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EXECUTIVE SUMMARY

1 This report to the European Parliament Committees on Internal Market and Consumer
Protection and Industry, Research, and Energy provides briefing in relation to the
proposed extension in time and scope of the Roaming Regulation 2007 (‘the
Regulation’), otherwise due to come to the end of its validity in June 2010. Under the
Regulation, an EU-wide limit (the ‘Euro-tariff”) which declines each year is imposed on
the retail charges that mobile telephone companies are allowed to charge per minute of
roaming telephone calls made or received, and also to the wholesale charges levied by
operators for carrying these calls. There are also requirements for transparency of
charges.

2 The Commission’s proposals are to extend the Regulation for a further three years, with
reduced price limits and a limit on call set-up charges, and to broaden its scope to
include applying price limits to short text messages (SMS) and data services (including
multi-media services, MMYS)

3 The 2007 Regulation has substantially reduced prices for voice roaming services.
Demand elasticity is uncertain but may be lower than the values claimed in the recent
EC Impact Assessment, meaning that the reductions in price caused by the Regulation
did not cause the volumes of calls made to be much greater than they would otherwise
have been.! If elasticity is low, this implies that the Regulation has probably reduced
profits as well as prices.

4 The proposed extension of the Regulation is required in order to give legal effect to
regulatory interventions that could not be justified under the normal framework of
telecommunications regulation, since no operators have been found to be in a position of
dominance or to have Significant Market Power in a relevant market.

5 The arguments for the proposed extensions of the Regulation include

— the fact that most customers place little weight on roaming charges when
deciding which mobile operator to use, limiting competitive pressures for price
reductions;

— the fact that prices per second or per message are often far higher for roaming
services than for domestic mobile phone use;

— claims that roaming services are priced far higher in relation to the costs of
supply than would be expected in a competitive market; and

— that the single European market would be better integrated if roaming charges
were further reduced.

' Our own empirical analysis estimates the demand elasticity for roaming calls made to be between -0.35 and -0.44, whereas the
range considered in the Impact Assessment was between -0.5% and -1.2%. Please see Appendix 1: Overview of the Mobile
Telephony Market.
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6 The Commission’s Impact Assessment concludes that implementing its proposals to
extend the Regulation would have a beneficial effect on welfare (meaning the total of
consumer surplus and firms’ profits). In essence, the Commission thinks that roaming
prices are simply too high. However, in our view the Impact Assessment has not been
able to establish that the effects of extending the Regulation would be to improve overall
welfare.

7 The present economic recession adds significant weight to the arguments against
interventions that would reduce profits and discourage investment, unless the need for
such regulations is clear and well established.

8 The report also addresses a number of specific questions, as follows:
What effects could be foreseen if the Regulation is not extended beyond 30 June 20107?
9 If the Regulation is not extended beyond 30 June 2010 the most likely effects would be:

e Prices would tend to stabilise at the levels of the caps imposed by the
Regulation for 2010. In theory they might rise but in practice this seems
unlikely, as it would be politically provocative and damaging in terms of
reputation with consumers.

e There would be more variety in tariffs offered and more intense competition
in provision of roaming services than if further price and probably profit
reductions were to be imposed, because the margins would be higher and
more attractive to competitors.”

e The risk of any “waterbed” effects, meaning increases in prices other than
those subject to the limits, would be avoided.”

Should the duration of the Regulation be extended?

10 There is general expectation among those we consulted that the Regulation will be
extended, reflecting widespread beliefs (rational or otherwise) that roaming charges are
too high. Were it not for this perception, which may have created a political imperative,
there would be strong arguments against extending the Regulation particularly in present
and prospective economic circumstances.

% This does not imply that there would be no competition if the Regulation is extended, nor is it a forecast about how strongly
competition would develop, but simply the observation that higher margins would attract more entrants. Please also see Appendix
2: Stakeholder Views, which notes the operators’ views that the Roaming Regulation has stifled market tariff innovation.
However others have observed that the regulatory interventions may have paradoxically provided a spur to some tariff innovation,
partly perhaps in order to try to avert the threatened interventions, and partly as a result of heightened consumer awareness of the
issue.

3 According to Valletti and Genakos (2007) the occurrence of the waterbed effect is almost exclusively independent of market
competition. (Valletti and Genakos (2007) “Testing the waterbed effect in mobile telephony”” CEP Discussion Paper No. 827,
London: London School of Economics.)
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To which level should the price caps for voice calls ideally decrease or increase in case
of an extension of the Regulation beyond 20107?

11 If the levels imposed by the 2007 Regulation are accepted as the starting point, their
extension for a further period might be based on a forecast of possible cost trends. This
approach would imply limits broadly similar to those proposed by the Commission,
except that we question the validity of imposing a limit to set-up charges equivalent to
30 seconds (which is equivalent to a price cut of about 10 per cent) and that a higher
limit would be appropriate for calls received.

12 On this basis, Europe Economics recommends the same glidepaths chosen by the
Commission with the exception of maximum charges for calls received. Please see
Table 0.1.

13 If on the other hand the Parliament and Council judge that sufficient protection is given

to customers by the price caps that will be in place by 2010, a practical alternative would
be to extend these same limits for a further period (giving a wholesale maximum
average charge of €0.26 per minute, a retail call origination maximum of €0.43, and a
retail call received charge of €0.19).

Table 0.1: Charges Suggested by Europe Economics if Commission logic and starting
point are accepted

Wholesale maximum Retail maximum average Eurotariff
average charge (€ per minute)
(€ per minute)

All calls Calls made Calls received (EC
proposals in
parenthesis)

1 July 2010 0.23 0.40 0.18 (0.16)
1 July 2011 0.20 0.37 0.17 (0.13)
1 July 2012 0.17 0.34 0.16 (0.10)

N.B.: Wholesale charges are inclusive of origination, transit and termination costs; retail
charges exclude VAT.

Should the scope of the Regulation be extended to cover short message services (SMS),
multimedia messaging services (MMS) and other data roaming?

14 We agree that if voice is to be regulated, so too should the less commercially important
SMS services. However, we would not support the extension of price limits to data
services (including MMS), since regulation of a new and rapidly evolving section of the
market is likely to do more harm than good.

Should the Regulation apply at the wholesale and/or the retail level?

15 If the Regulation is applied to SMS this should be on the same basis as voice (i.e.
applied to retail and wholesale).
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Is it feasible at this stage to introduce an exchange for trading wholesale data or traffic
capacity between operators?

16 Such an exchange may develop from work currently in hand by the industry, but this is
not expected to be complete for some time, and would not be relevant to current policy
issues.

Longer term objectives

17 There are strong arguments against the indefinite extension of the Regulation. In order
to increase the prospects of bringing it to an end we suggest that it could be extended for
a shorter period than three years, perhaps 18 months, during which further analysis
could be made of the reasons why roaming prices have been found to be unsatisfactory.
An 18 month extension would maintain the regulation in force until the end of 2011,
giving time to complete all further studies necessary.

18 This analysis should be given focus through a strongly worded review clause, replacing
Article 11 in the present draft Regulation, specifying the criteria that should be satisfied
before the Regulation could be extended for a third time.
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1

INTRODUCTION

Terms of reference

1.1

1.2

1.3

The European Parliament Committees on Internal Market and Consumer Protection and
Industry, Research, and Energy requested a study related to the review of the Roaming
Regulation (Regulation 717/2007 of the European Parliament and of the Council of 27
June 2007 on roaming on public mobile telephone networks within the Community,
amending Directive 2002/21/EC).

The study builds on existing data and research (notably by the European Commission, the
European Regulators Group, market research institutions, and the GSM Association). A
critical assessment of the available information and documents is provided, and a number
of policy options are analysed.

This study reviews the issues involved in extending the duration and scope of the
Regulation. The main focus is on the following questions:

Extension of the duration of the Regulation

e What effects could be foreseen if the Regulation is not extended beyond 30 June 2010?
e Should the duration of the Regulation be extended?

e To which level should the price caps for voice calls ideally decrease or increase in case
of an extension of the Regulation beyond 2010?

Extension of the scope of the Regulation

1.4

e Should the scope of the Regulation be extended to cover short message services
(SMS), multimedia messaging services (MMS) and other data roaming?

e Should the Regulation apply at the wholesale and/or the retail level?
e What should be the basic characteristics of such Regulation?

e Is it feasible at this stage to introduce an exchange for trading wholesale data or traffic
capacity between operators?

A number of appendices support and document the arguments debated in the main body of
the report, depicting case studies on best and worst practice as well as tentative parallels
between the roaming case and experience from industries with arguably similar
characteristics.
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2

OVERVIEW OF EU MOBILE TELEPHONY MARKET

The EU Mobile Phone Industry

2.1

22

23

24

The total sales revenues of the EU mobile phone industry in 2007 were estimated as €137
billion, of which roaming services contributed €6.5 billion. Within roaming revenues,
voice was predominant at €5.2 billion; SMS was €0.8 billion, and data services including
MMS were €0.6 billion.*”

Companies in the EU mobile telephony market range from among the world’s largest
companies to relatively small operators; almost all now offer roaming services. Some of
these companies have been formed as spin-offs from the incumbent national operators
(BT, France Telecom, etc.) and others as commercial ventures by consumer-oriented
businesses in other fields (Virgin, many of the mobile virtual network operators referred to
as MVNOs). There are no EU Member States in which fewer than three or more mobile
companies are active, and in many countries there are many more; the practicalities of
international competition (the need for licences, marketing expenditure, network
investment or commercial negotiation etc.) do not appear to create excessive barriers to the
point of constraining competition One sign of market dynamics is that the largest mobile
suppliers in each country seem to have experienced a gradual decline in their market
shares (although these shares are still frequently quite high).®

There are many commercial links between mobile operators within the EU. Some of them
are formal, either characterised as direct ownership links or as joint ventures, and others
are informal, for instance in the form of marketing and branding agreements, airline-style
alliances, and minority shareholdings. Details of some of the main formal links are
provided in Appendix 1.

At least until recently industry revenues and volumes had been increasing, and the number
of mobile subscribers in the whole of Europe has also increased rapidly. A high proportion
of potential customers probably now already own a mobile phone of one sort or another.
Technological advance and substantial investments have been prominent features of the
development of the industry and the focus for developing mobile markets is shifting from
attracting new subscribers to “migrating” subscribers from one section or technology to
another, for instance from 2/2.5G to 3G. However, between 2005 and 2007 there was a
decline in the development of 3G networks.

*EC Impact Assessment 2008, p 16 and 17.
> Note that the industry presents lower figures: data from 2007 provided to us by the GSMA have voice revenues at €3.6 billion, SMS
at €0.9 billion, and MMS plus all other data at €0.8 billion.

® Please see Appendix 1: Overview of the Mobile Telephony Market.
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25 It is not yet clear how badly the industry as a whole will be affected by the general
economic recession, but it would be reasonable to expect a significant reduction in the
numbers travelling and wishing to make use of roaming services. There are already
reports that some mobile telephone companies are facing the need to lay off staff.’

Roaming Services

2.6 As regards voice, the proportion of customers that roam in any one month varies by
country within a range of about 2 — 20 per cent, depending on the volume of cross-border
movement in each country (typically lower for larger, self - contained land mass
countries).

2.7 In order to offer roaming services to retail customers, operators need to contract with other
operators for wholesale services. The revenues from wholesale services are not of course
additional for the industry as a whole but merely redistribution between operators of the
retail revenues.

2.8 The following table and chart provide a breakdown of retail revenues from roaming
services as between voice, SMS and data. Voice revenues account for about 75 per cent of
total retail roaming revenues. Please note that the usual observed seasonality in revenues
(i.e. that peak season is in the high summer months) is a major factor, in addition to the
entry into force of the Roaming Regulation in Q4 2007, explaining the sharp fall in
revenues between the third and fourth quarters of 2007.

Table 2.1: EU Mobile Roaming Revenues 2007-2008

Revenue (€ 000s) 2007 Q2 2007 Q3 2007 Q4 2008 Q1

Retail 1,723,053 2,185,316 1,264,269 1,295,562
Voice 1,403,038 1,707,916 918,261 920,154
Sms 188,648 295,407 175,724 186,382
Data 131,366 181,992 170,284 189,026

Wholesale 609,154 771,542 383,503 377,510

Source: ERG 2008

"E. g. Sunday Times Business Section 9 November “Vodafone set to cut costs by £1bn”.

IP/A/IMCO/ST/2008-17 Page 3 of 200 PE 408.583



Chart 2.1: Breakdown of Retail Roaming Revenues (000 €)
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2.9  The following chart shows the breakdown of the market shares of retail services in each

quarter.
Chart 2.2: Market Share of Retail Roaming Services
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Roaming Market Separability

2.10  Roaming services are only one among those offered by mobile telephone operators,
contributing about 5 per cent of revenues. Roaming is in our opinion not a separate
market, but part of the mobile telephone market; it is clearly designated on the demand
side, but there are no companies offering solely roaming services (and it is hard to
envisage how such a separate roaming market could evolve under normal competitive
conditions). ®

2.11  For competition law purposes, according to Form CO and the Relevant Market Notice:

A relevant product market comprises all those products and/or services which are
regarded as interchangeable or substitutable by the consumer, by reason of the
products’ characteristics, their prices and their intended use.’

2.12  Likewise, according to the Commission Notice on the Definition of the Relevant Market
(1997),

...From an economic point of view, for the definition of the relevant market,
demand substitution constitutes the most immediate and effective disciplinary
force on the suppliers of a given product, in particular in relation to their pricing
decisions. A firm or a group of firms cannot have a significant impact on the
prevailing conditions of sale, such as prices, if its customers are in a position to
switch easily to available substitute products or to suppliers located elsewhere. '°

2.13  There have been a small number of cases in which the Commission has found the
existence of a wider product market owing to possible supply-side substitution, if a
manufacturer of one product can easily switch production to produce another product."’

2.14 1t follows that when defining a market the main questions normally relate to demand-side
substitutability; and from the customers’ point of view, although there are alternatives to
roaming services they probably are sufficiently distinct to meet the usual tests. Thus if one
considers probable substitutes for roaming to be SIM cards purchased in visited countries,
hotel phones/fixed lines, or VoIP, then statistical tests could give information on whether
roaming services should be seen as a market in its own right, or included in part of a wider
market with the said substitutes.

¥ The EC Impact Assessment on the other hand comments at p.35 that retail roaming services can be viewed as a separate market.

® Form CO, Section 6; Relevant Market Notice, §7.

12 07 (1997) “Commission notice on the definition of the relevant market for the purposes of Community Competition Law” OJ
C372/5[1998]4 CMLR 177.

! See, e.g. Case M.160 Elf Atochem/Rohm and Haas (Dec. of 28 July 1992); Case M.160 Avesta/British Steel/NCC (Dec. of 4
September 1992); Case M.289 Pepsi Co./Kas (Dec. of 21 December 1992); Case M.477 Mercedes Benz/Kdissbohrer, OJ 1995
L211/1; and Case M.554 Dalgety/The Quaker Oats Company (Dec. of 13 March 1995). (Bellamy & Child (2001) “European
Community Law of Competition” Fifth Edition, London: Sweet & Maxwell.).

12 Interchangeability is typically gauged by looking at the cross-elasticity of demand between substitutes; e.g. if the price of one
product should change, how will the demand of its potential substitute react. Conventionally, policy makers look to the SSNIP
(“small but significant non-transitory increase in price”) or 5 per cent test to assess this. If the resulting substitution effect away from
the product is large enough to make a five per cent price increase unprofitable then further substitutes should indeed be included in the
market definition.
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2.15

2.16

2.17

2.18

However, this still does not directly answer the question that is relevant for considering the
Roaming Regulation, which is whether roaming services can be analysed separately or
whether they are to be considered as components in a bundle or basket of services one
subscribes to when signing up for mobile services overall?

From the costing perspective, it is difficult to envisage that roaming services could be
assessed in their own right independently of other mobile services. Roaming is an
auxiliary service (albeit now ubiquitous) for domestic mobile services — for voice, SMS
and data alike — and requires the same capital and network infrastructure for call
origination, transit, and termination. If one is looking at costs of roaming as a basis for
pricing, one must therefore take into account both common and fixed costs that are
intrinsic to the mobile industry. Therefore, one cannot reasonably assess the prices of
roaming services in relation to their costs without taking into account all services offered
by mobile network operators. This is not least because no operator currently exists which
sells just roaming services (and conceptually this is somewhat difficult to imagine,
although SIM cards working in different countries have been advertised).

Another caveat stems from the argument that the appeal of voice and SMS roaming
services to consumers stems from the ability to use one’s domestic number as one would at
home when travelling across borders. This is one reason that some see the potential
substitutes mentioned above as limited in their competitiveness with roaming. For
example, even if a consumer is able to cheaply and easily obtain a foreign SIM card to use
in place of roaming services when travelling abroad, receiving calls when abroad is likely
to be impossible without first distributing the new number to the person placing the call,
say via e-mail or an SMS.

In summary, roaming is best understood as an integral part of the main mobile telephony
market from supply and demand sides alike.

The effects of the Roaming Regulation 2007

2.19

The 2007 Roaming Regulation, applying to voice but not SMS or data services, came into
effect at the end of the third quarter of 2007. It reduced prices charged substantially, and
by more in some countries than in others as it imposed the same price limits throughout the
EU. Tllustrations are taken here from UK, Germany, and France; similar charts for all
other Member States are provided in Appendix 6.
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Table 2.2: Price of outgoing roaming calls in the United Kingdom
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Table 2.4: Price of outgoing roaming calls in France
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Source for above figures: http://ec.europa.eu/information_society/activities/roaming/index_en.htm.

220  In considering the effects of the 2007 price reductions on industry revenues and profits it is
important to take seasonal factors and possible effects on volumes into account. Table 2.1
shows that revenues from voice services, where prices had been capped, were almost
halved between the third and fourth quarters of 2007, but revenues would have fallen
sharply between the third and fourth quarters in any event due to the end of the main
holiday season; and it is possible that volumes may have been increased as a result of the
price cuts.

2.21  However, this is a matter of contention, and the industry association, GSMA, says that
roaming revenues have been reduced by the Regulation.

2.22 A more detailed review of the EU mobile phone industry and mobile roaming services can
be found in Appendix 1.

IP/A/IMCO/ST/2008-17 Page 8 of 200 PE 408.583



3.1

32

3.3

PROPOSED POLICY OPTIONS

We assume that the European Parliament would wish the policy options considered in this
briefing to be the most serious or useful possibilities, with other issues treated in the
discussion (including our recommendations on the preferred policy options to adopt). We
therefore limit the list of policy options to the following:

e Option 1: The Regulation is allowed to expire on 30 June 2010 and is not
replaced.

e Option 2: The Regulation is extended for a further three years and its scope is
also extended to cover SMS and MMS/other data (the full option currently
being proposed by the Commission).

e Option 3: The Regulation is extended for a further three years and is also
extended in scope to cover SMS, but not MMS or other data services.

e Option 4: The same as Option 3, but with regulation limited to wholesale
services.

e Option 5: The same as Option 3, but only for eighteen months whilst full
wholesale and retail competition analysis is carried out and the development of
competition is fully evaluated. This option would include the introduction of a
stronger review/sunset clause, and could pave the way to deregulation if
Option 1 is rejected.

Option 1 is the most liberal or deregulatory; after the expiry of the present Regulation the
market would revert to regulation through the standard framework for telecommunications
regulation and normal competition law. Option 2 is the package proposed by the European
Commission, under which the Regulation is extended both in time and in scope, to apply
ex ante price limits to SMS and data services as well as voice. Options 3 — 5 are
intermediate, considering less severe forms of regulation, and in the case of Option 5, its
application for a shorter period than three years. The focus of Option 5 is on finding a
route through which it would be practical to bring ex ante regulation of roaming services to
an end, having dealt with the issues that led it to be introduced.

This chapter opens by providing a high level review of the five policy options outlined
above. The underlying analysis and discussion of other issues, including whether it is
feasible to introduce an exchange for the trade of wholesale traffic capacity between
operators, are in the following Sections and Appendices. First, we comment on the
possible regulation of “passive” calls only.
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Note: On regulation of ""passive’ calls only

1. It is convenient to comment here on the question raised in the first EC Impact
Assessment (20006), as reiterated on page 40 of the most recent EC Impact Assessment
(2008), on whether regulation of "passive" roaming calls (i.e. calls received) but not
"active" calls might be a way to avoid excessive regulatory pressure.

2. Some mobile operators are already devising specific tariffs whereby charges for received
calls when roaming are completely waived. Such charges are recovered from callers to
mobiles via termination charges following the same (European) scheme of calling party's
network pays (CPNP), as also observed in the domestic market.

3. Examples of the "free" received roaming calls today in the EU include the following
active residential offers:

e Vodafone Passport (including a one-off connection charge):
o 3 Like home (including a one-off access fee to the tariff scheme as a whole);

e Multi-country SIM cards (being planned by some operators and already active in some
Asian and EU locations: see Hong Kong/China case study in Appendix 3);

e Independent, pay-as-you-go SIM cards working in more than one country sold on a
commercial basis on the Internet, as well as foreign MVNO cards available at relatively
low prices for unlocked phones only (but entailing the acquisition of a local mobile phone
number).

4. However, we are also aware of several possibilities being considered at a national and
European level at the moment on the introduction of receiving party pays (RPP) calling
regimes for domestic calls too. These proposals, whilst understandable from an economic
and cost attribution standpoint, might encounter strong opposition because of the
established mindset of the European consumer about the (seemingly) free nature of
receiving calls. Moreover, RPP in the EU would legitimise the current roaming approach
that other institutions within the Union are fighting to change.

5. Our expectation is that the arguments in favour of "free" received calls will prevail, but
we see this as a matter for the market to decide. Our recommendations and discussion of
the policy options therefore relate to both active and passive calls (as well as SMS as
applicable).

Option 1: Regulation allowed to expire in 2010

3.4. The general view among the stakeholders and experts with whom we have discussed
these issues is that it is extremely unlikely that the Regulation will be allowed to
come to an end in 2010 without any extension. However, this is a matter of political
judgement that should be taken into consideration by the European Parliament and
Council rather than in this Report.

3.5. If the Regulation were allowed to expire in 2010, which is what is favoured by the
industry with the exception of a few new entrants, both wholesale and retail voice
tariff would become unregulated (as before 2007) and both texting and data traffic
would still be unregulated (the current situation).
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3.6

3.7

3.8

39

3.10

Allowing the Regulation to end without an extension would not necessarily imply that the
decision to introduce it was a mistake, since in 2006 official competition policy
investigations were taking place under both Article 82 and Article 81 EC Treaty and the
national regulatory authorities (NRAs) were in the process of investigating whether any
roaming wholesale operators were in a position of significant market power. All of these
investigations have now been concluded without finding any operator to be in a position of
market power in a roaming wholesale market, and without any adverse findings under
Article 82 or 81.

Although it is never possible to be sure that there are no undetected competition problems,
in the absence of hard evidence to the contrary one must assume that both the wholesale
and the retail roaming markets are operating in a reasonably competitive manner by the
standards required by EU competition law and the general framework of
telecommunications regulation.

In our view before the Regulation imposed limits roaming was being priced throughout the
industry (including per-minute pricing strategies) according to demand elasticity so as to
achieve higher contributions to fixed costs and to profits than from other parts of the
commercial mobile phone offer. This is in line with industry views (although explicit
cross-subsidisation has never been admitted).

Against this background, the effects to be expected on prices if the Regulation is not
extended are most likely to be the stabilisation of roaming tariffs per unit around the
current Euro-tariff caps and the proliferation of more and more non-unit based bundled
tariff based on flat-rate packages including roaming as one of the services on offer."
Customers would still be able to buy roaming services on a separate basis at prices in line
with the 2010 Euro-tariff. In the absence of an extended Regulation the industry would be
under no regulatory pressure to reduce prices below Euro-tariff levels, but on the other
hand it would be highly naive for the industry to raise unit price."*

We would not expect further significant reductions in average roaming charges in the short
term at least. More tariff dynamism should, however, be observed as roaming becomes
priced according to demand rather than regulation, and in time we would expect prices to
again reflect different demand and cost conditions in different parts of the EU.

13 Our discussions with members of the industry have led us to believe that the market is moving away from per unit
pricing in the direction of flat rate plans. This is partly to accommodate more transparent and accessible pricing schemes
for data roaming.

" It would of course be possible to extend the Regulation without requiring further reductions in price, or allowing higher
prices, if this were thought necessary.
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3.11

3.12

3.13

With regard to the likely effects on industry profits of allowing the present Regulation to
come to an end in 2010 rather than imposing further price cuts, there is contention. A
reduction in price (however caused) is almost certain to increase volumes to some extent;
and this may help to offset loss of profits on the previous volumes. The Commission
Services have advised us that confidential data they have received through ERG suggest
that elasticity is quite high, so that the imposed price reductions will not have had a large
negative effect on profits.'

Industry opinion is, however, that elasticity of demand (the percentage increase in volume
of sales resulting from a given reduction in price) for roaming services is low. In time, as
technology develops and consumer awareness increases, demand may become more
elastic but for the present the anecdotal evidence collected from the majority of industry
respondents points to relatively weak substitution possibilities from fixed telephony,
foreign SIM cards, hotel phones, e-mailing, VoIP etc. There are some difficulties for a
consumer once in a foreign country in avoiding the roaming charges of his or her mobile
operator.

There is no obvious evidence from the data collected by ERG that volumes were relatively
higher in the countries where the Regulation imposed the sharpest price cuts, as one might
expect if elasticity generally were high.'® The following table compares elasticity
estimates between the Commission, industry (GSMA), and Europe Economics.

Table 3.1: Comparison of Elasticity Estimates

Commission -0.55to-1.2
GSMA -0.25

Europe -035 to -
Economics 0.44

Sources: Commission Impact Assessment 2008, GSMA response to public consultation 2007,
Europe Economics, 2008

3.14

If elasticity is indeed low, then allowing the Regulation to come to an end rather than
imposing further price cuts would avoid a further negative impact on profits. This
consideration probably deserves more weight in a recession than if market conditions were
generally buoyant.

15 See the Impact Assessment, p. 93. “”’The profit impact in 2009 — 2010 would then lie somewhere between a decrease of 2.14% and
an increase of 0.27%. The impacts on industry are thus rather small”.
10 See Appendix 1: Overview of the Mobile Telephony Market.
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3.15 There is next the question whether charges to other customers would be increased if prices
to roaming customers are reduced by regulation, referred to as the “waterbed effect”.!”
Demand elasticity should be much higher domestically than for roamers, because domestic
tariffs and service standards are the main factors on which potential customers focus when
deciding which operator to use and how frequently to use the service. As a result,
domestic tariffs tend to be more competitive and varied than roaming tariffs.

3.16  This puts a limit on the extent to which operators could succeed in compensating for an
imposed reduction in roaming charges by an increase in domestic rates. However, this
does not mean that there would be no such waterbed effect. If the overall returns being
achieved by the mobile phone industry including roaming are competitive, as seems likely,
then a reduction in roaming charges would in time be offset through other charges,
maintaining the overall competitive returns required by the market. Such possible
waterbed effects would be avoided if the Regulation is not extended (Option 1).

Option 2: The Commission proposals

3.17  Option 2 would be the extension of the current Regulation in its present format for another
three years, including SMS and wholesale data (both MMS and PSD). This is the full
option proposed by the Commission.

3.18 The Commission (advised by the European Regulators’ Group (ERG)' and we
understand also with support from some or all Member States) believes that consumers
exert so little constraint on roaming charges, and that prices for roaming services are so
high in relation to costs and to the prices for mobile services in domestic markets, that
regulatory intervention is justified. Commission websites even include a popular style
video illustrating the alleged unfairness of high roaming charges. "

3.19  There are persuasive reasons for treating SMS roaming services in the same way as voice.
It is a relatively simple service, like voice in using little capacity, and is often an alternative
to voice messages. However, the data market (including MMS) raises more complex
issues and for the reasons discussed below Option 2 is perhaps excessive in that it might
jeopardise the development of the data market, which is in its infancy.

320  Whereas voice and probably SMS may deserve some form of protection at the retail level,
another issue with Option 2 is that it would offer a further protection by regulating
wholesale as well. This might favour the entry of new players into the market by making
wholesale access easier for them. On these grounds, Option 2 might be acceptable in the
short run.

' The “waterbed” effect is an increase in prices in one part of a market in response to a price reduction in another.

'8 The European Regulators Group for electronic communications networks and services was set up by the Commission “ to provide
a suitable mechanism for encouraging cooperation and coordination between national regulatory authorities and the Commission, in
order to promote the development of the internal market for electronic communications networks and services, and to seek to achieve
consistent application, in all Member States, of the provisions set out in the Directives of the new regulatory framework.” (ERG
website) .

' hitp://212.68.215.195/europa/roaming_clip_hq_03_en.wmv.
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3.21

3.22

3.23

The current Commission proposal to include data in the Regulation subject to a wholesale
“safeguard cap” of €1/MB indicates that data might be subject to more onerous price
regulation in the future. We would rather recommend that data be unregulated completely
unless there is a compelling case in favour of its price regulation because of continued high
prices even after the market has fully developed, which can only be ascertained in a few
years from now, typically after 2010.

Moreover, we do not believe that Option 2 is the optimal solution for data in the longer
term, in that the data market should be left free to develop and only be subject for the time
being to ex post competition policy surveillance. The technological advances and
preferences of different kinds of consumer, and the products to be developed, should be
left to market forces and not constrained by regulation in the absence of very clear
evidence that this is necessary.

Discussion of the price levels to which caps should be set if Option 2 is adopted follows
later in this report.

Option 3: The Regulation would be extended for a further three years and cover SMS as
well as voice, but not MMS or other data services

3.24

3.25

Option 3 may be a more acceptable compromise between the Commission and the
industry, if such a compromise is an appropriate way of thinking about the issue.
Excluding data services from the scope of regulation should help to ensure that the
roaming sector develops towards data traffic and away from simple voice and texts to such
an extent that in 2012-2013 the only services of interest to most customers would in fact be
for data only, treating voice as a sub-set of data services. This development would also be
due to the development of alternative means of international wireless communication that
might encompass voice as part of packet data, such as extended VoIP and WiMAX
wireless technologies.

To summarise: under Option 3, the proposed Commission package would be stripped of its
data and MMS component and be limited to the regulation of traditional voice calls and
SMS only.

Option 4: As Option 3, but only regarding wholesale access (retail tariffs to be liberalised
on 1 July 2010).

3.26

3.27

Option 4 is the same as Option 3, but with wholesale regulation only. Thus, under Option
4 retail roaming prices would be liberalised starting on 1 July 2010.

This Option is a more liberal alternative to Option 3, and it might be adopted by the
European Parliament and Council in combination with competition policy (ex post)
monitoring of the retail market. This option is the one preferred by new entrants into the
mobile phone industry (such as 3G-only network operators) because it would still protect
new entry and constitute a valid short-run alternative to a fully-fledged wholesale capacity
market mechanism, while keeping retail tariffs free from price regulation both for
voice/SMS and data.
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3.28

We have already explained our view that if there were no controls on retail prices they
would be unlikely to continue to fall on the paths proposed by the Commission. There
would then be less short term advantage for roaming customers, to some extent at least
balanced in overall welfare terms by the advantage to shareholders. In the longer term, the
higher profits from roaming would increase the attractiveness of providing these services
and so tend to increase the degree of competitive pressure e.g. from new entrants and new
tariff options from the established service providers.

Option 5: Extension for a limited period, excluding MMS and data, and with a
strengthened review / sunset clause

3.29

3.30

3.31

3.32

A further possibility would be a reduced-form Regulation, to last for a shorter period than
three years - say eighteen months - and possibly excluding MMS and data from its scope.

The extension for a shorter period than three years would be sufficient for a detailed
wholesale and retail competition analysis to be carried out and for the development of
competition to be fully evaluated. This option would include the introduction into the draft
Regulation of a stronger review/sunset clause that could pave the way to deregulation.

The review clauses in the Commission’s present proposals, in Article 11, would require the
Commission to ‘review the functioning of this Regulation and report ... no later than 31
December 2011°. This review would include considering whether the Regulation has
achieved its objectives, and whether in the light of developments in competition and
consumer protection there is any need to strengthen it further.

A stronger version of the clause would be more specific in setting out conditions that
would need to be established before any further extension of the Regulation should be
proposed; for example:

(a) Has it been confirmed that the roaming services should be regarded as an integral part
of the overall mobile telephony market rather than as a separate market?

(b) Has any evidence been found of substantial benefits or harm for third parties (positive
or negative externalities) from the use of roaming services?

(c) What are the obstacles if any in the way of either established mobile operators or
potential new entrants in offering innovative roaming packages?

(d) If it is confirmed that roaming services are part of the mobile telephony market, has
that market (wholesale and retail) been found to be operating in a competitive manner?

(e) If the answer to (d) above is in the affirmative, has any good reason been found to
justify regulatory intervention in the relative prices charged by competing mobile
telephone operators to roaming and other customers?

(f) Has any evidence been found of consumers being misled about the terms of the
roaming component of the packages they select?
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3.34
3.35

Option 5 would be the most attractive proposition in terms of market liberalisation in that
it might justify ending price regulation sooner, and arguably favour the shift of all roaming
and other services towards data-only traffic. However, in order to extend the Regulation
for less than three years, arrangements for a full competition policy analysis and ex post
market surveillance should be in place. Otherwise, Option 5 might under-protect roaming
customers in the medium run.

Therefore, our caveats as already expounded for Option 1 also partially apply to Option 5.

In order to partially strengthen the coverage of Option 5, the Regulation (to be extended
for say eighteen months) might present two further sub-options:

(a) The Regulation might cover just voice (Option 5A); or
(b) It might cover voice, SMS, MMS, and other packet-switched data (Option 5B).

Summary of options reviewed

3.36

Table 3.2: Summary of five options after 2010

The main features of Options 1-5 are summarised in the table below.

Price limits Option 1: Option 2: Option 3: Option 4 Option 5 (a): | Option 5 (b):
applied to: no EC 3 years Option 3, 18 month 18 month
extension proposals extension but extension extension
of RR +SMS wholesale
only
Voice:
a) Retail No Yes Yes No Yes Yes
b) Wholesale No Yes Yes Yes Yes Yes
SMS:
a) Retail No Yes Yes Yes Yes Yes
b) Wholesale No Yes Yes Yes Yes Yes
MMS and other data:
a) Retail No No No No No Yes
b) Wholesale Yes
No (“safeguard No No No Yes
cap”)
;Fer:gisri?;e;g No Yes Yes Yes Yes Yes
]Caglllzgced review N/a No No No Yes Yes

Source: Europe Economics

3.37
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In the remainder of this Report we discuss the main points raised by the Terms of
Reference for this study, provide comments on the data and background information
collected during the stakeholder feedback analysis for this study, and suggest overall
conclusions.
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4

EXTENSION OF THE REGULATION’S DURATION

What effects could be foreseen if the Regulation is not extended beyond 30 June 20107?

4.1

42

43

4.4

There is no doubt that the existing Regulation caused sharp reductions in roaming charges.
Our Appendix 6: EU Mobile Roaming Price Data provides a detailed description of price
trends in the Member States. On each chart, the actual prices are compared to the Euro-
tariff price level, including VAT.

These charts also show that before the implementation of the Roaming Regulation in
September 2007 roaming prices differed widely between customers in different Member
States. For example, in September 2006, citizens of some countries paid on average in
excess of €6 to make an outgoing roaming call, while others paid as little as €3.37.
Following the Roaming Regulation outgoing calls in each country were in line with each
other, and usually between €2 and €2.50.

Thus between March 2007 and September 2007 there were substantial drops in tariffs for
both incoming and outgoing calls. However, once the Euro-tariff level was implemented
in September 2007 there were very few significant price movements. In many cases,
prices stayed virtually unchanged or rose slightly, even across different operators in the
same country.

Given this price pattern, the question we start by asking is: how would prices then react if
the Regulation were to expire in 20107

Would voice roaming prices increase?

4.5

4.6

In theory, in the light of underlying cost and elasticity estimates circulated in a number of
publicly available roaming studies summarised in Appendix 8: Review of Relevant
Literature, there is the possibility that operators might tacitly collude and exploit their
position as providers of bottleneck facilities. As a result, it is argued, the price of roamed
voice calls would increase. Operators might scrap or fail to promote per-unit pricing and
try to “migrate” consumers to generally more expensive forfeit (pre-pay) packages that are
normally characterised by two-part tariffs (connection fee plus marginal price) and product
bundles. Eliminating the unit price component of roaming might blur the pricing picture
due to service bundling, and customers would be less able to choose, if they wanted to,
their roaming prices in isolation. ~Moreover, some service bundles give rise to
“abundance” offers whereby customers are only able to exploit lower prices if they use up
the totality of their allowed “free” minutes and text messages, including those which are
roamed. Typically, such offers only allow consumers to “carry over” unused minutes and
texts for a limited period of time, and they may complicate comparison of different offers
because unit prices will depend on ex-post effective usage levels and cannot be easily
predicted.

Another typical feature of non-unit roaming pricing which might emerge (or re-emerge)
should the Regulation not be extended after 30 June 2010 is two-part tariffs, as well as per-
minute billing, forcing consumers to pay fixed call set-up (connection) fees that are
independent of the call’s duration. It is well known from microeconomic theory that a
price-discriminating monopolist can charge a marginal price in line with marginal cost and
still extract — either in part or in full — consumer surplus via a fixed fee.
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4.7

4.8

4.9

However, the possibilities of collusion or other anti-competitive behaviour should not be
exaggerated. Although there are practical constraints on consumers choosing between
roaming services the mobile network industry as a whole displays many characteristics of
robust competitiveness. The industry is cross-border in nature, and therefore not limited
by geographic location. Firms in the industry range from small new entrants to some of
the largest companies in the world. The average market share of the leading operator in
each country is almost 40 per cent.”’ There are many commercial links between mobile
operators within the EU. Some of them are formal, either characterised as direct
ownership links or as joint ventures, and others are informal, for instance in the form of
marketing and branding agreements, airline-style alliances, and minority shareholdings.
There were over 140 operators contributing to the latest ERG data collection. (Appendix 1
provides a detailed overview of the market, and of some of the commercial relationships.)

It would surely damage consumer perceptions of mobile operators if they increased prices,
should the Regulation come to an end in 2010. Rising roaming prices following the
expiration of the current Regulation would immediately attract political attention and
probably provoke the immediate re-regulation of roaming charges. Moreover, the
publicity would be harmful to sales; it is unlikely that price increases at that juncture would
make business sense although in the longer run there is the possibility of creeping price
rises taking different forms.

We cannot be sure that prices would not increase if the Regulation is not extended, but it
does not seem likely.

Would voice roaming prices continue to decrease at the rate observed since 2006?

4.10

4.11

The GSMA and individual operators claim that roaming prices for both outgoing and
incoming voice calls have been decreasing for a longer period than the time covered by the
Regulation. This is shown in the AT Kearney report prepared for the GSMA in 2008,
which is summarised as a Consultation Response in the literature review (Appendix 7) and
gives price per minute for outgoing calls falling from €0.88 in Q1 2006 to €0.69 in Q1
2007, before the Regulation came into effect.”’ (The Commission, however, estimates the
cost of a call in that period to have been higher, so that the Regulation had a larger impact).

A counter-argument to the GSMA and industry claim that roaming prices had started
decreasing well in advance of the Regulation is that they only did so to respond to the
threat of regulation. Some pricing moves observed, for instance, in the French and
Spanish mobile phone markets in the run up to the Regulation might point in this direction.

20 http://ec.europa.ew/information_society/policy/ecomm/doc/library/annualreports/13th/SEC(2008)356 DTS Vol2final.pdf .
2! Exhibit 3, p48 of the Consultation Response.
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4.12

4.13

4.14

4.15

4.16

It has also been observed that the level of price competition in almost all European markets
has declined since the introduction of the Regulation, with prices stabilising around the
EU-wide levels imposed for outgoing and incoming calls since September 2007. A degree
of tariff innovation has, however, continued. Non-Euro-tariff packages have been
proposed, and continue being proposed, by incumbent operators in a number of European
markets, normally featuring flat rate offers or home marginal pricing plus a connection fee
(Vodafone Passport), and — in the case of relatively new entrants such as 3/Hutchison —
some packages have reduced the cost of incoming calls abroad to zero.

Some packages are only introduced during the summer season and tend to be withdrawn in
the autumn. Seasonal/holiday packages are not shown on the GSMA roaming price
comparison website because of their temporary nature. All of these packages are normally
characterised by bundled and “abundance” offers, so they are not directly comparable to
the Euro-tariff on a unit pricing basis. However, some operators claim that their plans are
more convenient than the Euro-tariff and that the existence of such an externally imposed
tariff might stifle further tariff innovation and take-up by unduly diverting internal
resources and demand attention towards the Euro-tariff.

The price data observed so far (collected by the ERG and by national regulators) are a
relatively short time series and do not allow us to infer any statistically significant price
trend from which to extrapolate the direction of future prices.

However, it is the opinion of DG Information Society that roaming prices for voice would
have not decreased to anything like the extent that is now observed had the Regulation not
been introduced; and we agree with this.

If the Regulation is not extended with reduced price caps, we do not expect that prices
would continue to fall at the rate observed since 2006.

Would voice roaming prices stabilise at around current levels (including the Euro-tariff)?

4.17

4.18

If the Regulation were not extended, operators might choose to keep existing roaming
prices for voice traffic unchanged. This would follow the trend observed since the
introduction of the Regulation (see Appendix 6). Prices would only decrease if this were
profitable to the operators, which is mainly a function of the own price elasticity of
demand for roaming services and of the cross-price elasticity of demand for roaming
services as opposed to possible substitutes such as local SIM cards, multi-country SIM
cards (where available), fixed telephony on location, hotel services, VoIP and Internet-
based communication including e-mails and chat rooms.

Considering the political sensitivities implied by a rise in roaming charges as a result of the
Regulation’s expiry, the possibility of prices stabilising around the Euro-tariff level, with
tariff innovation largely limited to bundled and flat-rate packages is in our view — in the
absence of technological breakthroughs —the most likely outcome.
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Should the duration of the Regulation be extended?

4.19

4.20

4.21

422

4.23

The discussion above has concentrated on the likely effects on prices and pricing
transparency if the Regulation is allowed to expire. However, some other important
considerations also need to be taken into account, notably the likely overall effects on
welfare (meaning the combined effects on consumer welfare and on profits).”> This is a
fundamental point in establishing the merits of the proposal.

The effects on welfare of the Commission’s proposals will depend significantly on the
shape of the demand curve. If demand elasticity is very low, even a sharp decrease in
roaming charges would not lead to a strong increase in consumption and hence the benefit
to consumer surplus and the profits of businesses paying reduced roaming charges would
be limited to the direct effect of the price cut (equal and opposite to the loss to suppliers).
However, if elasticity of demand is pronounced, then a reduction in roaming charges
would significantly increase the volumes of services supplied and hence consumer surplus.

The Autumn 2008 Impact Assessment performed by the European Commission argues
that, even under the lowest elasticity scenario, consumer benefit would more than offset
industry detriment in the case of continued price capping so that overall social welfare
would be increased. The Commission thinks that if elasticity is -1.2, meaning that
volumes would increase by slightly more than the percentage by which prices are reduced
(which2i3t believes is possible) then there would be an increase rather than a reduction in
profits.

Although it is not possible to be sure, our own view is that the elasticity of demand for
roaming services probably is rather low. This is for several reasons:

(a) Had elasticity been high for the industry as a whole it would have been higher still for
some of the individual companies, which would then have found it profitable to
compete by reducing prices aggressively before the Regulation was threatened.

(b) For most consumers, even high roaming charges are a small item of expenditure in
relation to the convenience of the service, so that relatively few would alter their usage
by much in response to a price reduction.

(c) Alternatives to roaming services are often likely to be less convenient or more
expensive, so that few customers would switch to mobile roaming in response to a
price reduction.

(d) We can find no evidence that since the introduction of the Euro-tariff volumes have
been significantly higher in those countries in which the price reductions were
24
greatest.

In the longer term elasticity may increase, as alternatives are developed, and as consumers
become more aware of the issue. However, in considering the likely effects of reductions
in price caps in 2010 it is probably best to assume relatively low price elasticity.

2 See Impact Assessment p 90, summarising the Commission’s welfare analysis: “... The model yields results that enable us to
select the policy option that maximizes overall welfare (industry profits and consumer welfare”).

2 See Impact Assessment Annex II, e.g. Table 7.

# See Appendix.6?
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The model used by the Commission to estimate effects on welfare depends on assumptions
about the costs as well as the extent of incremental supply. This is important, because if
the costs are incorrectly assessed then so would be the effects of any price reduction or
increase in volumes on profits, which with consumer surplus are the component of welfare
as measured in the model.

It is not entirely clear what cost concepts the Commission is using in reaching its
conclusions, although the text states that the methods used by two NRAs have been taken
into consideration, and that the costs of capacity used are not taken into account.”

Omitting consideration of capacity would in our view be a mistake. It is too short-term a
perspective; a cost measure that included the longer term costs of providing capacity in the
system would be theoretically preferable. It would lead to a higher cost estimate, and this
would necessarily reduce the calculation of any net welfare gain. This is not just a
theoretical point; some forms of roaming data service may make significant demands on
capacity.

We have discussed with the Danish regulator, NITA, the cost estimates it has provided and
recommended by to ERG as the basis for judgements about the appropriate levels of price
cap. These estimates rest on calculations of long run incremental cost for defined services
of the type that is now conventional in setting regulatory limits for access to essential
facilities in the telecommunications industry. NITA’s cost estimates apply to SMS and are
much lower than the numbers proposed for the price caps.

However, as is usual in modelling of this kind, the model on which NITA’s estimates are
based uses conventions to allocate those costs that are shared (or “common”) between
roaming and other mobile services; such allocations do not reflect causality, but are used as
a convenient way of ensuring that in a regulatory setting all costs are covered somewhere.
They bear no relation to the economic costs that are caused by the provision of roaming
services, nor therefore to the welfare analysis. In actuality, once the network costs have
been incurred the incremental cost of handling a roaming call are probably very small
indeed; but that is irrelevant to the efficient level of charges since any competitive
company needs also to recover its investment, according to the market value of the
services it provides.

To elaborate on this point, if a regulator has the task of setting price limits for a
monopolist, e.g. limiting the maximum price that a fixed line telecommunications operator
should be allowed to charge for access to its essential services, this would normally and
reasonably be done by calculating the long run average incremental (LRAIC) direct costs
of supplying the service, and adding a share of the LRAIC common costs and a normal
rate of return. The basis on which the share of common costs is allocated is more or less
arbitrary, although it can represent a large fraction of the calculated price limit.

In a competitive market, on the other hand, prices would be set according to the value of
the products and services supplied and the long term objectives of the supplier. It would
not be reasonable to base a decision to regulate prices in a competitive market on the
grounds that prices differ from those that would be set by regulators were the market not
competitive.

2 See Impact Assessment p90.
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4.34

If the correct perspective is that roaming is a more or less inseparable part of the overall
market for mobile services, and that overall market is generally operating under
competitive conditions, then in theory a regulatory intervention to reduce prices for some
specific services would lead in time to offsetting price increases (or deferred reductions)
for other services, so that the overall bundle of services continues to earn the competitive
average price. This “waterbed effect”, if complete, would offset the gains by consumers of
roaming services; the regulatory price caps would have redistributed charges between
consumers rather than reduced them.

However, this would in our view be too simple an analysis. The fact that the mobile
industry clearly charges a higher mark-up on incremental costs in the roaming sector than
on average, reflecting the lower demand elasticities, implies that a reduction in roaming
charges would not be fully offset elsewhere. There would be some such effect; but by no
means a complete offset. In terms of the effects on social welfare, offsetting price
increases for some customers reduces but does not completely eliminate the transfer from
suppliers to customers. If it leads to a less efficient tariff structure, in which overall output
is reduced because higher charges are applied to services subject to higher elasticity of
demand, this could reduce overall welfare.

Another important question is what would be the effects on competition in the longer term
should the duration of the Regulation be extended. If the Regulation continues to
concentrate on a ‘glide path’ menu for reducing marginal prices (units of consumption for
voice, text, and perhaps data), then there is the possibility that competition will decrease in
the long run, as operators converge towards Euro-tariffs. It is often thought that when
price caps are introduced consumers tend to think that the prices suggested by the
Regulators should be acceptable and adapt to them; the caps become the norm, and reduce
the competitive pressures. For this reason, the effect on long-run competition of an
indefinite extension of the Regulation might be deleterious. This includes the possibility
of a smaller number of tariff options and the simplification of tariff-making towards
marginal pricing, rather than options that give consumers an entitlement to so many
minutes for a fixed price per period, which might be better for them.

If the long term effects of regulation are to inhibit competition, then consumers as well as
producer interests would suffer.

To recapitulate briefly, the Commission’s Impact Assessment has not been able to establish
that its proposals would improve welfare. The reasons include the following:

(a) Elasticities are probably low, so that the Commission’s proposals would reduce profits.

(b) The cost estimates used appear to exclude the costs of capacity and to rely on arbitrary
allocations of common and shared costs. They are probably not relevant to welfare
analysis.

(c) There would be some increases in other prices, due to a partial waterbed effect.

(d) Since the model is a static analysis, no account is taken of the long term disbenefits to
consumers through distortions of competition or the incentives for investment.
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Consumer associations and VoIP operators thought that the Regulation should be extended
for one more regulatory period. They were, however, of the opinion that regulation is not
optimal in the case of roaming and that it should only be used as a stop-gap until sufficient
competition develops. They were therefore in favour of ex post competition policy
measures to replace ex ante price regulation in the medium run, although they believe that
2010 would be too early a point in time to end the Roaming Regulation.

In our view, there are strong economic and regulatory arguments against extending the
Regulation for a further period. However, as noted at the outset of this report, there is a
general expectation that the Regulation will be extended and we therefore continue by
discussing the form it should take on the assumption that it is in fact to be extended.

To what level should the price caps for voice calls ideally decrease or increase in case of
an extension of the Regulation beyond 20107

437

4.38

4.39

4.40

Per-second charging is proposed to be introduced from 1 July 2009 and it is being
proposed that any call set-up fee (connection charge) be capped at the value of 30 seconds
(Euro-tariff) of a call made. This change in itself would be equivalent to a price reduction
of over 10 per cent, since at present the first and subsequent minutes are often charged in
full even if the call lasts less than that. ERG has estimated that the effect of per-minute
charging is that consumers have been paying approximately 24 per cent more for calls
made a?éd 19 per cent more for calls received than if all charges were calculated per
second.

However, the justification for this proposal, which was supported by the ERG, seems to us
to be weak. The service which a consumer receives is not measured simply by the number
of seconds taken in a call, but also includes the availability of the service, so that a
combination of ‘set-up’ and per second charging is natural. There is no satisfactory basis
in any cost calculations for a regulator to impose a view that the set up charge should be
limited to the equivalent of 30 seconds (or any other such number). It is of course
important that the operators should make the basis for charges clear to customers. Some
customers might then prefer a higher set up charge and lower per second charge;
regulation should not seek to frustrate this possibility.

Turning to the question of the per second price caps, if Parliament and the Council is
content with the price limits imposed by the present Regulation and wish to take these as
the starting point it would be natural to suggest that future price caps should follow likely
underlying cost trends. After repeated discussions with the GSMA and individual
operators, we have come to the conclusion that — with the exception of NITA, the Danish
telecoms regulator — nobody, including operators themselves, has seriously attempted to
(bottom-up) model either short or long run average incremental stand-alone cost of
roaming because of the underlying technical complexities and the existence of large areas
of common and joint costs. (The study carried out by the Danish regulator was
particularly focussed on modelling the cost of SMS, MMS, and other data as opposed to
voice in particular.)

The operators have, however, criticised the approached followed in Denmark in attempting
to isolate the stand-alone (short run) cost of roaming texts.”” They also stress that roaming

26 http://www.erg.eu.int/doc/publications/erg_08 36 intern_roam_rep 080812.pd.
27 Please refer to paragraph 5.5.
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cannot be construed as a separate market because it is sold and bought as part of a product
bundle and its underlying supply (cost) structure is not easily separable.

The price of a unit (say, a minute) of voice roaming should include an allowance for
capital expenditure and depreciation, not only operating cost. Long run cost estimates are,
as mentioned, not available but for the purpose of estimating possible trends in future total
costs it is reasonable to assume that capital intensity in such an industry would be similar
to that observed in fixed line communications and utility industries. These are typically
capital intensive industries in which capital expenditure costs may be three times as large
as the annual operating expenditures. Let us assume, for the sake of reasoning, that mobile
phone operators in the EU should replicate the rate of Total Factor Productivity (TFP) of
their telecommunications sectors or their economies as a whole. This rate, at an EU
average level, was recently estimated for the European Commission by its Directorate-
General for Economic and Financial Affairs in a paper on the EU-US TFP gap by Havik et
al. (April 2008) and published in European Economy/Economic Papers no. 339
(September 2008).*® The analysis concerned 9 EU countries® plus the US over the
period 1980-2004 and covered a total of 28 industries, including Information and
Communication Technology (ICT), according to the NACE A31 industry taxonomy. The
international TFP frontier was determined by the country exhibiting the highest TFP level
in that particular industry, in one particular year, accounting for capital expenditure as well
as labour, energy, materials, and services following the established EU KLEMS database.

Considering all input factors and the ICT sector only, the leading country in one particular
year for the EU shows an ICT TFP growth at the frontier of 13 to 15 per cent. More
traditional industries did not grow in terms of TFP by more than 5 to 6 per cent each year
at the best of times and traditional capital intensive industries might grow as little as 1.5 to
3 per cent a year. The mobile phone industry is showing signs of maturity in the EU but
cannot be defined as being a fully mature industry yet, and is indeed quite competitive as
opposed to more traditional network industries. It does share technological features with
the fixed line industry and it would be unrealistic, considering network activities as well as
retail, to assume an annual TFP growth for this industry within the EU of more than 5 per
cent a year. However, in order to allow for cost reduction possibilities (both opex and
capex) at the frontier due to technological shift, we might assume that the frontier shifts
out more quickly in mobile telecommunications than in the ICT industry as a whole, and
perhaps assume a pre-tax improvement potential, in nominal terms, of 8 per cent a year.
Assuming 2 per cent theoretical Euro core (ex-fuels, ex-food) inflation a year (which is
nowadays a high estimate) would lead to a nominal ex-VAT unit price reduction of 6 per
cent a year.

In an economic recession, or even a period of low growth, increases in productivity are
likely to be harder to achieve. On the other hand, any nominal price cap becomes less
onerous as inflation declines (this was the reason for the use of the RPI-X formulation in
UK utility regulation, an approach widely followed in other countries also.)

The current ex-VAT retail charge reductions are (for voice calls made) projected to fall
under the current Regulation from €0.49 per minute to €0.43 (1 July 2009), and further
decrease to €0.40, €0.37, and €0.34 at yearly intervals until 1 July 2012 according to the
Commission’s proposal. Similarly, for received calls charges limits are proposed to

2 http://ec.europa.eu/economy _finance/publications/publication13143_en.pdf.
% These are Denmark, Germany, Spain, France, Italy, the Netherlands, Austria, Finland, and the UK.
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decrease, at the same intervals, from €0.24/minute to €0.22, €0.19, €0.16, €0.13, and €0.10
to 1 July 2012.

These nominal, ex-VAT unit price reductions are therefore in the order of around 8 per cent
a year for calls made and almost 24 per cent a year (on average) for received calls from
2009 to 2012, on top of a substantial reduction from the requirement for per — second
charging. The values for received calls are in excess of TFP estimates used by utility
regulators at a national level, whereas the proposed changes in the values for calls made
are more in line with what would be expected.

The high level of reduction proposed by the Commission reflects its view on Mobile
Termination Rates (MTR) in the EU and its willingness to reduce roaming charges for
received calls in line with MTR reduction at a national level. By requiring substantial
reductions the Commission might, however, induce a significant “waterbed effect” in both
mobile services (leading, for instance, to an increase in domestic tariffs) and fixed line
communications, since the costs that are not recovered via receiving charges might be
passed on to other customers.

Table 4.1: Charges Set by Roaming Regulation

Wholesale maximum | Retail maximum average Eurotariff (€ per
average charge (€ per minute)
minute)

All calls Calls made Calls received

29 June 2007 0.30 0.49 0.24

30 August 2008 0.28 0.46 0.22

30 August 2009 0.26 0.43 0.19

N.B.: Wholesale charges are inclusive of origination, transit and termination costs; retail charges
exclude VAT,
Source: OJEU 29/06/07

447

4.48

In order to limit any “waterbed” effect and the likely adverse effects on profits, if the 2009
price caps and the logic of cost-reflectivity in changes in those caps used by the
Commission is accepted the price caps for calls made might still go down by an average of
about 8 per cent a year in nominal terms (the Commission’s current proposal), although
this is slightly more than the figure of 6 per cent discussed in paragraph 4.42 above.
However, charges for receiving calls might have to decrease by less than the Commission
proposes. Reductions of the rate indicated by trends in TFP say 6 per cent a year would
lead to a final glide-path value for July 2012 of around €0.16 rather than €0.10. It is
intended that mobile operators would still be able to compete below these targets and that
MVNOs and new entrants (“challengers) will be able to undercut incumbents without
being subject to a “margin squeeze”. This assumes that wholesale charges (in essence,
those charges agreed between operators as part of IOT negotiations) would still be
regulated in the medium run (4-5 years) as also suggested by the new entrants we
contacted.

The Commission proposed in September 2008 that the Regulation extend its coverage of
wholesale charges at a yearly rate of reduction from July 2009 to July 2012 of around 15
per cent (nominal pre-tax). We are inclined to agree with the Commission on the rate of
reduction for wholesale charges because we believe that the latter should be higher than
the rate of imposed retail price reductions in order to encourage entry and avoid margin
squeezes.
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449  The following tables and charts map out possibilities for glide paths of voice telephony if
the regulation is extended in duration. It should, however, be clear that the glide paths
suggested, by the Commission and here by ourselves, rest on judgement about what seem
reasonable numbers if the price caps set for 2009 are accepted as the starting point and if
the basic logic of the Commission’s approach is accepted, rather than on any exact
economic calculation. Less severe reductions could be considered if the change to per —
second charging with a limit of 30 seconds for set-up charge is imposed.

Table 4.2: Charges for Voice Telephony Proposed by EC in Extended Roaming Regulation

Wholesale maximum | Retail maximum average Eurotariff (€ per
average charge (€ per minute)
minute)
All calls Calls made Calls received
1 July 2010 0.23 0.40 0.16
1 July 2011 0.20 0.37 0.13
1 July 2012 0.17 0.34 0.10

N.B.: Wholesale charges are inclusive of origination, transit and termination costs; retail charges
exclude VAT.
Source: http.//ec.europa.eu/information_society/activities/roaming/docs/regulation/reg_en.pdf
Chart 4.1: Voice Telephony Roaming Caps in Current Regulation and its
Proposed Extension
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Souce: European Commission, Europe Economics, 2008
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Table 4.3: Charges for Voice Telephony Suggested by Europe Economics: option 1

Wholesale maximum
average charge

(€ per minute)

Retail maximum average Eurotariff
(€ per minute)

All calls Calls made Calls received
1 July 2010 0.23 0.40 0.18
1 July 2011 0.20 0.37 0.17
1 July 2012 0.17 0.34 0.16

N.B.: Wholesale charges are inclusive of origination, transit and termination costs; retail charges

exclude VAT,
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Chart 4.1 above visualises the caps implemented by the current Roaming Regulation,
along with the proposed caps for its extension, in addition to which there would be the
effects of the proposed reduction in the minimum charge for the first minute of a call.
Overall, with the Commission’s proposals the cumulative percentage reductions between
2007 and 2012 would be: 43 per cent in the average price cap for wholesale calls, 44 per
cent in the price cap for retail calls made, and 58 per cent in the price cap for retail calls
received.

The chart also shows Europe Economics’ alternative proposed retail caps for calls
received, which differ from those of the Commission. These suggestions are on the basis
that the Parliament and Council decide to accept the price caps in the present Regulation as
a starting point and to extrapolate on the basis of plausible estimates of cost trends.

If on the other hand Parliament and the Council wish to extend the Regulation but do not
think it appropriate to make such fine calculations, one practical alternative would be to
maintain both retail and wholesale price caps at the limits reached under the present
Regulation by 2010. This would maintain a level of regulatory protection for customers
while avoiding the risk of imposing further reduction in profits in difficult economic
circumstances.

Table 4.4: Charges for Voice Telephony Suggested by Europe Economics: option 2

Wholesale maximum Retail maximum average Eurotariff

average charge (€ per minute)

(€ per minute)

All calls Calls made Calls received
1 July 2010 0.26 0.43 0.19
1 July 2011 0.26 0.43 0.19
1 July 2012 0.26 0.43 0.19
N.B.: Wholesale charges are inclusive of origination, transit and termination costs; retail charges

exclude VAT,
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5

EXTENSION OF THE REGULATION’S SCOPE

Should the scope of the Regulation be extended to cover SMS, MMS and other data
roaming?

5.1

52

53

54

5.5

In addition to voice services, mobile phones generally provide Short Messaging Services
(SMS), Multimedia Messaging Services (MMS), and data services. An SMS refers to the
transfer of short text (usually alphanumeric) messages between mobiles. SMS can also be
transferred between fax machines and IP addresses. An MMS refers to the transmission of
graphics, video clips, sound files, often accompanied by short text messages over wireless
networks. The distinguishing feature between SMS and MMS is the utilisation of
multimedia services. Finally, mobile phones now offer the feature for transmitting digital
data through internet protocol.

From a supply perspective MMS and data differ little: both depend on the same network
capacity and both rely on packet switching, the method of splitting data for transmission
and then re-aggregating it afterwards. SMS is also based on data transfer, but it uses
minuscule capacity amounts and does not generally utilize packet switching. However,
from a demand point of view, SMS and Voice are usually grouped together by the
consumer as they both provide straightforward and immediate communication services,
the only differences being in medium and continuity (SMS are discrete). MMS and data
are seen by consumers as similar, although MMS are extremely limited in capacity and
efficiency in comparison with data services, and it is unlikely that the long run consumer
would prefer MMS in isolation to SMS or data.

Regarding MMS and other (typically, packet switched) data including heavier mobile
(laptop) usage, the Commission is proposing a safeguard level of €1/MB wholesale cap
but no retail caps, whereas most operators including new entrants are generally against the
idea of regulating data services (mobile broadband) at this stage.

As already mentioned the Danish NRA (NITA) has undertaken a study on SMS, MMS and
other data services highlighting modelled marginal costs per unit (160-character SMS) of
no more that €0.02/0.03.

The NITA report has been greeted with some criticism by those opposed to the Regulation.
The main costs that the report has been criticised for overlooking include:*°

(a) Interconnect costs between the home operator and the host network via (eventually)
fixed line or satellite trunk networks;

(b) Signalling costs, as applicable;
(c) Interconnect costs to the external IP network, if the call transits over the Internet;

(d) Inter-operator billing and settlement costs, including clearing-house costs;

3% These criticisms do not necessarily reflect the views of Europe Economics. Please see Appendix 10 for more detail.
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5.10

(e) Other infrastructure costs (e.g., pre-pay billing check for prepaid SIM card customers,
retail billing);

(f) Application of content lock when roaming on another network (for instance, parental
control);

(g) Cost of roaming fraud losses and investment in specific roaming fraud tools and staff;
and

(h) Foreign exchange cost/risk, as applicable.

It should be noted that the €0.11/text final unit price for SMS as proposed in the glide path
regime by the Commission in September 2008 would be lower than the domestic SMS
level (including international SMS texting from a domestic base) currently observed in a
few high-price Member States.”’ These Member States are those driving the European
average. There is the theoretical possibility that in some high-price Member States the
SMS Euro-tariff might make it possible for arbitrageurs to resell low-price pre-pay SIM
for domestic usage. Our talks with Commission Services and ERG highlighted no
concerns with respect to this issue, which indeed seems a theoretical rather than a practical
possibility.

Considering modelling difficulties and the lack of transparency with regard to SMS and
data costing, we conclude that if voice charges continue to be regulated then SMS pricing
should be regulated at a price that bears a reasonable relation to the rate for making or
receiving a roaming voice call. Sending a text message when roaming may in some
circumstances be a substitute for making a call or it may request a call-back.

Currently, operators tend to price unregulated roaming SMS within the pricing interval of
an incoming and outgoing roamed call (Euro-tariff). We propose that price limits for
roaming SMS follow a path that is in line with that proposed for received calls: €0.18 in
2010, €0.17 in 2011, and €0.16 in 2012. Imposing a sudden reduction to €0.11 per
message might prompt some operators to try to make up for lost revenues on their
domestic markets and/or delaying investment and tariff innovation in advanced data
services (PSD and MMS).

It would not seem necessary to impose a regulatory limit on wholesale charges for SMS,
since these are the outcomes of negotiations between businesses and in the absence of
evidence to the contrary it is reasonable to assume that they would be settled in a normal
competitive context. Any alleged abuses against competition law would be pursued in the
usual way.

Table 5.1 compares suggested caps for SMS, and Chart 5.1 visualises it.

i Belgium, Italy, and UK for example.
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Table 5.1: Suggested Charge Caps for SMS in Extended Roaming Regulation, 2009/2010

Wholesale maximum | Retail maximum average Eurotariff (€ per
average charge (€ per message)
message)
All SMS SMS sent
European 0.04 0.11
Commission
ERG 0.04 —0.08 0.11—0.15
Europe Economics - 0.18 (2010),0.17 (2011), 0.16 (2012)

Source: EC, Europe Economics and ERG
Chart 5.1: Maximum Suggested SMS in an Extended Regulation, 2009/2010
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Note: For ERG figures, maximum caps are used.
Source: EC, Europe Economics and ERG

5.11 Regarding MMS and other data roaming, we do not recommend that the Regulation be
extended. According to all parties and stakeholders consulted, the data market is in a
phase of rapid growth and development. Regulating data at this stage might in effect “kill
off” the data market and discourage future investment in fast data packet transit
infrastructure. Although current prices are still high, we believe that the industry is already
shifting towards more credible tariff plans and flat-rate packages as opposed to per-MB
pricing.

IP/A/IMCO/ST/2008-17 Page 31 of 200 PE 408.583




5.12

5.13

5.14

5.15

5.16

It is also clear from recent developments that an increasing number of operators are
installing cut-off software on advanced mobile devices and laptop computers (not on older
2 and 2.5G handsets) to monitor data usage. In addition to cut-off pop-up messages,
operators are also in favour of flat-rate packages subject to fair usage conditions that would
in fact replicate in the roaming field the tariff schemes already adopted on a domestic
basis. Finally, the data market (as compared with traditional voice and SMS) is much
more exposed to competition from other broadband providers such as fixed links, wireless
Internet (also providing VoIP), wide hotspots featuring WiMAX technology, private
networks etc. In the data market, there is also an important role being played by business
users (international travellers), for whom there should be no regulation at all in any case as
their companies negotiate data traffic packages with the operators in a business-to-business
relationship. However, SMEs would have to be treated as small commercial users, hence
similar to residential rather than business customers.

For the reasons explained above, we believe that, if the Regulation is extended it should
cover both voice and SMS for one more regulatory period, while MMS and other data —
such as PSD — should not be regulated ex ante.

We doubt whether per-MB pricing has a future, since the industry is already moving
towards flat-rate packages for data services, which is arguably the best way to go to ensure
pricing transparency and to avoid “bill shocks” in the future. Per-MB regulation might just
stay as a nominal stop-gap, but we see no substantial role for it to play in the foreseeable
future, as tariff design is evolving away from per-unit data traffic pricing. Tariff design
should, in the future, reflect the nature of the service being provided, which is basically
access (connection). Therefore, we expect tariffs to evolve in the form of two-part
schemes whereby an access (connection) fee is paid for upfront, plus a marginal price if
usage exceeds a previously agreed threshold. Non-threshold usage should be priced
marginally and be subject to the prior agreement of the final user in order to avoid bill
shocks. This two-part tariff principle is frequently followed in capital-intensive (network-
based) industries such as the mobile phone industry.

Policy to protect consumers’ interests with respect to MMS and other data should be based
on competition policy instead of ex ante regulation. Part of competition policy
enforcement should include transparency requirements (pricing, data usage, cut-off points,
real-time metering) of the kind already identified by the Commission in its most recent
proposals.

Table 5.2 summarises a comparison of our suggested SMS and data caps with those of
ERG, EC, and NITA.
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Table 5.2: Comparison of Suggested SMS, MMS and Data Price

Caps (£)
2009/2010 ERG EC Europe For
Economics | comparison:
NITA cost
estimates
SMS (per text)
Wholesale 0.04- 0.04 - 0.01
0.08
Retail 0.11- 0.11 0.18 0.04
0.15
MMS
Retail
Send — - -- 0.28
Receive — - - 0.12
Data (per MB)
Retail - - - 0.95
Wholesale - 1.00 - 0.45

Sources: ERG (2008) and NITA (2008)
Should the Regulation apply at the wholesale and/or the retail level?

5.17 Regulating retail prices without regulating wholesale prices might in theory lead to
wholesale access agreements (IOTs) between traditional operators being kept artificially
high in order to keep out new entrants (“margin squeeze”); however, there is no
compelling evidence that this is occurring and, indeed, some IOTs reflect quantity
discounts that, if justified by underlying costs, are certainly not illegal and cannot easily be
challenged by new entrants on purely economic grounds. It would seem preferable to rely
on competition law to prevent any occurrence of anti-competitive pricing at the wholesale
level.
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What should be the basic characteristics of such Regulation?

5.18

If it is decided to apply both wholesale and retail regulation after 2010 the basic
characteristics should be the following:

(a) At the wholesale level, in the absence of a practicable wholesale capacity exchange

(see below in this document), the Regulation should be limited to Inter-Operator
Tariffs (IOTs). It is well known that such tariffs are rather secretively determined and
that bilateral contracts are in theory the preferred option. This status quo tends to
favour traditionally established operators (network incumbents) and their sister
companies throughout the EU. Outsider companies such as new entrants and 3G-only
operators may say that they face difficulties in replicating the terms and conditions
negotiated, often on a quantity discount basis, between the main operators.

However, quantity discounts are a perfectly legitimate means of price differentiation as
long as they are justified by underlying cost differences. If one believes that the
provision of capacity enjoys economies of scale due to its ‘lumpy’ nature, then
quantity discounts on IOTs have an economic rationale (cost reflectivity). Therefore,
the Regulation should not set flat unit wholesale rates as is currently being proposed by
the Commission. Rates should be expected to decline as quantities exchanged
increase. To impose this would, however, amount to regulatory micro-management.
We therefore recommend that the unit values currently being assessed by the
Commission be presented only as maxima for small transactions, and that quantity
discounts be allowed otherwise. **

(b) At the retail level, quantity discounts are not as relevant but they can still be allowed as

part of flat-rate bundles with extra usage allowances. Otherwise, unit price caps as
currently being proposed may be acceptable as a regulatory stop-gap in the short run.

Is it feasible to introduce at this stage an exchange for trading wholesale traffic capacity
between operators?

5.19

The idea of introducing an exchange for capacity trading is theoretically attractive. Similar
applications exist, in the commodity sector, in Europe and elsewhere. For instance, power
exchanges are active in the Netherlands, Germany, France and other EU Member States,
whereas Great Britain which pioneered the approach moved from a compulsory power
pool on to a system of bilateral contracts with non-compulsory exchange-based trading in
2001. Similar trading takes place at some gas hubs.

32

The alternative would be to make trading fully public via a wholesale capacity exchange whereby minutes are traded on both a

spot and forward basis (see IPX Appendix featuring a description of current GSMA arrangements, keeping in mind that the IPX is not
a compulsory capacity exchange).
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5.20

5.21

5.22

5.23

The advantages of a capacity exchange for wholesale traffic would be price transparency,
openness to new entrants, and (arguably) increased price competition as opposed to the
current bilateral contracts (IOTs). The disadvantages of a capacity exchange would be
administration and transaction costs, price determination issues in the presence of different
trading values of a minute or MB of capacity at different locations and different points in
time (giving rise to location-based and time-dependent pricing issues), and — more
generally — coordination and settlement costs. It would need to be overseen by a market
surveillance authority in order to prevent risking the abuse of market power. A voluntary
exchange would probably be deserted by some of the crucial operators in favour of
bilateral dealing, which might lead to consideration of making membership compulsory.

A trading scheme that might eventually develop into a fully-fledged exchange is currently
being tested by the GSMA. This scheme, known as the IPX, is not an exchange at this
moment and of course is not compulsory. It is organised as an Internet Protocol (IP)
electronic platform with trading and settlement facilities. The IPX is designed to exchange
IP-based traffic among all kinds of service providers in a secure environment. The IPX
environment consists of a number of carriers and service providers. The carriers will be
mutually interconnected when there is demand from a service provider. This eventually
forms an inter-working chain, in which all parties maintain technical and commercial
agreements and settlement is centralised. (The IPX is described in more detail in
Appendix 8 to this document.)

At this stage, given practical difficulties we do not believe that the introduction of a fully-
fledged, compulsory exchange for trade is feasible. We do, however, believe that the
introduction of a wholesale capacity exchange might be reassessed at the end of the period
covered by the Roaming Regulation (2010), also in view of any progress being made by
the IPX following its testing phase. Technological advances and real-time billing and
metering at wholesale and retail levels, in addition to the gradual migration of all mobile
services towards pure data via IP (including what is today known as VoIP), might make an
exchange perfectly feasible and transparent in a few years from now. When feasible, this
exchange might eventually replace the current wholesale schemes based on relatively un-
transparent [OTs.

We do believe, however, that the introduction of a wholesale mobile exchange at this stage
is still premature, both for roaming and for more general trading of minutes of voice and
MB of data. The technological development of fully IP-based communications in the
future might, however, change the status quo relatively quickly so it is advisable for the
policy-maker to monitor the situation closely.
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6.1

CRITICAL INFORMATION ASSESSMENT

This section provides a critical assessment of the available data, research papers, analyses,
Commission and ERG documents. We also discuss data reporting requirements and show
some preliminary data matrices we have compiled for the ERG on price information and
for the consumer associations, including BEUC, on perceived quality of service
information.

Evaluation of background information

6.2 The information collected as a background information-gathering exercise for this study
came from a number of sources:
e The ERG and, to a lesser extent, NRAs;
e the European Commission itself;
e the industry, including its international representatives GSMA;
e academic and commercial sources; and
e case studies from other countries.
6.3 The information collected was assessed according to the criteria of objectivity; data
quality; understanding of the industry being analysed; and apparent ‘“usability” of
information for regulatory and competition policy purposes.
6.4 Regarding quality as well as price data, the individual consumer representatives from
Member States and their EU-wide coordinator BEUC might try to collect information
about their individual jurisdictions on a systematic and coordinated basis. A first example
of how this could be reached is the quality matrix that we prepared when asking individual
Member State organisations for customer feedback information in their own, respective
countries. This matrix is shown in what follows.
Number of tariffs X . Geographical coverage . .
significantly different tariffs F.’r/ce transparency/:lar/ty ratio of the 2G, 2.5G, and | . Customersatrschbon
. index; (expressed in 1-2- index; (expressed in 1-2-3-
available percountry 3) 3G Networks; (expressed 4-5)
(expressed in 1-2-3) in %)
1 = Small number of tariffs: from |1= Low level 1= Very bad level ; 2= Low level
1to3
2 = Acceptable number of 2 = Acceptable level 3= Acceptable level
tariffs : from 4 to 7
3 = Large number of tariffs: 8 or |3= Good level 4= Good level; 5= E xcellent level
more
Austria
Belgium
UK
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6.5

6.6

A good publicly available EC Information Society consumer-oriented website allowed us
to calculate the per-roaming prices in our Appendices. This website is partly mirrored by a
similar one that is sponsored by the GSMA.*

There are, however, some problems with these website sources: first of all, the time series
of data available is quite short. Only a few pieces of information are available that pre-
date the introduction of the Roaming Regulation. Secondly, some information is missing,
for instance all the offers and prices, where applicable, of MVNOs. (Many of these offers
are seasonal.) In terms of quality, for instance network coverage, some of this information
could also be centralised at an EC level and perhaps be provided on the website. However,
in our dealings with BEUC we found that this information is not widely available (on
perceived quality and the like) or otherwise is not available to the public. When asking
individual consumer organisations, we found out that many of them were not available to
respond and the data response rate turned out to be quite low.

Stakeholder positions

6.7

6.8

The main stakeholders whose positions were considered in this study were:
(a) the European Commission;

(b) the ERG;

(c) the GSMA (industry body);

(d) the national regulatory authority of Denmark (NITA); and

(e) European telecommunications consumer representative BEUC.

Subject to respecting requests for confidentiality, views of the stakeholders are reported in
Appendix 2 and summarised briefly in what follows.

The European Commission

6.9

6.10

6.11

The European Commission is convinced that roaming prices are currently well above
underlying costs. It is of the opinion that companies should price the services more closely
to underlying cost and not to price elasticity.

As stated in its Impact Assessments of 2006 and 2008, the Commission believes that the
own price elasticity of roaming may be as high as -1.2 (in absolute value) although lower
elasticities are also used in the analysis.

Finally, the Commission believes that regulation is required in the absence of sufficient
competition in the supply of roaming services, resulting from the special features of the
mobile telephony market.

3 http://www.roaming.gsmeurope.org/.
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The ERG

6.12

6.13

6.14

6.15

Within the ERG, Scandinavian NRAs and countries facing particularly high prices (such as
Poland and Portugal) would like to have tighter regulation whereas countries where
competition is already leading to lower prices are interested in lifting any regulation sooner
rather than later.

The Commission’s recent roaming proposals reflected ERG recommendations with a few
exceptions,* namely:

(a) The Commission, but not ERG, favour the regulation of wholesale data; and

(b) The Commission calls for the regulation of per-unit billing (typically, per second plus a
connection fee not to exceed 30 seconds’ worth of a per-second billed roaming call),
while ERG merely analyses the problem.

The ERG is currently revisiting its analysis, and trying to better understand some costs.
The third benchmark data collection exercise has been launched, and the report will be
published by Christmas 2008 (but we should not expect elasticity data). One issue ERG is
looking into is the scope for applying the Danish/NITA cost level estimates (focussed on a
Scandinavian set of assumptions) in other Member States.

Our understanding is that ERG has not addressed the IA (2008) in any detail.

The GSMA

6.16

6.17

6.18

The GSMA (industry association) has an official policy position where its members agree
but remains silent on those issues where its members have different commercial views.

The unified GSMA position states that the Regulation should be repealed; that roaming
cannot be thought of as being a separate market; that roaming services are sold as a bundle
and not in isolation (although incidentally customers can buy roaming packages in
isolation if they want to); that the industry is competitive and roaming prices had been
coming down already before the Regulation was announced; and that billing and tariff-
making should be left to the industry.

The Regulation has already reduced revenues and profits all over the industry, generating
not only direct reductions of profits, but a set of other indirect but significant costs. The
reduction in revenues also affected the quality of the service. The regulation had a huge
administrative cost for operators across the industry. GSMA estimated from €1 to €2
million of cost per main operator, and €150 million for the entire industry. Investment has
been jeopardised due to the fact that the regulation reduced revenues has been forgone, and
thus implied a reduction of resources allocated for innovation.

341t should be noted that during our interviews, ERG made it abundantly clear that their proposals should be read as just that; that the
Commission could use them or discard them at its own choice. The specific proposed caps are discussed in detail in Appendix 7:
Review of the Relevant Literature.
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6.19

6.20

6.21

6.22

6.23

It is important to be aware of the significant differences in the role of roaming among
operators and countries. For operators of countries in which tourism has a strong
importance, the roaming services can be more important than domestic. For other
countries roaming services (and their regulation) have less impact on revenues.

The Regulation does not take into account the differences in costs and markets across
Europe. This presents problems for operators; for example, areas of tourism that have
many seasonal outgoing calls (Malta, Austria) have been hit quite hard by the Regulation.
It has also become harder for operators to justify further network investments in areas
where the terrain makes it expensive establish the required infrastructure (e.g. Alpine
regions in Austria).

As a result of the Regulation, GSMA estimates that the retail voice roaming market in the
EU has shrunk by around 30 per cent from its 2005 level. This is a considerable source of
concern for an industry which has been experiencing significant strains on profitability in
recent years.

The GSMA also believes that regulatory compliance will divert the industry from future
investment and might lead to a waterbed effect. Moreover, the GSMA claims that tariff
innovation might be stifled as all operators converge to the Euro-tariff.

Finally, the GSMA is convinced that the price elasticity of roaming is very low, and has
published a paper saying that roaming is priced within a bundle of service according to
inverse price elasticity, thus following the principle of “Ramsey” pricing.”> The GSMA
also states that the mobile phone industry as a whole is not more profitable than an average
of comparable network industries, including traditional utilities.

NITA, the national regulatory authority of Denmark

6.24  The Danish National IT and Telecom Agency (NITA) has recently analysed the prices and
costs for mobile data services abroad. The following table compares current prices, the
Commission’s proposals and the results of the Danish analysis: *°

Table 6.1: SMS and Data Prices/Costs
Current Prices Commission’s Danish Cost
Proposals estimates

SMS wholesale €0.154 €0.04 €0.01

SMS retail € 0.285 €0.11 €0.04

Data wholesale €2.004 €1 €0.45

Data retail € 5.408 - €0.95

Sources: EC, ERG NITA (DK), 2007-8

B AT Kearney and CRA International (2006) “Review of the Commission’s Impact Assessment”’, GSMA: London.
% All prices are taken from the latest ERG report.
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6.25

NITA is of the opinion that the Commission’s initiative on per-second billing is very
positive. However, it believes that the proposed minimum billing interval of 30 seconds
(equal to €0.23 on average) by far exceeds the cost of setting up the call. Furthermore,
NITA finds it positive that the Commission has proposed to extend voice roaming
regulation until after 2010, and to reduce the price caps further, noting that mobile
termination rates (MTRs) throughout Europe have been reduced by more than expected.

BEUC (EU consumers’ representative)

6.26

6.27

BEUC shares many of the Commission’s views on the extension in both duration and
scope of the Roaming Regulation. We therefore take BEUC’s position as being
substantially aligned to the main Commission stance. Some national consumers
associations were consulted to cross-check their views with special respect to market
openness and transparency. Unfortunately, only a handful of consumer associations
responded, notably France and Belgium from established European markets and Hungary
and Slovenia from newer EU markets. All of them pointed out similar feedback in terms
of:

(a) Relatively high customer satisfaction;

(b) acceptable transparency levels (apart from “bill shocks”), which might, however, be
improved upon;

(c) relatively low roaming tariff proliferation (operators tend to stick with the Euro-tariff);

(d) acceptable quality of service in terms of network coverage ratios; and

(e) acceptable tariff availability on domestic service bundles.

The results obtained from customer associations, while taken from a relatively restricted
sample, are surprising in that customer feedback on roaming — as well as the mobile phone
experience more generally -- seems to be slightly more positive than the Commission
appears to believe. Further survey analysis from BEUC on this matter, as well as a larger
sample of countries, might be useful.

Review of Academic Papers Considered

6.28

6.29

The academic papers we reviewed®’ recognise that roaming might be defined as a separate
market from the demand side. However, from the supply side the allocation of common
costs remains a huge issue.

Academic sources also agree in clarifying that the data market is still in its infancy, and
that it would probably be a bad idea to regulate it at this stage. Some technical sources
also drew attention to the likely convergence of voice and text messaging towards data.
Once all traffic is dealt with as data, then (essentially 3G) mobile operators will probably
compete directly with Internet service providers and Web-based wireless traffic.

37 See Appendix 7 for a literature review.

IP/A/IMCO/ST/2008-17 Page 40 of 200 PE 408.583



6.30

6.31

6.32

6.33

Ewan Sutherland argues that roaming might or might not be a separate market, but is
definitely a separate product sub-set which is easily identifiable by consumers. He points
out that some non-EU jurisdictions are looking at the EU to set a precedent in terms of
regulation. He recalls the example of free roaming in a group of African countries and of
some regulatory coordination currently planned in the GCC area (Arabian/Persian Gulf).
He also underlines that, in the US, roaming prices are even higher than in the EU on
average, especially to faraway destinations.™®

Tommaso Valletti states that competition is in fact a matter for concern in mobile EU
roaming, especially at the wholesale level, because IOTs are not transparent and intra-
industry information sharing can easily be orchestrated by the GSMA, leading to the
possibility of tacit collusion (collective dominance).*® Valletti also thinks that NRAs
cannot easily coordinate on a cross-border basis, and that this deficiency can be exploited
by the operators via the set-up of sister companies and other trans-national agreements that
cannot be policed easily by individual regulators and/or competition authorities.

Another peculiarity discussed by Valletti stems from a combination of poorly informed
consumers and a technological constraint through weak capacity for traffic steering,
together which result in operators having little incentive to offer attractive wholesale rates
to networks — and consumers having little incentive to seek out the best tariffs when
roaming. Both of these statements are heavily debated by interested parties. One
certainty, however, is that transparency provisions can help to offset these distortions.

Academics do not agree on whether investment and quality in mobile roaming will go up
or down in the future as a result of the introduction of regulatory caps. Foros presents a
three-stage game, where investment is an outcome of Stage 2 (the first and third stages
determine roaming quality and prices, respectively), and draws specific conclusions about
possible dynamics, but this model is heavily predicated upon the possibility of market
collusion.”  Since the whole market is technologically converging towards data, quality
degradation (in terms of video/data transfers for instance, or territorial coverage) should
not really become a problem in the future.

38 Sutherland, Ewan (2008) ““The Regulation of international mobile roaming” Info, Vol X, No 1, pp.13-24.
39 Valletti, Tommaso (2004) “Obligations that can be imposed on operators with Significant Market Power under the new regulatory
framework for electronic communications” Journal of Network Industries, Vol 5, No 1, pp51-81.

“Foros et al. (2002) “Demand-side spillovers and semi-collusion in the mobile communications market” Journal of Industry,
Competition and Trade, Vol 2, No 3, pp259-278.
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6.34

6.35

6.36

An academic working as consultant to the industry, David Newbery in his paper with AT
Kearney for the GSMA, argues that roaming cannot be viewed as a separate market, for
the roaming service is rather part of a bundle, and as such it is priced according to elasticity
of demand (price discrimination) and not according to underlying cost.* In order to
reinforce this idea, Newbery compares the mobile phone industry to other multi-product
network-based industries and to low-cost airlines. He notes that price discrimination (as
opposed to cost-based pricing) is not in itself something to condemn unless the policy-
maker were able to prove that there is a dominant position being abused when price
discriminating; in other words, the competition authority (or regulator, as applicable)
should be able to prove that consumers being price-discriminated against have no
alternative choices, i.e. that the price discriminator is also a monopolist (or part of a cartel,
whether explicit or not). This is a correct argument in our view, although there is room for
debate about whether the customer of a mobile phone company has realistic alternatives to
paying its roaming charges.

A piece of analysis which we believe is of relevance to this Report is the roaming market
research report by Paul Budde and Associates, which is extensively quoted in Appendix
1.*> This provides an overview of EC and ERG data on roaming and on the European
mobile phone industry as a whole.

Some papers we reviewed offer important insights into the technicalities of the roaming
sector. The interested reader can find a detailed literature review in the Appendices.

Case Studies from Other Countries

6.37

6.38

Appendix 3: Case Studies examines the mobile roaming markets and regulatory
framework in the United States and Hong Kong.

From our review of mobile roaming within the US, we see the power of the “bill and
keep” system in eliminating roaming charges. Unfortunately, because of too many other
structural and historical differences between the two unions it would be too simplistic to
envisage superimposing a similar system onto the European market; that is not to say that
certain components cannot be borrowed. We have also seen from the US the recklessness
in retail pricing that can stem from the absence of international frameworks. From Hong
Kong, we come to appreciate the synergies that are made possible by adopting a multiple-
number single-SIM system across an area of frequent roaming.

AT Kearney and Newberry, David (2008) “Demystifying the European mobile industry: facts and insights on the economics of a
major European industry” GSMA: London.
*2 Paul Budde Communications Pty Ltd (2008) “Europe — mobile market — overview and statistics” New South Wales.
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7.1

7.2

7.3

7.4

CONCLUSIONS AND RECOMMENDATIONS

This report discusses the main features of the provision of roaming services and the effects
of the Regulation, concluding that:

(a) It does not seem realistic to us to treat roaming simply as a market in its own right,
separate from the market in mobile telephony. Although the roaming service is quite
distinct in a technological sense, the economies of scope in providing roaming services
together with other mobile phone services are in our view likely to be very great.
There are some alternative services, but no companies apart from mobile phone
companies offer roaming.

(b) The 2007 Regulation has substantially reduced prices for voice roaming services.

(c) Demand elasticity is uncertain but may be lower than the values claimed in the recent
EC Impact Assessment, meaning that the reductions in price caused by the Regulation
did not cause the volumes of calls made to be much greater than they would otherwise
have been.*

(d) If elasticity is low, this implies that the Regulation has probably reduced profits as
well as prices.

The proposed extension of the Regulation is required in order to give legal effect to
regulatory interventions that could not be justified under the normal framework of
telecommunications regulation, since no operators have been found to be in a position of
dominance or to have Significant Market Power in a relevant market.

The arguments supporting the extensions of the Regulation include

— the fact that most customers place little weight on roaming charges when deciding
which mobile operator to use, limiting competitive pressures for price reductions;

— the fact that prices per second or per message are far higher for roaming services
than for domestic mobile phone use;

— the claim that roaming services are priced far higher in relation to the costs of
supply than would be expected in a competitive market; and

— that the single European market would be better integrated if roaming charges
were further reduced.

The Commission’s Impact Assessment concludes that implementing its proposals to
extend the Regulation would have a beneficial effect on welfare (meaning the total of
consumer surplus and firms’ profits). In essence, the Commission thinks that roaming
prices are simply too high.

* Our own empirical analysis estimates the demand elasticity for roaming calls made to be between -0.35 and -0.44, whereas the
range considered in the Impact Assessment was between -0.5% and -1.2%. Please see Appendix 1: Overview of the Mobile
Telephony Market.
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7.5

7.6

7.7

7.8

However, these arguments are not in our view decisive. Customers may quite rationally
place little weight on a service they do not expect to use much, and, provided that roaming
tariffs are made clear, the fact that they are given less weight than other aspects of the
overall service offered is not a market failure such as would justify regulatory intervention.
The fact that roaming prices are above domestic prices may reflect cost differences and / or
differences in the elasticity of demand; both of which factors will normally and
legitimately be taken into account by competing suppliers in setting prices. Once the
investments have been made that permit roaming services to be offered, the incremental
cost of providing the services is very low; but charging prices significantly higher than
such costs would not justify regulatory intervention since a return on the investment is
needed and it has not been established that the overall profitability of mobile companies is
excessive. The operation of the EU single market is not likely to be much affected by
roaming charges, nor are there any other obvious positive externalities for society from
encouraging the use of roaming services (although some people might leave their phones
on more if charges for receiving calls are reduced or abolished). Transferring money from
producers to consumers is of course not in itself a valid regulatory objective.

In our opinion, the Commission’s Impact Assessment has not been able to establish that
the effects of extending the Regulation would be to improve overall welfare. This is for
several reasons, notably:

(a) dynamic factors such as the effects on innovation and investment are explicitly
excluded from the model used;

(b) capacity costs are excluded from the cost concept employed in the calculations;

(c) exclusion of any “waterbed” effects (meaning consequential price increases) in other
parts of the mobile phone market; and

(d) uncertainty about elasticity of demand, i.e. the strength of any market response to
imposed price reductions. If elasticity is low, then the benefits to consumers resulting
from price reductions are largely limited to a transfer of money from supplier interests
which in itself would not improve welfare in the short term (because it is merely a
transfer) and could significantly damage it in the longer term by inhibiting investment
and by discouraging competition.

The preferred long-run scenario from the perspective of most interested parties would be
de-regulation at both wholesale and retail level. This is our view too.

There are three (not mutually exclusive) areas in which developments may make the
Regulation clearly superfluous in the medium term.
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7.9

7.10

7.11

The first line of thinking is technologically based. Because of data convergence and the
introduction of real time metering and billing, together with a non-compulsory exchange
for data traffic currently being developed, as an IP platform, by GSMA, roaming will
converge towards data. Data is a very competitive market segment that does not need to
be regulated, and the roaming customer using data services has more alternatives than the
roaming voice customer, not being constrained by the practical wish to use the same phone
number.* Roaming (including the traditional segments of voice and SMS) will therefore
transit on the Internet and will directly compete with VoIP or any evolution of it within the
next five years. At that stage, roaming will cease to be perceived (and priced) as a separate
service.

The second and related line of thinking is about new entry. Substitute products to roaming
are already appearing: international or local SIM cards (pre-paid), Internet-based
telephony, MVNOs negotiating separate roaming packages, and — to a limited extent —
tariff innovation brought about by traditional mobile operators. The development of
wireless broadband in municipal areas might compete directly with roaming, as is being
observed in some cities already. Roaming-only operators might come into existence to
compete with integrated mobile phone companies to resell roaming capacity at a retail
level.” Coupled with data convergence and the increased awareness of consumers, and
backed by technological developments at the wholesale level (industry-led capacity market
mechanism), we believe that in the medium run any perceived need for direct price
regulation should vanish.

A third line of argument is that a more thorough discussion of the competitive conditions
in the relevant parts of the mobile market, as suggested in the context of Option 5
considered here, might lead to a general acceptance that it is inappropriate for regulation to
intervene without very clear justification in the relative charges for services supplied from
a common asset base. This would see deregulation of roaming services as part of a general
move towards lighter and better regulation by the EU.

Overall conclusion

7.12

In considering the Commission’s proposals, the Parliament and Council may have political
considerations in mind in addition to the economic and technical points reviewed in this

paper.

* GSMA (2008) “GSM Association response to the public consultation for the Review of the functioning of the Regulation (EC) No
717/2007 (the “Roaming Regulation™) and of its possible extension to SMS and data roaming services” London.

These operators are already visible in the tourist market, where inter-country SIM cards are being proposed (anecdotally, some of
these cards can be bought on both traditional and budget airlines as part of in-flight shopping). Our case study on China and Hong
Kong (Appendix 3) is an interesting case in point.
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7.13

7.14

7.15

7.16

7.17

Purely on economic grounds, however, the case for an extension of the Regulation is
weaker than that for introducing the existing Regulation. There are no outstanding
competition investigations, and no evidence that the mobile industry as a whole is not
effectively competitive. Unless an investigation by the competition authorities shows that
there are reasons for concluding to the contrary, policy formation must presume that the
industry is normally competitive.

It is not clear that roaming services can realistically be assessed as if they constituted a
separate market, since they could not be provided by any other than mobile phone
companies. Their full costs cannot therefore be satisfactorily separated from those of the
networks as a whole, although their prices are certainly high in relation to those of
comparable domestic services.

The Commission Impact Assessment has not established that extension of the Regulation
would improve social welfare, when dynamic effects and the costs to shareholders are
balanced against the advantages of lower prices. The disadvantages of risking reducing
profits and discouraging investment unless the need is clearly well established are greater
in a serious general economic recession.

If the Regulation is extended in time, it should reasonably also cover SMS services.
However, it should not extend to MMS and other data services, which are a new and
evolving market in which regulation would be inappropriate and unnecessary.

If the Regulation is extended, it should be for a shorter period than three years, during
which a deeper competition review should be conducted. This, in conjunction with
continued technical developments, may help to justify the removal of price controls.
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Chart A6.34: Price of incoming roaming calls in France
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Chart A6.35: Price of incoming roaming calls in Germany
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Chart A6.36: Price of incoming roaming calls in Greece
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Chart A6.37: Price 