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Glossary of terms

080 Determination: The determination of 5 February 2010 made in respect of Ofcom case
ref: CW/01036/03/09, resolving disputes between BT and each of T-Mobile, Vodafone, O2
and Orange concerning BT's tiered, variable termination charges for calls to 080 numbers
contained in NCCN 956.

0845/0870 Determination: The determination of 10 August 2010 made in respect of Ofcom
case ref: CW/01042/01/10 resolving disputes between BT and each of Vodafone, T-Mobile,
H3G, 02, Orange and Everything Everywhere concerning BT’s tiered, variable termination
charges for calls to 0845 and 0870 numbers contained in NCCNs 985 and 986.

08x Determinations: means the 080 Determination and the 0845/0870 Determination.
2003 Act: the Communications Act 2003.

ARP: Average retail price.

CAT: Competition Appeal Tribunal.

CC: Competition Commission.

CP: Communications provider.

CoA: Court of Appeal.

Direct effect: the impact of the NCCN on retail prices of calls to the relevant numbers

Indirect effect: the impact of the NCCN on service providers and, through improved
services, callers, i.e. consumers of such calls.

MCT: Mobile Call Termination.

Mobile tariff package effect: the impact of the termination charges contained in an NCCN
on the prices of other mobile services in the overall MNO offering to its customers.

MNO: Mobile Network Operator; Everything Everywhere, H3G, Vodafone and O2 are
collectively referred to as the MNOs.

MTR: Mobile termination rate.
MVNO: Mobile Virtual Network Operator.

NCCN: Network Charge Change Notice, the mechanism by which BT notifies other
communications providers of changes to its charges pursuant to paragraph 12 of the
Standard Interconnect Agreement.

NCCN 1046 Dispute: the dispute brought by EE, H3G, O2 and Vodafone against BT
concerning BT’s termination charges on 080 calls set out in NCCN 1046.

NCCN 1101 and 1107 Disputes: the disputes brought by EE against BT concerning BT’s
termination charges on 0843/4, 0871/2/3 and 09 calls set out in NCCNs 1101 and 1107
collectively.

NGC: Non-geographic calls.



NGCS Review: Non-Geographic Calls Service Review, a review currently being undertaken
by Ofcom.

NTNP: National Telephone Numbering Plan.
NTS: Number Translation Services.

NTS Condition: NTS Call Origination Condition, one of a number of remedies imposed by
Ofcom as a result of BT’s market power in the market for ‘call origination on public fixed
narrowband networks’.!

NTS hosting: Call management and routeing services provided by the TCP to the NTS SP.
OCP: Originating Communications Provider.

Retention: MNOs retail call price excluding VAT, minus the applicable termination charge.
SMP: Significant Market Power.

SP: Service Provider, the organisations who use NTS numbers for consumers, citizens and
business to contact them.

TCP: Terminating Communications Provider.
WTC: Wholesale Termination Charge.

WTS: Wholesale Tariff Schedule.

! This condition was set under the ‘Review of the fixed narrowband services — wholesale markets’, 15 September
2009 (the ‘Wholesale narrowband market review’)
http://stakeholders.ofcom.org.uk/binaries/consultations/wnmr_statement_consultation/summary/main.pdf
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Section 1

Summary

1.1 This document (the “Provisional Conclusions”) sets out for comment Ofcom’s
proposed resolution to the following disputes (together “the Disputes”):?

¢ the disputes brought by Everything Everywhere (“EE") concerning the wholesale
termination charges (“WTCs") set by British Telecommunications plc (“BT") for
calls to 0843/4 and 0871/2/3 numbers hosted on BT’s network, as set out in
Network Charge Change Notice (“NCCN”) 1101, and BT's WTCs for calls to 09
numbers hosted on BT’s network, as set out in NCCN 11072 (the “NCCN 1101
and 1107 Disputes”); and

¢ the disputes brought separately by EE, Telefonica UK Limited (“O2"), Hutchison
3G UK Limited (“H3G"), and Vodafone Group Services Limited (“Vodafone”)
(collectively “the MNOs") concerning BT's WTCs for calls to 080 numbers hosted
on BT’s network, as set out in NCCN 1007 as corrected by NCCN 1046 (the
“NCCN 1046 Dispute”).

1.2 The WTCs in the Disputes are referred to as being ‘tiered’ as they vary according to
the retail charges of the originating communications provider (“OCP”) in a series of
steps (this type of charging is also known as ‘ladder’ pricing). The charges are paid
by fixed and mobile communications providers to BT for terminating calls to the
number ranges specified in the NCCNs in dispute (“the affected number ranges”).

13 Ofcom has previously considered disputes concerning tiered WTCs introduced by BT
in relation to the 080, 0845 and 0870 number ranges (together “the 08x cases”).®

1.4 In the Disputes, the MNOs contend that BT's WTCs are unfair and unreasonable.®
The MNOs claim that the WTCs will have a negative impact on consumers, or that at
a minimum, BT has failed to demonstrate that the charges will benefit consumers.

15 BT on the other hand believes the WTCs in the Disputes comply with Ofcom’s
analytical framework’ and are beneficial to consumers or at a minimum that the
MNOs have not demonstrated that there will be a material disbenefit to consumers as
a result of the introduction of the WTCs in dispute.

ZWwe felt it appropriate to set out our provisional conclusions for the Disputes in one document given we consider
substantively the same issues in both cases.

¥ NCCN 1107 supersedes NCCN 1102. NCCN 1102 introduced tiered termination charges to the 09 number
range and was effective 1 November 2011 to 30 November 2011. NCCN 1107 was effective 1 December 2011.
*NCCN 1046 supersedes NCCN 1007. NCCN 1046 corrects for typographical errors in NCCN 1007. In our
view, there is no substantive difference between NCCN 1046 and NCCN 1007. Throughout the remainder of this
document we refer to NCCN 1046.

*0on5 February 2010 Ofcom issued a determination resolving disputes between BT and each of T-Mobile (UK)
Limited (“T-Mobile”), Vodafone, O2 and Orange Personal Communications Services Limited (“Orange”)
concerning BT's WTCs for calls to 080 numbers under NCCN 956 (“the 080 Determination”) For further details
see: http://stakeholders.ofcom.org.uk/enforcement/competition-bulletins/closed-cases/all-closed-
cases/cw_01036/. On 10 August 2010 Ofcom issued a determination resolving disputes between BT and each of
Vodafone, T-Mobile, H3G, O2, Orange and EE concerning BT’s termination charges for calls to 0845 and 0870
numbers under NCCNs 985 and 986 (“the 0845/70 Determination”). For further details see:
http://stakeholders.ofcom.org.uk/enforcement/competition-bulletins/closed-cases/all-closed-cases/cw_01042/.

® The MNOs also contend that BT's WTCs represent an abuse of a dominant position by BT. H3G did not raise
the issue that the charges in NCCN 1046 represented an abuse of a dominant position by BT.

" BT raises this argument in the NCCN 1046 Dispute in relation to the analytical framework used by Ofcom in the
080 Determination.
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1.6 The MNOs have requested that Ofcom:
o direct BT to withdraw the NCCN(s);
e require BT to make repayments where appropriate (together with interest); and
e direct BT not to introduce similarly structured WTCs.®

1.7 Ofcom accepted the Disputes for resolution with scopes of determining whether it is
fair and reasonable for BT to apply the WTCs for calls to 080, 0843/4, 0871/2/3 and
09 numbers hosted on its network, specifically set out in NCCNs 1101, 1107 and
1007 (as amended by NCCN 1046), which are based on the level of the retail charge
imposed by OCPs for calls to these numbers.°

Ofcom’s Provisional Conclusions

1.8 Ofcom considers that it could be fair and reasonable for BT to introduce tiered WTCs.
In order to assess whether the charges in the Disputes are fair and reasonable we
have used an analytical framework which is substantively the same as that which we
used in the 08x cases and which sets out an approach that was considered
appropriate by the Competition Appeal Tribunal (“CAT") and by the Court of Appeal
(“CoA") in the subsequent appeal of the CAT’s judgment. Broadly, the framework
comprises three principles:

o to satisfy the first principle, the WTCs should not deny MNOs the opportunity to
recover their efficient costs of originating calls;

¢ to satisfy the second principle, the WTCs should be beneficial to consumers; and
e to satisfy the third principle, the WTCs should be practical to implement.

1.9 These principles are cumulative, in the sense that each principle must be satisfied
before Ofcom will consider a charge to be fair and reasonable.

1.10 Our provisional conclusions are summarised below for each of the three NCCNs in
dispute.

NCCN 1101

1.11 We provisionally conclude that BT's charges for 0843/44 and 0871/2/3 numbers are
not fair and reasonable.

1.12  Although we have provisionally found that BT’s charges do not deny EE the
opportunity to recover its efficient costs of originating calls to the affected number
ranges, and are practicable to implement, our provisional conclusion is that it is
uncertain whether NCCN 1101 will result in a net benefit or net detriment to
consumers.

1.13 Given the uncertainty which we have identified as to whether NCCN 1101 will result
in a net benefit or net detriment to consumers, and in light of our overriding statutory

8 In the NCCN 1046 Dispute, EE also requests that Ofcom direct BT to introduce an origination payment for
MNOs for all calls that are free-to-caller.

° Ofcom did not accept the contention that BT's WTCs represents an abuse of a dominant position as part of the
scope of the Disputes. Whilst we note the parties to the Disputes raise arguments in relation to BT having market
power, given this is not within the scope of the Disputes we do not set out these issues in this document.



duties to further the interests of consumers under sections 3 and 4 of the 2003 Act,
we consider that it is appropriate for us to place greater weight on the potential
detriments to consumers that might arise from NCCN 1101.

NCCN 1107

1.14

1.15

1.16

We provisionally conclude that BT’s charges for 09 numbers are not fair and
reasonable. '

Although we have provisionally found that BT’s charges do not deny EE the
opportunity to recover its efficient costs of originating calls to the affected number
ranges, and are practicable to implement, our provisional conclusion is that it is
uncertain whether NCCN 1107 will result in a net benefit or net detriment to
consumers.

Given the uncertainty which we have identified as to whether NCCN 1101 will result
in a net benefit or net detriment to consumers, and in light of our overriding statutory
duties to further the interests of consumers under sections 3 and 4 of the 2003 Act,
we consider that it is appropriate for us to place greater weight on the potential
detriments to consumers that might arise from NCCN 1107.

NCCN 1046

1.17

1.18

1.19

We provisionally conclude that BT’s charges for 080 numbers are also not fair and
reasonable.

Although we have provisionally found that BT’s charges do not deny MNOs the
opportunity to recover their efficient costs of originating calls to 080 numbers, and are
practicable to implement, our provisional conclusion is that it is uncertain whether
NCCN 1046 will result in a net benefit or net detriment to consumers.

Given the uncertainty which we have identified as to whether NCCN 1101 will result
in a net benefit or net detriment to consumers, and in light of our overriding statutory
duties to further the interests of consumers under sections 3 and 4 of the 2003 Act,
we consider that it is appropriate for us to place greater weight on the potential
detriments to consumers that might arise from NCCN 1046.

Provisional conclusions

1.20

1.21

1.22

In light of our provisional conclusions that none of the WTCs in NCCNs 1101, 1107
and 1046 are fair and reasonable, we propose to determine that BT should withdraw
the NCCNs and revert to the terms on which they were trading prior to the imposition
of NCCNs 1101, 1107 and 1046.

To the extent that BT has received any payments under the NCCNs in dispute, we
provisionally conclude that it is appropriate for Ofcom to exercise its powers under
section 190(2)(d) of the 2003 Act to require BT to repay by way of an adjustment for
overpayment any amounts paid under the NCCNSs together with interest on these
amounts at the Oftel Interest Rate. This will return all parties to the position that
would have prevailed prior to the introduction of the NCCNs in dispute.

In relation to NCCNs 1101 and 1107, [¥].

19 we believe our provisional conclusions in relation to NCCN 1107 also hold in relation to NCCN 1102.



1.23

In relation to NCCN 1046, [<].

Structure of the remainder of this document

1.24

1.25

In line with Ofcom’s Dispute Resolution Guidelines,** this document sets out for
comment the main elements of our provisional reasoning and assessment in relation
to the matters in dispute.

In Section 2 we set out the relevant factual background. In Section 3 we set out the
analytical framework. Our analytical framework is set up to balance our various
regulatory and statutory objectives as they apply to the charges in Dispute. In
Sections 4-6 we go on to apply that analytical framework to each of the sets of
charges in Dispute, assessing each of them against our regulatory and statutory
objectives in order to determine whether we consider them to be fair and reasonable.
Finally, in Section 7 we consider whether we should exercise our discretion to order
any repayments in this case.

Next steps

1.26

1.27

1.28

In line with our Dispute Resolution Guidelines, we have set a period of fifteen working
days for stakeholders to comment on our provisional conclusions. In light of the fact
that the deadline for responding would fall on 24 December, we have decided to
allow the Parties and other interested parties until 5pm on 28 December 2012 to
comment on our Provisional Conclusions.

After considering any comments received, Ofcom will make a final decision for
resolving the Disputes. Details of how interested parties should respond to this
consultation are set out in Annexes 1 and 2.

We note that BT has applied for permission to appeal the Court of Appeal’s judgment
in the 08x cases to the Supreme Court. In light of our ongoing duty to resolve
disputes as quickly as possible, we consider it appropriate to issue these provisional
conclusions whilst that request for permission to appeal is pending.

! Dispute Resolution Guidelines, 7 June 2011. See:
http://stakeholders.ofcom.org.uk/binaries/consultations/dispute-resolution-guidelines/statement/guidelines.pdf.
We accepted the NCCN 1046 Dispute under the previous Dispute Resolution Guidelines but consider it
appropriate to set out provisional conclusions in line with our current Guidelines.
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Section 2

Introduction and background

Disputes referred to Ofcom
NCCNs 1101 and 1107

EE’s submission

2.1 EE sent us a dispute submission on 14 March 2012 (“EE’'s NCCN 1101 and 1107
dispute submission”). In its submission, EE alleges that the WTCs in NCCNs 1101
and 1107 are not fair and reasonable and are likely to result in a material disbenefit
to consumers or, alternatively, are unlikely to provide a benefit to consumers. We set
out further detail of EE’s submission in relevant parts of our analysis in Sections 4-6.

2.2 In its submission, EE contends that the termination charges represent an abuse of a
dominant position by BT in the market(s) for the termination of calls to the number
ranges covered by the NCCNs. "

2.3 EE submits that Ofcom should: direct BT to withdraw NCCNs 1101 and 1107, require
BT to make repayments where appropriate™® (together with interest) and direct BT
not to introduce similar “ladder” charges.

BT comments on EE’s submission

2.4 We gave BT a copy of EE's NCCN 1101 and 1107 dispute submission. In
response,14 BT noted that EE has not demonstrated that there will be a material
disbenefit to consumers as a result of the introduction of NCCNs 1101 and 1107.%
BT also provided a note from Professor Dobbs to support its position. We discuss
BT'’s letter and Professor Dobbs’ note in the relevant parts of our analysis in Sections
4-6.

NCCN 1046

The MNOs’ submissions

2.5 On 17 August 2010 we received a dispute submission from EE (“EE’'s NCCN 1046
dispute submission”). We subsequently received further dispute submissions from
02 (dated 23 September 2010) (“O2's NCCN 1046 dispute submission”), Vodafone
(dated 8 October 2010) (“Vodafone’s NCCN 1046 dispute submission”) and H3G
(dated 25 October 2010) (“H3G’s NCCN 1046 dispute submission”).

2 The question of whether BT has a dominant position in the market and the contention that the introduction of
NCCNSs 1101 and 1107 represents an abuse of that position are beyond the scope of the Disputes so we do not
go on to address this contention in our analysis in Sections 4-6. In the 080 Determination, we noted that BT is
not under SMP obligations or any pricing regulation in a market that includes the termination of 080 calls.
Furthermore, for the period relevant to the 080 Determination no analysis of dominance by BT was undertaken
and so there was no finding of dominance (or non-dominance). We noted that, as the 080 Determination was not
a Competition Act investigation, it did not consider whether there was an abuse of a dominant position. We
consider that the same reasoning applies in the context of the Disputes.

3\We understand no payments have been made by EE concerning NCCNs 1101 and 1107.

1“BT letter of 26 March 2012: Potential dispute relating to BT’s termination charges for 0844, 0871 and 09 calls.
*BT also rejected EE’s assertion that the introduction of NCCNs 1101 and 1107 pursuant to its contractual right
under paragraph 12 of the SIA, can amount in and of itself, to any indication of dominance or SMP.



2.6

2.7

2.8

2.9

In their initial dispute submissions, the MNOs’ all make the following key arguments:

e the charges in NCCN 1046 will not be beneficial to consumers and would instead
result in higher 080 call charges to consumers;

e BT is not justified in introducing the charges as set out in NCCN 1046;

o WTCs should not be linked with retail charges and should instead be based upon
underlying costs;

o the structure of charges in NCCN 1046 is discriminatory and unfair; and

e NCCN 1046 is unworkable and impractical.

We set out other arguments made by specific MNOs in Section 6.

The MNOs submit that Ofcom should:

e direct BT to withdraw NCCN 1046;

e require BT to make repayments where appropriate (together with interest); and
e direct BT not to introduce similar “ladder” charges.

In addition, EE submits that Ofcom should direct BT to introduce an origination
payment for MNOs for all calls that are free-to-caller.

BT’s comments on the MNOSs’ submissions

2.10

We provided BT with copies of the MNOs’ submissions.'® BT responded with a
submission®’ setting out its views on how it believed the WTCs in NCCN 1046
satisfied the three principles comprising Ofcom’s analytical framework from the 080
Determination. In our analysis in Section 6 we refer to the specific arguments made
by BT.

Calls to the affected number ranges

2.11

2.12

All of the number ranges covered by the NCCNs in the Disputes are non-geographic
number ranges. Non-geographic numbers do not relate to a specific geographic
location, and calls to these numbers are therefore ‘translated’ by the network to a
geographic number in order to deliver the call to its destination. Because of this,
non-geographic calls (‘“NGC") are also referred to as ‘number translation services’
(“NTS").

Non-geographic numbers are typically used by Service Providers (“SPs”) to provide a
range of services to callers. These calls generally involve a number of parties in
addition to the caller and the SP, including the OCP that originates the call and the
terminating communications provider (“TCP”) that hosts the number called on behalf
of the relevant SP. The role of these different parties is as follows:

gt responded to EE’s submission on 8 October 2010, to O2’s submission on 11 October 2010 and to H3G's
submission on 3 December 2010.

" BT's submission of 8 October 2010 is its most detailed submission on the issues raised by the MNOs which we
refer to as “BT's NCCN 1046 dispute submission.”



2.13

2.14

e acaller on a fixed or mobile network operated by the OCP dials a number in the
affected number range;

o the OCP identifies this as a NGC and conveys the call to the appropriate TCP
either directly or by using a transit operator. Where the call is handed over from
an OCP to a TCP, the OCP typically keeps a portion of the money paid by the
consumer for making the call. The rest of the money is paid to the TCP as a
termination payment. Where calls are not charged to the consumer (for example
some calls to 080 numbers which is discussed further below) there may be a
payment to the OCP by the TCP or SP;

e the TCP then identifies the geographic number mapped to the non-geographic
number and sends the call to that location. As mentioned above, TCPs generally
receive termination revenue from OCPs for calls to non-geographic numbers
which they host. For some number ranges, the regulatory regime*® supports the
use of NTS as a micro-payment mechanism for the various services offered by
SPs. The TCP may pass some of the termination revenue to the SP and this
helps pay for the service being provided by the SP (this is known as 'revenue
sharing’). The TCP may also charge the SP for the hosting service it provides. In
the case of low-cost calls to non-geographic numbers, the TCP may not share the
termination revenues with the SP but instead may reduce or waive the charges
for hosting services that the SP would otherwise pay; and

o the call is received by the SP (this may include going through an intermediary
such as a reseller, which offers hosting services for non-geographic numbers).

An SP’s decision as to which number range to use to offer its services will be based
in part on the retail price at which it expects calls to that number to be offered and the
attractiveness of the deals they can obtain from TCPs. Further background on each
of the affected number ranges is set out at paragraphs 2.15-2.28. For example,
charities generally select 080 or lower cost 08 numbers in order to enable their
customers to contact them at zero or low cost. SPs which intend to generate income,
such as those running voting lines for high profile TV shows, are more likely to select
higher rate 08 numbers or 09 numbers.

Callers decide whether to use number translation services based on the retail price
(to the extent the retail price is known by them) and the value or attractiveness of the
services offered by SPs. As noted above, whilst callers have no direct payment
relationship with SPs, revenue sharing arrangement by which TCPs pass through a
proportion of their termination revenue provides a form of micropayment for services
provided by SPs.

¥ The regulatory mechanism that heavily influences revenue sharing is the NTS Call Origination Condition (“NTS
Condition”) which is one of a number of remedies imposed by Ofcom as a result of the BT’s Significant Market
Power (“SMP") in the market for ‘call origination on public fixed narrowband networks.” A key feature of the NTS
Condition is an obligation on BT to originate and retail calls to certain NTS numbers on behalf of TCPs. BT is
only permitted to retain cost-related charges for originating those NTS calls (including costs of retailing) and must
pass the remaining revenues over to the TCP. This allows the TCP to cover its costs of termination and hosting
and pass on some of the termination charge to the SP in the form of a revenue share.

10



The affected number ranges and NCCNs in dispute
NCCN 1101

2.15 BT notified industry of changes to the WTCs which relate to the 0843/4 and 0871/2/3
numbers on 2 September 2011 through NCCN 1101 which came into effect on 1
October 2011." The charges vary in a series of steps which depend on the retail
price of the MNO originating the call, the time of the day the calls are made, and the
charge band for the number called as set out in the NCCN. The features of NCCN
1101 are described in detail at Section 4.

0843/4 numbers

2.16 0843/4 numbers are used to access a wide range of lower cost services including
pre- and post-sales enquiry lines, public sector services, transaction services and
information services, as well as legacy pay-as you-go dial-up narrowband internet
services.

2.17 The 0843/4 number range is designated as a “Special Services basic rate” in the
National Telephone Numbering Plan (“NTNP”).?* The NTNP specifies that BT’s retail
price for calls to these numbers must be no greater than 4.26 pence per minute or
per call.?* The NTS condition regulates BT’s retention on such calls. The NTNP
does not place any restrictions on the retail prices of other OCPs, and hence retalil
prices for calls to these numbers may vary between OCPs.

0871/2/3 numbers

2.18 These number ranges are principally used to provide access to higher cost pre- and
post-sales enquiry lines, some public sector services and services such as the
international telephony services provided by resellers.

2.19 The 0871/2/3 number ranges are designated as “Special Services higher rate” in the
NTNP. The NTNP specifies that BT's retail price for calls to these numbers must be
no greater than 8.51 pence per minute or per call.?* The NTS condition regulates
BT's retention on such calls. The NTNP does not place any restrictions on the retail
prices of other OCPs, and hence retail prices for calls to these numbers may vary
between OCPs.

NCCN 1107

2.20 BT notified industry of changes to the WTCs which relate to the 09 number ranges on
3 October 2011 through NCCN 1102 which was effective from 1 to 30 November
2011. NCCN 1107 supersedes NCCN 1102. NCCN 1107 was effective 1 December
2011, and specifies wholesale tariff schedules covering the same charge bands as
NCCN 1102.

19 prior to the introduction of NCCN 1101, OCPs paid per call and per minute termination charges to BT for calls
to the relevant 0843/4 and 0871/2/3 numbers that are terminated on BT’s network. These charges differed
depending on the time of the day the calls were made and also by the applicable charge band set by BT.

% This is a document published by Ofcom that specifies the telephone numbers that Ofcom has determined
should be available for allocation and the rules that Ofcom applies in specifying the uses for all number ranges,
including NTS number ranges. Communications providers to whom Ofcom has allocated NTS numbers are
responsible for ensuring that these numbers are used in accordance with the designations given in the NTNP.
2L This figure is exclusive of VAT.

2 This figure is exclusive of VAT.

11



2.21 The charges in NCCN 1107 and NCCN 1102 vary in a series of steps according to
the retail charges of the MNO originating the call, the time of the day the calls are
made and the charge bands of the calls. The features of NCCN 1107 are described
in detail at Section 5.

09 numbers

2.22 09 numbers are designed for Premium Rate Services (“PRS”) and are used mainly to
access competitions, TV voting lines, scratch cards, adult entertainment, chat lines
and some post-sales services such as technical support.

2.23 The 09 number range is designated as “Special Services Premium Rate” in the
NTNP. The NTNP specifies that BT's retail price for calls to these numbers are
generally either (a) higher than 8.51 pence per minute up to and including 127.66
pence per minute or (b) fixed fee calls costing over 8.51 pence up to and including
127.66 pence per minute.?® The NTS condition regulates BT'’s retention on such
calls. The NTNP does not place any restrictions on the retail prices of other OCPs,
and hence retail prices for calls to these numbers may vary between OCPs.

NCCN 1046

2.24 BT notified industry of the changes to the WTCs which relate to the 0800 and 0808
number ranges (together “080” number range) on 3 March 2010 through NCCN 1007
which came into effect on 1 April 2010. Certain amendments to the WTCs in NCCN
1007 were made by NCCN 1046 which was effective from 25 August 2010.%

2.25 The WTCs set out in NCCN 1007 replace those set out in NCCN 911. BT initially
introduced WTCs set out in NCCN 956 to replace those in NCCN 911 but was
required to withdraw NCCN 956 as a result of the 080 Determination. The features
of NCCN 1046 are described in detail at Section 6.

080 numbers

2.26 080 numbers are used for a variety of services, which are provided by both private
and public organisations. Typical services can include non-profit and charity
helplines, some government and social services, customer sales enquiry lines, and
customer support lines for commercial services.

2.27 The 080 number range is designated as “Special Services” in the NTNP. The NTNP
specifies that the calls should be free of charge except where charges are notified to
callers at the beginning of the calls.

2.28 Ofcom’s policy preference is that calls to 080 numbers ought to be free or as close to
free as possible to the caller.”® Our preference is not altered by the fact that many
MNOs charge for some 080 calls.?

2 Al figures are exclusive of VAT.

# For the purposes of resolving of the Disputes we have undertaken our analysis using NCCN 1046 from 1 April
2010 given the limited amount of time NCCN 1007 was in place. NCCN 1046 corrects for typographical errors in
NCCN 1007. In our view, there is therefore no substantive difference between NCCN 1046 and NCCN 1007.

% The 080 Determination, paragraph 2.33.

% Some calls to some 080 numbers are free from all OCPs (including the MNQOs). These “zero rated” calls are
the result of direct, bilateral, arrangements between OCPs and SPs. We understand that most of these
arrangements are brokered by the Helplines Association (“THA”"), see http://www.helplines.org.uk/. MNOs (as
OCPs) absorb the cost of origination for these calls and receive no payment either from the caller or the called
party. Zero-rating arrangements can also be concluded outside THA processes. We understand that some of

12
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Ofcom’s strategic review of non-geographic numbers

2.29

2.30

2.31

2.32

2.33

We are currently undertaking a strategic review of non-geographic numbers which
aims to simplify their presentation and use. This is known as the Non-Geographic
Calls Service ("NGCS”) review.

In December 2010 we published a consultation (‘“NGCS review December 2010
consultation”) which set out our view that the market was not working well for
consumers. We consulted on options for wide-ranging changes to the regulation of
non-geographic numbers to address the problems identified.?” The responses to that
consultation and our subsequent research provided further evidence of our view that
there was clearly identified substantial consumer detriment arising from the retail
market failures and this supported a case for reform of that market.

In April 2012, we published a further consultation setting out more detailed proposals
for changes to the way non-geographic calls are regulated (“NGCS review April 2012
consultation”). This consultation sets out proposals to make prices of non-
geographic calls clearer to consumers as follows:?

o freephone (specifically 080) numbers: we have proposed that calls to 080
numbers should be completely free from all fixed and mobile telephones; and

e unbundled tariff: we have proposed to introduce a new tariff structure for most
other non-geographic number ranges (including all 084, 087 and 09 number
ranges). Our proposal involves separately making transparent to consumers: (i)
the money that is paid to a customer’s phone company for originating the calls
and (ii) the money that is paid to the TCP to cover the costs of routing and
managing the non-geographic numbers, the cost of the receiving the call service
and, where this occurs, payment for the service the consumer is receiving.

We plan to publish our final decision on these proposals by the end of 2012/early
2013 in light of responses to the NGCS review April 2012 consultation. In the event
that we decide to proceed with our proposed changes, we currently expect there
would be an implementation period of around 18 months before these measures
come into effect. In other words, we currently expect that our proposed changes, if
we decide to proceed, would come into effect around mid 2014.

Separate to a final decision on these proposals, there are related consultations
ahead of the final statement on the NGCS review as a whole. In particular, we have
published a separate consultation on the options for the service charge caps for 09
and 118 numbers in the unbundled tariff regime.?

these SPs may pay a fee direct to the MNO to cover the costs of origination. For example, in 2010, the
Department of Work and Pensions (“DWP”) reached a commercial agreement with O2, Orange, Tesco Mobile, T-
Mobile, Virgin Mobile and Vodafone to end charges to their customers for mobile calls to around seventy of its
0800 numbers, see: http://www.dwp.gov.uk/previous-administration-news/press-releases/2010/january-
2010/dwp007-150110.shtml.

2 http://stakeholders.ofcom.org.uk/binaries/consultations/simplifying-non-geo-numbers/summary/non-geo.pdf.

it http://stakeholders.ofcom.org.uk/consultations/simplifying-non-geographic-no/.

2 http://stakeholders.ofcom.org.uk/binaries/consultations/prs-high-rate/summary/condoc.pdf.
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Dispute resolution

Ofcom’s duty to handle disputes

2.34

2.35

Section 185(1)(a) of the 2003 Act provides (in conjunction with section 185(3)) that in
the case of a dispute relating to the provision of network access between different
CPs, any one or more of the parties to such a dispute may refer it to Ofcom. Section
185(1A) of the 2003 Act provides (in conjunction with section 185(3)) that in the case
of a dispute relating to the provision of network access between a CP and a person
who is identified, or is a member of a class identified, in a condition imposed on the
CP under section 45 of the 2003 Act, and where the dispute relates to entitlements to
network access that the CP is required to provide to that person by or under that
condition, any one or more of the parties may refer it to Ofcom. Where a dispute
appears to satisfy the criteria of both section 185(1) and section 185(1A) of the 2003
Act, it is to be treated for the purposes of both section 186 and section 190 of the
2003 Act, as falling within section 185(1A) of the 2003 Act.*°

Section 186(2) of the 2003 Act provides that where a dispute is referred to Ofcom in
accordance with section 185, Ofcom must decide whether or not it is appropriate to
handle it. Section 186(3) provides that Ofcom must decide that it is appropriate for it
to handle a dispute falling within section 185(1A) unless there are alternative means
available for resolving the dispute. A resolution of the dispute by those means must
be consistent with the Community requirements set out in section 4 of the 2003 Act,
and those alternative means must be likely to result in a prompt and satisfactory
resolution of the dispute.

Ofcom’s powers when determining a dispute

2.36

2.37

Ofcom’s powers in relation to making a dispute determination are limited to those set
out in section 190 of the 2003 Act. Except in relation to disputes relating to the
management of the radio spectrum, Ofcom’s main power is to do one or more of the
following:

¢ make a declaration setting out the rights and obligations of the parties to the
dispute (section 190(2)(a));

e give a direction fixing the terms or conditions of transactions between the parties
to the dispute (section 190(2)(b));

e give a direction imposing an obligation to enter into a transaction between
themselves on the terms and conditions fixed by Ofcom (section 190(2)(c)); and

e give a direction requiring the payment of sums by way of adjustment of an
underpayment or overpayment, in respect of charges for which amounts have
been paid by one party to the dispute, to the other (section 190(2)(d)).

A determination made by Ofcom to resolve a dispute binds all the parties to that
dispute (section 190(8)).

Ofcom’s duties when determining a dispute

2.38

When resolving a dispute under the provisions set out in sections 185 to 191 of the
2003 Act, Ofcom is exercising one of its regulatory functions. As a result, when

%9 See paragraph 148 of [2012] CAT 28, Telefonica UK Limited v Ofcom.
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Ofcom resolves disputes it must do so in a manner which is consistent with both
Ofcom’s general duties in section 3 of the 2003 Act, and (pursuant to section 4(1)(c)
of the 2003 Act) the six Community requirements set out in section 4 of the 2003 Act.
The six Community requirements give effect, amongst other things, to the
requirements of Article 8 of the Framework Directive.!

2.39 Where a dispute falls within section 185(1) of the 2003 Act, section 190 2(A) of the
2003 Act provides that Ofcom must exercise their powers in the way that seems to
them most appropriate for the purpose of securing: efficiency, sustainable
competition, efficient investment and innovation and the greatest possible benefit for
the end-users of public electronic communications services. Section 190(2A) can
only apply to those disputes that are conducted as well as determined after the date
on which it came into operation (26 May 2011).* We do not consider that section
190(2A) of the Act applies to the Disputes (see above and paragraph 2.41 below). In
any event we consider that our analytical framework and proposed resolution of the
Disputes in accordance with our statutory duties is consistent with these objectives
and that these are captured in the three principles of our analytical framework as set
out in Section 3.%

Accepting the Disputes for resolution

NCCNs 1101 and 1107

2.40 Having considered all of the comments made by EE and BT, Ofcom was satisfied
that the parties were in dispute in relation to the charges set out in NCCNs 1101 and
1107 within the meaning of section 185(1A) of the 2003 Act. If that were not the case,
Ofcom considered that it would have jurisdiction under section 185(1)(a) of the 2003
Act, and that Ofcom would exercise its discretion to handle the dispute. Ofcom
considered that the dispute meets the relevant statutory criteria and it is appropriate
for Ofcom to handle according to section 186 of the 2003 Act. Accordingly, Ofcom
accepted the dispute for resolution on 4 April 2012 and informed the Parties of the
decision shortly thereatfter.

NCCN 1046

2.41 Ofcom accepted the NCCN 1046 Dispute for resolution on 10 September 2010
having considered all the representations made by EE** and BT.*® Ofcom concluded
that the NCCN 1046 Dispute falls within the scope of section 185(1) of the Act and
pursuant to Section 186 of the Act we considered that it is appropriate for us to
handle the dispute.®® Ofcom also considered that the dispute satisfies the criteria set

%! Directive 2002/21/EC of 7 March 2002.

%2 See paragraph 133 of [2012] CAT 28, Telefonica UK Limited v Ofcom.

%3 See paragraph 150 of [2012] CAT 28, Telefonica UK Limited v Ofcom.

3% EE notes at paragraph 1.7 of its dispute submission that NCCN 1046 was notified to each of T-Mobile and
Orange prior to the completion of the joint venture between T-Mobile and Orange to form EE and that each of T-
Mobile and Orange are in dispute with BT regarding NCCN 1046. Where we refer to EE in the context of the
NCCN 1046 Dispute, we mean T-Mobile and Orange.

% On 15 November 2010 BT appealed Ofcom’s decision to accept the NCCN 1046 Dispute for resolution. The
appeal was heard by the CAT on 7 and 8 March 2011. The CAT issued its judgment on 3 May 2011 and
unanimously dismissed BT's appeal. British Telecommunications plc v Office of Communications [2011] CAT 15
http://www.catribunal.org.uk/files/1171-72_BT_Judgment_030511.pdf.

% Ofcom accepted the NCCN 1046 Dispute for resolution prior to the date that section 185(1A) of the 2003 Act
came into force (i.e. 26 May 2011). Ofcom considers the NCCN 1046 Dispute to be a section 185(1) dispute as
each of the Parties to the dispute is a Communications Provider and the dispute relates to provision of network
access given that it concerns interconnection between each of the MNOs and BT under the terms of the
Standard Interconnect Agreement:
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out in our dispute resolution guidelines, and in line with those guidelines, we did not
consider that there are appropriate alternative means for resolving the dispute.*’

2.42 We also received dispute submissions from O2, H3G and Vodafone in relation to the
WTCs set out in NCCN 1046. We decided that the principal issues raised in these
submissions were essentially the same as those we were already considering in the
NCCN 1046 Dispute. We therefore decided that BT and each of EE, 02, H3G and
Vodafone were in dispute about BT'’s termination charges for 080 calls and
considered it appropriate to join O2, H3G and Vodafone as parties to the NCCN 1046
Dispute.

Scope of the Disputes

NCCNs 1101 and 1107

2.43 On 4 April 2012, Ofcom published details of these disputes, including the scope, in
our Competition and Consumer Enforcement Bulletin.® The scope of the NCCN
1101 and 1107 Disputes is:

To determine whether it is fair and reasonable for BT to apply
termination charges for calls to 0843/4 and 0871/2/3 number ranges,
specifically set out in NCCN 1101, and the 09 number range,
specifically set out in NCCN 1107, hosted on its network, which are
based on the level of the retail charge imposed by OCPs for calls to
these numbers.

2.44 NCCNs 1101 and 1107 contain a number of different wholesale tariff schedules that
correspond to BT'’s retail price charge bands for the 0843/4, 0871/2/3 and 09 number
ranges covered by these NCCNs.* The wholesale tariff schedule varies by charge
band and also by time of day (i.e. daytime, evening and weekend).

2.45 NCCN 1101 specifies different wholesale tariff schedules for 13 charge bands with
three time of day variants for each charge band. Hence there are in total 39 different
wholesale tariff schedules for NCCN 1101. NCCN 1107 specifies wholesale tariff
schedules for 53 charge bands with three time of day variants for each charge band.
Hence there are in total 159 different wholesale tariff schedules for NCCN 1107.

NCCN 1046

2.46 On 14 September 2010, we published details of the NCCN 1046 Dispute, including
the scope, in our Competition and Consumer Enforcement Bulletin.*’ The scope of
the dispute is:

To determine whether it is fair and reasonable for BT to apply new
termination charges for calls to 080 numbers hosted on its network,
which are based on the level of the retail charge made by OCPs for

https://www.btwholesale.com/pages/static/Pricing_and_Contracts/Reference_Offers/Telephony.html. Our powers
and duties to resolve certain disputes are set out at sections 185-191 of the 2003 Act.

%7 Since the dispute was accepted we have updated our dispute resolution guidelines.

¥ See http://stakeholders.ofcom.org.uk/enforcement/competition-bulletins/open-cases/all-open-cases/cw_01088/.
%9 Each of these charge bands corresponds to a particular retail price that BT charges its customers for making a
call to a number in this range. An SP who purchases a hosting service from BT for one of these number ranges
thus indicates its preferred retail call price, and BT issues the SP with a number from a range that is priced at this
point.

4 http://stakeholders.ofcom.org.uk/enforcement/competition-bulletins/open-cases/all-open-cases/cw_01055/.
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calls to these numbers, as specifically set out in NCCN1007 (as
corrected by NCCN1046).

Interested parties

2.47 Six stakeholders, Virgin Media**, Gamma*, Vodafone, H3G, Cable & Wireless
Worldwide*® and O2 have expressed an interest in the NCCN 1101 and 1107
Disputes. Of these interested parties, Vodafone* and H3G* provided us with more
substantive submissions which we refer to in further detail in Sections 4-6 as
relevant.

2.48 Two stakeholders, Cable & Wireless Worldwide and Virgin Media, have expressed
an interest in the NCCN 1046 Disputes.

Information relied upon in resolving the Disputes

Information from the parties collected as part of the Disputes

2.49 In coming to our Provisional Conclusions, we have relied on submissions made by
the Parties and Interested Parties referred to above.*® Additionally we have
considered the related correspondence provided by the MNOs and BT including:

e responses from the MNOs and BT to our request for information*’ under section
191 of the 2003 Act dated 18 October 2010 (the “first s191 notice NCCN 1046
Dispute”);*

e BT’'s responses to our letter 23 April 2012;

e BT’s responses to our questions 15 May 2012;

e material provided at or after a meeting with BT on 24 May 2012;

e material provided at or after a meeting with EE on 29 May 2012;

e responses to request for information®® under section 191 of the 2003 Act to EE*

dated 12 June 2012 (“first s191 notice NCCNs 1101 and 1107 Dispute”) and our
clarification questions related to this notice;*

*LVirgin Media Inc.

2 Gamma Telecom Holdings Limited.

“3 Cable and Wireless Worldwide Plc.

** Vodafone submission 18 May 2012.

> H3G letter of 27 April 2012.

6 Including EE’s dispute submission, BT’s response to EE’s dispute submission, and the submissions made by
the interested parties.

“Twe requested information to help inform us of the likely impact of NCCN 1046 and included questions
regarding retail prices, call volumes, other TCPs.

B BT responded to this notice on 1 November 2010. EE responded to this notice on 2 and 5 November 2010. O2
responded to this notice on 2 and 3 November 2010. H3G responded to this notice on 1 and 4 November 2010.
Vodafone responded to this notice on 1 November 2010.

we requested information to help inform the likely impact of the NCCNSs in dispute on (i) EE’s likely ability to
recover its efficient costs of origination, (ii) retail prices for the number ranges in disputes and (iii) revenue
retention earned by MNOs, BT and SPs on calls to the number ranges covered by the NCCNs in dispute.

%0 As the NCCN 1101 and 1107 Disputes relate to EE and not other MNOs, the information we requested (and
our analysis) is limited in this regard.

*LEE responded to the notice on 22 June 2012 and to our clarification questions on 6 July 2012.
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e responses from Vodafone, O2 and H3G to our request for information®? under
section 191 of the 2003 Act dated 12 July 2012 (the “second s191 notice NCCN
1046 Dispute”);>® and

e responses to our request for information®* under section 191 of the 2003 Act to
EE dated 17 July 2012 (the “second s191 notice for the Disputes”).*

Other information

2.50 These Provisional Conclusions also draw from information from the following
sources:

e the NGCS review;
e information received in the context of the 08x cases;
¢ Judgments made by the CAT and CoA in respect of the 08x cases; and

e responses from the interested parties to the Disputes.

The 08x Cases

08x Determinations

2.51 On 5 February 2010, Ofcom issued a determination in respect of disputes between
BT and each of T-Mobile, Orange, Vodafone and O2. The disputes concerned BT'’s
WTCs for calls to 080 numbers as set out in NCCN 956. Ofcom concluded that the
tariffs introduced by BT were not fair and reasonable.®

2.52 On 10 August 2010, Ofcom issued a determination in respect of disputes between
BT and each of Vodafone, T-Mobile, H3G, O2, Orange and EE. The disputes
concerned BT's WTCs for calls to 0845 and 0870 numbers, as set out in NCCNs 985
and 986. Ofcom concluded that the tariffs were not fair and reasonable.®’

CAT Judgment and subsequent appeal to Court of Appeal

2.53 The 08x cases were appealed by BT to the CAT, whilst EE also appealed the
0845/0870 Determination. On 1 August 2011, the CAT handed down its judgment in
respect of these appeals (the “CAT Judgment”).®® The CAT agreed with the
analytical framework applied by Ofcom but disagreed with Ofcom’s approach under
the second principle in weighing up the various regulatory objectives to determine, on
balance, that the tariffs would not benefit consumers. The CAT considered that
where the assessment of consumer benefit was inconclusive, the balance should

*2 Given the passage of time since the first notice, we requested updated information from the MNOs.

3 H3G and Vodafone responded on 27 July 2012. O2 responded on 27 July and 10 August 2012.

** Under this notice we requested information for both the NCCN 1046 Dispute and the NCCN 1101 and 1107
Disputes. In relation to the NCCN 1101 and 1107 Disputes we requested some information to better our
understanding of other TCPs’ WTCs and other information concerning retail revenue and numbers of mobile
subscribers.

% EE responded to this notice on 31 July 2012.

% See: http://stakeholders.ofcom.org.uk/enforcement/competition-bulletins/closed-cases/all-closed-
cases/cw_01036/.

7 See: http://stakeholders.ofcom.org.uk/enforcement/competition-bulletins/closed-cases/all-closed-
cases/cw_01042/.

8 BT and Everything Everywhere Limited v Ofcom [2011] CAT 24. See: http://www.catribunal.org.uk/238-
7221/Judgment.html.
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weigh in favour of the contractual right of the party proposing the change and
concluded that BT was entitled to impose the 08x termination rates.

2.54 The CAT's decision was subsequently appealed to the Court of Appeal by O2 on the
one hand, and collectively Vodafone, EE and H3G on the other. On 1-3 May 2012
the CoA heard the appeals on an expedited basis.

2.55 On 25 July 2012 the CoA handed down judgment in respect of those appeals (the
CoA Judgment”).*® The CoA rejected the CAT’s assessment of the balancing
exercise carried out by Ofcom and held that it was for the party proposing the
variation to justify the change, rather than for the opponent to show that the change
would be detrimental to consumers. The CoA held that it is for Ofcom to balance the
various potentially conflicting considerations relevant to the regulatory objectives.
Upholding the appeals, the CoA ordered the CAT’'s Judgment to be set aside and
restored Ofcom’s determinations in respect of the 08x cases.

2.56 Particularly relevant to the Disputes is the CoA’s view that the CAT had failed to give
effect to material passages from its judgment in the TRD case,®® in which it had given
guidance to Ofcom on the test that Ofcom should adopt to determine what are
reasonable terms and conditions as between the parties to a dispute.®® The CAT in
that case had also stated that the onus lay on the party proposing the variation to
provide to the other party and to Ofcom the justification for changing the previous
charges. The CAT's view was that Ofcom'’s first task was to examine the reasons for
the changes to decide whether they are justified, as being both fair between the
parties and reasonable from the point of view of the relevant regulatory objectives.

2.57 Inthe 08x cases, the CAT held in its Judgment there was no onus on BT to justify its
termination charges in the relevant NCCNs in dispute.®? The CoA rejected this,
saying that Ofcom’s duty is to impose a policy solution that meets the public policy
objectives and the Common Regulatory Framework and therefore goes beyond
simply determining the contractual rights of parties.®®

2.58 The CoA found that Ofcom must be able to resolve a dispute between parties in the
relevant market, who may or may not already be in contractual relations with each
other. Moreover, the CoA concluded that neither the actual or previous contractual
position, nor any right of BT to impose a change, can be of any overriding
significance.® The CoA also made clear that in the first instance it was for “BT to
justify its changes, when challenged.”® The CoA noted it is a “function and duty of
the regulator to consider all the various factors and to assess the balance of
advantages and disadvantages, whether proved, probable, likely or merely possible,
to take into account the degrees of probability in each case and the respective
seriousness of each, and come to a balanced assessment overall as to what
outcome would most appropriately meet the relevant regulatory objectives.”®®

% Telefonica O2 Ltd & others v British Telecommunications plc [2012] EWCA Civ 1002, 25 July. See
http://www.catribunal.org.uk/files/1151_1168-69 Judgment_of the_Court_of Appeal_250712.pdf

% case numbers 1089/3/3/07, 1090/3/3/07, 1081/3/3/07, 1092/3/3/7. See:
http://www.catribunal.org.uk/files/Judgment_TRDs_200508.pdf.

%L CoA Judgment, see paragraphs 74 and 80.

62 CAT Judgment, see paragraph 438.

%3 CoA Judgment, see paragraph 63.

% CoA Judgment, see paragraph 74.

% CoA Judgment, see paragraph 91.

% CoA Judgment, see paragraph 94.

19


http://www.catribunal.org.uk/files/1151_1168-69_Judgment_of_the_Court_of_Appeal_250712.pdf
http://www.catribunal.org.uk/files/Judgment_TRDs_200508.pdf

2.59

The CoA’s judgment in the 08x cases has since been followed by the CAT in
Telefonica UK Limited v Ofcom®’, in which the tribunal noted that “the weight to be
attached to different considerations in forming a value judgment is a matter for
Ofcom, as the NRA charged with the duty of resolving disputes, and in the absence
of any misdirection by Ofcom the court will normally respect its determination,
whether or not the court would itself have balanced the considerations in the same
way and reached the same conclusion.”®®

Exceptional circumstances

2.60

2.61

Given the NCCN 1046 Dispute raised substantively the same issues as the 08x
cases which were at the time before the CAT (and have since been considered by
the CoA), we considered that these were exceptional circumstances in which Ofcom
was not able to make its Determination within the four month time-frame provided for
under section 188(5) of the 2003 Act.

In the NCCN 1101 and 1107 Disputes, we concluded in June 2012 that the (at the
time) impending CoA Judgment was likely to be relevant to the issues raised in the
Disputes such that we considered we would not be able to proceed to making any
provisional conclusions until the CoA’s Judgment had been handed down and we
had an opportunity to consider the implications of the judgment on the matters in
dispute. Again, we considered that this gave rise to exceptional circumstances for not
being able to determine the Disputes within the statutory timeframe under section
188(5) of the 2003 Act.

Parties’ comments following the CoA Judgment

2.62

2.63

2.64

On 31 July 2012, we wrote to the parties to the Disputes inviting them to consider the
impact of the CoA 08x judgment and their position in respect of the Disputes.

EE® believes that the CoA Judgment shows that Ofcom should resolve the Disputes
in its favour. Specifically, with regard to NCCN 1046, EE notes that in accordance
with the CoA Judgment (and EE’s previous submission), “BT has not discharged the
onus of proof incumbent upon it to demonstrate that its ladder style termination
charges in NCCN 1046 are in the interests of consumers.”’® EE believes this is also
true of NCCNs 1101, 1102 and 1107.

02" submits that Ofcom should resolve the NCCN 1046 Dispute in its favour. O2
notes the CoA Judgment supports its position on a number of points:

¢ the CoA Judgment overturned the CAT's finding that clause 12 of the Standard
Interconnect Agreement gives BT the right to impose a new tariff. O2 also states
there is nothing in clause 12 to prevent Ofcom from determining if a price is fair
and reasonable;

¢ dispute resolution is a regulatory function in and of itself and a lack of ex ante
regulation should not be regarded as ‘an important factor’ when Ofcom exercises
this function;

®7 Telefonica UK Limited v Ofcom [2012] CAT 28.

% paragraph 45 of the CAT's Judgment in [2012] CAT 28.
59 etter from EE to Ofcom, dated 21 August 2012.

"9 page 3 of EE’s letter to Ofcom re the CoA Judgment.

"L Email from 02 to Ofcom, dated 24 August 2012.
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2.65

2.66

2.67

e promotion of competition is not an aim in itself in relation to the amendment of
prices; and

o the onus lies on BT to justify its prices when challenged.

H3G "? states, with regard to the NCCN 1046 Dispute, that it does not see that Ofcom
can find in BT'’s favour, because BT failed in its legal and factual arguments in the
080 Determination. H3G further states that the changes made to the ladder charging
structure in NCCN 1046 would only influence the Direct effect, and that the CoA
Judgment suggests this is not a sufficient difference to change the final results of the
analysis.

Vodafone states that the Judgment is in support of its position in the NCCN 1046
Dispute, citing two points:

o dispute resolution is a regulatory function in and of itself and a lack of ex ante
regulation of termination charges does not indicate that Ofcom is constrained in
its ability to exercise this function; and

e the onus lies on BT to justify its prices when challenged. Vodafone believes that
no further conclusive evidence of consumer benefit for NCCN 1046 has been
provided.

BT notes that it is still actively pursuing legal action in relation to the issues raised in
the Disputes, and therefore does not believe that Ofcom should resume activity
before the Supreme Court issues its decision to accept or reject BT's permission to
appeal the CoA’s Judgment.”®

Decision to issue provisional conclusions

2.68

On the basis that we consider that the parties remain in dispute, and in light of our
statutory duties to resolve disputes, we consider that it is appropriate for us to
continue with our analysis in order to issue these provisional conclusions. Should
BT’s application to the Supreme Court for leave to appeal be granted, we may need
to review how we proceed with resolving the Dispute. On 11 September 2012, we
wrote to the parties to the Dispute to inform them of our position.

2 | etter from H3G to Ofcom, dated 24 August 2012.
73 Letter from BT to Ofcom, dated 24 August 2012.
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Section 3

Analytical Framework

3.1

3.2

3.3

3.4

3.5

In order to assess whether the disputed charges are fair and reasonable, we have
used an analytical framework which is substantively the same as that which we used
in the 08x cases.

In setting up the analytical framework we have had regard to article 8 of the
Framework Directive and our statutory duties and in particular, our duties under
sections 3 and 4 of the 2003 Act.

Under section 3(1), Ofcom’s principle duty is to further the interests of citizens in
relation to communications matters and to further the interests of consumers in
relevant markets, where appropriate, by promoting competition. Under section 4 our
duties include, in particular, a duty to promote competition in relation to the provision
of electronic communications networks and services and a duty to secure efficiency
and sustainable competition in the markets for such networks and services and to
secure the maximum benefit for the persons who are customers of communications
providers.

The only modification we have made to the framework we used in the 08x cases is a
refinement to the formulation of Principle 2, intended to improve clarity and to
acknowledge the potentially beneficial impact of termination charges on competition,
which we made in response to comments by the CAT.” This analytical framework
has been endorsed by both the CAT and the CoA in the subsequent appeals of the
decisions in the 08x cases. Accordingly, we refer to the 08x cases in our discussion
including; the 08x Determinations,” the CAT Judgment and the CoA Judgment.

In this Section we set out the three principles which comprise our analytical
framework. The principles are as follows.

e Principle 1 — The charges should not deny MNOs the opportunity to recover their
efficient costs of originating calls.

e Principle 2 — The charges should be beneficial to consumers. This is assessed
by considering the following factors:

1. Direct effect: impact of the proposed WTCs on MNOS' retail prices for
NTS calls;

2. Mobile Tariff Package effect: impact of the proposed WTCs on MNOs’
retail prices for other mobile services;

3. Indirect effect: impact of the proposed WTCs on SP revenue, and through
improved services, on callers; and

4. Competition effect: impact of the proposed WTCs on competition, whether
beneficial or detrimental.

" \Whilst the CAT Judgment was overturned, we acknowledge the merits of some of the arguments made and
refer to the CAT's consideration of the 08x cases in our analysis.

S We refer to our approach taken in the 080 Determination as our work to resolve the “080 Dispute”. We refer to
our approach taken in the 0845/0870 Determination as our work to resolve the “0845/0870 Dispute” .
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3.6

3.7

e Principle 3 - The charges should be practical to implement.

In order for charges to be considered fair and reasonable, each of these principles
must be satisfied.

In the remainder of this Section, we consider each principle in turn, setting out a
description of the principle, discussing any issues relevant to that principle, including
the approach in the 08x cases, and setting out the approach we adopt in resolving
these Disputes.

Principle 1: Cost recovery by OCPs

3.8

For Principle 1 to be satisfied, the charges should not deny OCPs the opportunity to
recover the efficient costs of originating calls to the affected number ranges.

The 08x cases

3.9

3.10

3.11

3.12

In the 080 Dispute we sought to assess Principle 1 by assessing if the average
retention earned by an MNO on 080 calls (defined as the MNQ'’s prevailing average
retail price for 080 calls minus any termination charge) was greater than the efficient
cost of mobile call origination. In practice, however, the MNOs were unable to
provide estimates of their average retail prices, and we therefore found that we were
unable to conclude that Principle 1 was satisfied.

Subsequently on appeal to the CAT, we accepted that Principle 1 was likely to be
satisfied. This was because we recognised that for all possible 080 retail prices
incurring a termination charge, average retention exceeded our estimates of the cost
of origination. For all retail prices below this point, we noted that no termination
charge applied and that to the extent the average retail price was below the efficient
cost of origination, it was open to MNOs to increase their retail prices without
incurring a termination charge.

In the 0845/0870 Dispute, we assessed Principle 1 by comparing the MNOs’
retention at prevailing average retail prices for calls to the affected number ranges
with their retention on geographic calls. We considered the cost recovery obtained
by the MNOs on geographic calls was the appropriate reference point for cost
recovery on 0845/0870 calls, given our policy preference for 0845/0870 call prices to
be aligned with geographic call prices. We found that at current prices, the MNOSs’
average retention on 0845 and 0870 calls would have been at least as high under the
NCCNs in dispute as their average retention on geographic calls.

We also considered how the retention might be affected if MNOs aligned prices for
these calls with geographic call rates (i.e. if they moved towards prices consistent
with our policy preference). We found that for 0870 calls, MNOs’ retention would be
similar to MNOSs’ retention on geographic calls. For 0845 calls, MNOs’ retention
would be somewhat lower but we considered it would still be sufficiently large relative
to their retention on geographic calls that Principle 1 would be met. We noted there
was nothing inherently problematic with MNOSs’ retention on 0845 calls being lower
than on geographic calls, since they could nevertheless recover their efficient costs
of origination through combined pricing of 0845, 0870 and geographic calls. We
observed that in any case, it was open to the MNOs to choose not to align their
prices for 0845 calls with geographic rates if they wished to achieve at least as large
a retention as on geographic calls. Despite it being inconsistent with our policy
preference, we noted there was no regulatory obligation preventing MNOs from doing
this.
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Our approach in resolving the Disputes

3.13 Inline with our approach in the 08x cases, we assess Principle 1 by comparing
MNOs’ average retention on calls to the affected number ranges to our estimates of
the efficient cost of originating an NTS call from a mobile.” This is the test we
considered relevant in the 08x cases but we did not apply it in exactly this form due
to the data issues outlined above.”” Where relevant, we also consider whether
MNOs could recover the efficient costs of call origination by adjusting their retalil
prices in order to increase the level of retention they receive from calls to the affected
number ranges under the NCCNs.

3.14 We consider that for Principle 1 to be met, the average retention on calls to the
affected number ranges must, at a minimum, allow MNOSs to recover the long-run
incremental cost of call origination (i.e. the extra costs a mobile OCP incurs if it
decides to originate these calls in addition to all the other traffic it carries).” In
addition, we recognise that it may be appropriate for MNOs to obtain a level of
retention on the affected number ranges that allows for some contribution to fixed
and common cost recovery.

3.15 We therefore consider a range of cost benchmarks that vary in the extent to which
they include a contribution to the recovery of fixed and common costs over and
above the incremental cost of call origination. For the purposes of cost
benchmarking, these fixed and common costs are often broken down into network
and non-network costs, with non-network costs comprising admin/overhead costs
and customer acquisition, retention and service (“CARS”) costs. CARS costs
themselves are often subdivided further into customer service costs (including the
costs of billing and bad debt) and customer acquisition and retention (“A&R”) costs.

3.16 In our NGCS review April 2012 consultation, we presented our estimates of a number
of different measures of the cost to a mobile OCP of originating a 080/0500 call. "
The measures we considered were:

e pure long run incremental cost (“LRIC”"): the purpose of this measure is to
estimate the incremental costs associated with originating calls to the relevant
number range;

¢ LRIC differential: under the NTS call origination obligation, BT receives a fixed
origination payment for 080 calls that exceeds its incremental costs. The concept
behind the LRIC differential is that it identifies the level of cost mobile OCPs
would need to cover in order to make the same pence per minute contribution to

" Average retention is calculated as the difference between the average retail price (excluding VAT) and the
average wholesale termination charge applicable at that price under each NCCN. We consider that average
retention should be based on a retail price that excludes VAT since VAT is not retained by the originating
operator.

7JJSpecifically, in the 080 Dispute we did not calculate average retention on 080 calls because we did not have
data on average prices for 080 calls. In the 0845/0870 Dispute we compared average retention on calls to 0845
and 0870 numbers with average retention on geographic calls rather than an estimate of the cost of origination
because we had not modelled origination costs at this point and because we had a strong policy preference for
0845/0870 calls to be priced at the same level as a geographic call.

'8 This definition is intended to reflect the same concept as the definition of pure LRIC in the 2011 Mobile Call
Termination (“MCT”) Statement (although in that document we referred to avoided incremental costs). See:
http://stakeholders.ofcom.org.uk/binaries/consultations/mtr/statement/MCT _statement.pdf.

In the Consultation, we present two sets of estimates- one which assumes the 080 range is free-to-caller and
the other which assumes it is subject to a maximum mobile price limit. We use the estimates relating to the
maximum mobile price limit in our assessment of Principle 1. We consider these estimates to be more relevant
than the free-to-caller estimates because the NCCNs in dispute relate to NTS numbers for which, on average, all
the MNOs currently charge a non-zero retail price.
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their fixed and common costs as BT receives from 080 calls. An equivalent way
of thinking about this cost measure is that the origination payment received by
fixed OCPs for 080 calls is uplifted to reflect the extra incremental costs
associated with mobile call origination;

o LRIC+ (no A&R costs): Conceptually, the purpose of the LRIC+ measure is to
estimate the average cost of originating traffic when using an all network traffic
increment.®® Unlike the pure LRIC approach, it includes a contribution to costs
that are fixed and common with traffic other than 080/0500 calls. This measure
allows a contribution only to network costs, admin/overhead costs and customer
service costs, and it excludes A&R costs;

o LRIC+ (50% A&R costs): This measure includes a contribution to 50% of A&R
costs in addition to network costs, admin/overhead costs and customer service
costs; and

e LRIC+ (100% A&R costs): This measure includes a contribution to 100% of A&R
costs in addition to network costs, admin/overhead costs and customer service
costs.

3.17 The estimates are summarised in Table 3.1 below. Further detail on their calculation
is available in the NGCS review April 2012 consultation. In the responses to that
consultation we received comments on these cost estimates, which we are currently
considering in the context of that review. Nevertheless we use these estimates as
the best evidence currently available for the purpose of the Disputes and we note
that our Provisional Conclusions on Principle 1 are in any case unlikely to change
even if there were material amendments to these cost estimates.

8 This cost measure is similar to a fully allocated cost approach.
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Table 3.1: Measures of mobile call origination costs (2013/14 charges in 2011/12
prices)®

Costs included Estimated cost
Pure LRIC Incremental costs only 0.7ppm-0.8ppm

LRIC differential Incremental costs plus same 1.1ppm-1.2ppm
ppm contribution to fixed and

common costs that fixed
OCPs receive from 080 calls

LRIC+ (no A&R costs) Incremental costs plus a 2.4ppm
contribution to network costs,
customer care costs, billing
and bad debt costs, and
other customer service costs
(i.e, no A&R costs).

LRIC+ (50% A&R costs) As above but with a 3.2ppm
contribution to 50% of A&R
costs

LRIC+ (100% A&R costs) As above but with a 4.0ppm
contribution to 100% of A&R
costs

Source: NGCS review April 2012 consultation, Part C — Annexes Table A22.1

Principle 2: Effects on consumers

3.18 Principle 2 requires that the proposed charges should provide an overall benefit to
consumers. We assess the overall benefit to consumers under each of the NCCNs
in dispute based on the following factors:

1. Direct effect: impact of the proposed WTCs on MNOSs'’ retail prices for
those NTS calls;

2. Mobile Tariff Package effect: impact of the proposed WTCs on MNOs’
retail prices for other mobile services;

3. Indirect effect: impact of the proposed WTCs on SP revenue, and through
improved services, on callers; and

4. Competition effect: impact of the proposed WTCs on competition, whether
beneficial or detrimental.

3.19 These factors are considered in our assessment of whether the proposed charges
provide an overall benefit to consumers. In conducting this assessment, we have
regard to the definition of consumers under the 2003 Act, which in the context of

8 Inflation values from the 2011 MCT model have been used to convert costs to 2011/12 prices. The 2011 MCT
model assumes forecast inflation of 2.5%. Pure LRIC and LRIC differential are shown with ranges due to
uncertainty around the level of incremental non-network costs.
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these disputes includes mobile callers (both those who make mobile calls to the
affected number ranges and mobile subscribers more generally) and SPs.

3.20 Asin the 08x cases, we do not have regard to any impact the NCCNs may have on
the profits made by either BT or the MNOs in our assessment, except to the extent
these have an impact on consumer welfare. We note that the CAT endorsed our
view thsgt these profits should not be included in our welfare assessment for the 08x
cases.

3.21 We consider how changes in MNOs’ profits could impact upon consumers in our
discussion of the MTPE. We recognise in theory that an increase in BT's profits
under the NCCNs could lead to an improvement in its own retail offering, to the
benefit of its consumers (this was referred to as a fixed tariff package effect, or FTPE
in the 0845/0870 Dispute). In the 0845/0870 Determination we suggested that the
significance of any such FTPE was less certain than either the MTPE or the Indirect
effect because BT did not appear to have a clear incentive to pass on any increase in
profits made from terminating NTS calls to its retail customers.®® As a result we do
not consider this effect further.®

3.22  The formulation of Principle 2 has been refined since the 08x cases in order to clarify
that our assessment of the impact of the NCCNs on competition is one of the factors
we consider in order to reach a view on whether the proposed charges are beneficial
to consumers. This change addresses the question raised by the CAT in its
consideration of the 08x cases as to whether we intended to consider effects on
consumers and competition in the round or whether detriments from either would be
sufficient to fail the test.®

Direct effect

3.23 The Direct effect refers to the impact of BT's NCCNs on MNOSs’ retail prices for calls
to the affected number ranges. Consumers who call these numbers would benefit
directly from any reduction in these retail prices induced by BT's NCCNSs.

3.24 The direction and magnitude of the Direct effect depends on whether it is more
profitable for an MNO to increase, decrease, or maintain its existing retail prices for
calls to the affected number ranges following the introduction of BT's NCCNs. This is
likely to depend to a significant degree on the impact of BT's NCCNSs on the profits
earned by the MNO from calls to the affected number ranges, which will be
determined by both the MNQO's retail margin on each call and the volume of calls it
originates to these numbers.®

3.25 As noted in Section 2, all of the NCCNs in dispute set out tiered termination charges
whereby the charges payable to BT for terminating calls to the affected number
ranges increase in a series of steps as the OCP’s retail price increases. This type of
wholesale termination charge, which is commonly referred to as ‘ladder pricing’, is

82 CAT Judgment, see paragraph 348.

% The 0845/0870 Determination, see paragraphs 7.49-7.54.

8 We note that the mechanism for BT to pass on a proportion of any increase in termination charges to its SP
customers is, by contrast, far clearer- an increase in termination charges makes it more attractive to win
additional SP customers, so BT has incentives to compete harder for their custom by offering a higher revenue
share. We consider this effect in relation to the Indirect effect.

8 CAT Judgment, see paragraph 440(1).

% The retail margin on a call is the retail price (excluding VAT) minus origination cost and minus the applicable
wholesale termination charge.
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3.26

illustrated in Figure 3.1 with an example from NCCN 1101 (we discuss the key
features of the individual NCCNs in detail in Sections 4, 5 and 6).

In Figure 3.1, the termination charge that applies on the bottom rung of the ladder is
equal to the termination charge that applied before the introduction of BT's NCCNSs.
This is an important feature that is common to all of the tiered termination schedules
in BT's NCCNSs.

Figure 3.1: Termination rate ladder
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3.27

3.28

There are two important features of these NCCNs which influence the magnitude and
direction of the Direct effect:

(i) First, the NCCNs give rise to a significant increase in termination rates payable to
BT at the MNOSs’ current retail prices for calls to the affected number ranges. On
its own, this provides an incentive for MNOs to increase the price of calls to the
affected number ranges in order to pass on some of the increase in termination
charges to callers; and

(i) Second, the ladder structure of the NCCNs mean that BT's termination rate
increases in a series of steps as the retail price of a call increases. This feature
will tend to reduce the incentive for an MNO to increase its retail prices for calls to
the affected numbers if doing so would involve moving up one or more steps on
the termination ladder and thereby lead to an increase in termination rate. In
addition, the NCCNs may also give MNOs an incentive to reduce retail call prices
to the affected numbers in order to move down one or more steps on the
termination ladder and so benefit from a lower termination rate.

Overall, the direction and magnitude of the Direct effect will depend on both the
responsiveness of call volumes to changes in retail price, and on the structure of the
NCCN. In relation to the former, the NCCNSs are likely to give rise to a stronger
incentive to reduce retail call prices to the affected number ranges if the demand for
calls to these numbers from an MNO's customers is more price sensitive. This is
because an MNO would benefit from higher call volumes as well as a lower
termination charge by reducing its retail price, and the incentive to reduce retail price
will therefore tend to dominate. On the other hand, if call volumes are not particularly
sensitive to a reduction in the retail call price (i.e. any increase in call volume is more
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limited), then there will be a weaker incentive to reduce the retail price (and possibly
even an incentive to increase the retail price).

3.29 In general, we would expect to see a reduction in MNOS’ retail prices for calls to the
affected number ranges to result in some increase in call volumes i.e. for demand to
be at least somewhat price sensitive. However, we recognise there are some
features of the NTS market, notably low price transparency and a resulting lack of
consumer price awareness, which may limit the impact of a reduction in retail call
prices on the demand for calls to the affected numbers by mobile customers.

3.30 The second key consideration influencing the direction and magnitude of the Direct
effect is the structure of the NCCN. ‘Steeper’ termination charge schedules, i.e. those
where termination charges increase more rapidly in response to increases in the
retail price, can be expected to give rise to a stronger incentive to reduce retail prices
for calls to the affected number ranges.?” This is because the incentive to increase
retail price is weaker when doing so incurs a larger increase in termination charge
and therefore results in a smaller increase in margin. Equally, there is a stronger
incentive to reduce retail prices if this results in a larger reduction in termination
charge.

3.31 Inthe extreme, if the termination charge increased at the same rate as the retail price
(excluding VAT), then any increase in retail price would be likely to lead to a
reduction in overall profits.®® Such a wholesale tariff schedule would not be a ladder
of charges but would be a straight line along which the MNOs retention on calls to
the affected number ranges is constant (referred to as the constant retention line).°
Under this schedule the MNO would see no increase in margin following an increase
in retail price, but it would experience at least some reduction in call volumes
(assuming demand for NTS calls is responsive to a reduction in the retail price). To
the extent that demand is responsive to a reduction in retail price, there is therefore a
clear incentive for MNOs to reduce retail price down to the bottom of this schedule.®

3.32 If the tariff schedule lies above the constant retention line, there is a clear incentive
for MNOs to reduce retail price down to the bottom step irrespective of the nature of
demand for NTS calls. Figure 3.2 below illustrates such a schedule. However if the
schedule does not lie above this line, the direction and magnitude of the Direct effect
will depend on the interaction between the structure of the NCCN and the nature of
demand for NTS calls (in particular, how sensitive call demand is to retail call price).

8 Termination charge schedules can be made steeper by increasing the height of steps, by reducing the length of
steps, or by a combination of the two.

8 Although wholesale tariff schedules contained in the NCCNs in the Disputes are specified in terms of retail
Egrices including VAT, MNOs do not retain VAT.

The call retention is equal to the retail call price (excluding VAT) less the wholesale termination charge. Along
the constant retention line the wholesale termination charge increases one for one with the retail price (excluding
VAT).

%|f the WTC increased more rapidly in response to increases in the retail price excluding VAT, then any increase
in retail price would lead to a reduction in overall profits even if demand for NTS calls were completely
unresponsive to price. This is because any increase in retail price would lead to a reduction in margin in addition
to any reduction in call volumes. As a result, there would be a clear incentive for MNOs to reduce retail price
irrespective of the nature of demand for NTS calls.
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Figure 3.2: A wholesale tariff schedule with clear incentives to reduce retail price
down to the bottom step

3.33
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Retail price including VAT (ppm)

Finally we note that the benefits of the Direct effect may not be limited to the
reduction in the price paid by mobile subscribers who call the affected number
ranges. We discuss the potential for additional benefits from the Direct effect, which
we refer to as externalities, in more detail in our discussion of the overall welfare
effect in paragraph 3.99. We note here that a reduction in the price of calls to the
affected number ranges may in principle help to alleviate some of the problems of
suppressed or distorted demand which we identified in our review of NGCs. It may
also lead to an improvement in SPs’ investment incentives by aligning prices more
closely with SP preferences and/or by bringing about an increase in the volume of
calls to the affected number ranges. We consider each of these potential effects in

our weighting of the Direct effect.

The 08x cases

3.34

3.35

In the 080 Dispute, we assessed the Direct effect by considering the likely impact on
MNOs’ retention on 080 call volumes from an increase in the retail price of 080 calls
under NCCN 956. We found that average retention generally increased with retail
price, which on its own created incentives for MNOs to raise retail prices. We then
considered whether a higher call price might deter some calls from being made and
SO act as a disincentive to increase price. Submissions from the MNOs suggested
that call volumes were likely to be relatively unresponsive to changes in call prices,
which we found suggested this disincentive might be weak. As a result, we did not
consider NCCN 956 would necessarily lead to a reduction in price.**

In the 0845/0870 Disputes, we drew on the understanding we had developed in the
course of the 080 Dispute. This included an assessment of the MNOSs’ retention,
similar to that conducted in relation to the 080 Dispute described above. We
supplemented this assessment with the use of two theoretical frameworks developed

L 1n the 080 Dispute, we concluded NCCN 956 would not necessarily lead to a reduction in retail price (see
Determination, Paragraph 1.24(ii). BT appealed this conclusion and we subsequently accepted that NCCN 956
was more likely to lead to a price reduction of uncertain magnitude. The CAT considered our finding on the Direct
effect as articulated in the 080 Determination to be incorrect (CAT Judgment, paragraphs 342-344).
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by BT for assessing the Direct effect in the context of the 080 and 0845/0870
disputes (referred to respectively as the Dobbs and Reid models). We applied these
models to the NCCNs in the 08x cases in order to investigate their implications in this
context. We concluded these models were relevant for determining the likely
direction of the Direct effect but not for generating specific price predictions given
their sensitivity to assumptions that were inherently uncertain.

Our approach in resolving the Disputes

3.36 To analyse the Direct effect in the Disputes, we propose to follow a similar approach
to that taken in the 08x cases. This approach includes an assessment of the
structure of the NCCN in question and a consideration of the potential demand
response to any retail price adjustment in the number range(s) affected by that
NCCN. In a similar manner to the 08x cases, we supplement this analysis with a
more theoretical assessment of the possible direction and magnitude of the Direct
effect. This theoretical assessment is based on a version of the model put forward
by BT in the 08x cases (referred to in the 08x cases as the Dobbs 3 model), modified
to apply to the circumstances of the Disputes. We refer to this model as the
“modified Dobbs model” (see Annex 3 for details).

3.37 In applying this model, we note that we assume that all other TCPs implement tiered
termination charges identical (or at least very similar) to BT's (see paragraphs A3.13-
A3.17). As a result, our assessment of the possible impact of BT's NCCNs on MNO
profits from calls to the affected number ranges and TCP revenues assumes that all
TCPs will make the same, or very similar, increases in termination rates as BT.

3.38 The modified Dobbs model aims to identify the retail price for calls to the affected
number ranges that would maximise an MNO'’s profits following the introduction of
the new termination rates, based on assumptions about the cost of origination, the
nature of demand for NTS calls, and the way in which MNOs compete and set prices.
Our modified Dobbs model follows BT’s Dobbs 3 model in looking at the profit earned
by each MNO from calls to the affected number ranges in isolation.

3.39 We recognise that in principle retail prices for calls to these numbers may affect the
demand for other mobile services, for example by affecting demand for other types of
calls or via a ‘spillover effect’ on subscription demand. However, in the 0845/0870
Determination we found that the available evidence did not suggest that cross-price
effects were likely to be large.”> We have not seen evidence in relation to the
Disputes which is in our view sufficient to enable us reasonably to revisit this finding.
Indeed the evidence we have seen from consumer surveys conducted to inform our
NGCS review consultation suggests that consumers tend to have very low price
awareness for calls to these number ranges, and as a result do not take the prices of
these calls into account when choosing which MNO to take out a subscription with. %
We also think it unlikely that a change in the price of calls to the affected number
ranges would lead to any material change in demand for calls to geographic or
mobile humbers and have not seen any evidence to suggest otherwise. As a result,
we consider the modified Dobbs model more relevant to our assessment of the Direct
effect than other variants of the Dobbs model which allow for cross-price or spillover
effects.

92 See 0845/0870 Determination, paragraph 9.21(b). We also found that the spillover effect was unlikely to be
strong, see paragraphs 8.45 and 8.68.

%3See NGCS review April 2012 consultation, in particular paragraphs 4.38 and 4.39 for a summary of evidence
on this point and for further detail see paragraphs A8.39-A8.44, A8.93-A8.94, A8.117-A8.118, A8.332 and
A8.334.
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3.40

3.41

3.42

3.43

We think it relevant to our application of the modified Dobbs model that the
magnitude of price changes it predicts tends to be sensitive to the assumptions made
about the nature of demand. We have not seen empirical evidence which is in our
view sufficient to conclude that the extent to which the demand for calls to the
affected number ranges by an MNQO's customers is likely to be sensitive to reductions
in the retail prices for these calls. However, as noted above in paragraph 3.29 we
consider that there are some features of the NTS market that may limit the extent to
which a reduction in retail call prices leads to a significant increase in call volumes to
the affected number ranges.

More fundamentally, we recognise that the modified Dobbs model is a stylized
representation of reality and may not accurately reflect the basis on which MNOs
make their pricing decisions in practice. As a result of this considerable uncertainty,
we do not rely on the precise predictions generated by the model. Instead, we use
the model to explore the likely direction of the Direct effect by considering a range of
scenarios in relation to the nature of demand for NTS calls, MNOs’ marginal cost of
origination and initial retail prices. These assumptions and our interpretation of
results from the modified Dobbs model are described in more detail in Annex 3.

Finally we note that there is uncertainty over the duration of any benefits arising from
the Direct effect as a result of the possibility of significant changes to the NTS market
flowing from the NGC review. As noted at paragraphs 2.29-2.33, in the April 2012
NGCS review April 2012 consultation we set out detailed proposals for regulatory
intervention in relation to the pricing of NTS calls, including:

¢ the unbundled tariff remedy, which would require the retail price for NTS calls to
be presented as two components- the Access Charge, set by the OCP to cover
costs of origination, and the Service Charge, set by the TCP/SP to cover costs of
terminating the call and providing the service; and

e the Freephone remedy, which would require OCPs to zero-rate calls to 080
numbers and for TCPs to provide OCPs with a fair and reasonable origination
payment to cover their efficiently incurred costs of origination.

Under these proposals, TCPs would no longer be able to charge OCPs a different
termination rate based on the retail price set by the OCP. If introduced, they would
therefore put a natural expiry date on the NCCNs in dispute and, by extension, on
any consumer benefits flowing from the Direct effect. Our current expectation is that
these measures could be in place by mid 2014.

Mobile Tariff Package Effect

3.44

The Mobile Tariff Package effect (“MTPE”") refers to the impact of the proposed
WTCs on the prices paid by consumers for mobile services other than calls to the
NTS number ranges that are affected by the proposed WTCs. These include
elements of the bundle of mobile services purchased when consumers subscribe to
an MNO or MVNO (e.g. for handsets, geographic calls, or data services) and reflect
the fact that MNOs may increase the price of other services as a result of the change
in WTCs. As explained below, BT's NCCNs can be expected to result in higher
prices for mobile services other than calls to the affected number ranges through the
MTPE, to the detriment of mobile customers.
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The 08x cases

3.45

3.46

3.47

3.48

3.49

3.50

In the 0845/0870 Dispute, we found that the MTPE is a forseeable and predictable
consequence of BT's tiered termination rates and identified two potential ways in
which it could occur: *

o through a waterbed effect in the context of a ‘competitive bottleneck’; and

o through relationships between consumers’ demand for calls to the affected NTS
number ranges and other mobile services.

The first way in which the MTPE might arise is through a waterbed effect in the
context of a competitive bottleneck for calls to the affected number ranges. In this
context, a competitive bottleneck would exist if calls to the affected numbers ranges
face weaker competitive constraints than other mobile services. In this setting, an
MNO would set prices for calls to NTS numbers (the bottleneck service)
independently of prices for its other services, and would do so to reflect the limited
competitive constraints. By contrast, each MNO would face competition on the other
mobile services that it offers and profits earned on the bottleneck service would be
competed away in lower prices for the competitive services.

A reduction in the profits on the bottleneck service (for example as a result of an
increase in the termination charge) can be expected to lead to higher prices for other
mobile services for the competitive services because it is no longer profitable to offer
such low prices for these services. This is analogous to the waterbed effect in mobile
termination. In the 0845/0870 Dispute, Ofcom considered it likely that the MTPE is at
least as complete as the waterbed effect in mobile call termination.®®

The second way in which the MTPE could arise is if the demand for calls to the
affected number ranges and the demand for other mobile services are
interdependent. Such demand interdependencies could arise, for example, if calls to
the affected number ranges are complements or substitutes for other mobile services
(e.g. geographic calls). Alternatively, the relationship between the price of calls to
the affected NTS number ranges and the demand for other services faced by an
individual MNO may reflect competition between MNOs.* If such demand
interdependencies exist, then a change in MNOSs’ retail prices for calls to the affected
number ranges (for example as a result of an increase in the termination charge)
may result in a change in the demand for other mobile services, and hence induce
MNOs to change the prices of these other services.

In the 0845/0870 Dispute, we found that the MTPE was likely to have an adverse
effect on mobile consumers through higher prices for mobile services other than
0845/0870 calls, although its precise speed and scale was uncertain, as this would
depend on the magnitude of the Direct effect, and also MNOS’ pricing decisions.®’

Ofcom considered the strength of the waterbed effect In the NGCS review April 2012
consultation and found that “...it is likely that the Tariff Package Effect exists and is
significant, but it is unlikely to be complete. This is consistent with the academic

% The 0845/0870 Determination, see paragraphs 5.169-5.175.

% The 0845/0870 Determination, see paragraph 7.147.

% This could be the case, for example, if a high price for a particular service would result in an MNO losing
subscribers to rivals in order to obtain a cheaper overall bundle of services. In this case, the price increase on
the service in question would result in a reduction in the MNO’s demand for other services as a result of customer
switching.

" The 0845/0870 Determination, see paragraphs 9.24-9.26.
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literature and previous decisions made by Ofcom, the Competition Commission and
the CAT.”® Similarly, in the 2011 MCT statement, our view was that the waterbed
effect was strong, but that it is unlikely to be complete.*

3.51 Inits consideration of the 08x cases, the CAT stated: “Reaching any kind of
conclusion as to the extent of the Mobile Tariff Package Effect is thus extremely
difficult. Basing ourselves mainly on the evidence of Professor Valletti, we find that
the waterbed effect in the present case would be significant, but otherwise impossible
to quantify. We should say that by significant we do not mean to suggest that the
Mobile Tariff Package Effect would exceed 50%. It may do, it may not — we simply
do not know.”*®

3.52 In the Competition Commission (“CC”)’s Determination in the appeals of Ofcom’s
decision on mobile termination charge caps in 2012, the CC agreed with Ofcom’s
view of a strong but incomplete waterbed effect on the basis of the evidence
available.*

Our approach in resolving the Disputes

3.53 We consider that the MTPE is a forseeable and predictable consequence of BT's
tiered termination rates which we should take into account in our assessment of
Principle 2. In particular, we think it is plausible that the MTPE will operate via a
waterbed effect in the context of a competitive bottleneck for calls to the affected
number ranges. Limited consumer price awareness for calls to NTS numbers means
competition in these number ranges is weak, whereas competition for other mobile
services, where prices are far more visible to consumers, is strong.

3.54 All of the NCCNs in dispute represent a significant increase in termination rates
payable by the MNOs at existing retail prices for calls to the affected number ranges.
As a result, the NCCNs can be expected to result in a substantial reduction in the
profits made by the MNOs on calls to the affected number ranges, and hence are
likely to lead to an increase in retail prices for other mobile services through the
MTPE.**

%8 Paragraph A8.363, http://stakeholders.ofcom.org.uk/binaries/consultations/simplifying-non-geographic-
no/annexes/Annexes8-15.pdf.
% see: http://stakeholders.ofcom.org.uk/binaries/consultations/mtr/statement/MCT_statement.pdf for example,
Po%ragraphs 5.7,7.52,8.49.2, and 10.34.1.

CAT's judgment, see paragraph 364.
101 See: http://www.competition-
commission.org.uk/assets/competitioncommission/docs/appeals/telecommunications-price-control-
a(PpeaIs/finaI_determination.pdf, paragraph 2.595.
1% e considered the balance of prices between NTS calls and other services in our NGCS review April 2012
consultation, where we found that the current structure of prices was unlikely to reflect consumer preferences.
This was because the lack of transparency and resulting lack of consumer price awareness for calls to NTS
numbers meant that incentives for OCPs to compete with one another on retail prices for NTS calls were limited.
In contrast, we considered that incentives for OCPs to compete on the more visible aspects of their retail offering
were strong. As a result, we considered the lack of price transparency in the NTS market could create incentives
for OCPs to set inefficiently high tariffs for NTS calls in order to subsidise tariffs for those services with a greater
degree of transparency that are therefore subject to stronger competition. We note this in the context of the
NCCNs in dispute because we recognise that a reduction in NTS retail price may be beneficial for consumers if it
results in a structure of prices that is better reflective of consumer preferences. On the other hand, an increase in
termination charges with no reduction in NTS retail call prices represents a transfer of money from mobile
subscribers to BT without any beneficial rebalancing of tariffs and as such is clearly detrimental to consumers.
We also distinguished such rebalancing of prices that arose in the context of higher termination charges (i.e.
above the bottom tier on any of the NCCNSs) in the 0845/0870 Determination (see paragraphs 8.150-8.154). We
stress it is not necessarily the case that any rebalancing of tariffs resulting from the NCCNs in dispute is
beneficial for consumers, if it arises in the context of higher termination charges.
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As noted above, the MTPE could also arise as a result of interdependencies between
the demand for calls to the affected numbers and the demand for other maobile
services. However, as discussed at paragraph 3.39, we have not seen evidence
which we consider is sufficient for us to conclude that such demand
interdependencies are likely to be material.

We assess the potential scale of the MTPE by considering the possible impact of
BT’'s NCCNs on MNO profits from calls to the affected number ranges. For this
purpose, we consider it relevant to use our results from the modified Dobbs model to
illustrate the potential reduction of MNOSs’ profits from calls to the affected number
ranges, since this takes into account the possibility that the NCCNs induce a change
in MNOSs'’ retail prices for these calls (and hence the termination charge payable).

The relationship between the impact BT's NCCNs on MNOSs' profits and on the price
paid by subscribers for other mobile services depends on the strength of the
waterbed effect. On the basis of the available evidence, we consider that the MTPE
is likely to be significant but incomplete. However, the precise speed and scale of
the MTPE is uncertain and will depend on the structure of the NCCN, the magnitude
of the Direct effect, and also MNOSs’ pricing decisions. We also note that, just as the
duration of any benefits from the Direct effect may be limited by the implementation
in the NTS market of the remedies we set out in the NGCS review April 2012
consultation, so could any harm from the MTPE be limited in duration.

To the extent that the waterbed is not complete, we recognise the MNOs will
experience a reduction in overall profitability as a result of the Disputed NCCNSs. In
its submission, EE argue that this reduction in overall profitability will have a negative
impact on the MNOs’ ability to make investments that callers would value. EE does
not outline the mechanism through which it would expect a reduction in profits from
calls to the affected number ranges to impact its ability to invest. We recognise there
are plausible mechanisms through which this could occur, e.g. if there are constraints
on borrowing to fund profitable investments as a result of imperfections in the capital
market. However, we have not seen any evidence to support their existence.

Indirect effect

3.59

The Indirect effect refers to the impact of BT's NCCNs on SPs’ revenue, and, through
any knock-on impact on service quality and availability, on consumers who call the
affected number ranges. The impact of the NCCNs on SP revenue depends on both
the increase in termination revenue BT obtains as a result of the NCCNSs, and the
extent to which BT passes on some or all of this increase to SPs. The benefits to
those calling the affected number ranges will depend on how SPs respond to any
increase in revenue, for example by improving the quality of services they offer in a
way that benefits consumers.

The 08x cases

3.60

In the 080 Dispute, we recognised the potential for consumers to benefit if increased
termination revenues were passed on to SPs. However, we also recognised there
may be no incentive on BT to pass on the benefits of higher termination charges if
other TCPs could not, or did not, match BT’s increase in charges. We were
concerned that BT’s billing system was a barrier to other TCPs introducing similar
termination charges to those set out in BT's NCCN, and hence we concluded there
were unlikely to be any consumer benefits from the Indirect effect.
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3.61 Inthe 0845/0870 Disputes, we found there to be three main factors affecting the
scale of any Indirect effect:

o whether other TCPs can broadly replicate BT's charges;

¢ whether BT will pass on higher termination revenues to SPs, e.g. because of
competition from other TCPs; and

o how SPs would be likely to respond to any such increase in revenues and if
consumers would benefit as a result.

3.62 We noted there had been developments in the NTS termination/hosting market since
the 080 Dispute which were relevant to our assessment of the Indirect effect. The
most significant of these was that BT had adapted its billing system to address the
barriers we had previously identified as preventing other TCPs from being able to
replicate BT'’s tiered termination charging structure. As a result, other TCPs had
been able to introduce termination rates linked to OCPs’ retail prices. We considered
these changes meant there could be sufficient competitive pressure on BT to ensure
some benefits were passed on over time to SPs, although we thought there was
likely to be a delay before the effects of such competitive pressure were felt while
TCPs made changes to their billing systems and contracts with SPs were re-
negotiated.

3.63 We recognised that for callers to 0845/0870 numbers to benefit from the Indirect
effect, it would also be necessary for SPs to react to increased revenue by improving
the availability or quality of the services that they offer. The evidence available at the
time suggested it was not clear this would occur. This was because we found that
most SPs were likely to have chosen 0845 or 0870 numbers because of the call price
they expected OCPs to charge callers rather than the revenue share available on
these number ranges. As a result, we concluded that, while there may be sufficient
competitive pressure on BT to ensure that some benefits would be passed on over
time to %I:s it was not clear that those calling 0845/0870 numbers would necessarily
benefit.

3.64 The CAT observed in its consideration of the 08x cases that the Indirect effect was
even more uncertain than the Direct effect because it depended on the increase in
BT’s termination revenue and the extent to which BT passed on increased
termination revenue to SPs.'® In considering the relative weight that should be
placed on the Direct and Indirect effect, the CAT noted that 0845 and 0870 number
ranges were not intended to provide SPs with significant revenue, and that significant
revenue share would subvert the purpose of these number ranges. As a result, the
CAT disagreed with our finding that revenue flow to SPs should be taken into
account as a secondary consumer benefit, given the level of investigation the Indirect
effect entailed. The CAT instead considered the Indirect effect to be so minor that
we should not have taken it into account.*®

Our approach in resolving the Disputes
3.65 Inthe context of the Disputes, we consider our findings in the 0845/0870 Dispute and

the CAT’s comments in its judgment apply to any NCCN affecting a non-revenue
sharing number range(s). In summary, we recognise that TCPs in non-revenue

103
104
105

The 0845/0870 Determination, see paragraph 9.28.
CAT Judgment, see paragraph 348.
CAT Judgment, see paragraph 377.
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3.67

3.68

3.69

3.70

sharing ranges may compete to attract SPs by passing through some of any increase
in termination revenue (e.g. in the form of lower hosting charges) but consider there
is significant uncertainty about whether SPs would respond to this by changing their
behaviour to pass through benefits to callers since they are non-revenue sharing
ranges. As a result of this uncertainty, which is in addition to the uncertainty
surrounding the Direct effect (and therefore the extent of any increase in termination
revenue), we agree with the CAT that the Indirect effect in non-revenue sharing
ranges will not be material.

As a result, we do not think it relevant to consider the Indirect effect in relation to
NCCN 1046 because this applies to 080, which is not a revenue sharing number
range. In contrast, as discussed in Section 2, NCCNs 1101 and 1107 both relate to
revenue sharing number ranges. We therefore consider that it is relevant to assess
the Indirect effect of these NCCNSs.

We assess the potential scale of the Indirect effect in revenue sharing ranges by
considering the following factors:

o whether other TCPs can broadly replicate BT's charges;

¢ whether BT and the other TCPs will pass on higher termination revenues to SPs,
e.g. because of competition between TCPs; and

¢ how SPs would be likely to respond to any such increase in revenues and if
consumers would benefit as a result.

The relationship between any increase in TCP revenues and the scale of the Indirect
effect depends on the proportion of any increase in termination revenues that TCPs
pass through to SPs. We understand that other TCPs are now able to broadly
replicate BT's charges, and a number of TCPs have implemented tiered termination
rates (see paragraphs 4.100-4.101). In the medium to longer term, we would
therefore expect this pass-through rate to be high as a result of competition between
TCPs, although the precise scale and speed of pass through is uncertain. As noted
in relation to the Direct effect (see paragraphs 3.39 and 3.40), we are currently
consulting on our proposals for the NTS market which, if implemented, would limit the
time the NCCNs are in place.

We understand from BT that contracts between TCPs and SPs are typically
negotiated annually, although some contracts can be considerably longer than
this.'® If the proposed NTS remedies are implemented, the incentives for TCPs to
pass through higher termination revenues to SPs may therefore be affected by the
short period that would follow between contracts being re-negotiated and the
remedies coming into force. We recognise that some of the NCCNs have been
effective for longer than others and take this into account in our assessment. We
note that BT assumed a pass-through rate in its internal governance papers
supporting NCCN 1107 of [5<]% to [<]% for the year after implementation (allowing
time for contract renegotiation).

There is also considerable uncertainty about the extent to which SPs would invest
any additional revenues in improving service quality and availability, and about the
extent to which callers would value these improvements.

106

BT'’s responses to Ofcom’s questions 15 May.
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We recognise the potential for callers to benefit from at least some of any additional
revenue passed through to SPs in relation to revenue sharing number ranges
affected by the NCCNs. Indeed, in our NGCS review April 2012 consultation we
considered there was significant potential for investment in service quality and
availability in the NTS number ranges that was currently being dampened by features
of the NTS calls market.*®’

The feature we identified as having a particular impact on investment incentives was
SPs’ lack of control over retail prices. We also observed that suppressed demand for
calls to non-geographic numbers may be contributing to weakened incentives to
innovate because some services, which would be viable if customers had more
confidence in these numbers, were not currently attractive for SPs.

We also explicitly considered the incentives for SPs to improve service quality or
availability if they obtained a larger revenue share. We observed that whilst a higher
revenue share could enhance incentives to invest or innovate, there was also the
potential for any additional revenues obtained in this way to be retained as profit
rather than directed into improved service provision. As a result, we emphasised
increased call volumes and increased SP control over retail prices as the main
mechanisms through which our proposals would be likely to benefit innovation. %
We consider these potential externalities in our weighting of the Direct effect (see
paragraph 3.99) because they relate to retail price reductions.

We assess the potential scale of the Indirect effect by considering the possible
increase in termination revenue from calls to the affected number ranges across all
TCPs (assuming all TCPs implement tiered termination rates similar to the disputed
NCCNSs). For this purpose, we consider it relevant to use our results from the
modified Dobbs model to illustrate the increase in TCPs’ termination revenues from
calls to the affected number ranges, since this takes into account the possibility that
the NCCNs induce a change in MNOS'’ retail prices for these calls (and hence the
termination charge payable). As with the other applications of the modified Dobbs
model, we do not consider these calculations to be precise predictions about the
increase in TCP revenue but simply an illustration of its possible scale under certain
conditions. We note, however, that the benefits to callers could be significantly lower
than the increase in SP revenues if SPs if do not invest the additional revenues in a
way that callers value, or significantly higher if callers value any investment at more
than its cost.

We recognise that SPs may also retain some or all of an increase in revenues rather
than invest these in improved services to the benefit of callers. We also recognise
that SPs are consumers under the 2003 Act. However we consider that it is
appropriate in the light of our statutory duties and regulatory objectives to place more
weight on the interests of mobile consumers (including callers to the affected number
ranges) than SPs where the interests of the two groups are likely to be in conflict. In
exercising our discretion in this way, we have also had regard to the narrower
definition of ‘consumer’ in the EU Framework Directives, where that term is defined
as “any natural person who uses or requests a publicly available electronic telephone
service for purposes which are outsider his or her trade, business or profession.”'%
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Paragraphs 8.41-8.43, http://stakeholders.ofcom.org.uk/binaries/consultations/simplifying-non-geographic-

no/summary/Partb.pdf.

1% paragraph 13.72, http://stakeholders.ofcom.org.uk/binaries/consultations/simplifying-non-geographic-
no/summary/Partb.pdf.

199 Framework Directive, Article 2i.
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3.76

Accordingly, in the context of the Disputes, if the impact of the termination charges
contained within an NCCN on callers in terms of the prices they pay for calls and
packages is negative, but there are benefits accruing to SPs as a result of increased
revenues, we do not consider that such benefits should be given equal weight as the
detriment to callers when assessing the balance of consumer benefits. Where it is
uncertain that the increased SP revenues will filter through to callers, we consider
that greater weight should be placed on the welfare impact on callers. In other words,
if the NCCN has an adverse impact on callers, that is likely to be determinative
unless it is clear that there are material SP benefits which will be passed on to
callers.

Competition effect

3.77

We recognise that the NCCNs may influence competitive conditions. The promotion
of competition, where appropriate, is one of our principal duties under section 3 of the
2003 Act, and we therefore consider that it is important to assess the potential impact
of BT's NCCNs on competition. We do so by considering whether the NCCNs would
be likely to have a beneficial or distortive effect on competition.

The 08x cases

3.78

3.79

3.80

In our analysis of the competition effect in the 08x cases, we considered the following
elements of competition that we identified as potentially relevant to the overall effect
of the NCCNs on consumers:

e competition among TCPs: We considered whether other TCPs could charge
comparable termination charges to those set by BT, enabling them to compete
effectively in providing services to NTS SPs;

e competition among transit providers: We considered whether the introduction of
termination charges as specified by the NCCNs in the Disputes could lead to a
distortion of competition between transit providers;

e competition among OCPs in retail services: We considered whether termination
charges as specified by the NCCNs in the Disputes could lead to a distortion of
competition between OCPs in the retail mobile market; and

e competition between MNOs in wholesale access and origination to MVNOs: We
considered whether OCP specific termination charges based on the average
retail price would lead to a distortion of competition between MNOs in wholesale
competition for the hosting of MVNOs.

In the 080 Dispute, we found there were material barriers to other TCPs broadly
replicating BT's tiered termination charges. However, BT subsequently made
modifications to its billing system that allowed other TCPs to introduce charging
structures based on the retail prices of the OCP. As a result, in the 0845/0870
Dispute we concluded that the ability of other TCPs to replicate BT's termination rate
schedules implied the risk of a distortion of competition among TCPs in NTS hosting
services was relatively low.

In the 08x cases, the issue of foreclosure in the transit market was raised by both
MNOs and a major transit operator. However, we found there were no
insurmountable barriers to implementing a ladder pricing methodology for transit
operators. Nonetheless we had concerns about transit providers’ ability to identify
the OCP of some calls in order for them to be able to bill OCPs accurately (for
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example, when calls arrive via another transit provider who does not identify the
OCP). We noted that BT (as the TCP) may be unable to determine the identity of the
OCP if the call is from a ported number and the TCP is unable to identify the OCP
based on the ingress route, such as because the call arrives via another transit
provider who does not provide the OCP identity.

We were concerned that this could lead to competitive distortion in the transit market
by encouraging OCPs to choose inefficient routing choices to avoid the payment of
higher termination charges. Although the scale of this effect was uncertain, we
maintained our concern about the risk of a distortion in the transit market in the
absence of a mechanism to solve the problem regarding the ability to identify the
OCP of the call.

In its judgment, the CAT disagreed with our assessment and considered the choice
of transit provider was a potential problem of practicality rather than a serious
competitive risk. We agree with this characterisation of the problem, and now
consider choice of transit provider in relation to Principle 3 (Practicality).

We also considered whether the introduction of the NCCNSs in dispute could affect
the range of mobile packages available by making certain packages that include
lower prices for calls to the affected number ranges uneconomic. However, we
observed that this argument put forward by the MNOs does not take into account that
there could be an incentive to retain lower-priced packages to avoid an increase in
the MNOSs’ average retail price and potentially a higher termination charge paid to BT
(although the nature of this effect depends on the method to derive MNOs’ average
retail price). Therefore, we did not place great weight on this potential concern.

Another possible concern related to uncertainty over BT’s termination charges and
future variations affecting MNOs’ willingness to offer new and innovative tariffs. We
recognised that certainty is important for business planning but noted that this issue
is not unigue to BT's termination charges for calls to the affected NTS number
ranges. There was the potential for other OCPs to face uncertainty about termination
charges, including the uncertainty faced by OCPs (such as BT) in relation to changes
in mobile termination charges. In addition, the significance of this issue was likely to
depend on the way in which the average retail price is derived and updated over
time, and the frequency with which BT might change its termination charges.

We also considered whether a linkage between MNO retail prices and MVNO
wholesale/termination charges could cause a distortion in the wholesale access and
origination market. We found there might be ways in which MNOs could mitigate any
such distortion, but more fundamentally observed that the size of any distortion
depends on the importance of calls to the affected NTS number ranges to MVNOSs,
which account for a small proportion of total mobile-originated voice minutes. NTS
calls in general constitute a small proportion of total mobile-originated calls, which
may make any effects on competition in MNO hosting of MVNOs relatively small
and/or short-lived. We therefore considered that any potential distorting effect may
avoid material distortion to the incentives of MVNOSs to switch between MNOs.

In responding to stakeholder comments in the 0845/0870 Dispute, we also
considered the potential for the NCCNs to affect competition between fixed and
mobile OCPs. In particular, we considered whether the MNOs could use profits
earned on 0845/0870 calls to subsidise other services on which they competed with
BT such as voice and broadband and, if so, whether this amounted to a material
distortion in competition between fixed and mobile OCPs which might be mitigated by
the NCCNs. We found this could only arise in relation to number ranges where
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regulation did not apply equally to all OCPs, which in the context of the 0845/0870
Disputes was only the case for 0845 calls. We then considered the profits earned on
0845 calls and found these were too small relative to the size of the voice and
broadband markets to be likely to lead to any material distortion to competition.**® As
a result, we concluded there was no material distortion between fixed and mobile
OCPs resulting from MNO profits on 0845 calls.

Our approach in resolving the Disputes

3.87 As discussed at paragraph 3.77, we consider that we should take account of the
impact of BT's NCCNs on competition as part of our assessment of whether the
NCCNs provide an overall benefit to consumers. In this regard, we consider that it is
relevant to consider the potential for beneficial effects on competition of BT's NCCNs,
as well as the potential distortion to competition as a result of the introduction of BT's
NCCNSs.

3.88 Inthe context of the Disputes, we are not aware of any changes in the market that
would cause us to materially alter the conclusions we reached in the 0845/0870
Determination in relation to the competition effect. However, we have updated our
finding in relation to the potential distortion in choice of transit provider to reflect the
CAT's view in its judgment that this effect was a potential problem of practicality
rather than serious competitive risk.*** We have also considered some new
arguments made by the MNOs in relation to the competition effect, which we discuss
in Sections 4 to 6 according to the particular NCCN with respect to which they were
raised.

3.89 In addition, we have considered whether applying a stringent test to the introduction
of price changes by BT could itself have a chilling effect on competition. In this
context, we note that competition and innovation are not necessarily a good in
themselves, regardless of whether they can be expected to operate to the benefit of
any relevant consumer. Instead, we consider the relevant question in light of our
statutory duties whether or not the NCCNs would lead to overall benefit to
consumers. As a result, our conclusion on this potential competition effect would
follow from the conclusion on the other parts of Principle 2. If we were to find the
NCCNs likely to lead to overall benefit to consumers, we would consider them to be a
beneficial form of competition between TCPs. However, if we were to find they could
lead to consumer harm, we would not consider such competition or pricing innovation
beneficial. This view is supported by the CoA’s findings that competition is not an
aim in itself but only if it benefits consumers*? and that not all innovation is
necessarily good in terms of competition or benefits to consumers.**?

3.90 We have also considered whether the NCCNs could mitigate any distortion in
competition between fixed and mobile OCPs resulting from MNO profits made on
calls to the affected number ranges. We consider our findings in the 0845/0870
Disputes are relevant to the Disputes, and in particular do not consider the MNO
profits made on calls to the affected number ranges to be significantly large in

110 This was in contrast to our findings in our review of MCT, where we concluded that if mobile OCPs were able

to set excessive prices for MCT whilst fixed OCPs were only allowed to charge regulated prices, it could lead to a
transfer of funds between fixed and mobile operators that would be capable of creating a material distortion to
competition. In the 0845/0870 Determination, we recognised the parallel between our MCT findings and MNO
pricing of 0845 calls, but observed that the scope for profit generation through unregulated MCT was much
%rleater than 0845 calls (see paragraphs 7.75- 7.77 of the 0845/0870 Determination).

CAT Judgment, see paragraph 389.
12 c0A Judgment, see paragraph 86.
113 CoA Judgment, see paragraph 88.
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relation to the size of the voice and broadband markets to create a material distortion
to competition between fixed and mobile OCPs. We note that origination revenues
made by MNOs on calls to the affected number ranges are similar, or lower than, the
origination revenues they make on calls to 0845/0870 and therefore consider it
reasonable to apply the same finding.™*

Finally, we have also considered whether TCPs might use tiered termination rates to
compete against one another to the benefit of consumers. In theory, we observe that
TCPs could use tiered termination rates (or any other type of termination rate
schedule) to offer a more attractive hosting service to SPs by:

e encouraging higher call volumes to the SP by incentivising a reduction in the
retail price of calls to the SP’s number; or

e giving SPs a higher revenue share by charging a higher termination rate.

In practice, we understand that the first channel is unlikely to be effective given
MNOSs’ existing policies of setting retail prices for calls to NTS number ranges that do
not vary according to the terminating provider. This means all TCPs would benefit
from any reduction in retail price, reducing the competitive advantage to the TCP
introducing tiered termination rates.™ Whilst it is possible that the MNOs could seek
to set a different retail price for calls to a particular number range depending on
whose network the call is terminated, it is unclear that this would be practical.
Furthermore, we would be unlikely to find this desirable given our findings in our
review of the NTS market that tariff complexity was already contributing to a lack of
consumer price awareness for NTS calls.*'® Any further increase in complexity by
differentiating prices by TCP would be likely to compound this problem.

TCPs could also seek to use tiered termination rates to obtain increased termination
revenue in order to offer a higher revenue share to SPs. Whilst this suggests that
TCPs may have an incentive to introduce tiered rates that result in higher termination
revenues to the benefit of SPs, it is unclear, however, that TCPs would have an
adequate incentive to introduce tiered rates that are to the benefit of mobile
customers. If BT maintained the disputed NCCNs, other TCPs may not have
incentives to encourage further reductions in retail prices for the reasons outlined
above. Instead, they may have incentives to increase their termination charges in
order to offer a more competitive revenue share to SPs. Acting on these incentives
may lead to the introduction of competing tiered rates that would serve to increase
the MTPE without encouraging any off-setting Direct effect. Whilst there may be an
Indirect effect resulting from higher SP revenues, we note in our discussion of the
Indirect effect above that the pass-through of these benefits to callers is very
uncertain. As a result, we do not consider such competition between TCPs would be
likely to benefit callers.
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In 2009, mobile origination revenues from calls to 0845 and 0870 numbers were £186m and £55m

respectively. This compares with £69m for 0843/4, £72m for 0871/2/3, £75m for 080 and £74m for 09. See
http://stakeholders.ofcom.org.uk/binaries/consultations/simplifying-non-geo-numbers/annexes/flow-funds.pdf for
more details.

115 NGCS review April 2012 consultation, see paragraph A17.43.

116

Paragraph A24.30, http://stakeholders.ofcom.org.uk/binaries/consultations/simplifying-non-geographic-

no/annexes/Part CAnnexes.pdf.
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Assessment of overall effect on consumers

3.94

The overall impact of the proposed WTCs on consumers depends on the various
interactions and inter-relationships between the Direct effect, Indirect effect and
MTPE, as well as the impact on competition.

The 08x cases

3.95

3.96

In the 080 Dispute, we found that NCCN 956 would not necessarily lead to a
reduction in 080 retail call prices and hence that there would be a negative Direct
effect.'’” As the MTPE was also negative, and the Indirect effect unlikely to be
material given the inability of other TCPs to implement a similar charging structure to
BT (and therefore the lack of competitive pressure on BT to pass through revenues
to SPs), the overall impact on consumers was likely to be negative. We noted that if
there was pass-through of revenues to SPs by BT, there was a risk of a distortion of
competition among TCPs.

In the 0845/0870 Disputes, we found that the Direct effect was likely to be positive.
In this case, we observed that the net impact on consumers would depend on the
various interactions and inter-relationships between the Direct effect, Indirect effect
and MTPE. We conducted a qualitative assessment of these interactions, assigning
more weight to the Direct effect than the MTPE or Indirect effect as a result of the
additional benefits to consumers from a price reduction in these number ranges over
and above the benefit from paying a lower price for these calls. We found that,
because we could not be certain about the magnitude of the likely price reductions, it
was possible that the MTPE could outweigh the benefits to consumers from the
Direct effect. In light of our over-riding statutory duties to further the interests of
consumers, we placed greater weight on this potential risk to consumers. In relation
to competition, we were concerned that the NCCNs could lead to distortions of
OCPs’ choice of transit provider. Taking these issues we had identified in relation to
consumer benefits and distortions to competition in the round, we concluded that
Principle 2 was not met.

Our approach in resolving the Disputes

3.97

3.98

3.99

We adopt a similar approach to assessing the consumer impact of the NCCNs in
dispute to that taken in the 08x cases, namely drawing on our findings for the
individual effects to overall assess their overall impact on consumers.

In conducting this assessment, we place less weight on the Indirect effect than the
Direct effect or the MTPE. As discussed in relation to the Indirect effect, this is
because we think its impact on callers is considerably more uncertain than the other
effects, even in the revenue-sharing number ranges, and we place more weight on
the interests of consumers than we do on SPs.

We also place more weight on the Direct effect than the MTPE. This reflects the fact
we have identified certain externalities as potentially resulting from a reduction in the
price of calls to the affected number ranges, as well as any policy preference, where
relevant. These externalities are related to some of the adverse effects we found
that certain features were having on the market for NTS calls in our NGCS review
April 2012 consultation. The extent and scale of these externalities may vary with the

117

As noted at paragraph 343 of the CAT Judgment, the CAT concluded that the Direct effect was likely to be
positive.
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3.100

3.101

number range under consideration as a result of differences between NTS number
ranges. The possible externalities that we have identified are:

o alleviation of suppressed or distorted demand for calls to the affected number
ranges through improving the meaning and value to consumers of the reputations
of these number ranges; and

e improvement in SPs’ investment incentives through the prices of calls to the
affected number ranges being better aligned with SPs’ preferences and/or an
increase in the volume of calls to these numbers.**®

As in the 08x cases, we consider there are some scenarios where we can be
confident about the overall impact on consumers who call the affected numbers and
on mobile customers:

o f retail prices of calls to the affected number ranges increase, consumers suffer
harm through both the Direct effect and the MTPE (this reflects the fact that
MNOs profits from calls to the affected numbers are likely to fall as a result of
higher termination charges under BT's NCCNs which are unlikely to be fully
recouped through higher call prices);

o if retail prices of calls to the affected number ranges are unchanged, there are no
benefits from the Direct effect, but consumers suffer harm through the MTPE (this
reflects the fact that MNO profits from calls to the affected numbers fall as a result
of the increase in termination charges); and

o if retail prices of calls to the affected number ranges fall to the bottom rung of the
termination ladder (referred to as the ‘full price reduction scenario’), consumers
benefit from the Direct effect, but suffer harm from the MTPE (this reflects the fact
that MNO profits from calls to the affected numbers fall as a result of the
reduction in retail prices alone — since there is no increase in termination charge).
In this case, the MTPE would be exactly equal to the Direct effect if the loss to
MNO profits on calls to the affected numbers is fully recaptured through price
increases on other services (i.e. when the waterbed is 100%), if the reduction in
retail call price has no impact on the volume of calls to the affected number
ranges and if there are no positive externalities due to the reduction in call prices.
In this scenario, we would expect the overall impact on mobile customers to be
positive, given that the waterbed is likely to be less than 100%, call volumes to
the affected number ranges are likely to be at least somewhat responsive to price
and positive externalities are possible.

The other possible scenario is that prices fall but do not fall to the bottom rung of the
termination ladder (referred to as the ‘partial price reduction scenario’). In this case,
it is possible that mobile customers could benefit overall if the Direct effect is
sufficiently large to offset the negative MTPE.*® This is more likely to happen if the
retail price reduction is large relative to the increase in termination rate, and hence
will be more likely when demand is relatively responsive to price. Consumers are
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This effect is distinct from the Indirect effect, which considers the impact that additional termination revenues

passed through to SPs may have on SPs’ incentives to invest in service quality and availability at given retail

rices.

¥ we recognise the Indirect effect is also present in this scenario, as there will be some increase in termination
charges payable when prices do not fall to the bottom rung. However, given the lesser weight we place on this
effect (see paragraph 3.95), in practice the direction of overall consumer impact is more likely to be determined
by the relative magnitudes of the Direct effect and MTPE.
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also more likely to benefit from a partial price reduction if the waterbed is small and
externalities due to a reduction in call prices are large.

3.102 Where there is uncertainty as to the possibility of overall harm to consumers, in light
of our overriding statutory duties to further the interests of consumers, we consider it
appropriate to place greater weight on the potential risk of harm to consumers.

Principle 3: Practicality

3.103 Principle 3 concerns practicality. To be considered fair and reasonable, BT’s
proposed termination charges must be reasonably practical to implement.

3.104 In this section, we discuss how we analysed the question of practicality in the 08x
cases and the views of the CAT and the CoA on this issue in the appeals associated
with those cases. Any subsequent comments on practicality made by the parties are
discussed in Sections 4 to 6, where we also set out our analysis of whether it is
practical to implement the charges to which NCCNs 1011, 1107 and 1046 relate.

Ofcom’s views in the 08x cases

3.105 In the 080 Dispute, we acknowledged the issues regarding practicality raised by the
MNOs about the derivation of average retail prices and noted that “it should be
possible to reach a practical solution within the parameters that we have set out and
this solution can be achieved through further commercial negotiation.”**® Ofcom
noted it would be for MNOs in the first instance to provide an estimate of the average
retail price subject to a verification procedure. If an MNO was unable to determine
an average retail price, it was then for BT to estimate the price based on publicly
available information. Details of the arrangements were subject to negotiations
between the parties.’® We concluded that Principle 3 should not be a barrier to the
NCCN in dispute being considered fair and reasonable.

3.106 Similarly, in the 0845/0870 Disputes, we noted that each MNO should be in a
position to estimate their own average retail prices for calls to the number ranges in
dispute, to an acceptable degree of accuracy. We suggested that this should be
subject to a reasonable verification process, although noted further negotiation would
be required between the parties to agree how this would work.

3.107 We considered other issues introduced by the MNOs, which related to the risk of
unintended, unforeseen or undesirable wider implications arising from the new
pricing arrangements put in place by BT. We noted that the charging arrangements
under consideration “...might lead to unintended and unforeseen consequences...”'%
due to the complexity of real-world pricing decisions faced by the MNOs, and that
“the potential for significant wider implications is also relevant to our
consideration.”*?®

3.108 We identified that a number of practical difficulties of implementation were
unresolved (such as that porting at the OCP end may affect billing accuracy) and that
tiered termination charges would introduce significant additional complexity (for
example, the OCP is likely to be charged different ladders of termination rates by
different TCPs). We went on to note “the potential for a major and potentially

120
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The 080 Determination, see paragraph 6.11.
The 080 Determination, see paragraph A3.63.
The 0845/70 Determination, see paragraph 9.49.
The 0845/70 Determination, see paragraph 9.50.
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disruptive set of changes to industry arrangements...”*** to result from the charges.

However, we went to acknowledge that “[i]f we were in a position to conclude that
there were clear and unequivocal benefits to consumers...we might place less weight
on the practicality concerns.”** Given the conclusion that Principle 2 was not passed
in relation to the 0845/0870 charges, Ofcom concluded that these practicality
concerns were relevant and that there was insufficient evidence to conclude that it
was practical to implement the new 0845/0870 charges.

The views of the CAT and CoA

3.109

3.110

3.111

3.112

In its consideration of the 08x cases, the CAT accepted that the imposition of the
NCCNSs in the 08x cases would involve some work by both BT and the MNOs in
order to implement a new billing structure.*®® In addition, as noted at paragraph 3.88,
we reflect the CAT’s view that any potential distortion in choice of transit provider is a
potential problem of practicality rather than a competitive risk (which we consider in
the competition effect in Principle 2).

In its Judgment, the CAT believed some of the practical difficulties had been
overstated.'®” The CAT considered that the issues raised such as calculations of the
average retail price “are precisely the sort of difficulties that the parties should be
able to resolve between themselves.”*?® |n respect of any potential distortion in
choice of transit provider, the CAT noted “We do not regard it as so serious a
competitive risk as to prevent BT from imposing its NCCNs."*?°

Overall therefore, the CAT endorsed the conclusions which Ofcom drew in the
context of the 080 Determination, that is, the principle is satisfied and the charges
should be reasonably practical to implement.

In resolving the appeals brought to it regarding the 08x cases, the CAT issued a
Judgment, Order and Ruling. We consider that the CAT order is relevant to our
discussion regarding practicality. The CAT Order set out actions required by Ofcom
and the parties (the MNOs and BT) which gave effect to its decisions in the
Judgment and Ruling. The Order required Ofcom to determine that the NCCNs in
the 08x cases stand and that the MNOs make payments to BT. If the MNOs and BT
could not agree on the amount of payments, the Order required that Ofcom order
such payments as it considered appropriate.”*® We issued a determination which
gave effect to directions in the Order and reflected the agreements made as between
BT and each of H3G, O2 and EE regarding payments for monies owed under the
NCCNSs as a result of the CAT’s decision that the charges were fair and reasonable.
Vodafone and BT failed to agree the payment due to BT.**! Accordingly we ordered
the appropriate payment to be made by Vodafone.**?
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The 0845/70 Determination, see paragraph 9.52.
The 0845/70 Determination, see paragraph 9.52.

126 CAT Judgment, paragraph 401.
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128
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130

CAT Judgment, paragraph 402.
CAT Judgment, paragraph 408.
CAT Judgment, paragraph 389.
Following this Order, Ofcom issued its first determination which gave effect to the directions in the Order which

were capable of being implemented immediately. See:
http://stakeholders.ofcom.org.uk/binaries/enforcement/competition-bulletins/closed-cases/all-closed-
cases/cw_01076/determinations195.pdf

181 http://stakeholders.ofcom.org.uk/binaries/enforcement/competition-bulletins/closed-cases/all-closed-
cases/cw_01076/Determination270212.pdf

132 Ofcom’s decision has been appealed.
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3.113

The question of whether the charges are practical was not an issue before the CoA in
its examination of the 08x cases. The CoA noted that Ofcom’s view regarding
whether the charges were practical from the 080 Dispute (as noted at paragraph
3.105) prevailed and was therefore not an issue which was considered any further.**

Our approach in the Disputes

3.114

3.115

We consider that the fact the majority of MNOs were able to agree with BT the
amounts owed under the CAT Order (even though we note the Order is no longer in
place following the CoA Judgment) is relevant to our assessment of whether similar
“ladder” charges are practical. Specifically, the payments agreed will have contained
a calculation based, in principle, on an average retail price for calls to the affected
number ranges. As a result, we do not consider difficulties in deriving average retail
prices present a barrier to the disputed NCCNs being fair and reasonable.

In relation to the unintended, unforeseen or wider implications raised by the MNOs in
the 08x cases, and any potential distortion in choice of transit provider, we remain of
the view that the weight we attach to these potential practicality concerns depends on
our findings in relation to Principle 2. Specifically, whilst we recognise there are
potential practical consequences resulting from the NCCNs, we would place less
weight on these consequences if we thought the NCCNs would lead to overall
consumer benefit.

133

CoA Judgment, see paragraph 40.
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Section 4

Analysis and provisional conclusions for
NCCN 1101

4.1 In this Section, we set out our analysis and provisional conclusions as to whether it is
fair and reasonable for BT to apply the termination charges set out in NCCN 1101,
using the analytical framework set out in Section 3.

4.2 This Section is structured as follows:

o first, we discuss the key features of NCCN 1101, and EE’s pricing policy for calls
to the number ranges affected by this NCCN;

¢ we then set out the parties’ views, our analysis, and our provisional conclusions,
against each of the three principles that form our analytical framework; and

¢ finally, we set out our provisional conclusions as to whether it is fair and
reasonable for BT to apply the termination charges set out in NCCN 1101.

4.3 A number of the issues we consider in relation to NCCN 1101 are also relevant to
NCCN 1107, and to a lesser extent NCCN 1046. As a result, some of the discussion
material in this Section is also relevant to those NCCNs as well as NCCN 1101, and
we indicate where this is the case as appropriate.™*

Key features of NCCN 1101

Structure of the wholesale tariff schedules

4.4 NCCN 1101 contains a number of different wholesale tariff schedules that
correspond to BT's retail price charge bands for the 0843/4 and 0871/2/3 number
ranges covered by this NCCN.'* The wholesale tariff schedule varies by charge
band and also by time of day (i.e. daytime, evening and weekend).

4.5 NCCN 1101 specifies different wholesale tariff schedules for 13 charge bands with
three time of day variants for each charge band. Hence there are in total 39 different
wholesale tariff schedules for NCCN 1101.

4.6 As with all of the NCCNs in dispute, the bottom rung of each wholesale tariff
schedule is set at the WTC that prevailed prior to the introduction of NCCN 1101.
The WTC then increases with the OCP’s retail price for calls to the affected number
range in a series of steps indefinitely.

4.7 For all of the schedules in NCCN 1101 the termination charge increase less rapidly
than the retail call price excluding VAT.**® As a result, the retention per minute (i.e.

134 Also, where EE has submitted evidence that is specific to NCCN 1107, but it makes sense to deal with it

alongside evidence specific to NCCN 1101, we discuss it in this Section, rather than Section 5.

135 Each of these charge bands corresponds to a particular retail price that BT charges its customers for making a
call to a number in this range. An SP who purchases a hosting service from BT for one of these number ranges
thus indicates its preferred retail call price.

13 The wholesale tariff schedule is specified in terms of retail prices including VAT, but this is not retained by the
MNOs.
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4.8

the retail call price excluding VAT minus the applicable termination charge) available
to the MNO increases with each step.

Once a certain threshold retail price is reached, the steps become shorter so that the
length of subsequent steps equals their height. This means that the termination rate
increases one-for-one in response to an increase in the retail price. Because the
wholesale tariff schedule is specified in terms of retail prices including VAT, which is
not retained by the MNOs, the retention per minute available to the MNO declines
with each further step. Therefore, the retention per minute is maximised at this
threshold retail price. For all of the wholesale tariff schedules contained in NCCN
1101, the retail price at which retention per minute is maximised is 42.5 pence per
minute (“ppm”), including VAT.

EE’s pricing policy for calls to the affected number ranges

4.9

4.10

We understand from EE that it sets separate retail prices for each of its T-Mobile and
Orange brands for calls to the number ranges affected by NCCN 1101. In addition,
for each brand, EE sets a single retail price for calls to all of the 0843/4 BT charge
bands covered by NCCN 1101, and a single retail price for calls to all of the 0871/2/3
BT charge bands covered by NCCN 1101. These retail prices apply at all times of
day. EE explained that it does this partly to reflect consumer preferences for tariff
simplicity and partly because of the costs to EE associated with more granular
pricing. We refer to each of EE’s retail prices as ‘price points’, to distinguish them
from BT’s charge bands. We understand that EE sets the level of each price point on
the basis of [¥<Description of confidential EE retail pricing policy<]

EE provided the average retail price at each of the four price points (two for T-Mobile
and two for Orange) covered by NCCN 1101, which applied immediately before
NCCN 1101 came into effect. EE’s price points under NCCN 1101 are summarised
in Table 4,1 below.

Table 4.1: EE’s price points covered by NCCN 1101, ppm

All 0843/4 charge bands
All 0871/2/3 charge bands

T-Mobile average retail  Orange average retail
price (incl. VAT) price (incl. VAT)

Price point

Source: EE response to Question 1 of the first s191 Notice NCCN 1101 and 1107 Disputes.

Principle 1: Cost recovery

411

To satisfy Principle 1, the WTCs should not deny MNOs the opportunity to recover
their efficient costs of originating calls to 0843/4 and 0871/2/3 number ranges hosted
on BT’s network.

Views of the parties

EE’s analysis

412

EE’s NCCN 1101 and 1107 dispute submission contains an assessment of whether
EE would be able to recover its costs of call origination under the new wholesale
termination charges introduced in the NCCNs. EE’'s assessment is based on its retail
prices remaining unchanged.
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4.13

4.14

4.15

4.16

417

4.18

For both Orange and T-Mobile customers, EE calculates its ppm margin for the most
significant charge bands (in terms of traffic volumes) on the 0843/4 and 0871/2/3
(and 09) number ranges, both before and after the introduction of the NCCNs in
dispute. For the purposes of this analysis EE calculates ppm margins as the average
retail price (including VAT) less BT’s wholesale termination charge, and less the cost
of call origination.

EE calculates the ppm margins on the basis of EE’s VAT inclusive price to “simplify
the calculations”, but notes that the actual margin retained by EE will be lower as it
will be net of VAT on these prices.*®’

EE uses a figure of 5ppm for the minimum efficient cost of mobile origination for calls
to non-geographic numbers, noting that this is based on a LRIC+ cost standard. EE
claims that this figure is supported by the CAT in its consideration of the 08x cases
and was used by BT’s expert witness Professor Dobbs in this context.*®

EE's analysis shows that for all of the selected charge bands on the 0871 number
range, the ppm margin is positive after the introduction of NCCNs 1101. However,
EE finds that for two of the 0843/4 charge bands (g6 and g11), NCCN 1101 will
result in EE not being able to recover its efficiently incurred costs at the current
pricing level for Orange customers.'®*® EE calculates that it will make a loss for all
calls to the 0844 charge bands g6 and g11 of 2.1 ppm and 1.3 ppm respectively. EE
further notes that these two charge bands account for over [5<]% of Orange traffic to
the 0843/4 number range).**

EE acknowledges that it is open to it to increase its current pricing for these calls so
that it no longer incurs a loss on these calls. However, it contends that "the
disincentive for EE to offer these low priced non-geographic calls created by NCCN
1101 is still in this case likely to operate to reduce pricing innovation and competition
to the detriment of consumers, in violation of Ofcom's statutory objectives."***

EE therefore considers that Principle 1 is not satisfied, and that Ofcom should find
NCCN 1101 to be unfair and unreasonable.

BT’s comments on EE's analysis

4.19

BT submitted some comments by Professor Dobbs on the impact of NCCNs 1101
and 1107 contained in EE’s NCCN 1101 and 1107 dispute submission.**? This
includes some comments on the marginal cost of origination used by EE in its
analysis. However, our understanding is that these comments properly relate to the
assessment of the Direct effect under Principle 2, rather than the assessment of cost
recovery under Principle 1.

Our views

4.20 As discussed in Section 3, we assess Principle 1 by comparing EE’s retention on

calls to the affected number ranges under NCCN 1101 at EE’s current retail prices.

137 EE’s NCCN 1101 and 1107 dispute submission, Annex 9.1, footnote 89.
138 EE's NCCN 1101 and 1107 dispute submission, paragraphs 3.2.8 and 3.17 and Annex 9.1, footnote 91.
139 For the remaining charge bands on the 0844 number ranges, EE finds that the pence per minute margin is
ﬁ%sitive after the introduction of NCCN 1101. o

EE 's NCCN 1101 and 1107 dispute submission, paragraph 3.18. We assume that the reference to the 0843/4
charge band "g7" in paragraph 3.16.1 is a typographical error, which should in fact refer to "g11".

141

EE’s NCCN 1101 and 1107 dispute submission, footnote 54.

142 professor Dobbs’ comments cover EE’s analysis relating to Principles 1 and 2.
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4.21 As explained above, EE sets retail prices separately for T-Mobile and Orange calls to
the two number ranges affected by NCCN 1101. In addition, for each brand, EE sets
a single retail price for calls to all of the 0843/4 BT charge bands covered by NCCN
1101 (applicable at all times of day), and a single retail price for calls to all of the
0871/2/3 BT charge bands covered by NCCN 1101. These retail prices apply at all
times of day. In view of this, we think it is appropriate to assess Principle 1 by
calculating the average retention that EE earns at each T-Mobile and Orange price
point within the affected number ranges. [$<].

4.22 For each price point, we calculate average retention by subtracting from the average
retail price the average wholesale termination charge applicable at that price.*** We
consider that average retention should be based on a retail price that excludes VAT,
since VAT is not retained by the originating operator (as noted above EE included
VAT in its calculation of the average margin for reasons of simplicity).

4.23 Table 4.2 presents the retentions earned by EE at each T-Mobile and Orange pricing
point under the wholesale termination charges that would apply under NCCN 1101 if
EE left prices unchanged.

Table 4.2: Retention earned by EE under NCCN 1101 if prices left unchanged, ppm

avs)z(ilsttalrr]gtail MUETELE B Average
g under NCCN 9

price (incl. retention
1101
VAT)

Price point

All 0843/4 charge bands - T-Mobile

All 0843/4 charge bands - Orange

All 0871/2/3 charge bands - T-Mobile

All 0871/2/3 charge bands - Orange

Weighted average
Source: Ofcom.

4.24 Table 4.2 shows that under the new WTCs introduced in NCCN 1101, EE’s retention
at each price point is between [5<]ppm and [¥<]ppm. In addition, the weighted
average retention earned by EE across all four price points is [5<]ppm.

4.25 These levels of retention, both for each price point and on average, are above our
upper estimate of the pure long run incremental costs of providing mobile call
origination (0.8 ppm — see Table 3.1). In addition, the retention earned by EE at
prevailing retail prices also permits a contribution to common costs, of between
[5<]ppm and [<] ppm based on our estimate of pure LRIC. Across all four price
points, the weighted average retention earned by EE permits a contribution to
common costs of around [<] ppm. This is sufficient to cover our upper estimate of
LRIC+, with a contribution to 100% of A&R costs (see Table 3.1). To the extent that
MNOs need to be able to recover their common costs of mobile origination from calls
to 0843/4 and 0871/2/3 numbers, we consider that NCCN 1101 permits a material
contribution to these costs, even if EE does not change its retail prices.

4.26 In conclusion, we consider that NCCN 1101 permits EE to recover its LRICs of
providing call origination, and make a material contribution to common cost recovery.
Given the scope for recovery of common costs, we do not consider that it is
necessary to reach a view on the appropriate value for the efficient costs of
originating a mobile call to the number ranges covered by NCCN 1101.

e explain how we calculate the average wholesale termination charge in Annex 3.
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4.27

4.28

We note that to the extent that the contribution to common costs made by the
affected number ranges is smaller under NCCN 1101, we consider it likely that EE
can recover a proportion of these common costs elsewhere in the retail offering. We
capture the effect of this on consumers through our assessment of the MTPE, under
Principle 2.

Therefore, we provisionally conclude that NCCN 1101 satisfies Principle 1.

Principle 2: Effects on consumers

4.29

In this section we consider the four elements which relate to this principle (see
Section 3), before setting out our overall assessment of whether the charges in
NCCN 1101 are beneficial to consumers.

Direct effect

Views of the parties

EE’s views

EE’s analysis of the Direct effect

4.30

4.31

4.32

4.33

4.34

4.35

In EE's NCCN 1101 and 1107 dispute submission, it considered the likely impact of
NCCNs 1101 and 1107 on its retail pricing using two methodologies. The first
considers the effect of the NCCNs on pricing incentives assuming a change in the
retail price of calls has no impact on the volume of calls to the affected number (we
refer to this below as EE’s ‘no demand effect’ analysis). The second approach
considers the likely impact of the NCCNs on retail pricing including likely demand
effects, which we refer to as its ‘demand effect’ analysis.

No demand effect analysis

EE’s ‘no demand effect’ analysis assumes that EE will adjust its retail call prices in
order to restore, or come as close as possible to restoring ppm margins earned on
calls to the affected number ranges to their previous levels following the introduction
of the NCCNs.

EE calculates the ppm margin at the minimum and maximum retail price for each
‘step’ of the termination rate schedule. As with its analysis under Principle 1, EE
calculates the ppm margin using a marginal cost of origination of 5ppm, which is
based on a LRIC+ cost standard.

EE identifies the incentive to alter retail prices by comparing the initial retail price with
the retail price that comes closest to restoring the ppm margin to the level prior to the
introduction of the NCCN. EE conducts this analysis for a representative ([5<]) charge
band within each of the affected number ranges.

In relation to NCCN 1101, EE analyses the effect on prices for two charge bands: g6
(0844) and g7 (0871) and finds incentives for both T-Mobile and Orange to increase
retail prices for calls to 0843/4 and 0871/2/3 numbers under NCCN 1101.

Demand effect analysis

EE’s ‘demand effect’ analysis extends the ‘no demand effect’ analysis to take into
account the likely impact of any change in retail price on the volume of calls to the
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4.36

4.37

4.38

4.39

affected number ranges. The analysis assumes that the NCCNs create incentives
for EE to adjust its retail prices in order to restore overall profits (rather than just ppm
margins) as far as possible to their previous levels.

For both T-Mobile and Orange, EE calculates overall profits for each number range
prior to the introduction of the relevant NCCN by multiplying total call minutes in 2010
by the ppm margin for the representative charge band within that number range.

EE then calculates overall profits after the introduction of the relevant NCCN at the
retail price at the top of each step on the ladder. Call volumes at the top of each step
are estimated by applying a price elasticity of demand of -0.4 to the implied change in
retail price. EE bases this assumption about elasticity on empirical estimates*** and
notes that Ofcom used a range of -0.2 to -0.4 in its assessment of the welfare
impacts of policy changes proposed in its NGCS review December 2010
consultation.™® The estimated call volumes are then applied to the ppm margin
associated with the retail price at the top of each step to estimate the overall profits.

EE identifies the incentive to alter retail prices by comparing the initial retail price with
the retail price that comes closest to restoring overall profits to the level prior to the
introduction of the NCCN.

In relation to NCCN 1101, EE finds incentives for both T-Mobile and Orange to
increase their retail prices for calls to 0843/4 and 0871/2/3 numbers under the
NCCN. In all cases considered except Orange calls to 0843/4 numbers, EE finds
that it is not possible for EE to adjust retail call prices to restore overall profits to its
pre-NCCN levels.

EE’s justification for inelastic demand

4.40

4.41

4.42

Following EE’'s NCCN 1101 and 1107 dispute submission, we asked EE to provide
us with empirical evidence on the elasticity of demand for calls to 0843/4, 0871/2/3
and 09 number ranges and an explanation of how these estimates were consistent
with profit maximisation if they implied that demand was inelastic. We also asked EE
to comment on the degree of any spillover effects from the price of calls to these
number ranges to demand for other mobile services, and provide supporting
evidence where available.® EE’s response to this request is summarised below.

EE’s evidence to support inelastic demand

EE cites an empirical study by NERA, which found demand elasticities in the mobile
sector of approximately -0.3 for all outgoing call services in the short term, increasing
to -0.6 in the medium term. NERA found that for nearly all mobile markets, the time
taken to transition from short to medium term demand responses was around Six
months.

In addition to this study, EE submitted the following analysis:

144

“The Effects of Lower Mobile Termination Rates (MTRs) on Retail Price and Demand”, C. Gorwitsch, J.S.

Marcus and C. Wernick: http://www.wik.org/fileadmin/Aufsaetze/MARCUS _et_al_Growitsch_MTR.pdf
“Optimal Fixed-to-Mobile Interconnection Charges”, C. Koboldt and D. Maldoom:
http://www.dotecon.com/assets/images/rmsyits.pdf

145

Footnote 305, NGCS review December 2010 consultation, see

http://stakeholders.ofcom.org.uk/binaries/consultations/simplifying-non-geo-numbers/summary/non-geo.pdf

145 Question 5 of the first s191 Notice NCCNs 1101 and 1107 Dispute.
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e agraphical analysis of call volumes to the 0845, 0870 and 080 number ranges
(along with the underlying volume data), which all experienced significant retail
price reductions following the CAT Judgment (approximately [5<]% for 0845/0870
and [<]% for 080). EE concludes this analysis showed very limited volume
responses to significant price reductions, supporting its view that demand is
inelastic;

e an analysis of the percentage change in volumes for three months and six
months before and after the price changes for 080 (PAYM and PAYG), 0845
(PAYM) and 0845/0870 (PAYG). These implied volume responses range from
-5% (which EE recognises is a counter-intuitive result) to +8%, which EE says
gives an indication of inelastic demand as the implied volume change is far less
than the change in price; and

¢ asimilar analysis in relation to an effective price increase by Orange for calls to
09 numbers of between [<]-[5<]% in March 2011. EE finds that volumes were
[5<]1% lower in the three months after the price change compared with volumes in
the three months before, which it notes also suggests an elasticity of substantially
less than one.

4.43 EE recognises there are limitations to its analysis, including the fact that EE was
unable to split out volumes for those users experiencing price increases from those
who did not and was unable to control for other factors potentially affecting demand
for NTS calls. Nonetheless, it considers the analysis supportive of its view that
demand for calls to 0843/4, 0871/2/3 and 09 numbers is relatively inelastic.

EE’s reconciliation of inelastic demand with profit maximising behaviour

4.44 EE recognises that profit maximising behaviour typically requires pricing on the
elastic part of the demand curve.™’ EE reconciles its view that the demand for calls
to the affected number ranges is inelastic with profit maximising behaviour by the
negative reputational effects it claims any price increase above current levels would
have on its ability to build its brand and customer base. It follows that EE considers
there to be spillover effects from the price of calls to 0843/4, 0871/2/3 and 09
numbers to other mobile services, and in particular to subscriptions.

4.45 EE argues on a related note that there are well-established price points in the
affected markets, above which further price increases would lead to significant
negative publicity and would have an adverse effect on its brand. EE says this
implies that demand for calls to the affected number ranges is kinked.

4.46 EE notes it is hard to find evidence in support of these effects, but cites the negative
publicity surrounding Orange’s decision to increase pay monthly tariffs in line with
inflation in December 2011 as one recent example.

BT'’s views

BT's comments on EE’s analysis

4.47 BT submitted some comments by Professor Dobbs on EE’s analysis of the Direct

effect of NCCNs 1101 and 1107. Professor Dobbs considers that EE’s analysis of
pricing incentives excluding the likely impact on demand is not a sensible way of

7 n this context, the reference to the elasticity of demand refers to the point elasticity of demand at the relevant

price.
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4.48

4.49

modelling the Direct effect. Professor Dobbs notes that if quantity did not change in
response to price then a firm could increase profits without bound by continually
raising price. He notes that as no one is arguing this is the case, it is misleading to
analyse pricing incentives in this way.

Professor Dobbs also disagrees with the approach taken by EE to analyse pricing
incentives taking into account the likely impact on demand. This is because EE
assumes demand is inelastic but models pricing incentives in a way that assumes
there are no spillovers from the price of calls to these numbers to demand for other
mobile services. Professor Dobbs argues that these positions are inconsistent. He
notes that if there are no spillovers, then demand must be elastic or else EE would
not be maximising profits. If there are spillovers on the other hand, inelastic demand
could be consistent with profit maximisation but Dobbs argues that these spillover
effects would then need to be incorporated into the model of pricing incentives.

Professor Dobbs also considers that the estimated marginal cost of origination used
by EE in its analysis is too high. Professor Dobbs notes that his use of the 5ppm
figure in the context of his first report on the effect of the NCCNs in the 08x cases
was to explore the consequences of using a very conservative upper bound for the
marginal cost of origination. Professor Dobbs also notes that he subsequently
considered 2ppm as the upper bound on the marginal cost of origination after he
became aware of Ofcom estimates of this cost. Furthermore, Professor Dobbs
argues that marginal cost should be defined to give an indication of how much a
particular line of business contributes to overall costs, and hence should not include
an allocation of fixed and common network costs (as is the case in a LRIC+ cost
standard).

BT'’s analysis of the Direct effect

4.50

BT did not submit any new analysis of the Direct effect of NCCNs 1101 and 1107.
However, Professor Dobbs argued that there was an unambiguous incentive to
reduce retail prices under NCCN 1046 resulting from the fact that there was a
continually increasing ladder of termination charges. He then drew a parallel
between NCCN 1046 and NCCNs 1101 and 1107, which also feature a continually
increasing ladder of charges, which we understand to suggest that he considers it
likely the NCCNs 1101 and 1107 will also lead to an unambiguous incentive to
reduce retail prices as a result.

Views of interested parties

451 Vodafone submits that it believes ladder pricing has the effect of incentivising OCPs
to increase prices either on the number ranges in question or on other services. It
states that the ladder charging system creates a strong incentive for OCPs to
increase prices both within each “rung” of the ladder and overall.**®

Our views

Ofcom comments on EE’s analysis

4.52

We agree with BT that a sensible consideration of pricing incentives needs to
account for the likely impact on demand of changes in retail price (see Section 3),
and so do not place any weight on EE’s ‘no demand effects’ analysis.
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Vodafone letter to Ofcom 1% May 2012, paragraphs 9 and 10.
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453 We have considered the evidence and analysis put forward by EE to support its view

4.54

4.55

4.56

that demand is inelastic:

e The empirical evidence referred to by EE (set out at paragraphs 4.41-4.43)
appears to relate to an industry elasticity of demand for all outgoing call services,
whereas the relevant elasticity for the purposes of estimating the Direct effect is
the elasticity faced by EE for calls to the affected number ranges. On the other
hand, we recognise that the elasticity used by EE (-0.4) is consistent with the
range of -0.2 to -0.4 used by Ofcom in its impact assessment for NGCS review
April 2012 consultation. We note, however, that in the NGCS review April 2012
consultation the elasticity range used by Ofcom represented the ‘threshold
elasticity’ required for the estimated benefits from the proposed interventions to
exceed the costs, and was not an empirical estimate of the actual elasticity. In
addition, we note that the elasticity range related to an industry-level elasticity,
rather than firm-level elasticity; and

o We consider EE’s analysis of volume responses to price decreases in
080/0845/0870 number ranges provides only limited support for inelastic demand
in the number ranges relevant to this dispute, given the significant limitations to
this analysis recognised by EE itself. These limitations include the fact that EE
was unable to split out volumes for those users experiencing price increases from
those who did not and, more significantly, that it was unable to control for other
factors potentially affecting demand for NTS calls. In our impact analysis for the
NGCS review April 2012 consultation, we assumed a rate of decline in NTS call
volumes of 10% p.a. occurring for exogenous reasons. EE itself recognises that
other factors must be driving demand for NTS calls as its own analysis suggested
that in some cases demand fell rather than increased in response to price
reductions. Similar points apply to EE’s analysis of volume responses to Orange’s
price increase for calls to 09 numbers.

We do not believe the evidence submitted by EE provides a basis for concluding that
the demand for calls to the affected number ranges is inelastic. However, we
recognise that there are some characteristics of the NTS market (notably low price
transparency and consumers’ resulting lack of price awareness) which may limit the
strength of the demand response to a reduction in price.

We agree with Professor Dobbs that simple economic models of profit-maximising
behaviour imply that demand will be elastic at the profit maximising price, absent
other factors that affect pricing decisions (such as cross-price effects). Given this,
the claim that prices are set on an inelastic part of the demand curve cannot be
reconciled with profit maximising behaviour unless there is some explanation for why
EE (and MNOs more generally) have not responded to inelastic demand by
increasing prices.

One possible explanation put forward by EE (and referred to in the 08x cases) is
spillover effects. We consider that EE’s evidence on reputation effects (summarised
in paragraphs 4.42-4.46 above) offers only limited insight to the possible impact of
increasing the price of calls to 0843/4, 0871/2/3 or 09 nhumbers on its reputation and
net additions. This is because the evidence relates to the impact on reputation from
an increase in the monthly charges for the overall bundle on Orange’s pay monthly
tariffs, which are very visible to subscribers. Consumer awareness of prices in the
number ranges affected by the NCCNs in dispute is far lower than headline tariffs, as
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4.57

4.58

4.59

4.60

4.61

demonstrated by our consumer research in our NGCS review April 2012
consultation.**

We also note that the fact that EE’s recent price increases for calls to 080 and
0845/0870 numbers apply to new subscribers only appears inconsistent with EE’s
suggestion that the price of NTS calls may result in reputational harm. In particular, it
is unclear why EE would increase prices of calls to these numbers if this undermined
its ability to acquire new customers.

Moreover, we explain in paragraph 3.39 why we think it unlikely that there would be
spillover effects from increasing prices of non-geographic calls.

EE also refers to the possibility of demand being kinked. However, EE appears to
suggest this as an implication of there being spillover effects, rather than an
alternative explanation for reconciling inelastic demand with profit-maximising
behaviour. For the reasons explained above, we have not seen evidence which is in
our view sufficient to show the existence of spillover effects and we believe that the
characteristics of the NGC market make it unlikely that such effects exist. At the
same time, we note that the possibility of demand being kinked for other reasons is a
plausible theory for reconciling inelastic demand with profit maximising behaviour,
although we have not seen any evidence to support such a theory.**°

Overall, we have not seen empirical evidence which is sufficient to persuade us on
either the responsiveness of demand to a change in price, or a mechanism that
reconciles the possibility of demand being inelastic with profit-maximising behaviour.

As noted in Section 3, the Direct effect will depend on the responsiveness of call
volumes to changes in retail price. Itis unclear to us how demand will respond to a
reduction in retail price, we think some increase in call volumes is likely. At the same
time, we explain in paragraph 3.29 that we consider there are some features of the
NTS market which may limit the extent to which a reduction in retail prices for NTS
calls is likely to result in an increase in call volumes (notably low price transparency
and consumers’ resulting lack of price awareness). Therefore, it may be the case that
the demand response to a price reduction is limited.

Ofcom’s comments on BT'’s analysis

4.62

4.63

We disagree with BT'’s assertion that a continually increasing ladder of WTCs will
always create incentives to reduce retail prices. For example, if the steps of the
ladder were very long and call demand was not particularly responsive to price, there
may be incentives to increase price without incurring any increase in WTCs. We
note that the results of our analysis below, which is based on the model of the Direct
effect developed by Professor Dobbs himself, do not support BT’s claim that the
NCCNs will always create incentives to reduce retail prices.

We also note that BT's submission is inconsistent with the revenue analysis
contained in its own Internal Governance paper used to support NCCNs 1101 and
1107, which assumed MNOs would leave retail prices unchanged (see paragraph
4.96 below).
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We note that our consumer survey found that consumers tended to have better awareness of prices for calls

to 09 numbers than they did to other non-geographic number ranges, such as 0843/4 and 0871/2/3, see NGCS
review April 2012 consultation, paragraph 4.51. As a result, we expect it would be more feasible still for EE to
manage the reputation effect of price increases in 0843/4 and 0871/2/3 number ranges than it would in 09
number ranges.

139 For the avoidance of doubt, we do not rule out the possibility of other explanations.

57



Ofcom'’s view on the Direct effect of NCCN 1101

4.64

We explain in paragraphs 3.28 and 3.29 that there is a clear incentive for MNOs to
reduce retail price down to the bottom step if the wholesale tariff schedule lies above
the straight line that starts at the end of the bottom step and along which retention is
constant. For all of the schedules specified in NCCN 1101 (described in paragraphs
4.4-4.8 above), it is not the case that the entire schedule beyond the bottom step of
the ladder lies above this line.

Figure 4.1: Weighted average wholesale tariff schedule for 0843/44 calls under NCCN
1101 (T-Mobile)

[X]

Source: Ofcom analysis of NCCN 1101.

Figure 4.2: Weighted average wholesale tariff schedule for 0871/2/3 calls under NCCN
1101 (T-Mobile)

[X<]

Source: Ofcom analysis of NCCN 1101.

4.65

4.66

4.67

4.68

Figures 4.1 and 4.2 above show how the weighted average termination charge
schedules corresponding to each of EE’s price points for T-Mobile calls compare to
the line along which retention is constant beyond the bottom step. (The
corresponding figures for EE’s price points for Orange calls are very similar.)
Because the length of the initial steps is greater than their height, the schedules sit
below the line along which retention is constant (even though the schedules are
steeper than the line once a certain price is reached).

In view of this, we consider that there is not an unambiguous incentive to reduce
price, either at all, or to the bottom step on the charging ladder, irrespective of the
responsiveness of call demand to price. As a result, the direction and magnitude of
the Direct effect is an empirical question and will in general depend on the structure
of the wholesale tariff schedules, the nature of demand for calls to the affected
number ranges, and the way in which MNOs respond to the incentives created by
tiered termination charges (see Section 3).

As explained in paragraphs 3.33-3.40, we have used a modified version of the Dobbs
3 model to inform our assessment of the potential impact of the proposed termination
charge schedules in NCCN 1101 on EE'’s retail prices for calls to 0843/4 and
0871/2/3 numbers. We have considered the Direct effect for each of EE’s price
points covered by NCCN 1101. We explain our approach, and note some important
caveats to this analysis in Section 3 and Annex 3.

As noted in paragraph 3.41, we recognise that this model is a stylised representation
of reality which may not accurately reflect the actual response of the MNOs to BT's
NCCNs in practice. In addition, as explained in Annex 3, we consider that there is
considerable uncertainty about the nature of demand for calls to the affected number
ranges, and in particular how a change in the applicable retail price might affect the
volume of calls originated by an MNO to these numbers. For the purpose of our
analysis we have considered two hypothetical demand scenarios (i.e. both linear and
constant elasticity demand for calls to the affected number ranges) to illustrate the
potential Direct effect of BT's NCCN. We note, however, that we have not seen
empirical evidence that would allow us to conclude that either of these assumed
demand curves is a good approximation to the actual demand for calls over the
relevant price range, or to prefer one form of demand over another.
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4.70

4.71

4.72

4.73

For these reasons, we do not consider that reliance can be placed on the precise
predictions generated by this model (particularly in relation to the magnitude of the
Direct effect). However, we consider this analysis can be used to inform our
assessment of the direction of the Direct effect (i.e. whether retail prices for calls to
the affected number ranges increase, decrease, or stay the same).

Direction of the Direct effect

Our analysis indicates that the wholesale termination schedule in NCCN 1101 may
create an incentive for EE to reduce its retail prices for some calls, but also that there
may be an incentive to increase some prices (see Annex 4 for detailed results),
depending on the nature of the demand for calls to the affected numbers. In
particular our analysis suggests that:

e EE has an incentive to increase prices at the T-Mobile price points for 0844 calls
in the linear demand scenario, but to decrease these prices in the constant
elasticity scenario;

¢ EE has an incentive to reduce prices at the T-Mobile price points for 0871 calls in
the linear demand scenario, but to increase these prices in the constant elasticity
scenario;

¢ EE has an incentive to reduce prices at the Orange price point for 0844 calls in
both the linear and constant elasticity demand scenarios; and

o EE has an incentive to increase prices at the Orange price point for 0871 calls in
all the scenarios we have considered.™"

As noted at paragraph 3.40, we have not seen empirical evidence that we consider
would allow us to conclude that either the linear or constant elasticity demand curves
is a good approximation to the actual demand for calls over the relevant price range,
or to prefer one form of demand over another. Moreover, as noted at paragraph
3.29, we consider that there are some features of the NTS market (notably low price
transparency and consumers’ resulting lack of price awareness) which may limit the
extent to which a reduction in the retail prices for NTS calls is likely to result in an
increase in call volumes. If the demand response to a reduction in retail prices is
smaller than in the linear and constant elasticity demand scenarios we have
considered, this would result in a weaker incentive for EE to reduce its retail prices.

In view of the results of our analysis, and in light of the uncertainty about the nature
of the demand for calls to the affected number ranges, we consider that the direction
of the Direct effect in relation to NCCN 1101 is uncertain.

Magnitude of the Direct effect

As noted above, we do not consider that reliance can be placed on the precise
predictions of the Dobbs 3 model, particularly in relation to the magnitude of the
Direct effect. We note, however, that in the two demand scenarios we have
considered, even if EE has an incentive to reduce prices under NCCN 1101, this
may only be a partial price reduction to a step on the WTC ladder above the bottom
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The results summarised in this Section are based on the assumption that the marginal cost of mobile

origination is 0.8 ppm. The results based on a higher marginal cost of mobile origination (i.e. 2 ppm) are set out in

Annex 4.
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step. As a result, EE would face higher WTCs than it would prior to the introduction
of the NCCN.

Mobile Tariff Package Effect

Views of the parties

EE’s views

4.74

4.75

4.76

4.77

4.78

4.79

As noted in paragraph 4.39 above, EE finds that it is not possible to adjust its retail
prices to restore total margins fully in any case considered except calls by Orange
customers to 0843/4 numbers. EE argues that this reduction in margins from calls to
0843/4 and 0871/2/3 numbers will mean it has to take a correspondingly higher
contribution to its shared costs from other mobile services in order to maintain its
overall profitability. Through this channel, EE argues that NCCNs 1101 (and 1107)
will lead to a significant MTPE.

EE notes that whether the increase in termination rates contained in NCCNs 1101
and 1107 is recovered directly through increased prices for calls to the affected
number ranges or indirectly through the MTPE there will be a reduction in consumer
welfare. This reduction in welfare will be composed of the higher prices paid by
those consumers who continue to purchase the service and the deadweight loss
experienced by those consumers who no longer purchase the service as a result of
the price increase.

EE argues that the reduction in consumer welfare will be greater if it is forced to
recover margins through price increases on other mobile services rather than directly
on 0843/4, 0871/2/3 (and 09) calls. It explains that this is because demand for other
mobile services (such as calls to geographic numbers and texts) is more elastic than
calls to non-geographic numbers, as consumers use these other mobile services far
more frequently and so can be expected to be far more sensitive to price. The fact
that consumers use these other mobile services more also means that the number of
consumers affected by any price increase is likely to be far higher.

EE also provided us with its view on the size of the MTPE.'*? EE states there is good
evidence to suggest that the MTPE is significant and that any factor reducing non-
geographic calls revenues is therefore likely to push up the price of other mobile
services. EE believes the waterbed effect is likely to be greater than 50%, noting that
even if the downstream market were a perfect monopoly it would be profit maximising
to pass through 50% of the revenue impact.

EE considers evidence of the waterbed effect in relation to calls to NTS numbers is
limited by a number of factors including the 08x cases (at the time EE submitted its
response the case was before the CoA), the fact EE was withholding payment for the
affected number ranges and the fact that recent reductions in call termination
revenues have led to changes in retail prices which are difficult to distinguish from
the need to recover any lost NTS call revenue. However, it considers evidence of the
waterbed effect in relation to mobile termination revenues is relevant to the extent of
the waterbed effect in the context of the Disputes.

EE notes that a considerable body of evidence on the waterbed effect was
considered by the CC in the course of the MCT appeal, in which the MNOs argued
that the move from a LRIC+ to pure LRIC cost standard for mobile termination would

152 EE’s response to Questions 5-8 of the first s191 Notice NCCN 1101 and 1107 Disputes.
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lead to an increase in the price of other mobile services through the waterbed effect.
The CC concluded the pure LRIC standard for mobile call termination would require
that shared fixed and common network costs which were previously recovered from
MTRs would need to be recovered via higher retail prices, especially for PAYG
customers. Its view was that a waterbed effect of 80% was likely to be appropriate for
considering the scale of these price increases.'® EE summarises the evidence it
presented to the CC during the MTR appeal on the existence of the waterbed effect.
[<]

BT's views on EE’s analysis

4.80

4.81

4.82

BT did not submit any analysis of the MTPE of NCCN 1101 (or NCCN 1107).

Professor Dobbs accepts that following imposition of the disputed NCCNs, waterbed
effects may indeed give rise to increases in prices for other services (and/or reduced
subsidies for handsets for example) within the tariff packages. He acknowledges that
this is true whether or not the NCCNs induce reductions in the retail prices for 0843/4
and 0871/2/3 calls. However, he argues that it is not possible to assess what the
precise quantitative welfare effects associated with waterbed effects might be. As a
result, Professor Dobbs states that he is unconvinced by aspects of EE’s analysis,
and considers that it may be seriously misleading.

In relation to EE’s argument that demand for other services is elastic, Professor
Dobbs notes that waterbed effects arise from competition in the market as a whole
and so occur simultaneously for all firms. As a result, it is the market elasticity that is
relevant, which, in an oligopolistically competitive market is lower than the firm
elasticity (in absolute terms).

Views of interested parties

4.83

4.84

H3G states that they agree with EE that NCCNs 1101 and 1107 may well have a
substantial effect on the prices for other mobile services.*™

As noted in paragraph 4.51 above, Vodafone submits that it believes ladder pricing
has the effect of incentivising OCPs to increase prices either on the number ranges
in question or on other services.

Our views

4.85

4.86

4.87

Our views on the likelihood of the MTPE, and the mechanism through which it might
operate are set out in Section 3.

We do not agree with EE’s statement that 50% should provide an absolute lower
bound for the waterbed effect. The reasoning behind EE’s argument is not entirely
clear, but we presume the 50% figure refers to pass-through of a wholesale cost
increase by a single product monopolist operating in a downstream market
characterised by linear demand. We are not aware of any model that has been
developed to predict the extent of a waterbed effect, which we note operates through
a different channel than the pass-through of a wholesale cost increase.

In relation to EE’s assertion that price increases on other mobile services will have a
greater impact on consumer welfare than price increases on 0843/4, 0871/2/3 (and
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EE’s response to first s191 notice NCCN 1101 and 1107 Disputes.

154 | etter from H3G to Ofcom dated 27 April 2012, page 4.
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4.88

09) calls, we consider that the relative welfare impact will depend on the extent of the
increase in the prices of other services, and the elasticity of demand for each service
concerned. There is uncertainty around which services, or how many, EE would
choose to increase the prices of, and therefore whether and to what extent there will
be an impact on the level of demand for other services in response to the MTPE. For
example, if price increases are concentrated on just a small number of services, the
percentage price increase would be considerably larger, making a demand response
more likely.

Given the uncertainty around the strength of the MTPE and the speed with which it
operates, we agree with Professor Dobbs that it is not possible to precisely quantify
the MTPE.

Assessment of the MTPE resulting from NCCN 1101

4.89

4.90

491

4.92

4.93

The wholesale tariff schedules specified in NCCN 1101 will in our view reduce the
profit earned by EE on calls to 0843/4 and 0871/2/3 numbers. Additional variable
termination charges applicable to these calls will have the effect of reducing EE’s
profits. Even if EE tries to reduce the termination charges it pays by reducing retalil
prices, it will still be earning a lower margin per minute due to the lower retail price.
The reduction in margin is unlikely to be offset by a sufficiently large increase in call
volumes to leave EE’s profits from calls to the affected number ranges unchanged.

As a result, it is in our view likely that the prices for other mobile services would go up
through the MTPE. To gauge the potential scale of the MTPE, we have estimated
the impact of NCCN 1101 on EE’s profits on calls to 0843/4 and 0871/2/3 numbers
under each of the scenarios considered in our assessment of the Direct effect. Our
approach to this calculation is set out in more detail in Annex 3.

Our stylised analysis suggests that the impact of NCCN 1101 on EE’s profits on calls
to 0843/4 and 0871/2/3 could be around £[5<] per annum. In general, this profit
impact is largely a result of increases in termination charges, rather than reductions
in retail prices. This is because we find that EE has incentives to only partially
reduce, or increase prices. In addition, we find that the majority of the profit impact is
on 0844 calls and T-Mobile 0844 calls in particular.

We note that these figures do not represent our estimates of the MTPE, as this will
depend on the strength of the MTPE and the speed with which it operates. In
addition, the impact of the MTPE on consumer welfare can be expected to depend
on the particular prices for other services that EE chooses to increase.

Because of these sources of uncertainty, we have not attempted to estimate the
MTPE, or its impact on consumer welfare. However, given our view that the
waterbed effect is in our view likely to be significant, the indicative figures above
suggest that NCCN 1101 is likely to result in a material negative MTPE on mobile
customers.

Indirect effect

Views of the parties

4.94

Neither BT nor EE comment explicitly on the Indirect effect in their dispute
submissions relating to NCCNs 1101 and 1107.
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4.95

4.96

However, BT's submission contains some relevant material for our assessment of the
Indirect effect, namely its internal estimates of the potential revenue and margin gain
from introducing the new charges and details of other TCPs who have already
introduced tiered termination rates in the 080, 0845 and 0870 number ranges.

The BT interal governance paper supporting NCCNs 1101 (and 1107) states that it
could potentially generate up to £[3<] in revenue and margin in 2011/12, of which
approximately £[3<] might come from EE. These estimates are based on the
assumption that retail prices remain at current levels, which BT notes in the paper
may overstate revenues if the tiered rates cause OCPs to reduce retail prices. BT
notes that any additional revenue generated from NCCN 1101 is unlikely to last for
more than [¥<] due to potential originating operator price changes and the potential
outcome of our NGCS review (should Ofcom’s proposals be implemented). BT
assumes [¥<Redaction of BT's assumptions on the pass-through of incremental
revenues to SPs.X]

Our views

4.97

4.98

The Indirect effect refers to the impact of an increase in termination charges on both
SPs and, through their impact on service quality and availability, mobile users who
make calls to the affected number ranges, in this case 0843/4 and 0871/2/3
numbers. As noted in the context of the 0845/0870 Disputes, we consider there to
be three main factors affecting the scale of any Indirect effect:

o whether other TCPs can broadly replicate BT’s charges;

o whether BT will pass on higher termination revenues to SPs, e.g. because of
competition from other TCPs; and

o how SPs would be likely to respond to any such increase in revenues and if
consumers would benefit as a result.

Our views on these three factors in relation to NCCN 1101 are set out below.

Ability of other TCPs to replicate BT's charges

4.99

4.100

4.101

In the 08x cases, we recognised there may be no incentive on BT to pass on the
benefits of higher termination charges if other TCPs could not, or did not, match BT'’s
increase in charges.

In the context of the NCCN 1101 and 1107 Disputes we understand from EE that
other TCPs have already introduced tiered termination rates on the 0843/4 and
0871/2/3 number ranges.™® We also understand that other TCPs have introduced
tiered termination rates on the 080 number range.*®

BT makes a similar observation in its internal governance paper supporting NCCNs
1101 (and 1107), stating that other TCPs have followed BT’s example and introduced
ladder pricing for calls that transit the BT network and terminate on their 080, 0845
and 0870 numbers. BT also notes that two operators, IV Response and Skycom,
have already introduced ladder pricing on calls to their 0844 and 0871 numbers.

155 EE’'s NCCN 1101 and 1107 dispute submission, paragraph 5.2.
16 EE's NCCN 1046 dispute submission, paragraph 2.95.3.
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4,102 As a result, we consider that other TCPs could introduce similar charges to those
contained in NCCN 1101 (as well as NCCNs 1107 and 1046). Furthermore, we
consider that there are strong incentives for them to do so given the potentially
significant revenue gains.

BT's incentive to pass through higher termination revenues to SPs

4.103 In relation to BT’s incentive to pass through increases in termination revenue, we
note that number ranges covered by NCCN 1101 are different from those considered
in the 08x cases because they exist primarily as revenue sharing number ranges,
and are selected by SPs on this basis. Table 4.3 below shows the total revenue
received by TCPs from all calls originated in 2009 (including calls originated over
fixed lines), and the revenues subsequently passed through to the SPs on these
number ranges. It shows that TCP revenues in these number ranges are very high,
and that a significant proportion of these revenues are passed on to SPs (52% for
0843/4 numbers and 61% for 0871 numbers).

Table 4.3: TCP and SP revenue from calls to 0843/4 and 0871/2/3 numbers in 2009

Number range TCP revenue (£m) SP revenue (Em) Implied pass-through

0843/4

0871/2/3

Total

Source: TCP and SP revenue from Flow of Funds study (Figures 5.24 and 5.27):
http://stakeholders.ofcom.org.uk/binaries/consultations/simplifying-non-geo-numbers/annexes/flow-
funds.pdf.

4.104 The fact that these number ranges involve significant revenue share suggests that
TCPs are likely to compete to attract SPs by offering better revenue sharing deals.
We would therefore expect BT (and other TCPs offering similar tiered WTCs) to pass
through a proportion of any increase in termination revenue.**’

4.105 However, for the reasons set out in paragraph 3.69, there is considerable uncertainty
about the proportion of any increase in termination revenues that TCPs pass through
to SPs. We note that BT's internal governance papers supporting NCCNs 1101 (and
1107) appears to support our assessment in Section 3. Specifically, BT’s internal
governance paper supporting NCCN 1101 [3<Redaction of BT’s assumptions on the
pass-through of incremental revenues to SPs.<]

Potential for callers to benefit from additional revenue for SPs

4.106 We recognise the potential for callers to benefit from at least some of any additional
revenue passed through to SPs active on the revenue sharing number ranges
affected by NCCN 1101. However, for the reasons set out in paragraphs 3.67-3.73,
we believe there is considerable uncertainty about the extent to which SPs would
invest any additional revenues in improving service quality and availability. Even if

" We note that BT's share of all calls to the 0843/4 and 0871/2/3 number ranges originated on EE’s network

was around [$<]% on average in 2011. This indicates that the market for hosting numbers in these ranges is
relatively competitive, and therefore supports the view that TCPs are likely to compete to attract SPs by offering
better revenue sharing deals. (We calculated BT'’s share using data provided by EE in response Question 2 of
the first s191 notice NCCN 1101 and 1107 Disputes. Specifically, we calculated a weighted average of BT's
share at each of EE’s price points, weighted using 2011 call volumes.)
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they were to do so, there is equal uncertainty about the extent to which callers would
value these improvements.

Ofcom’s assessment of the Indirect effect

4.107

4.108

4.109

4.110

4111

4112

The charges applicable under NCCN 1101 could potentially have Indirect benefits for
SPs. We consider that there may be sufficient competitive pressure on BT (and
other TCPs, to the extent that they replicate BT’s charges) to ensure that some of the
higher termination revenues are passed on over time to SPs. However, the
proportion of higher revenues passed on to SPs is uncertain, and there is likely to be
a delay before such competitive pressure may be realised.

As the direction and magnitude of the Direct effect is uncertain, so is the increase in
TCP revenues. However, given we consider it unlikely that NCCN 1101 results in
incentives to reduce prices fully down to the bottom step, we consider it likely that
TCP revenues will increase.**®

To give an indication of the possible scale of the benefits to SPs, we have estimated
the increase in TCP revenues resulting from NCCN 1101. For the purposes of our
analysis, we have assumed that all TCPs will implement a charging structure that is
very similar to NCCN 1101 and will therefore all see a very similar increase in
revenue as BT. As noted above, we understand from both EE and BT that some
operators have already introduced similar charges and would expect others to follow
given the significant revenue opportunities involved and the lack of obvious barriers
to their introduction. By using our results from the modified Dobbs model to estimate
the increase in TCP revenues, our analysis differs from that contained in BT'’s
internal governance papers, because we take into account the potential for EE to
adjust retail prices in response to the NCCNs as well as any resulting change in call
volumes.

We estimate that TCP revenue from T-Mobile and Orange calls to 0843/4 and
0871/2/3 numbers would increase by between £[3<]and £[3<] per annum, depending
on the assumptions made about demand and the marginal cost of origination. We
note that the majority of the revenue impact on TCPs comes from 0844 calls.

Given the uncertainty surrounding the proportion of the increase in termination
revenues that BT and other TCPs would pass-through to SP, we have not attempted
to estimate the benefits to SPs.

For consumers of 0843/4 and 0871/2/3 calls to benefit from the Indirect effect, it is
also necessary that SPs improve the availability or quality of the services they offer.
However, for the reasons set out in paragraphs 3.67-3.73, we consider that it is not
clear that callers will necessarily benefit from NCCN 1101.

Competition effect

Views of the parties

4.113

In its NCCN 1101 and 1107 dispute submission, EE notes that in the 0845/0870
Dispute, Ofcom found that the risk of competitive distortion among the TCPs is likely
to be relatively low. EE believes that there are no features in NCCNs 1101 and

158

It is only if prices fall to the bottom step that EE avoids any increase in termination charges.
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4114

4.115

4.116

4.117

4.118

4.119

1107, when compared to those considered in the 0845/0870 Dispute that would lead
to a materially different conclusion in this case.*®

EE also set out views regarding a potential distortion on OCPs’ choice of transit
provider which we consider under our analysis of Principle 3.

EE believes that NCCNs 1101 and 1107 are likely to have a materially distortive
effect on the competition of OCPs in retail services.'®

In relation to competition between MNOSs, EE argues that the ‘caps’ in the two
NCCNs (i.e. the prices beyond which further increments in retail prices incur an equal
increment in termination charges) materially restrict the retail price points at which
mobile OCPs will be able to recover their margins for 0843/4, 0871/2/3 (and 09) calls.
EE argues that this incentivises the MNOs to price at these unique price points (i.e.
the threshold price for each ladder) to maximise margins, and therefore restricts their
ability to compete in retail prices. EE states that Ofcom found this to be a concern in
the 0845/0870 Disputes but considers the problem will be materially worse under
NCCllélls 1101 and 1107 because this feature was not present in NCCNs 985 and
986.

In relation to competition between fixed and mobile OCPs, EE observes that NCCNs
1101 and 1107 allow an identical margin to both fixed and mobile OCPs at the same
retail price points, despite the fact that mobile OCPs face a higher cost of origination
for these calls than fixed OCPs. EE argues that, given the need for both fixed and
mobile OCPs to earn a margin which on average covers the cost of origination,
NCCNSs 1101 and 1107 will put at risk the profitability and extent to which EE can
promote packages offering calls to the affected number ranges in bundles. EE
believes that this will lead to a distortion of competition between fixed and maobile
OCPs, with the result that consumers will increase the volume of calls to the affected
number ranges made via fixed lines compared with mobiles. EE argues that this
increase in calls from fixed lines will be inefficient as consumers value making these
calls on the move, but do this less by using fixed OCPs instead.*®

Finally, in relation to competition between MNOs and MVNOs in retail services, EE
submits that in the 0845/70 Disputes Ofcom found that there were possible concerns
but that the nature of these effects would depend on the method used to derive the
MNOs’ average retail prices.'®® EE argues that the methods suggested by the CAT
in its consideration of the 08x cases would isolate EE’'s MNVO customers from the
impact of BT's ladder charges. In particular, the termination rate payable by EE
under the CAT’s judgment for EE's MVNO traffic for the purposes of Period 2 is EE’s
published retail prices. As a result, the charges payable by the MVNOSs to EE are not
affected by fluctuations in the MVNOs’ own retail rates. Because of this, EE states
that these methods would remove any incentive impact of the ladder charging
structure on the MNVOs if extended to NCCNs 1101 and 1107. EE therefore
believes that there is a strong risk of a material distortion in competition between
MNOs and MNVOs in relation to the supply of calls to non-geographic numbers.***

BT has not made any submissions on issues relevant to the competition effect.

159 EE's NCCN 1101 and 1107 dispute submission, see paragraph 3.57.

160
161
162
163

EE’s NCCN 1101 and 1107 dispute submission, see paragraph 3.59.
EE’s NCCN 1101 and 1107 dispute submission, see paragraph 3.60.
EE’s NCCN 1101 and 1107 dispute submission, see paragraph 3.61.
EE’s NCCN 1101 and 1107 dispute submission, see paragraph 3.61.

184 EE’s NCCN 1101 and 1107 dispute submission, see paragraph 3.68.
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Our views

4.120

4121

4.122

4.123

4124

4.125

4.126

In paragraphs 3.74-3.90 we set out our views on the elements of the competition
effect that are relevant to our analysis, which we consider to apply to all of the
disputed NCCNs.

EE’s NCCN 1101 and 1107 dispute submission raises some issues that we
considered in the 08x cases. As noted in Section 3, we believe our findings in relation
to these issues in the 0845/70 Dispute to be directly applicable to the Disputes.

In relation to EE’s argument that the NCCNs will distort competition between MNOs,
we disagree that the NCCNs will restrict the number of retail price points at which
mobile OCPs can recover their margins, and in particular that they will result in
uniform pricing at the threshold price where margins are maximised. There are two
main reasons for this.

First, as we observed in the 0845/0870 Dispute in relation to a similar point, if there
were a move towards more uniform retail prices between operators, we would expect
to see this convergence in terms of average prices rather than individual prices. We
are therefore of the view, as we were in the 0845/0870 Dispute, that the MNOs would
have significant freedom to set different individual prices even if the NCCNs led to a
convergence in average retail prices.'®®

Secondly, we do not agree with EE that the NCCNs will necessarily lead to a material
restriction in the number of average retail prices, and in particular that they will result
in all MNOs charging the retail price beyond which further increments in retail prices
incur an equal increment in termination charges. EE argues all MNOs will be
incentivised to price at this point because this is the price which maximises margins.
However, as noted in our discussion of EE’s submission on the Direct effect, we do
not consider it appropriate to identify the optimal retail price on the basis of a
consideration of margins alone. The optimal post-NCCN retail price will depend on
overall profitability, which in turn depends on both margins and call volumes. As call
volumes vary, at least to some extent, with retail price, the retail price points which
come closest to restoring pre-NCCN margins need not necessarily be the price
points which maximise overall profits.

We note that the MNOs set very different retail prices for calls to the affected number
ranges before NCCNs 1101 and 1107 was introduced, despite facing identical
termination charges. In other words, all MNOs would have made very similar
margins from setting the same retail price, and yet chose to set different prices in
order to maximise their individual overall profitability. This suggests the MNOs may
have different considerations when setting prices for calls to these number ranges,
which they take into account when making any adjustment to their retail prices. As
NCCNSs 1101 and 1107 have not led to a material reduction in the number of retail
prices at which MNOs can cover their costs of origination, we see no reason to
believe MNOs would not continue to respond to these different considerations by
selecting different average retail prices under these NCCNs. This is reflected in our
theoretical assessment of the Direct effect, which predicts different post-NCCN retall
prices for each operator, depending on their initial retail price.

In relation to the potential distortion between fixed and mobile OCPs, we note that
before NCCNs 1101 and 1107 were introduced, a fixed and mobile OCP setting the
same retail price would pay the same termination charge. The mobile OCP’s margin
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See 0845/0870 Draft Determination, paragraph 5.267; also see Supplementary Consultation, paragraph 2.64.
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4.127

4.128

4.129

4.130

in this case would be slightly lower to reflect its higher costs of originating NTS calls.
In our NGCS review April 2012 consultation, we estimated the difference in the pure
LRIC of originating an NTS call to be approximately 0.6ppm-0.7ppm.*®® Mobile
OCPs were free to set retail prices above the level charged by fixed OCPs to reflect
these higher costs, and could do so without incurring any increase in termination
charge. However, the price differences were, in general, far larger than was
warranted by the differences in origination costs, and mobile OCPs made
significantly larger margins on calls to these numbers than fixed OCPs as a result.
The fact that the price differential was significantly greater than was warranted by the
cost differential is likely to have distorted consumers’ choices, leading to an under-
consumption of calls from mobiles.

It is still the case that under the NCCNSs, a fixed and a mobile OCP setting the same
retail price would pay the same termination charge. In theory, NCCNs 1101 and
1107 could prevent mobile OCPs from competing with fixed OCPs if they were
unable to cover their origination costs at a price level which was competitive with that
set by fixed OCPs. However, we note that the bottom rung of all termination ladders
contained in NCCNs 1101 and 1107 is set at a price which is higher than the rate
charged by BT Retail for a fixed line call to the same number; approximately 2 to 6
ppm/ppc in the case of NCCN 1101 and 8 ppm/ppc higher in the case of NCCN 1107
(figures calculated excluding VAT). This means that mobile OCPs could set prices at
the level charged by BT retail plus an additional amount to reflect their higher
origination costs of approximately 0.6ppm-0.7ppm without paying a higher
termination charge than fixed OCPs, as they were prior to the introduction of the
NCCN.

The introduction of NCCNs 1101 and 1107 would prevent MNOs from earning
significantly higher margins on calls to the affected number ranges than fixed OCPs.
This is because if MNOs were to increase average retail prices above the level
charged by fixed OCPs by an amount significantly higher than the difference in their
costs of origination, they would incur an increase in termination charges. However,
we do not consider this would distort competition between fixed and mobile OCPs in
the supply of non-geographic calls and disagree with EE’s conclusion that consumer
choices would be distorted as a result. In fact, to the extent that NCCNs 1101 and
1107 encourage a reduction in average retail prices for mobile calls to the affected
number ranges, we consider this is likely to improve the efficiency of price signals to
consumers by moving relative prices more closely in line with relative costs.

In relation to competition between MNOs and MVNOs, we do not agree that MVNOs
would necessarily be able to avoid the ladder charges under NCCNs 1101 and 1107,
as this will depend on the payment mechanisms agreed between BT and the MNOs,
and between the MNOs and their MVNO customers. However, we recognise that
were EE to adopt the mechanism for payment set out in the CAT Judgement then the
MVNOs would not face the same direct incentive properties of NCCNs 1101 and
1107. We have considered the potential impact of this on competition between
MVNOs and MNOs in retail services as follows.

The introduction of NCCNs 1101 and 1107 may lead directly to retail price reductions
in the affected number ranges by the MNO host, who would benefit from lower
termination charges by reducing retail prices in this way. MVNOs would not have the
same direct incentive as the MNOs to reduce their retail prices because doing so
would have no influence on the level of termination charge they pay.

1% See NGCS review April 2012 consultation, see paragraphs A22.52 and A22.57.
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4.131

4.132

However, this ignores the fact that the MVYNOs may still be incentivised to match the
MNO price reduction in order to remain competitive with the MNOs. Whether this is
the case or not will depend on the strength of demand reaction they expect from
callers in response to a change in their prices relative to those of the MNOs. If this
response is limited, the MVNOs would face weaker incentives to match the MNOs’
price reductions and stronger incentives to pass on the increase in termination
charges to their callers.

Overall, we recognise the potential for some distortion to competition between
MVNOs and MNOs in the supply of calls to the number ranges affected by NCCNs
1101 and 1107. However, the materiality of this effect is uncertain since it depends
on the Direct effect on the MNOS' retail prices, and on consumer response to any
differential in prices set by MVNOs and their MNO hosts for calls to the affected
number ranges. More fundamentally, we do not consider the method outlined by the
CAT is the only practical method for implementing these NCCNs. We note that to the
extent NCCNs 1101 and 1107 would result in a competitive disadvantage for the
MNO hosts, they would be incentivised to find a means of billing their MVNO
customers a termination charge in line with the retail price they were setting. As a
result, whilst we recognise there is a risk of distortion in some circumstances, we do
not consider this risk to be unavoidable.

Overall effect on consumers

4.133

4.134

4.135

4.136

4.137

Having considered each of the four factors individually, we now set out our
assessment of whether NCCN 1101 provides an overall benefit to consumers.

We consider that the direction and magnitude of the Direct effect resulting from
NCCN 1101 is uncertain. As discussed above, our analysis suggests that this NCCN
may result in an incentive to reduce some prices and increase others, depending in
part on the nature of the demand for calls to the affected numbers. In addition, we
consider that the available evidence does not allow us to conclude that EE would be
incentivised to reduce retail prices down to the bottom rung of the tiered termination
schedules in NCCN 1101, and as a consequence MNOs may face a potentially
significant increase in termination charges.

As discussed in paragraph 3.53, we consider that the MTPE is a foreseeable and
predictable consequence of NCCN 1101. Additional termination charges payable
under NCCN 1101 would have the effect of reducing EE’s profits, and we consider
that it is likely that this would result in an increase in the prices of mobile services
(other than calls to the affected number ranges) through the MTPE, to the detriment
of mobile customers. Whilst the precise speed and scale of the MTPE is uncertain
(in part because it depends on the Direct effect), we consider that it may be
significant.

We have considered whether we should place additional weight on the Direct effect
to reflect the externalities we have identified in Section 3 (namely, the alleviation of
suppressed or distorted demand, and an improvement in SPs’ incentives — see
paragraph 3.99). However, we consider that any such additional benefits would only
materialise if NCCN 1101 results in significant price reductions. Given our finding in
relation to the Direct effect, we consider that it is uncertain whether NCCN 1101
would address these externalities to a material extent.

We recognise that NCCN 1101 may result in benefits to consumers through the

Indirect effect. However we consider the size of any such benefits is highly
uncertain. First, the increase in termination revenues to BT and other TCPs from
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tiered termination rates will depend on the Direct effect. Second, whilst we consider
that there may be sufficient competitive pressure on BT (and other TCPs, to the
extent that they replicate BT’s charges) to ensure that some of the higher termination
revenues are passed on over time to SPs, the speed and scale of pass-through is
uncertain. Third, the extent to which mobile customers benefit through the Indirect
effect depends on the extent to which any additional revenue received by SPs will be
passed on to callers. As noted in paragraph 3.76, whilst we recognise that SPs may
benefit from increased revenues, we do not consider that this should be a decisive
factor, in light of our regulatory duties.

4,138 Given the uncertainty which we have identified as to whether NCCN 1101 will result
in a net benefit or net detriment to consumers, and in light of our overriding statutory
duties to further the interests of consumers under sections 3 and 4 of the Act,*®” we
consider that it is appropriate for us to place greater weight on the potential
detriments to consumers that might arise from NCCN 1101.

Provisional conclusion on Principle 2

4.139 On the evidence currently before us, we provisionally conclude that Principle 2 is not
met in respect of charges under NCCN 1101 for calls to 0843/4 and 0871/2/3
numbers.

Principle 3: Practicality

4.140 In order to find that NCCN 1101 is fair and reasonable we consider that the proposed
termination rates must be reasonably practical to implement.

Views of the parties

4.141 In EE's NCCN 1101 and 1107 dispute submission, it submits that Ofcom was correct
in its 0845/0870 Determination that ladder charges are not reasonably practical to
implement.'®® EE also notes that although it has been able to reach agreement with
BT on the application of the CAT’s detailed guidance on how to apply the NCCNs in
08x cases it, “has still not been able to agree with BT on any clear principles for the

imposition of BT’s new ladder pricing structures going forwards”.*®°

4.142 EE goes on to state that in the 0845/0870 Dispute, Ofcom raised the potential of the
tiered rates causing a distortion as to the OCP’s choice of transit provider. As
discussed in Section 3, this concern arose from the inability of TCPs to identify the
OCP in certain situations. EE notes that the CAT, in its judgment, found this to be a
potential “practical” problem rather than a serious competitive risk. EE said it was not
aware of any distinguishing features of NCCNs 1101 and 1107 to those considered
by Ofcom in the 0845/0870 Dispute and the CAT in its Judgment that would lead to a
materially different conclusion in this case.'™

187 Ofcom’s principal duty when carrying out its functions is to further the interests of citizens in relation to

communications matters and to further the interests of consumers in relevant markets, where appropriate by
promoting competition (section 3). Section 4 of the Act requires Ofcom to act in accordance with the six
Community requirements (which give effect, amongst other things, to the requirements of Article 8 of the
Framework Directive). Section 4 refers in particular to Ofcom’s dispute resolution functions under section 185 of
the Act.

188 EE's NCCN 1101 and 1107 dispute submission, see paragraph 3.70.

189 EE's NCCN 1101 and 1107 dispute submission, see paragraph 3.70.

179 EE’s NCCN 1101 and 1107 dispute submission, see paragraph 3.58.
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4.143

4.144

We also received views on practicality from an interested party in the NCCN 1101
and 1107 Disputes, Vodafone. Vodafone believes the notification of the termination
charges lack transparency and that BT was unable to bill correctly for the calls to the
number ranges in dispute.’” Vodafone concludes that “the ladder pricing structures
are not practicable and moreover the inability of BT to properly implement ladder
pricing has caused significant detriment to Vodafone and is likely to continue to do so
if this pricing structure is allowed”.*”? To support its argument that BT has been
unable to implement the charges, Vodafone provides its internal estimates of errors
commli%ed by BT in relation to the 09 ladder charges from December 2011 to March
2012.

BT has not made any submission on practicality in the NCCN 1101 and 1107
Disputes.

Our views

4.145

4.146

4.147

4.148

We have not been given substantive new evidence from the parties in dispute
regarding practicality, including any potential distortions on OCPs’ choice of transit
providers. EE has not provided us with additional evidence to substantiate its view
that the charges are not practical to implement, other than to refer to Ofcom'’s
conclusion in the 0845/70 Determination and note that its experience in implementing
that CAT’s Orders in the 08x Judgment validates Ofcom’s concerns that the charges
were not practical to implement.

We note that EE appears to have misinterpreted our analysis in the 0845/0870
Determination. We found that Principle 3 was not satisfied on the basis that the new
arrangements proposed under NCCNs 985 and 986 would have potentially given rise
to considerable complications and a number of issues which had not been fully
resolved. In addition, we also noted that there was the potential for wider
implications, such as the application of a similar approach to other types of fixed or
mobile termination. However, we did not do not accept the position of some MNOs
that deriving a reasonable estimate of their own average retail rate is not practicable.
Rather, we concluded that each MNO should be in a position to estimate its own
average retail price for calls to the number ranges in dispute, to an acceptable
degree of accuracy (see Section 3).

EE also notes that it has yet to establish clear principles with BT for the imposition of
the charges in the NCCN 1101 and 1107 Disputes going forward. However, we have
not seen evidence that EE and BT have had failed attempts at negotiating what these
principles might be. We also note that EE was able to agree a settlement with BT
following the CAT Order for the payment of sums under the charges in dispute at that
time.

From the evidence provided by Vodafone,'™ it appears that many of the errors
identified by Vodafone relate to issues in the notification process of new charges
rather than issues associated with the practicality of the imposition of the specific
tiered charges themselves. For example, from December 2011 to March 2012, out of
a total of 101 errors identified, 50 of these relate to the category of “charge bands
where unclear if ladder rates should apply”. This category is described as “number of
charge bands where it is unclear whether ladder pricing will apply as Vodafone was
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Vodafone’'s submission, see Paragraphs 11 to 15.

172\/0dafone’s submission, see Paragraph 15.

173

Vodafone’s submission, see Annex A.

174 yodafone’s submission, see Annex A.
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not notified by NCCN/letter of the introduction of ladder pricing on these bands, but
the CPL was updated to include ladder rates”.

Provisional conclusions

4.149

4.150

4.151

4.152

As discussed in Section 3, the CAT was satisfied, having heard the arguments in the
08x appeals, that it was practical to implement the tiered charges for 080, 0845 and
0870 numbers. Moreover, (most of) the MNOs were able to agree with BT the
average charges that were to apply for calculating payments following the CAT'’s
Order. Our starting point is therefore that it should be practical to implement other
tiered charges.

Since the 08x cases, Ofcom has put forward proposals in the context of the NGCS
review which could have implications for industry arrangements in the longer term. If
these proposals are implemented, it is likely that any changes to industry
arrangements to give effect to tiered charges would only be in place for a limited
period of time.

We note the charges in NCCN 1101 as compared to those in 08x cases contain a
number of charge bands (as discussed in paragraph 4.5) which could have some
implications for their practicality.

We have received no evidence from the parties to the Disputes that demonstrates
that it is not practical to implement the charges set out in NCCN 1101. We therefore
provisionally conclude that Principle 3 is passed in relation to the charges in NCCN
1101.

Summary of provisional conclusions

4.153

Taking into consideration our assessment across the three Principles, our provisional
conclusion is that it is not fair and reasonable for BT to apply the termination charges
for calls to 0843/4 and 0871/2/3 number ranges as set out in NCCN 1101.
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Section 5

Analysis and provisional conclusions for
NCCN 1107

5.1

5.2

5.3

54

Using the analytical framework set out in Section 3, in this Section, we set out our
analysis and provisional conclusions as to whether it is fair and reasonable for BT to
apply the termination charges set out in NCCN 1107.

We also set out our provisional conclusions of whether it is fair and reasonable for BT
to apply the termination charges set out in NCCN 1102."" Although we have not
assessed NCCN 1102 to the same level of detail as NCCN 1107, our overall
provisional conclusion is the same.

This Section is structured as follows:

o first, we discuss the key features of NCCN 1107, and EE’s pricing policy for calls
to the number ranges affected by this NCCN;

e we then set out the parties’ views, our analysis, and our provisional conclusions,
against each of the three principles that form our analytical framework; and

¢ finally, we set out our provisional conclusions as to whether it is fair and
reasonable for BT to apply the termination charges set out in NCCN 1107.

Many of the issues we consider in relation to NCCN 1107 also apply in the context of
NCCN 1101. The discussion of these issues is set out in Section 4. In this Section
we make cross-references to Section 4 as appropriate.

Key features of NCCN 1107

Structure of the wholesale tariff schedules

5.5

5.6

5.7

NCCN 1107 contains a number of different wholesale tariff schedules that
correspond to BT's retail price charge bands for the 09 number ranges covered by
this NCCN.'"® The wholesale tariff schedule varies by charge band and also by time
of day (i.e. daytime, evening and weekend).

NCCN 1107 specifies wholesale tariff schedules for 53 charge bands with three time
of day variants for each charge band. Hence there are in total 159 different
wholesale tariff schedules for NCCN 1107.

As with all of the NCCNs in dispute, the bottom rung of each wholesale tariff
schedule is set at the WTC that prevailed prior to the introduction of NCCN 1107.

"5 NCCN 1107 supersedes NCCN 1102. NCCN 1102 introduced tiered termination charges to the 09 number
range and was effective 1 November 2011 to 30 November 2011. NCCN 1107 was effective from 1 December
2011, and specifies wholesale tariff schedules covering the same charge bands as NCCN 1102. We are not
aware of the reason BT introduced the revised charges in NCCN 1107.

176

Each of these charge bands corresponds to a particular retail price that BT charges its customers for making a

call to a number in this range. An SP who purchases a hosting service from BT for one of these number ranges
thus indicates its preferred retail call price, and BT issues the SP with a number from the corresponding charge

band.
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The WTC then increases with the OCP’s retail price for calls to the affected number
range in a series of steps indefinitely.

5.8 For all of the schedules in NCCN 1107 the termination charge increases less rapidly
than the retail call price excluding VAT.'"” As a result, the retention per minute (i.e.
the retail call price excluding VAT minus the applicable termination charge) available
to the MNO increases with each step.

5.9 Once a certain threshold retail price is reached, the steps become shorter so that the
length of subsequent steps equals their height. This means that the termination rate
increases one-for-one in response to an increase in the retail price. Because the
wholesale tariff schedule is specified in terms of retail prices including VAT, which is
not retained by the MNOs, the retention per minute available to the MNO declines
with each further step. Therefore, the retention per minute is maximised at this
threshold retail price. For the wholesale tariff schedules contained in NCCN 1107,
the retail price at which retention per minute is maximised varies by charge band.'"

NCCN 1102

5.10 As explained above, NCCN 1107 supersedes NCCN 1102, which introduced tiered
termination charges to the 09 number range and was effective 1 November 2011 to
30 November 2011.

5.11 The wholesale tariff schedules set out in NCCN 1102 are similar to those set out in
NCCN 1107. In NCCN 1107, the WTCs that apply at steps above the bottom step
are generally slightly higher as compared to those in NCCN 1102. However, the
retail prices corresponding to each step are identical (except that for a small number
of charge bands, the retail price from which the length of subsequent steps equals
their height is now specified in ppm and ppc terms). As a result, the wholesale tariff
schedules specified in NCCN 1107 are slightly steeper than those in NCCN 1102.

EE’s pricing policy for calls to the affected number ranges

5.12 We understand from EE that it sets separate retail prices for each of its T-Mobile and
Orange brands for calls to the number ranges affected by NCCN 1107. However, EE
sets a different retail price for each charge band covered by NCCN 1107. These
retail prices apply at all times of day. As noted in Section 4, we refer to each of EE’s
retail prices as ‘price points’, to distinguish them from BT’s charge bands. EE sets the
level of each price point on the basis of average termination rates paid for calls to
these numbers. We understand that EE sets the level of each price point on the
basis of [s<<Description of confidential EE retail pricing policy.¥<]

5.13 Given the large number of charge bands covered by NCCN 1107, and the burden
faced by EE in providing us with information covering all of these charge bands, we
considered it proportionate to conduct our analysis on only a subset of the charge
bands covered by NCCN 1107, that represent the vast majority of EE’s call volumes
to these numbers (see paragraphs A3.5 and A3.6). We therefore asked EE to
provide information on average retail prices for charge bands which accounted for
[5<]% or more of BT terminated 09 traffic originated by the relevant operator in 2011.
On the basis of T-Mobile and Orange’s call volumes, we asked EE to provide
average retail prices for 13 charge bands for T-Mobile, and 10 charge bands for

" The wholesale tariff schedule is specified in terms of retail prices including VAT, but this is not retained by the

MNOs.
78 However, the number of steps up to the threshold retail price at which retention per minute is maximised is the
same for all charge bands.
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Orange. The 09 charge bands for which we have information represent
approximately [5<]% of total call volumes to 09 numbers.

5.14 EFE’s price points for T-Mobile and Orange for calls to the charge bands covered by
NCCN 1107, which applied immediately before NCCN 1107 came into effect are
summarised in Table 5.1 below.

Table 5.1: EE’s price points covered by NCCN 1107, ppm/ppc

T-Mobile average retail Orange average retail
price (incl. VAT) price (incl. VAT)

Price point

p10
p7
p34
p16
p36
p8
pO0
ff18
P7 090682
pS
ff13

Source: EE response to Question 1 of first s191 Notice NCCNs 1101 and 1107 Dispute.
Note: N/A* indicates that this data was not requested, as the charge band accounts for less than
[3<]% of BT terminated 09 traffic originated by the operator in 2011 (see paragraph 5.13).

Principle 1: Cost recovery

5.15 To satisfy Principle 1, the WTCs should not deny MNOs the opportunity to recover
their efficient costs of originating calls to 09 number ranges hosted on BT's network.

Views of the parties

5.16 As discussed in paragraphs 4.12-4.18, EE's NCCN 1101 and 1107 dispute
submission contains an assessment of EE’s ability to recover its call origination costs
under the new wholesale termination charges introduced in NCCN 1107. BT’s
comments on EE’s analysis were of a general nature and are discussed in Section 4.

5.17 EFE’s analysis shows that for all of the selected charge bands on the 09 number
ranges, the pence per minute margin is positive after the introduction of NCCN 1107.
EE does not suggest that NCCN 1107 fails to satisfy Principle 1.

Our views

5.18 As discussed in Section 3, we assess Principle 1 by comparing EE’s retention on
calls to the affected number ranges under NCCN 1107 at EE’s current retail prices.

5.19 As with NCCN 1101, we begin by assessing EE’s retention under the new wholesale
termination charges that would apply under NCCN 1107 at existing retail prices (i.e. if
EE left retail prices unchanged at the level that prevailed prior to the introduction of
NCCN 1107).
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5.20 We explain above that EE sets retail prices separately for T-Mobile and Orange calls
to the 09 numbers affected by NCCN 1107. In addition, it sets a different retail price
for each charge band covered by NCCN 1107, which applies at all times of day.
Therefore, we assess Principle 1 by calculating the average retention that EE earns
at each T-Mobile and Orange price point covered by NCCN 1107 for which we have
requested information (see paragraph 5.13).

5.21 Table 5.2 presents the retentions earned by EE at each T-Mobile and Orange pricing
point under the wholesale termination charges that would apply under NCCN 1107 if
EE left prices unchanged.

Table 5.2: Retention earned by EE under NCCN 1107 if prices left unchanged,
ppm/ppc

Existing

. Average WTC
Price point average retail under NCCN Avera_ge
price (incl. 1107 retention
VAT)
p10 - T-Mobile [¥<] [3<] [5<]
pl10 - Orange [5<] [3<] [5<]
p7 - T-Mobile [5<] [3<] [<]
p7 - Orange [5<] [3<] [5<]
p34 - T-Mobile [5<] [3<] [5<]
p34 - Orange [¥<] [3<] [5<]
pl16 - T-Mobile [5<] [3<] [5<]
pl16 - Orange [5<] [5<] [3<]
p36 - T-Mobile [5<] [3<] [¥<]
p36 - Orange [5<] [3<] [<]
p8 - T-Mobile [5<] [3<] [¥<]
p8 - Orange [5<] [3<] [5<]
pO - T-Mobile [5<] [3<] [5<]
p0 - Orange [5<] [3<] [5<]
ff18 - T-Mobile [5<] [5<] [3<]
ff18 - Orange [5<] [3<] [5<]
P7 090682 - T-Mobile [5<] [5<] [3<]
P7 090682 - Orange [¥<] [5<] [3<]
p5 - T-Mobile [5<] [3<] [5<]
p5 - Orange [5<] [5<] [3<]
ff13 - T-Mobile [5<] [<] []
ff21 - T-Mobile [5<] [<] [<]
p3 - T-Mobile [5<] [5<] [$<]
Weighted average [X<] [<] [<]

Source: Ofcom.

5.22 We find that under the new WTCs introduced in NCCN 1107, EE’s retention at each
price point is between [<]ppm and [¥<]ppm. In addition, the weighted average
retention earned by EE [] is [¥<]ppm.

5.23 For all but two of the price points we have considered, retention at prevailing retail
prices is above our upper estimate of the pure long run incremental costs of providing
call origination (0.8ppm). However, we find that for two of EE's pricing points — T-
Mobile calls to the [$<] charge band and Orange calls to the [5<] charge band — EE’s
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retention at prevailing retail prices is below our LRIC estimate.'”® Moreover, for
Orange calls to the [5<] charge band, we find that EE incurs a loss of [5<]ppm on
every call under NCCN 1107, if it does not change retail prices.

5.24 As EE is not able to recover its long run incremental costs of providing call origination
on calls to these two charge bands at prevailing retail prices, we have looked at
whether another retail price exists where retention is greater than or equal to LRIC.
Figures 5.1 and 5.2 below show how average retention on calls to these two charge
bands varies with retail price. It is clear from the Figures that a number of such retail
prices exist, including prices on the same step of the wholesale tariff schedule
(implying no change in WTC). For example, the retention available to EE at the top
of the step which corresponds to EE’s current retail price for T-Mobile calls to the [<]
charge band is [<]ppm (see A in Figure 5.1). The retention available to EE at the
top of the step which corresponds to EE’s current retail price for Orange calls to the
[5<] charge band is [<]ppm (see A in Figure 5.2). In both cases, the retention earned
by EE is above our upper estimate of pure LRIC. EE could also earn retention above
our upper estimate of pure LRIC by reducing its retail prices at these two price points
to the top of the previous step and face a lower WTC (See B in Figures 5.1 and 5.2).

Figure 5.1: Average retention at different retail prices for the [3<] charge band, under
NCCN 1107

[X]
Source: Ofcom analysis of NCCN 1107.

Figure 5.2: Average retention at different retail prices for the [<] charge band, under
NCCN 1107

[<]
Source: Ofcom analysis of NCCN 1107.

5.25 The retention earned by EE overall on 09 calls under NCCN 1107 at prevailing retail
prices also permits a contribution to common costs. [¥<], the weighted average
retention earned by EE permits a contribution to common costs of around [$<]ppm on
average (based on our LRIC estimate). This is more than sufficient to cover our
upper estimate of LRIC+, with a contribution to 100% of A&R costs (see Table 3.1).
To the extent that MNOs need to be able to recover their common costs of mobile
origination from calls to 09 numbers, we consider that NCCN 1107 permits a material
contribution to these costs, even if EE does not change its retail prices.

5.26 In conclusion, we have found that NCCN 1107 permits EE to recover its long run
incremental costs of providing call origination, and make a material contribution to
common cost recovery.'® Given the scope for recovery of common costs, we do not
consider that it is necessary to reach a view on the appropriate value for the efficient
costs of originating a mobile call to the number ranges covered by NCCN 1107.

5.27 We note that to the extent that the contribution to common costs made by the
affected number ranges is smaller under NCCN 1107, we consider it likely that EE
can recover a significant proportion of these common costs elsewhere in the retail
offering. We capture the impact of this on consumers through our assessment of the
MTPE, under Principle 2.

179

150 In 2011, these price points accounted for [3<]% and [3<]% of EE’s total 09 call volumes respectively.

Whilst we have not considered all charge bands covered by NCCN 1107 (see paragraph 5.13), we consider
that this result, which is based on charge bands representing [$<], is a reliable indicator for NCCN 1107 as a
whole.
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5.28 Therefore, we provisionally conclude that NCCN 1107 satisfies Principle 1.
NCCN 1102

5.29 The WTCs in NCCN 1107 that apply at steps above the bottom step are generally
slightly higher as compared to those in NCCN 1102. Given our finding that NCCN
1107 satisfies Principle 1, it follows that NCCN 1102 will also satisfy Principle 1. This
is because the WTC applicable at any given price will be the same or lower under
NCCN 1102, as compared to NCCN 1107, and therefore retention will be higher.

Principle 2: Effects on consumers

5.30 Inthis section we consider the four elements which relate to this principle (see
Section 3), before setting out our overall assessment of whether the charges in
NCCN 1107 are beneficial to consumers.

Direct effect
Views of the parties
EE's views

5.31 EFE’'s approach to analysing the Direct effect of NCCNs 1101 and 1107 is set out at
paragraphs 4.30-4.46.

5.32 Under its ‘no demand effect’ analysis, EE analyses the effect on prices for one
charge band: p10 (09), and finds incentives for Orange to increase its retail prices
and for T-Mobile to reduce its retail prices for calls to 09 numbers under NCCN 1107.

5.33 Under its ‘demand effect’ analysis, EE finds incentives for Orange to reduce its retail
prices and for T-Mobile to increase its retail prices for calls to 09 numbers under
NCCN 1107. In all cases considered, EE finds that it is not possible for EE to adjust
retail prices to restore overall profits to its pre-NCCN levels.

BT's views

5.34 BT’'s comments on EE’s analysis of the Direct effect of NCCN 1107 are set out at
paragraph 4.50.

5.35 Although BT did not submit any new analysis of the Direct effect of NCCN 1107,
Professor Dobbs implies in his submission that he considers it likely NCCN 1107 will
lead to an unambiguous incentive to reduce retail prices.

Our views

5.36  Our views on the parties’ submissions on the Direct effect of NCCN 1107 are set out
at paragraphs 4.52-4.63.

Ofcom'’s view on the Direct effect of NCCN 1107

5.37 We explain in paragraphs 3.28 and 3.29 that there is a clear incentive for MNOs to
reduce retail price down to the bottom step if the wholesale tariff schedule lies above
the straight line that starts at the end of the bottom step and along which retention is
constant. For all of the schedules specified in NCCN 1107 (described in paragraphs
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5.5-5.9), it is not the case that the entire schedule beyond the bottom step of the
ladder lies above this line.

Figure 5.3: Weighted average wholesale tariff schedule for T-Mobile calls to the [¥K]
charge band under NCCN 1107

[<]

Source: Ofcom analysis of NCCN 1107.

Figure 5.4: Weighted average wholesale tariff schedule for T-Mobile calls to the [¥]
charge band under NCCN 1107

[X]

Source: Ofcom analysis of NCCN 1107.

5.38

5.39

5.40

5.41

5.42

For example, Figures 5.3 and 5.4 above show how the weighted average termination
charge schedules for T-Mobile calls to the [5<] and [¥<] charge bands compare to the
line along which retention is constant beyond the bottom step. We estimate that
these two charge bands represent over [5<]% of T-Mobile call volumes in 2011 to the
09 charge bands for which we have requested data (see paragraph 5.12-5.14).
Because the length of the initial steps is generally greater than their height, the
schedules sit below the line along which retention is constant (even though the
schedules are steeper than the line once a certain price is reached). As a result, it is
not the case that there will be an unambiguous incentive to reduce price to the
bottom step on the charging ladder irrespective of the responsiveness of call demand
to price.

However, a number of EE’s price points covered by NCCN 1107 are above the
threshold retail price at which the retention per minute is maximised (see Table A4.9
in Annex 4). For these price points, there is a clear incentive on EE to reduce these
prices to at least the threshold price at which retention per minute is maximised,
irrespective of the demand response. This is because in doing so, EE increases the
pence per minute margin and possibly benefits from higher call volumes to the extent
that demand for these calls is responsive to a reduction in price. Therefore, the
direction of the Direct effect at these price points is unambiguous (i.e. downwards).
In relation to the magnitude of the Direct effect at these price points, we consider that
there is not an unambiguous incentive to reduce these prices to the bottom step
irrespective of the responsiveness of call demand to price. As a result, the
magnitude of the Direct effect is an empirical question.

Similarly, for the remaining price points, we consider that there is not an
unambiguous incentive to reduce price, either at all, or to the bottom step on the
charging ladder, irrespective of the responsiveness of call demand to price. As a
result, both the direction and magnitude of the Direct effect at the remaining price
points is an empirical question.

Where the direction and/or magnitude of the Direct effect is an empirical question,
this will in general depend on the structure of the wholesale tariff schedules, the
nature of demand for calls to the affected number ranges, and the way in which
MNOs respond to the incentives created by tiered termination charges (see Section
3).

As explained in paragraphs 3.33-3.40, we have used a modified version of the Dobbs
3 model to inform our assessment of the potential impact of the proposed termination
charge schedules in NCCN 1107 on EE's retail prices for calls to 09 numbers. We
have considered the Direct effect for each of EE’s price points covered by NCCN
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5.43

5.44

5.45

5.46

5.47

1107. We explain our approach, and note some important caveats to this analysis in
Section 3 and Annex 3.

As noted in paragraph 3.41, we recognise that this model is a stylised representation
of reality which may not accurately reflect the actual response of the MNOs to BT's
NCCNSs in practice. In addition, as explained in Annex 3, we consider that there is
considerable uncertainty about the nature of demand for calls to the affected number
ranges, and in particular how a change in the applicable retail price might affect the
volume of calls originated by an MNO to these numbers. For the purpose of our
analysis we have considered two hypothetical demand scenarios (i.e. both linear and
constant elasticity demand for calls to the affected number ranges) to illustrate the
potential Direct effect of BT's NCCN. We note, however, that we have not seen
empirical evidence that would allow us to conclude that either of these assumed
demand curves is a good approximation to the actual demand for calls over the
relevant price range, or to prefer one form of demand over another.

For these reasons, we do not consider that reliance can be placed on the precise
predictions generated by this model (particularly in relation to the magnitude of the
Direct effect). However, we consider this analysis can be used to inform our
assessment of the direction of the Direct effect (i.e. whether retail prices for calls to
the affected number ranges increase, decrease, or stay the same).

Direction of the Direct effect

Our analysis indicates that the wholesale termination schedules in NCCN 1107 may
create an incentive for EE to reduce its retail prices for most calls, depending on the
nature of the demand for calls to the affected numbers. In particular our analysis
suggests that:

o EE has an incentive to increase prices at the Orange price point for calls to 09 p7
numbers in the linear demand scenario, but to decrease these prices in the
constant elasticity demand scenario; and

¢ EE has an incentive to reduce prices at all but one of the remaining price points
for all but one of the remaining price points, in both the linear and constant
elasticity demand scenarios.'®

As noted at paragraph 3.40, we have not seen empirical evidence that would allow
us to conclude that either the linear or constant elasticity demand curves is a good
approximation to the actual demand for calls over the relevant price range, or to
prefer one form of demand over another. Moreover, as noted at paragraph 3.29, we
consider that there are some features of the NTS market (notably low price
transparency and consumers’ resulting lack of price awareness) which may limit the
extent to which a reduction in the retail prices for NTS calls is likely to result in an
increase in call volumes. If the demand response to a reduction in retail prices is
smaller than in the linear and constant elasticity demand scenarios we have
considered, this would result in a weaker incentive for EE to reduce its retail prices.

In light of the uncertainty about the nature of the demand for calls to the affected
number ranges, we cannot exclude the possibility that NCCN 1107 could result in an
increase in some 09 call prices. However, we consider that the balance of the
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The results summarised in this Section are based on the assumption that the marginal cost of mobile

origination is 0.8ppm. The results based on a higher marginal cost of mobile origination (i.e. 2ppm) are set out in

Annex 4.
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5.48

available evidence suggests that it is more likely that EE will have an incentive to
reduce most of its 09 price points.

Magnitude of the Direct effect

As noted above, we do not consider that reliance can be placed on the precise
predictions of the Dobbs 3 model, particularly in relation to the magnitude of the
Direct effect. We note, however, that in the two demand scenarios we have
considered, even if EE has an incentive to reduce prices under NCCN 1107, this may
only be a partial price reductions to a step on the WTC ladder above the bottom step.
As a result, EE would face higher WTCs than it would prior to the introduction of the
NCCN.

MTPE

Views of the parties

EE's views

5.49

5.50

EE’s views on the MTPE are set out at paragraphs 4.74 to 4.79.

In relation to NCCN 1107, EE argues that the reduction in margins from calls to 09
numbers that it identifies under its analysis of the Direct effect will mean it has to take
a correspondingly higher contribution to its shared costs from other mobile services
in order to maintain its overall profitability. Through this channel, EE argues that
NCCN 1107 will lead to a significant MTPE.

BT’s views on EE’s analysis

5.51 Although BT did not submit any analysis of the MTPE of NCCN 1107, some general
comments by Professor Dobbs on EE’s analysis are set out in Section 4. In
summary, Professor Dobbs agrees that there may be a MTPE as a result of NCCN
1107 (and NCCN 1101), but is unconvinced by aspects of EE’s analysis.

Our views

5.52  Our views on the parties’ submissions are set out in paragraphs 4.85 to 4.88.

Assessment of the MTPE resulting from NCCN 1107

5.53

5.54

The wholesale tariff schedules specified in NCCN 1107 will reduce the profit earned
by EE on calls to 09 numbers as a result of the additional variable termination
charges applicable. Even if EE tries to reduce the termination charges it pays by
reducing retail prices, it will still be earning a lower margin per minute due to the
lower retail price. The reduction in margin is unlikely to be offset by a sufficiently
large increase in call volumes to leave EE’s profits from calls to the affected number
ranges unchanged.

As a result, it is likely that the prices for other mobile services would go up as a result
of the MTPE. To gauge the potential scale of the MTPE, we have estimated the
impact of NCCN 1107 on EE’s profits on calls to 09 numbers under each of the
scenarios considered in our assessment of the Direct effect. Our approach to this
calculation is set out in more detail in Annex 3.
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5.55 Our stylised analysis suggests that the impact of NCCN 1107 on EE’s profits on calls
to 09 numbers could be around £[23<] per annum. We find that [$<] of the profit impact
is on T-Mobile and Orange calls to the p10 and p7 charge bands in particular
(reflecting the fact that these charge bands account for [5<] of total call volumes to 09
numbers).

5.56 We note that these figures do not represent our estimates of the MTPE, as this will
depend on the strength of the MTPE and the speed with which it operates. In
addition, the impact of the MTPE on consumer welfare will depend on which
services, and how many, EE chooses to increase the prices of. This will affect
whether there is an impact on the level of demand for other services in response to
the MTPE. Because of these sources of uncertainty, we have not attempted to
estimate the MTPE, or its impact on consumer welfare. However, given our view that
the waterbed effect is significant (see Section 3), the indicative figures above suggest
that NCCN 1107 is likely to result in a material negative MTPE on mobile customers.

Indirect effect
Views of the parties

5.57 As noted in Section 4, neither BT nor EE comment explicitly on the Indirect effect in
their submissions relating to NCCNs 1101 and 1107. However, we note in Section 4
that BT’s submission contains some relevant material for our assessment of the
Indirect effect.

5.58 The BT wholesale governance paper supporting NCCN 1107 (and NCCN 1101)
estimates an increase in revenue and margin of £[3<] in the second half of 2011/12,
and a further £[3<] in revenue and £[3<] in margin on an ongoing basis. The reason
given by BT for the reduction in margin on an ongoing basis [><Redaction of BT’s
assumptions on the pass through of incremental revenues to SPs¥<]. BT also
conducts a sensitivity test assuming that 50% of incremental revenues are passed
onto SPs. BT recognises that our unbundled tariff proposal (discussed below) would,
if implemented, remove the opportunity for ladder charging from its introduction, but
assumes that if it is implemented this would not be until at least [$<].

Our views

5.59 In paragraph 3.61, we explain that there are three main factors affecting the scale of
any Indirect effect:

o whether other TCPs can broadly replicate BT’s charges;

o whether BT will pass on higher termination revenues to SPs, e.g. because of
competition from other TCPs; and

¢ how SPs would be likely to respond to any such increase in revenues and if
consumers would benefit as a result.

5.60 Our views on these three factors in relation to NCCN 1107 are set out below.

Ability of other TCPs to replicate BT's charges

5.61 In Section 4, we explain that we consider that other TCPs could introduce similar
charges to those contained in NCCN 1107, on the basis of our understanding that
other TCPs have already introduced tiered termination charges on the 080, 0843/4
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and 0871/2/3 number ranges. Furthermore, we consider that there are strong
incentives for them to do so given the potentially significant revenue gains they might
achieve.

BT's incentive to pass through higher termination revenues to SPs

5.62

In relation to BT’s incentive to pass through increases in termination revenue, we
note that the 09 number range covered by NCCN 1107 exists primarily as a revenue
sharing number range, and is selected by SPs on this basis. Table 5.3 below shows
the total revenue received by TCPs from all calls originated in 2009 (including calls
originated over fixed lines), and the revenues subsequently passed through to the
SPs on these number ranges. It shows that TCP revenues in these number ranges
are very high, and that of these revenues a significant proportion are passed on to
SPs (92%).

Table 5.3: TCP and SP revenue from calls to 09 numbers in 2009

TCP revenue (£m) SP revenue (Em) Implied pass-through

Source: TCP and SP revenue from Flow of Funds study (Figure 5.28):
http://stakeholders.ofcom.org.uk/binaries/consultations/simplifying-non-geo-numbers/annexes/flow-
funds.pdf.

5.63

5.64

This suggests that TCPs are likely to compete to attract SPs by offering better
revenue sharing deals. We would therefore expect BT (and other TCPs offering
similar tiered WTCs) to pass through a proportion of any increase in termination
revenue arising from NCCN 1107.

However, for the reasons set out in paragraphs 3.65 and 3.66, there is considerable
uncertainty about the proportion of any increase in termination revenues that TCPs
pass through to SPs. We note that BT's internal governance paper proposing the
introduction of NCCN 1107 appears to support our assessment in Section 3.
[.<Redaction of BT’ assumptions on the pass through of incremental revenues to
SPs¥].

Potential for callers to benefit from additional revenue for SPs

5.65

We recognise the potential for callers to benefit from at least some of any additional
revenue passed through to SPs active on the revenue sharing number ranges, such
as those affected by NCCN 1107. However, for the reasons set out in paragraphs
3.67-3.73, we believe there is considerable uncertainty about the extent to which SPs
would invest any additional revenues in improving service quality and availability.
Even if they were to do so, there is equal uncertainty about the extent to which
callers would value these improvements.

Ofcom’s assessment of the Indirect effect

5.66

The charges applicable under NCCN 1107 could potentially have indirect benefits for
SPs. We consider that there may be sufficient competitive pressure on BT (and
other TCPs, to the extent that they replicate BT’s charges) to ensure that some of the
higher termination revenues are passed on over time to SPs. However, the
proportion of higher revenues passed on to SPs is uncertain, and there is likely to be
a delay before such competitive pressure may be realised.
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5.67

5.68

5.69

5.70

5.71

As the magnitude (and to a lesser extent the direction) of the Direct effect is
uncertain, so is the increase in TCP revenues. Although it is uncertain whether
NCCN 1107 results in incentives to reduce some prices fully down to the bottom step
(where there would be no increase in TCP revenues), we believe that the results of
our modelling suggest that it is unlikely that all prices would fall all the way to the
bottom step. Therefore, we believe that it is likely that TCP revenues will increase
overall.

To give an indication of the possible scale of the benefits to SPs, we have estimated
the increase in TCP revenues resulting from NCCN 1107. For the purposes of our
analysis, we have assumed that all TCPs will implement a charging structure that is
very similar to NCCN 1107 and will therefore all see a very similar increase in
revenue as BT. As noted above, we consider that other TCPs could introduce similar
charges to those contained in NCCN 1107, and would expect others to follow given
the significant revenue opportunities involved and the lack of obvious barriers to their
introduction.

We estimate that TCP revenue from T-Mobile and Orange calls to 09 numbers would
increase by between £[3<] and £[3<] per annum, depending on the assumptions
made about demand and the marginal cost of origination.

Given the uncertainty surrounding the proportion of the increase in termination
revenues that BT and other TCPs would pass-through to SPs, we have not
attempted to estimate the benefits to SPs.

For consumers of 09 calls to benefit from the Indirect effect, it is also necessary that
SPs improve the availability or quality of the services they offer. However, for the
reasons set out in paragraphs 3.67-3.73, we provisionally conclude that it is not clear
that callers will necessarily benefit from NCCN 1107.

Competition effect

Views of the parties

5.72 EE’s submissions on the potential risks of competitive distortion resulting from
NCCNs 1101 and 1107 are set out in paragraphs 4.113 to 4.118.

5.73 BT has not made any submissions on issues relevant to the competition effect.

Our views

5.74 EE’'s NCCN 1101 and 1107 dispute submission raises some issues that we
considered in the 08x cases. As noted in Section 3, we believe our findings in relation
to these issues in the 0845/70 Dispute to be directly applicable to the current
Disputes. Our views on the other issues raised by EE are set out in paragraphs
4.120-4.132.

5.75 On the basis of the available evidence, we do not think the other potential risks

considered in the 08x cases or subsequently raised by EE in its submission are likely
to lead to any material distortion of competition. As noted in Section 3, we have not
identified any benefits to competition from the introduction of NCCN 1107.
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Overall effect on consumers

5.76

5.77

5.78

5.79

5.80

5.81

Having considered each of the four factors individually, we now set out our
assessment of whether NCCN 1107 provides an overall benefit to consumers.

We consider that EE will have an incentive to reduce most 09 call prices under
NCCN 1107, but the magnitude of the Direct effect at these price points is uncertain.
In addition, we consider that the available evidence does not allow us to conclude
that EE would be incentivised to reduce retail prices down to the bottom rung of the
tiered termination schedules in NCCN 1107, and as a consequence MNOs may face
a potentially significant increase in termination charges.

As discussed in paragraph 3.53, we consider that the MTPE is a foreseeable and
predictable consequence of NCCN 1107. Additional termination charges payable
under NCCN 1107 would have the effect of reducing EE’s profits, and we consider
that it is likely that this would result in an increase in the prices of mobile services
(other than calls to the affected number ranges) through the MTPE (in addition to any
effect through a reduction in retail call prices to the affected numbers), to the
detriment of mobile customers. Whilst the precise speed and scale of the MTPE is
uncertain (in part because it depends on the Direct effect), we consider that it may be
significant.

We have considered whether we should place additional weight on the Direct effect
to reflect the externalities we have identified in Section 3 (namely, the alleviation of
suppressed or distorted demand, and an improvement in SPSs’ incentives — see
paragraph 3.99). However, we consider that any such additional benefits would only
materialise if NCCN 1107 results in significant price reductions. Given our finding in
relation to the Direct effect, we consider that it is uncertain whether NCCN 1107
would address these externalities to a material extent.

We recognise that NCCN 1107 may result in benefits to consumers through the
Indirect effect. However we consider the size of any such benefits is highly
uncertain. First, the increase in termination revenues to BT and other TCPs from
tiered termination rates will depend on the Direct effect. Second, whilst we consider
that there may be sufficient competitive pressure on BT (and other TCPs, to the
extent that they replicate BT's charges) to ensure that some of the higher termination
revenues are passed on over time to SPs, the speed and scale of pass-through is
uncertain. Third, the extent to which mobile customers benefit through the Indirect
effect depends on the extent to which any additional revenue received by SPs will be
passed on to callers. As noted in paragraph 3.74, whilst we recognise that SPs may
benefit from increased revenues, we do not consider that this should be a decisive
factor, in light of our regulatory duties.

Given the uncertainty which we have identified as to whether NCCN 1107 will result
in a net benefit or net detriment to consumers, and in light of our overriding statutory
duties to further the interests of consumers under sections 3 and 4 of the Act,'® we
consider that it is appropriate for us to place greater weight on the potential
detriments to consumers that might arise from NCCN 1107.

182

Ofcom'’s principal duty when carrying out its functions is to further the interests of citizens in relation to

communications matters and to further the interests of consumers in relevant markets, where appropriate by
promoting competition (section 3). Section 4 of the Act requires Ofcom to act in accordance with the six
Community requirements (which give effect, amongst other things, to the requirements of Article 8 of the
Framework Directive). Section 4 refers in particular to Ofcom’s dispute resolution functions under section 185 of

the Act.
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Provisional conclusion on Principle 2

5.82

In conclusion, on the evidence currently before us, we provisionally conclude that
Principle 2 is not met in respect of charges under NCCN 1107 for calls to 09
numbers.

NCCN 1102

5.83

5.84

5.85

5.86

The wholesale tariff schedules specified in NCCN 1107 are steeper than those in
NCCN 1102. In Section 3, we explain that steeper schedules will tend to increase the
likelihood of price reductions, all else equal. Therefore, we would expect the
incentives to reduce price under NCCN 1102 to be weaker than under NCCN 1107.

In relation to NCCN 1107, we find that the magnitude of the Direct effect is inherently
uncertain, and so we cannot be confident of the overall impact of NCCN 1107 on
consumers. It follows that the magnitude of the Direct effect resulting from NCCN
1102 will also be uncertain, and so we cannot be confident of the overall impact of
NCCN 1102 on consumers.

Although we have not assessed NCCN 1102 to the same level of detail as NCCN
1107, we consider it reasonable to reach the same overall provisional conclusion as
for NCCN 1107. The overall effect on consumers will depend on the relative sizes of
the Direct effect (which may or may not lead to consumer benefits) and the MTPE
(which leads to consumer detriment). Whilst it is possible that consumers may
benefit, we cannot rule out the possibility that consumers would suffer harm. In
addition, for the same reasons as set out above for NCCN 1107, we do not consider
that taking into account externalities, the Indirect effect or competition effects alters
our finding that the net effect on consumers of NCCN 1102 could be negative.

Therefore, in light of our overriding statutory duties under sections 3 and 4 of the Act
to further the interests of consumers, we consider that it is appropriate for us to place
greater weight on the potential detriments to consumers that might arise from NCCN
1102. Where there is such lack of clarity as to whether introduction of NCCN 1102
will lead to consumer benefits or detriments, we feel that consumers’ interests are
best served by maintaining the status quo. In conclusion, on the evidence currently
before us, we provisionally conclude that Principle 2 is not met in respect of charges
under NCCN 1102 for calls to 09 numbers.

Principle 3: Practicality

5.87

5.88

In order to find that NCCN 1107 is fair and reasonable we consider that the proposed
termination rates must be reasonably practical to implement.

The parties made the same points on the practicality in relation to NCCN 1107 as
they did in relation to NCCN 1101. These views are discussed in paragraphs 4.141-
4.144, along with our assessment of the points that the parties make.

Provisional conclusions

5.89

As discussed in Section 3, the CAT was satisfied, having heard the arguments in the
08x appeals, that it was practical to implement the tiered charges for 080, 0845 and
0870 numbers. Moreover, (most of) the MNOs were able to agree with BT the
average charges that were to apply for calculating payments following the CAT'’s
Order. Our starting point is therefore that it should be practical to implement other
tiered charges.
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5.90

5.91

5.92

Since the 08x cases, Ofcom has put forward proposals in the context of the NGC
review which could have implications for industry arrangements in the longer term. If
these proposals are implemented, it is likely that any changes to industry
arrangements to give effect to tiered charges would only be in place for a limited
period of time.

We note the charges in NCCN 1107 as compared to those in 08x cases contain a
number of charge bands (as discussed in paragraphs 5.5 and 5.6) which may have
some implications for their practicality.

We have received no evidence from the parties to the Disputes that demonstrates
that it is not practical to implement the charges set out in NCCN 1107, including any
potential distortions on OCPs’ choice of transit providers. We therefore provisionally
conclude that Principle 3 is passed in relation to the charges in NCCN 1107.

NCCN 1102

5.93

Although we have not assessed NCCN 1102 to the same level of detail as NCCN
1107, we consider it reasonable to reach the same overall provisional conclusion as
for NCCN 1107.

Summary of provisional conclusions

5.94

Taking into consideration our assessment across the three Principles, our provisional
conclusion is that it is not fair and reasonable for BT to apply the termination charges
for calls to the 09 number ranges set out in NCCNs 1107 or 1102.
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Section 6

Analysis and provisional conclusions for
NCCN 1046

6.1

6.2

6.3

Using the analytical framework set out in Section 3, we set out in this Section our
analysis and provisional conclusions as to whether it is fair and reasonable for BT to
apply the termination charges set out in NCCN 1046.

This Section is structured as follows:
o first, we discuss the key features of NCCN 1046;

¢ we then set out the parties’ views, our analysis, and our provisional conclusions,
against each of the three principles that form our analytical framework; and

o finally, we set out our provisional conclusions as to whether it is fair and
reasonable for BT to apply the termination charges set out in NCCN 1046.

A number of the issues we consider in relation to NCCN 1046 also apply in the
context of NCCNs 1101 and 1107. The discussion of these issues is set out in
Section 4. In this Section, we make cross-references to Section 4 as appropriate.

Key features of NCCN 1046

Structure of the wholesale tariff schedules

6.4

6.5

6.6

6.7

NCCN 1046 contains only one termination rate ladder as there is only one BT price
point for calls to all 080 numbers (free-to-caller). Whilst the tiered termination rate
schedule for calls to 080 numbers is specified by time of day, only the origination
payment (applicable when the retail price is zero) differs by time of day. Otherwise,
the termination rates applicable at each step are the same irrespective of the time of
day.

As with all of the NCCNs in dispute, the bottom rung of each wholesale tariff
schedule is set at the WTC that prevailed prior to the introduction of NCCN 1046.'%
The WTC then increases with the OCP’s retail price for calls to the affected number
range in a series of steps indefinitely.

The length of the initial steps is sufficiently greater than their height, such that
termination charges increase less rapidly than the retail call price excluding VAT.'®*
As a result, the retention per minute (i.e. the retail call price excluding VAT minus the
applicable termination charge) available to the MNO increases with each step.

Once the retail price reaches 22.5ppm (including VAT), the height of the steps
increases. Although the length of the subsequent steps is still generally greater than
their height, this is not the case once VAT is taken into account. The termination
charge increases by more than the increase in the retail price excluding VAT,

183

In the case of NCCN 1046, the WTC specified at the bottom rung applies only if the retail price is greater than

zero. When the retail price is zero, no WTC applies and an origination payment is made.

184

The wholesale tariff schedule is specified in terms of retail prices including VAT, but this is not retained by the
MNOs.
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meaning that the retention per minute available to the MNO declines with each
further step. Therefore, the retention per minute is maximised when the retail price is
(just below) 22.5ppm, including VAT.

Principle 1: Cost recovery

6.8 To satisfy Principle 1, the WTCs should not deny MNOs the opportunity to recover
their efficient costs of originating calls to 080 number ranges hosted on BT's
network.®®

Views of the parties

6.9 None of the MNOs comment explicitly on the application of Principle 1 to NCCN
1046.

6.10 BT considers that NCCN 1046 complies with Principle 1, as described in the 080
Determination, in two ways: %

(i) BT explains that the calculation for deriving the BT charge is based on a ‘retail
minus’ cost model, where the OCP is given a 6ppm allowance for the cost of call
origination. BT notes that the Determination on NCCN 956 stated that it would be
unlikely for the cost of origination to exceed 5ppm. BT also explains that it has
increased the allowance to 6ppm, to take account of H3G, which was not
included in the analysis for the 080 Dispute and is likely to have a higher cost
base; and

(i) BT also notes that the starting point for charging at 7.5ppm exceeds the cost of
origination and therefore allows the MNO to recover all costs of origination.

Our views

6.11 We do not have reliable information on the MNOs’ average retail prices for 080 calls
(see paragraphs A3.60-A3.72 in Annex 3). Therefore, consistent with the approach
ultimately adopted in relation to NCCN 956 (see paragraph 3.10), we have
considered MNOSs’ retention across the wholesale termination schedule set out in
NCCN 1046.

6.12 Table 6.1 sets out the wholesale termination charges and corresponding retail price
thresholds for the initial steps in NCCN 1046. Figure 6.1 shows how retention varies
across the wholesale termination schedule, up to a retail price of 40ppm including
VAT. We consider retention up to 40ppm (including VAT), as this is the highest
headline price for calls to 080 numbers reported by the MNOs.

185 We note that the purpose of the assessment of Principle 1 is not to limit MNOSs to cost recovery only, but to

ensure the NCCNs at least permit reasonable cost recovery.

18 BT submission, page 4. Principle 1(i) in the 080 Determination stated that ‘it is not fair and reasonable for BT
to impose termination charges unless the average retention by each of the 2G/3G MNOs (which is the average
retail price minus any termination charge) is greater than the efficient cost of mobile call origination’, see 080
determination paragraph 1.19.
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Table 6.1: Initial steps in NCCN 1046

WTC, ppm Retail price (incl. VAT),
: : ppm
Daytime Evening Weekend
-0.6481 -0.2967 -0.2336 p=0
0.0000 0.0000 0.0000 0>p<75
0.3800 0.3800 0.3800 753p<85

Source: NCCN 1046.
Figure 6.1: Average retention at different retail prices on 080 calls under NCCN 1046
9 -

8 4

ppm

Average retention, ppm

2 Pure LRIC
estimate

0 10 20 30 40
Retail price (incl. VAT), ppm

Source: Ofcom analysis of NCCN 1046.

6.13 If MNOSs’ average retail prices for calls to 080 numbers are at or above 7.5ppm
(including VAT), then a termination charge is payable, which depends on the level of
the average retail price. However, for all retail prices above 7.5ppm (including VAT),
MNOs are able to cover our estimate of pure LRIC (0.8ppm). In addition, MNOs are
also able to make a contribution to common costs, of at least 4.9ppm.*®’ This is
sufficient to cover our upper estimate of LRIC+, with a contribution to 100% of A&R
costs (see Table 3.1).

6.14 If MNOs’ average retail prices for calls to 080 numbers are below 7.5ppm (including
VAT), then they are no worse off than they would have been prior to the introduction
of NCCN 1046 (i.e. under NCCN 911):'%

'87\We have considered retention for retail prices up to 40ppm including VAT. As noted in paragraph 6.7 above,

average retention declines from the ninth step. However, average retention remains above Sppm for all retail
Pargces up to 72.4ppm (including VAT).

Taking into account the fact that NCCN 956 has ultimately been set aside NCCN 911 is the NCCN which
precedes NCCN 1007.
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¢ if MNOs were to set their retail prices for calls to 080 numbers to zero, they would
receive an origination payment from BT of between 0.2336 and 0.6481 ppm
depending on the time of day, resulting in positive retention. Although this level of
retention would be insufficient to cover our estimate of pure LRIC (irrespective of
the time of day), we note that MNOs did not receive an origination payment prior
to the introduction of NCCN 1046;%° and

o if MNOs were to set their retail prices greater than zero but less than 7.5ppm
(including VAT), they would not receive an origination payment but nor would
they incur a termination charge. MNOSs' retention is therefore equal to the
retention they received prior to NCCN 1046 (under NCCN 911, no WTC applied
at any retail price). At a retail price of 0.8ppm (excluding VAT),**® MNOs are able
to cover our upper estimate of the pure long run incremental cost of mobile
origination. At prices above this, MNOs are able to make a contribution to
common costs, of up to 5.5ppm, as well as covering the LRIC of mobile
origination. This is sufficient to cover our upper estimate of LRIC+, with a
contribution to 100% of A&R costs (see Table 3.1).

6.15 In Section 3, we explain the different cost benchmarks we could use for the efficient
cost of origination, ranging from pure LRIC to LRIC plus a contribution to common
costs. Here, we note that in the 080 Dispute, we concluded that the efficient cost of
origination for 080 calls on mobile was unlikely to exceed 5ppm. This approach
excluded a substantial proportion of customer acquisition, retention and service
costs which MNOs considered relevant. We considered that the costs of origination
to be recovered needed to be reasonable in the context of the policy preference of
having prices of calls to 080 numbers free or as close to free as possible. This
consideration meant that the approach of favouring the minimum efficient costs of
mobile origination was justified in the context of this dispute.*®*

6.16 We have found that MNOs are able to recover our estimate of the long run
incremental costs of call origination. In addition, MNOs are able to make a material
contribution to common costs, above our upper estimate of LRIC+, and in excess of
what we considered to be reasonable in the 080 Dispute.

6.17 We note that to the extent that the contribution to common costs made by the
affected number ranges is smaller under NCCN 1046, we consider it likely that
MNOs can recover a significant proportion of these common costs elsewhere in the
retail offering. We capture the impact of this on consumers through our assessment
of the MTPE, under Principle 2.

6.18 Therefore, we provisionally conclude that NCCN 1046 satisfies Principle 1.
Principle 2: Effects on consumers
6.19 In this section we consider the four elements which relate to this principle (see

Section 3), before setting out our overall assessment of whether the charges in
NCCN 1046 are beneficial to consumers.

189 Under NCCN 911, BT does not make a call origination payment to MNOs for calls to 080 numbers hosted on

BT's network.

19 0.96 ppm including VAT.

¥1\We noted that it was open for MNOs to recover the remaining efficient mobile costs of origination elsewhere in
the retail offering.
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Direct effect
Views of the parties
MNOSs’ views

6.20 In summary, the MNOs believe that NCCN 1046 will not benefit consumers. The
MNOs therefore believe that Principle 2 of Ofcom’s analytical framework is not
satisfied.

6.21 EE notes that, as with the 080 Dispute, the OCP will have higher retention with
higher retail charges following the introduction of the WTCs in dispute and therefore
the OCPs will have an incentive to increase the retail price for 080 calls.'®* EE also
alleges that economic evidence provided by BT in the 08x cases did not conclusively
demonstrate that the Direct effect of the WTCs in the 08x cases would be more likely
to be positive than negative. Furthermore, the theoretical model put forward by
Professor Dobbs for BT was not a sufficient basis for drawing any conclusions as to
MNOSs’ future pricing behaviour. %3

6.22 Vodafone submits that [<].*%*

6.23 H3G notes that the charges implemented by NCCN 1046 “may actually have a
negative direct effect for both competition and consumers by providing an incentive

for OCPs to increase 080 retail charges”.**®

6.24 02 does not provide any specific comments on the Direct effect, but does make the
general point that it believes “BT has made no attempt whatsoever to explain how
NCCN 1007 could benefit consumers”.**

BT’s views

6.25 BT believes it has addressed Ofcom’s concern in the 080 Dispute that OCPs’ retail
prices might increase as a result of the WTCs in dispute. BT notes “there could be
no incentive for the affected OCP to adjust their retail charges for 080 in such a way
that would be unbeneficial to consumers”.*®” BT explains that the revised WTCs in
NCCN 1046 (as compared to those in NCCN 956) “support the delivery of drivers

which would encourage OCPs to move to lower retail charges”.'®®

Our views

6.26 As explained in Section 3, a sensible consideration of pricing incentives needs to
account for the likely impact on demand of changes in retail price. Whilst we agree
that MNOs have an incentive to increase the price of 080 calls in order to pass on the
increase in termination charges, the fact that BT's termination rates now increase in a
series of steps as the retail price of a call increases will tend to reduce the incentive
for MNOs to increase retail prices and may provide an incentive to reduce prices in
order to benefit from a lower termination charge. Which of these incentives

192
193
194
195
196
197

EE’s NCCN 1046 dispute submission, see paragraph 2.63.

EE’s NCCN 1046 dispute submission, see paragraph 2.63.
Vodafone’s NCCN 1046 dispute submission, see paragraph 4.8 (ii).
H3G’s NCCN 1046 dispute submission, see paragraph 3.

02's NCCN 1046 dispute submission, see paragraph 21.

BT's response to EE's NCCN 1046 dispute submission, see section 4.
198 BT's response to EE's NCCN 1046 dispute submission, see section 5.
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6.27

6.28

dominates will depend in part on the responsiveness of call volumes to a change in
the retail price.

Similarly, EE’s observation that higher retention at higher retail charges means that
OCPs will have an incentive to increase retail prices ignores the likely impact on
demand.

In relation to EE’s comments on the theoretical model put forward by Professor
Dobbs, we accept that the model represents a stylised representation of reality and
may not accurately reflect the basis on which MNOs make their pricing decisions.
However, we consider that it is useful to inform our assessment of the Direct effect
(see paragraphs 3.33-3.38).

Ofcom’s view of the Direct effect of NCCN 1046

6.29

We explain in paragraphs 3.28 and 3.29 that there is a clear incentive for MNOs to
reduce retail price down to the bottom step if the wholesale tariff schedule lies above
the straight line that starts at the end of the bottom step and along which retention is
constant. For the schedule specified in NCCN 1046, it is not the case that the entire
schedule beyond the bottom step of the ladder lies above this line.

Figure 6.2: Weighted average wholesale tariff schedule for 080 calls under NCCN 1046

WTC, ppm
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Source: Ofcom analysis of NCCN 1046. Note that the retention payment payable to OCPs if the retalil
price is zero is not shown.

6.30

6.31

Figure 6.2 above shows how the termination charge schedule compares to the line
along which retention is constant beyond the bottom step. Because the length of the
initial steps is greater than their height, the schedules sit below the line along which
retention is constant (even though the schedules are steeper than the line once a
certain price is reached).

In view of this, we consider that there is not an unambiguous incentive to reduce
price to the bottom step on the charging ladder irrespective of the responsiveness of
call demand to price. As a result, the direction and magnitude of the Direct effect is
an empirical question and will in general depend on the structure of the wholesale
tariff schedule, the nature of demand for calls to the affected number ranges, and the
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6.32

6.33

6.34

6.35

6.36

way in which MNOs respond to the incentives created by tiered termination charges
(see Section 3).

As explained in paragraphs 3.33-3.40, we have used a modified version of the Dobbs
3 model to inform our assessment of the potential impact of the proposed termination
charge schedule in NCCN 1046 on MNOSs' retail prices for calls to 080 numbers. We
have considered the Direct effect on the average retail price for each MNO. We
explain our approach, and note some important caveats to this analysis in Section 3
and Annex 3. In paragraphs A3.63-A3.72, we also explain the estimates we have
used as proxies for each of the MNOs’ average retail prices for 080 calls, in the
absence of reliable information from the MNOs. We stress that we are not
suggesting that the estimates we have used are necessarily accurate. We note that
the range of retail prices we are considering is likely to encompass the actual range
of average retail prices. As a result, our assessment of the Direct effect for each
MNO captures the potential increase in termination charges faced by the MNOs
under NCCN 1046, and the possible incentives they face as a result.

As noted in paragraph 3.41, we recognise that this model is a stylised representation
of reality which may not accurately reflect the actual response of the MNOs to BT's
NCCNSs in practice. In addition, as explained in Annex 3, we consider that there is
considerable uncertainty about the nature of demand for calls to the affected number
ranges, and in particular how a change in the applicable retail price might affect the
volume of calls originated by an MNO to these numbers. For the purpose of our
analysis we have considered two hypothetical demand scenarios (i.e. both linear and
constant elasticity demand for calls to the affected number ranges) to illustrate the
potential Direct effect of BT's NCCN. We note, however, that we have not seen
empirical evidence that would allow us to conclude that either of these assumed
demand curves is a good approximation to the actual demand for calls over the
relevant price range, or to prefer one form of demand over another.

For these reasons, we do not consider that reliance can be placed on the precise
predictions generated by this model (particularly in relation to the magnitude of the
Direct effect). However, we consider this analysis can be used to inform our
assessment of the direction of the Direct effect (i.e. whether retail prices for calls to
the affected number ranges increase, decrease, or stay the same).

Direction of the Direct effect

Our analysis indicates that the wholesale termination schedule in NCCN 1046 may
create an incentive for the MNOs to reduce retail prices for 080 calls. In particular,
our analysis suggests that MNOs have an incentive to reduce retail prices for 080
calls in both the linear and constant elasticity demand scenarios.

As noted at paragraph 3.40, we have not seen empirical evidence that would allow
us to conclude that either the linear or constant elasticity demand curves is a good
approximation to the actual demand for calls over the relevant price range, or to
prefer one form of demand over another. Moreover, as noted at paragraph 3.29, we
consider that there are some features of the NTS market (notably low price
transparency and consumers’ resulting lack of price awareness) which may limit the
extent to which a reduction in the retail prices for NTS calls is likely to result in an
increase in call volumes. If the demand response to a reduction in retail prices is
smaller than in the linear and constant elasticity demand scenarios we have
considered, this would result in a weaker incentive for MNOSs to reduce their retall
prices.
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6.37 Inlight of the uncertainty about the nature of the demand for calls to the affected
number ranges, we cannot exclude the possibility that the wholesale tariff schedule
could result in an increase in 080 call prices. However, we consider that the balance
of the available evidence suggests that it is more likely that the MNOs have an
incentive to reduce these prices than to increase them. Therefore, we conclude that
the direction of the Direct effect is more likely to be positive for consumers than
negative.

Magnitude

6.38 As noted above, we do not consider that reliance can be placed on the precise
predictions of the Dobbs 3 model, particularly in relation to the magnitude of the
Direct effect. We note, however, that in the two demand scenarios we have
considered, even if MNOs have an incentive to reduce prices under NCCN 1046,
these may only be partial price reductions to a step on the WTC ladder above the
bottom step. As a result, MNOs would face higher WTCs than they would prior to the
introduction of the NCCN.

MTPE

Views of the parties
6.39 The MNOs are of the general view that NCCN 1046 would have a negative MTPE.

6.40 In particular, EE highlights that “MNQOs are not earning excess profits across the
range of services they provide at the retail level and any reduction in the contribution
to their overheads from 080 calls will have to be recouped through higher prices for
other services or reductions in service levels”.**°

6.41 Vodafone submits that [<].?%

6.42  Whilst not addressing the MTPE in isolation, H3G submits that NCCN 1046 is

unlikely to benefit consumers, especially when “Direct, Indirect and Mobile tariff

package effects are weighed together”.**

6.43 02 and BT do not specifically comment on any MTPE that NCCN 1046 could have.
Our views

6.44  Our views on the likelihood of the MTPE, and the mechanism through which it might
operate, are set out in paragraphs 3.41-3.55 and paragraphs 4.85-4.93.

Assessment of the MTPE resulting from NCCN 1046

6.45 The wholesale tariff schedule specified in NCCN 1046 will reduce the profit earned
by MNOs on 080 calls. Additional variable termination charges applicable to these
calls will have the effect of reducing MNOSs’ profits. Even if MNOSs try to reduce the
termination charges they pay by reducing retail prices, they will still be earning a
lower margin per minute due to the lower retail price. This reduction in margin will not
be offset by any increase in call volumes resulting from lower call prices because, if
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EE’s NCCN 1046 dispute submission, paragraph 2.65.
Vodafone'’s NCCN 1046 dispute submission, paragraph 4.8.
H3G’s NCCN 1046 dispute submission, see paragraph 15.
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6.46

6.47

6.48

6.49

6.50

this were the case, it would have been profitable for MNOs to reduce retail prices
before the termination charges increased.

As a result, it is likely that the prices for other mobile services would go up through
the MTPE. To gauge the potential scale of the MTPE, we have estimated the impact
of NCCN 1046 on MNOs’ profits on 080 calls under each of the scenarios considered
in our assessment of the Direct effect. Our approach to this calculation is set out in
more detail in Annex 3.

Our analysis suggests that the impact of NCCN 1046 on MNOs’ profits on 080 calls
could be between £[2<] and £[3<] per annum. The reduction in MNOs’ profits on 080
calls is significantly greater under the linear demand scenarios than under the
constant elasticity demand scenarios:

e in the linear demand scenarios, we find that MNOs have an incentive to reduce
prices, but not to the bottom step. Therefore, MNOS’ profits are lower as a result
of both lower retail prices and an increase in termination charges; and

e in contrast, in the constant elasticity demand scenarios, we find that MNOs have
an incentive to reduce prices all the way to the bottom step. Whilst the reduction
in prices is therefore greater than under the linear demand scenarios, this is more
than offset by the fact that MNOs do not face any increase in the termination
charges.

We note that the profit impact is greater on those MNOs which are assumed to have
higher average retail prices prior to the introduction of NCCN 1046.

These figures do not represent our estimates of the MTPE, as this will depend on the
strength of the MTPE and the speed with which it operates. In addition, the impact of
the MTPE on consumer welfare will depend on which services, and how many,
MNOs choose to increase the prices of. This will affect whether there is an impact on
the level of demand for other services in response to the MTPE.

Because of these sources of uncertainty, we have not attempted to estimate the
MTPE, or its impact on consumer welfare. However, given our view that the waterbed
effect is significant, the indicative figures above suggest that NCCN 1046 could result
in a material negative MTPE on mobile customers.

Indirect effect

Views of the parties

6.51

6.52

6.53

The MNOs are of the general view that the NCCN 1046 will have no positive Indirect
effect.

In particular, EE states that SPs will not benefit from any proposed changes because
the lack of competitive pressure means that there is no incentive for BT to pass
through any additional revenues to its SP customers.?*?

Vodafone comments that if BT believes that NCCN 1046 will result in lower retail
charges for 080 calls, then there will be no additional revenue stream to pass through
to SPs.?®® Vodafone also states that if there was a new revenue stream from BT as a

202

EE’s NCCN 1046 dispute submission, paragraph 2.66.

293 \/odafone’s NCCN 1046 dispute submission, paragraph 4.11.
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6.54

6.55

result of this charge, BT would have to demonstrate not only that the full amount of
this revenue was being passed to its SP customers, but also how these SPs “would
use the additional revenues to benefit the consumers of a mobile operator”.?**

Vodafone states that BT has not provided any evidence that would answer either of

these points.?*®

Whilst not addressing the Indirect effect in isolation, H3G submits that NCCN 1046 is
unlikely to benefit consumers, especially when “Direct, Indirect and Mobile tariff

package effects are weighed together”.?*®

BT does not specifically comment on any Indirect effects that NCCN 1046 could
have.

Our views

6.56

6.57

6.58

6.59

6.60

6.61

The 080 number range to which NCCN 1046 relates is not a revenue sharing number
range.

In Section 3, we summarise the approach taken to assessing the Indirect effect in the
08x cases. We also refer to the CAT's observation of the relevance of the Indirect
effect to our assessment in those cases. In summary, the CAT considered that the
Indirect effect was so minor that it should not have been taken into account at all in
our assessment in the 080 and 0845/0870 Disputes.

In paragraphs 4.100 to 4.102, we set out our view that TCPs could introduce similar
charges to those contained in NCCN 1046, on the basis that they have already
introduced tiered termination rates on the 080 number range. In addition, we
consider that there are strong incentives for them to do so given the potentially
significant revenue gains.

However, NCCN 1046 relates to a number range that is not intended for revenue
sharing purposes, and which is selected by SPs on the basis of its retail price rather
than revenue-sharing possibilities. As noted in Section 3, we consider our findings in
the 0845/0870 Determination and the CAT’s comments in its judgment apply to our
assessment of the Indirect effect in the Disputes wherever the disputed NCCNs
affect non-revenue sharing ranges. In summary, these findings are that whilst TCPs
may compete to attract SPs by passing through some of the higher terminating
revenues even in non-revenue sharing ranges (e.g. in the form of lower hosting
charges), there is significant uncertainty about whether SPs would respond to this by
changing their behaviour to pass through benefits to callers, given that 080 is not a
revenue sharing range.

As a result of this uncertainty, which is in addition to uncertainty surrounding the
Direct effect (and therefore the increase in termination revenue), we agree with the
CAT that the Indirect effect will not be material. We also note that where it is
uncertain that the increased SP revenues will filter through to callers, we consider
that greater weight should be placed on the welfare impact on callers for the reasons
set out in paragraphs 3.73 and 3.74.

As a result, we consider that the Indirect effect from NCCN 1046 will not be material
and so do not include any measure of the Indirect effect in our estimate of the
consumer impact of NCCN 1046.
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Vodafone’s NCCN 1046 dispute submission, paragraph 4.12.
Vodafone’s NCCN 1046 dispute submission, paragraph 4.12.

2% H3G’s NCCN 1046 dispute submission, paragraph 15.
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Competition effect

Views of the parties

6.62

6.63

6.64

6.65

6.66

6.67

The MNOs are of the general view that the NCCN 1046 will cause material
distortions to competition.

In particular, EE states that higher termination charges would place BT at an unfair
competitive advantage in respect to other fixed and mobile operators. This is based
on the belief that BT would not pass along the additional revenue gained to the 080
SPs, but would instead “retain the additional revenues itself and/or would use them to
cross-subsidise other products and services”.?’’ EE states that this would lead to
further distortions in competition.

EE also submits that TCPs are able to increase termination charges at will, and
OCPs are not in a position to act as a competitive constraint on the TCP. EE asserts
that in a competitive market, if the TCP increased its termination charges the OCP
would switch to a less expensive network. However, as the choice of TCP is made
by the SP and the SP is not sensitive to any changes in termination charges, a TCP
can increase WTCs at will as the OCP has no competitive constraint to exert.”®

Vodafone believes that there is scope for distortions to competition to arise in the
wholesale and retail access and origination markets. Vodafone argues that because
of the nature of the “ladder” charging arrangements, there will be a differential impact
across OCPs according to their variety of tariffs, customer mix and traffic profiles. As
a consequence of this, some OCPs would have to take more extensive commercial
measures than others in order to mitigate the impact of the termination charges.?®

Although H3G does not directly link the point to any effect on competition, it argues
that the ladder charging structure would be “inherently discriminatory and unfair”
because different operators are likely to be charged different amounts for an
equivalent service.?'°

02 and BT do not specifically comment on any potential effects of NCCN 1046 on
distortions to competition.

Our views

6.68

6.69

In paragraphs 3.74 to 3.90 we set out our views on the elements of the competition
effect that are relevant to our analysis, which we consider to apply to all of the
disputed NCCNs.

In the context of the NCCN 1046 Dispute, the submissions by EE, Vodafone and
H3G do not raise issues which we have not considered in the 08x cases. In relation
to these issues, we refer to our conclusions in the 080 Determination.?* In that
Determination, we noted that BT is not under SMP obligations or any pricing
regulation in a market that includes the termination of 080 calls. Furthermore, we
noted that for the period relevant to that Determination, no analysis of dominance by
BT was undertaken and so there was no finding of dominance (or non-
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EE’s NCCN 1046 dispute submission, paragraph 2.74.
EE’s NCCN 1046 dispute submission, paragraphs 2.32.1 to 2.32.3.

299\/odafone’s NCCN 1046 submission, paragraph 4.14.
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H3G’s NCCN 1046 submission, paragraph 4.
The 080 Determination, paragraphs 4.51 to 4.54.
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6.70

6.71

6.72

6.73

6.74

dominance).?*? We noted that, as the dispute was not a Competition Act

investigation, it did not consider whether there was an abuse of a dominant position.

We also noted that firms may choose to offer different trading terms to different
trading partners, and there is no general prohibition on this. This needs to be
considered on the facts of each case and specifically with regard to the potential for it
to result in exclusion and exploitation of trading partners. Setting different
termination rates to different MNOs is not in principle per se discriminatory. Where
MNO A charges a higher retail price than MNO B the former is in a position to pass a
greater amount of revenue onto TCPs or NTS SPs (and there are other effects to be
considered, such as the Indirect effect and MTPE).

In this Dispute, we are considering whether the proposed termination charges set out
in NCCN 1046 are fair and reasonable, as set out in the published scope of the
Dispute. In our view, the same reasoning applies as in the 080 Determination.?*®

The principles set out in our analytical framework consider (among other things) the
effects on consumers from NCCN 1046. So in the course of the Dispute, our
analysis considers the effects of applying different termination rates to different
MNOs.

Finally, we note that EE has raised some issues in the context of the Dispute relating
to NCCNs 1101 and 1107, which could also apply to NCCN 1046 (see paragraphs
4.113-4.118). To the extent that the issues raised by EE could also apply to NCCN
1046, we consider our views on these issues (set out a paragraphs 4.120-4.132) to
apply to NCCN 1046 also.

On the basis of the available evidence, we do not think the other potential risks
considered in the 08x cases or subsequently raised by EE in its NCCN 1101 and
1107 dispute submission are likely to lead to any material distortion of competition.
We address the points raised regarding transit providers under Principle 3. As noted
in Section 3, we have not identified any benefits to competition from the introduction
of NCCN 1046.

Overall effects on consumers

6.75

6.76

6.77

Having considered each of the four factors individually, we now set out our
assessment of whether NCCN 1046 provides an overall benefit to consumers.

We consider that the balance of the available evidence suggests that it is more likely
that the MNOs have an incentive to reduce 080 call prices than to increase them.
However, we consider that the magnitude of the Direct effect resulting from NCCN
1046 is uncertain. As discussed above, we consider that the available evidence
does not allow us to conclude that MNOs would be incentivised to reduce retail
prices down to the bottom rung of the tiered termination schedule in NCCN 1046 and,
as a consequence, MNOs may face a potentially significant increase in termination
charges.

As discussed in paragraph 3.53, we consider that the MTPE is a foreseeable and
predictable consequence of NCCN 1046. Additional termination charges payable
under NCCN 1046 would have the effect of reducing MNOs’ profits. We consider
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The finding of dominance in the NCCN 500 Competition Act decision covered the termination of 080, 0845

and 0870 calls but only related to the (historical) period covered by NCCN 500.
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We took the same position in the 0845/0870 Determination, see paragraphs 4.88 to 4.90.
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that it is likely that this would result in an increase in the prices of mobile services
(other than calls to the affected number ranges) through the MTPE, to the detriment
of mobile customers. Whilst the precise speed and scale of the MTPE is uncertain
(in part because it depends on the Direct effect), we consider that it may be
significant.

6.78 We have considered whether we should place additional weight on the Direct effect
to reflect the externalities we have identified in Section 3 (namely, the alleviation of
suppressed or distorted demand, and an improvement in SPs’ incentives — see
paragraph 3.99). However, we consider that any such additional benefits would only
materialise if NCCN 1046 results in significant price reductions. Given our finding in
relation to the Direct effect, we consider that it is uncertain whether NCCN 1046
would address these externalities to a material extent.

6.79 As discussed above, we consider the Indirect effect from NCCN 1046 will not be
material because it relates to a number range that is not intended for revenue sharing
purposes. Therefore, the extent to which TCPs are likely to compete to attract SPs
by offering a share of any additional termination revenue is unlikely to be material.

6.80 Given the uncertainty which we have identified as to whether NCCN 1046 will result
in a net benefit or net detriment to consumers, and in light of our overriding statutory
duties to further the interests of consumers under sections 3 and 4 of the Act,?** we
consider that it is appropriate for us to place greater weight on the potential
detriments to consumers that might arise from NCCN 1101.

Provisional conclusion on Principle 2

6.81 On the evidence currently before us, we provisionally conclude that Principle 2 is not
met in respect of charges under NCCN 1046 for calls to 080 numbers.

Principle 3: Practicality

6.82 In order to find that NCCN 1046 is fair and reasonable we consider that the proposed
termination rates must be reasonably practical to implement.

Views of the parties
6.83 The MNOs have raised similar arguments regarding practicality as were raised in the
080 Dispute. The MNOs believe that it is not reasonably practical to implement the

charges set out in NCCN 1046. We summarise the MNOs’ arguments below.

(i) Difficulties in calculating average retail price and billing systems

6.84 There is consensus between the MNOs that it is extremely difficult to calculate an
average retail price on which the termination charges can be based. EE noted that
this was particularly the case in relation to zero rated 080 numbers and stressed that

24 Ofcom’s principal duty when carrying out its functions is to further the interests of citizens in relation to

communications matters and to further the interests of consumers in relevant markets, where appropriate by
promoting competition (section 3). Section 4 of the 2003 Act requires Ofcom to act in accordance with the six
Community requirements (which give effect, amongst other things, to the requirements of Article 8 of the
Framework Directive). Section 4 refers in particular to Ofcom’s dispute resolution functions under section 185 of
the 2003 Act.
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“zero-rated calls must be entirely excluded from any form of termination charge,

otherwise OCPs would be incentivised to charge for those calls”.**®

6.85 There also seems to be consensus amongst the MNOs that current billing systems
would not support the implementation of NCCN 1046.

¢ Vodafone argues that its current billing system is unable to distinguish between
calls to BT and non-BT terminated 080 numbers and that therefore additional
resource would be required to create and maintain an entirely new internal
reporting system;?'®

e H3G also claims that its billing systems are unable to distinguish between calls to
BT and non-BT terminated 080 numbers, noting that the situation is further
complicated by the porting between TCPs of 080 numbers and 080 calls
originating on H3G's international roaming partners;*’

o EE notes that for NCCN 1046 to be implemented “the scale of investment

required would be very significant”;**® and

o O2notes that the cost of implementing NCCN 1046 is “not insignificant and may

be significant”.?*

(i) Unforeseen effects

6.86 H3G, EE and Vodafone argue in their submissions that there may be unforeseen
consequences of the operation of the termination charges.

6.87 EE refers to the 0845/0870 Determination where Ofcom had acknowledged that the
introduction of tiered termination charges is a significant change to industry
convention and previous regulatory practice.?®® EE also comments that “it would be
wholly inappropriate for such a seismic shift in policy approach to be brought about in
the context of a dispute rather than in the context of a comprehensive market
review”.?”* EE also highlights that there would be an obvious risk of unlawful
exchange of pricing information between MVNOs and MNOs.?%?

6.88 Vodafone claims in its submission that tiered pricing “may create uncertainty for

originating operators and further undermine the case for pricing innovation”.?*?

6.89 In BT'’s view, the “OCPs should be able to implement these terms provided they are
willing to assess an averaged retail charge for calls to BT’s 080 numbers”.?** BT
suggests the fact that five TCPs are already applying these principles in their pricing

215

oo EE’s NCCN 1046 dispute submission, paragraph 2.91.

Vodafone’s NCCN 1046 dispute submission, paragraph 4.15.

217 43G’s NCCN 1046 dispute submission, paragraph 21.

28 EE's response to question 2 of the first s191 notice NCCN 1046 Dispute.

29 02's response to Ofcom dated 19 November 2012. O2’s earlier response on this issue was made in 2010
where it noted, in response to question 2 of the first 191 notice NCCN 1046 Dispute, that in relation to the cost
of putting in place systems to implement NCCN 1046, “our assumption is that these are unlikely to be significant”.
220EE's NCCN 1046 dispute submission, paragraph 2.92.

221 EE's NCCN 1046 dispute submission, paragraph 2.93.

222 pprg NCCN 1046 dispute submission, paragraph 2.86.

223 \/odafone’s NCCN 1046 dispute submission, paragraph 4.2. It reiterates this point in its response to our
second section 191 Notice and in its letter of 24 August 2012 following the CoA Judgment.

224 BT's NCCN 1046 dispute submission, paragraph 3, section 6.
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for calls to 080 and 0845/0870 numbers is evidence that it is practical to
implement.?®

Our views

6.90 Asdiscussed in Section 3, the CAT was satisfied, having heard the arguments in the
08x appeals, that it was practical to implement the tiered charges for 080, 0845 and
0870 numbers. Moreover, (most of) the MNOs were able to agree with BT the
average charges that were to apply for calculating payments following the CAT'’s
Order. Our starting point is therefore that it should be practical to implement other
tiered charges.

6.91 Since the 08x cases, Ofcom has put forward proposals as part of the NGC review, as
discussed at paragraphs 2.29-2.33, which could have implications for industry
arrangements in the longer term. If these proposals are implemented, it is likely that
any changes to industry arrangements to give effect to tiered charges would only be
in place for a limited period of time.

6.92 We have received no evidence from the parties to the Disputes that demonstrates
that it is not practical to implement the charges set out in NCCN 1046, including any
potential distortions on OCPs’ choice of transit providers. We remain of the view, set
out in the 080 Determination, that each MNO should be in a position to estimate its
own average retail price to an acceptable degree of accuracy and subject to a
reasonable verification procedure. Whilst further negotiation is clearly required as
between the parties, we do not consider that this means that the charges are not
practical to implement.

Provisional conclusions

6.93 We provisionally conclude that Principle 3 is passed in relation to the charges in
NCCN 1046.

Summary of provisional conclusions

6.94 Taking into consideration our assessment across the three Principles, our provisional
conclusion is that it is not fair and reasonable for BT to apply the termination charges
for calls to 080 numbers hosted on its network that are set out in NCCN 1007, as
corrected by NCCN 1046.

225 BT's NCCN 1046 dispute submission, see paragraph 3, Section 6.
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Section 7

Repayments

Background to repayments

7.1

7.2

7.3

7.4

7.5

7.6

7.7

7.8

7.9

7.10

We have provisionally concluded that NCCNs 1101, 1107 and 1007 (as corrected by
1046) are not fair and reasonable. We propose therefore that BT should withdraw
these NCCNs and that the Parties should revert to the terms on which they were
trading prior to the imposition of these NCCNs.

Section 190(2)(d) of the Act gives us the power, for the purpose of giving effect to a
determination by Ofcom of the proper amount of charge in respect of which amounts
have been paid by one of the parties of the dispute to the other, to give a direction,
enforceable by the party to whom the sums are to be paid, requiring the payment of
sums by way of an adjustment of an underpayment or an overpayment.

In relation to NCCNs 1101 and 1107, we understand that [5<].
In relation to NCCN 1007 (as corrected by 1046), we understand that [5<].

We now consider whether we should exercise our discretion to require BT to make a
payment to these MNOs, by way of an adjustment of an overpayment, and if so, what
the level of any such payment should be.

In Sections 4-6 above we have provisionally concluded that BT's charges are not fair
and reasonable. As a result Ofcom may make a determination of the proper amount
of a charge in respect of which amounts have been paid by one of the parties of a
dispute to the other. We therefore go on to consider whether or not we should make
a direction under section 190(2)(d) of the 2003 Act to require the payment of sums by
one party to the other by way of adjustment of an underpayment or overpayment.

In deciding whether it is appropriate to make such a direction, we have been guided
by our duties and Community obligations under sections 3 and 4 of the Act.

We have considered carefully the incentives and regulatory signals to industry that
flow from our approach to directing repayments. If we allow BT to keep any
payments made under the NCCNs in the Disputes, despite our conclusion that the
charges pursuant to NCCNs are not fair and reasonable, this could incentivise BT to
introduce charging arrangements in future that may not be fair and reasonable. In
contrast, we consider that requiring BT to make repayments incentivises it to act
fairly and reasonably in any future adjustment of its charging structures. A decision
by Ofcom not to require repayments would in our view, distort these incentives by
putting BT in a more favourable position through introducing charging arrangements
that are not fair and reasonable than would exist if it had not done so.

We note that in the 08x cases, BT maintained that we should consider the impact of
requiring the Parties to revert to their prior trading arrangements in this way, and that
requiring BT to revert to its previous contractual rearrangements is an onerous
requirement.

In the 0845/0870 Determination, we explained that we did not agree that we are

required to assess the previous contractual arrangements between the Parties.
Those previous contractual arrangements were not in dispute prior to the 0845/0870
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7.11

7.12

Dispute being brought. In this regard we noted the comments of the CAT in the TRD
core issues judgment in which it clearly set out its view that in a situation where
Ofcom finds that a proposed change should be rejected, Ofcom may order the
parties to continue doing business on the terms and conditions that have so far
applied.?®

We also disagreed that any requirement to revert to its previous contractual position
is onerous, to the extent that BT might suggest. We explained that such a
requirement can be effected simply by means of a payment of any sums which have
been overpaid, and continued trading on those pervious terms. We did not consider
this to be an onerous requirement. We also considered such a requirement to be a
proportionate means of achieving our aim, which was to ensure that BT was not in a
more favourable position than it would have been had it not introduced charges
which we have found not to be fair and reasonable.

We believe these same considerations are directly applicable to the Disputes. We
are therefore provisionally minded to exercise our discretion to require BT to make
payments to the MNOs by way of an adjustment of an overpayment.

Level of repayments and interest

7.13

7.14

7.15

In light of our assessment above, we provisionally conclude that it is appropriate and
proportionate for Ofcom to exercise its powers under Section 190(2)(d) of the 2003
Act to require BT to repay any additional amounts paid to it by the MNOs under [<],
together with interest on these amounts at the Oftel Interest Rate. This will return BT
to the position that would have prevailed prior to the introduction of [<].

We consider that the Parties should resolve the amounts of repayment repaid (plus
any interest) between themselves, and we propose to make a Determination in
respect of the Dispute in these terms. In deciding that BT should be required to pay
interest on the overpayments that it has received pursuant to [5<], we have
considered the terms and conditions on which the MNOs purchase call termination
from BT as set out in SIA. Paragraph 13.13 of the SIA states that:

“If any charge (or the means of calculating that charge) for an Operator service
or facility has retrospective effect (for whatever reason) then the Operator shall,
as soon as reasonably practicable following publication in the Carrier Price List,
adjust and recalculate the charges in respect of such service or facility using the
new charge and calculate the interest for any sum overpaid or underpaid at the
Oftel Interest Rate.”

The Oftel Interest Rate is defined in Annex D to the SIA as:

“three eighths of one per cent (3/8%) above the London Inter Bank Offered Rate
being the rate per annum of the offered quotation for sterling deposits for
delivery on the due date for payment for a period of three months as displayed
on page 3750 on the Telerate Service (or any other page that may replace page
3750 on that service) at or about 11 am London time on the due date of payment
provided that if such a rate is not so displayed London Inter Bank Offered Rate
shall mean the rate quoted by National Westminster Bank PLC to leading banks
in the London interbank market at or about 11 am London time on the due date
of payment for the offering of sterling deposits of a comparable amount for a
period of three months. Such interest shall be calculated on a daily basis.”

226

See paragraph 179 of the TRD judgment, referred to above at footnote 60.
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7.16

7.17

Accordingly, we consider that the SIA clearly envisages a situation such as that
arising in the current Dispute and provides that, where this occurs, interest will be
payable on any sums overpaid or underpaid at the Oftel Interest Rate.

We therefore provisionally conclude that it is appropriate for BT to be required to pay
interest on any required repayments at the Oftel Interest Rate, as defined in the SIA.
This is the interest rate that governs the SIA which was in place over the entire
period of the Dispute.

Provisional conclusions

7.18

In light of our assessment above, we provisionally conclude that it is appropriate and
proportionate for Ofcom to exercise its powers under section 190(2)(d) of the Act to
require BT to make a payment, by way of an adjustment of an overpayment, and if
so, what the level of any such payment should be.
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Annex 1

Responding to this Provisional Conclusion

How to respond

Al.l

Al.2

Al.3

Al.4

Al5

Al.6

Ofcom invites written views and comments on the issues raised in this document, to
be made by 5pm on 28 December 2012.

Ofcom strongly prefers to receive responses using the online web form at
http://stakeholders.ofcom.org.uk/consultations/provisional-conclusions/ as this helps
us to process the responses quickly and efficiently. We would also be grateful if you
could assist us by completing a response cover sheet (see Annex 2), to indicate
whether or not there are confidentiality issues. This response coversheet is
incorporated into the online web form questionnaire.

For larger responses - particularly those with supporting charts, tables or other data -
please email melanie.everitt@ofcom.org.uk attaching your response in Microsoft
Word format, together with a response coversheet.

Responses may alternatively be posted or faxed to the address below, marked with
the title of the provisional determination.

Melanie Everitt

4™ Floor

Competition Group
Riverside House

2A Southwark Bridge Road
London SE1 9HA

Fax: 020 7783 4109
Note that we do not need a hard copy in addition to an electronic version. Ofcom will
acknowledge receipt of responses if they are submitted using the online web form but

not otherwise.

It would be helpful if you can explain why you hold your views and how Ofcom’s
proposals would impact on you.

Further information

Al.7

If you want to discuss the issues raised in this provisional determination, or need
advice on the appropriate form of response, please contact Melanie Everitt on 020
7783 4340.

Confidentiality

Al.8

We believe it is important for everyone interested in an issue to see the views
expressed by respondents. We will therefore usually publish all responses on our
website, www.ofcom.org.uk, ideally on receipt. If you think your response should be
kept confidential, can you please specify what part or whether all of your response
should be kept confidential, and specify why. Please also place such parts in a
separate annex.
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Al1.9 If someone asks us to keep part or all of a response confidential, we will treat this
request seriously and will try to respect this. But sometimes we will need to publish
all responses, including those that are marked as confidential, in order to meet legal
obligations.

Al1.10 Please also note that copyright and all other intellectual property in responses will be
assumed to be licensed to Ofcom to use. Ofcom’s approach on intellectual property
rights is explained further on its website at
http://www.ofcom.org.uk/about/accoun/disclaimer/.

Next steps

Al1.11 Following the end of the consultation period, Ofcom intends to publish a final
determination.

Al.12 Please note that you can register to receive free mail updates alerting you to the

publications of relevant Ofcom documents. For more details please see:
http://www.ofcom.org.uk/static/subscribe/select list.htm.
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Annex 2

Response cover sheet

A2.1

A2.2

A2.3

A2.4

A2.5

In the interests of transparency and good regulatory practice, we will publish all
responses in full on our website, www.ofcom.org.uk.

We have produced a coversheet for responses and would be very grateful if you
could send one with your response (this is incorporated into the online web form if
you respond in this way). This will speed up our processing of responses, and help to
maintain confidentiality where appropriate.

Publishing responses before the period for comment closes can help those
individuals and organisations with limited resources or familiarity with the issues to
respond in a more informed way. Therefore Ofcom would encourage respondents to
complete their coversheet in a way that allows Ofcom to publish their responses
upon receipt, rather than waiting until the period for comment has ended.

We strongly prefer to receive responses via the online web form which incorporates
the coversheet. If you are responding via email, post or fax you can download an
electronic copy of this coversheet in Word or RTF format from the ‘Consultations’
section of our website at www.ofcom.org.uk/consult/.

Please put any parts of your response you consider should be kept confidential in a
separate annex to your response and include your reasons why this part of your
response should not be published. This can include information such as your
personal background and experience. If you want your name, address, other contact
details, or job title to remain confidential, please provide them in your cover sheet
only, so that we don’t have to edit your response.
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BASIC DETAILS

Title of provisional determination:

To (Ofcom contact):

Name of respondent:

Representing (self or organisation/s):

Address (if not received by email):

CONFIDENTIALITY

Please tick below what part of your response you consider is confidential, giving your

reasons why

Nothing Name/contact details/job title

Whole response Organisation

Part of the response If there is no separate annex, which parts?

If you want part of your response, your name or your organisation not to be published, can
Ofcom still publish a reference to the contents of your response (including, for any
confidential parts, a general summary that does not disclose the specific information or
enable you to be identified)?

DECLARATION

| confirm that the correspondence supplied with this cover sheet is a formal response that
Ofcom can publish. However, in supplying this response, | understand that Ofcom may need
to publish all responses, including those which are marked as confidential, in order to meet
legal obligations. If | have sent my response by email, Ofcom can disregard any standard e-
mail text about not disclosing email contents and attachments.

Ofcom seeks to publish responses on receipt. If your response is
non-confidential (in whole or in part), and you would prefer us to
publish your response only once the period for comment has ended, please tick here.

Name Signed (if hard copy)
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Annex 3

Technical annex

Introduction

A3.1 This Annex sets out the methodology for our analysis of the potential direction and
magnitude of the Direct effect of NCCNs 1101, 1107 and 1046.?*" It also sets out the
methodology used to illustrate the impact of the NCCNs on MNOs’ profits (relevant to
our assessment of the MTPE?*®) and TCPs’ revenues (relevant to our assessment of
the Indirect effect).”*® We explain in Section 3 the role these calculations play in our
overall assessment of the impact of these NCCNs on consumers, under Principle 2
of our analytical framework.

A3.2 This Annex is structured as follows:

¢ first, we comment on the scope of our assessment in the Disputes considered in
these Provisional Conclusions;

e second, we set out the framework we have used to assess the Direct effect;

o third, we explain how we have used the results of this assessment to calculate
the impact on MNOSs’ profits and TCPs’ revenues; and

o finally, we set out the source data we have used in our analysis.

Scope of our assessment

A3.3 Our analysis of NCCNs 1101 and 1107 focuses on the impact of the wholesale
termination charges under these NCCNs on EE’s average retail prices for calls to
0843/4, 0871/2/3 and 09 numbers. This reflects the fact that that only EE is in dispute
in relation to NCCNs 1101 and 1107 (see Section 2). The calculations we carry out
in relation to NCCNs 1101 and 1107 are therefore on the basis of data provided by
EE only.

A3.4 Our analysis of NCCN 1046 focuses on the impact of the wholesale termination
charges under this NCCN on each MNQO's average retail price for calls to 080
numbers. This reflects the fact that all of the MNOs are in dispute in relation to
NCCN 1046. The calculations we carry out in relation to NCCNs 1046 are therefore
on the basis of data provided by each of the MNOs.

Assessment of NCCN 1107
A3.5 NCCN 1107 covers a large number of charge bands (see paragraph 5.6). EE

explained to us that it would be difficult to provide us with information covering all of
these charge bands.?® Given this, we considered it proportionate to conduct our

" The Direct effect refers to the incentives the NCCN may create for the MNOs to alter their retail prices for calls

to the affected number ranges.

228 The MTPE refers to the effect that the NCCN could have on the price of mobile services other than calls to
directly affected number ranges.

229 The Indirect effect refers to the impact of the NCCN on SPs and, through their impact on service quality and
availability, on those mobile users who make calls to the number range(s) covered by the NCCN.

230 Meeting between Ofcom and EE, 29 May 2012.
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A3.6

analysis on only a subset of the charge bands covered by NCCN 1107 which
represent the vast majority of EE’s call volumes to these numbers. Specifically, we
asked EE to provide information for charge bands accounting for [5<]% or more of BT
terminated 09 traffic originated by the relevant operator in 2011. These charge bands
represented approximately [¥<]% of EE’s total call volumes in the 09 number range in
2011.

Given that the wholesale tariff schedules for the remaining charge bands are similar
in terms of structure, we think it is reasonable to assume they will have similar
properties to the wholesale tariff schedules for the charge bands for which we have
data.

Framework for analysing the Direct effect

A3.7

A3.8

A3.9

Our analysis of the Direct effect is based on a version of the Dobbs 3 model put
forward by BT in the 08x cases, modified to apply to the circumstance of the
Disputes. This model focuses on the profits earned by an MNO from calls to the
affected number ranges and seeks to identify the retail call price that would maximise
MNO profits from these calls under BT's NCCNs. The magnitude and direction of the
Direct effect is assessed by comparing the profit maximising retail call price predicted
by the Dobbs 3 model with the existing MNO retail call price for the affected
numbers.

The profit earned by an MNO from calls to an affected number range under the
proposed wholesale tariff schedule is calculated in the Dobbs 3 model as the product

of the MNO’s margin per minute and the volume of calls to this number range
originated by the MNO:%*

() =(p—c—w®))qg®)
where:

¢ pisthe MNQO's average retail price for calls to the affected number range
excluding VAT,

o pisthe MNQO's average retail price for the affected number range, including VAT
(i.e.p=p( +1t), where t is the VAT rate);

e c is the marginal cost of origination;

o w(p) is the average wholesale termination charge schedule, which is a function
of the MNQO'’s retail price including VAT under BT's NCCNs; and

o q(p) is the demand for calls to the affected number range originated by the MNO,
which is a function of its average retail price (including VAT). The particular
relationship between an MNO'’s call volume and its average retail price is
captured by the functional form of demand.

In this framework, the profit maximising retail price for the relevant service following
the introduction of BT's NCCNs will depend on the following key elements:

¢ the nature of the MNQ's pricing policy for the affected number range;

231

This formula ignores any fixed costs that are specific to the affected number range for ease of presentation.
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A3.10

¢ the nature of the average wholesale termination charge schedule faced by the
MNO;

o the nature of the demand for calls to the affected number range originated by the
MNO:; and

e the marginal cost of origination.

We discuss our approach to each of these elements below.

MNOQO's pricing policy

A3.11

A3.12

The Dobbs 3 model developed by BT was initially designed to analyse a single
stepped wholesale tariff schedule. NCCN 1046 contains only one wholesale tariff
schedule as there is only one BT price point for calls to all 080 numbers (i.e. free-to-
caller).®? As noted in paragraphs 4.5 and 5.6 above, NCCN 1101 contains 39
different termination schedules and NCCN 1107 contains 159 termination schedules.
These termination schedules correspond to BT's retail charge bands for the number
ranges affected by these NCCNSs, with variants based on the time of day for each
charge band.

As explained in Sections 4 and 5, we understand from EE that it sets a number of
retail prices, each of which covers one or more BT charge bands and all times of day,
partly to reflect consumer preferences for tariff simplicity and partly because of the
costs to EE associated with more granular pricing. We refer to these retail prices as
‘price points’, to distinguish them from BT’s charge bands. We understand that EE
sets the level of each price point on the basis of [¥<Description of confidential EE
retail pricing policys<]. In order to model the Direct effect in a manner consistent with
EE'’s retail pricing policy, we have constructed a weighted average wholesale tariff
schedule for each initial retail price point set by T-Mobile and Orange in the affected
number ranges, and assessed the likely direction of movement in each pricing point
using the Dobbs framework described above. We explain in paragraphs A3.18-
A3.21 how we construct a weighted average wholesale tariff schedule.

Average wholesale termination charge schedule

A3.13

A3.14

MNOs currently set retail prices for calls to NTS numbers that do not depend on the
identity of the terminating operator. In view of this pricing policy, we consider that it is
appropriate to analyse the Direct effect on the basis of a weighted average of the
wholesale termination schedules levied by different TCPs (including BT).
Consequently, in applying the modified Dobbs model, we need to identify the
appropriate weighted average wholesale termination charge.

In this connection, we understand that other TCPs have already introduced tiered
termination charges on all of the affected number ranges except the 09 range (see
paragraphs 4.100 and 4.101) that are similar to BT's wholesale termination
schedules for the relevant number range. In the case of C&W, the second largest
TCP after BT in the affected number ranges, the new charges for 080 calls are
identical to those set out by BT in NCCN 1046. The considerable revenues which
TCPs would stand to gain from introducing identical tiered termination schedules,
alongside the ease with which some TCPs appear to have been able to mimic BT's

232

Whilst the tiered termination charge schedule for calls to 080 numbers is specified by time of day, only the

origination payment (applicable when the retail price is zero) differs by time of day. Otherwise, the termination
charges applicable at each step are the same irrespective of the time of day.
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A3.15

A3.16

A3.17

charges, means we consider it likely that the other TCPs would implement very
similar, if not identical, schedules of charges if we were to find any of the NCCNs in
dispute fair and reasonable.

For these reasons, our analysis of the Direct effect is based on the assumption that
all other TCPs have or will implement tiered termination charges that are identical (or
at least very similar) to BT’s. Under this assumption, we are able to take only BT’s
termination charges as the basis for the MNOs’ profit maximising price (both before
and after the introduction of the proposed wholesale tariff schedule) even though BT
does not typically terminate anywhere near 100% of calls to number ranges affected
by the proposed wholesale tariff schedule.**

We note that if some TCPs do not introduce tiered termination charges, then this
would dilute the impact of BT's NCCNs on MNOS'’ retail pricing incentives. In this
case, whilst the direction of the incentive on MNOs to change price can be expected
to remain the same, the magnitude of the Direct effect may be more limited
compared to the situation in which all TCPs implement tiered termination charges
identical or similar to BT's. We note, however, that the significance of any such
dilution can be expected to depend on the proportion of NTS calls that are terminated
by any TCPs who chose not to introduce tiered termination charges.

We also note that the effect of BT's tiered termination charges on MNO'’s pricing
decisions is more complicated if other TCPs respond by changing their termination
charges in some other way dissimilar to BT's charges. It is not practicable for us to
take this into account in our analysis as it involves significant additional complexity.
We therefore consider that this represents a source of uncertainty regarding the
robustness of our analysis with regard to the direction and magnitude of the Direct
effect.

Construction of a weighted average wholesale tariff schedule

A3.18

The wholesale tariff schedules contained in NCCNs 1101, 1107 and 1046 specify a
pence per minute (ppm) and/or pence per call (ppc) WTC that applies at each retalil
price:

e pence per minute WTC: the WTC applies from the first minute of the call, and
depends on the per minute retail price payable to the originating operator. The
wholesale tariff schedule contained in NCCN 1046 specifies a ppm WTC. The
same is true for most of the wholesale tariff schedules contained in NCCNs 1101
and 1107 that relate to ppm services;?**

e pence per call WTC: the WTC applies to each call, and depends on the pence
per call retail price payable to the originating operator. The wholesale tariff
schedules contained in NCCNs 1101 and 1107 that relate to fixed fee services
specify a ppc WTC;** and

e pence per call and a pence per minute WTC: the ppc WTC depends on the
ppc retail price payable to the OCP.?*® The ppm WTC applies if the duration of
the call exceeds one minute, and applies only to the duration which exceeds one

233

In its consideration of the 08x cases, the CAT observed that BT has a market share in the non-geographic call

hosting market of around 25%: CAT Judgment, paragraph 149.

234

Specifically, the charge bands: g6 to g15 (NCCN 1101); and g1, p0, p3, p5 to p26 (NCCN 1107).

235 gpecifically, the charge bands ff0 to ff2, ff6, ff11 to ff14, ff16 to ff21, ff33 to ff43.
238 \With the exception that beyond the threshold price, the pence per call WTC depends on the pence per call
and/or pence per minute retail price payable to the originating operator.
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A3.19

A3.20

A3.21

A3.22

minute. This ppm WTC depends on the ppm retail price payable to the OCP.%’
The wholesale tariff schedules for three charge bands contained in NCCN 1107
specify both a ppc and a ppm WTC that applies at each retail price. The three
charge bands are p34, p35 and p36.

With respect to this last category, the average duration of calls to the three charge
bands is greater than one minute. In addition, for each charge band, the pence per
call charge applicable at each step is very similar to the pence per minute charge
(applicable from the second minute) on that step.?*® Therefore, we have assumed in
our analysis that the pence per minute charge applies from the first minute, and have
disregarded the pence per call charge, for reasons of modelling simplicity.

In our analysis of NCCNs 1101 and 1107 we have constructed a weighted average
wholesale tariff schedule for each price point in the following way. Over a wide range
of retail prices,?® we calculate a weighted average of the WTCs that apply at each
and every retail price for each charge band and time of day covered by a particular
price point. The WTC for each charge band and time of day is weighted by EE’s call
volumes to that charge band and time of day in 2011. We use either the number of
minutes, or the number of calls, depending on whether the wholesale tariff schedules
specify pence per minute or pence per call WTCs. The resulting weighted average
wholesale tariff schedule for each price point specifies either the pence per minute or
pence per call average WTC that applies at each retail price.

In the case of NCCN 1101, the price points cover both charge bands for which the
wholesale tariff schedules specify a pence per minute WTC, and charge bands for
which the wholesale tariff schedules specify a pence per call WTC (see paragraph
A3.18). The majority of the schedules specify a ppm price, and EE’s retail prices at
these price points apply on a pence per minute basis. In addition, for those charge
bands where the schedules specify a pence per call WTC, the average duration of
calls made by EE customers is less than one minute. Therefore, we construct a
weighted average wholesale tariff schedule for each price point that specifies the
pence per minute weighted average WTC that applies at each retail price. To ensure
that the weighted average calculation correctly reflects the average WTC per minute
faced by EE, we weight the WTCs for each charge band in the following way:

o for those charge bands where the schedules specify a pence per minute WTC,
we weight the WTC using the number of minutes; and

e for those charge bands where the schedules specify a pence per call WTC, we
weight the WTC using the number of calls.

Demand scenarios considered

For the purpose of our analysis we have considered demand scenarios based on the
assumption that the demand for calls to the affected number ranges originated by an
MNO is either linear or constant elasticity in form. These two forms of demand are
commonly used by economists and were explored in the analysis of the Direct effect
in the 0845/0870 Dispute.

237

With the exception that beyond the threshold price, the pence per minute WTC depends on the pence per call

and/or pence per minute retail price payable to the originating operator.

238

For p34, the difference is around 0.06 pence; for p35, the difference is around 0.05 pence; and for p36, the

difference is around 0.003 pence.

239 Because there is the potential for MNOs to respond by moving up or down a number of steps on the
termination ladder by adjusting retail prices (see Section 3), we need to consider a wide range of possible retalil
prices up to the threshold retail price in conducting our assessment of the Direct effect.
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A3.23 We have calibrated the demand curves such that the price elasticity of demand for

calls to the affected number range at the initial average retail price is equal to the
reciprocal of the gross margin earned by MNOs at this price.?*® These two forms of
demand are illustrated in Figure A3.1.

Figure A3.1: Linear and constant elasticity demand forms

A3.24

A3.25

Price

R
o

Q Quantity

As shown in Figure A3.1, the constant elasticity and linear demand forms are
tangential to one another at the initial retail call price, reflecting the fact that they are
both calibrated to have the same elasticity of demand at this point. The figure also
highlights that the key difference between linear and constant elasticity demand is
the volume response to a given change in price, which reflects the different
curvature. With constant elasticity demand, a reduction in price leads to a larger
increase in call volume than with linear demand. Furthermore, the difference in the
implied volume increase under the two demand forms increases as larger price
reductions are considered. For this reason, the incentive to reduce retail call prices
under BT's NCCNs is generally significantly stronger under constant elasticity
demand than under linear demand.

Whilst the linear and constant elasticity demand forms are both commonly used in
theoretical and applied economic analysis, it is uncertain whether either of these
demand curves is a good approximation to the actual functional form of demand over
the relevant price range, and hence whether they give a reliable guide to the likely
impact of a reduction in an MNQO's average retail price on call volume.?* In this
regard, we note, however, that we have not seen empirical evidence that would allow
us to conclude that either of these assumed demand curves is a good approximation
to the actual demand for calls over the relevant price range, or to prefer one form of
demand over another.

240

If the average retail call price is p and the marginal cost is ¢, then the gross marginatp = %. The marginal

cost in our model is given by the sum of the MNO’s marginal cost of origination and the applicable termination
charge prior to the introduction of BT's NCCNs. This condition, which is known as the Lerner condition, is based
on the assumption that the initial average retail call price is set at a level that maximises call profits prior to the
introduction of BT's NCCNs. In the context of a firm that sells multiple products, the Lerner condition applies to a
ggrticular product if the price of that product does not affect the demand for other products sold by the firm.

Neither BT nor the MNOs have provided robust empirical evidence on the actual functional form of demand, or
on the relative likelihood of possible assumed alternatives.
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A3.26

A3.27

A3.28

A3.29

A3.30

As noted in paragraph 3.29, we consider that there are some features of the NTS
market which may limit the extent to which a reduction in retail prices for NTS calls is
likely to result in an increase in call volumes (notably low price transparency and
consumers’ resulting lack of price awareness). Therefore, it may be the case that the
demand response to a price reduction is weaker than that implied in the demand
scenarios we have considered. However, we note that it is possible that the demand
response may be greater over time if price transparency and consumers’ price
awareness improve with the passage of time.

Given the uncertainty about the nature of the demand for calls to the affected number
ranges we do not consider that it would be appropriate to rely on the precise
predictions generated by our analysis of the Dobbs 3 model. However, we think our
analysis can be used to help inform our assessment of the likely direction of the
Direct effect.

Marginal cost scenarios considered

For the purpose of our analysis of the Direct effect, we have assumed that the
marginal cost of originating a call to an 080, 0843/4, 0871/2/3 or 09 number is
0.8ppm. This is based on our estimate of the long run incremental cost of originating
an 080 mobile call, which we estimated for the purposes of our impact assessment in
our NGCS review April 2012 consultation. The methodology used to calculate this
was based on the methodology developed for modelling the LRIC of maobile
termination by Ofcom, which was subsequently endorsed by the CAT as an
appropriate way of modelling the LRIC of MCT.

For our impact assessment range in the NGCS review April 2012 consultation, we
included an element of fixed and common cost recovery in addition to LRIC. In the
context of the Disputes, we do not think it appropriate to include any fixed and
common costs in the analysis of the Direct effect, on the basis that such costs are not
directly relevant to the determination of profit maximising retail prices for calls to the
affected numbers. However, we do consider the impact of the NCCNs on the MNOs’
ability to recover fixed and common costs when we look at the MTPE.?*

Notwithstanding this, we recognise that there is a degree of uncertainty around the
correct figure for the marginal cost of origination. Therefore, we have assessed an
additional scenario using 2ppm as the cost of originating a mobile call to the number
ranges in dispute, to illustrate the sensitivity of our results to this assumption.

Modification to definition of MNO call margin

A3.31

In the 08x cases, the Dobbs 3 model proposed by BT was based on a definition of
the retail call margin in terms of the retail price including VAT. Since MNOs do not
retain VAT we have refined the Dobbs 3 model to define the MNO call margin in
terms of the retail price excluding VAT.

Application of general approach to linear demand scenario

A3.32

This section sets out the equations that we use in our application of the modified
Dobbs 3 model in the linear demand scenario.

242

To the extent that, as a result of the NCCN, the MNO is able to recover a smaller amount of fixed and

common costs through its pricing of calls to the affected number range, this is captured in the impact of the
NCCN on the MNO’s profits, which forms the basis of our calculation of the MTPE.
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A3.33 An MNO'’s demand function for calls to the affected number range is assumed to be
linear in the retail call price with the form: q(p) = a — bp. The demand function
depends on the parameters a (the quantity intercept) and b (the slope), with both
greater than 0. The MNO'’s profit function under the existing wholesale termination
charge prior to the introduction of the NCCN is therefore:

T[pre(p) =(@—-c— WO)(a — bp).
A3.34 Using the Lerner condition (see paragraph A3.23 above) the calibrated demand
curve has the following relationship linking the price-intercept (a/b), the MNO'’s initial

average retail price for calls to the affected number range (p,), the given initial
wholesale charge (W), the marginal cost of origination (c), and the VAT rate (t):%*®

0= (2po —c—wo)(1 +1).

A3.35 Substituting this into the MNQO's profit function under the existing wholesale
termination charge prior to the introduction of the NCCN gives:

npre(po) =b(1+(pp—c— WO)Z-
A3.36 Under the new NCCN the wholesale termination charge depends on the MNO'’s retalil

price for calls to the affected number range (inclusive of VAT), and hence the MNQO'’s
profit function is:

T[post(p) = (p—c—w[pDa().

A3.37 Using the relationship above yields the following expression for the MNO’s profit
function under the new NCCN:

Tpost(P) = b(1 + ) (p — ¢ — w[p])(2py — ¢ — wo — p).
A3.38 ltis convenient to define a profit index, denoted PI, that expresses the MNO's profit

under the new NCCN relative to the profit level attained at the initial retail price prior
to the introduction of the new NCCN:

_ Tpost(P) — (p—c—w[pD(2pg—c-wo—p)
PIPOSt(p) - Tipre (Po) (Po—c—Wwg)? '

A3.39 The predicted profit maximising average retail price for calls to the affected number
range is identified as the retail price (p) that maximises the profit index, given the
marginal cost of origination and the assumed demand for calls as specified above.
The direction (and magnitude) of the Direct effect is then determined as the
difference between the predicted profit maximising retail call price under the new
tiered termination schedule and the MNQ's initial average retail price (i.e. the
average retail price that prevailed prior to the introduction of the new wholesale tariff
schedule).

Application of general approach to constant elasticity demand scenario

A3.40 This section sets out the equations that we use in our application of the modified
Dobbs 3 model in the constant elasticity demand scenario. An MNO’s demand

243 Using the Lerner condition and the existing retail price and volume, it is also possible to determine the values

of a and b, which result in a demand curve that satisfies the Lerner condition at the existing retail price and which
passes through the point defined by the initial existing retail price and call volume.
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A3.41

A3.42

A3.43

A3.44

A3.45

function is assumed to be of constant elasticity: q(p) = ap™. The parameter a is a
constant, and u represents the elasticity of demand in absolute terms.

The MNO'’s profit function under the existing wholesale termination charge prior to
the introduction of the NCCN is given by:

T[pre(p) = (p —Cc—= WO)(aﬁ_u)-

Po
po—c-wp ’
where p, is the MNQO's initial average retail price for calls to the affected number
range, w, the given initial wholesale charge, and c is the marginal cost of origination.

Using the Lerner condition, the demand curve is calibrated such that ¢ =

Under the new NCCN the wholesale termination charge depends on the MNQO'’s
average retail price for calls to the affected number ranges (inclusive of VAT), and
hence the MNO's profit function is:

T[post(p) =({P-c—w[pD@P™").
As with the linear demand application, it is convenient to define a profit index,

denoted PI, that expresses the MNQ'’s profit under the new NCCN relative to the
profit level attained at the initial retail price prior to the introduction of the new NCCN:

Plpost(p) = Tpost(®) _ (p—C—w[ﬁ]) (L)—H.

Ttpre(Po) - Po—C—Wy Po

The predicted profit maximising average retail price for calls to the affected number
range is identified as the retail price (p) that maximises the profit index, given the
marginal cost of origination and the assumed demand for calls as specified above.
The direction (and magnitude) of the Direct effect is then determined as the
difference between the by predicted profit maximising retail call price under the new
tiered termination schedule and the MNQ's initial average retail price (i.e. the
average retail price that prevailed prior to the introduction of the new wholesale tariff
schedule).

Impact on MNOSs’ profits

A3.46

A3.47

A3.48

A3.49

In paragraph 3.56, we explain that we assess the potential scale of the MTPE by
considering the possible impact of BT's NCCNs on MNOs’ profits from calls to the
affected numbers ranges.

We assess the impact on MNO profits from calls to the affected number ranges
under each of the scenarios considered in our assessment of the Direct effect. This is
because different assumptions about demand in the affected number ranges
generate different post-NCCN retail prices, termination charges and call volumes,
and hence imply different levels of reduction in MNO profits to be recovered through
other mobile services.

As with our analysis of the Direct effect, our calculation of the impact on MNO profits
is based on the assumption that all TCPs will implement a charging structure that is
the same, or very similar, to that implemented by BT in the NCCNs in dispute.

In addition, we assess the impact on an MNQO'’s profits from calls to the numbers

covered by each of its initial retail price points separately. This is because we have
assessed the Direct effect at each price point (see paragraphs A3.11 and A3.12).
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A3.50

A3.51

A3.52

We calculate an MNQO's profit from calls to the affected number ranges for each price
point prior to the introduction of the relevant NCCN as follows:

Tpre = (Po — ¢ —wp)qo
where:
o p, is the MNOQ'’s initial average retail price at the pricing point;
e c is the marginal cost of origination;

o W, is the weighted average wholesale termination charge applicable prior to the
introduction of the relevant NCCN; and

® q, is the total volume of calls to the numbers covered by the price point originated
by the MNO in 2011.

The MNO'’s profit at each price point after the introduction of the relevant NCCN is
calculated using the outputs from our analysis of the Direct effect by multiplying the
profit index at the predicted profit maximising price by the MNQ's profits prior to the
introduction of the NCCN.?* The profit index captures the impact on total profits from
reductions in margin per minute and from any changes in call volumes resulting from
adjustments to the retail price.

The reduction in an MNQ'’s profit for each price point is then the difference between
the MNO's profit before and after the introduction of the relevant NCCN. This is the
reduction in profit after the MNO has minimised its losses by adjusting retail prices to
the profit maximising price under the new NCCN. We calculate the impact of BT's
NCCNs on an MNOs'’ profits at each price point because each operator faces a
different demand curve for calls to a particular number range determined by the
preferences of its own subscribers, and sets a different retail price for these calls and
receives a different volume of calls on this basis.?*®

Impact on TCPS’ revenues

A3.53

A3.54

In paragraph 3.74, we explain that we assess the potential scale of the Indirect effect
by considering the possible impact on TCP revenues from the NCCNSs in dispute. As
with the impact on MNOs’ profits, we assess the impact of the NCCNs on TCPs’
termination revenues under each of the scenarios considered in our assessment of
the Direct effect. This is because different assumptions about demand in the affected
number ranges generate different post-NCCN retail prices, termination charges and
call volumes, and hence imply different levels of increase in TCP revenues.

As explained in paragraphs A3.13-A3.17, our analysis of the Direct effect is based on
the assumption that all TCPs will implement a charging structure that is the same, or
very similar, to that implemented by BT in the NCCNs in dispute. In addition, as
noted in paragraph A3.13, MNOs currently set retail prices for calls to NTS numbers
that do not depend on the identity of the TCP. As aresult, all TCPs will see the
same, or a very similar, increase in termination charges as BT.

244

As a result, the calculation of the MTPE assumes that TCPs implement tiered termination charges identical (or

at least very similar) to BT's. See paragraph A3.15.
tis also possible to calculate the MNQO's profit at each price point after the introduction of the relevant NCCN
by calculating the call volume at the predicted retail price. i.e. mpo5 = (p1 — ¢ — W1)q;.
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For NCCN 1046, we calculate the impact for each MNO. For NCCNs 1101 and 1107, we calculate the impact

for each price point set by T-Mobile and Orange in the affected number ranges.

119



A3.55

A3.56

A3.57

A3.58

We assess the impact on TCPs’ revenues from calls to the numbers covered by each
of the MNO'’s initial retail price points separately. This is because we have assessed
the Direct effect at each price point (see paragraphs A3.11 and A3.12).

We calculate total TCP revenues at each MNO price point prior to the introduction of
the relevant NCCN. We do this by multiplying the weighted average termination
charge by the volume of calls to the affected number range originated by the MNO(s)
in 2011

TCP revenuesy,, = woqo

TCP revenues at each price point after the introduction of the relevant NCCN are
calculated using the outputs from our analysis of the Direct effect, specifically, the
weighted average termination charge applicable at the predicted retail price, and the
implied volume of calls originated by the MNO(s) under the assumed demand for
calls to the affected number range:

TCP revenuesy st = W1qy

The increase in TCP revenues for each price point is then the difference between
TCP revenues before and after the introduction of the relevant NCCN. This is the
increase in TCP revenues after the MNO has adjusted its retail prices to the profit
maximizing price under the new NCCN.

Source data

A3.59

In this sub-section, we discuss the data we have used in our analysis described
above. We have used data on average retail prices and call volumes.

Average retail prices

A3.60

A key input in the assessment of the Direct effect is the average retail price for calls
to the affected number ranges that prevailed prior to the introduction of the relevant
NCCN. We set out below the average retail prices which we have used for our
analysis.

NCCNs 1101 and 1107

A3.61

A3.62

EE provided the average retail prices separately for T-Mobile and Orange for calls to
the charge bands covered by NCCNs 1101 and 1107, which applied immediately
before the NCCNs came into effect.?"’

As noted above, for charge bands covered by NCCN 1107, we only asked EE to
provide average retail prices where the charge band accounted for [5<]% or more of
BT terminated 09 traffic originated by the relevant operator in 2011. On the basis of
T-Mobile and Orange’s call volumes, we asked EE to provide average retail prices for
13 charge bands for T-Mobile, and 10 charge bands for Orange. These are
summarised in Table A3.1 below.

247

EE response to Question 1 of the first s191 notice NCCN 1101 and 1107 Disputes.
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Table A3.1: Average retail prices for T-Mobile and Orange calls to charge bands
covered by NCCNs 1101 and 1107

Price point T-Mobile average retail price Orange average retail price
(incl. VAT) (incl. VAT)

All 0844 charge

bands

All 0871 charge [<] [<]
bands

p10 [<] [<]

p7 [<] [<]

p34 [<] [<]

p16 [<] [<]

p36 [<] [<]

p8 [<] [<]

p0 [<] [<]

ff18 [<] [<]

P7 090682 [<] [<]

p5 [<] [<]

ff13 [<] [<]

ff21 [<] [<]

p3 [<] [<]

Source: EE response to Question 1 of the first s191 notice NCCNs 1101 and 1107 Dispute.
* Data was not requested as the charge band accounts for less than [3<]% of BT terminated 09
traffic originated by the operator in 2011.

NCCN 1046

A3.63 In the 080 Dispute, Ofcom did not have reliable information on the MNOs’ average
retail prices for 080 calls, with the MNOs suggesting that calculating an average retail
price would be impractical and, in any case, inaccurate.?*®

A3.64 In the context of the NCCN 1046 Dispute, we asked the MNOs to provide details of
their current average retail price for calls to 080 numbers, or if this cannot be
calculated, their best estimate of the average retail price charged.?*® In response:

¢ Vodafone did not provide an average retail rate for 080 calls. Vodafone refers to
the witness statement of Steve Bowey (which was submitted by Vodafone in BT's
appeal against Ofcom’s Determination of 5 February 2010 of the 080 Dispute)
which provides an explanation of the difficulties Vodafone would encounter in
generating an average 080 retail rate and the data that is required to do so.
However, Vodafone did provide a simple notional average retail rate using total
080 revenues and 080 calls volumes. Based on data available for a three month
period, Vodafone’s average retail rate for chargeable 080 calls is [3<]ppm.?°

248 The 080 Determination, paragraph 5.163.

249 Questions 5 and 6 first s191 notice NCCN 1046 Dispute.
20 yiodafone refers to the witness statement of Robin Stone (which was submitted by Vodafone in BT's appeal
against Ofcom’s Determination of 5 February 2010 of the 080 Dispute), where this figure is calculated.
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Vodafone also provides its best estimate of a notional average [5<] in the
calculation, and estimates this to be [5<]ppm;

e H3G responded by saying that it is not possible for it to calculate accurately the
average retail price for 080 calls terminated by BT. However, H3G did provide
estimates of the average retail price for all 0800 and 0808 calls charged by H3G
(terminated on BT’s and other TCPs’ networks) in the month of October 2010:
[5<]ppm excluding zero rated calls and [¥<]ppm including zero rated calls. H3G
noted that these estimates do not represent the average retail charge for 080
calls originated on H3G'’s network since H3G is not privy to information about the
retail revenues generated from calls made by customers of H3G’s MVNO and
international roaming partners. In addition, [5<H3G provided a number of caveats
to its estimates, which are confidential<];

e 2 stated that [<]; and

e EE stated that it is unable to calculate, or provide a reliable estimate of its
average retail price. EE referred to the witness statement of Stephen Ornadel
(which was submitted by EE in BT’s appeal against Ofcom’s Determination of
the 080 Dispute), which explains why it is not possible to calculate an accurate
average retail price.

A3.65 In light of these responses, we also asked each of the MNOs to confirm their
headline retail prices for 080 calls that applied prior to the introduction of BT’s tiered
termination charges (i.e. November 2009).*" We also asked the MNOs to describe
any changes they had made to headline retail prices between November 2009 and
the introduction of NCCN 1046 in April 2010. Based on their responses, Table A3.2
below summarises the MNOs’ headline retail prices for calls to 080 numbers
(excluding zero rated numbers) prior to NCCN 1046.

Table A3.2: MNO headline retail prices for calls to 080 numbers prior to NCCN 1046

Pay Monthly (incl. VAT) Pay & Go (incl. VAT) SME (excl. VAT)

(0

Vodafone

Orange

T-Mobile

H3G

Source: 02, Vodafone and H3G's responses to Question 1 of the second s191 notice NCCN 1046
Dispute and EE’s response to Question 1 of the second s191 notice for the Disputes.?*

A3.66 Vodafone and EE also provided information on headline retail prices applicable to
SME customers. Vodafone noted that it does not publish tariffs for large enterprise,
meaning that average retail prices are [5<]. We note that Robin Stone, in his witness

1 Question 1 of the second s191 notice NCCN 1046 Dispute and question 1 of the second s191 notice for the

Disputes. In the 080 Dispute, O2 submitted information on each MNQ's representative headline rates for 080
calls, as at November 2009.

22 Reported as 10ppm to 40ppm in 080 Determination. EE explained that prior to May 2009, T-Mobile had a
range of legacy tariffs which priced 080 calls from 10ppm-40ppm. From 5 May 2009 these were flat rated at
40ppm for PAYM customers.

253 [X]
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statement submitted in BT's appeal against Ofcom’s Determination of the 080
Dispute, states that larger corporate customers negotiate bespoke terms ranging
from [<]-[3<]ppm.?**

A3.67 H3G explained that some PAYG customers are charged a retail price of [<].
However, H3G did not provide information on the number of customers benefiting
from this lower price.

A3.68 In relation to Vodafone’s average retail price, we have more recent information
provided by Vodafone in the Dispute in respect of sums payable as between BT and
Vodafone under the CAT’s Order.?*® In that dispute, we considered Vodafone’s
stated ARPs for the purposes of calculating the repayment owed to BT. We also
performed our own analysis of Vodafone’s information in the form of a simple cross-
check calculation to derive a single weighted average ARP.?*® Table A3.3 below
summarises Vodafone’s stated ARPs and the cross-check ARP that we calculated.
We concluded that we were satisfied that we could rely on Vodafone’s figures.

Table A3.3: Vodafone’'s stated ARPs versus “cross-check” ARPs

ARP for 080 calls

Maximum monthly ARP notified by
Vodafone

Minimum monthly ARP notified by
Vodafone

Weighted average ARP calculated by
Ofcom

Source: Table 1, Determination to give effect to directions given under section 195(4) of the
Communications Act 2003, 2 April 2012.

A3.69 In relation to O2’s average retail price, we have more recent information provided in
relation to a question regarding its termination payments under NCCN 956 following
the CAT Judgment (in its response to Question 4 of our second s191 information
request). This shows that between July 2009 and November 2011, O2 used average
retail prices between [3<]ppm and [<]ppm (including VAT).?*’

A3.70 For the purposes of assessing the Direct effect of NCCN 1046, we have taken the
best estimate available to us as a proxy for the average retail price for each MNO
(excluding zero rated calls). In light of the evidence above, we have used the
following estimates:

e Vodafone: [K];
o 02 [];**

e H3G: []; and

254 Paragraph 22 of the witness statement of Robin Stone.

25 pDetermination to give effect to directions given under section 195(4) of the Communications Act 2003, 2 April
2012.

%6 The weighted average ARP was calculated over the period between 1 July 2009 and 5 February 2010.

%57 02's response to Question 4 of our second s191 information request 10 August 2012.

28 Email from 02 to Ofcom dated 15 November 2012.
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e EE: [<].%°

A3.71 We stress that we are not suggesting that these estimates of average retail prices

A3.72

are necessarily accurate. We note that all of the MNOs have expressed various
concerns about the accuracy of the available information on average retail prices. We
also recognise that where we have relied on headline retail prices, this is likely to
overstate the average retail price.?®

We believe that the range of retail prices we are considering ([3<] ppm to [<] ppm) is
likely to encompass the actual range of average retail prices. As a result, our
assessment of the Direct effect for each MNO captures the potential increase in
termination charges faced by the MNOs under NCCN 1046, and the possible
incentives they face as a result.?*

NTS call volumes

A3.73

As explained above, we also use data on call volumes, to assess the impact of the
NCCNs on MNOs’ profits and TCPs’ termination revenues. We set out below the
data which we have used for our analysis, including any assumptions we have made.

NCCNs 1101 and 1107

A3.74

A3.75

A3.76

We asked EE to provide information on total call volumes (calls and minutes) in 2011
by number range, charge band, operator and time of day for all 0843/4, 0871/2/3
numbers covered by NCCN 1101. We also requested similar data for the 09 charge
bands covered by NCCN 1107, where these accounted for [¥<]% or more of BT
terminated 09 traffic originated by the relevant operator in 2011.%%

In response, EE provided information on total call volumes (calls and minutes) in
2011 by number range, charge band, operator and time of day for all 0843/4 and
0871/2/3 charge bands covered by NCCN 1101.

However, EE only provided information on BT-terminated call volumes (calls and
minutes) in 2011 by number range, charge band, operator and time of day for the 09
charge bands covered by NCCN 1107. To estimate total (i.e. BT and other TCP
terminated) call volumes to these charge bands, we used information on total call
volumes contained in two spreadsheets provided by EE on 31 May 2012.?® The
spreadsheets contained both BT and total terminated minutes for the period May
2011 to April 2012, for most of the 09 charge bands covered by our section 191
request. For these charge bands, we calculated the BT termination share in 2011
using data for the months May 2011 to December 2011.?®* We then used these
shares to calculate the total call volumes. For the charge bands that were not
included in these spreadsheets, we assumed a figure for the BT termination share

259 [
260

rice.

Furthermore, the exclusion of headline rates for SME customers is likely to further overstate the average retail

®1\We find that the magnitude of the Direct effect is uncertain for all of the initial retail prices that we have
considered.
M2EE's response to Question 2 of the first s191 Notice NCCN 1101 and 1107 Disputes, including clarifications.

263

Spreadsheets entitled “09 distribution_BT Terminated.xIs” and “09 distribution_all_minutes_calls.xls”, provided

bg/ Chris Bowley on 31 May 2012.

%4 EE had confirmed that it was appropriate to use this data to calculate BT's share of NTS calls as a TCP for
calls to these 09 charge bands. EE’s response to Question 4 of the first s191 Notice NCCN 1101 and 1107
Disputes.
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using the best data available, and then estimated total call volumes in the same
265
way.

A3.77 For all three number ranges (0843/4, 0871/2/3 and 09), the data provided by EE
included calls made by EE's MVNO customers. However, we consider it appropriate
to conduct our analysis on the basis of volumes excluding calls made by MVNO
customers (as these volumes are not relevant to EE’s pricing decisions). Therefore,
we asked EE to provide the approximate proportion of call volumes accounted for by
MVNOs, separately for T-Mobile/Orange and for each of the number ranges covered
by the Disputes.”®® We applied these proportions to the call volumes originally
provided to arrive at estimates of call volumes excluding calls made by EE's MVNO
customers.

NCCN 1046

A3.78 We asked the MNOs to provide information on total call volumes (minutes) to 080
numbers originated on their networks in 2011, excluding MVNO volumes.?®’ In
response:

¢ Vodafone provided the volume of all calls to 080 numbers originated on the
Vodafone network in 2011, excluding calls by MVNO customers. Vodafone
explained that the figures provided did not [5<];

¢ 02 provided the volume of all calls to 080 numbers originated on the O2 network
in 2011, broken down by category. We exclude the following categories from the

total used in our analysis: “free calls”, “zero charge”, and calls made by MVNO
customers (GiffGaff and Tesco Mabile);

¢ H3G provided the total volume of calls to 080 numbers originated on the H3G
network in 2011. [5<<H3G extracted data from different wholesale and retail
sources for different periods within 2011 that cannot be directly compared.¥<]

H3G informed us that these volumes included zero rated calls.?®® ; and

o EE provided the total volume of calls to 080 numbers originated on its network in
2011, for Orange and T-Mobile separately. EE excludes MVNO volumes. EE
comments that “for Orange post pay customers, some calls to freephone
numbers are suppressed from the customer’s bill, and as such would not appear
in its billing records (e.g. zero rated 080 calls)”. It is unclear whether or not the
remaining volumes (i.e. Orange pre-pay and T-Mobile) include zero-rated calls.

For our analysis, we use call volumes excluding both zero-rated call volumes and
MVNO call volumes, where possible.

265
<

266 Clarificatory questions following EE’s response to the first s191 Notice NCCN 1101 and 1107 Disputes. Email

to EE dated 27 June 2012.

27 Question 2 of the second s191 notice NCCN 1046 Dispute and Question 2 of the second s191 notice for the
Disputes.

268 Email from H3G to Ofcom dated 16 November 2012.
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Annex 4

Results of our quantitative analysis

Introduction

A4.1

A4.2

A4.3

This Annex sets out the results of our quantitative analysis for NCCNs 1101, 1107
and 1046, based on our application of the methodology described in Annex 3.

For each of BT's NCCNs we set out the following results:

o the predicted profit-maximising retail prices for calls to the affected number
ranges;

¢ the estimated impact on MNOSs'’ total profits made on calls to the affected number
ranges; and

e the estimated increase in TCP revenues from calls to the affected number
ranges.

As explained in Annex 3, we have examined two demand scenarios (relating to linear
and constant elasticity demand for calls to the affected number ranges), and we set
out results for both of these. We have also set out results for a marginal cost of
origination of 0.8ppm (which is Ofcom’s upper estimate of the LRIC of mobile call
origination), and also for the higher figure of 2ppm as a sensitivity test.

NCCN 1101

Direct effect

Ad.4

A4.5

[5<]. Therefore, we do not consider that there is an unambiguous incentive on EE to
reduce prices at any of its price points covered by NCCN 1101. Therefore, both the
direction and magnitude of the Direct effect is an empirical question, that will in
general depend on the structure of the wholesale tariff schedules, the nature of
demand for calls to the affected nhumber ranges, and the way in which MNOs
respond to the incentives created by tiered termination charges (see Section 3).

Tables A4.1 to A4.4 show the predicted profit maximising prices for each price point
covered by NCCN 1101, under the linear and constant elasticity demand scenarios,
and for a marginal cost of origination of 0.8ppm and 2ppm.?*°

269

For convenience, the Tables in this sub-section refer to the “0844” and “0871" number ranges only. However,

our analysis covers all of the number ranges affected by NCCN 1101 (i.e. 0843/4 and 0871/2/3).
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Table A4.1: Direct effect results for NCCN 1101: linear demand scenario (MCO =
0.8ppm)

Initial Predicted Step on
average retail price % ch_ang_e in Whole_sale Change in
retail price (incl. VAT) retail price tariff WTC
(incl. VAT) . schedule

Price point

0844 - T-Mobile

0844 - Orange

0871 - T-Mobile

0871 - Orange
Source: Ofcom

Table A4.2: Direct effect results for NCCN 1101: constant elasticity demand scenario
(MCO = 0.8ppm)

Initial Predicted _ Step on _
average retail price % ch_angg in wholgsale Change in
retail price (incl. VAT) retail price tariff WTC
(incl. VAT) : schedule

Price point

0844 - T-Mobile

0844 - Orange

0871 - T-Mobile

0871 - Orange
Source: Ofcom

Table A4.3: Direct effect results for NCCN 1101: linear demand scenario (MCO =
2ppm)
Initial Predicted _ Step on _
average % change in wholesale Increase in

retail price Eﬁ:?:l {)/2% retail price tariff WTC
(incl. VAT) . schedule

Price point

0844 - T-Mobile

0844 - Orange

0871 - T-Mobile

0871 - Orange
Source: Ofcom

Table A4.4: Direct effect results for NCCN 1101: constant elasticity demand scenario
(MCO = 2ppm)

Initial : Step on
Predicted " . :
average retail price % change in wholesale Increase in
retail price (incl. VAT) retail price tariff WTC
(incl. VAT) . schedule

Price point

0844 - T-Mobile

0844 - Orange

0871 - T-Mobile

0871 - Orange
Source: Ofcom

Notes: (i) “Step on wholesale tariff schedule” refers to the step of the wholesale tariff schedule to
which the predicted price corresponds, where 1 refers to the bottom step, 2 refers to the next step,
and so on. (i) Prices and the increase in WTC are expressed in either pence per minute or pence per
call terms depending on whether the wholesale tariff schedules specify pence per minute or pence
per call WTCs (see paragraphs A3.18 —A3.21).
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A4.6 Our analysis indicates that the wholesale termination scheduled in NCCN 1101 may
create an incentive for EE to reduce its retail prices for some calls, but also that there
may be an incentive to increase some prices, depending on the nature of the
demand for calls to the affected numbers. In particular our analysis suggests that:

¢ EE has an incentive to increase prices at the T-Mobile price points for 0844 calls
in the linear demand scenario, but to decrease these prices in the constant
elasticity scenario;

¢ EE has an incentive to reduce prices at the T-Mobile price points for 0871 calls in
the linear demand scenario, but to increase these prices in the constant elasticity
scenario;

¢ EE has an incentive to reduce prices at the Orange price point for 0844 calls in
both the linear and constant elasticity demand scenarios; and

e EE has an incentive to increase prices at the Orange price point for 0871 calls in
all the scenarios we have considered.

A4.7 When we assume a higher marginal cost of origination (2ppm), EE has weaker
incentives to reduce price. In the linear demand scenario, we now predict a price
increase at the T-Mobile price point for 0871 calls. In the constant elasticity demand
scenario, we find that EE has an incentive to increase prices for all four price points.

A4.8 In all cases where we identify incentives to reduce price, these are only partial price
reductions (i.e. the price corresponds to a step on the WTC ladder above the first
step, and so EE would still face higher termination charges than it would prior to the
introduction of the NCCN).

Impact on EE’s profits

A4.9 Tables A4.5 and A4.6 show the estimated impact of NCCN 1101 on the total profits
made by EE on calls to 0843/4 and 0871/2/3 numbers, based on the predicted profit-
maximising price for each price point.?’® The profit impact is calculated under the
linear and constant elasticity demand scenarios, and for a marginal cost of origination
of 0.8ppm and 2ppm.

Table A4.5: Estimated impact on EE’s profits of NCCN 1101: linear and constant
elasticity demand scenarios (MCO = 0.8ppm), £ million

Linear demand scenario CES demand scenario

MNO profits

Price point before

MNO profits Changein MNO profits Change in
after profits after profits

0844 - T-Mobile [-59%] [-59%)]

0844 — Orange [5<] [5<] [-54%] [<] [-52%]

0871 - T-Mobile [5<] [5<] [-65%] [<] [-64%)]

0871 — Orange [5<] [5<] [-60%] [5<] [-60%)]

BN ES [-59%] (<] [-58%]

Source: Ofcom

2 This is the profit impact on calls to the affected number ranges after EE has adjusted retail call prices as

predicted under our analysis of the Direct effect.
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Table A4.6: Estimated impact on EE’s profits of NCCN 1101: linear and constant
elasticity demand scenarios (MCO = 2ppm), £ million

CES demand scenario

MNO profits
after

Linear demand scenario

MNO profits Change in
after profits profits
0844 - T-Mobile [-62%] [-62%]
0844 — Orange [3<] [5<] [-71%)] [5<] [-66%]
0871 - T-Mobile [¥<] [¥<] [-74%] [¥<] [-71%)]
0871 — Orange [3<] [3<] [-64%] [5<] [-64%)]
Total [¥<] [¥<] [-66%] [¥<] [-64%]
Source: Ofcom

A4.10 These results show that the impact of NCCN 1101 on EE’s profits on calls to 0843/4
and 0871/2/3 numbers is relatively insensitive to the assumptions made about
demand and the marginal cost of origination. EE’s total profits on calls to 0843/4 and
0871/2/3 numbers are estimated to fall by between £[3<] and £[3<] per annum. In
general, the profit impact is largely a result of the increase in termination charges,
rather than a reduction in retail prices. In addition, the majority of the profit impact is
on 0843/4 calls, and T-Mobile 0843/4 calls in particular.

MNO profits

Price point e

Change in

Impact on TCP revenues

A4.11 Tables A4.7 and A4.8 show the estimated increase in TCP revenues under NCCN
1101 from T-Mobile and Orange calls to 0843/4 and 0871/2/3 numbers, based on the
predicted profit-maximising price for each price point and the applicable wholesale
termination charge at this price. The revenue impact is calculated under the linear
and constant elasticity demand scenarios, for a marginal cost of origination of
0.8ppm and 2ppm.

Table A4.7: Estimated impact on TCP revenue of NCCN 1101: linear and constant
elasticity demand scenarios (MCO = 0.8ppm), £ million

Linear demand scenario CES demand scenario
TCP revenue TCP TCP

Price point Change in

revenues

Change in

after revenue
0844 - T-Mobile [276%] [294%]
0844 — Orange [¥<] [¥<] [88%] [¥<] [96%]
0871 - T-Mobile [¥<] [¥<] [69%] [¥<] [27%)]
0871 — Orange [¥<] [¥<] [121%)] [¥<] [122%]
Total [¥<] [¥<] [128%] [¥<] [126%]
Source: Ofcom

before revenue revenue

after
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Table A4.8: Estimated impact on TCP revenue of NCCN 1101: linear and constant
elasticity demand scenarios (MCO = 2ppm), £ million

Linear demand scenario CES demand scenario
TCP revenue TCP TCP

Price point Change in

revenues

Change in
after revenue
0844 - T-Mobile [275%] [259%)]
0844 — Orange [3<] [3<] [97%] [3<] [27%]
0871 - T-Mobile [¥<] [¥<] [6%] [¥<] [21%]
0871 — Orange [¥<] [¥<] [121%] [¥<] [101%)]
[<] [<] [119%] [<] [88%]

before revenue revenue

after

Source: Ofcom

A4.12 TCP revenues from T-Mobile and Orange calls to 0843/4 and 0871/2/3 numbers are
estimated to increase by between £[3<] and £[3<] per annum, depending on the
assumptions made about demand and the marginal cost of origination. The impact
on TCP revenues reflects changes in call volumes as a result of any change in retail
prices, and the increase in termination charges. We note that the majority of the
revenue impact on TCPs comes from 0843/4 calls.

NCCN 1107

Direct effect

A4.13 A number of EE’s price points covered by NCCN 1107 are above the retail price at
which the retention per minute is maximised (see paragraph 5.9). As a result, there is
an unambiguous incentive on EE to reduce these prices to at least the price at which
retention per minute is maximised, irrespective of the demand response. The price
points for which this is the case are shown in Table A4.9 below.

Table A4.9: NCCN 1107 price points where the initial price is above the retail price at
which retention per minute is maximised

Price point Initial price (inc VAT) Threshold price (inc VAT)

[<]
[<]
[<]
[<]
[<]
[<]
[<]
[<]
[<]
[<]
Source: Ofcom

A4.14 Whilst the direction of the Direct effect in relation to the price points shown in Table
A4.9 above is unambiguous (i.e. downwards), the magnitude of the Direct effect is an
empirical question. For the remaining price points covered by NCCN 1107, both the
direction and magnitude of the Direct effect is an empirical question.
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A4.15 Tables A4.10 to A4.13 below show the profit maximising prices for each price point
covered by NCCN 1107, under the linear and constant elasticity demand scenarios,
assuming different values for the marginal cost of origination (0.8ppm and 2ppm).

Table A4.10: Direct effect results for NCCN 1107: linear demand scenario (MCO =

0.8ppm)

Price point

p10 - T-Mobile
p10 - Orange
p7 - T-Mobile
p7 - Orange
p34 - T-Mobile
p34 - Orange
p16 - T-Mobile
pl6 - Orange
p36 - T-Mobile
p36 - Orange
p8 - T-Mobile
p8 - Orange
p0 - T-Mobile
pO - Orange
ff18 - T-Mobile

ff18 - Orange
P7 090682 - T-
Mobile

P7 090682 -
Orange

p5 - T-Mobile
p5 - Orange
ff13 - T-Mobile
ff21 - T-Mobile
p3 - T-Mobile
Source: Ofcom

Initial Predicted _ Step on _
average il price % ch_angg in wholgsale Increase in
retail price Eler;[g: {)/AT) retail price tariff WTC
(incl. VAT) . schedule
[<] [<] -0% [<] [<]
[<] [<] -20% [<] [<]
[<] [<] -27% [<] [<]
[<] [<] +3% [<] [<]
[<] [<] -9% [<] [<]
[<] [<] -3% [<] [<]
[<] [<] -26% [<] [<]
[<] [<] -5% [<] [<]
[<] [<] -27% [<] [<]
[<] [<] -8% [<] [<]
[<] [<] -17% [<] [<]
[<] [<] -1% [<] [<]
[<] [<] -19% [<] [<]
[<] [<] -17% [<] [<]
[<] [<] -27% [<] [<]
[<] [<] -13% [<] [<]
[<] [*<] -27% [*<] [<]
[<] [*<] -15% [*<] [<]
[<] [<] -22% [<] [<]
[<] [<] -16% [<] [<]
[<] [<] -11% [<] [<]
[<] [<] -3% [<] [<]
[<] [*<] -3% [*<] [<]
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Table A4.11: Direct effect results for NCCN 1107: constant elasticity demand scenario
(MCO = 0.8ppm)

Initial Predicted _ Step on _
rcepomt  SuS8e,remiprce ASiaEn Wi e
(incl. VAT) . schedule

p10 - T-Mobile [¥<] [5<] -40% [5<] [¥<]
p10 - Orange [¥<] [¥<] -57% [5<] [¥<]
p7 - T-Mobile [5<] [5<] -27% [3<] [¥<]
p7 - Orange [<] <] -34% <] [<]
- T-Mobile [5<] [5<] -9% [3<] [¥<]

[<] [<] -32% [<] (<]

- T-Mobile [5<] [5<] -26% [3<] [¥<]

- Orange [¥<] [5<] -44% [5<] [¥<]

- T-Mobhile [¥<] [5<] -27% [5<] [¥<]

- Orange [¥<] [¥<] -46% [¥<] [¥<]

p8 - T-Mobile [¥<] [5<] -17% [5<] [¥<]
p8 - Orange [¥<] [¥<] -1% [¥<] [¥<]
pO - T-Mobile [¥<] [5<] -35% [5<] [¥<]
pO - Orange [¥<] [¥<] -17% [¥<] [¥<]
ff18 - T-Mobile [5<] [5<] -27% [3<] [¥<]
ff18 - Orange [¥<] [5<] -54% [5<] [¥<]
ot [<] [<] 27% [<] [<]
Orange. [<] [<] 15% [<] [<]
p5 - T-Maobile [5<] [5<] -22% [3<] [¥<]
p5 - Orange [5<] [5<] -16% [5<] [5<]
ff13 - T-Mobile [5<] [5<] -11% [3<] [¥<]
ff21 - T-Mobile [¥<] [5<] -3% [5<] [¥<]
p3 - T-Mobile [¥<] [5<] -23% [5<] [¥<]

Source: Ofcom
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Table A4.12: Direct effect results for NCCN 1107: linear demand scenario (MCO =

2ppm)

Price point

p10 - T-Mobile
p10 - Orange
p7 - T-Mobile
p7 - Orange

- T-Mobile

- T-Mobile
- Orange
- T-Mobile
- Orange
p8 - T-Mobile

p8 - Orange
p0 - T-Mobile
pO - Orange
ff18 - T-Mobile

ff18 - Orange
P7 090682 - T-
Mobile

P7 090682 -
Orange

p5 - T-Mobile
p5 - Orange
ff13 - T-Mobile
ff21 - T-Mobile
p3 - T-Mobile
Source: Ofcom

Initial Predicted _ Step on _
average il price %ch_ang_e in wholgsale Increase in
retail price Eler;[?: {)/AT) retail price tariff WTC
(incl. VAT) . schedule
[<] [<] -0% [<] [<]
[<] [<] -20% [<] [<]
[<] [<] -27% [<] [<]
[<] [<] +3% [<] [<]
[<] [<] -9% [<] [<]
[<] [<] -3% [<] [<]
[<] [<] -26% [<] [<]
[<] [<] -5% [<] [<]
[<] [<] -27% [<] [<]
[<] [<] -8% [<] [<]
[<] [<] -17% [<] [<]
[<] [<] -1% [<] [<]
[<] [<] -19% [<] [<]
[<] [<] -17% [<] [<]
[<] [<] -27% [<] [<]
[<] [<] -13% [<] [<]
[<] <] -27% <] [<]
[<] [<] -15% [<] [<]
[<] (<] -22% (<] [<]
[<] (<] -16% (<] [<]
[<] (<] -11% (<] [<]
[<] (<] 3% (<] [<]
[<] (<] +4% (<] [<]
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Table A4.13: Direct effect results for NCCN 1107: constant elasticity demand scenario
(MCO = 2ppm)

Initial Predicted _ Step on _
(incl.vaTy  (ncl-VAT) schedule
p10 - T-Mobile [¥<] [5<] -40% [5<] [¥<]
p10 - Orange [5<] [5<] -20% [5<] [¥<]
p7 - T-Mobile [3<] [5<] -27% [5<] [¥<]
p7 - Orange [5<] [5<] +3% <] [<]
p34 - T-Mobile [5<] [5<] -9% [5<] [¥<]
p34 - Orange [<] <] -32% <] [<]
p16 - T-Mobile [5<] [5<] -26% [5<] [¥<]
p16 - Orange [5<] [5<] -44% [5<] [5<]
p36 - T-Mobile [¥<] [5<] -27% [5<] [¥<]
p36 - Orange [¥<] [5<] -46% [5<] [¥<]
p8 - T-Mobile [¥<] [5<] -17% [5<] [¥<]
p8 - Orange [¥<] [5<] -1% [5<] [¥<]
pO - T-Mobile [¥<] [5<] -35% [5<] [¥<]
pO - Orange [¥<] [5<] -17% [5<] [¥<]
ff18 - T-Mobile [3<] [5<] -27% [5<] [¥<]
ff18 - Orange [¥<] [5<] -54% [5<] [¥<]
ot [<] [<] 27% [<] [<]
Orange. [<] [<] 15% [<] [<]
p5 - T-Mobile [5<] [3<] -22% [5<] [¥<]
p5 - Orange [5<] [5<] -16% [5<] [5<]
ff13 - T-Mobile [5<] [5<] -11% [5<] [¥<]
ff21 - T-Mobile [¥<] [5<] -3% [5<] [¥<]
p3 - T-Mobile [¥<] [5<] -23% [5<] [¥<]

Source: Ofcom

Notes: (i) “Step on wholesale tariff schedule” refers to the step of the wholesale tariff schedule to
which the predicted price corresponds, where 1 refers to the bottom step, 2 refers to the next step,
and so on. (i) Prices and the increase in WTC are expressed in either pence per minute or pence per
call terms depending on whether the wholesale tariff schedules specify pence per minute or pence
per call WTCs (see paragraphs A3.18-A3.21).

A4.16 In summary, our analysis shows that, with a marginal cost of origination of 0.8ppm,
we find that EE has incentives to reduce prices in both the linear and constant
elasticity demand scenarios at all but one price point. The exception is the Orange
price point for calls to 09 p7 numbers, where we find that EE has an incentive to
moderately increase the price in the linear demand scenario (although there is an
incentive to reduce the price in the constant elasticity demand scenario).

A4.17 When we assume a higher marginal cost of origination (2ppm), EE has a weaker
incentive to reduce price. In the linear demand scenario, we find a moderate price
increase at the T-Mobile price point for calls to 09 p3 numbers. In the constant
elasticity demand scenario, we predict a smaller price reduction at the Orange price
point for calls to 09 p10 numbers (i.e. a 20% reduction instead of 57%), as well as a
moderate price increase at the Orange price point for calls to 09 p7 numbers.
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A4.18 Where we identify incentives to reduce price, these range between partial price
reductions (where the predicted price corresponds to a step on the WTC ladder
above the first step) and full price reductions (where the price is predicted to fall to
the bottom step, at which level the termination charge is the same as before NCCN
1107 was introduced). Full price reductions are more likely in the constant elasticity
demand scenario, as the demand response to a reduction in price is greater relative
to the linear demand scenario.

A4.19 We find that for those price points where EE’s initial average retail price is above the
retail price at which retention per minute is maximised, EE has an incentive to reduce
some of these prices below this price, but only in the constant elasticity demand
scenarios.?”* For the other price points where EE’s initial average retail price is above
the retail price at which retention per minute is maximised, we find that EE only has
an incentive to reduce prices to the retail price at which retention per minute is
maximised.

Impact on EE’s profits

A4.20 Tables A4.14 and A4.15 show the estimated impact of NCCN 1107 on the total
profits made by EE on 09 calls, for each price point.?’? The profit impact is calculated
under the linear and constant elasticity demand scenarios, and assuming different
values for the marginal cost of origination (0.8ppm and 2ppm).

21 The price points are as follows: [5<]

22 This is the profit impact after EE has minimised its losses by adjusting retail prices as predicted under our
analysis of the Direct effect.
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Table A4.14: Estimated impact on EE’s profits of NCCN 1107: linear and constant
elasticity demand scenarios (MCO = 0.8ppm), £ million

MNO Linear demand scenario CES demand scenario

Price point profits  MNO profits Change in MNO profits Change in
before after profits after profits

e <) | B [-50%] (<) [-37%]
09 - p10 - Orange [¥<] [¥<] [-57%] [¥<] [-52%]
09-p7-T-Mobile [ES [<] [-67%] [<] [-63%]
09 - p7 - Orange [5<] [5<] [-59%] [5<] [-56%)]
el [<] [<] [0%] [<] [0%]
09-p34-Orange [IES) <] [-50%] <] [-42%]
el [5<] [5<] [-44%) [5<] [-33%)
Mobile
09-p16-Orange [IES] <] [-53%] <] [-47%]
R [<] [<] [0%] [<] [0%]
09 - p36 - Orange [5<] [5<] [-60%] [5<] [-40%)]
09-p8-T-Mobile [ES [<] [-63%] [<] [-58%]
09 - p8 - Orange [¥<] [¥<] [0%] [¥<] [0%]
09-p0 - T-Mobile [N [<] [-73%] [<] [-65%]
09 - p0 - Orange [¥<] [¥<] [-55%] [¥<] [-36%)]
SR [<] [<] [-44%) [<] [-22%]
09 - ff18 - Orange [¥<] [¥<] [-55%] [¥<] [-48%)]
Mobile S S [67%] (<] [67%]
g?a{njeog%sz ' [<] [<] [-62%] [<] [-629%]
09 - p5 - T-Mobile [ES <] [-50%] <] [-50%]
09 - p5 - Orange [5<] [5<] [-58%] [5<] [-58%)]
Mobile. <1 | B [-33%] (<] [0%]
I(\)/Igo-b?lz 0 [<] [<] [0%] [5<] [0%)]
09 - p3- T-Mobile [lIES] <] [-60%] <] [47%]

[<] [<] [-57%] [<] [-49%)]

Source: Ofcom
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Table A4.15: Estimated impact on EE’s profits of NCCN 1107: linear and constant
elasticity demand scenarios (MCO = 2ppm), £ million

Linear demand scenario CES demand scenario
MNO MNO

MNO
Price point profits
before

Change in
after profits after profits

09 - p10 - T-Mobile [5<] [5<] [-53%)] [5<] [-42%)]

Change in

profits profits

09 - p10 - Orange [5<] [5<] [-59%] [<] [-55%]

09 - p7 - T-Mobile [5<] [5<] [-69%] [<] [-64%]

09 - p7 - Orange [¥<] [¥<] [-61%] [¥<] [-61%]

09 - p34 - T-Mobile [5<] [5<] [0%] [<] [0%]

09 - p34 - Orange [¥<] [¥<] [-50%] [¥<] [-42%)]

09 - p16 - T-Mobile [5<] [5<] [-44%] [<] [-33%]

09 - p16 - Orange [¥<] [¥<] [-55%] [¥<] [-55%]

09 - p36 - T-Mobile [5<] [5<] [-100%] [5<] [0%)]

09 - p36 - Orange [5<] [5<] [-60%] [<] [-40%]

09 - p8 - T-Mobile [5<] [5<] [-63%)] [5<] [-63%)]

09 - p8 - Orange [5<] [5<] [0%] [<] [0%]

09 - p0 - T-Mobile [5<] [5<] [-73%)] [5<] [-69%)]

09 - p0 - Orange [5<] [5<] [-60%] [<] [-50%]

09 - ff18 - T-Mobile [5<] [5<] [-44%] [<] [-22%]

09 - ff18 - Orange [5<] [5<] [-55%] [5<] [-50%]

09 - P7 090682 - T-Mobile [5<] [5<] [-679%] [5<] [-679%]

09 - P7 090682 - Orange [5<] [5<] [-629%] [<] [-629%]

09 - p5 - T-Mobile [5<] [5<] [-50%] [<] [-50%]

09 - p5 - Orange [¥<] [¥<] [-58%] [¥<] [-58%]

09 - ff13 - T-Mobile [5<] [5<] [-33%)] [5<] [-33%)]

09 - ff21 - T-Mobile [5<] [5<] [-20%] [<] [0%]

09 - p3 - T-Mobile [5<] [5<] [-62%)] [5<] [-52%]

Total [5<] [5<] [-59%)] [¥<] [-53%)]
Source: Ofcom

A4.21 These results show that the impact of NCCN 1107 on EE’s profits on calls to 09
numbers is relatively insensitive to the assumptions made about demand and the
marginal cost of origination.?”® EE’s total profits on calls to 09 numbers are estimated
to fall by around £[3<] per annum. [¥<] of the profit impact is on T-Mobile and Orange
calls to 09 p10 and p7 numbers, and T-Mobile calls to 09 p3 numbers.?™*

Impact on SPs’ revenues

A4.22 Tables A4.16 and A4.17 show the estimated increase in TCP revenues under NCCN
1107 from T-Mobile and Orange calls to 09 numbers, for each price point.?”> The
revenue impact is calculated under the linear and constant elasticity demand
scenarios, and assuming different values for the marginal cost of origination (0.8ppm
and 2ppm).

B The profit impact is similar when we assume a weaker demand response (i.e. around £[3<] per annum in

total).

274 \We do not model the Orange price point for calls to 09 p3 numbers because these calls represent less than
LX]% of BT terminated 09 traffic originated by Orange in 2011.

"> This is the revenue impact after EE has minimised its losses by adjusting retail prices as predicted under our
analysis of the Direct effect.
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Table A4.16: Estimated impact on TCP revenue of NCCN 1107: linear and constant
elasticity demand scenarios (MCO = 0.8ppm), £ million

Linear demand scenario CES demand scenario
TCP TCP

TCP
Price point revenue Change in

revenue
before revenue
after after

09 - p10 - T-Mobile [¥<] [¥<] [58%] [3<] [164%)]
09 - p10 - Orange [¥<] [¥<] [127%)] [5<] [264%]
09 - p7 - T-Mobile [¥<] [¥<] [109%] [3<] [148%]
09 - p7 - Orange [¥<] [¥<] [32%] [¥<] [181%]
09 - p34 - T-Mobile [¥<] [¥<] [33%] [¥<] [67%]
09 - p34 - Orange [¥<] [¥<] [44%] [¥<] [144%)]
09 - p16 - T-Mobile [¥<] [¥<] [67%] [¥<] [113%]
09 - p16 - Orange [¥<] [¥<] [75%] [¥<] [200%]
09 - p36 - T-Mobile [¥<] [¥<] [50%] [¥<] [100%]
09 - p36 - Orange [¥<] [¥<] [75%] [3<] [175%]
09 - p8 - T-Mobile [¥<] [¥<] [85%] [¥<] [100%]
09 - p8 - Orange [¥<] [¥<] [7%] [¥<] [7%]
09 - p0 - T-Mobile [¥<] [¥<] [80%] [3<] [193%)]
09 - p0 - Orange [¥<] [¥<] [74%)] [¥<] [124%)]
09 - ff18 - T-Mobile [¥<] [¥<] [58%] [3<] [100%]
09 - ff18 - Orange [¥<] [¥<] [113%)] [¥<] [235%]
09 - P7 090682 - T-Mobile [¥<] [¥<] [125%] [¥<] [150%]
09 - P7 090682 - Orange [¥<] [¥<] [85%] [¥<] [92%)]
09 - p5 - T-Mobile [¥<] [¥<] [50%] [¥<] [100%]
09 - p5 - Orange [¥<] [¥<] [100%] [3<] [111%)]
09 - ff13 - T-Mobile [¥<] [¥<] [55%)] [5<] [73%)]
09 - ff21 - T-Mobile [¥<] [¥<] [28%] [3<] [35%]
09 - p3 - T-Mobile [¥<] [¥<] [35%] [¥<] [143%)]
Total [¥<] [¥<] [62%)] [¥<] [157%)]
Source: Ofcom

Change in
revenue

revenue
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Table A4.17: Estimated impact on TCP revenue of NCCN 1107: linear and constant
elasticity demand scenarios (MCO = 2ppm), £ million

Linear demand scenario CES demand scenario
TCP TCP

TCP
Price point revenue Change in

revenue
before revenue
after after

09 - p10 - T-Mobile [3<] [3<] [58%] [¥<] [175%]
09 - p10 - Orange [¥<] [¥<] [128%] [¥<] [146%)]
09 - p7 - T-Mobile [3<] [3<] [112%)] [¥<] [152%]
09 - p7 - Orange [¥<] [¥<] [31%)] [¥<] [32%)]
09 - p34 - T-Mobile [3<] [¥<] [33%)] [¥<] [67%]
09 - p34 - Orange [¥<] [¥<] [44%)] [¥<] [150%]
09 - p16 - T-Mobile [5<] [5<] [67%] [¥<] [127%]
09 - p16 - Orange [3<] [¥<] [75%] [¥<] [211%)]
09 - p36 - T-Mobile [5<] [5<] [50%] [¥<] [100%]
09 - p36 - Orange [3<] [3<] [75%] [¥<] [175%]
09 - p8 - T-Mobile [5<] [5<] [85%] [¥<] [100%]
09 - p8 - Orange [¥<] [¥<] [10%] [¥<] [10%)]
09 - p0 - T-Mobile [3<] [3<] [80%] [¥<] [198%]
09 - p0 - Orange [¥<] [¥<] [76%] [¥<] [129%)]
09 - ff18 - T-Mobile [3<] [3<] [67%] [¥<] [108%]
09 - ff18 - Orange [¥<] [¥<] [113%)] [¥<] [243%)]
09 - P7 090682 - T-Mobile [¥<] [¥<] [125%] [¥<] [175%]
09 - P7 090682 - Orange [¥<] [¥<] [85%] [¥<] [100%]
09 - p5 - T-Mobile [5<] [5<] [75%] [¥<] [100%]
09 - p5 - Orange [3<] [3<] [100%] [¥<] [111%)]
09 - ff13 - T-Mobile [5<] [5<] [55%] [¥<] [82%)]
09 - ff21 - T-Mobile [3<] [3<] [30%] [¥<] [37%]
09 - p3 - T-Mobile [5<] [5<] [11%] [¥<] [151%)]
Total [¥<] [¥<] [56%)] [¥<] [126%)]
Source: Ofcom

Change in
revenue

revenue

A4.23 TCP revenues from T-Mobile and Orange calls to 09 numbers are estimated to
increase by between £[3<] and £[3<] per annum, depending on the assumptions
made about demand and the marginal cost of origination. The impact on TCP
revenues reflects changes in call volumes as a result of any change in retail prices,
and the increase in termination charges.

NCCN 1046
Direct effect
A4.24 Tables A4.18 and A4.19 show the profit maximising prices for 080 calls for each

MNO, under the linear and constant elasticity demand scenarios. The results are the
same for both marginal cost of origination assumptions (0.8ppm and 2ppm).%’®

276 [X]
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Table A4.18: Direct effect results for NCCN 1046: linear demand scenario (MCO =0.8
or 2 ppm)

EL
average

Step on
% change in wholesale Increase in
retail price tariff WTC

Predicted
retail price rgtail Sl
(incl. VAT) (incl. VAT) schedule

T-Mobile -65% [¥<] [3<]
Orange [¥<] [¥<] -31% [5<] [¥<]
02 [¥<] [¥<] -15% [¥<] [¥<]
Vodafone [¥<] [3<] -22% [3<] [¥<]
[<] [<] -31% [<] [<]

Price point

Source: Ofcom

Table A4.19: Direct effect results for NCCN 1046: constant elasticity demand scenario
(MCO =0.8 0r 2 ppm)

Initial
average
retail price
(incl. VAT)

Step on
% change in wholesale Increase in
retail price tariff WTC
schedule

Predicted
retail price
(incl. VAT)

Price point

T-Mobile
Orange

Vodafone

Three
Source: Ofcom

Notes: (i) “Step on wholesale tariff schedule” refers to the step of the wholesale tariff schedule to
which the predicted price corresponds, where 1 refers to the bottom step, 2 refers to the next step,
and so on. (i) Prices and the increase in WTC are expressed in either pence per minute or pence per
call terms depending on whether the wholesale tariff schedules specify pence per minute or pence
per call WTCs (see paragraphs A3.18-A3.21).

A4.25 In summary, our analysis shows that in the linear demand scenario, all MNOs have
an incentive to reduce prices significantly, but not to the bottom step (i.e. a partial
price reduction). [3<].

A4.26 In the constant elasticity demand scenario, we find that all MNOs have an incentive
to reduce prices to the bottom step (i.e. a full price reduction).

Impact on MNOSs’ profits

A4.27 Tables A4.20 and A4.21 show the estimated impact of NCCN 1046 on the total
profits made by each MNO on 080 calls.?’” The profit impact is calculated under the
linear and constant elasticity demand scenarios, and assuming different values for
the marginal cost of origination (0.8ppm and 2ppm).

2" This is the profit impact after MNOs have minimised their losses by adjusting retail prices as predicted under

our analysis of the Direct effect.
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Table A4.20: Estimated impact on MNOs’ profits of NCCN 1046: linear and constant
elasticity demand scenarios (MCO = 0.8ppm), £ million

Linear demand scenario CES demand scenario
MNO MNO

MNO
Price point profits
before

Change in
profits

Change in

Pl profits

after
080 - T-Mobile [-53%]
080 - Orange [¥<] [¥<] [-24%)] [¥<] [-2%]
080 - 02 [¥<] [¥<] [-17%)] [¥<] [-1%]
080 - Vodafone [¥<] [5<] [-12%] [¥<] [-1%]
080 - H3G [¥<] [¥<] [-24%)] [¥<] [-2%]
[X<] [<] [-27%] [X<] [-3%]

profits
after

Source: Ofcom

Table A4.21: Estimated impact on MNOs’ profits of NCCN 1046: linear and constant
elasticity demand scenarios (MCO = 2ppm), £ million

Linear demand scenario CES demand scenario

MNO MNO

] Change in :
p;%lltrs profits p;%lltrs profits

080 - T-Mobile [-59%] [-17%]
080 - Orange [3<] [3<] [-28%] [¥<] [-8%]
080 - 02 [5<] [5<] [-20%] [¥<] [-5%]
080 - Vodafone [3<] [3<] [-15%] [¥<] [-3%]
080 - H3G [5<] [5<] [-28%] [¥<] [-8%]
Total [3<] [3<] [-32%] [¥<] [-9%]
Source: Ofcom

A4.28 In contrast to NCCNs 1101 and 1107, the impact of NCCN 1046 on MNOSs’ profits on
080 calls is sensitive to the assumptions about demand and the marginal cost of
origination:

MNO
Price point profits
before

Change in

e the reduction in MNOSs’ profits on 080 calls is significantly greater under the linear
demand scenarios than under the constant elasticity demand scenarios. In the
linear demand scenarios, we find that MNOs have an incentive to reduce prices,
but not to the bottom step. Therefore, MNOSs’ profits are lower as a result of both
lower retail prices and an increase in termination charges. In contrast, in the
constant elasticity demand scenarios, we find that MNOs have an incentive to
reduce prices all the way to the bottom step. Whilst the reduction in prices is
therefore greater than under the linear demand scenarios, this is more than offset
by the fact that MNOs do not face any increase in the termination charges; and

¢ in addition, we find that the profit impact in the constant elasticity demand
scenario is significantly higher when we assume a higher marginal cost of
origination (i.e. £[3<] compared to £[3<] per annum). Whilst the profit impact also
increases in the linear demand scenario when we assume a higher marginal cost
of origination, the increase is considerably smaller in both absolute and relative
terms (i.e. £[3<] compared to £[3<] per annum). This is because the implied
increase in demand in response to a price reduction is smaller in the linear
demand scenario compared to the constant elasticity demand scenario.

A4.29 Overall, we find that MNOSs'’ total profits on 080 calls are estimated to fall by between
£[3<] and £[3<] per annum, depending on the assumptions about demand and the

141



marginal cost of origination. The profit impact is greater on those MNOs which have
higher average retail prices prior to the introduction of NCCN 1046 (on the basis of
the estimated we have used).

Impact on TCPs’ revenues

A4.30 Tables A4.22 and A4.23 show the estimated increase in TCP revenues under NCCN
1046 from 080 calls made by the MNOs’ customers, for each price point.>”® The
revenue impact is calculated under the linear and constant elasticity demand
scenarios, and assuming different values for the marginal cost of origination (0.8ppm
and 2ppm).

Table A4.22: Estimated impact on TCP revenue of NCCN 1046: linear and constant
elasticity demand scenarios (MCO = 0.8ppm), £ million

Linear demand scenario CES demand scenario

TCP TCP
revenue
after

TCP

Price point revenue Change in
before

Change in
revenue

revenue

revenues
after

080 - T-Mobile

080 - Orange

080 - 02

080 - Vodafone

080 - H3G

Source: Ofcom

Table A4.23: Estimated impact on TCP revenue of NCCN 1046: linear and constant
elasticity demand scenarios (MCO = 2ppm), £ million

e Linear demand scenario CES demand scenario
Price point revenue TCP Change in TCP
revenue

before (EVEREE revenues
after after

Change in
revenue

080 - T-Mobile

080 - Orange

080 - 02

080 - Vodafone

080 - H3G

Source: Ofcom

A4.31 TCP revenues from 080 calls made by the MNOSs’ customers are estimated to
increase by around £[3<] per annum in the linear demand scenario, irrespective of
the assumed marginal cost of origination.

A4.32 In the constant elasticity demand scenario, TCP revenues are unchanged as a result
of our finding that all MNOs have an incentive to reduce prices to the bottom step
(i.e. a full price reduction, so the termination charge remains at zero).

2’8 This is the revenue impact after EE has minimised its losses by adjusting retail prices as predicted under our

analysis of the Direct effect.
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