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Fixed Narrowband Retail Services Market Review

Section 1

Summary

Introduction

1.1 This review considers the state of competition in the retail narrowband telephony
markets, that is, analogue and digital (ISDN) telephone lines and calls for consumers
and businesses. Our aim is to determine whether there is effective competition in these
markets and, if not, how best to regulate the behaviour of any companies that we find
have significant market power (“SMP” - in other words, companies that have the power
to behave sufficiently independently in a market in a way which could be to the detriment
of consumers).

1.2 We are proposing that the UK retail markets, with the exception of Hull, are now largely
competitive. This is a significant milestone in the history of Ofcom. For the first time
since the creation of Ofcom’s predecessor, Oftel, we are proposing to remove all
company specific retail regulations on BT intended to enhance competition in analogue
telephony. This is due to increased competition in these markets, which, we believe, is a
direct result of the changes to the regulation of BT's wholesale services due to our
Telecommunications Strategic Review (“TSR”)*. The main effect will be to increase
competition in these retail markets by allowing BT to freely bundle fixed narrowband
products with broadband and TV services.

1.3 Our proposals do not affect the Universal Service Order (“USQO”) regulations which
ensure that BT offers a universal service at a uniform price. Equally, Ofcom will
continue to regulate the retail activities of BT, on an equal basis with other
Communications Providers, through sector regulations?. We will continue to monitor
consumers’ experience of these services and will intervene if appropriate.

Background

1.4 When we last reviewed these market in 2003, we found that BT (UK excluding Hull) and
Kingston Communications (in Hull)* had SMP in almost all the fixed narrowband retail
services markets®. We decided regulations were essential to ensure that BT and
Kingston could not use their SMP to the disadvantage of other Communications
Providers, consumers or both. As a result we set retail controls for BT and KCOM.

15 Since the 2003 review, Ofcom has concentrated on measures to enhance competition in
the retail markets. The aim being encouraging real competition for the benefit of
consumers and businesses, and a reduction in BT and KCOM'’s market power.

1.6 In the 2005 TSR, Ofcom set out seven principles for the regulation of telecoms markets,
including that Ofcom should:

¢ focus regulation on the deepest levels of infrastructure where competition will be
effective and sustainable;

! http://www.ofcom.org.uk/consult/condocs/telecoms _p2/statement/main.pdf.

2 Communications Act general conditions and general consumer protection legislation / regulations,

® http://www.ofcom.org.uk/static/archive/oftel/publications/eu_directives/2003/fix_narrow_retail0803.pdf
* Kingston Communications is now operating as KCOM Ltd, though trades in Hull as Kingston
Communications

®> The exception was BT was not found to have SMP for international business calls
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e ensure equality of access at those levels; and
e as soon as competitive conditions allow, withdraw from regulation at other levels.

The key outcomes of the TSR, were the Undertakings by BT®, the creation of Openreach
(the functional separate organisation within BT providing wholesale access services)
and the development of equivalence of inputs for both BT and other Communications
Providers in the delivery of services to households and businesses.

As a result of these developments and the improved state of competition they supported,
we decided to remove the retail price controls on BT in 2006°. The following year, we
relaxed retail access remedies for businesses with telecoms spend over £1M pa on the
basis other Communications Providers could compete with BT on an equal footing using
wholesale line rental (“WLR”).®

Our proposals

1.9

1.10

1.11

1.12

1.13

Our assessment of the current state of competition in the retail market confirms the
trends we have seen since the last review. There is compelling evidence that most of
these markets are now competitive. For example, in the residential market, 14 new
retail narrowband providers have entered the market since 2005 (12 based on WLR plus
two based on full LLU). BT market share has been reduced substantially. In residential
access this is now 66%, and in business at 57% market share. While we recognise that
BT still has a relatively high residential market share, we expect this to fall substantially
further over the review period.

Our analysis suggests that BT (in the UK excluding Hull) no longer has SMP in:
¢ retail fixed narrowband telephone lines for business and residential consumers;
¢ retail fixed narrowband calls for business and residential consumers.

We think this finding and the consequent removal of remaining SMP regulations will
have a positive effect on residential consumers and businesses. We expect increased
competition for the provision of retail telephony services from BT, since BT will be able
to bundle these services with other services, e.g. broadband.

We are aware of the risk that customers that are uninterested in changing providers are
most likely remain with BT. However, we consider that BT could not readily exploit this
fact as these consumers are not confined to one specific social, economic or
demographic group. Also changes to SMP status and remedies have no impact on BT’s
universal service obligations which ensure universal access and the protection of
vulnerable consumers.®

While we consider that BT still has SMP in ISDN2 and ISDN30 lines we think that the
current retail remedies are no longer effective and are even potentially

6 http://www.ofcom.org.uk/consult/condocs/statement_tsr/

" http://www.ofcom.org.uk/consult/condocs/retail/prc.pdf.

& Wholesale line rental ("WLR") is a regulated wholesale service provided by BT which allows other
communications providers to offer telephone line access

*We will shortly reviewing of the current USO. We intend to consider whether changes to it are required.
We will include an assessment of the extent to which the USO results in a significant net burden upon BT
and KCOM, the universal service providers, and the case for alternative funding and procurement models
to ensure that USO provision is both effective and proportionate
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counterproductive in the development of enhanced competition. We consider that it is
preferable to rely solely on the proposed wholesale remedies for those markets.

1.14 We have reviewed the retail markets in Hull. We have found no significant change in
KCOM's position, so we conclude that KCOM retains SMP in all retail narrowband
markets.
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Section 2

Purpose and structure of the review

Introduction

2.1

2.2

2.3

This review is part of the second round of market reviews to consider the state of
competition in retail narrowband markets. The objective of the review is to:

e determine the structure of the retail narrowband markets;

e assess whether any individual company or, if appropriate, set of companies, hold
significant market power in any of those markets; and if significant market power is
found

¢ determine what ex ante remedies are appropriate to address the market power;
enhance competition in the markets and protect consumers from the exploitation of
the market power.

In particular, this review will reconsider the set of retail markets defined in the first round
of market reviews in 2003 and will, as part of the analysis, consider the impact of
changes to the remedies that have been made since that review (particularly the
removal of the retail price controls).

We are required to undertake the Market Review as part of our commitment to a regular
programme of such reviews. However, other factors support the review at this time:

¢ Changes to the EC recommendations have removed the fixed calls market from the
list of markets suitable for ex ante regulation, calling into question our continued
determination in this market. (However, we are required by the Communication
Communications Act 2003 (“the Communications Act”) to re-review any market in
which we have previously found SMP.);

¢ Changes to wholesale regulations undertaken in response to the TSR;
e Indications of increased competition to fixed networks from mobile; and

e Changes to the nature of telecommunications sales at fixed locations, large number
of new market entrants and new sales strategies e.g. bundling

Background — Previous reviews and strategic framework

2003 Market Review

2.4

2.5

In 2003 Oftel completed the first round of market reviews linked to the European
Commission directives on fixed narrowband markets potentially subject to ex ante
regulation which included the Fixed Narrowband Retail Services Market Review™.

The outcome of this review was a series of Significant Market Power (SMP)
determinations for BT and Kingston, in which SMP was found for:

10 http://www.ofcom.org.uk/static/archive/oftel/publications/eudirectives/2003/fix narrow retail0803.pdf
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2.6

Nine out of 10 identified retail calls markets (with the exception of business
international calls for BT) (see list of previous markets and proposed new markets in
the presentation) and

All narrowband retail access markets (residential and business analogue markets,
ISDN2 residential and business and ISDN30 business)

This determination in turn lead to remedies which included (initially):

The standard remedies of no undue discrimination and price publication on all SMP
services;

Retail price controls (RPCs) with a proposed review in 2006; and

Regulatory account reports on the services covered by the RPCs.

Telecommunications Strategic Review and withdrawal of the RPCs

2.7

2.8

In the TSR, Ofcom set out seven principles for the regulation of telecoms markets,
including that Ofcom should:

focus regulation on the deepest levels of infrastructure where competition will be
effective and sustainable;

ensure equality of access at those levels; and

as soon as competitive conditions allow, withdraw from regulation at other levels.

The subsequent Undertakings by BT, creation of Openreach, Equivalence of Input
(“EOI") development and the creation of a commercially viable WLR product by BT,
provided us with two opportunities to consider the extent of regulation in the light of

improved regulation at the deepest level of infrastructure:

This first opportunity was the 2006 review of the RPCs'*. The RPCs were allowed to
lapse on the basis that there was now sufficient retail competition, due to the
improvement in the wholesale environment, to ensure prices were set at an efficient
level. The removal was accompanied by a commitment by us to a review of the
removal of controls which we are undertaking as part of this Market Review.

The second was the 2007 Replicability decision. This allowed controlled exceptions
to SMP retail access remedies for larger businesses (telecoms spend over £1M pa)
on the basis that the WLR product was fit for purpose and would allow other
Communications Providers to fully compete. The stated intention in this review was
that the £1M pa limit was a temporary restriction and that, if it were successful,
Ofcom could extend this exemption to cover all business customers. We have had
no issues raised by Communications Providers or businesses with respect to these
changes. If we were not undertaking this Market Review at this time, we would
consider extending the exceptions to smaller businesses and to the calls market.

1 http://www.ofcom.org.uk/consult/condocs/retail/pre.pdf.



http://www.ofcom.org.uk/consult/condocs/retail/prc.pdf�

Fixed Narrowband Retail Services Market Review

Relationship with the Fixed Narrowband Wholesale Service Market Review and
other Related Projects

2.9

2.10

2.11

2.12

In considering market analysis there is a clear relationship between any analysis of retail
markets and their supporting wholesale markets. Ultimately, wholesale markets are
defined in terms of the retail markets they support. However, equally importantly,
analysis of forward looking retail markets competition depends on a set of assumptions
on the structure of the wholesale markets available to competitors in the retail sector.

In recognition of this relationship, we are simultaneously undertaking our review of the
state of competition in the Fixed Narrowband retail and wholesale services markets. In
forming our conclusions and recommendations each review is informed by the
conclusions and recommendations of the other. In the case of this retail review, we
assume that the wholesale recommendations ensuring the continued provision of
appropriate wholesale access and call origination markets are in place and that, at the
very least, the existing level support for competition provided by the wholesale
regulations is sustained. The review also assumes all other existing regulations from
other related markets (for example, the Wholesale Local Access market review and its
local loop unbundling (LLU) remedies) are sustained.

The Fixed Narrowband Wholesale Services Market Review is considering:

e the wholesale narrowband access;

e call origination and termination; and

e conveyance and transit markets.

Other related projects include:

e The Network Charge Control: This is considering any charge control remedies for
network conveyance and transit and call origination and termination required by the
Fixed Narrowband Wholesale Services Market Review. We are consulting on the

NCC simultaneously with the Narrowband Market Reviews.

e Openreach Price Framework: This is considering the charge controls for LLU and
WLR.

The Regulatory Framework

2.13

2.14

2.15

2.16

The regulatory framework that applies to the issues covered in this document is
discussed in detail at Annex 7. The Framework is based upon five EU Communication
Directives, four of which were implemented into UK law by the Communications Act.
The fifth directive was implemented by regulation on 11 December 2003.

The Communications Act sets out, at section 3, general duties of Ofcom where we must,
in carrying our functions, further the interests of citizens in relation to communications
matters and the interests of consumers in relevant markets, where appropriate by
promoting competition.

Section 4 of the Communications Act sets out duties of Ofcom for the purpose of fulfilling
Community obligations.

Sections 3 and 4 apply across our decision making in this document as we carry out the
function of undertaking a market review.
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2.17

2.18

The framework, as implemented by the Communications Act, sets out the procedure to
be followed when undertaking market reviews. In particular section 84 of the
Communications Act requires us to carry out further analyses of identified markets at
appropriate intervals. Paragraphs 2.4 to 2.8 above set out the previous decision and
reviews relevant to this market and, taking into account the Commission’s 2007 review
and revision of its Recommendation on relevant product and service markets (“the
Recommendation”), we consider it appropriate to conduct a review of narrowband retail
services.

A market review normally has three stages:
e Market definition, i.e. the definition of relevant markets;

e Market analysis, i.e. the assessment of competition in each market; in particular
whether any undertaking have SMP in a given market; and

¢ Remedies, i.e. the assessment of appropriate regulatory obligations where there has
been a finding of SMP.

Market Definition

2.19

2.20

2.21

The legal process set out in the legislation on the market definition stage is considered
in detail in Annex 7. In considering market definitions we have had regard to the
Commission’s Recommendation. The Recommendation identifies markets that may be
susceptible to ex ante regulation. On the last review of the Recommendation in 2007,
the Commission identified only one market at the retail level as being susceptible to ex
ante regulation; access to the public telephone network at a fixed location. Although the
Commission has identified that single retail market in its Recommendation, this does not
mean that NRAs are not in a position after analysis of relevant markets to, where a
finding of SMP is made, impose regulatory remedies on those markets should national
circumstances justify it. Equally, if on analysis of the identified market in the
Recommendation, an NRA finds that the market is competitive, based upon national
circumstances, it would not be appropriate to impose regulatory remedies.

The Recommendation is discussed in Annex 7 and, in particular, the use of the “three
criteria test” is considered. Where a market outside of the list identified by the
Commission is considered by an NRA, the Recommendation states that the three
criteria test should be applied cumulatively to determine if the market is susceptible to ex
ante regulation. The three criteria are:

e Barriers to entry and the development of competition;

¢ Dynamic aspects - no tendency toward competition; and

e Relative efficiency of competition law and complementary ex ante regulation.

We have taken the Recommendation into account when identifying markets in this
review.

Market Analysis: the criteria for assessing SMP

2.22

The legal process set out in the legislation on the market analysis stage is considered in
detail in Annex 7. In considering market analysis we have taken into account both the
Commission guidelines (Guidelines for market analysis and the assessment of SMP)
and guidance produced by Oftel in relation to the criteria to assess effective competition.
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The SMP guidelines require NRAs to assess whether the competition in a market is
effective (i.e. no operator is found individually or jointly dominant). This is undertaken
through a forward looking evaluation of the market, determining whether the market is
prospectively competitive, taking account of foreseeable developments.

Market share is an indicator of market power and the SMP Guidelines state that, in the
Commission’s practice, single dominance normally arises where market shares are over
40%, and very large market shares of over 50% are evidence of the existence of a
dominant position. This presumption is rebuttable and it is stressed in the guidelines
that the existence of a dominant position cannot be established on the sole basis of
large market shares, and that a thorough and overall analysis is required before coming
to a conclusion on the existence of SMP. Non-exhaustive criteria are suggested to
measure the power of a market undertaking. The relevant section from the Guidelines is
set out in Annex 7.

Where a market is found to be competitive then no SMP conditions can be imposed.
Section 84(4) of the Communications Act requires that any SMP condition in that
market, applying to a person by reference to a market power determination made of the
basis of an earlier analysis, must be revoked.

Remedies

2.26

2.27

2.28

2.29

2.30

The legal process set out in the legislation on the remedies stage is considered in detail
in Annex 7.

Before considering remedies it is also important to consider whether competition law
remedies are sufficient to address the identified problems.

Where remedies are proposed they have to comply with section 47(2) of the
Communications Act, in that they have to be objectively justifiable, not unduly
discriminatory, proportionate and transparent.

In addition section 91(2) requires that SMP conditions being considered at the retail level
may only be imposed where conditions at the wholesale level do not allow us to fully
perform our section 4 duties in the relevant market.

When considering appropriate remedies we have also taken account of guidance
produced by the European Regulators Group (ERG) remedies; “The Common Position
on Remedies”.
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Section 3

Market and regulatory developments

Introduction

3.1

3.2

This section sets out the developments, since 2003, in the retail and wholesale markets
that underpin the analysis in the later sections. In particular, we consider the impact of

the Telecommunications Strategic Review, the improvement in wholesale services and

equality of input (“EOI")*? and the changes to the market from bundling®® and increased
mobile use. This will be a broad introduction to these trends which will be considered in
more detail later.

We will also consider the changes to retail SMP regulation since the last market review,
specifically the removal of retail price controls and the Replicability decision.

Recent market developments

3.3

3.4

3.5

3.6

The 2003 market reviews described a market where the retail narrowband markets in
the UK were still dominated by the incumbents (BT and KCOM). While the use of carrier
selection / indirect access™ (“CS/IA”) and carrier preselection (“CPS”)* had led to some
competition in the calls markets, access to narrowband fixed lines in most of the country
was overwhelmingly dominated by BT (around 80% for residential and business lines —
the main challenger at that time being the cable companies with their narrower
geographic spread®®).

The TSR and the subsequent Undertakings by BT led to a transformation of the
competitive environment. We oversaw the creation of Openreach, provision of
wholesale services on an equivalence of input basis and the development of fit for
purpose wholesale products (wholesale line rental, and local loop unbundling).

We have subsequently seen a transformation in the competitive environment — for
example in the residential market 14 new retail access providers (12 using WLR, two
using LLU) and consequential impacts on service diversity, price and the market share
of BT. In the business market we have also seen many additional smaller
Communications Providers offering bespoke services.

For example, prior to 2004 CPS was the only real competitive narrowband option aside
from cable. As figure 3.1 shows there has been a massive increase in access services

12 Equality of Input is a requirement on BT to provided certain wholesale services on an equal basis to
both itself and other Communications Providers

'3 We define bundling in this paper as retail telecommunications service packages which include more
that one service type (e.g. narrowband, broadband, television, mobile) at a charge less than the
component services would be sold individually.

4 Carrier selection and Indirect Access are synonymous. In the UK the term IA is commonly used, though
the Directives and European Commission documentation use CS. We are using both terms for clarity.
CSI/IA is a service which allows a user to select the routing of calls through a different provider than their
default call provider through the use of either a number prefix or automated calling box.

!> Carrier preselection allows a retail consumer to permanently select an alternative call supplier, rather
than the default call provider, for either all calls or specific call types (for example, international calls).

'® The main cable companies were Telewest and NTL who in 2006 merged to form Virgin Media.
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provided by Communications Providers other than BT, with the trend towards the
provision of a complete access package (either WLR + CPS*" or full LLU).

Figure 3.1

Non-BT Carrier preselected, WLR and fully unbundled lines

6 4
Lines (M) 5 | . -
Fully unbundled lines

4 m CPS-only lines
WLR and CPS lines
3 4

2004 2005 2006 2007 2008* * Sept 08

Source: Ofcom / operators

3.7 Competition has also led to real savings for consumers. Despite the removal of the
retail price controls (discussed below and in Annex 6) we have seen a steady decline in
the real cost of narrowband services (see figure 3.2) on a comparable basis.

Figure 3.2
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£
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(0]
2 W Access
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0
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Source: Ofcom / operators

3.8 We have also seen a movement to narrowband services being only one component of a
bundle of telecommunications services (see figure 3.3) with both benefits in terms of
price and convenience to consumers.

" We refer to CPS as a general wholesale service for the provision of calls — in reality Communications
Providers chose between CPS and the alternative BT managed service of BT wholesale calls.

11
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3.9

Consumers and business are now able to leverage their use of fixed lines services for
access to services like broadband and television, at reduced rates (or at times no
additional cost). In addition, consumers have seen innovation in packaging of calls and
access with the benefits of predictable monthly budgets and, when chosen correctly, real
cost reductions. We discuss the impact of bundling in more detail in section 4.

Figure 3.3: Bundled services purchased by consumer by type

Proportion of bundles purchased (%)

Source:

3.10

Figure

Proportion of connections (%)

Source:
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We have also seen the rise of mobile in terms of its percentage of call minutes and
revenue (see figure 3.4). While, as this review will argue in section 4, we do not yet
consider that mobile and fixed narrowband services are in the same market, it is clear
that competition from mobile operators act as a constraint on the fixed markets and has
strongly influenced the nature of the service packages provided.

3.4: Share of total outbound voice call volumes
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The narrowband markets have substantially transformed since the 2003 review. As we
will propose in later sections, we consider that this transformation has, excluding Hull,
largely led to a position where the market power of the incumbent in the retail markets is
sufficiently diminished that the case of ex ante intervention in those markets has been
substantially reduced.

Impact of removal of the RPCs

3.12

In 2003, following the first retail narrowband market reviews, Oftel confirmed the
continuation of retail price controls (‘RPCs”) on BT as a remedy for the residential
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market'®. The RPCs were weighted so that compliance was judged against the charges
experienced by the bottom eight deciles (by expenditure) of residential customers. In
expectation of improvements in retail competition the control included an opportunity to
review the remedies in 2006 to determine whether its continuation was required.

This 2006 review concluded that the improvements in the competitive environment for
retail services (following the introduction of increased use of WLR in particular) allowed
us to deregulate the controls on residential charges and the RPC was allowed to lapse.
However, the review did call for a subsequent analysis of the impact of the removal. We
have undertaken this analysis as set out in Annex 6.

At the time that they were discontinued, the RPCs effectively held average real (volume
change excluded) increases in retail prices to zero (i.e. RPI+0%) for consumers in the
bottom eight deciles of expenditure. The RPCs did not include the charge for payment
by means other that direct debit.

Our analysis shows that in nominal terms BT prices for the bottom eight deciles has
fallen if the additional charge for non-direct debit is excluded and risen by 2.2% if the
non-direct debit charge is included. This is in a period of inflation of around 4% - thus a
reduction in real terms.

Further analysis shows that consumers in the bottom three deciles have experienced
greater price reductions with a net reduction of 3.5% (nominal) if the non-direct debit
charge is excluded and an increase of only 0.2% if the charge is included. This is
approximately a reduction of around 7% in real terms excluding the non-direct debit
charges and around 3.8% if it was included.

On this basis we consider that that removal has had no negative impact on the market
and consumer outcomes and may have led to more flexible pricing structures.

Replicability

3.18

3.19

3.20

The principle of reliance on wholesale remedies set out in the TSR was also the basis
for Ofcom relaxing other retail remedies, this time for business customers. Ofcom had
been asked by business customers, as well as BT itself, to allow BT to respond to the
demands of individual business customers by offering unpublished bespoke prices for
services in business retail markets. The requirement to publish charges under the SMP
services condition prevented this. Publication of prices can, also, lead to price following,
which is unlikely to be in the interests of consumers.

Equally, Ofcom’s current interpretation of the no undue discrimination SMP services
condition is that bundling of SMP and non-SMP products would be likely to be unduly
discriminatory, meaning that BT’s ability to tailor packages is limited. Restrictions in
bundling can, in some circumstances reduce competition in retail markets (we will
consider this point again in Section 6 on remedies for ISDN services).

Ofcom recognised these potential weaknesses and accepted that, once wholesale
inputs were of sufficient standard to enable other Communications Providers to offer
retail services that were commercially and technically replicable to those that BT might
offer, SMP services conditions could be disapplied for certain customer types.
Additionally, Ofcom stated that, in these circumstances, it would no longer presume that
bundles of SMP and non-SMP products were likely to be unduly discriminatory under the
no undue discrimination SMP services condition.

'® This was to be the last in a series of such retail price controls going back to 1984.

13



Fixed Narrowband Retail Services Market Review

3.21

3.22

3.23

3.24

3.25

3.26

3.27

On 12 April 2006, Ofcom published the statement entitled The replicability of BT's
regulated retail business services and the regulation of business retail markets™ in
which it stated that, should BT address certain specific deficiencies with wholesale line
rental (WLR), carrier pre-selection (CPS) and low bandwidth leased lines, Ofcom would
consent to the non-application of the SMP services conditions. To begin with, Ofcom
explained that the consent would be limited to offers made to customers with an annual
spend with BT in excess of £1 million per year on a projected basis (assessed on the
basis of anticipated spend in the next 12 months consequent on BT being awarded the
contract for which it would be bidding). These customers are subject to close account
management by senior BT staff and, therefore, it can be expected that BT would be
better equipped to ensure that the company did not contravene competition law rules
and behave anti-competitively.

In the event, BT submitted that the deficiencies relating to the WLR product had been
sufficiently resolved so as to allow the replication of their retail services. Following a
consultation, Ofcom disapplied the remedies related to the retail business access for the
larger companies in May 2007. In that statement it was noted that, subject to the
monitoring of behaviour in time, the exemption could be extended to smaller companies.

We have had no cause to find BT has breached the conditions set for the non-
application of the access remedies. In fact, were we not undertaking this review we
would be considering a further review of replicability which might include an extension of
the non-application to smaller companies and the inclusion of calls remedies (as the
CPS product now appears to fulfil the criteria for fit for purpose).

Given the lack of complaints, it would appear that the market for business services has
not been unduly disrupted by the exemptions to the remedies. We consider that this is
indicative of the current level of competitiveness and the effectiveness of the wholesale
remedies.

We consider the retail narrowband market conditions in more detail in sections 4 and 5
and supporting annexes. However it is clear, from the description above, that there has
been substantial changes in those markets which have, in turn, directly benefited
consumers and business customers.

BT appears to have been constrained in its ability to set prices by competition rather
than regulation and it has been able to operate under a less restrictive regulatory regime
without apparent ill effect on the competitive environment.

We also note, from the analysis conducted in the Replicability review that there are limits
to the effectiveness of retail regulations, which can act, in some circumstances, to the
detriments of competition. We consider that this point offers some guidance to our
proposed approach to the ISDN markets discussed in section 6.

19 http://www.ofcom.org.uk/consult/condocs/draftconsent/statement/
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Section 4

Market definitions

4.1

4.2

4.3

4.4

4.5

4.6

4.7

Market definition is an important intermediary step in the assessment of whether a firm
has significant market power (SMP). It allows us to consider the competitive constraints
imposed by demand and supply-side substitutes as well as to compute market shares.

In defining the relevant markets we follow our standard approach which fully takes into
account the relevant guidelines and recommendations published by the Commission.
Under this approach relevant product and geographic markets are identified by using the
“hypothetical monopolist test”. A product is considered to constitute a separate
economic market if it would be profitable for a hypothetical monopoly supplier of the
product to impose a “small but significant non-transitory increase in price” (SSNIP)
above the competitive level. If a hypothetical price rise would not be profitable then the
market definition should be expanded to include substitute (either demand or supply-
side) products.

It may also be appropriate for products not linked by demand or supply-side substitution
to be placed in the same economic market if the conditions in their supply or demand
are sufficiently homogeneous. For example, where consumers buy a basket or bundle
of goods and the overall focus of competition is on the price of the bundle as opposed to
the prices of its constituent elements, then a bundle market definition may be
appropriate even although the individual elements of the bundles may not be substitutes.

However, market definition is not an end in itself, and we believe that there are risks in

putting too much emphasis on an assessment of where the boundaries of the relevant

economic market might lie. For example, the evidence points to increasing substitution
between fixed and mobile access and calls. However, what matters for an assessment
of SMP is not so much whether mobile lies just “inside” or just “outside” the market but
rather the constraint it imposes on the price of fixed access and calls.

A slightly different issue is whether we should include products such as access and calls
- which are largely complements® - in the same or in separate economic markets. The
classical way of defining an economic market, the SSNIP test, provides only limited
guidance as to when products are sufficiently complementary to be included in the same
market. The constraint that the price of access imposes on the demand for calls (and
vice versa) can however be more fully considered in a SMP assessment.

On account of these and other issues we have chosen to adopt a largely pragmatic
approach to market definition. Specifically, where the evidence of substitutability is
conclusive we have chosen to amend our previous market definitions, but where the
evidence is ambiguous we have chosen to retain our previous market definitions while
recognising any increased competitive constraint from greater substitutability in our SMP
assessment.

In the assessment below we summarise the evidence as it relates to the key market
definition questions and provide our conclusions on where we consider the boundaries
of the relevant economic market to be.

%0 Access and calls are complements in the sense that both access and calls need to be purchased in
order to make a voice call. They may also be economic complements if an increase in the price of
access reduces the demand for calls (and vice versa).

15



Fixed Narrowband Retail Services Market Review

Summary of conclusions

4.8

4.9

4.10

411

This sections concludes that there remain distinct national retail fixed narrowband
access and calls markets.

While there are clear indications that there is increased fixed mobile substitution and that
bundles of telecommunications products are increasingly being considered as a single
purchase, consumers and businesses still make purchasing choices based around the
traditional fixed narrowband services.

The key differences from the market definitions of 2003 are:

e the reductions in the number of calls markets (from individual markets for different
calls types — e.g. local, national, international etc to a single calls market and

0 -in 2003 there was competition in specific calls types via carrier pre-selection.
While this continues to a limited extent we no longer consider that purchasing
decisions in the market operate in this manner.

o the removal of the ISDN2 residential market

0 - This market has been replaced by residential broadband.
Specifically we have consider that the fixed narrowband markets are
e For UK (excluding Hull)

0 Residential Fixed Narrowband Analogue Access;

0 Business Fixed Narrowband Analogue Access;

o0 Residential Fixed Narrowband Calls;

o0 Business Fixed Narrowband Calls;

0 ISDN2 Access; and

0 ISDN3O0 Access.

e For Hull

o0 Residential Fixed Narrowband Analogue Access;

0 Business Fixed Narrowband Analogue Access;

0 Residential Fixed Narrowband Calls;

o0 Business Fixed Narrowband Calls;

0 ISDN2 Access; and

o ISDN30 Access.



Fixed Narrowband Retail Services Market Review

Business and residential segment are separate markets

412

4.13

4.14

An SME is free to choose between a business and a residential tariff. However, CPs are
able to discriminate between business and residential customers to a considerable
extent through offering packages which separately target business and residential
customers.

For example, BT’s Business Plan offers SME’s more rapid installation of the phone line,
an entry into the business section of the phone book, added features such as call
waiting/diversion, and a range of call tariffs that are attractive to many business
customers (discounts for high volumes, capped call prices, and low peak prices). In
contrast, residential tariffs typically provide a more limited range of value-added services
and offer low priced off-peak calls (including free minutes).

The differences between business and residential packages are also reflected in fixed
line access prices. For example, BT’'s minimum price of access is £10.27 for a

residential customer and £16.21 for a business customer.

Table 4.1 BT Residential and Business Tariffs

BT Business Plan | Unlimited BT Anytime +
Evening and International
Week-end Plan saver
(Residential) (Residential)
Access Price £16.21* -£17.10** | £10.27 £16.10
Geographic Capped at Free Free
landline (off- 10p/hour
peak)
Geographic Capped at 235p/hour Free
landline (peak) 10p/hour
Calls to UK 25p/hour 734p/hour 440p/hour
mobiles
International calls | US capped at US/Europe
10p/hour 2.94p/minute
Europe capped at
20p/hour®
Other main BT assurance BT 1471 BT 1471
benefits fault reporting voicemail voicemail
One Bill and Bill
analyst
Call waiting and
call diversion
Conditions *2 year min 1 year min. 1 year min.
contract, **1 year | contract contract
min. contract,
min. spending
commitment

“'Some exclusions apply

17



Fixed Narrowband Retail Services Market Review

4.15

4.16

4.17

4.18

4.19

4.20

The boundary between business and residential tariffs is however becoming less clear
cut with higher end residential tariffs, such as BT Anytime, becoming increasingly similar
in structure to lower-end business tariffs. This reflects the increasing trend of CPs to
offer a greater range of residential tariffs to appeal to different customer types (low
versus high volume, peak versus off-peak users). Similarly, BT and others, further
expand the choice of tariffs by offering residential customers the opportunity to purchase
some of the value-added services usually included in business packages, such as call-
waiting, for an additional monthly fee.

Despite this there remain significant differences between business and residential
tariffs, particularly for high volume users. For example, if BT were to increase the price
of its business packages by 10%, the lowest price business call package, BT Business
Plan, would be £1.73 more than BT Anytime with International saver, the nearest
equivalent residential tariff. Any business making even an occasional long duration call
to a UK mobile or to an international landline would remain better off using the business
tariff. Similarly, a single 30 minute call to a UK mobile each month would cost £2.20 on
BT Anytime compared to 25p on BT Business Plan.

There are also potentially important quality differences between residential and business
tariffs, notably, the higher level of customer services offered, and entry into the business
section of the yellow pages directory.

These call volume and quality differences, together with the fact that business tariffs are
marketed exclusively to business customers, suggests that there is only limited demand-
side substitution between business and residential tariffs®.

Supply-side substitution between the residential and business sectors is also likely to be
limited. While it is easy for a residential supplier to design a package that is attractive to
business customers, it is considerably more difficult and costly to market such a
package to business customers. The retailers who are currently active in the retail
sector such as Sky, Tesco and Post Office, have used their established residential
customer base to sell on communication products. However, such firms have limited
experience in marketing to business customers who are much more diverse and difficult
to reach. It therefore seems unlikely that such retailers would choose to enter the
business market should tariffs in the business market increase by 5-10%.

More generally, the market evidence suggests that the residential and business markets
are separate since the competitive dynamics in the two markets differ. In particular:

e The structure of competition is different in the two markets. In the residential market
BT faces competition from a number of large retailers such as Sky, CPW and the
Post Office, while in the business market, BT faces competition from a large number
of smaller retailers;

e The competitors that BT faces are different in the residential and business sectors.
In the residential market, BT's competitors are predominantly specialist retailers, in
the business market, they are largely CPs;

2 Itis possible that there might exist a “chain of substitution” linking business and residential tariffs so
that while they are not demand-side substitutes they may be bound by a common pricing constraint and
therefore be part of the same economic market. However, it is not made clear to businesses that they
could choose a residential tariff , which suggests relatively few businesses would consider switching from
a businesses to a residential tariff. On balance we therefore believe that the “chain of substitution” is
unlikely to be strong enough to warrant the conclusion that business and residential tariffs are in the same
economic market.
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e The nature of competition is different in the two markets. In the residential sector,
the predominant strategy is to bundle access and calls to other products such as
pay-TV and broadband. In the business market, bundling is much less prevalent,
and prices are often bespoke.

o The attributes of access and calls that are valued by businesses differ in important
ways to the demands of residential customers. For example, our consumer research
shows that businesses tend to be more interested in access for security and
reliability, whereas for residential customers, access is increasingly valued for
delivering high quality broadband,;

For these reasons we believe that business and residential are likely to be in separate

is a single UK market with the exception of Hull

At the geographic level there is a single UK market excluding Hull and a separate Hull

On the demand-side customers are only able to choose between the CPs that operate in
their geographic area. Their ability to switch between different operators may therefore
be limited particularly where a consumer lives in an area that is not served by cable or

However, all operators have national uniform pricing policies and national marketing
campaigns so competition on the supply-side of the market has a clear national
dimension?®. The exception is Hull, where the main UK based retailers, including BT,
currently do not offer a competing residential retail service due to the absence of access
infrastructure (there is no cable, LLU, or WLR). Cable and Wireless do however provide
a competing indirect access service in the business market using leased lines.

For the residents of Hull there is no effective demand-side substitution, while supply-side
substitution from the rest of the UK is limited by the absence of access infrastructure,

line and mobile access are in separate market for residential users

4.21
economic markets.
There
4.22
market.
4.23
LLU.
4.24
4.25
particularly WLR.
Fixed
4.26

Our research shows that 79% of the UK adult population now choose to have both fixed
and mobile access. This compares to only 70% who had both forms of access in 2003.
While 91% of consumers now have a mobile phone, the number choosing mobile
access only is growing at a rate of only 1% per annum and currently stands at 12%**.

Table 4.2 Fixed and Mobile Take-up

Type of Access

% of UK adults
2003

% of UK adults
2008

Landline and mobile

70%

79%

Landline only

20%

8%

%3 One caveat is that Carphone Warehouse has certain tariffs which offer lower prices to customers who
are able to be served by LLU.

4 The Consumer Experience, Ofcom, 2008.
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Mobile only 8% 12%

Neither

2% 1%

Source: Ofcom Technology Tracker Survey, November 2008

4.27

4.28

4.29

4.30

4.31

Mobile only access is most prevalent in low income households. For example, 24% of
UK adults with an income of less than £11.5k are mobile only, compared to only 5% for
those with an income in excess of £30k?°.

Our survey?® asked mobile-only customers for the main reasons why they chose not to
have a landline. The main reason given was that a landline is “too expensive” (47%).
This is consistent with the finding that low income groups are more likely to choose
mobile only access. This suggests that there is likely to be some substitution between
fixed and mobile access, particularly for low income groups.

However, although the most frequently cited reason for not choosing a landline was
price, the next three most frequently cited reasons were all non-price related, e.g. “living
in rented accommodation” (43%), “move around a lot” (26%) and “not in property when
moved in” (22%).

Our Consumer Market Research also found that demand for landlines was primarily
driven by non-price factors. When respondents were asked about their attitudes to
having a landline, 62% agreed with the statement (“never give up landline — feel secure
with one”)?’, with 44% agreeing with the statement that there is “too much upheaval to
get rid of home phone”, 43% stating that “mobile is not reliable enough to drop the
landline” and 26% saying that they “only have a landline for internet”.

Further evidence that consumers have a preference to purchase both fixed and mobile
access can be seen from the fact that the proportion of mobile only users has
experienced a relatively slow rate of growth over the last five years despite a very large
fall in the price of mobile services. Between 2002 and 2007 the real price of mobile
services declined by an estimated 45%2® while the price of equivalent fixed line services
fell by only 18%. In the same period, mobile only households grew from 7% to 10%,
while the proportion of consumers having fixed and mobile access increased from 73%
to 82%. This is consistent with consumers taking advantage of the falling absolute and
relative price of mobile phones by increasingly purchasing both mobile as well as fixed
access rather than substituting away from fixed lines.

% |bid.

%6 Consumer Market Research conducted by Illuminas for this market review, 2009.
" Ranked the statement at 4 or 5 (where 1 means “does not apply” and 5 means “applies a lot”).
8 Ofcom Communications Report, 2008
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Figure 4.3
Real cost of a basket of fixed and mobile
services
£35 -
£30 15543

E23700  £20 101 51 16n £21.09 £21.16

£25 -
£20 - £
£15 -

£10

£5

£- 4

2002 2003 2004 2005 2006 2007

H Fixed m Mobile

Source: Ofcom Communications Report, 2008

4.32
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However, while most consumers appear to have a strong preference to purchase both
fixed and mobile access, there appears to be an important minority who regard them
primarily as substitutes. For example, the proportion of respondents rating 4 or 5 (out of
5) the statement that they would “drop their landline if the mobile phone was cheaper” is
33%. This suggests that a proportion of consumers do regard their mobile phone and
their landline as substitutes and would be prepared to drop the landline if the relative
price difference decreased.

Our Consumer Market Research also sought to determine consumers’ willingness to
switch between fixed and mobile access by asking them directly how they would
respond to an increase in BT's access price. In a hypothetical scenario where BT’s line
rental price increased by 10% (and the price of other fixed and mobile access remained
constant) only 4% of respondents stated that they would cancel the fixed line with 22%
responding they would switch to a different supplier. Of those who indicated that they
would switch calls, only 5% (1% of total sample) would switch to a mobile phone
supplier. While these hypothetical questions are more relevant for the assessment of
BT’'s market power nonetheless they do provide some evidence that mobile access is
not regarded by consumers as a particularly strong substitute for fixed line access.

Our evidence suggests that while there is some substitutability between fixed and mobile
access, consumers predominantly view the two types of access as meeting different
needs and have a strong preference to purchase both fixed and mobile access. We,
therefore, believe that fixed and mobile access are more appropriately considered to be
in a separate markets.

Fixed line access and calls in separate markets

4.35

Our market research found that the vast majority of customers (86%) purchase their
access and calls from the same provider. Over 80% of BT customers purchased both
access and calls from BT, while all non-BT access customers in our study purchased
calls from their access provider.
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4.36

4.37

4.38

4.39

However, while consumers generally buy access and calls from the same provider, our
consumer research found that a sizeable minority of consumers consider access and
calls to be separate purchase decisions. Our consumer research found that 38% of
customers who buy access or calls from BT consider access and calls to be separate
purchase decisions, while 24% of consumers who buy access and calls from rival
suppliers regard access and calls as independent purchase decisions despite taking
access and calls from the same supplier.

Further evidence on the extent to which consumers regard access and calls as separate
purchase decisions can be seen in the way that consumers respond to hypothetical
increases in the price of access and calls posed in our market research study. For
example, when asked how they would respond to a 10% increase in the price of BT
access, 74% of respondents indicated that they would switch both access and calls.
Again this is consistent with the majority of consumers regarding access and calls
together, but a significant majority considering them to be separate purchase decisions.

The SSNIP test does not provide sufficient guidance as to what proportion of customers
would be needed to view access and calls as the same product in order for them to be
regarded as being part of the same market. For that reason the choice as to whether to
view access and calls in the same or in different markets is largely a pragmatic one. In
the light of the fact that a material number of consumers still purchase fixed line access
and calls separately and that an even higher proportion regards the two services as
separate purchase decisions we believe that it is more appropriate to regard fixed line
access and calls as separate markets.

In any event our choice to define separate access and calls markets does not affect our
SMP assessment where we fully recognise the important interplay between the price of
access and calls.

Different call types in the same market

4.40

4.41

4.42

We believe that there is now a single residential narrowband calls market (including
geographic, fixed to mobile calls, international and other calls). The main reason for
this is that consumers, with very limited exceptions, choose a single fixed line provider to
meet all of their call type needs (geographic, calls to mobiles, international and others).
They will therefore select their calls provider on the basis of which one provides the best
value for money tariff given their particular pattern of calls.

To illustrate this, suppose a provider were to increase the price of calls to mobile
numbers by 5-10%. A consumer who wished to switch to another provider of calls to
mobile can only do so either by switching all of their call needs, or by purchasing
additional fixed line access. The latter would tend to incur a substantial additional
connection and rental cost and is unlikely to provide a realistic alternative for the
consumer. Competition therefore takes place primarily on the basis of the overall value
for money of the call package.

While retailers compete by offering a tariff package, we do however recognise that the
competitive dynamics vary to some extent across different call types. For example, high
volumes users of international calls will often chose to use a calling card or VoB, while
the price of calls to mobile will be limited to a significant extent by the ability of
consumers to use a mobile phone for the same call. In both of these examples there is
some additional competition for consumers who have multiple forms of access. For this
reason, we carry out a separate competitive assessment of calls to mobile and
international calls in Annex 5.
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There is not a separate market for bundles of communication products

4.43

4.44

4.45

4.46

4.47

4.48

CPs are increasingly bundling access and calls with other communication products such
as broadband, mobile, and pay-TV. These bundles are often sold at a discount to the
price of the individual components.

It could be argued that with competition increasingly focusing on the value for money
offered by bundles the relevant market should be defined as bundles containing fixed
access and voice products. A case can be made for such a market definition on both
the demand and the supply-side. On the demand-side for example, consumers are
increasingly exhibiting a preference to one-stop shop and to consume a bundle of
communication products. On the supply-side, WLR/CPS and LLU make it relatively
easy for retailers to add fixed access and voice products to bundles of other
communication products.

Whether a “bundles” or more narrow access and calls market definition is more
appropriate depends largely on consumer and firms’ behaviour. A bundles market will
be more appropriate where:

e Consumers predominantly purchase access and calls as part of a wider
communications products bundle;

¢ Consumers are primarily focused on the overall price of the bundle that the price of
individual components;

e Firms either do not sell individual components, or offer bundles at significant
discounts to the price of individual components.

Our Consumer Market Research found evidence that while consumers do increasingly
regard access and calls as the same product, consumers in general look at the price of
access and calls separately, while 14% of residential consumers and 17% of business

consumers purchasing access and calls from different suppliers.

Similarly, while CPs do offer access and calls as part of wider communication bundles,
predominantly, access and calls are offered at very similar prices to BT (which is unable
to offer bundles at a discount to component parts). One reason for this is that access
and calls are marketed by firms such as Sky as “add-ons” to already existing bundles,
rather than being part of the core bundle.

While bundles including narrowband are used in around 41% purchases, as chart 4.4

illustrates there is a wide variety of bundle types which do not readily lend themselves to
be considered as a single market.
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Figure 4.4 Composition of bundles
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For this reason we believe that it is more appropriate to consider access and calls as
separate markets rather than part of a wider “bundles” market.

However, in most respects our analysis is unaffected by the choice of market definition.
For example, irrespective of whether we employed a components or bundles market
definition, both definitions would include both bundled and individual component
products. Market shares would therefore be largely unaffected. The only difference of
substance is to the weight we put on the price of individual components. The bundled
definition recognises that the prices of access, calls, and other communication products
are intrinsically linked. While we prefer to define individual access and calls markets we
do however recognise the linkages with the prices of other communication products as
part of our SMP analysis.

Voice over Broadband calls in the same market as fixed line calls

4.51

4.52

Managed voice over broadband (VoB) also belongs to the calls markets (residential and
business respectively). The reason is that the product characteristics are the same as
for the fixed narrowband products — high quality and reliability. This means that at least
BT’s main VoB product — BT Broadband Talk and similar products launched by other
providers, such as Vonage, would also be included in the relevant market.

We have considered whether this inclusion should be extended to Voice over Internet
products such as Skype. We consider that the differences in quality from PSTN and
VoB services marks these products as in a distinct markets, though like mobile calls
(see below), it is a market that could influence the pricing of the fixed market. The
evidence of limited use of such services, even when consumers have set up accounts
with VolIP suppliers, would seem to confirm this assessment.

Mobile calls in a separate market from fixed line calls

453 With 79% of UK consumers having both mobile and fixed line access most customers

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 customers can either only use a mobile or
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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.

To define the relevant market we need to consider whether the competitive constraint
imposed by the ability of consumers to switch from fixed to mobile calls is sufficiently
strong to prevent a hypothetical monopoly supplier of fixed calls raising prices by 5-105
above the competitive level.

To address this issue our Consumer Market Research asked respondents which
services did they prefer to use for different forms of contact (fixed, mobile, email) and
how frequently contact was made. The results are shown in table 4.5 below:

Table 4.5 Service preferences

Type of Frequency Landline Mobile E-mail
contact (mode)

Friends and >1 per week 45% 30% 24%
Family (UK)

Friends and < 1 per month 17% 8% 57%
Family abroad

Personal Weekly 43% 21% 35%
Affairs

Work related | > 1 per week 27% 22% 26%
contact from

home

456 More details of customers preferences for using landline, mobile or fixed is contained in

4.57

the market research reports published in conjunction with the consultation. The key
results to emerge from the survey are:

e For most types of call, other than international, consumers in general prefer to use
their landline as they find it cheaper.

¢ However there are important differences between pay-as-you go and contract mobile
phone owners:

o Contract mobile phone customers often have a strong preference for using their
mobile phone over landline. For example, 51% of contract mobile phone users
prefer to contact UK friends and family by mobile phone compared to 45% for
landline;

o Contract mobile customers call much more frequently that other users;

o Pay as you go mobile customers have much stronger preference for using
landline and email and often rarely use their mobile phone;

o For example, only 20% of pay as your go consumers prefer to use their mobile
phone to contact friends and family;

These results suggest that there is a great deal of variation in the way that consumers

use their phones, with contract mobile users twice as likely to prefer to use their mobile
phone as pay as you go customers.
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While customer preferences for using different phone services can be informative about
the extent to which fixed, mobile and email are complementary or substitutable in use, it
does not provide any real information on the extent to which consumers are likely to
substitute between fixed and mobile in response to changes in the relative prices of
making a call. To assess this, we consider first customers’ awareness about the
differences in the price of making fixed and mobile calls, and then examine evidence on
hypothetical and actual switching between fixed and mobile in response to changes in
relative prices.

The evidence from our market research survey suggests that customers in general
have a clear idea of the relative cost of making certain types of calls from a fixed line or
a mobile phone number. In particular, 68% of respondents regard fixed line local calls
as cheaper than mobile calls to local numbers, 82% consider fixed to be cheaper for
international calls, and 80% for non-geographic numbers. Off-network calls are also
regarded as more expensive from a mobile phone (58% of respondents). The only calls
that are regarded as being cheaper from a mobile phone are on-net calls (59%
regarding these calls as more expensive from a landline).

However, there is considerable variation in the responses of pay as you go and pay
monthly mobile users. This no doubt reflects the often very different tariff structures (pay
as you go customers have more free minutes). For example, 72% of contract customers
believe that on-net mobile to mobile calls are cheaper than fixed line calls to mobiles and
58% regard off-net calls to mobiles as being cheaper or priced at the same level as fixed
line calls to mobiles. In contrast the evidence shows that pay-as-you-go mobile users
regard mobile calls as being more expensive than fixed line calls for every type of call
with the exception of on-net calls to mobiles. This suggests that contract customers are
more likely to consider a mobile call as an effective substitute for a landline call than pay
as you go customers.

Consumers were then asked how they would respond to a 10% increase in the cost of
fixed line access. Our Consumer Market Research found that 10% of consumers would
used their home phone less. Of those respondents most said they would make fewer
calls (72%) while some also said they would make shorter calls (43%) (multiple answers
were possible). Of those who said they would make fewer calls, 49% said they would
make more calls using their mobile phones while 43% said they would use e-mail more
(and 26% said they would just not make these calls at all).

The proportion of respondents using their home phone less when the cost of calls
increased by 10% is considerably higher at 26%. When asked how they would reduce
their usage, the respondents stated that they would make both fewer calls (75%) and
shorter calls (36%). Of the respondents making fewer calls, 46% planned to use their
mobile phones more and 41% planned to use the e-mail more.

A similar pattern emerges when respondents were asked to react to a hypothetical
scenario where the total price of a consumers bill (access and calls) increased by 10%
with 20% responding that that they would use their land line phone less. Of those who
stated that they would use their phone less, 45% noted that they would make more
mobile calls.

Overall, the results of our survey suggest that mobile and landline calls are increasingly
seen by consumers as substitutes and there is evidence that customers will respond to
an increase in the relative price of landline calls by making more mobile calls. However,
whether the extent of substitution is sufficiently strong to prevent a hypothetical
monopoly supplier of fixed calls from raising prices by 5-10% above the competitive level
is much less clear.
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Turning to actual consumer behaviour, we see that consumers are both making more
calls, and choosing to make a higher proportion of those calls on mobile phones.
Overall call volumes (fixed and mobile) increased by 14% between 2002 and 2007,
while mobiles share of call volumes increased from 24% to 40% (see figure 4.3).

Mobile call minutes increased by 47 billion minutes between 2002 and 2007, while fixed
volumes declined by only 17 billion minutes. This suggests that while there is likely to
be have been some substitution from fixed to mobile calls, most of the growth in mobile
call volumes has been new calls.

Figure 4.6
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It is difficult to make direct comparisons of fixed and mobile call prices due to the
widespread variation in available call tariffs and the complexity of the link between
access and call prices. The simplest way to account for variations in tariff structures is
to calculate the average revenue per minute paid by consumers, taking account of both
access and call charges. Care needs to be taken in interpreting this measure of price as
it does not take into account any differences in the calling patterns of fixed and mobile
phones or the handset subsidy implicit in many mobile tariffs. It does however provide
some indication as to how the price paid by consumers has changed over time.

Figure 4.7 below shows that the price of a fixed call has remained relatively constant
between 2002 and 2007 at between 6.5 and 7.1 pence per minute. However, during the
same period, the price of an average mobile minute fell sharply from 14.6 to 11.5 pence
per minute. While the gap between fixed and mobile prices has narrowed significantly,
the average revenue per minute of a mobile call is still 62% higher than the cost of a
fixed call.

The decline in the gap between fixed and mobile prices is consistent with increased
substitutability between fixed and mobile calls. Indeed it is possible that average
revenue per minute underestimates the extent of the increased substitutability between
fixed and mobile calls as a consumer’s willingness to substitute a mobile for a fixed call
is often determined by differences in the marginal rather than average price of a call.
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The increased popularity of call bundles means that the marginal price of making a fixed
or mobile call will often be zero. For example, Ofcom research® found that 40% of
contract mobile customers usually do not exceed their allocated free voice minutes, and
that of all consumers who use their mobile at home, 29% do so to use up their free
mobile minutes.

Figure 4.7
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It is however possible to overstate the importance of “free minutes”. For example, 64%
of mobile consumers are on a pay as you go tariff. While these customers are
increasingly offered some free minutes, most are unlikely to have unused minutes at the
end of the month. For contract customers, 14% stated that they regularly exceeded their
free minute allocation or that some months they did and others they did not®.

The decline in the gap between both marginal and average mobile and fixed prices of
itself suggests that there is increasing fixed-mobile substitution.

However, it is unclear that this substitution is sufficiently strong for fixed and mobile
calls to be considered to be in the same economic market. If mobile and fixed calls were
in the same market we would expect that when the price of mobile calls falls this would
either lead to fixed call providers reacting by cutting their call prices or, if they chose to
hold prices, that their volumes would fall. However, while we have seen a 22% decline
in the average revenue per minute charged by mobile phone operators between 2002
and 2007, fixed prices have remained relatively unchanged over the same period. Fixed
call volumes have also held up relatively well despite the lower absolute and relative
costs of mobile calls, falling by only 10%.

The above evidence is far from being conclusive. For example, while fixed call volumes
have experienced a relatively modest decline, the proportion of call minutes accounted
for by fixed calls has fallen much more sharply, from 76% in 2002 to 60% in 2007,

29 Ofcom Communications Report, 2008
% Ofcom Telecommunications Report, 2008

1 |bid.
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A further way of assessing whether fixed and mobile calls are in the same economic
market is to look to see if there is any evidence that consumers have switched from fixed
to mobile calls where there has been a change in relative prices. To do this we have
compared the call volumes for geographic calls (where consumers perceive mobile
prices to be relatively expensive) with call volumes for fixed calls to mobile (where
consumers perceive mobile prices to be relatively cheap)®. If fixed and mobile calls
were in the same economic market we would expect to see either fixed call to mobile
volumes declining at a faster rate than fixed geographic calls (as customers switched in
greater33r1umbers to mobile) or for fixed operators to react by lowering the price of calls to
mobile™”.

Figure 4.8 below shows that geographic and fixed calls to mobile have declined at a
broadly similar rate between 2003 and 2008, despite consumers’ general perception that
fixed calls are cheaper than mobile for geographic calls, but that calls to mobile numbers
are often cheaper on mobile phones, particularly for on-net calls. This data therefore
suggests that differences in the perceived price of individual fixed and mobile calls have
not led to significant fixed-mobile substitution.

Figure 4.8
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The actual prices of fixed geographic and fixed to mobile calls also appear to have
followed a similar pattern between 2003 and 2008 (see chart 4.9). Again there is no
evidence that fixed operators have responded to mobile competition by lowering prices
where mobile calls are likely to exert the strongest pricing constraint (on fixed calls to
mobile). Indeed, the price of a fixed call to mobile increased significantly relative to a
fixed geographic call between 2007 and 2008. This however is largely because the

% Our Consumer Market Research commissioned for this market review found that 69% of consumers
perceived a national geographic call to be cheaper on landline. For calls to mobile numbers, fixed calls
were considered to be cheaper than mobile for only 24% of customers for on-net calls, and 58% for off-

net.

¥ Although we have defined a single calls market which includes all call types, we would still expect
consumers to react to differences in the relative prices of individual call types.
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most popular fixed calls packages now include most off-peak geographic calls but
exclude fixed calls to mobile.

Figure 4.9
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In summary the evidence suggests:

o There is considerable variation in consumers’ attitudes to the substitutability of fixed
and mobile calls;

¢ High volume contract mobile consumers increasingly view fixed and mobile calls as
highly substitutable, whereas many low volume contract and pay as you go
consumers, continue to exhibit strong preferences for using landline;

¢ Consumer Market Research data suggests that a significant proportion of consumers
are prepared to substitute between fixed and mobile calls in response to changes in
relative prices;

¢ However, actual evidence of fixed mobile substitution is more limited. Although
mobile call volumes continue to expand rapidly, fixed call volumes have remained
relatively constant, and there is no evidence that fixed call volumes have declined
more where the perceived price of making a mobile call is cheaper;

e The pricing strategies of fixed call operators also provides mixed evidence on the
extent of fixed-mobile substitution. While the gap between the price of fixed and
mobile calls has declined, the absolute price of fixed calls has remained relatively
constant, while fixed call volumes have experienced a relatively modest decline.

Overall, while there is clear evidence of increasing fixed-mobile substitution, on balance
we do not believe that such substitution is sufficiently strong to prevent a hypothetical
monopoly supplier of fixed calls raising prices by 5-10%. We therefore take the view
that fixed callsare likely to remain a relevant economic market. However, we recognise
the growing competitive constraint from mobile calls, and this is taken into account in our
SMP assessment.
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Fixed line access and calls in separate markets for business users
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The arguments for a separate access and calls market are broadly the same as they are
in the residential market. In particular, while many businesses do make decisions based
on the overall cost of access and calls, most businesses regard access and calls as
separate products and are prepared to switch either access or calls products ore both in
response to changes in relative prices.

Our survey, for example, found that businesses were more likely to respond to an
increase in the price of calls by reducing their call volumes compared to residential
consumers.

Additionally, many businesses have multiple suppliers for access, providing greater
security should a fault develop on a particular line. This suggests that the decision to
purchase access is based primarily on the price and quality of the access product, with
the price of calls playing a much more limited role (in particular when compared to
residential markets).

Bundling of access and calls is also much less prevalent in business than in residential
markets. Our survey also found that a higher proportion of businesses (17%) took
access and calls from different suppliers compared to residential markets (14%).

Finally, a significant minority of SMEs now purchase landline access but do not buy a
fixed calls product. For example, in our Consumer Market Research, 25% of
respondents agreed with the statement that they only used a landline for broadband
services, while 14% agreed with the statement that they used landline for essential
services such as an alarm, but used mobile for calls.

While clearly business access and call prices are linked we believe that these products
are sufficiently separate for them to be considered as separate product markets.

Mobile access in separate market from fixed line access for businesses

4.85

4.86

4.87

4.88

Businesses appear to attach a similar or greater importance to retaining a landline than
residential customers. For example, 82% of businesses agreed with the statement that
“landline services are essential for the needs of our business and we would never
consider getting rid of them.” This compares with 62% of residential consumers who
indicated that they would never consider giving up a landline®.

The reliability of mobile service/coverage is the main reason given by respondents
(62%) as to why mobiles are not appropriate substitutes to landlines. Most businesses
guestioned considered mobile and fixed line services to be largely complementary in use
with 65% agreeing with the statement, “we use a mix of landline and mobile services
according to the situation”.

Business’s preference to retain their landline appears to be primarily driven by non-price
factors with only 24% of respondents indicating that they would be prepared to substitute
mobile for fixed access should the current price differential be eliminated.

The continuing preference by businesses to retain fixed access can also be seen in the
number of business analogue exchange lines demanded. Between 2002 and 2007,
business fixed lines declined from 5.5 million in 2002 to 5.3 million, a fall of only 3% .

% Measured as customers who gave a score of 4 or 5 (where 1 = does not apply and 5 = applies a lot) to
the statement, “would never give up a landline — feel secure with one”.
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4.89

As businesses appear to be very reluctant to switch from fixed to mobile access even in
response to very large changes in relative prices we believe that that business fixed line
access is likely to be a relevant economic market.

Different call types in the same market for business users

4.90

491

We believe that there is now likely to be a single narrowband business calls market
which includes all call types, including geographic, fixed to mobile calls, international and
other calls. As with the residential market, businesses generally choose to contract with
a single fixed line calls provider® and so competition takes place primarily on the basis
of the overall value for money offered by the call tariff rather than on the price of any
individual call type.

The increased popularity of business packages which offer very low or even zero priced
calls in return for a higher monthly fee provides makes it even more likely that there will
be a single business calls market. For example, BT's lowest priced business tariff, BT
Business Plan, caps local and national geographic calls at 10p/hour, calls to mobile at
25p/hour, and many international calls at 10p or 20p/hour. Set up charges mean that
the marginal cost of calling an additional minute for these types of calls is close to zero.
There is thus very limited potential for businesses to be able to save money by using
different call providers for different call types, particularly where a second fixed monthly
charge would be incurred by purchasing a call package from an alternative supplier.

VoB calls in the same market as fixed line calls for business users

4.92

As in the residential market, managed voice over broadband (VoB) provides the same
broad product characteristics of high quality and reliability as a fixed landline.

Moreover, although the calls are terminated on different networks, the price of VoB calls
are the same as fixed line calls, further suggesting that they belong in the same market
as landline calls. Although VOB calls often use a 05 number — which may not be
attractive to businesses seeking to assure customers that they operate from a fixed
location - in most cases, businesses can obtain a geographic number for free or a
modest fee.

Mobile calls in a separate market from fixed line calls for business users
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Business fixed call volumes declined by 58% between Q1 2003 and Q2 2008 despite
there being only a 3% decline in the number of business analogue exchange lines®.

This decline is far more rapid that in the residential sector where volumes fell by only
10% over the same period.

The reduction in business call volumes is a reflection of a number of factors including
increased competition from e-mail, voice over broadband, and mobile.

Unfortunately we do not have data of sufficient quality to determine the extent to which
businesses have substituted to mobile. There are however some indications from our
Consumer Market Research that while there has been some fixed-mobile substitution,
other factors, notably e-mail, may be more responsible for the decline in volumes.

For example, of the businesses in our sample, only 68% had mobile phones, and 13%
blackberries. Of the total sample, 69% agreed with the statement “we use landline
services where possible because they are cheaper than mobile.” In contrast, only 14%

% |n our Consumer Market Research, 88% of businesses purchased their calls from a single provider.
% Source: Ofcom / the parties
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of respondents indicated that they generally used mobile phones. Landline calls were
also widely perceived to be cheaper than mobile calls apart from calls to mobile phones.
For example, 70% believed that landline calls were cheapest for calls to UK landlines,
and 82% for international calls. There does not therefore appear to be widespread use
of mobile phones for calls in our sample.

On-net calls to mobile phones were however perceived by 71% of respondents to be
cheaper or the same cost as using landlines, although the figure fell to 36% for off-net
calls.

With calls to mobile numbers often being perceived as being cheaper using a mobile
phone, we might expect business calls to mobile to have declined at a faster rate than
for calls to geographic numbers where use of a mobile phone is considered to be
relatively expensive. However, as figure4.10 illustrates, calls to mobiles have actually
declined at a significantly lower rate than calls to geographic numbers. The most likely
explanation for this is that the call pattern of businesses has changed. The data does
not however provide any suggestion that businesses are using mobile phones where
mobile tariffs are cheaper than calling from a landline.

4.10
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The price of business calls declined by 13% in nominal terms between 2003 and Q3
2008 as measured by revenue per minute. The price of residential calls has declined at
an almost identical rate (12%) over the same period. This is consistent with the view
that the competitive constraints faced by fixed calls providers are broadly similar in the
business and residential market and that the much more rapidly decline in business
volumes is largely due to longer term business trends, in particular, a greater preference
for communicating by email.

For the above reasons we therefore believe that the balance of evidence supports the
view that fixed business calls is a separate economic market. However, clearly
competition from mobile calls is increasing and we take this into account on our SMP
assessment.
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ISDN2 and ISDN30 access

4101

In considering the ISDN2 and ISDN30 markets we need to consider the supply side and
demand side substitution potential between the two services and between the services
and either leased lines or analogue access.

ISDN2 and ISDN30 and Leased Lines

4.102
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4.106

There are a number of potential links between ISDN access services and leased lines.
Specifically:

e an ISDN30 narrowband exchange line can be provided over a 2Mbit/s leased line;
and

e itis possible to purchase a leased line with a bandwidth as low as 64kbit/s.

In considering whether leased lines are demand side substitutes for ISDN2 or ISDN30
exchange lines, the key issue is that leased lines provide only transmission capacity,
whereas the ISDN services considered here are intended to provide switched voice and
data access services.

In order to provide switched services it is hecessary not just to have transmission
capacity, in the form of leased lines, but to have access to a switched network that is
capable of providing telephony services and an IP network capable of providing IP
transit to the core Internet.

A retail customer does not have access to either a switched network or an IP network
and, therefore, cannot purchase leased lines alone as a demand side substitute for
analogue, ISDN2 or ISDN30 exchange lines.

On the supply side, the sunk cost of converting a leased line to ISDN2 or ISDN30 is
significant. While it is possible to offer alternative services using IP based voice, at
present the market is defined by customers using existing legacy ISDN equipment. This
means that the market is largely fixed in size but equally is it not readily addressable by
alternative systems until those legacy equipments are withdrawn from service.
Therefore, we consider they are not supply side substitutes.

Demand side substitution: analogue and ISDN2 access
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There are some key functional advantages of ISDN2 access compared to narrowband
analogue access. These now relate primarily to (with the existence of broadband) its
telephony capabilities:

o the ISDN2 service provides the capability for simultaneous Internet access and voice
telephony;

¢ the ISDN service supports a much wider range of supplementary services (e.g.
Digital Select Services and DDI); and

e many PBXs require ISDN exchange lines.
Many business customers will use ISDN2 access to provide multiple voice channels

through a PBX. Larger business customers will be less interested in the data
functionalities of ISDN2.
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Owing to these additional capabilities, ISDN2 access customers are unlikely to find
analogue exchange line services suitable demand side substitutes.

In addition, analogue access and ISDN2 business access are unlikely to be demand
side substitutes given the retail price differences that exist between the two types of
access.

ISDN2 business access remains approximately twice the price of analogue access. It is
possible that ISDN2 prices have been set above the competitive level. However, the
competitive price level of these digital access services would in any event be
significantly above that of analogue access.

The functionality and retail price differences identified between both business analogue
and ISDN2 exchange line services strongly suggest that a hypothetical monopolist in the
provision of either analogue or ISDN2 access who attempted a SSNIP above the
competitive level, would not find the profitability of this constrained by demand side
substitution in significant numbers towards the other form of narrowband access. This is
because existing analogue access customers are unlikely to value the increased
functionality of ISDN2 access to the extent of the underlying cost difference between the
two less the effect of the SSNIP. In addition, ISDN2 access customers are unlikely to be
willing to give up the extra functionalities of their ISDN2 access (in terms of demand side
substitution towards analogue access) given a SSNIP.

Demand side substitution: ISDN2 and ISDN30 access

4113
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ISDN30 is a relatively bespoke narrowband access service designed to cater for larger
business sites when compared to single line ISDN2 services. BT states that the entry
level for ISDN30 is 8 channels, and it charges on a per channel basis only above this
level.

Business ISDN2 services are designed to cater for smaller business sites with single line
ISDN2 services providing 2 channels. ISDN2 service is appropriate for sites requiring up
to 8 voice channels. ISDN2 is not generally used for much larger sites, since the PBXs
on these sites will normally be designed to support an ISDN30 connection, not a large
number of ISDN2 connections. Therefore, it is not cost-effective at current prices for a
customer requiring over 8 channels to substitute an ISDN30 service for an ISDN2
service.

However, the SSNIP test should be conducted from the competitive level of prices (ie
cost based prices) for the two services. Whereas ISDN2 is provided over narrowband
copper loops, the majority of ISDN30 access is provided over fibre or HDSL enabled
copper. It is thus the case that the cost of providing a single line ISDN2 service over
copper is considerably cheaper than providing the same access service over either fibre
or HDSL enabled copper. Whereas the cost of providing ISDN30 over either fibre or
HDSL enabled copper will be considerably cheaper than providing the same service
over multiple ISDN2 copper lines.

Therefore, at competitive prices, customers of single line ISDN2 services will not find
ISDN30 provision of a single line a demand side substitute nor will an ISDN30 (30
channel) customer find 15 ISDN2 lines a good demand side substitute. However, there
are likely to be some ISDN customers who desire an intermediate number of channels
such that they would find provision via either ISDN2 or ISDN30 demand side substitutes.
The ability of hypothetical monopolists in the provision of both ISDN2 and ISDN30 to
distinguish between types of customer by channels required, and therefore to price
discriminate, will allow them to profitably increase their prices above the competitive
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4117

4.118

level for customers whose desired number of channels is sufficiently distinct from this
intermediate point.

We consider that the number of customers substituting between ISDN2 and ISDN30 is
not large enough to act as a competitive constraint on suppliers of either ISDN2 or
ISDN30. A hypothetical monopoly supplier of ISDN2 will be able to set prices above the
competitive level to customers desiring only a few channels and a hypothetical
monopoly supplier of ISDN30 will be able to set prices above the competitive level to
customers desiring, for example, in excess of 20 channels.

Therefore, ISDN2 and ISDN30 constitute separate economic markets on the demand
side.

Supply side substitution: analogue, ISDN2 and ISDN30 access
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Attempts at a SSNIP above the competitive price level by separate hypothetical
monopolists in the supply of each type of narrowband access (analogue access; ISDN2
access and ISDN30 access), would be unlikely to be rendered unprofitable by supply
side substitution.

Supply side substitution between the provision of analogue access and ISDN2 access
would involve considerable sunk investment. This investment would be required to
enable the ISDN2 functionality, provide capacity to support the installed base of lines
and undertake necessary operational support systems updates. For a network the size
of BT’s, this would be likely to run into hundreds of millions of pounds (KCOM would be
proportionally smaller but not more cost effective).

Having invested in a network to enable the supply of ISDN2 access, suppliers would be
unlikely to supply side substitute into retail analogue access provision as the potential
revenues from the provision of analogue access would not allow them to recover the
investments made in the digital network.

It is also the case that the provision of ISDN30 access would require considerable sunk
investment to an existing analogue or ISDN2 access network. These investments would
take the form of fibre rollout and/or SDSL enabling DSLAM rollout in a copper network.
As the UK cable companies are not well placed to supply business customers, the
provision of ISDN30 equivalent access services would require further cable rollout such
that the cable networks would be better placed to supply business customers (the only
source of demand for ISDN30 access services).

Given the substantial sunk investments required to provide ISDN2 and ISDN30 over an
existing analogue access network and the requirement of digital access networks to
earn sufficient revenues to justify their sunk investments, there is not likely to be supply
side substitution and so it would not act to constrain prices set by hypothetical monopoly
suppliers of each of analogue, ISDN2 and ISDN30 access to the competitive level. In
addition, all suppliers who provide ISDN2 and ISDN30 exchange lines also supply
analogue exchange lines. Therefore, there is no additional competitive constraint.

Conclusions

UK area excluding Hull

e We consider that there remain the following distinct nationally uniform markets for
the UK excluding Hull:
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Residential Fixed Narrowband Analogue Access;
Business Fixed Narrowband Analogue Access;
Residential Fixed Narrowband Calls;

Business Fixed Narrowband Calls;

ISDN2 Access; and

ISDN30 Access.

4.124 We consider that there remain the following distinct uniform markets for the Hull are:

Residential Fixed Narrowband Analogue Access;
Business Fixed Narrowband Analogue Access;
Residential Fixed Narrowband Calls;

Business Fixed Narrowband Calls;

ISDN2 Access; and

ISDN30 Access.

Question 4.1 Do you agree with our proposed market determinations for the UK
excluding Hull and for Hull? If not, please provide reasons and your alternative
proposals for the market structures?
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Section 5

Access Markets - market power analysis

Introduction

5.1 The purpose of this assessment is to determine the effectiveness of competition in the
various narrowband access markets, both currently and in the foreseeable future. This
assessment will inform our decision as to whether retail fixed access markets are
competitive or whether a single company holds significant market power (“SMP”). We
will assess market power for the calls markets in Section 6.

5.2 Where we find a market to be competitive, there is no continuing requirement for
company specific regulation (see Section 8). However, Ofcom’s involvement in the retail
market will continue though sector level retail regulation, such as the General Conditions
on communications companies (see Section 7).

5.3 Where SMP is found, we are obliged to consider what remedial regulations may be
required to address the competitive failure.

Summary
54 Our conclusions in this section for the UK excluding the Hull area are:

¢ Inthe analogue access markets for business and residential no company holds
SMP;

e |nthe ISDN2 and ISDN30 markets, BT holds SMP

55 Our conclusions in this section for the Hull area are that KCOM holds SMP in all
markets:

e The analogue access markets for business and residential,
e The ISDN2 and ISDN30 markets
Our Approach

5.6 Article 14 of the Framework Directive defines SMP as equivalent to the competition law
concept of dominance:

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

57 Under this definition, a firm will have SMP where it has an ability to raise prices
significantly above the competitive level. Firms are more likely to have SMP where they
have a persistently high market share. However, even when market shares are
relatively high, a firm may not have SMP where there is a high degree of rivalry between
the firms in the market or where there are other significant competitive constraints on its
behaviour such as the threat of entry, or the countervailing power of buyers.
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To assess whether a firm has SMP we look at the following factors:

e Market shares;

e Barriers to entry and expansion;

e Customer switching costs and the intensity of competition in the market;
e Prices and profitability;

e Countervailing buyer power;

e Other competitive constraints; and

¢ International comparisons.

Relationship between the retail market definition and the Commission’s
Recommendation on relevant product and services markets.

5.9

5.10

5.11

5.12

5.13

5.14

In Chapter 2 and Annex 12 we have explained what Ofcom must do before making a
market determination and that we are required to take due account of the Commission’s
Recommendation.

The Commission has in its Recommendation defined the following as a relevant market
in accordance with Article 15(3) of the Framework Directive:

Access to the public telephone network at a fixed location for residential and non-
residential customers.

Ofcom are proposing to define 8 separate access markets as set out in Section 4 (4 for
UK excluding Hull area, four for Hull.

In determining the requirement for ex ante regulation due to market power, in the
analysis set out below we will give careful consideration to the three criteria set out in
the Explanatory Memorandum to the Recommendation (section 2.3), and discussed at
paragraph 2.20 above:

e Barriers to entry and the development of competition

¢ Dynamic aspects — no tendency towards competition

o Relative efficiency of competition law

We consider that EC’s criteria are addressed within our assessment. Criterion 1 is
covered with the discussion of barriers to entry and expansion. Criteriom 2 is covered
within the discussions of switching costs and the intensity of competition, market shares
and prices and profitability. Criteria 3 is addressed only where we have identified market
failure — see ISDN2 and ISDN30 markets for the UK excluding Hull and all markets for
Hull — we will discuss this below.

In conducting out assessment we have drawn on information from a variety of sources
including:

¢ Information from the consumer and SME Market Researchs conducted for this
Review and published with this consultation document.

39



Fixed Narrowband Retail Services Market Review

5.15

e The regulatory returns of BT*” and KCOM*®

e Market share information for fixed telecom providers compiled by Ofcom

¢ Information provided by CPs as part of a formal request.

In making our SMP assessment evidence no one piece of evidence is likely to be

decisive. We therefore consider the impact of the different competitive constraints in the
round.

Changes since the last review

5.16

5.17

5.18

In our last review in 2003 BT and Kingston were found to have SMP in each of the
access defined. Since that review there have been a number of regulatory and
technological changes that have impacted upon competition particularly in the UK
excluding Hull. The most important of these are:

¢ A wholesale line rental (WLR) product has been developed allowing competitors to
BT to provide a rival fixed access product. In Q3 2008 there were 5.1 million WLR
lines in service across the business and residential markets, excluding BT’'s own use
of WLR;

¢ Rival retailers can also provide fixed narrowband access through LLU. To date
Carphone Warehouse is the only retailer to have deployed combined broadband and
narrowband services using MPF on a significant scale in the residential market, while
Sky has recently announced its intention to move to a full unbundling model®*. A
larger number of CPs have successfully deployed LLU in the business market.

e In 2007 some SMP regulations were suspended for large businesses on the basis
that the wholesale inputs were of a sufficient standard to enable other CPs to offer
retail services that were commercially and technically replicable to those BT might
offer.

We begin our SMP assessment by considering the residential fixed narrowband access
market, looking firstly at evidence on market shares, and then considering the extent of
other competitive constraints in the market. We then consider the business fixed
narrowband access market, followed by ISDN2 and ISDN30 access respectively. In
Section 6 we will assess SMP in the residential and business call markets. Because
access and calls are closely linked in a number of cases the evidence we present
relates to both products combined. Where this is the case the evidence is presented
once in the access section to avoid repetition. For each market we consider the UK
excluding Hull and the Hull area.

We have considered whether consumers are likely to possess countervailing buyer
power in each of the access and calls markets. Countervailing buyer power is more
likely when a customer accounts for a large proportion of a suppliers total output, is well
informed about the alternative sources of supply and is able to switch at little cost.

37 http://www.btplc.com/Thegroup/RegulatoryandPublicaffairs/Financialstatements/index.htm

% http://vww.kcom.com/aboutus/regulatoryinformation/docs/regulatory_statements_2007_08.pdf
*http://corporate.sky.com/documents/0b404e8a89164db186e8b847ced3allc/221aa60ce8cc4089a7ebl

26b6c09c7el
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5.19 While residential users and SMEs obviously have no countervailing buyer power, in the
UK excluding Hull larger businesses using analogue exchange lines may have a greater
degree of countervailing buyer power because it should be credible for them to switch
away from BT to competing WLR/CPS or, in most instances, an LLU supplier. Similarly
in the ISDN2 and ISDN 30 markets businesses have the opportunity to switch to
alternative WLR suppliers, and prices are often individually negotiated. However, it
seems unlikely that many firms have significant countervailing buyer power because
even the largest firms would account for a small proportion of BT's revenues. It is also
unlikely to be economic for firms to invest significant resources in attempting to negotiate
a better deal given the relative small amounts of money that could be potentially saved.

5.20 Inthe Hull area businesses have fewer alternatives (i.e. no WLR or LLU providers)
although they may look to other alternatives (e.g. leased lines). Overall, the potential for
countervailing buyer power is more limited in Hull.

Access markets

5.21 Inthis section we consider whether any retailer is likely to posses significant market
power (SMP) in each of the four fixed access markets identified in section 4.

5.22 These markets are:
¢ Residential narrowband fixed analogue access
¢ Business narrowband fixed analogue access
e ISDNZ2 access (business only)
e ISDN30 access (business only)
Residential Markets for fixed analogue access
Market Shares

UK area excluding Hull

5.23 Market shares are presented in both volume and revenue (value) terms. At the time of
the 2003 review, BT only faced competition from cable operators in the supply of
access. BT had a market share of 83% of exchange lines, with cable on 17%.

5.24  Since then, BT has progressively lost market share to retailers providing access using
WLR and LLU. At Q3 2008, BT’'s market share had fallen to 66% of exchange lines,
with LLU/WLR retailers up to 16%, and cable’s market share stable at 18%. Based on
more recent information we estimate that LLU/WLR retailers share of the market has
risen to 18% of exchange lines at the beginning of 2009.
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Table 5.1 Market shares of residential fixed narrowband access

Exchange Lines Revenues
BT Virgin Other BT Virgin Other
fixed fixed

2003 83% 17% 0% 80% 19% 0%
2004 82% 17% 0% 79% 21% 1%
2005 78% 17% 5% 78% 20% 2%
2006 72% 17% 11% 71% 19% 10%
2007 69% 18% 13% 67% 19% 15%
2008 Q1 68% 18% 14% 64% 18% 18%
2008 Q2 67% 18% 15% 65% 17% 18%
2008 Q3 66% 18% 16% 63% 17% 19%

Source: Ofcom/operators

5.25 BT’s market share by revenue has declined at a broadly similar rate, and at Q3 2008
stood at 63%.

Figure 5.2

Residential fixed exchange lines

25,000,000 -
20,000,000 0_’_%
3
o
= 15,000,000 -
@
(@)]
C
S 10,000,000 -
2
L
5,000,000 -
O ——
> & Y @ P Py o5k
oY &

—e—BT Virgin Media Other Fixed

Source: Ofcom/operators

5.26 The overall size of the residential fixed access market has remained broadly stable from
2003-2007. The number of residential fixed exchange lines has declined marginally
from 24.0 million to 23.3 million (see figure above), while market size by revenue has
increased slightly from around £664 million per quarter in 2003 to £758 per quarter in
2008 (see figure below). The relative stability in market size is in part a reflection of the
limited competition from mobile access.
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Figure 5.3

Residential access revenues - fixed line operators
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5.27

5.28

We anticipate that BT's market share will continue to fall in the short term as new
providers of fixed line access sell into their existing customer bases (e.g. Sky and
Tesco). However in the medium term the rate of decline may slow for the following
reasons:

e Around 24% of consumers do not ‘actively participate’ in the fixed voice market for
various reasons and, thus, are unlikely to switch providers (see discussion in
paragraph 5.56 below). As a legacy monopolist we might expect BT to retain a rump
of ‘inactive’ customers. These customers might not switch because they are happy
with the service they receive, believe that BT provide a higher quality service/are
more reliable or are unaware of the alternatives available.

e BT offers a number of call packages aimed at low income users which are not
offered by other providers. These consumers necessarily find themselves with BT if
they want a fixed line phone.

¢ In an environment where headline package prices are similar, customers have little
incentive to switch which means BT will keep a proportion of legacy customers and
thus retain a relatively high market share.

However, this does not necessarily mean that BT has SMP because an attempt to raise
prices might result in significant switching to alternative providers e.g. at least 34% of
customers have already changed their access supplier at some point. In addition, as
discussed in paragraph 5.60 below we think it would be hard for BT to target price
increases at inert customers.

Hull area

5.29

There are no alternative residential access providers in the Hull area (as evidenced by
KCOM'’s Regulatory Financial Statements reporting zero external sales for residential
analogue exchange line services). The number of residential exchange lines provided by
KCOM has declined slowly over recent years which may suggest some limited
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substitution to mobile only access, though would also be influenced by other factors —
demographic factors impacting on the number of households, household wealth and the
same reduction in second lines found in the rest of the UK. The table below shows the
number of exchange lines provided by KCOM.

Table 5.4 Residential exchange lines provided by KCOM

2003 2004 2005 2006 2007
Number of 157,856 155,666 152,449 150,483 149,106
exchange lines
provided
% change on -1% -1% -2% -1% -1%

previous year
Source: S135 information provided by KCOM

5.30 Due to the absence of alternative residential access providers we consider that KCOM
has a 100% market share, hence there is a presumption that KCOM is dominant.

Barriers to entry and expansion
UK area excluding Hull

5.31 The threat of potential entry may deter a dominant incumbent from raising prices above
competitive levels. However, if there are significant barriers to entry and/or growth this
threat may be weak making it possible to exert SMP.

5.32 There are two ways for a communications provider to enter the retail access and calls
market in the UK:

¢ Building infrastructure to provide services over own network;

e Using the incumbent’s network to provide access/calls services using regulated
products (e.g. LLU, CPS, indirect access).

5.33 The former approach would incur significant sunk costs because a large investment is
required to create an efficient telecommunications network and it is likely that little of this
could be recovered if the entrant decided to leave the market. This is likely to be a
significant deterrent to entry.

5.34 In addition, telecommunications networks benefit from significant economies of scale
which means average costs fall as output increases. Thus, we would expect an
operator with a larger volume of traffic to have a cost advantage over a smaller rival.
This means an entrant would need to take a significant share of the market if it is to
compete with an incumbent. To gain such a large market share the entrant would have
to price below the incumbent which would make it more difficult to recover sunk costs —
a further deterrent to entry.

5.35 However, where an entrant can make use of the incumbent’s network entry may be
significantly easier e.g. because there is no need to incur sunk costs building a network.
This is made possible when wholesale remedies are in place to enable competitors to
replicate the services offered by the incumbent e.g. WLR/CPS and LLU.
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Developments since the last Review

5.36

5.37

5.38

5.39

5.40

5.41

At the last review in 2003, barriers to entry to retailing fixed access were extremely high
due to the absence of adequate wholesale products. Since then wholesale products
have been successfully developed and deployed and now retailers no longer need to
have their own access infrastructure but can either rent lines from BT or invest in LLU.
This has enabled specialist retailers to emerge including Sky, Tesco, the Post Office and
SSE. These retailers often supply a “white label® access product, which they sell in
conjunction with other retail services such as voice calls, broadband, pay TV and
energy.

WLR/CPS provides a particularly easy route to entry as retailers do not have to expend
any sunk costs in infrastructure. While there will be some sunk costs associated with
marketing a new retail service, these costs are likely to be relatively modest given that
most retail entrants already have a well established customer base to market to, and
they are likely to enjoy substantial economies of scope.

Since 2004, a total of 12 significant new providers have entered the market to offer WLR
services. At the end of January 2009 there were around 2.7 million residential WLR
lines, representing approximately 12% of total exchange lines.

Unlike WLR, LLU does require some investment in equipment at local exchanges.
However, although there are some sunk costs, there are also strategic benefits to
investing in LLU as it allows services to be supplied at a lower cost. Carphone
Warehouse has led the way in investing in LLU. Where LLU is not available, it is able to
supply customers using a WLR/CPS product to enable it to gain a wide geographic
reach.

The rate at which exchanges are being unbundled (that is other Communications
Providers directly providing services through connection to the local access line) slowed
during 2007. This perhaps reflects the fact that most of the larger and commercially
important exchanges have already been unbundled. However, the rate at which
unbundled services has been provided has accelerated as more people living in
unbundled areas take up LLU services. By September 2008 there were around 1.4
million residential LLU lines, an increase of over 400% relative to 2006.

Competition is enhanced because other providers such as C&W and Gamma also offer
WLR and CPS services to retailers on their own and others’ infrastructure. In response
to this BT has developed a wholesale calls product which competes directly with
WLR/CPS providers further enhancing competition and choice in the market.

Entry strategies

5.42

The ability of new entrants to add “white label” access and calls products to existing
bundles of communication and other products appears to have increased the
attractiveness of entry. The popularity of bundled products has increased with 40% of
consumers now purchasing multiple communications services from a single supplier.
There are a number of reasons for this:

0 White Label products are wholesale products which CPs can purchase and resell without direct
investment in a network. It allows the CPs to offer a retail service at low risk and they can focus on other
elements of either the service or their business.
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e Adding access and voice products to pre-existing bundles allows new entrants to
differentiate their product from BT. This offers some protection against a potentially
aggressive pricing response from BT for what is otherwise a homogeneous product;

e Retailers are able to market to an established customer base.

e By offering a “one stop shop” this can increase the attractiveness of switching away
from BT.

¢ Retailers are able to offer bundled communications products at a discount to the stand-
alone component costs, whereas SMP regulations currently restrict BT’s ability to
bundle at a discount.

Hull area

5.43 Although there is potential to develop wholesale products there are currently no WLR or
LLU providers in the Hull area. Appetite to enter the Hull market appears limited,
probably because the fixed costs that would be incurred to develop a presence in Hull
are high in relation to the relatively small market. This acts as a significant barrier to
entry. Furthermore to attract customers away from the incumbent and overcome
switching costs an entrant would have to offer substantial discounts or a differentiated
(and valued) service. The anticipated revenues from such a strategy may be insufficient
to cover costs of entry.

Customer switching costs and the intensity of competition in the market
UK area excluding Hull

5.44  Even if a firm has a relatively high market share, it may not have SMP if competition
from rival firms is relatively intense. This may be the case, for example, if rivals supply
a product which provides a very close substitute, or if customers have relatively low
switching costs and are willing to move to competing suppliers should the price charged
by the incumbent rise significantly above the competitive level. Conversely, SMP is
more likely if rivals target different customer groups or if the customers of the firm with
the high market share are relatively inert or otherwise do not exhibit a willingness to
switch.

5.45 To examine the intensity of competition that BT faces from its competitors in this section
we look at the following:

Whether rivals supply products which are close substitutes to BT;

Evidence on actual switching behaviour;

Evidence on sensitivity to price changes;

Consumer engagement, awareness and perceptions; and
e Barriers to switching.

Rivalry between BT, other fixed, and cable operators

5.46 At the time of the 2003 market review, BT in effect only faced competition in the supply
of access from cable operators. More importantly, cable was, and remains,
geographically limited, with cable only available to around 50% of UK households. This
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limited geographic scope reduces the ability of cable to compete aggressively with BT in
non-cable areas unless wholesale voice products are available at attractive prices.

Switching is more likely to occur when there is a range of price points and offers in the
market and consumers can choose between differentiated products. Our survey of the
current market suggests that the basic package price for access and calls products is
fairly uniform. The subscription for fixed line rental is generally around £10-£11 and
most operators have broadly similar incremental cost for call packages (e.g. unlimited
weekend and evening or anytime calls to landlines) - see table below.

Table 5.5 Line rental and call package tariffs for selected retailers

Line
Line rental + Line rental + rental +
Line unlimited unlimited evening | unlimited
rental weekend calls to and”vv eekend an;llltlme
UK landlines calls tp UK calls to

landlines UK
landlines
BT £10.27 £10.27% £10.27% £15.12*
Virgin Media® £11.00 £11.00% £14.45 £18.95
Sky Talk®’ £10.00 - £10.00 £15.00
CPW - Talk Talk*® £10.50 - £10.50%° £14.99%°

Tiscali £10.99 £10.99 - -

Source: Ofcom/operator websites

5.48

Actual

In a market where the prices and products are fairly homogenous we might not expect to
observe significant switching activity. This is because there is little to be gained (in
terms of price) from changing supplier and there will always be some transactions costs
incurred (e.g. time spent researching and instigating the switching process). Thisis a
factor to take into account when considering actual switching behaviour below.

behaviour

5.49

Actual switching is one of the most important factors in determining the competitiveness
of a market. BT's market share currently stands at 66% which suggests at least 34% of
consumers have switched provider at some point. The number of switchers could be
significantly higher because BT is likely to have regained some customers that
previously switched away. Around a quarter of consumers claimed to have switched at
the time of the last Review. The Consumer Experience report 2008 suggests the
proportion of people switching each year has remained fairly constant over recent time
at around 12%.

“L BT has announced that it plans to increase the price of access by £1 from 1 April 2009.

2 No minimum term, unless customers order a new phone line or switch to BT from another provider,
where a 12 month contract applies to line rental.

“3 12 month renewable contract term otherwise package costs an additional £2.65 per month.
412 month renewable contract term otherwise package costs an additional £0.97 per month.
“>12 month minimum contract on all Virgin packages.

“5 Only available to customers who purchase a phone line with another Virgin Media product.
" Only available to Sky TV customers.

“8 Talk Talk customers get free calls to each other.

*¥Increases to £13.15 after 12 months.

% Increases to £15.99 after 12 months.

a7
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5.50

The proportion of customers who have switched out of fixed access completely to
become mobile only households remains relatively low at 12%, an increase of 4% since
2003.

Sensitivity to price changes

5.51

5.52

5.53

5.54

5.55

If a firm has SMP we would expect that its customers would be unlikely to switch
supplier in response to an increase in price. To test this, our market survey asked
customers from all of the leading fixed narrowband access suppliers how they would
respond a price increase of 10%°. In response:

o 22% of customers would switch supplier
e 10% would use the phone less
e 4% would cancel their line.

This suggests that customers are relatively price sensitive and would be willing to
switch.

What is also notable is that, perhaps contrary to expectations, BT customers appear to
be more price sensitive and less loyal than those of their rivals. In particular, 25% of BT
customers stated that they would switch supplier compared to only 18% of customers
using other suppliers for fixed access. BT customers also stated that they would be
more likely to use the phone less (11% compared to 8% for non-BT customers).

There are a number of possible explanations for this finding. One possibility is that BT
customers appear to be more price sensitive because they perceive that BT offers
poorer value for money. Another possibility is that many customers who do not use BT
are purchasing access as part of a wider package which is also likely to include calls,
broadband, and perhaps other products such as pay-TV (discussed further in paragraph
5.63).

Although there are a number of possible ways in which this data might be interpreted,
what we do not observe is any particular evidence of stated loyalty to BT.

Consumer engagement and awareness

5.56

5.57

Consumer engagement in the fixed line market has increased over time in relation to
both access and calls. The 2008 Consumer Experience report showed that 25% of
consumers were ‘engaged’ in the fixed line market (up from 21% in 2007) and 26% were
reported as ‘interested’ in the market. The proportion of consumers reported as
‘inactive’ (and thus unlikely to switch) has declined over time — from 28% in 2007 to 24%
in 2008. The proportion of engaged consumers within the bundled services segment
has increased from 30% in 2007 to 41% in 2008. Most of these bundles will contain a
fixed line element so this is an important factor in determining the competitiveness of the
fixed line sector.

A level of awareness about alternatives is a necessary precursor to switching. Despite
increasing levels of engagement in the market, the Consumer Experience reported that
only around 50% of consumers were spontaneously able to identify two or more
suppliers (i.e. at least one supplier in addition to their own). When prompted 80% of

*1 Respondents were asked to think about what they might do if there was a permanent change in the
price of their home phone line rental when the price of calls was unchanged.
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consumers were able to name two or more suppliers. This compares with 78% of
consumers that were spontaneously able to identify two or more mobile suppliers. This
might reflect different levels of advertising for fixed and mobile telecoms companies (e.g.
mobile companies more frequently running high profile advertising campaigns as well as
the significant amounts spent on a direct retail presence).

5.58 As part of the SMP assessment we have considered whether BT would be able to
discriminate against its more inert (non market active/aware) customers. Our analysis
suggests that this would be very difficult for BT. According to the 2008 Consumer
Experience report, this inactivity is spread fairly evenly across age and socio-economic
groups (see figure below).

Figure 5.6

Demographic differences between participation
segements in the fixed-line market
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Source: Ofcom
5.59 Inactivity does not seem to be simply a factor of awareness of competition. Comparing

figure 5.6 above with figure 5.7 below shows that levels of awareness are higher than
levels of activity. This suggests that a significant proportion is inactive through choice.
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Figure 5.7

Prompted awareness of more than one fixed-line supplier,
by age and socio-economic group

Source:
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The absence of a clearly defined social grouping for lack of activity suggests that BT
might have difficulty targeting inactive consumers. In addition, some consumers who
are currently inactive but aware of competition may well respond if prices increased
significantly.

We are already seeing the growth of retail providers who are specifically targeting
narrowband customers on price alone and who have a wide and effective
distribution/marketing presence (for example the Post Office and Tesco). The
availability of attractive alternative products means BT would be less likely to find a
discriminatory strategy profitable (because customers could easily switch away to other
providers).

The above notwithstanding, we consider that it is important to avoid changes to
regulations that would allow greater customer segmentation to the detriment of inactive
customers. For example, we may need to be careful about any proposals that would
allow BT to target discounts to customers indicating an intention to leave. This is
something we will continue to monitor.

Barriers to switching

Impact of bundling

5.63

Around 41% of consumers buy a bundle of communication services®?, which is likely to
contain a fixed voice component. It is possible that bundling makes it less likely that
people will switch in response to an increase in the phone bill for the following reasons:

e Anincrease in the price of one component i.e. the phone bill might be small in
relation to the total spend on the bundle — thus is less likely to trigger a switch.

2 The

Consumer Experience, 2008 p43



Fixed Narrowband Retail Services Market Review

o The Consumer Experience report 2008 suggested that bundlers’ perceptions of the
switching process could be a barrier to switching i.e. switching multiple products with
different switching processes was an additional hurdle®,

¢ In addition, the research found that larger bundles were valued more highly
indicating a greater reluctance to switch.

5.64 However, the consumer research conducted for this review suggested that bundling was
not a significant constraint on switching behaviour e.g. only 14% of consumers who said
they would ‘do nothing’ if call/line prices increased said this was because they have a
bundle with pay TV and broadband access. 43% said they would do nothing because
switching was too much hassle/upheaval.

Frictions in the switching process

5.65 Anincumbent with a large market share might benefit from increasing friction in the
switching process because this might aid customer retention. There are a number of
ways to create friction e.g. making the switching process onerous and lengthy or tying
the customer into a contract. Imposing minimum contract terms can be a legitimate
practice and means firms can offer discounts/incentives up front to encourage switching
which can be recouped later. However, once in a contract consumers might be
discouraged from switching e.g. if they face penalties for breaking the contract or can
only terminate the contract if a period of notice is given.

5.66 BT has encouraged customers to move onto a 12 month renewable contract by offering
extra inclusive calls as part of the call package®. This is part of a trend in the market to
seek greater levels of consumer commitment. Customers get extra benefits from signing
up for a minimum term and may end up with a lower bill overall. However, adding a
minimum term means that consumers are only able to switch at particular times and
when the appropriate notice is served — which might add a friction into the switching
process. Our main concern is to ensure that any contract is clear and fair and that
customers are compensated appropriately for any longer term commitment. We have
recently set out our guidelines for the sector on this*>and we expect BT and all other
CPs to comply.

Summary

5.67 On balance we think that an increase in the number of suppliers offering access and
calls products has improved choice and encouraged switching in the fixed telecoms
market. On the other hand, we note that there is some evidence suggesting that
consumers buying a fixed line as part of a communications bundle might be less likely to
switch than those buying a single product.

Hull area
5.68 As noted above, there are no alternative access suppliers in the Hull area so there is

little scope for switching. The number of residential exchange lines provided by KCOM
has declined slowly which is likely due to mobile substitution.

*3 See page 98-99 of The Consumer Experience 2008.

** BT customers choosing a 12 month renewable contract receive unlimited evening and weekend calls
as part of the basic subscription. Customers with no minimum term only get free weekend calls on the
basic package and must pay an extra £2.65 to get unlimited evening calls.

> http://www.ofcom.org.uk/consult/condocs/addcharges/statement/
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Pricing and profitability

UK area excluding Hull

5.69

The ability to price persistently and significantly above the competitive level is an
important indicator of market power. In a competitive market, individual firms should not
be able to persistently maintain prices above costs (including a normal return) and thus
sustain excessive profits. However, in the short term high profits can be explained by
factors such as innovation and unexpected changes in demand. Low profits might
indicate inefficiency of a firm rather than effective competition.

Profitability

5.70

5.71

Historically BT has earned a negative gross margin (i.e. allocated costs are greater than
revenues) on the supply of residential analogue exchange line services. Since 2003, BT
has been able to reduce costs at a faster rate than access revenues have declined.
However, BT continues to make a loss on the supply of access taken in isolation (e.qg.
BT'’s gross margin on residential access was -£61 million in 2007/8).

A low price of access can increase demand for calls so it is also relevant to examine
BT's profitability in the supply of access and calls products combined. Here, BT's gross
margin declined between 2003/4 and 2005/6, with an improvement in 2006/7 and 2007/8
(see figure below). BT'’s revenues and costs have declined in its retail SMP markets,
largely as a consequence of declining call volumes.

Figure 5.8

Total SMP residential markets - revenues, costs and
returns from 2003/04 to 2007/08
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5.72

We have considered whether it would be appropriate to analyse other profitability
measures (for example return on capital employed). Because BT retail has few fixed
assets (and thus little capital) we do not believe presenting these statistics is meaningful.
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We believe a better measure is a comparison of the revenue per line or minute that BT
is able to earn access or calls, both over time and versus other providers. We present
this information in the pricing section below.

Pricing

5.73

Table 5.5 above sets out the current access tariffs available from a selection of leading
retailers. As noted above, the price of the most basic access package is very similar
across retailers, ranging from £10 (Sky) to £11 (Virgin Media). BT’s basic tariff, at
£10.27, is towards the lower end of this range. It is difficult to compare tariffs over time
and across different retailers due to the complexity of the tariff structure (e.g. retailers
offer slightly different call packages and terms). It may also be misleading to look at the
price of access in isolation from the price of calls given that consumer research suggests
that customers frequently purchase access and calls from the same supplier. To
approximate the price of access we look at the revenue per line from line rental
charges®®. In addition, we also look at the total revenue (i.e. line rental and calls) per
line.

5.74 BT's retail access prices were regulated prior to 2006 which constrained their pricing
behaviour. The figure below shows that BT’s current access prices are only marginally
higher in Q3 2008 than they were in 2006 in nominal terms>’.

Figure 5.9

Residential access revenue per exchange line

£ per quarter

Source:
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BT's revenue/line is broadly comparable with Virgin Media, but is lower than the
revenue/line earned by other fixed operators. As noted above the advertised tariffs for
the largest retailers are very similar so this may reflect a reporting issue.

*% For BT, the reported access revenues are calculated using the cost of the most basic rental package
available (currently the unlimited weekend call package) while any revenues from call packages in
addition to this are recorded as call revenues. Other providers may have different reporting conventions.
> Data from 2003- Q2 2006 is not presented due to reporting issues.
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5.76

The figure below shows total revenue per exchange line (i.e. access and calls) for BT
and Virgin (other fixed cannot be presented due to data quality issues). The figure
shows that BT’s total revenues per line have declined since the last review and are
consistently below Virgin. Total revenue per line has increased slightly since price
regulations were relaxed in 2006.

Figure 5.10

Access and call revenue per exchange line
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Hull area

Profitability

5.77

KCOM'’s return (turnover minus costs) on residential exchange line services in Hull was
unchanged in 2008 relative to 2007 (at around £7,600,000). The return on mean capital
employed remained constant at 13% in 2008.

Pricing

5.78

The figure below shows KCOM'’s total annual revenue per exchange line in nominal
terms (access and call revenues combined). The figure shows that revenue per line
increased over 2005 and 2006, by 6% and 4% respectively. However, overall KCOM'’s
revenue per line is lower than BT’s (in 2007 BT’s revenue per line was £228 compared
with £182 for KCOM). This could reflect differences in reporting, the number or type of
calls made, and the different call packages offered.
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Figure 5.11
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5.79  The structure of KCOM's tariffs is similar to BT*®, There are two main differences
between the call packages:

e KCOM includes free local geographic calls (at any time) as part of all the packages.
¢ KCOM includes some free weekend fixed to mobile minutes as part of some
packages.

5.80 Differences in the ‘inclusive’ element of the package make price comparisons difficult.
However, it would appear that pricing is broadly comparable. We have compared the
call package which offers inclusive unlimited weekend calls as an example. BT's
unlimited weekend calls package costs £10.27 per month. The KC Talk2 package offers
free weekend calls for £13.70 per month, but also includes local geographic calls (at any
time) and includes 30 minutes of landline to UK mobile calls at the weekend. If we
assume that the £3.43 premium for KCOM'’s package is purely due to the extra mobile
minutes offered, this implies a price of 11p per minute for the ‘inclusive’ mobile calls
(assuming the call allowance is used up). BT'’s standard price for daytime mobile calls is
comparable at about 12p per minute.

Other competitive constraints (including strategic pricing and dynamic issues)

UK area excluding Hull

Relationship between fixed and mobile access

5.81

As discussed above, our consumer research suggests relatively few customers would
switch to mobile only in response to an increase in the price of fixed access. However,

%8 j.e. a basic fixed cost for line rental which includes some ‘inclusive’ calls with the option to choose
additional ‘inclusive’ calls for an incremental fixed cost. Calls outside the inclusive package are charged
on a per minute basis.
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any customer who gives up their fixed line will also drop their fixed calls and (if taken)
fixed broadband products. A fixed access provider would therefore lose not only the
margin they earn on access, but potentially also the margin they earn on calls and
broadband products (if provided). If these margins are significant, then competition from
mobile access could impose some competitive constraint on the price of fixed access.

Relationship between access, calls and related services

5.82 Although we found access and calls to be in separate economic markets, we recognise
that the price of access may play an important role in driving demand for calls and other
related products such as broadband. For example, our consumer research found that
74% of BT customers who stated that they would switch to an alternative supplier of
access in response to a 10% price increase would also switch their calls.

5.83 In addition, a customer who drops BT’s access and calls product may also drop BT’s
broadband. Our Consumer Market Research found that 45% of BT access customers
took a BT internet product so the number of customers who switch internet provider
could potentially be quite significant. If even a limited number of consumers did decide
to switch the whole bundle when the cost of one component increased, this would result
in a more substantial loss of revenue for ancillary services and the provider would lose
the ability to cross sell products. Cumulatively this potentially means that a supplier
might not find it profitable to raise prices even if relatively few customers switched. This
means that when competition takes place among suppliers selling bundles two things
happen: (a) demand is less elastic and consumers are less likely to switch for any given
price increase (i.e. consumers are stickier) and (b) when consumers do switch the cost
in lost margin is greater.

5.84 The inter-relationship between access, calls and broadband prices in principle makes it
more difficult for a firm with a high market share of access to exploit SMP as there is
likely to be some strategic incentive to keep access prices low in order to drive demand
for related calls and broadband products.

Hull area

5.85 Some of the points above may be relevant to KCOM e.g. demand for calls and
broadband may be relevant when pricing access. However, the lack of alternative
providers for fixed access makes switching much less likely (the closest substitute is
probably mobile access). Consumers who require broadband access are likely to be
particularly inelastic to price of access (particularly, as noted in the Communications
Report 2008, mobile broadband currently does not offer the speed of fixed broadband
and users are subject to tighter capacity constraints).

International price comparisons

5.86 Another source of evidence on whether UK access and call prices are at their
competitive level is comparisons with prices for equivalent services in overseas markets.
If the UK market is competitive we would expect that UK consumers get a deal at least
as good as that available to similar consumers overseas as long as the underlying
costs of provision are broadly similar. We have looked at the cost of UK fixed line
services in relation to other countries using a comparison of international pricing
produced by Ofcom in the Consumer Experience Report (see

% Because this analysis considers the whole UK it is more relevant to the UK area excluding Hull. It is
unlikely to pick up any nuances relevant to just the Hull area.
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http://www.ofcom.org.uk/research/tce/ce08/research.pdf). The methodology is as
follows (for full details refer to the consumer experience report):

¢ We constructed four ‘typical’ household types that use fixed line telecoms, which
collectively may be seen as representative of the average population across the
countries considered. We then defined a usage level appropriate for each
household type. These are illustrated below.

Table 5.12: Household types

Basket Typical Household Usage of fixed voice
1 A retired low income couple Low

2 A couple of late adopters Medium

3 A networked family High

4 An affluent couple with Low

sophisticated use
Source: Ofcom

e In July 2008, details were collected of every tariff and every tariff combination from
the largest three operators in each country by retail market share®.

e Our model identifies the tariffs that offer the lowest price for each of the household
baskets.

e All prices are converted back to UK currency using a Purchasing Power Parity (PPP)
adjustment, based on OECD comparative price levels and the exchange rate in July
2008.

5.87 Prices for each country are calculated based on two measures:

o A weighted average of the best value tariffs from the three largest operators in each
country; and

o A best offer basis which is calculated as the cheapest tariffs available from the three
largest operators in each country.

5.88 Comparison of the overall weighted average prices (see figure 5.13 below) indicates that
there is little difference between Germany, the UK, Italy and France - all of these
countries are cheaper than Spain and the US. Overall, this would suggest that the UK
market offers at least the same level of value as the comparator countries®”.

% Data from more than three operators was used if required to ensure that a minimum of 80% of the
overall market was represented.
81 Assuming constant quality.
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Figure 5.13

Comparative weighted average fixed line voice pricing
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5.89

5.90

5.91

There are some notable differences between the baskets created by different tariff
structures within the countries. The UK is more expensive than France for the low users
(Baskets 1 and 4) as a consequence of having relatively high line rental charges. This is
possibly because the international comparison did not take account of the BT Basic
package which offers service at a reduced cost to eligible low income consumers.

The UK is cheapest for high users (Basket 3) due to the relatively low cost of purchasing
enhanced tariffs or add-ons e.g. unlimited any-time national calls or reduced prices on
international calls or calls to mobiles.

Looking at the best tariff available from the three largest operators in each country
(figure 5.14 below) produces some striking differences from the weighted average
analysis. While the ‘weighted average’ analysis is, to a considerable extent, a reflection
of incumbent pricing (with incumbents having market share of over 60% of exchange
lines in all countries), the ‘best offer’ analysis gives prominence to tariffs from the largest
alternative network operators.
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Figure 5.14

Comparative best offer fixed line voice pricing
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5.92

5.93

5.94

Despite offering second lowest overall prices for the group of countries considered on
the ‘weighted average’ basis the UK has the highest overall prices of all the European
countries when only the best tariff for each basket is considered. This is partly because
of a much lower differential between the pricing of the incumbent and of the two largest
alternative networks. Interestingly, the UK is the only country in which a tariff from the
incumbent appears as a ‘best offer’ tariff for one of the baskets.

This suggests that alternative providers are not significantly undercutting BT’s price
offers. This could mean that BT is already pricing at a competitive level leaving little
room for competitors to undercut prices. Alternatively it might indicate that competitors
are content to follow BT’s pricing e.g. using BT as a benchmark and offering
differentiated services or slightly lower prices to attract customers.

Overall the analysis suggests that consumers in the UK are not paying significantly more
for fixed telecoms services than the comparator countries, and that BT prices are closer
to their competitors relative to other countries.

Forward look

UK area excluding Hull

5.95

5.96

BT faces pressure to keep access prices competitive from WLR/CPS, LLU and cable
providers. This competitive pressure appears to be set to continue, with, for example,
Sky announcing plans to invest in LLU.

Although customers are increasingly using mobile phones for calls, demand for fixed
access has remained relatively strong, in part, to allow customers to access fixed line
broadband (e.g. in our Consumer Market Research 26% of respondents agreed with the
statement, “we only have a landline for internet access.”) BT and the other providers of
fixed broadband appear to have faced only limited competitive pressure from mobile
broadband to date.
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5.97

5.98

5.99

Fixed to mobile substitution may increase over time e.g. more people are likely to move
to mobile only access as mobile broadband increases in quality and reduces in price,
reducing the reliance on a fixed line for broadband. On the other hand, demand for fixed
line access will remain strong if it is required for emerging products e.g. IPTV and for
security reasons.

We do not think that a move to next generation networks (NGN) will have a significant
impact on retail competition. NGN is unlikely to result in CPs building their own access
infrastructure due to high investment costs. NGN should not have an impact on the
wholesale remedies already in place which enable retailers to enter the market and
compete at the retail level.

It is possible that fixed/mobile converged products (i.e. products which use fixed
networks when located at the home base and mobile networks when away from home)
will impose an additional competitive constraint on the fixed access market. However, it
is not clear if use of these products will become widespread during the Review period.

Hull area

5.100 KCOM currently has a 100% share of the residential access market in the Hull area.

Competitor entry is possibility in the future. However, there appears to be limited
appetite to enter the Hull area. This means we believe that KCOM is likely to retain
SMP for the period covered by this Review.

Conclusions on residential fixed analogue access

UK area excluding Hull

5.101 We consider that BT does not have SMP in the residential fixed analogue access market

for the following reasons:

e The wholesale remedies have led to the development of products which enable
competitors to replicate the services offered by BT without making significant
infrastructure investments. This has lowered barriers to entry and growth.

o A wide variety of retailers have entered the market. For example, Sky has been able
to add access, calls and broadband to its pay-TV packages and market to its existing
customer base. As new firms have entered and expanded, BT’'s market share has
fallen.

e Although BT's market share remains high, we believe that the intensity of
competition from rival firms is strong and likely to increase. In particular, we believe
that the variety of retailers and retail business models enables competitors to target
a range of customers across BT's base.

e Some of the main competitors such as Sky are going to increasingly rely on LLU
during the review period to further reduce their costs and increase the competitive
pressure on BT.

e Consumers are willing and able to switch provider (evidenced by the fall in BT's
market share).

e The overall cost of a fixed line access and calls package is similar (or lower) than in
similar OECD countries.
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Question 5.1 Do you agree with the analysis set out above for the residential
analogue access markets in the UK excluding the Hull area which found that BT does
not have SMP? If not, please provide reasons.

Hull area

5.102 We consider that KCOM does have SMP in the residential fixed analogue market for the
following reasons:

e There are no significant competitors in the market.
e Threat of entry is somewhat muted.

5.103 With respect to the three tests for ex ante competition in relation to the Hull area, we are
of the view that the market does not tend toward competition due to the presence of
barriers to entry and a lack of competition in the market. Therefore the Commission’s
first two tests are not satisfied.

5.104 In addition, we do not think that competition law alone is enough to address the SMP in
this market as the entry barriers are too high and have proved to be effective in
excluding competition. Therefore it is appropriate to impose ex ante regulation on the
market.

Question 5.2 Do you agree with the analysis set out above for the residential
analogue access markets in the Hull area which found that KCOM continues to have
SMP? If not, please provide reasons.

Business Markets for fixed analogue access

5.105 Many of the features of the business market are common with the residential market. In
the analysis that follows, rather than repeat our residential analysis we instead highlight
the areas where the structure and nature of competition in the market differ significantly.

Regulatory developments since the 2003 review — UK area excluding Hull

5.106 In 2007 Ofcom published a document entitled, “Replicability: the regulation of BT’s retail
business exchange line services”® which consented to revoke some of the SMP
regulations for the large business market (those with an annual spend with BT in excess
of £1million per year on a projected basis). The consent was granted on the basis that
the wholesale inputs were of a sufficient standard to enable other communication
providers to offer retail services that were commercially and technically replicable to
those BT might offer.

5.107 This was in response to requests from BT and business users to allow BT to respond to
the demands of individual customers by offering unpublished bespoke prices for
services in the business retail market. At the time we recognised that the publication of
prices and the provision of services on terms that do not discriminate unduly can lead to
price following and mean that BT’s ability to tailor packages is limited. This can mute
competition and is not in the consumers’ interest.

5.108 We also noted that we would consider extending the consent to all customers of
business line services (i.e. including those with a projected annual spend with BT below

82 http://www.ofcom.org.uk/consult/condocs/draftconsent/
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5.109

£1million) should we consider that the WLR provision was sufficient to allow other
communication providers to offer replicable services to BT and on the proviso that:

o Bespoke prices do not fall below a price floor which covers transfer charges for
network components plus fully allocated retail costs; and

e BT assess each bespoke price for compliance with the Competition Act 1998 and
any ex ante safeguard tests, and to demonstrate that it has adequate management
systems to ensure compliance

We do not consider that the competitive conditions in the large business market have
deteriorated since the relaxation of SMP regulations nor have we received any
complaints that BT is exploiting customers in this market.

Market Shares

UK area excluding Hull

5.110 The total number of business analogue exchange lines has declined slowly since 2003,
from 10.8 million to 10.1 million in Q3 2008.
Figure 5.15
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5.112

However, BT’s share of exchange lines has fallen dramatically from 82% in 2003 to
57% in Q3 2008. Virgin's share of the business market has also fallen as rival retailers
using WLR/CPS and LLU have increased their market share from 13% to 39%.

BT’s market share by revenue has fallen by a similar amount, from 87% in 2003 to 65%
in Q3 2008. One possible reason why BT’'s market share by revenue has been higher
than their exchange line market share is that many SME’s use BT as a secondary
access line to obtain greater perceived security of supply.
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Table 5.16 Market shares of business fixed narrowband access

Exchange Lines Revenues

BT Virgin Others BT Virgin Others
2003 82% 6% 13% 87% 3% 10%
2004 7% 6% 17% 84% 2% 14%
2005 73% 4% 23% 80% 2% 18%
2006 68% 3% 29% 74% 3% 23%
2007 61% 4% 35% 69% 2% 28%
2008 Q1 59% 4% 37% 66% 2% 31%
2008 Q2 58% 4% 38% 65% 2% 33%
2008 Q3 57% 4% 39% 65% 2% 33%

Source: Ofcom/operators

Hull area

5.113 There are no WLR or LLU providers serving business customers in Hull (as evidenced
by KCOM'’s Regulatory Financial Statements reporting zero external sales for business
analogue exchange line services).

5.114 Some CPs offer fixed exchange line services by alternative means (e.g. leased lines or
fixed radio access). These alternatives are only likely to be economically attractive for
larger businesses.

5.115 The number of business analogue exchange lines provided by KCOM (shown in the
table below) has declined slowly which suggests that substitution to mobile access or
other alternatives is limited.

Table 5.17 Business exchange lines provided by KCOM

2006/7 2007/8
Number of business 62003 60651
exchange lines
% change over previous year -1% -2%

Source: KCOM Regulatory Financial Statements year ended 31 March 2008

5.116 The high market share of KCOM creates a presumption of significant market power.
Barriers to entry and expansion

UK area excluding Hull

5.117 Barriers to entry in the business market are very similar to those in the residential
market, with the development of WLR/CPS and LLU now making it relatively easy for
new retailers to enter the market and quickly win market share. There are, however,
some differences.

5.118 Notably, small scale entry is more feasible in the business market as customers are
much more diverse and are more interested in purchasing bespoke or value added
services. A number of relatively small players provide businesses with a package of
services including telephony, data services and business support.
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5.119 For security (and other reasons) businesses may also have more than one access
provider and this ‘multi-sourcing’ facilitates smaller scale entry. This contrasts with the
residential market where the ability to cross-sell access and call products to an
established customer base is more important.

5.120 Overall, barriers to entry and expansion are relatively low in the business market.
However, the features of the business market means that new entrants are more likely
to be small CPs, compared to the large retailers who have entered the residential
market.

Hull area

5.121 As noted above, it may be feasible for CPs to offer larger businesses fixed line services
by alternative means (e.g. leased lines). However, there are no operators offering WLR
or LLU services. As noted in the residential section, the prospect of significant entry in
these areas appears muted.

Customer switching costs and the intensity of competition in the market

UK area excluding Hull

Rivalry between BT, other fixed, and cable operators

5.122 In general, businesses are likely to have a greater degree of awareness regarding
options for switching telecoms provider than consumers. Our SME research showed
that 65% of businesses were aware that some telecoms providers offer businesses
negotiable tariffs. This was the case for even the smallest companies - 64% of
companies with 1-9 employees were aware of negotiable tariffs. Businesses are
potentially more likely to be aware of the benefits of shopping around than consumers.

5.123 Although retailers tend to be smaller companies they do appear to be competing
intensively with BT, and are successful in winning market share. BT’s internal research
suggests that no one firm is a particular close competitor, but rather BT are losing
market share to a large and varied number of companies.

5.124 The other important feature of the business market is that SMEs of all sizes tend to
multi-source. Research indicates a significant proportion of all firms multi-source. This
can lead to intensive competition both “for” the market, and “in” the market. In addition,
because large businesses will already have a relationship with several telecoms
providers barriers to switching are likely to be lower.

5.125 BT often appears to be used as a secondary access supply adding to an increased
perceived security of supply. This has ambiguous effects on the intensity of competition.
On the one hand, BT’s reputation for security of supply may soften competition if
businesses feel that they have to have a BT line. On the other hand, BT will still be
forced to compete intensively to be used as the primary supplier.

Actual behaviour

5.126 SMEs appear more likely to have switched in the past than residential consumers e.g.
BT's market share of business exchange lines is 9% lower than their residential market
share.

5.127 In our research 26% of SMEs agreed that they, “change Communications Providers as
often as they can in order to get the best deals” - interestingly this was slightly higher for
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the smallest companies with 1-9 employees (28%). This suggests that SMEs are
engaged in the competitive process and willing to switch.

However, some of the results suggested that communications spend was not a high
priority, e.g. 63% agreed that “Communications spend is only a small proportion of
overall overheads so the company is pretty relaxed about its cost”. Again, this was a
more common response from the smallest businesses. This might suggest that small
businesses are less likely to invest time in researching the alternative suppliers or
indicate that small businesses are content with their communications spend.

Hull area

5.129

As noted above, there are few alternative suppliers in the Hull area (and most
alternatives are only feasible for larger businesses) thus there is little scope for

switching.

Pricing and profitability

UK area excluding Hull

5.130

BT’s business access price, as measured by access revenue per exchange line, has
generally fallen throughout the period of this review, and is lower in 2008 relative to 2003
(in nominal terms). Throughout the period BT's revenue per exchange line has been
greater than for their competitors. This could reflect a premium for BT’s brand (e.g.
perceived security of supply), greater customer inertia, or a greater success in offering
value added access services.

Figure 5.18
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5.131 We have also looked at BT's total revenue per exchange line (access and calls revenue
combined) — see figure below®. The figure shows that revenue per line has generally
decreased since the last Review with a slight increase since 2006.

Figure 5.19
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Profitability

5.132 KCOM's return (turnover minus costs) on business exchange line services in Hull was
slightly higher in 2008 at £3,166,000 (+1%) relative to 2007. The return on mean capital
employed remained constant at 13% in 2008.

Pricing

5.133 KCOM'’s business access price, as measured by access revenue per exchange line, is
shown in the table below:

Table 5.20 KCOM access revenue per business exchange line

2003 2004 2005 2006
Annual access 126 133 119 125
revenue per
exchange line
(Enominal terms)
% change over 3% 6% -11% 5%

previous year

Source: S135 information provided by KCOM. Note 2007 has been excluded due to data quality issues.

8 virgin and Other fixed providers are not reported due to data quality issues.
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5.134 Access revenue per exchange line has fluctuated over time but was at a similar level in
2006 relative to 2003.

5.135 The figure below shows KCOM's total revenue (access and calls®®) per business
exchange line in nominal terms. Total revenue per line declined from 2003-2005 but
increased in 2006. However, total revenue per exchange line has only increased by 6%
in nominal terms from 2003-2006.

Figure 5.21
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Calls types included are geographic, international and call to mobile.

Other competitive constraints (including strategic pricing and dynamic issues)
UK area excluding Hull

5.136 As in the residential sector, the ability of BT to raise the price of access may be limited to
some extent by the fact that high prices for access are likely to reduce the demand for
BT calls, broadband, and other communication products. The extent of this indirect
competitive constraint may well be greater in the SME market given the greater
opportunity to cross-sell value added communications products to SME’s who purchase
access.

Hull area

5.137 As noted in the residential section, demand for calls and broadband may be relevant
when pricing access. However, the lack of alternative providers for fixed access makes
switching much less likely so the competitive constraints are less intense than the rest of
the UK.

® The call types included are geographic, international and call to mobile.
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Forward look
UK area excluding Hull

5.138 Competition in the business market is arguably more developed than in the residential
sector and BT has lost market share at a quicker rate. While BT continues to lose
market share of exchange lines at a rate of approximately 4% per annum, we might
expect BT's market share to stabilise earlier than in the residential market, particularly if
many businesses continue to use BT as a secondary provider of access.

Question 5.3 Do you agree with the analysis set out above for the business
analogue access markets in the UK excluding the Hull area which found that BT does
not have SMP? If not, please provide reasons.

Hull area

5.139 The prospect of entry in Hull appears muted thus we anticipate that KCOM will continue
to have a high market share of business exchange lines.

Question 5.4 Do you agree with the analysis set out above for the business
analogue access markets in the Hull area which found that KCOM continues to have
SMP? If not, please provide reasons.

Conclusions on fixed business analogue access
UK area excluding Hull

5.140 We consider that BT does not have SMP in the business fixed analogue access market
for the following reasons:

e The wholesale remedies have led to the development of products which enable
competitors to replicate the services offered by BT without making significant
infrastructure investments. This has lowered barriers to entry and growth.

¢ New firms have entered and expanded in the market resulting in a fall in BT's market
share. BT's market share of exchange lines has fallen by 25% since the last review
and now stands at 57%.

¢ Some SMEs dual source, and this has increased the opportunities for new entrants
to establish themselves. While competition appears quite fragmented, small scale
entrants do appear to be highly effective in competing head to head with BT — BT
has lost market share to a large number of smaller companies.

¢ Relaxation of the SMP regulations in 2007 for large businesses appears to have
been successful.

Hull area
5.141 We consider that KCOM does have SMP in the business fixed narrowband analogue

access market for the same reasons set out for the residential access market (refer to
5.102 to 5.104 above).
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ISDN2
Market Shares

UK area excluding Hull

5.142 At the time of the 2003 market review, retail competition in the supply of business ISDN2
lines was undeveloped. BT had a market share of 99% of lines and faced only limited
competition from cable operators. Competition was, however, expected to increase as
businesses increasingly switched to IP based solutions for their voice and data needs.

5.143 Although some businesses have switched to IP based solutions, the size of the ISDN2
market has remained relatively constant over the past five years. One of the main
reasons for this is that the nature of ISDN2 use has changed. Whereas in 2003 ISDN2
was used primarily for voice, increasingly many businesses are now using ISDN2 as a
back-up for their data management systems.

5.144 While competition from IP based solutions may have been less than anticipated,
competition within the ISDN2 market has increased. Notably, the development of WLR
has allowed a number of smaller Communications Provider re-sellers to enter the
market, offering a competing product to BT. As a consequence, BT's market share has
fallen progressively and now stands at approximately 73% of connections.

5.145 BT's revenues have decreased by £25M over the period from 2002 to 2007. We have
been unable to provide a reliable estimate of BT's market share by revenue. However, it
is likely to be slightly higher than its channel market share as rival re-sellers often offer
discounts on BT’s published tariffs.

Table 5.22 BT's ISDN2 market share (channels) and rental revenues

2002 2003 2004 2005 2006 2007
BT 1,194 1,218 1,179 1,120 1,037 1,019
channels
(‘000s)
WLR Re-
seller 34 60 124 190 279 370
channels
(‘000s)
BT share 97% 95% 91% 86% 79% 73%
of
channels
BT rental < < < < < 3< 5
revenues

Source: BT response to S135 request (data excludes Virgin which we estimate to be less than 1% market
share)

Hull area

5.146 There are no WLR ISDN providers serving business customers in Hull (Kcom’s
Regulatory Financial Statements 2008 report zero external sales for ISDN2).

% Information redacted as commercially confidential
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5.147 Some businesses obtain ISDN2 services by alternative means (e.g. leased lines or self
provide). These alternatives are only likely to be economically attractive for larger
businesses.

5.148 The number of business ISDN2 lines provided by KCOM (shown in the table below) has
declined since 2006 reflecting a continued trend away from traditional circuits.

Table 5.23 KCOM ISDN2 exchange lines

2006/7 2007/8
Number of ISDN2 exchange 2351 2293
lines
% change over previous year -4% -2%

Source: KCOM Regulatory Financial Statements year ended 31 March 2008
Barriers to entry and expansion

UK area excluding Hull

5.149 WLR has reduced barriers to entry since the last Review. In particular, WLR allows CPs
to offer a retail ISDN2 product without any significant physical investment. It is relatively
simple to add an ISDN2 product to the existing range of products, and the incremental
cost of doing so is likely to be modest. Regulated wholesale access prices also allow
new entrants to obtain the same access price as BT providing a level playing field.

5.150 However, in practice barriers to entry and expansion remain. ISDN2 tends not to be
purchased in isolation but as part of a suite of business products/services. The
opportunity to market ISDN2 to a new customer will often be at the time that they are
considering changing communications provider or reviewing their communications
needs. To win ISDN2 market share quickly, firms may well need to offer a whole range
of attractive communication products which makes entry and expansion more difficult. It
is possible for businesses to just change their ISDN2 supplier. However, this means
contracting with an additional Communications Providers (with an additional bill), which
is often unattractive given the limited financial gains of switching supplier.

5.151 It can be difficult and costly to reach ISDN2 customers because ISDN2 is purchased by
a minority of businesses. In contrast, in residential access markets large retailers were
able to win market share quickly by marketing access — a product that most customers
purchase - to their established customer base.

5.152 There has been substantial entry into the ISDN2 market, with over 400 re-sellers now
offering ISDN2 products. However, many of these re-sellers serve only a handful of
customers, and no new entrant has managed to achieve a market share in excess of
3%.

Hull area

5.153 As noted above, it may be feasible for CPs to offer larger businesses ISDN2 services by
alternative means (e.g. leased lines). However, there are no operators offering ISDN2
via WLR. The prospect of significant entry the ISDN market appears muted, particularly
as there is a trend away from using traditional circuits towards alternative technologies.
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Customer switching costs and the intensity of competition

UK area excluding Hull

Switching costs

5.154

5.155

5.156

5.157

5.158

5.159

The cost of installing a new ISDNZ2 line varies® e.g. BT charges £299 connection charge
for the “low start” package and £249 connection charge for the “start up” package (exc
VAT). This is a relatively high in relation to line rental costs. For example, on a
standard 3 year low start BT contract, the connection charge represents 21% of the total
cost of an ISDN line over 3 years®'.

The cost of switching from an analogue exchange line to ISDN2 is relatively high (e.qg.
BT charges £199-£249) but the costs of switching from one ISDN2 provider to another
are relatively modest. Openreach’s wholesale charge to switch provider (on a like for
like basis) is only £11.30 excluding VAT, and many retailers choose to offer free
connection charges for customers who already have ISDN2 installed.

While the financial costs of switching between CPs are low, there are likely to be
transaction, search and other administrative costs. As ISDNZ2 is often purchased as an
ancillary service to other voice and data needs, changing supplier could often lead to the
inconvenience of having to deal with multiple CPs, e.g. multiple bills.

Although these costs may be small in absolute terms they may well be high relative to
the financial benefits of switching. ISDN2 is essentially a homogenous product, so the
principal benefit of switching would be to obtain a lower price. While rival re-sellers
frequently offer discounts off BT’s price published price list, a discount of (say) 10% on
the quarterly rental and a reduced connection fee of £23 would result in a saving of £440
over the course of a three-year contract relative to BT’s standard “low start” rates®.

Consistent with the incentives described above, to date there is limited evidence of
business customers switching between CPs in order to obtain a better deal. While BT
has lost market share to rival re-sellers, BT’s rivals appear to be primarily picking up new
business as opposed to winning customers from BT. We estimate that rival re-sellers
are now winning around 50% of new business. Despite the increase in competition,
BT’s customer base has remained relatively stable with the number of BT connections
down only 15% since 2002. Moreover, BT’s customer churn®® has decreased
significantly from 31% in 2004 to 21% in 2007.

BT'’s customer churn reflects both customers switching to rival ISDN2 re-sellers as well
as switching to IP and perhaps analogue voice and data solutions. Although we do not
have direct evidence on the proportion accounted for by switching between different
providers of ISDN2 we note that the collective churn of re-sellers using WLR is
comparable to BT's at 24%. As we would only expect a small proportion of customers to
be switching back to BT, this might suggests that the overwhelming majority of switching
experienced is customers switching out of ISDN2 to other voice and data products.

® The wholesale installation price charged by Openreach is £233 exc VAT. Some CPs offer free
connection, although their rental charges are often higher than those available elsewhere.

®” Based on BT’s quarterly ISDN2 line charge of £95.85 exc VAT for a 3 year contract and a connection
charge of £299 exc VAT.

% Based on BT’s low start quarterly ISDN2 line charge of £95.85 with a £299 connection fee.

% The number of customers BT loses each year as a % of its customer base.
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Intensity of competition

5.160 BT is currently subject to two SMP remedies for the ISDN markets (no undue
discrimination and price publication). These remedies restrict BT from offering bespoke
pricing to a customer without being forced to offer it to all customers and also ensure
that all its packages are visible to competitors and customers.

5.161 The general objectives of these remedies is to allow competitors to enter the market with
confidence in the charges the incumbent sets and to prevent the incumbent selectively
undercutting new entrants.

5.162 Because BT is obliged to publish its tariffs there may be a reduced incentive for BT to
cut prices because rivals are likely follow any price reduction. This disincentive to
compete may have contributed to a situation in the market where BT has been able to
increase prices in the last two years with no commensurate loss of revenue or market
share (see discussion below).

5.163 Overall, while smaller firms are able to compete with BT and win small amounts of
market share, there appears to be little incentive for BT to respond to this competition by
lowering its prices to business consumers (at least partially because of the remedies
currently in place — see discussion in Section 7 below). The market structure is
characterised by a single dominant player with a number of competitors with low
individual market share.

Hull area

5.164 As noted above, there are few alternative suppliers in the Hull area (and most
alternatives are only feasible for larger businesses) thus there is little scope for
switching.

Profitability and pricing

UK area excluding Hull

5.165 The ISDN2 market has been characterised by little movement in retail price despite a
reduction in the wholesale price in 2004. BT held their rental prices constant from 2002
until 2007 at £93/quarter (ex vat) for a two channel ISDN2 line™, followed by a price
increase of 4.8% in November 2007 and 3.5% in 2008 (see table below).

5.166 Wholesale ISDN2 prices were reduced significantly on 1st October 2004 from £71.81 to
£55/quarter, but have since remained constant.

© BT’s one year contract low-start tariff. Other tariffs have changed at similar times and at similar rates.
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Table 5.24 BT ISDN2 prices

ISDN2e rental per quarter exc. VAT per lyr 3yr 5yr
contract term
Previous price

Low Start 93.00 88.35 83.70
Start Up 142.00 134.90 127.80
Call Plan 195.00 185.25 175.50
1% November 2007

Low Start 97.47 92.60 87.72
Start Up 148.80 141.36 133.92
Call Plan 204.36 194.14 183.92
1°' November 2008

Low Start 100.89 95.85 90.78
Start Up 154.02 146.31 138.60
Call Plan 211.50 200.94 190.35

Source: BT

5.167 The evidence we have gathered from other CPs suggests that the standard market
tariffs for rental and connection are little changed since the last Review (see figure 5.25
below) — which might suggest a low intensity of competition.

Figure 5.25 ISDN2 standard rental per line per quarter compared to wholesale charge

120 -
100 -+ " " A/‘
80
“ 607 = It It n
40
20 +
0 T T T T 1
2003 2004 2005 2006 2007 2008
—&— BT retail ISDN2 (BT Low Start, 1 year contract) CP1 retail ISDN2 (1 year contract)
CP2 retail ISDN2 —— BT wholesale price

Source: Operators

5.168 BT'’s margin over wholesale access costs has increased substantially over the period.
BT did not pass any of the reduction in wholesale access prices on to consumers in
2004, and in 2007 and 2008 retail prices increased with no change in wholesale access
costs. The net effect of this is that BT’s price cost margin’* has increased from 23% in
2003 to 45% in 2008 (based on a 1 year low start tariff).

5.169 If competition in the ISDN2 market is effective we might have expected to see BT's
margins between its retail and wholesale price decreasing rather than increasing. We
do, however, need to exercise care in interpreting these figures. For example, the

™ Price cost margin = (Retail Price — Wholesale access cost)/ Retail Price
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increase in rental margins may have been compensated for by falling margins elsewhere
e.g. on connection charges or calls.

Hull area

5.170 KCOM's prices are broadly similar to BT's as shown in the table below:

Table 5.26 KCOM and BT annual ISDN2 rental charges

1 year contract 3 year contract 5 year contract
BT ISDN2 low start £403.56 £383.40 £363.12
package line rental
exc VAT per year
KCOM ISDN2 £400.44 £385.08 £372.72

National line package
line rental per year’

Source: http://www.KCOM.com/eastyorkshire/pricemanual/business-main.asp and BT

5.171 KCOM'’s return for ISDN2 exchange lines (turnover minus costs) declined by 3% in 2008
relative to 2007"%. The return on mean capital employed remained constant at 13%.

Other competitive constraints (including strategic pricing and dynamic issues)

UK excluding Hull

5.172 ISDNZ2 lines are usually sold as part of a package of business services and ISDN2
prices are not the focal point of competition. There therefore appears to be limited
incentive to price ISDN2 products low in order to drive demand for complementary
products.

5.173 As ISDN2 is nearing the end of its life-cycle the incentives to invest in low prices to gain
market share are likely to be limited. There are three possible reasons for this:

e With increasingly fewer customers to compete for, low prices are less likely to result in
increases in sales, but instead will simply benefit existing customers;

e As customers migrate to IP based products, those customers that continue to purchase
ISDN2 may be less price sensitive; and

e There may be an incentive to keep ISDN2 prices high in order to encourage customers
to migrate to IP solutions if, in doing so, higher margins are likely to be earned in the
future.

Hull area
5.174 As noted above, there is likely little incentive to keep ISDN2 prices low to drive demand

for other products. The limited number of alternative providers for ISDN2 means
competitive pressures are limited.

2 Based on 1-50 lines taken with payment by invoice.
3 Source: KCOM Regulatory Financial Statements year ended 31 March 2008
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Forward look

UK area excluding Hull

5.175

5.176

5.177

BT is likely to face increased competition in the future both from rival WLR based re-
sellers of ISDN2 and from businesses migrating to IP based solutions.

To date, WLR re-sellers have been successful in winning market share, although there
is little evidence that they have imposed a particularly strong competitive constraint on
BT'’s prices and margins. There seems no reason to suppose that the structure or
nature of competition in the market is likely to change in the immediate future, not least
because the ISDN2 product appears to be moving towards the end of its life-cycle so
that there is little incentive for new entrants or other retail competitors to BT to make
major investments aimed at winning market share.

We would expect competition from IP based products to increase leading to a
progressive decline in the size of the ISDN2 market. However, as there is likely to be
limited incentives or ability to resist this trend (which is in any event unlikely to be
affected to any significant extent by ISDN2 prices), we would not anticipate that this
would lead to any significant increase in the competitive constraints on BT.

Hull area

5.178

As above, we would expect the ISDN2 market to decline as companies migrate towards
IP based products. However, we do not anticipate any significant increase in the
competitive pressures in the ISDN market in the Hull area. Entry is unlikely in a product
nearing the end of its lifecycle.

Conclusions on ISDN2 access

UK area excluding Hull

5.179

We consider that BT continues to have SMP in the ISDN2 access market for the
following reasons:

e BT's continuing high market share combined with apparently increasing retail
margins.

o The absence of significant competitors, and apparent barriers to expansion.

¢ While entry has increased, there is little evidence that this has resulted in lower
prices to businesses. BT's retail prices have remained stable in nominal terms until
2007 (while wholesale prices decreased), followed by two nominal price increases of
around 4.8% in 2007 and 3.5% in 2008.

e There are a number of reasons that appear to have contributed to the limited
increase in competition. These include:

o ISDN products are often ancillary to a voice/data solution, and don’t provide the
focal point of competition.

0 BT is obliged to price uniformly off its rate card, so there is little incentive for BT to
reduce prices because rivals are likely to follow.
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o ltis difficult for retailers to differentiate themselves from BT. Incentives to invest in
price cutting and in retailing more generally are limited by the limited demand for
new products and the progressive switch to IP based solutions.

Question 5.5 Do you agree with the analysis set out above for the ISDN2 market in
the UK excluding the Hull area which found that BT continues to have SMP? If not,
please provide reasons.

Hull area

5.180 We consider that KCOM continues to have SMP in the ISDN2 access market for the
same reasons set out for the residential access market (refer to 5.102 to 5.104 above).

Question 5.6 Do you agree with the analysis set out above for the ISDN2 market in
the Hull area which found that KCOM continues to have SMP? If not, please provide
reasons.

ISDN30

5.181 ISDN30 is used primarily by businesses in conjunction with a private branch exchange
(PBX) to provide value added voice services such as low price internal call, extension
numbers and voice mail. In the UK excluding Hull ISDN30 access is provided by BT,
Virgin Media, and re-sellers using WLR. In Hull ISDN30 is provided by KCOM and there
is no WLR provision. CPs can bypass BT’'s or KCOM'’s fixed ISDN30 access by building
networks out to the client, however, this is only likely to be economical for larger
businesses.

Market Shares

UK excluding Hull

5.182 The ISDN30 market has remained relatively static in size over the last five years at
around 3.3 million channels. The number of channels provided by BT has dropped by
12% between 2002 and 2007, giving it a market share of approximately 48%.

Table 5.27 BT's ISDN30 market share (channels) and rental revenues

2002 2003 2004 2005 2006 2007
BT channels™ 1924 1987 1998 1929 1848 1745
(000s)

. 75

Market Size 3200 3300 3200 3100 3200 3600
BT share of 60% 60% 62% 62% 57% 48%
channels
81 rental < < K

Source: BT S135 response and Ofcom Communications Report 2008

5.183 We estimate that Virgin's share of the market currently stands at approximately 8%. The
remainder of the market is accounted for by re-sellers providing ISDN30 access using
either WLR, or by building out to client sites.

™ Source: BT Response to section 135 request
> Ofcom, Communications Report, 2008
"® Information redacted as commercially confidential
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Hull area

5.184 As noted above, there are no WLR ISDN providers serving business customers in Hull
(KCOM's regulatory Financial Statements 2008 report no external sales for ISDN30).

5.185 Some CPs offer ISDN30 services by alternative means (e.g. leased lines). These
alternatives are only likely to be economically attractive for larger businesses.

5.186 The number of ISDN3O0 lines provided by KCOM (shown in the table below) has
increased since 2006 reflecting a growing market.

Table 5.28 KCOM ISDN30 lines

2006/7 2007/8
Number of ISDN30 exchange 1070 1144
lines
% change over previous year 13% 7%

Source: KCOM Regulatory Financial Statements year ended 31 March 2008
Barriers to entry and expansion

UK area excluding Hull

5.187 As noted above for ISDN2, barriers to small scale entry are low. In particular, WLR
allows CPs to offer a retail ISDN30 product without any significant physical investment.
Regulated wholesale access prices also allow new entrants to obtain the same access
price as BT providing a level playing field. There are over 300 companies providing
ISDN30 via WLR.

5.188 However, as noted above, to win ISDN30 contracts firms may well need to offer a whole
range of attractive communication products which makes entry more difficult.

5.189 Barriers to expansion and larger scale entry are likely to be more significant as ISDN30
is purchased by a minority of businesses making it more difficult and costly to reach
customers.

Hull area

5.190 As noted above, it may be feasible for CPs to offer larger businesses ISDN30 services
by alternative means (e.g. leased lines). However, there are no operators offering
ISDN30 via WLR. The prospect of significant entry the ISDN market appears muted.

Customer switching costs and the intensity of competition

UK area excluding Hull

5.191 The market structure of ISDN30 differs from ISDN2 because, in addition to a competitive
fringe of very smaller re-sellers, BT also faces competition from two significant
competitors - Virgin Media and Cable and Wireless who have markets share of 8% and
12% respectively””.

5.192 However, the intensity of rivalry in the market seems broadly similar to ISDNZ2.
Specifically, there has been very little change in prices over the last five years or pricing

" Based on S135 information provided by CPs.
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innovations. The overall picture is the same as ISDN2 with BT losing some sales
mainly to WLR providers, but with no apparent effect on BT'’s prices or margins.

5.193 ISDN3O is often sold as an ancillary product to the more general voice and data needs
of a business. CPs will often compete aggressively to win the general voice and data
contracts and it is the overall pricing of these solutions, and not ISDN30 pricing, which is
typically important in securing and the contract.

5.194 ISDN30 is a relatively homogeneous product and competition takes place largely on the
basis of price. BT is obliged to publish prices and BT’s competitors often compete by
advertising discounts off BT’s rate card. As BT knows that this is the form that
competition takes, there is very little incentive for BT to compete aggressively by
lowering its published retail prices.

5.195 One key difference from ISDN2 is the extent of competition from voice over broadband.
For larger customers, switching to broadband using private networks requires
investment in a new PBX (£50,000 to £100,000). Such a figure is only likely to be
feasible for the biggest companies who make large numbers of internal calls and who
operate on multiple sites.

5.196 However, the incentive to switch to a rival ISDN30 supplier may well be higher than in
the case of ISDN2, largely because the benefits of making the switch are likely to be
greater given the size of expenditure on ISDN30.

Hull area

5.197 As noted above, there are few alternative suppliers in the Hull area thus there is little
scope for switching.

Other competitive constraints (including strategic pricing and dynamic issues)

5.198 The points noted above for ISDN2 also apply to ISDN 30. The ISDN30 market is likely
to decline over time as businesses move towards IP based solutions. This is likely to
happen slowly as PBXs reach the end of their useful lives. Since ISDN30 is nearing the
end of its life-cycle the incentives to invest in low prices to gain market share are likely to
be limited.

Profitability and pricing

UK area excluding Hull

5.199 As for ISDN