mention of falling usage charges.

%8 Ofcom did not address the link between the increased availability of bundles and the very small changes in MTRs over this
eriod.

% Ofcom Statement, §§7.10-7.13.
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2.759

2.760

2.761

2.762

2.763

packages’.®®® We note that Dr Walker did not refer to evidence that post-pay package
prices have risen.

Vodafone claimed that none of the points made by Ofcom in its Defence (paragraphs
183 to 191 of Annex A of the Defence) provided compelling evidence that there
would be an increase in mobile usage, let alone an increase that would offset the risk
of a reduction in mobile ownership and subscription rates.®®*

Assessment of effects on mobile usage

We find it difficult to be confident of the effects on mobile usage of moving from
LRIC+ to LRIC, since we did not find the arguments of the parties convincing. In
particular, we start from the premise that prices will change in line with our conclu-
sions above, whereas some of the arguments start from Ofcom’s position on price
changes, and are thus difficult to apply. As far as possible, we apply the logic of the
parties’ arguments even if the detail does not exactly correspond to our starting point.

We see some merit in EE and Vodafone’s arguments that Ofcom has not demon-
strated that usage will increase as a result of a reduction in MTRs. However, EE and
Vodafone have not demonstrated an alternative conclusion to be put in place.

Dr Walker’s contention (for EE) is not compelling: by his own argument we cannot
predict with confidence that overall prices will rise for post-pay users (though we
predict they will for pre-pay users, as we discuss below).%

Ouir first reason for treating Ofcom’s conclusions with caution is that they must be
affected by its reasoning as to the structure of price changes, with which we dis-
agree. We have found in our assessment of the effect on mobile retail prices, above,
that we would expect the overall level of prices paid by high-usage post-pay cus-
tomers to decrease, and the overall level paid by low-usage post-pay customers will
probably increase, as a result of reducing MTRs. Taking into account both Ofcom’s
and Vodafone’s arguments, we are not convinced that this change would lead to an
increase in aggregate usage among post-pay users. We note that Ofcom argued that
there would be a shift in prices away from usage charges and towards fixed charges.
It is not obvious what form that would take among post-pay tariffs, where a large pro-
portion of consumers stay within their fixed bundles of minutes and do not pay
anything that can be simply and clearly described as usage charges.

There are two effects arising from our conclusions on price changes. The first is that
we expect some customers (predominantly pre-pay customers) to give up their
mobile subscriptions as a result of reducing MTRs. This will lead to a reduction in
mobile calls—both calls made by these subscribers, and MTM calls that would have
been made to them.

The second concerns infra-marginal pre-pay customers (ie those who do not give up
their subscriptions). We expect most pre-pay customers to see price rises, and based
on the evidence of MCPs’ reactions to date, some of that will come in the form of
usage price increases. This follows from Dr Walker’s simple logic that price increases
usually lead to reduced consumption and in the absence of any argument to the con-
trary, we would expect aggregate usage by pre-pay customers to fall.

%0 EE Core Submission, Walker Il expert report, §§53 & 54.
€1 \/odafone Core Submission, §4.40.

662

We note that Dr Walker may have been arguing in the alternative, ie if Ofcom’s premise about price changes was correct,

then Ofcom’s argument on usage was flawed. Since we disagree with Ofcom’s premise, Dr Walker's argument is redundant.
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2.764 There may also be switching between pre-pay and post-pay, and among post-pay
tariffs. We have explained that we expect overall prices for high-usage post-pay
users to fall (since they have net outgoing calls) and prices for low-usage post-pay
users will probably rise (since they probably have net incoming calls). This may
cause some post-pay users to find better value in larger bundles and increase their
usage. It is more difficult to predict what switching there will be between pre-pay and
post-pay; if low-usage post-pay prices rise, that may cause some switching towards
pre-pay and possibly reduced usage, but we are less confident in this prediction.

2.765 Overall, we remain circumspect about Ofcom’s conclusion that there will be some
(small) increase in mobile phone usage as a result of lower MTRs. However, there is
no strong evidence that it will decline. Since prices may move in different directions
for different groups, we would expect some groups to increase usage and others to
reduce it, and it is difficult to draw a firm conclusion on the overall effects on mobile
usage.

Effects on fixed prices and usage

2.766 We now turn to the fourth subject listed in paragraph 2.582 above.

Ofcom’s position

2.767 Ofcom concluded that FCPs in the competitive fixed voice market would reduce their
prices to consumers when MTRs fell, and hence call volumes would increase. Ofcom
found it difficult to predict what form these reductions would take, as fixed services
were increasingly sold in product bundles. Ofcom found that there was unlikely to be
any material effect on fixed subscriptions.®®®

2.768 In the Statement, Ofcom provided some analysis of the extent to which reductions in
MTRs had historically been passed through to consumers in the form of lower FTM
prices. Ofcom noted that ‘the data suggest that the retail price of F2M calls as a
standalone service has gone up ... since 2006’,°** but argued that it was more
appropriate to focus on changes in the prices of a basket of fixed services because
retail competition focused on bundle prices, and that the cost of the basket had fallen
in real terms since 2004.°®®> Ofcom concluded that it expected cost savings from
lower MTRs to be passed through to fixed consumers, since the fixed retail market
was competitive.®®® It could not be certain of the form of these changes, since FCPs
offered a range of services, but considered that there was some evidence®’ that
FTM prices would fall,?®® and that FCPs were likely to move FTM calls into
bundles.®®®

Views of the appellants

2.769 EE contended that pass-through by FCPs was unlikely to be complete. Similarly,
Vodafone argued that Ofcom had not provided any compelling evidence to support

663
664

Summarized in Ofcom Defence, Annex A, 8192.

Ofcom Statement, §7.189.

€% Ofcom Statement, §§7.193 & 7.194.

6% Ofcom Statement, §7.211.

%7 It is not clear what this evidence is. Ofcom found that the cost of a basket of fixed voice services had fallen in real terms
since 2004—0Ofcom Statement, 87.193—but noted that it was impossible to isolate the effects of falling MTRs.

6% Ofcom Statement, §7.211.

%% Ofcom Statement, §7.215.

2-140



2.770

2.771

2.772

its view that reducing MTRs would lead to a reduction in FTM prices or an increase in
use of fixed services.®”

EE’s primary argument was based on an analysis of historical pass-through.
Dr Walker for EE provided an illustration of changes in MTRs and FTM prices,
reproduced below.

FIGURE 2.7

Changes in MTRs, retention and FTM call prices
and the cost of an overall basket of fixed services
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Source: EE NoA, Walker |, Figure 5.

Note: Data on MTRs from IRG Snapshot of Mobile Termination Rates, JP Morgan, European Equity
Research Report on BT Group, 24 October 2008, p30. Data on FTM prices from Ofcom Telecoms Data
Updates and retention calculated as the residual between FTM and MTRs. Data on the cost of a
basket of fixed services is from the Statement, Figure 7.12, but adjusted in accordance with the table
below. Data for all series has been rebased to 100 in 2004 so as to highlight the changes since 2004.

Vodafone also argued that FCPs had not passed on MTR reductions. Vodafone
argued that the data Ofcom presented®’* showed that the largest reduction in fixed
prices occurred between 2004 and 2006, a period in which average MTRs did not
change.®”

Dr Walker argued that Ofcom’s conclusions on the cost of a basket of fixed service
were flawed because they included VAT (and hence were affected by VAT rate
changes) and excluded certain call types, such as non-geographic voice calls.
Adjusting for this shows that the cost of the basket has increased slightly despite
falling MTRs.®”® We reproduce Dr Walker's table below.

670 \vodafone NoA, §47.7, Schedule 1 §5.2.
7t Ofcom Statement, §§7.192 & 7.193.

672 \Jodafone Schedule 1, §5.5.

%8 EE NoA, Walker | expert report, §123.
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TABLE 2.5 Walker | Table 1: correcting Figure 7.12 in the Statement

£ per month, 2009 prices

2004 2005 2006 2007 2008 2009

Figure 7.12 23.27 22.21 21.76 21.56 21.17 21.08
Cost excluding VAT 19.80 18.90 18.52 18.35 18.02 18.33
Cost of ‘Other Calls’ 0.91 1.14 1.55 1.79 245 2.70
Cost of basket (excluding VAT and

including ‘Other Calls’ 20.71 20.04 20.07 20.14 20.47 21.03

Source: Walker | expert report, Table 1.

2.773

2.774

2.775

2.776

2,777

EE and Dr Walker also made two other arguments: first, that analysts did not expect
lower MTRs to be passed through (since they expected BT’s profits to increase);*”
and second, that there was currently no constraint on FCPs including FTM calls in
bundles, and indeed some did so (eg the BT Friends and Family add-on where cus-
tomers can pay £1.50 per month to access cheaper calls to mobiles).®”® He said that
it was not clear why reducing MTRs to LRIC would allow this while LRIC+ would
not.”® Vodafone also argued that there was limited evidence of availability of FTM

calls in bundles in the UK so far despite significant reductions in MTRs.®"”

We note that Ofcom and Vodafone had differing views about the applicability of
cross-country comparisons and the relevance of particular examples, but neither
argument assisted our determination.

Ofcom'’s Defence

In response to Dr Walker’s analysis of the basket cost, Ofcom argued that ‘the figure
was illustrative only as it did not control for the other factors affecting fixed-line
prices’.®’® Ofcom said that it had concerns with the data used for ‘non-geographic
voice calls’ and so care is needed when interpreting them.®"®

In response to EE’s point on analyst reports, Ofcom considered that they were still
consistent with a degree of pass-through to lower fixed prices. With regard to
whether reducing MTRs to LRIC will prompt the inclusion of FTM minutes in bundles,
‘Ofcom’s view is that all other things being equal it is more likely’ that with lower
MTRs, FTM calls will be included in bundles.®®® Ofcom also contended that BT and

TalkTalk claimed that an MTR of around 1ppm or below would be some kind of
» 681

‘tipping point’.

Ofcom did not dispute Vodafone’s description of the timings of fixed price reductions,
but argued that breaking down a six-year period into sub-periods to draw meaningful
results could not isolate effects and would not have been proportionate in this con-
text.®® With respect to the current availability of bundles, Ofcom repeated its ‘all
other things being equal’ argument (above).®®

™ EE NoA, Walker | expert report, §§118-120.
675 EE NoA, Walker | expert report, §125.

7 EE NoA, Walker | expert report, §126.

%77 \iodafone, Schedule 1, §5.6.

678
679
680
681
682
683

Ofcom Defence, Annex A, §209.

Ofcom Defence, Annex A, fn 378.

Ofcom Defence, Annex A, 8214, emphasis in original.
Ofcom Defence, Annex A, 88210 & 212.

Ofcom Defence, Annex A, 8217.

Ofcom Defence, Annex A, §218.
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The appellants’ reply

Dr Walker argued that Ofcom had accepted that its own evidence was flawed and
could not be relied upon in support of Ofcom’s view that MTR cuts would be passed
on; and that Ofcom’s ‘all other things being equal’ view was based on ‘very weak
evidence’.®®* He noted that BT and TalkTalk had strong incentives to make ‘tipping
point’ claims and that FNOs such as BT already included 0845 calls in bundles even
though they had termination rates of around 3ppm.®°

Dr Walker also noted that both Vodafone’s Sol and Telefénica’s Wardle 1l presented
evidence showing that BT’s retention for residential customers had risen in absolute
terms.®® This is discussed below.

In its Sol and its Core Submission, Vodafone looked directly at quarterly data on BT's
FTM retail revenues and traffic volumes to calculate ppm revenue received by BT
from FTM calls, and subtracted MTRs to calculate the BT ‘retention’.®®” This indicated
that retention had risen over time (see Figure 2.8).

FIGURE 2.8

BT retention and MCT costs as components of total FTM ppm
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B Approx BT retention
B Approx MTR

Source: Vodafone's Core Submission Figure 7.

2.781

Vodafone claimed that BT's retention from residential (as opposed to business) users
had grown even more. It claimed that in the period from 2006 to 2010, when MCT
charges were reduced from 6.2 to 4.4ppm, BT’s average residential retail FTM rate
increased from 9.2 to 15.2ppm over the same period, as illustrated in Figures 2.9 and
2.10 below.®®

%4 EE Core Submission, Walker IIl expert report, §§58 & 59.
%% EE Core Submission, Walker Il expert report, §59.
%% EE Core Submission, Walker Il expert report, §61.

687

Vodafone Core Submission, §7.12. The discussion in the Core Submission essentially reproduced that in Vodafone’s Sol

and so we refer only to the former.
%% \Vodafone Core Submission, §7.14.
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FIGURE 2.9

FTM retail revenue by segment
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Source: Vodafone's Core Submission Figure 10.

FIGURE 2.10

Relative proportions of BT retention and MCT charge
in residential FTM retail revenue

B Approx BT retention
W Approx MTR

per cent

Source: Vodafone’s Core Submission Figure 11.

2.782 Vodafone also argued that BT had not fully passed on the recent reduction in MCT
charges, as it claimed to have done.®®® Vodafone appeared to accept that BT’s head-
line residential FTM rates had reduced roughly in line with MTR reductions, but
argued that:

(a) Each call charge was rounded up to a whole penny. Vodafone understood this to
mean that, for a call of up to 1 minute duration, the customer will be charged
12ppm (peak), rather than 11.3ppm, or 6ppm (off-peak), rather than 5.3ppm.

(b) BT charged a fixed call set-up charge for FTM calls. This was increased from
11.5 to 12.5ppm with effect from 1 April 2011. For a call of up to 1 minute
duration, the increase in the call set-up charge thus effectively offsets the reduc-
tion in the FTM ppm rate.

%% \yodafone Core Submission, §§7.16—7.21.
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Statements of intervention
e Telefénica

Telefonica argued that the price of FTM calls had increased despite reductions in
MTRs. It cited an example:*%°

... according to Ofcom data, BT’s average residential calls to mobiles
price increased from 11.28ppm in Q1 2007 to 15.19ppm in Q4 2010
(the most recent period for which data are available). Telefénica esti-
mates that BT's average wholesale mobile termination cost fell from
approximately 6.5ppm to 4.5ppm over the same period. This means
that BT's margin for such calls would have risen from about 4.8ppm to
about 10.7ppm in four years.

Telefonica suggested that BT had treated its gain from lower MTRs as a ‘lump sum
saving’®" that was allocated in the most profitable manner (eg by reducing prices for
its BT Vision service®?). Telefénica argued that the FNOs might adjust prices of
different products according to their relative elasticities, consistent with the principles
Ofcorrgglsjsed to assess the impact of MTR reductions on the prices of MCPs’ ser-
vices.

Telefonica concluded that

a PO adjustment [and by implication lower MTRs in general] would not,
contrary to BT’s submissions, be likely to achieve any relevant benefit
to competition. Rather, it would simply represent a lump sum benefit to
FNOs that would most likely be used to enhance their competitive
position in other markets.®*

e BT

BT argued that competition in fixed lines had become focused on the headline price
of a bundle of services; that the high level of MTRs had made it impractical to include
FTM calls in BT’s basic bundles; and that BT had offered discounts on FTM calls as
‘add-ons’ to its call packages.®® The most recent relevant package is ‘Friends &
Family Mobile’, introduced in April 2009 (but no longer available to new subscribers),
where a monthly fee of £1.50 (and ‘free for customers on contract’) gives reduction in
price to 7ppm for daytime calls.®®

BT argued that it passed on the 2011 MTR reduction in full to its residential cus-
tomers as soon as practicable after the new rates were set; it subsequently held FTM
prices constant while increasing most other call prices by around 5 per cent in
response to inflation; and it was currently evaluating other FTM pricing options (it
gave as examples [$<]).%%’

90 Telefénica Sol, W/S Wardle, 11 §20.
! Telefénica Sol, W/S Wardle, 1l §23.

692
693

Telefénica Sol, W/S Wardle, Il §21.
As set out in paragraphs 2.624 to 2.634 above, we do not agree with those principles.

%9 Telefénica Sol, W/S Wardle, §2 25.
5 BT Sol, W/S Richardson IIl, §§6—16.

696

BT Sol, W/S Richardson Ill, §86-8; and Vodafone bilateral hearing transcript, p91.

7 BT Sol, W/S Richardson I1l, §§10-16.
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In its Core Submission, BT made various points®® which in general did not directly

address evidence on past price changes, but commented on past regulation of BT
prices and BT’s view that historical evidence may be misleading because (a) compe-
tition did not take place through headline prices of FTM calls alone, and (b) BT had
made commitments as a co-sponsor of the Terminate The Rate campaign.

Assessment of effects on fixed prices and usage

We consider that there are two issues in dispute here: what has happened in the past
and whether that is a guide to the future (for example, given BT's commitments to the
Terminate The Rate campaign). We note that the effects on fixed prices depend on
the reactions of all FCPs, not just BT, although much of the argument and evidence
has focused on BT.

Vodafone made a strong case that BT's headline FTM prices have not historically
been reduced in line with MTR reductions. We note that BT's headline prices were
reduced in line with the first MTR cut under this charge control,** but BT has not
contested Vodafone’s view that other pricing changes mitigate that reduction.

It is more difficult to draw firm conclusions on the implications of EE’s argument and
evidence on changes in the price of a notional basket, since FTM calls are not
traditionally included within bundles. Ofcom’s argument appears to be that fixed oper-
ators benefit from falling MTRs but compete away this benefit in bundles of call
prices (or possibly line rental). We set out above our conclusion, based on the argu-
ments and evidence put before us, that in the mobile market a change in costs for a
particular type of call or customer is likely to result in price changes for that type of
call or customer.’® If the marginal cost of calling a mobile network falls, we would
expect that to be reflected in lower prices for either FTM calls and/or bundles includ-
ing FTM calls, but not in other services (such as line rental or BT Vision or, in
general, bundles that do not include FTM calls). Since the inclusion of FTM calls in
bundles has been limited, we would expect the primary effect to have been on the
prices of FTM calls. Hence the evidence implies that historically BT, at least, has not
fully passed through reductions in MTRs.

The evidence provided on the historical behaviour of other FCPs is limited (they are
in aggregate included in the ‘basket’ but we have not seen further or more detailed
evidence). We note that they collectively make up around half of the fixed market,
and their incentives may not be the same as BT's.

But there are two reasons why we might not expect historical evidence to be a good
guide to the future. First, if FTM calls are more widely included in bundles in the
future, there is more scope for prices to be adjusted in more subtle ways. Second,
BT’'s commitments to reducing the cost of FTM calls may influence it to pass on MTR
cuts more directly and completely (at least in the short term). This does not apply
directly to all FCPs, but we would expect BT’s high-profile position and the level of
competition in the fixed market to increase other FCPs’ incentives to pass through
MTR reductions.

% BT Core Submission, §§53-56.

% |n line with BT's commitments under the Terminate The Rate campaign. We note that the campaign was aimed at
influencing this charge control and so BT reduced its prices when MTRs fell under the current charge control, rather than at the
start of the campaign.

700

See paragraphs 2.624 to 2.634 above.
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2.794 Following Ofcom, and in the absence of pleadings to the contrary, we assume that
the fixed retail market is competitive.””* We would therefore expect cost savings to be
passed through, at least to some extent, in the form of lower retail prices, just as we
would expect the same to apply in the mobile retail market.

2.795 For these reasons, we would expect MTR cuts to be passed on to fixed-line con-
sumers to some extent, although we cannot be confident that they will be fully
passed on, and on balance we expect that fixed-line users will benefit (to some
extent) from lower MTRs.

2.796 We also note that Ofcom’s conclusion that fixed-line customers ‘unambiguously
benefit’ from lower MTRs is not as simple as Ofcom implies. We expect fixed-line
customers to benefit from lower prices, but there are two ways in which fixed-line
customers could be made worse off:

(a) If MTF call prices increase (especially likely for pre-pay users), fixed-line users
may receive fewer calls.

(b) If some mobile-only customers give up their handsets, some calls between those
users and fixed-line customers will no longer take place. This effect might be
expected to grow over time (since we expect lower MTRs to have a larger effect
on the level of mobile subscriptions in the long term, once effects on upfront
prices such as handset prices start to affect a larger proportion of current cus-
tomers).

2.797 There is some dispute, but little or no submitted evidence, about the role of ‘call
externalities’ and ‘network externalities’ in this case. We do not think it necessary to
make a judgement on these matters since we are not trying to quantify the scale of
loss (or of net gain) to fixed-line users.”® We merely note that it is not clear-cut to
conclude that there is a gain to allocative efficiency among fixed-line users, or that
they will unambiguously benefit.

2.798 Finally, we note that around two-thirds of MCPs’ net MCT income comes from FCPs
in the UK, and one-third from ‘other’ sources (such as overseas operators). We have
seen no argument or evidence as to the extent to which MTR cuts will be passed on
to customers of other operators and accordingly we can make no judgement on the
effects on allocative efficiency of benefits to those operators.

Implications of changes in subscribers and usage for allocative efficiency

2.799 As we noted at the start of this section,’® Ofcom said that ‘Allocative efficiency is
maximized when there is an optimal distribution of goods and services taking into
account costs of supply and consumers’ preferences’.’® Ofcom’s assessment, and
the arguments of various parties, appear implicitly to assume that any reduction in
ownership or usage would have a negative effect on allocative efficiency.’® We do

™ we note that the competitiveness of the fixed retail market was not within the scope of Ofcom'’s consultation process but had
been examined separately. See Ofcom Statement, 87.192.

2 We do not believe that these arguments rely on the presence of externalities. Ofcom argued that there was a benefit to
allocative efficiency under LRIC since fixed-line users would pay lower prices and would make more calls. We merely point out
that, at least under effect (b), there is an opposing effect on the number of calls made by fixed users, and hence the outcome is
logically ambiguous; and Ofcom has not provided empirical evidence to demonstrate a net gain.

%3 See paragraph 2.525 above.

" Ofcom Statement, §8.33.

% As noted in paragraph 2.581 above, Ofcom phrased its conclusion on allocative efficiency in its Core Submission (§32a) in
terms of the effect on ownership and usage.

2-147



not consider this to be necessarily the case on principle. In particular, Ofcom did not
appear to have taken into account costs of supply.

2.800 The problem arises because when MTRs are above costs, MCPs may have an
incentive to attract subscribers that are expected to have a positive CLV even if those
subscribers have a willingness to pay for a subscription which is less than the costs
that would be incurred by an MCP in providing that subscription. This is compounded
by a model of competition that encourages frequent (subsidized) handset upgrades.
Adding an additional subscriber to a mobile network (or equivalently not losing an
existing subscriber) is allocatively efficient if:

(a) the benefits to society of that subscriber being on the network outweigh the costs;
and

(b) this net benefit is not outweighed by other costs incurred as a result.

2.801 We have considered three categories of cost of a subscriber being on a network: the
ongoing costs of maintaining the subscriber on the network, handset subsidy’ to
acquire the subscriber, and other acquisition costs. For existing subscribers, in the
short run, only the first category may apply; but in the longer run we assume that
most or all consumers may need to replace their handsets and may consider chang-
ing network (which brings little or no improvement to allocative efficiency compared
with the benefit from that consumer first joining a mobile network) and hence all three
may apply. The parties have submitted that the ongoing costs of maintaining a
mobile user are relatively small’®’ and that handset subsidies for pre-pay are now
either removed entirely or low. However, acquisition costs in general are likely to be
substantial. Ofcom presented evidence on CARS (customer acquisition, retention
and service), which showed that they were in total larger than network costs (see
Table 2.6 below).”®

TABLE 2.6 Costs for average 2G/3G operator, 2009

Average cost

£m
Total annual network costs 1,252
CARS 1,822

Source: Ofcom, final decision, Table A9.6 (extract).

2.802 These costs must be set against the benefit of a consumer having a mobile phone,
which may take two forms: first, the net benefit to the consumer himself, after paying
applicable fixed and variable charges, of being able to make and receive calls; and
secondly, any benefit to other consumers from that consumer having a mobile phone.
The latter is generally referred to as a ‘network externality’.””® It has been the subject
of considerable debate in previous charge control determinations, but the parties
have made little reference to it in the current determination. In the previous mobile

% We note that handset subsidies are in a sense just a particular structure of retail prices: consumers acquire a mobile phone

for less than its cost, but MCPs aim to earn back the subsidy in the form of higher monthly or usage charges over the customer

lifetime. For post-pay subscribers (apart from SIM-only customers), the handset subsidy is typically large, but the MCP knows

that it will recoup it in the form of monthly charges. For pre-pay subscribers, the handset subsidy is typically small, but the MCP

will not recoup it if the customer does not use the handset enough (to make or receive calls or for other services).

7 See paragraph 2.730 above.

8 CARS includes expenditure such as advertising and marketing, handset and SIM card costs, discounts and incentives,

MCPs’ networks of retail shops and commission payments made to third party retailers, customer care, billing and bad debts.

The CC has previously found that the customer care and billing accounted for a small proportion of CARS spend—see Mobile
hone wholesale voice termination charges, Section 8.

% This only includes benefits that have not been internalized: for example, a consumer may buy a mobile phone for a relative

they wish to be able to contact. The benefit to that consumer from the relative being on the network has been internalized.
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call termination inquiry the CC found that, in the circumstances of that case, the
additional mark-up on LRIC proposed by Ofcom was not justified. The parties did not
argue in their appeal documents that the charge should be reinstated.

When an MCP decides what costs it is prepared to incur, it considers the benefits to
itself rather than the wider benefits. So an MCP may incur the costs of acquiring a
customer because it believes that the customer will be profitable over the customers’
‘lifetime’, but that will not necessarily improve allocative efficiency. For example, the
MCP may overestimate the profits it will earn; the customer may overestimate the
benefit he will gain; and the MCP will not take into account the loss to other operators
(either fixed or mobile) if the consumer either gives up or reduces usage of their
products as a result. Setting MTRs above LRIC encourages MCPs to pursue cus-
tomers including those whose acquisition does not contribute to allocative efficiency.

Vodafone argued that there was a demonstrable benefit to other consumers from a
marginal consumer being on the network because at prices arising from a LRIC+
charge control, people do call that marginal consumer and derive value from doing
so; and if the marginal consumer left the network, that value would be lost.”*® We do
not dispute that—at least for some marginal consumers—there may in principle be a
benefit to other consumers from their being on the network. However, we have seen
no convincing evidence that this benefit is large relative to the consumer’s own bene-
fit. Vodafone emphasized that in its view this was not a network externality, though it
did not elaborate whether it was because it was not an externality or because it was
not related to the number of subscribers on the network.

As to the net benefit of the consumer, we can draw inferences on this for consumers
who give up their mobile phone, or decide not to get one, as a result of price changes
caused by MTR cuts. Economic theory tells us that a consumer will have a mobile
phone if their benefit from it exceeds the costs of having it. If they give up their phone
(or change their mind about acquiring one) as a result of the price increase, their net
benefit from having the phone at the old prices must have been smaller than the
price increase. If we believe that price increases will be relatively small, then the net
benefit of these consumers must also be small.

Hence we can classify customers who would give up their phone in response to a
price cut into two groups.”*! Some would only have a phone because of a subsidy
(eg a handset subsidy). In the absence of network externalities, it is not allocatively
efficient for those consumers to have a mobile phone, hence there is no loss of
allocative efficiency when they leave. The second group is those who would have
owned a mobile phone even without subsidy, but still valued being on it less than the
price increase. If the price increase that causes them to give up their phone is small,
then there is a loss of allocative efficiency,” but it must also be small (unless net-
work externalities are substantial).

We asked Vodafone about this in its hearing. It agreed that some consumers were
only on the network because they benefited from lower prices as a result of MTRs
being set at LRIC+ and would leave under the prices that setting them at LRIC would
cause. However, Vodafone said that it did not follow that having these customers on
the network today was inefficient, and said that the loss of their participation would
cause a reduction in welfare. Vodafone argued that a world with higher participation
would inherently generate more surplus because more calls would be made, both per
subscriber and in total. If there is a network externality, that loss would be even
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Vodafone bilateral hearing, transcript 8878 - 80.
Excluding customers who do not pay for their own phones (eg those whose phones are paid for by another family member).

"2 Assuming that prices before the increase are not below the allocatively efficient levels.
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2.812

bigger. This should be set against the fact that fixed-line users pay more under
higher MTRs (assuming some pass-through by FCPs).”*

We do not rule out the possibility that a loss of users may reduce allocative
efficiency, but we do not consider that it has been established. The loss of some
customers may reduce efficiency, but the loss of other customers could increase
efficiency, which would partly or completely mitigate efficiency loss from the former
group. The lower price increases are, the less likely it is that there would be a
significant loss of efficiency. These considerations indicate to us that for any given
loss of users, the negative effects on allocative efficiency are less certain, and
probably smaller, than the appellants would have us believe. We are therefore
cautious in interpreting the implications of a loss of users.

The link between subscriptions and allocative efficiency is even weaker. While we do
not rule out the possibility that some second subscriptions contribute to allocative
efficiency, it is less clear that the loss of second subscriptions would significantly
reduce the number of calls that take place or the ability of a subscriber to be con-
tacted. Since most of the evidence available—even with the caveats we have placed
on it—is in terms of subscriptions rather than subscribers, we are reluctant to infer
too much on the implications for efficiency of a loss of subscriptions.

On usage, we note that the marginal price customers pay for calls is generally very
different from the incremental cost of calls (which we understand to be around twice
the LRIC of termination). For calls outside bundles, the price typically exceeds the
cost and so it would seem uncontroversial that all calls that take place are ‘efficient’
in the sense that the benefit from them exceeds the cost of making them. Generally
we would say that prices above marginal cost lead to too little usage, and prices
below marginal cost lead to too much. Hence an increase in the volume of these calls
would be allocatively efficient; a reduction would be inefficient.

For calls within bundles, which typically have a marginal price of zero (below incre-
mental cost), the situation is less clear-cut. It is possible that, for example, if con-
sumers were given a bigger bundle of calls, they would make calls that they valued
very little, perhaps less than the cost of making those calls. Unless there are call
externalities, these calls could in theory be inefficient. We have not examined the
issue of call externalities (in the absence of sufficient evidence from the parties on
the basis of which we could have done so), we merely note that a change in call
volumes does not necessarily have straightforward implications for allocative
efficiency.

Even the apparent benefits of a larger number of subscribers and calls must of
course be set against any loss of efficiency in the form of, for example, higher prices
for FTM calls (driving a wedge between the economic costs of those calls and the
costs that FCPs actually pay) and consequent reduced volume of FTM calls. We
believe that the above discussion illustrates the difficulty of drawing strong and robust
conclusions on allocative efficiency in a complex market.

Overall assessment on allocative efficiency

2.813

We agree with Ofcom’s conclusion that high-level economic theory gives no reason
to prefer LRIC+ or LRIC. We do not necessarily agree with every aspect of Ofcom’s
reasoning, but the appellants’ arguments on economic theory did not demonstrate
that LRIC+ was either more allocatively efficient than LRIC, or closer to the hypotheti-

3 odafone bilateral hearing transcript, §§60—63.
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cal most efficient level than LRIC. We reach this conclusion on the basis of the
arguments and evidence considered in the sections above, which we summarize
here.

2.814 Ofcom said that setting MTRs at LRIC would lead to a small reduction in ownership,
a small increase in mobile usage, and an increase in fixed usage. In light of the
cases argued by the other parties, we have considered Ofcom’s reasoning and con-
clusions on this subject in detalil.

2.815 We considered the issues which would influence mobile ownership, and mobile and
fixed usage; and the implications for allocative efficiency.

2.816 It seems likely that reducing MTRs to LRIC will lead to retail price increases* which
will be focused on pre-pay users (especially low-usage customers); and to some
extent low-usage post-pay customers. This is based on both economic theory and
evidence of price changes in response to falling MTRs, as set out in the appellants’
submissions (although we interpret the latter cautiously). We expect these groups to
be more likely to be marginal customers (ie more likely to give up their phones in
response to some form of price increase).

2.817 We think that Ofcom has underestimated the average size of price increases for
these relevant groups,’* which suggests that it also underestimated the effects on
mobile ownership. One important issue is the form that price increases for pre-pay
users would take. Ofcom’s reasoning on the recovery of common costs suggests that
in theory it may be possible to increase prices with little or no impact on subscriptions
or usage if price increases take the form of fixed (or quasi-fixed) prices, which may
extract consumer surplus without distorting consumers’ consumption decisions. If this
is possible, it would imply that there may be gains from reducing MTRs which are not
offset by other distortions to efficiency. Customers are heterogeneous, and so it is
plausible that some pre-pay customers would accept the introduction of some form of
fixed or quasi-fixed charge without adjusting their consumption, which would be
efficient. 