Management summary fixed terminating access

Referring 1o draft market decision of 15 August 2008 (in Dutch )

1.1 Introduction

1. Under the terms of Chapter Ga of the Telecommunications Act [ Telscommunicatiewsf] the
Commission of the Dutch ndependent Post and Telecommunications Authority (referred to threughout
as the “Commission”) is required to analyse specific relevant markets in the slettronic communications
sactor in order to determine whether there iz effective competition in those marksts or whether any
market party holds significant market power (referred to throughout as SMP) in them basad on a
forward looking analysis covering the period until the end of 2011. The Commission may imposs
appropriate remedies on any market party which hokds ShMP.

2. This decision concerns the wholesale markets for call termination throwgh separate public
telephone networks which is provided on & fixed location. They are included in Markat 3" in the new
relevant market recommendation” (referred to throughout as the recommendation) issued by the
European Commission (refemad to throughout as the EU Commission).

1.2 Summary

3. Fixed terminating calls constitute a service which fixed telephone network providers provide to
route a call to & number thet is directly or indirectly connected to their network. Such a service s
procured by other telephone service providers, many of whom also provide fixed terminating call
servicas for calls io mumbers which are connected to their network. As such, it is 8 sarvice which
providers procure from each other. In the case of geographical, 088, 084, 08T, 112, 1dxy and 116xyz
numbers. virtually no alernative (or substtute) is available. After all, where a user (caller) wishes to call
a8 person or organisation on any such number, hardly any atternatives are available, if at all. Usually,
the person concemed is guite simply inaccessible on any other number via a different netwaork.
Consequantly, providers of fixed terminating call services (o these numbers have a moropoly.
Reference = therafore frequently mads to 8 monopoly bottleneck for terminating calls (a tarmination
botileneck). This monopoly provides the relevant providers with an incentive and the cpportunity to
charge monopaoly tariffs. This boosis their own earnings and simultaneously increases the costs of
their competitors, who are reguired to procure terminating call senices. The competitive position of
these competitors is deferiorating as a resull. As such, the providers have their bread buttered on both
sides. Monopoly tariffs are predominantty determinad by the value (the benefit) which calfers obiain
from the relevant calls.* This benefit is much greater than the cost of a fixed terminating call. As a
result monopoly tanffs for fwed terminating calts are a good deal higher than the costs invohved. As
part of this decision the Commission has concluded that there is a real nsk of excessavaly high tarnffs

being charged.

' it was Markst B in the preyvicas rsoocmmendation.
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4. The monopoly on feed ferminating calks i= exacerbated by the fact that any increase in fized
terminating call tariffs on the par of individual providers is wviriually invisible to end users. There ars
two reasons for this. First of all, any increase in terminating call tanfis is not always passed on directly
as part of the retail charges for calling other networks, especially where providers have tarniff packages
offering bundles of minutes {or unfimited callz) at a fixed rate.® Secondly, the inclusion of higher
termanating call charges in retail tanfis is less tfransparent to end users. After all, they uswally do not
know which network they are calfing and what retall charges they are paying. The latter is particularly
true when making calls to smaller networks. As a result these smaller networks even hawve an incentive
to opt for tanffs which excesd the generc monopoly eguivalent. After all, end users are not aware that
they are calling such a small network, let alone that they are familar with the tanfis applicable in
respect of it

5. Although providers usually® procure fixed terminating call services from each other, the dominance
analysis and research which underies this reveals that the negative impact of any monopoly position
amongst them is not negated by mutual buying power, Conseguantly, all of the providers hold SMP
(significant market power] and may exploit their position in the absance of regulation by charging
excessively high tariffs for tarminating calls, thereby securing excessive profil from such calls.

6. Competition in the retail market could ensure that par of any excessive profit achieved on fixed
terminating calls in the absence of reguiation is at least partty eliminated in that market through
reduced subscripteon fees and call charges. This is referred to as the waterbed efiect. The
Commission is of the opmion that the waterbed effect is not comprehensive (or full). Conseguently,
part of the higher terminating call tariffs is at any rate passed on to the relevant retall services and has
the effect of boosting the average charge for a total package of retail services. Even if in an ideal
situation the waterbed effect were to be comprehensive, with the result that any excess profit achieved
an fixed terminating calls wers to ba lost on other senices due o competition, high terminating call
charges would continue fo hawve an adverse impact. An initial adverse effect would take the form of a
greater chance of differentiation bebween on and off-net tariffs. High terminating call charges could
produce a persuasive incentive to differentiate betesen on-net and off-net tanfis. On-net calls are
those made by subscribers to those on the same network and therefore remain within thedr own
network. Off-net calls are those made by subscrbers to those on other networks, As such, they leave
the metwork and terminating call tariffs need to be paid for them. High terminating call charges — in
excess of their actual cost — create an incentive o prica these off-net calls higher than on-net ones,
Such price differentiation is nod conducive o welfara.

T. There is a second adverse effect in that even if in an extreme situation the walerbed effect was
comprehensive and providers did not start to differentiate betwesn tariffs for on-net and off-nat calls,
high termimating call charges could reduce welfare. In this case these high tanffe would continue to
produce significant marginal expenditure, which could occasicn uncertainty amongst providers in
relation to the ultmate cost per customer. This would put 8 brake on the infroduction of innowative tandf
packages, such as unlimited and other call bundles. This could in turn reduce the overall demand for
sarvices and diminish the dynamic efficiency of the telephony markets.
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B. Im addition 1o this, high terminating call charges would have a disruptive effect in any situation on
competitive relations between those providers whose incoming and cutgoing calls do not offset each
ather. If terminating call charges were high, those providers who have a relatively large amount of
outgoing calis would be disadvantaged and their competitive position would be weakanad in relative
terms. The latter applies 1o a large extant to CPS {carmier pre selection) and WLR (wholesale lina
rental) providers, who only have outgoing calls for their CPS subscribers. High terminating call
charges have the effect of eroding thess providers' marngins.

9. The risk of excassively high fariffs is not confined to spacific providars, such as the large or
dominant parties in the underlying retasl markeis. All terminating call providers have an incentive and
the ocpportunity fo charge excessively high ariffs. As stated before, smaller providers have an even
greater incentive and the opportunity to charge high tariffs. |t is thersfore appropriate that alf fixed
terminating call providers be regulated. If is also appropriate that they be regulated in symmetrical
fashion and that the tarff ceiling be the same for all providers. Maintaming tanff ceilings for differant
providers {of groups of them} would make it possible for inefficient providers — or those paying a
relatively large cost price — to remain in the market thanks to regulation. In this case the conditions
govermning production based on the lowest cost would nod be optimal. This would result in diminishad
productive efficiency and hence reduced welfare.

10. The Commission will impose a remeady in the form of an identical tanff ceiling (symmetrical tanff
regulation) on all fied terminating call providers. The Commission deems such symmetry to be
crucial. In addition, the same duty to grant access will apply to all providers at the regional nebwork
level. Apart from this, KPM (the incumbent oparator) will also hawe a duty to provide access at the local
network level. All providers will have a duty fo ensure transparancy and in KPN's case this will be
supplemented with a duty to present a raference offer. Cnly KPN will have 3 duty to mainiain separate
administrative records.

11. Compared with the previous market analysis decision, two main changes have been made to the
various obligations. First of all, the tanfi cefling will be the same for all providers (symmetricall. In the
past there was a system as part of which KPN was subject to a slightly lowsr tanff ceiling than the
other providers. The Commission is of the opinion that this asymmetry is no longer appropriate,
espacially in view of the increa:ss in competition in the undedying retzil markets, which no longer
provides grounds for higher tariffs on the pard of KPM's competitors. Secondly, a8 non-discrimination
duty will no longer apply. Such an obligation would place unnecessary restrictions on terminating calls
and would unnecessanly restrict competition in the underying retail markests,



