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1 Introduction

ICASA recently published regulations aimed at reducing mobile termination rates (MTRS) in South Africa,
with the aim of increasing competition in the market which will ultimately benefit the end-consumer
through lower communication costs. These regulations were preceded by enquiries into wholesale call
termination markets and are primarily a result of a concern in South Africa with the high cost of
telecommunication services, specifically mobile call tariffs. Several benchmarking reports have pointed to
the fact that South Africa has high costs compared to similar countries, and it is against this background
that ICASA embarked on the process to regulate MTRs. This process is not specific to South Africa -
regulators in many other jurisdictions have followed similar processes. While one agrees with the overall
aim of reducing mobile call tariffs, there is a need to examine both the methodology followed by ICASA,

as well as the economic arguments underlying their proposals of MTR levels and the glide path proposed.

In short, ICASA has set itself the goal of defining relevant markets in which it intends to impose pro-
competitive measures. Having defined such markets, ICASA then assesses the effectiveness of
competition in such markets. In this regard ICASA has stated' that: “Pursuant to regulation 4, the
Authority has determined that competition in the call termination markets is ineffective in the provision of
both fixed and mobile services”. ICASA also declares that Vodacom, MTN, Cell C and Telkom are
licensees that have Established Significant Market Power (ESMP). Based on these findings, ICASA

proposes pro-competitive measures which include both price control and accounting prescriptions.

In the accompanying explanatory note®, the methodology used by ICASA to define markets as well as
determine the effectiveness of competition in such markets, is set out. ICASA also notes in the
Regulations (2010:5) that included in its methodology is: ‘the assessment on a forward looking basis of
the level of competition and market power in Call termination markets”. It is important to independently
ascertain whether the methodology used and the conclusions that ICASA reached, are consistent with the

broad economic literature regarding these aspects.

In order to assess this, we deal in this document briefly with market definition issues, but then turn to a
detailed analysis of what exactly is meant with SMP and ESMP and whether these terms comply with
economic theory and the criteria usually adopted for a finding of SMP. We further point out that having
SMP or even ESMP, is not sufficient grounds for implementing price and/ or other regulatory controls in a
market. The pro-competitive measures have to proportional to the alleged market failures, and in this
regard we show that Cell C’s position is indeed different to that of the large mobile network operators
(MNOs), Vodacom and MTN. Since its entry into the mobile market, Cell C faced high MTRs that were

determined by Vodacom and MTN. This prevented the growth of Cell C into an effective competitor as it

! Regulations, 2010:5
2 ICASA (2010). ‘ICASA Wholesale Call termination Market Review for the period 2010-2013: Explanatory Note for the draft Call
Termination Regulations’. April 2010
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was restricted in its ability to compete vigorously in the face of high MTRs. This implies that Cell C should
be treated differently and we show what the effects on the market would be if Cell C were to be given
asymmetric MTRs for an interim period, using both predictions from theoretical models as well as data
from the South African mobile market. It is shown that Cell C does not have to comply with the same
degree of pro-competitive measures as the other MNOs, as its position in the retail markets limits its

exercise of market power in the wholesale markets.

Furthermore, interim asymmetric treatment for Cell C will enable it to grow into a more effective
competitor, which in the long term will increase competition in the South African mobile markets. We show
that this remedy is in line with the aims of ICASA, average levels of MTRs and retail rates will decrease in

the interim period, and competition will increase in the long run, ensuring more competitive prices overall.
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2 Market Analysis

ICASA finds in the explanatory document (2010:v) that: “...no effective functional demand-side
alternatives currently exist to call termination on each provider’s network. Furthermore, as there is no
technological or commercial mechanism for alternative providers to offer call termination on another
licensee’s network, the consideration of wholesale supply-side substitution does not expand the market”.
This conclusion seems in line with economic theory on this point. A wholesale mobile call termination
market is that space where one mobile operator sells access to other mobile or fixed-line operators who
seek termination of calls on the former's network. The correct economic test to use in order to identify
substitutes is the so-called SSNIP?® test. In competition economics a market constitutes that set of
products and that geographic area that can potentially be monopolized by the firm under investigation
(Geroski (1998: 681); Massey (2000: 324)). This market, in turn, is used to investigate market power, i.e.
the firm’s actual capacity to monopolize. This involves identifying (i) all firms selling potential substitutes
for the products of the firm under investigation and (ii) all firms offering these potential substitute products
in other geographic areas and reasonably capable of potentially providing the product in regions where
the firm under investigation is operating. The focus, as Motta (2005: 102) notes, is on identifying those

firms whose operations constrain anti-competitive behaviour by the firm under investigation.

If one applies this test to the “products” being investigated, namely: call termination on Vodacom, MTN
and Cell C respectively, then it is clear that there are no demand or supply side substitutes. Even if a
hypothetical monopolist were to increase the MTR on its own network by a small but significant amount,
the other operators seeking termination will have no other substitutes to switch to. In essence then, for
Vodacom call termination, Vodacom is the seller and other mobile and fixed line operators are the buyers.
The same applies to MTN and Cell C. If one of these players were to impose a SSNIP, there are no other
substitution possibilities and therefore termination on each of these networks should be defined as a

separate market.

There is however a large and growing literature in Economics that point out that the communications
market, of which the termination market is a good example, are so-called two-sided markets. The
termination market only exists because there is an origination market. Analysing these markets in
isolation leads to markets that are defined too narrowly, as the other side of the market is not taken into
consideration. Economists argue that rather than starting with a SSNIP test and trying to define sharp

boundaries of a market, an alternative would be to start with the whole array of products under

% The SSNIP (small but significant non-transitory increase in price) test represents a thought experiment in which the competition
analyst defines the relevant geographic market by considering whether the firm under investigation is capable of maintaining a small
price increase of 5%-10% for a twelve-month period (for example) without a reduction in profits. It starts with the product being sold
by the firm under investigation. If the firm’s profits are ultimately adversely affected by the price increase, the product market is too
narrow. Consequently, a broader product market can be defined by including the closest substitute to which consumers is likely to
switch following the price increase. The thought experiment is repeated and other substitutes are added until a broad enough
product market has been defined in which the firm under investigation could raise prices on a profitable and sustainable basis. A
similar exercise can be carried out for the delineation of the geographic market.
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investigation (i.e. call origination, call transit and call termination). This will avoid the exercise of market
definition and allow the analyst (or regulator) to delve directly into the economic problem at stake (see
e.g. Valletti*, 2006:69).

However, for current purposes we will accept the market definition of ICASA. But, although we agree that
ICASA has identified the market correctly as individual markets for call termination on each network, this
does not mean that we agree with the findings that flow from this. As stated by ICASA themselves in the
explanatory note (2010:2): “The process of defining a market definition is not an end in itself. Markets are
defined in order to assess whether competition is effective and whether any party has Significant Market
Power (‘SMP’) in a particular market”. This is important, as the pro-competitive measures are aimed at
addressing the issue of SMP and the exercise thereof. If one relies on the narrow SSNIP test, markets
are defined narrowly and findings of SMP follow from this structural definition. However, if one starts with
the whole set of interlinked products, SMP may not automatically follow (Valletti, 2006:69). In the next
section we will argue that it cannot automatically be assumed that Cell C has SMP (or ESMP) as a result

of its market share (100%) in the wholesale call termination market.

* Valetti, T (2006). Mobile Call Termination: a tale of two-sided markets. MPRA Paper No. 2605, posted 07. November 2007
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3 Does Cell C have Significant Market Power (SMP) or
Established Significant Market Power (ESMP)?

3.1 SMP

Significant market power (SMP) with regards to a given licensee or class licence is defined in Section
67(5) of the ECA where it states that:

“A licensee has significant market power with regard to the relevant market or market segment where the

Authority finds that the particular individual licensee or class licensee —

(a) is dominant;
(b) has control of essential facilities; or
(c) has a vertical relationship that the Authority determines could harm competition in the market

or market segments applicable to the particular category of licence”.

Furthermore, it is implied by way of the definitions of the ECA that dominant is meant to have the same
meaning as that which is determined by section 7 of the Competition Act. In accordance with the

Competition Act a firm is termed dominant if:

“(a) it has at least 45% of that market;
(b) it has at least 35%, but less than 45%, of that market, unless it can show that it does not have
market power; or

(c) it has less than 35% of that market, but has market power”

A strict application of the criteria listed in section 67(5) of the ECA (and the accompanying definition of
dominance in the Competition Act) would lead one to conclude that a particular firm has significant market
power in its own wholesale termination market due to the narrow definition applied. More specifically,
each licensee will automatically have 100% of its own wholesale termination market. However, this
approach focuses very narrowly on market shares and does not take into consideration various other
criteria that are also important in determining the extent to which market power exists and can be

exercised in a given market.

The criteria that the Electronic Communications Act (ECA) obliges ICASA to apply create a simplistic view
of SMP in a given market which is not the case in other jurisdictions. For example, the EU guidelines for

the assessment of SMP stress that large market shares might only be an indication of a dominant position
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and that a thorough and overall analysis of the relevant market should be conducted before concluding on

the existence or not of SMP>. Some of the criteria listed in this regard include the following:

Overall size of the undertaking

Control of infrastructure not easily duplicated

Technological advantages or superiority

Absence of or low countervailing buying power

Easy or privileged access to capital markets/financial resources
Product/services diversification (e.g. bundled products or services)
Economies of scale

Economies of scope

Vertical integration

A highly developed distribution and sales network

Absence of potential competition

©O 0O 0O O O o o oo o o o

Barriers to expansion

Clearly the preceding list includes a number of factors in addition to market shares that could act to
determine SMP in a given market®. For example, the overall size of the undertaking relative to that of its
competitors is important in determining the extent to which market shares in a particular market is
relevant in determining the existence or not of SMP. This point is also acknowledged in the ICASA
explanatory note (p. 34)7, where it states that: “..whether the operator is large or small; each has a 100
per cent market share of the call termination market on its own network. However, the overall size of the
operator (in either the wholesale and related downstream retail market) may influence the extent to which
it can use countervailing buying power to constrain wholesale call termination rates offered by other

licensees.”

Areas where the relative size of the undertaking becomes important include economies of scale, finance,
purchasing, production capacities, and distribution and marketing. Importantly, it is also noted that the
advantages related to the relative size of an undertaking can accrue in part due to activities outside the
market under consideration. In the current context this would relate to the size of other mobile licensees
relative to that of Cell C as well as these operators presence in markets other than the wholesale

termination market (i.e. the mobile retail market).

® Commission guidelines on market analysis and the assessment of significant market power under the Community regulatory
framework for electronic communications networks and services. Official Journal of the European Communities (2002/C 165/03).

® The array of criteria that are also deemed to be important in the determination of SMP in a given market is explained further in
Oftel (2002) Oftel's market review guidelines: criteria forthe assessment of significant market power: 1-18. Oftel is the previous
name for what is now known as Ofcom — the UK Office of Communications.

" ICASA (2010) Explanatory Note for the draft Call Termination Regulations. ICASA Wholesale Call Termination Market Review for
the period 2010-2013. April 2010.
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Economies of scale (and the accompanying fall in average costs) often flow directly from the relative size
of an undertaking and place a given entity at a distinct advantage relative to a competitor even if that
competitor holds a larger market share in a particularly defined market such as the wholesale call
termination market. Larger mobile operators would typically display economies of scale both in the
wholesale call termination and mobile retail markets. Furthermore, economies of scale are not limited to
the production of a given good or service, but often stretch further to include supporting services such as
distribution and sales. Larger competitors typically have well-developed distribution systems that are
costly to replicate and maintain. These systems also take significant time and investment to replicate and

place larger competitors at a distinct advantage to smaller competitors and new entrants.

Control of infrastructure not easily duplicated is another factor closely related to the overall size of the
undertaking and could manifest itself in activities outside the market under consideration. Again, the
relative position enjoyed by other licensees in markets outside the wholesale call termination market
would be important in determining how this factor interacts with market shares in the wholesale call
termination market in determining the extent of market power. In the broader mobile telecommunications
market this could manifest itself by way of technological advantages or superiority, creating an advantage
over competitors and constraining their market power even in a market where they have a dominant
market share. Access to financial markets could also differ between competitors and determine the extent
to which they are able to fund infrastructure developments, increase in scale or expand their sales and
distribution networks. In this regard larger and existing competitors will tend to have an advantage over

smaller entities or new entrants.

The existence of countervailing buyer power is another important factor in determining the extent to which
market shares translate into market power. The existence of customers with a strong negotiating position,
can act to restrict the ability of providers to act independently of their customers. There is sufficient
reason to believe that larger South African mobile licensees (the buyers of wholesale call termination from
Cell C) have sufficient countervailing buying power so as to counteract the large market share that Cell C
has in its own wholesale call termination market. The presence of countervailing buyer power in Cell C’s
wholesale call termination market and how this relates to the findings of the Authority in this regard will be

discussed in detail in a section that follows.

It is clear that a number of factors in addition to market share as calculated for a very narrowly defined
market should be considered when determining if a given entity has SMP or not. These factors are often
very closely linked to the size and nature of the overall undertaking and not restricted only to the market
for which market shares have been defined. As is evident from the preceding discussion, the position of
larger undertakings in related markets could have important repercussions for the extent to which market
power can be exercised in a narrowly defined market such as the wholesale call termination market. More

specifically, the overall size of undertakings such as MTN, Vodacom and Telkom and their market shares
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in the retail mobile and fixed telephony markets imply that Cell C will not be able to exercise market power
in its own wholesale call termination market to the extent that is suggested by the 100% market share for
this very narrowly defined market. This will be evident specifically with regards to countervailing buying
power, but also more widely through aspects such as economies of scale, possession of infrastructure,

access to finance and the developed nature of their sales and distribution networks.

ICASA in their Explanatory Note (2010) recognises that one has to look at a range of criteria to determine
competitiveness in both the retail and wholesale markets in order to make a finding of SMP. This is based
on the accepted notion that call termination is a two-sided market. ICASA therefore also analyses the

following factors in both the wholesale and retail markets:

Market share of existing firms;

Actual and potential competitors;

Level, trends in concentration and history of collusion;

Overall size of each of the market participants;

Control over essential facilities;

Impact of technological advantages or superiority of a given market participant;
Firms’ access to capital markets and financial resources;

Dynamic market characteristics of the market;

Economies of scale and scope;

Nature and extent of vertical integration;

Market and regulatory barriers to entry; and

=A =4 =4 =4 =4 A4 -4 -4 A -4 A -

Countervailing market (or buying) power.

These aspects have to be considered by ICASA under section 67 of the ECA in any analysis of the
effectiveness of competition. However, in the current process, ICASA generally finds that an analysis of
most of these factors in the retail markets has little, if any, impact on competitiveness in the wholesale call
termination market (2010:31). ICASA does however acknowledge the impact of CBP on the determination

of SMP in the wholesale markets.

We do not agree with the conclusions of ICASA that most of these factors are irrelevant for determination
of market power at the wholesale level. Nevertheless we do not deal with each aspect separately as it
seems that the conclusion on SMP must be that every operator has 100% of its own termination market
and has SMP. However, in the sections that follow we point out that Cell C does not have ESMP and that
it does face CBP in its wholesale market and can therefore not exercise the same degree of market

power as Vodacom and MTN.

Econex Page |8

e, Competition & Applied




3.2 Established Significant Market Power (ESMP)

The term ‘established significant market power’ or ESMP does not appear in the 2005 ECA but is
introduced in the ICASA explanatory note for the draft call termination regulations8 and the actual draft
regulations®. While a licensee with SMP is defined as one that is either ‘(a) dominant; (b) has control of
essential facilities; or (c) has a vertical relationship that the Authority determines could harm competition
in the market or market segments applicable to the particular category of licence’, a licensee with ESMP
is defined as ‘A licensee that held a PSTN and MCTS licence and has a méet share of greater than ten (10)

per cent in the downstream markets as of June 20096

Judging from the definition applied it appears that licensees deemed to have ESMP were first identified
and then criteria arrived upon in an ex-post fashion that would match those licensees selected without
specific reference to the competitive implications of chosen criteria. More precisely, the ten per cent
market share threshold is chosen in such a way that Vodacom, MTN and Cell C and Telkom are the only
operators judged to have ESMP given their respective market shares and licenses held. The ICASA
methodology contrasts to the internationally accepted approach for single firm dominance, where market
shares and other relevant criteria are identified in an ex-ante fashion based on the economics underlying

a given classification. Firms are adjudged to possess SMP only once criteria have been set out.

While it is not clear from the draft regulations or the discussion document, it appears that the relevant
market share is determined based on the number of customers rather than by originated voice traffic or
market revenues as this is the only criteria which would result in three mobile licensees having ESMP
(see Table 1). This follows directly from the fact that market share by voice traffic and market share by
revenue allocate only a nine (9) per cent market share to the third licensee at June 2009. It is also not
immediately apparent why market share (regardless of the market share category) as at June 2009 was

chosen as reference point estimate as opposed to average market share over a given reference period.

Table 1: Retail mobile market shares, by total customer connections, originated voice minutes,
and revenues, as at June 2009

Market share by Market share by Market share by

customers originated voice traffic market revenues
Licensee 1 54% 55% 55%
Licensee 2 32% 36% 36%
Licensee 3 14% 9% 9%

Source: ICASA Explanatory note on draft call termination regulations (2010)

8 |CASA (2010) Explanatory Note for the draft Call Termination Regulations. ICASA Wholesale Call Termination Market Review for
the period 2010-2013. April 2010.

° ICASA Notice # of 2010. “Call Termination Regulations” Pursuant to section 67 (4) of the Electronic Communications Act No. 36 of
2005.

9 |CASA (2010) Explanatory Note for the draft Call Termination Regulations. ICASA Wholesale Call Termination Market Review for
the period 2010-2013. April 2010.
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Considering that additional remedies (specifically with regards to price control measures in the wholesale
market) are consequently applied to licensees deemed to possess ESMP, it follows that ESMP is by
implication a stronger (or more ‘significant’) version of SMP. However, while ICASA’s definition of SMP
makes reference to the criteria applied in the Competition Act of 1998 and considers factors such as the
control of an essential facility, ESMP is not arrived upon in similar fashion. The only economic criteria
applied refer to the class of licence held (PSTN and MCTS) and the market share in downstream markets
(presumably retail mobile or retail fixed telephony services). Furthermore, while mention is made of
market share when defining ESMP licensees, no economic justification is given for the choice of a ten
(10) per cent market share threshold to determine ESMP classification. Importantly also, this classification

does not follow directly from international best practice.

For example, EU criteria'* on assessing SMP state that ‘Although a high market share alone is not
sufficient to establish the possession of significant market power (dominance), it is unlikely that a firm
without a significant share of the relevant market would be in a dominant position. Thus, undertakings
with market shares of no more than 25 % are not likely to enjoy a (single) dominant position on the
market concerned. In the Commission's decision making practice, single dominance concerns normally
arise in the case of undertakings with market shares of over 40 %, although the Commission may in some
cases have concerns about dominance even with lower market shares, as dominance may occur without
the existence of a large market share’. Hence, single firm dominance (SMP) is typically only witnessed in
markets where the firm in question holds a market share in excess of 40%. However, even in these

instances, market share in itself is not seen as sufficient to indicate the existence of SMP.

Also, the South African Competition Act of 1998 specifies that ‘A firm is dominant in a market if - (a) it has
at least 45% of that market; (b) it has at least 35%, but less than 45%, of that market, unless it can show
that it does not have market power; or (c) it has less than 35% of that market, but has market power.’
Again, when regarding market share that in itself is relevant in determining market power, only market
shares in excess of 35% constitute an assumption of significant market power in a relevant market. Firms
with market shares of less than 35% are only considered dominant (having SMP) when market power can
be shown to exist by some other means (apart from market shares). Hence, a market share of ten (10)
per cent in a given market in itself does not constitute dominance in that specific market when judging by
both South African competition legislation and international best practice on the matter. Furthermore,
given that a market share of ten (10) per cent in one market does not constitute dominance in the market
itself (retail mobile telephony), it is not clear how this market share would impact on a related market and
make the firm subject to additional anti-competitive measures in this related market, regardless if the firm

has SMP in the related market (wholesale call termination market) or not.

' Commission guidelines on market analysis and the assessment of significant market power under the Community regulatory
framework for electronic communications networks and services. Official Journal of the European Communities (2002/C 165/03),
p.15.
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Lastly, it is important to note that the definition applied by ICASA to determine ESMP licensees refers to
market share and position within retail markets (fixed and mobile), while some of the most important ‘pro-
competitive’ remedies applied to these licensees (specifically price control of termination rates) are
focussed specifically on their operations in the wholesale market™?. Put differently, remedies in wholesale

markets are being determined by market share in retail markets.

While the economic justification for the choice of a ten (10) per cent market share threshold in
downstream markets is still not immediately apparent, the definition applied by ICASA with regards to
ESMP licensees is an implicit acceptance that a licensee’s competitive position in retail markets is of
concern when determining that same licensee’s competitive position in the upstream wholesale call
termination market. This implies that the retail market is indeed of particular concern in discussions
surrounding competition and countervailing buyer power in the wholesale call termination market. This is

discussed in the next section.

3.3 Countervailing Buyer Power (CBP)

In its explanatory note on draft call termination regulations13 ICASA defines countervailing buyer power as
follows: ‘Countervailing Buying Power (CBP) exists when a particular purchaser (or purchaser group) of a
product is sufficiently important to its supplier to influence the price charged for that product.’” CBP
therefore refers to the relative strength that a particular buyer has in its negotiations with the prospective
seller of that product. In the call termination market this will naturally refer to the licensee on whose
network the call is being terminated (the seller of call termination) and the licensee from who the
particular call originates (the buyer of call termination). Also, because transactions typically take place on
a wholesale basis as opposed to call by call, the buyers and sellers will be those of wholesale call

termination and not simply call termination.

Given that each MNO has been adjudged to possess SMP with regards to its own wholesale termination
market (the result of a 100% market share in a particular wholesale call termination market), CBP is an
important determinant in constraining the extent to which SMP can be exercised on a given wholesale
termination market and, importantly, to what extent an MNO can act (and price) independently from the
rest of the market. This is also confirmed by academics such as Valetti* (2006:74): “Countervailing buyer
power (i.e. bargaining, negotiations) should therefore be taken into account when analysing the wholesale

market for incoming calls in order to determine the presence of SMP”. It was already argued above that it

12 ICASA Notice # of 2010. “Call Termination Regulations” Pursuant to section 67 (4) of the Electronic Communications Act No. 36
of 2005.

¥ICASA (2010) Explanatory Note for the draft Call Termination Regulations. ICASA Wholesale Call Termination Market Review for
the period 2010-2013. April 2010.

“ valetti, T (2006). Mobile Call Termination: a tale of two-sided markets. MPRA Paper No. 2605, posted 07. November 2007.
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is not correct to infer SMP from market shares alone, and CBP is an important determinant of whether a
MNO has SMP or not.

In ICASA’s discussion on CBP the percentage of mobile and fixed call termination minutes purchased by
the respective mobile licensees are used as departure point to determine to what extent the various
mobile licensees are able to exercise CBP on another operator's wholesale call termination market.
These values are contained in table 2.7 and table 2.8 of the ICASA explanatory note (p.40). While the
number of call termination minutes purchased is undoubtedly an important aspect in CBP determination,
it should also be considered that in the broader market for wholesale call termination in South Africa, all
mobile and fixed licensees are both buyers and sellers of call termination. This follows directly from the
fact that licensees are both call originators and call receivers. Furthermore, termination minutes
purchased are an integral part of an operator's business, seeing as in the absence of call termination
agreements there can be no off-net calls. The importance of off-net calls (and call termination
agreements) is even more pronounced in the case of a smaller operator in that a larger percentage of
calls originating on the smaller network will be of an off-net nature compared to the call composition of the

larger operators.

Table 2: Proportion of mobile terminating minutes purchased and sold by each MNO licensee,
January to June 2009

Percentage of mobile call | Percentage of mobile Difference
termination minutes call termination (percentage of
purchased minutes sold minutes sold
minus percentage
of minutes
purchased)
Licensee 1 34.7% 43% 8.3%
Licensee 2 30.5% 42% 11.5%
Licensee 3 10.8% 14% 3.2%

Source: Adapted from ICASA explanatory note on draft call termination regulations (2010)

Table 2 shows the percentage of total mobile call terminating minutes purchased and sold by each of the
mobile licensees'®. As evidenced from Table 2 (column two and three), the relative percentage of mobile
termination minutes purchased and sold by the larger licensees far exceed that which is accounted for by
the smallest licensee (licensee 3). This skewed distribution is even more pronounced in the case of
mobile call termination minutes sold (shown in column three of Table 2 and evidenced by the more
pronounced difference in column four of Table 2 for the two largest licencees). As explained above, in
general, this places larger licensees in a much stronger position during termination negotiations

compared to smaller licensees™®.

'3 The data contained in Table 2 of the current report has its origins in table 2.3 and table 2.7 of the ICASA explanatory note.

'8 Note that Table 2 does not represent the mobile call termination minutes purchased and sold between two specific mobile
operators, but rather the percentage of all mobile call termination minutes purchased and sold by a given mobile operator. However,
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Similarly, in the case of fixed termination minutes purchased, the larger mobile licensees would have a
distinct advantage in negotiations compared to smaller licensees, because of the large percentage of
fixed call termination minutes purchased by these operators. The proportion of fixed termination minutes
purchased by each licensee is shown in Table 3. In terms of fixed call termination minutes sold, Telkom
remains by far the dominant player with 98% of fixed call minutes terminated on its network (based on
ICASA data).

Table 3: Proportion of fixed terminating minutes purchased by each licensee, January to June
2009

Percentage of fixed call termination minutes
purchased

Licensee 1 49.7%
Licensee 2 33.2%
Licensee 3 16.8%
Licensee 4 0.1%
Licensee 5 0.1%
Other licensees 0.1%

Source: ICASA explanatory note on draft call termination regulations (2010)

Another important aspect to consider with regards to the extent of CBP that can be exercised is the
presence of a particular licensee in the downstream retail market. By way of its definition of established
SMP (ESMP) licensees ICASA implicitly contends that the retail market is of importance when
determining the extent to which SMP can be exercised in a particular wholesale termination market. While
it should again be emphasised that it does not follow directly from economic logic or competition best
practice that a ten per cent market share as such should have any particular competitive implications, the
same cannot be said for market shares in excess of 30% and 50%, as is the case for the two largest

mobile licensees in the South African retail market.

Table 4: Retail mobile market shares, by total customer connections, originated voice minutes,
and revenues, as at June 2009

Market share by Market share by Market share by
customers originated voice traffic market revenues

Licensee 1 54% 55% 55%
Licensee 2 32% 36% 36%
Licensee 3 14% 9% 9%

Source: ICASA explanatory note on draft call termination regulations (2010)

Table 4, which replicates table 2.5 in the ICASA explanatory note, contains calculated market shares for

mobile licensees as at June 2009. Depending on the exact classification used, Licensee 3 (Cell C)

the data contained in Table 2 does give a good indication of the relative bargaining position held by different mobile operators in call
termination negotiations.
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possesses only between a 9 and 14 per cent share of the downstream retail market while Licensee 1
(Vodacom) accounts for between 54 per cent and 55 per cent of the market and Licensee 2 (MTN) for
between 32 per cent and 36 per cent. Again, the strong position of the two largest licensees in the retalil
side of the South African retail market has afforded them a much stronger position in historic termination
agreements and implied that wholesale call termination rates could not be set efficiently with respect to
either the smaller licensees cost structure at the time or the necessary impetus needed for further growth

in the market of a smaller competitor.

The three major channels through which the larger operators (both fixed and mobile) are able to leverage
their larger size and achieve significant CBP in smaller operator’s wholesale termination markets are the
following: 1) Threat not to interconnect and threat to discriminate; 2) Threat to withhold interconnection
payments and 3) Degrade or increase the price of non-termination services. These are also highlighted in

the ICASA explanatory note for draft call termination regulations.

The threat not to interconnect and the threat to discriminate can occur both during the initial negotiations
of an interconnection agreement and when an existing interconnection agreement is re-negotiated.
ICASA rightly contends that because ECA provisions and regulatory principles require all licensees to
interconnect upon request and prohibit discrimination between licensees on technical grounds, no
licensee can threaten not to interconnect at all or discriminate. However, there remains a threat to delay
the finalisation of interconnection agreements, which would have very much the same net results over the
short term as the threat not to interconnect at all. The threat to delay interconnection payments is closely
tied to the threat not to interconnect or the threat to delay interconnection — smaller licensees are heavily

dependent on the ability to interconnect to larger licensees.

The threat to degrade or increase the price of non-termination services is another threat that can be
considered credible in the South African context. Cell C (the smallest South African licensee) not only
interconnects with larger licensees, but also leases infrastructure from some of them. This should also

influence the terms arrived upon during interconnection negotiations.

Lastly, the various threats (threat not to interconnect, threat to withhold interconnection payments and the
threat to degrade or increase the price of non-termination services) should not be viewed in isolation of
one another. Even if a particular threat does not constitute a credible threat on its own accord, a
combination of threats coupled with skewed market shares in both the purchasing and selling of call
termination minutes would translate into a credible enough threat to determine the outcome of a particular

interconnect agreement.

As such, we agree with ICASA’s conclusion on CBP in mobile markets where it states that: ‘The Authority
considers that CBP that can be exerted on a provider reduces as the size of the service provider

increases. Larger service providers are unlikely to face CBP when they sell termination services to other
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buyers. However, larger licensees may possess CBP over smaller fixed and mobile licensees. This is the

case even if cost based regulation of call termination rates is implemented.™’

Importantly, the CBP possessed by the larger licensees (fixed and mobile) is of such a magnitude that
negotiations between the larger licensees and the smaller licensees (such as Cell C) will not lead to
termination rates that are conducive to the medium to long term development of the mobile market.
Specifically, the CBP held by the various large operators are of such a magnitude that negotiation
between large and small operators will not allow small operators to charge a termination rate that
accurately reflects their smaller scale and higher (current) operational cost. Conversely also, the lack of
CBP on the side of smaller licensees implies that the termination rates charged by larger licensees may
not be set at such a level that allows for smaller licensees to price their off-net call rates so as to
effectively grow its customer base and increase competition in the retail call market. This lack of CBP on
the part of Cell C was illustrated by the large increases in MTRs imposed on Cell C upon its entry into the
markets in 2001, by Vodacom and MTN.

Termination rates arrived upon through negotiation may also be set in such a fashion that the net
payments afforded to smaller operators would not be sufficient to supply the necessary funding for an
emerging operator to expand its network infrastructure and service delivery capability to such an extent
that it can compete effectively with larger operators over the medium to long term. This could be
detrimental to the industry as a whole as effective future competition from an emerging (currently smaller)

operator is minimised along with its ability to constrain retail pricing by incumbent operators.

In conclusion, the presence of SMP in all wholesale termination markets and the existence of significant
CBP on the side of larger licensees implies that if termination rates were arrived upon by way of bilateral
negotiation between the different licensees, that rates would not be set at a level conducive to the growth
and development of a smaller operator in the mobile market. Only asymmetrical rates, in favour of a
smaller licensee and determined through appropriate regulation, would be effective in both encouraging
the growth of a smaller operator and ensuring improved competition in telecoms markets over the

medium.

3.4 Consistency of Decisions

It is important to briefly note that ICASA has not been consistent in its findings on SMP and the need for
pro-competitive remedies. In its 2007 investigation into wholesale call termination markets, ICASA found

that Cell C had SMP, but that all the pro-competitive conditions imposed on the larger operators do not

7 ICASA (2010) Explanatory Note for the draft Call Termination Regulations. ICASA Wholesale Call Termination Market Review for
the period 2010-2013. April 2010, p. 45.
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have to apply to Cell C as: ‘we do not consider that the exercise of their SMP creates significant
competitive harm. The ability to raise the cost of their rivals is significantly limited by their small market
share...” (ICASA, No. 29568, p. 40). As a result ICASA exempted Cell C from complying with the
COAJ/CAM requirements. It is not clear what has changed between 2007 and the present. In fact, ICASA
notes in its Explanatory Note that nothing much has changed in the SA mobile market. Yet, ICASA now
finds that Cell C has not only SMP, but ESMP and that it has to be subject to the same pro-competitive

remedies than Vodacom and MTN.

3.5 Conclusions on SMP/ ESMP

In brief, we have argued in this section that even if Cell C is found to have SMP, it certainly does not have
ESMP. The definition of ESMP is derived from retail market shares. This indicates that ICASA considers
the retail market to be important, and Cell C has a market share of less than 10% (on some of the
indicators, see Table 4) in the retail markets. Any exercise of SMP (or ESMP) by Cell C is further
countered by the existence of CBP of the larger MNOs.
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4 Pro-competitive Remedies

It is important to restate that the aim of regulating MTRs is to increase competition in the market which will
ultimately benefit the end-consumer through lower costs to communicate. One cannot ignore the link
between the retail and wholesale markets. The only reason for the demand for termination services is the
fact that consumers in the retail market decides to make a mobile call. ICASA recognizes the two-sided
nature of the termination market in its Explanatory note (2010:7): “This requires a review of the inter-
relationships between the wholesale termination market and the retail market”. The important point is that
one cannot disregard the position of Cell C in the retail markets in analyzing competitiveness in the
wholesale or termination markets. Having argued above that Cell C does not have ESMP in its own
termination market and also faces CBP in this market, we set out in this section the appropriate remedies
which should apply to Cell C. Since Cell C does not have ESMP, faces CBP and has a weaker position in
the related downstream markets, it should have proportional remedies applied to it. More specifically,
asymmetric MTRs should apply to Cell C in order to improve its competitive position in the medium term,

which will ultimately lead to more competition in the long term.

This is in line with international research that states that the remedy should be proportional to the
underlying competition problem. In the words of the ERG/EC consultation document*® (2003:12):"NRAs
should produce reasoned decisions in a transparent manner respecting the principle of proportionality in
line with the objectives set out in the Framework Directive. Such decisions should include a regulatory
options assessment of alternative remedies (if available) so that the least burdensome effective remedy
can be selected”. The principle of proportionality is described further in the same document (2003:20):
“To be compatible with the principle of proportionality, the action taken must pursue a legitimate aim, and
the means employed to achieve the aim must be both necessary and the least burdensome, i.e. it must
be the minimum necessary to achieve this aim. Thus, the NRA must demonstrate that the remedy chosen
will contribute to promotion of competition, the development of the internal market and the protection of
EU citizens. When there is a choice between different appropriate measures the least onerous must be

chosen”.

The introduction of pro-competitive remedies by ICASA follows from the conclusion reached by the
regulator that “all the defined markets are ineffectively competitive” (ICASA Explanatory Document,
2010:46). However, as will be argued in this section, if Cell C is subject to the same reduction in MTRs, it
will further weaken Cell C’s position in the retail markets. Cell C is currently in the process of investing
more than R 5 billion in expanding its network, including building HSPA+ UMTS sites. What is important is

that there is predictability and certainty in terms of the regulatory framework. Interim asymmetric MTRs

18 Consultation document on a Draft joint ERG/EC approach on appropriate remedies in the new regulatory framework. 21/11/2003
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will enable Cell C to become a more effective competitor in the medium term which will ensure that retail

markets become more competitive, as will be explained below.

4.1 ICASA’s Structuralist Model of Competition

A prediction of the effects of a policy intervention in the target market relies on a particular theoretical
framework of competition. The ICASA document reveals a decidedly structuralist approach to
competition. This framework focuses strongly on structural indicators of market power to infer socially
inefficient conduct. However, due to its limited scope, the structuralist approach suffers from
inconsistency. On the one hand, ICASA treats Cell C as an established player that holds ESMP. On the
other hand, ICASA highlights concerns about the position of smaller players, which necessarily includes
Cell C. The inconsistency in its treatment of Cell C flows from its structuralist approach, which is known as
the structure-conduct-performance (SCP) paradigm in economics. The SCP paradigm is an older school
of thought in economics focusing mainly on the link between the size of firms and their competitive effects
and ignoring the strategic nature of competition between larger players. Much of economics since the
1980s has been focused on altering this simplified perception, by highlighting the following:

1  While structural indicators can serve to indicate market power and hence potential areas of
regulatory concern, an analysis of these indicators represent but the first step in an assessment of
competition and the impact of regulatory intervention.

1  Competitive interaction and the actual effects of a particular conduct must be analyzed and the
dynamic, game-theoretic nature of economic agents must be accounted for.

91 Institutional history matters for market outcomes. One cannot view the market position of any player,
especially those in a highly regulated industry such as telecommunications, without considering the

role of institutional structures, including that of favourable licensing conditions.

The policy conclusion of this shift towards a dynamic understanding of economics is that the strategic

behaviour of economic actors frequently result in policy interventions having unintended consequences.

As we show later, the current intervention may serve to reduce rather than enhance Cell C’s capacity to
compete and, ultimately, may reduce rather than raise consumer welfare. ICASA’s position, namely that it
is not required to look at retail markets when considering the rationale for regulating wholesale markets,
largely ignores the literature — resulting in ICASA adopting an incomplete framework for the analysis of

mobile competition.
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4.2 A Standard Microeconomic Model of Mobile Competition

Given the above, it is important to consider appropriate models of competition among MNOs. Given the
very small number of MNOs, competition is not correctly described by the perfect competition (PC) model.
In the PC model, a large number of competitors interact and the competitors are focused on aggregate
market conditions rather than the actions of any particular firm. In contrast, MNOs are sensitive to the
decisions of specific competitors regarding strategic variables such as prices, volumes or advertising. The
industrial organization literature has dealt extensively with competition involving strategic interaction and
has developed a range of so-called game-theoretic models to capture different forms of such interaction.
In the telecommunications literature dealing with mobile competition, the so-called Bertrand model is the
dominant game-theoretic model. The Bertrand model focuses on strategic interaction where firms set
prices rather than quantities and the model is frequently applied to differentiated products settings where
supply constraints are less important. The Bertrand model is the mainstream model for the analysis of
MTR determination and competitive effects.

We consider the predictions from these models to understand the likely effects of the proposed MTR
interventions and to consider alternative interventions that may be more appropriate given the goals of
ICASA. We do not investigate mathematical details, but focus on the main features of the models. These

will be discussed in section 5.3 below.

4.3 The Case for Lower MTRs

The academic literature, relying on the Bertrand model mentioned above, broadly supports the argument
that high MTRs create inefficient price structures and lower consumer welfare under a broad range of
conditions. Specifically, the literature has long recognized that high MTRs induce retail price

discrimination and may also generate lower consumer welfare:

1  Armstrong (1998)19 and others show that, in an unregulated setting and assuming no price
discrimination, MNOs will prefer above-cost MTRs, while consumer welfare will be maximized at
MTRs closer to cost.

1 Laffont, Rey and Tirole (1998)20 extend this result to the case where firms are assumed to price
discriminate between on-net and off-net calls at the retail level. They show that above-cost MTRs
may induce MNOs to raise off-net prices and lower on-net prices and that the appropriate MTR level

that maximizes consumer welfare is one that is cost-based.

19 Armstrong, M. 1998. Network interconnection. Economic Journal 108: 545-564.
2 |_affont, J.J., Rey, P. and Tirole, J. 1998. Network competition II: Price discrimination. Rand Journal of Economics 29: 38-56.
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The above suggests that ICASA’s position — that MTRs should be reduced to improve competition — is
broadly supported in the academic literature. However, the more difficult question is how regulators
should set MTRs: what is the role of cost differences and what is the implication of reciprocity in MTRs for
smaller MNOs? ICASA argues that the same MTR should be applied regardless of MNO and notes on
page 75 of its Explanatory Note that “market share is not an objective or justifiable reason to allow
asymmetry”. This position is inconsistent with the literature, which shows that enforcing symmetric MTRs
may also be detrimental to smaller players: there is frequently a positive relationship between market
share differences and cost differences, and symmetric MTRs imposed on MNOs with low market
shares may have adverse effects on profitability. While we generally agree with the ICASA approach
that MTRs must be reduced, we do not think that an immediate symmetric reduction for all MNOs will be

beneficial. We consider this issue in the following section.
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5 Why Asymmetry will be a Better Market Outcome

In this section we will show why asymmetry is a better outcome for the South African market at present,
by referring to international precedent, to the theoretic economic literature and to the specific position of
Cell C. We will show that Cell C has never benefitted from asymmetric MTRs, but has been
disadvantaged by the high MTRs set by the other MNOs since its entry in 2001. Given the high
concentration levels in the SA mobile market, the use of asymmetric MTRs for an interim period will
promote long-run competition in the mobile market as this will enable Cell C to grow its market share and

become a more effective competitor.

5.1 International Precedent

According to a study by the European Regulatory Group (ERG) in 2008 there are several reasons why
asymmetric MTRs can be beneficial for an interim periole: “However, asymmetric TR may be justified for
example... to encourage the development of a new entrant on the market, which suffers from a lack of
scale due to late market entry. Indeed, this allows higher expected profits in the short term and induces a
more intense competition in the long term to the benefit of end users. In other words, a regulator may
allow asymmetric rates for a limited time period — thus trading off short-term inefficiency for long-term
objectives (i.e. dynamic efficiency)” (2008:5). We will argue below that this argument also applies to Cell
C.

The ERG document also sets out the economic theory that supports asymmetric MTRs: “To conclude,
according to economic theory, it seems that: Symmetric TRs contribute to enhance static economic
efficiency (limiting allocative and productive inefficiencies), investment and innovation and finally global
welfare, but put forward the risk of market exit for the less efficient operator(s); Asymmetric TRs, by
encouraging entry, potentially contribute to dynamic efficiency and favour competition, depending on the
prior competitiveness on the market. However, since with asymmetric rates inefficiencies are passed on
downstream markets, if they are maintained in the long term, that may enhance productive or allocative

inefficiencies (cross subsidies between operators), which might be detrimental to welfare (2008:6).

This is an important observation, i.e. that asymmetric MTRs should only apply for a limited period. The
ERG document provides interesting evidence on the widespread use of asymmetric MTRs in the EU
region. Countries that were represented in the study are: Austria, Belgium, Denmark, Germany, Finland,
France, Greece, Ireland, Italy, Luxembourg, the Netherlands, Norway, Portugal, Sweden, Switzerland,
Spain, the UK, Iceland, Hungary, Romania, Bulgaria, the Slovak Rep., Estonia, Lithuania, Malta,

Slovenia, the Czech Rep, Cyprus, Latvia, Poland, Croatia, and Turkey.

% ERG (2008). ERGs Common Position on symmetry of fixed call termination and symmetry of mobile call termination rates.
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The ERG study compared a sample of operators (84 in total) in January 2004 and January 2007. The
results are shown in the table below.

Table 5: Comparison of the MTR benchmark between January 2004 and January 2007

January 2004 January 2007

Proportion of operators with

asymmetric MTR 47% 39%

Average asymmetry (simple
average of all asymmetries, 1.4c€ 0.9c€
including operators from

countries without asymmetries)

Source: ERG (2008: 74,75)

The percentage operators with asymmetric MTRs have declined between 2004 and 2007. This is in line
with economic theory that maintains that asymmetric MTRs should be an interim measure. However, the

table does indicate how widespread this measure was, affecting almost half of all operators in 2004.

It was stated above that asymmetric MTRs can aid a late entrant who has not been able to achieve
significant scale economies. The following graph shows the relationship between late entry and MTR
asymmetry. ERG (2008:86) reports that on average, MTRs of operators having between 3 and 5 years of
entry delay are 17% higher than the lowest MTR in their country, and MTRs of operators having between
6 and 11 years of entry delay are 35% higher than the lowest MTR in their country. There is therefore a

direct relationship between the extent of late entry and the degree of asymmetry.
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Figure 1: MTR asymmetry in% (compared to the operator with the lowest MTR) related to delay of
entry in the market (compared to the first operator entering the market).
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Source: ERG (2008:87)

The ERG document also notes that there is a direct relationship between market share and economies of
scale. Based on this, they argue that smaller operators should be afforded asymmetric MTRs to enable
them to grow market share and to reap scale benefits. In terms of the countries studies, the ERG reports
that: “According to the MTR benchmark dated from January 2007, operators with a market share below
10 % have, in average, a termination rate level higher than the lowest MTR in their country of 47 %.
Considering operators having between 10 and 20 % of market share, the termination rate level is in
average 13 % higher than the lowest MTR in their country. It appears that an asymmetry towards
operators with a very small market share is a widespread phenomenon in Europe, even if there are major
discrepancies in the actual levels attained” (2008:87). The following graph shows this relationship

between market share and MTR asymmetry percentage.
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Figure 2: MTR asymmetry in % (compared to the operator with the lowest MTR) by operator
related to market share.
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Source: ERG (2008:88)
This graph clearly shows the propensity for smaller players to have higher degrees of asymmetric MTRs.

It is therefore clear from the international literature that asymmetric MTRs are a widespread phenomenon
(even if only temporary), that there is a relationship between late entry and higher MTRs and between low

market shares and higher MTRs.

5.2 High MTRs and the Position of Cell C
Cell C has faced high MTRs since its entry in 2001. High MTRs have had a negative effect on the

business of Cell C. MTRs serve as a price floor for off-net calls®’. The economic literature explains how
large networks can foreclose a new entrant and keep it from gaining market share, by using price
discrimination. As explained by the ERG/EC (2003:39)23: “The problem of price discrimination to foreclose
the market pertains mainly to the M2M situation. The incumbent operator(s) may foreclose the market by
charging a high (above-cost) termination charge to other networks whereas implicitly charging a lower
price internally. This leads to high costs for off-net calls for other operators at the wholesale level and thus

2 |n the previous Interconnection Guidelines (Notice 1259 of 2000), it was stated that: “Charges for interconnection must not exceed
retail charges for the provision of the equivalent services”.
% Consultation document on a Draft joint ERG/EC approach on appropriate remedies in the new regulatory framework. 21/11/2003
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to high prices for off-net calls at the retail level. On-net calls, on the other hand, are associated with lower
costs and thus with lower retail prices. Such a price structure creates network externalities (‘tariff-
mediated network externalities’) and thus puts small networks with few participants at a disadvantage.
The disadvantage is larger the higher the termination charge and thus the higher the difference between

the price of an on-net and an off-net call is”.

This issue has been recognised by ICASA, as explained in their explanatory document (2010:49): “Above
cost wholesale call termination rates are likely to lead to higher off-net retail prices. High off-net retalil
prices can make it harder for new entrants to compete with more established players. For example, firms
with high subscriber bases can potentially gain competitive advantage over less established firms by
keeping wholesale call termination rates high and creating large on-net/ off-net pricing differentials. The
greater the differential between on-net and off-net retail rates, the more attractive to customers are
networks that have relatively more on-net calling opportunities (i.e. larger networks)”. The issue here is
that in an ineffectively competitive environment that is dominated by two large operators, high
terminations rates can be used as a barrier to entry and expansion. This has been the experience of Cell
C in the South African market since its entry in 2001. While Cell C therefore welcomes the downward
movement in termination rates, it does not agree that it should also be subject to the same rates, as it has
not been the source of the high rates and neither has it benefitted from the high MTRs to the same
degree as MTN and Vodacom. Evidence of the weak position of Cell C is the increase of 515% in
interconnection rates between 1998 and 2001 (before the entry of Cell C in 2010). As reported by
Esselaar & Weeks (2008:5): “The unfortunate licensing mess that ensued between 1998 and late 2001
when Cell C was finally licensed just contributed towards the lack of any competitive constraint on the

incumbent mobile operators”.

The next sections show the current position of Cell C and how its late entry has affected its growth path.

5.2.1 Cell C has More Off-net Calls
Cell C entered the market during 2001. The issues experienced by a late entrant have also been faced by
Cell C. The table shows that the majority of outgoing calls of Cell C are still off-net calls. This is no

surprise, as Cell C has a small market share.

Table 6: Cell C outgoing calls (total)

On net 18% 17% 14% 18% 22% 26% 28%
(total minutes)
Off net tot mobile 65% 66% 68% 65% 62% 59% 57%
(total minutes)
Off net to fixed 17% 17% 18% 17% 16% 15% 15%
(total minutes)

Source: Cell C questionnaire
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It is interesting though that as Cell C has managed to grow its market share there has been a reduction in
the percentage of off net calls relative to on net calls. We do not have updated data for Vodacom, but
2007 data (Esselaar & Weeks, 2008:6) show that Vodacom had around 65% on net and 35% off-net

calls. Clearly this situation creates tariff mediated network effects that serve to entrench the position of
the incumbents.

5.2.2 Cell C Subscribers

The ICASA explanatory note (2010:11) shows that if one looks at connections, the SA mobile market has

16% contract and 84% pre-paid clients. In terms of revenue contract contributes 55% and pre-paid 45%.
The next graph depicts the situation for Cell C.

Figure 3: Cell C - percentage pre-paid and contract customers
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Source: Cell C Questionnaire

The graph clearly shows the difficulties Cell C experienced in entering the more lucrative contract market.
It also indicates that while Cell C had managed to grow its contract subscribers to a relatively high
percentage during 2006 and 2007, this relative percentage has declined since then. In order for a MNO to

become more profitable it has to grow its share of the contract market. The next two graphs show the
breakdown of pre-paid vs. contract customers for Cell C.
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Figure 4: Pre-paid Cell C customers - LSM breakdown
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Figure 5: Cell C contract customers by LSM
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These two graphs show that the contract customers generally come from the higher LSM groups. The

next graph also shows the average revenue per pre-paid and contract subscriber.
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Figure 6: ARPU pre-paid vs. ARPU contract
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The graphs above show that Cell C has not managed to grow its market share sufficiently in the lucrative

contract market where revenue per user is higher.

523

Cell C Brand Loyalty

There are many reasons why Cell C might have been unable to compete effectively, but an important one

is its network coverage and quality. Most of the theoretical models discussed below assume that all

MNOs have full coverage. The next graph shows the evolution of Cell C’s coverage up to January 2008.

Figure 7: Cell C coverage
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The graph indicates that Cell C is still in the process of expanding its coverage. It plans to invest more
than R5 billion in its network during 2010. When one considers brand awareness statistics it produces
interesting results: During Q1 2010, an indicator of brand loyalty (‘bonding’ which is a question asked to
participants in a survey to assign a percentage to a brand on the basis of ‘nothing else beats it’), was 13%
for Cell C, 33% for Vodacom and 38% for MTN. When analysing this issue in more depth, the surveyors
found that the most important reason given why people will not choose Cell C (63%) is that they do not
have a good network (MillwardBrown, Cell C Brand Health review, Quarter 1, 2010).

5.2.4 Market Shares and Costs

Finally it is important to understand that Cell C cannot reap benefits of scale if it has such a low market
share. As stated by the ERG (2008:89): “Putting aside the fixed costs incurred by any given operator, a
recent MNO cannot from the start have a comparable customer base to his existing counterparts...
However, in the short run, the new coming MNO does not benefit from comparable economies of scale
and efficiency since it is has fewer customers. As a result, NRAs may observe that the late entrant incurs
a higher per unit cost for all services (including termination) than its competitors (if costs are allocated
across lifetime volumes then this effect will potentially be more limited)”. Economies of scale are not
synonymous with efficiency. ICASA appears to argue that Cell C’s low market share is the result of
inefficiency. However, as ERG (2008:89) points out, even the most efficient firm can still have high unit

costs because of lack of economies of scale.

When cost differences exist between operators, symmetric MTRs are not the correct solution. The
relationship between market share and cost and its impact on the effectiveness of MTR interventions are
elucidated by Economides, Lopomo and Woroch®*. These authors consider a model where the regulator
does not set MTRs but only enforces a reciprocity rule requiring MNOs to negotiate MTRs that are
symmetric. Their results suggest that, under fairly general assumptions, negotiations will usually lead to
MTRs close to cost. More specifically, the authors show that, under conditions of symmetry in costs for
two MNOs, reciprocity of MTRs will result in optimal consumer welfare. However, their model also shows
that reciprocity in MTRs will not be conducive to competition or higher consumer welfare when cost
differences exist between the different MNOs. Under conditions of cost differences, their model suggest
that reciprocity of mark-up over termination costs must be enforced, rather than reciprocity of actual
MTRs.

While this particular rule represents an idiosyncratic regulation, the important practical insight from this
work is again that, in the face of cost differences, asymmetric MTRs will promote consumer welfare and

competition.

2 Economides, N., Lopomo, G. and Woroch, G. 2007. Strategic commitments and the principle of reciprocity in interconnection
pricing. In G. Madden, ed., The Economics of Digital Markets. Cheltenham, UK: Edward Elgar.
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5.3 Predictions of Theoretical Models

Two theoretical models are discussed here. The first (Hoernig, 2007) shows that off-net price differentials
will remain even if MTRs are reduced in a symmetric fashion. The second model (Peitz, 2005a and

2005b) shows that under asymmetric MTRs, consumer welfare is increased.

5.3.1 The Hoernig Model

The Hoernig (2007) model relies on the following assumptions:
a) Assumptions

1  Hoernig uses a model with two MNOs, both with full coverage. This approach is consistent with most
of the theoretical literature’s use of two-player models. Calzada and Valletti (2008)* is a first recent
attempt to extend mobile models to allow for multiple players.

Consumers can make both on-net and off-net calls.

Market shares are determined by utility derived by consumers. Consumers are assumed to derive
additional utility from joining the incumbent network. This feature is common to the literature and was
first introduced by Carter and Wright (2003) and subsequently also employed in Di Pillo et al (2009).

1 A balanced calling pattern is assumed, where each consumer has the same probability of calling
another consumer regardless of network to which he/she subscribes.

1 Itis assumed that MNOs price discriminate between on-net and off-net calls, charging prices, and, in
the two-part version of the model, that the MNO charges a fixed monthly subscription fee.

1  The model is solved using Nash equilibrium, which assumes each MNO chooses the best possible
course of action given the likely decisions of other MNOs. This is a mainstream assumption in much

of industrial organization research.

b) Predicted effects

If we assume that Cell C represents the MNO with smaller market share and either MTN or Vodacom
represents the MNO with the larger market share in the model, we may conclude the following from the

equilibrium results of the Hoernig (2007) model:

1 If Cell C and the larger MNOs had similar off-net costs (including similar MTRs, as suggested by the
proposed ICASA intervention) and similar on-net prices, the model predicts that larger MNOs would
have higher off-net prices. The on-net/off-net differential is not driven only by the level of the
termination fees, but also by the utility of receiving calls (the call externality) and the relative size of

the networks.

% Calzada, J. and Valletti, T.M. 2008. Network competition and entry deterrence. The Economic Journal 118 (August): 1223-1244.

Econe Page | 30

e, Competition & Applied Economics,



1  The outcome of the model is unchanged regardless of whether we assume a linear tariff or a two-
part tariff.

1  The outcome is unchanged regardless of the size of the asymmetry between the two MNOs market
shares. Arguably, given that Cell C has only approximately 10% of the market, the results for the
larger asymmetries are more applicable. In this regard, Hoernig (2007) finds that larger MNOs may
increase their off-net prices even faster compared to the case where the asymmetry between Cell C

and MTN/Vodacom is assumed smaller (i.e. where Cell C is a bigger player).

The general conclusion is that off-net retail prices will continue to diverge sharply from those of on-net
prices even if the proposed symmetric MTR interventions are implemented. The network advantages
enjoyed by MTN and Vodacom will therefore be retained. Furthermore, consumers will not necessarily
benefit as the model predicts that price discrimination is likely to continue. This suggests that it may be
beneficial to consumers if ICASA were to adopt an MTR intervention that is sensitive to Cell C’s position

as a smaller player.

5.3.2 The Peitz Model

a) Assumptions

The assumptions of the Peitz model are similar to the previous model, with two MNOs, one the incumbent
and the other the challenger, offering full coverage services. MNOs charge a two-part tariff, consisting of
a fixed subscription fee and per-minute costs. Assuming Nash equilibrium, the model is solved in the

following order:

1  The model assumes that MNOs first determine prices, with each MNO maximizing its profits given
the prices of other operators.

I  After prices are determined, consumers are assumed to choose networks and the quantity of calls
that maximize utility given the budget constraint and given the behaviour of other consumers.

1  These equilibrium values are then used to finally calculate consumer surplus. The equilibrium values
are derived for the model assuming symmetric access charges. It is then possible to study the
“‘comparative statics” of the model, where the original results are compared to the equilibrium with

the adjusted access charge for the smaller MNO.

b) Predicted effects

The equilibrium results for the Peitz model suggest that MTRs between Cell C and the larger MNOs will

have the following effects:
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1  Asymmetric MTRs improve consumer welfare. The benefit is not limited to Cell C subscribers, with
other subscribers also experiencing a net gain in utility. This result follows from the model's set-up
where equilibrium subscription fees on all networks decline in the face of asymmetric MTRs.

1  Market share for Cell C is increased. The model suggests that the smaller MNO will experience
faster penetration if asymmetric MTRs are imposed, assuming that the higher MTR is “within a

neighbourhood of cost”.

One of the concerns of ICASA may be that asymmetric MTRs could prevent prices from falling and could
artificially improve Cell C’s profits. However while off-net retail prices to Cell C may rise (or, equivalently,
fall by less), overall prices will fall (or, equivalently, fall by more) for consumers — raising consumer
welfare. Furthermore, it must be borne in mind that this is a static analysis, and that asymmetric rates also
have a long-run goal: while asymmetric MTRs may lower the benefit of price reductions in the short run
due to retail price discrimination, the very same price discrimination will ensure that the long-run impact is

improved competition and consumer welfare.

5.4 Conclusions on Asymmetry

In this section we showed that asymmetric MTRs have been used widely in other jurisdictions. There is
generally a relationship between the percentage asymmetry in the MTR and the delay in entry. Cell C
entered the market seven years after the other MNOs and this falls into the 6-11 year category of the
ERG document that has an average MTR difference of 35%. Furthermore, Cell C has a market share of
around 10% and the international evidence shows the direct relationship between asymmetric MTRs and
market share. We also used specific market data to show that Cell C needs to invest in its network in
order to grow its subscriber base and also to penetrate the more lucrative contract market. Asymmetric
MTRs for a temporary period will enable it to grow its market share and become a more effective
competitor. We also presented evidence from theoretical models that indicate that under circumstances of

large MNOs and a smaller MNO, asymmetric MTRs will increase consumer surplus.
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6 Effects of Asymmetric MTRs

6.1 Increases Long-run Competition

In essence, it is clear from the economic literature that under some circumstances asymmetric mobile
termination rates may be justified e.g. to encourage growth of a late entrant which suffers from lack of
scale due to late market entry where such promotion of competition is needed and justified. In the
previous section we illustrated why Cell C needs such encouragement in order to grow into an effective
competitor which in the long run will yield a more competitive mobile market in South Africa. In the words
of the ERG (2008:82): “Indeed, asymmetric mobile termination rates allow higher expected profits in the
short term and strengthen the relative competitive position of those MNOs permitted to charge higher
MTRs, thereby leading to increased competition in the long term to the benefit of end users. In other
words, in certain circumstances it may be appropriate for a regulator to allow asymmetric rates for a
limited time period — where the positive effects for competitors benefiting from asymmetric MTRs more
than offset the risk of competitive distortion, and trading off short-term inefficiency for long-term objectives
(such as long term efficiency). In such circumstances, asymmetric MTRs, by encouraging entry,
contribute to dynamic efficiency and favor infrastructure based competition. Whether it is appropriate to
make such a trade off depends on a range of factors that differ between countries. For example, the
benefits of promoting long-run competition may be greater where retail markets are relatively
concentrated”. It is submitted here that the concentrated nature of the SA mobile sector justifies such a
trade-off in order to attain long run competitiveness. However, as shown in the next section, even under
asymmetric MTRs, one can expect retail rates to decrease - which is the goal of the proposed wholesale

termination regulations.

6.2 Lower Retail Rates

In proposing that Cell C is treated proportionally, it is important to point out that the ICASA aim of
reducing mobile tariffs immediately will not be thwarted. ICASA states in its explanatory note®® that
because the demand for termination is a derived demand (originating from the retail call market) and
because there is insufficient competition in the fixed and mobile termination markets there is a need for
pro-competitive measures in termination markets. More precisely, on page 8 of the explanatory note it
states that: The demand for termination is a derived demand. It originates from the network of an
operator who carries the call on behalf of a customer who has originated a call. Changes in termination
rates will feed through, to some extent depending on the level of ‘pass-through’, to retail prices.” And

regarding competition in termination markets ICASA states on page (vi) that: ‘The Authority finds that both

% |CASA (2010) Explanatory Note for the draft Call Termination Regulations. ICASA Wholesale Call Termination Market Review for
the period 2010-2013. April 2010.
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the fixed and mobile call termination markets identified are ineffectively competitive. This is based on a
number of factors including that each licensee identified in each market has 100 per cent market share of
call termination on its own network.’

Hence, attempts to reduce termination charges to what ICASA views as a competitive level has the
primary goal of reducing prices charged in retail call markets. The extent to which measures in the
wholesale call termination market eventually impact on the retail market naturally depends on the extent
to which changes in wholesale termination rates are ‘passed through’ to retail prices (i.e. the extent of
pass-through). This is also stated on page 9 of the ICASA explanatory note: ‘If pass-through is limited (if,
for instance, the off-net provider absorbs some of the cost increase), then this will dampen substitution
behaviour in the retail market as customers do not face the full increase in price. As a result, there is less
incentive to seek alternative demand side substitutes and hence the behaviour of retail customers is less
likely to impose effective constraints on the hypothetical monopolist of wholesale call termination.’ Also,
ICASA is of the opinion that pass-through in the provision of South African mobile services is limited:
‘Licensees who provide mobile services serve a larger customer base and are therefore insulated from
competitive pressures to respond to any reduction in input costs. This is evidenced by the recent less
than 100% pass-through of the reduction of peak-hour mobile call termination rates from R1.25 to R0.89.’
However, it must be borne in mind that termination charges are not the only determinant of retail prices as
other factors such as feed other input costs e.g. origination costs, switching costs, apportioned fixed and
retail costs and profit margin also play a role.

However, regardless of the extent of pass-through from termination charges to retail call charges,
reducing average retail mobile charges does not require that all licensees’ termination charges be
amended to the same extent at a corresponding point in time. Total South African consumer surplus can
be substantially increased in the short run even if termination rates charged by all mobile operators are
not reduced to the same extent at the same point in time (i.e. in the case of asymmetric glide paths for
mobile termination rates). This follows from the observation that total consumer welfare is not determined
by one particular retail call price, but rather the average of all prices charged. Given that the two largest
mobile licensees (based on minutes terminated on mobile networks) together account for 85% of all
minutes terminated on mobile networks (see Table 7), lowering the termination rates charged by these
two established competitors should contribute significantly to the lowering of retail mobile rates if this

reduction is passed through to final consumers (even if pass through is not 100%).

Table 7: Share of total minutes terminated on mobile networks, January to June 2009

Percentage share

Licensee 1 43%
Licensee 2 42%
Licensee 3 14%

Source: ICASA (2010)
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The argument can be extended to include calls terminated on fixed networks - if termination rates
charged by the two largest mobile licensees and the largest fixed licensee (accounting for 98% of minutes
terminated on fixed networks, see Table 8) are reduced on a accelerated glide path compared to the
smallest licensee (Licensee 3 in Table 7), the average retail cost of calls can be significantly reduced.
Again, this follows directly from the fact that the two largest mobile licensees account for 85% of calls
terminated on mobile networks and the largest fixed licensee for 98% of minutes terminated on fixed

networks.

Table 8: Share of total minutes terminated on fixed networks, January to June 2009

Percentage share

Licensee 1 98%

All other fixed licensees 2%
Source: ICASA (2010)

It is therefore clear that a policy goal of reducing retail call charges in both the fixed and retail call markets
can be readily achieved even with asymmetric glide paths for mobile licensees (assuming some level of

pass-through to retail call rates).

Furthermore, asymmetric termination rates (on an interim basis) will afford a smaller licensee the
opportunity to develop sufficiently in terms of the overall size of its undertaking so as to effectively
compete with the much larger licensees over the long run. Additional interconnection revenue would aid a
smaller licensee in terms of funding network expansion as well as improving sales and distribution
networks. The increase in the overall size of the undertaking and related efficiencies would allow the
smaller licensee to compete more effectively on the overall retail price of its product offering as it is able

to reduce other components that account for the level of the retail call price (apart from termination rates).

A cost advantage with regards to off-net calls would also aid the competitive position of a smaller licensee
compared to other, larger licensees and encourage competition in the retail market. This, in turn, could
lead to lower prices and improved service delivery for the South African public as mobile licensees

compete more aggressively with one another on price, product offering and service delivery.

6.3 Evidence of Pass-through

The level of pass-through from wholesale termination rates to retail call rates is important if there is to be
any change in retail call rates resulting from a change in wholesale termination rates. If there is no pass-
through to the retail market, final consumers will not benefit from lower rates in the upstream wholesale
call termination market or be in a position to change their demand side behaviour in response to these

changes.
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Regarding pass-through in the South African mobile call market, ICASA states in its explanatory note
that: ‘Licensees who provide mobile services serve a larger customer base and are therefore insulated
from competitive pressures to respond to any reduction in input costs. This is evidenced by the recent
less than 100% pass-through of the reduction of peak-hour mobile call termination rates from R1.25 to
RO0.89.” While ICASA is probably correct in their assessment that pass-through was not 100%, we already
pointed out above that termination rates is only one input into retail prices. However, examining industry
data since the recent reductions in MTRs (during March 2010), it is clear that competition in the market
has increased. Increased competition does not have to be restricted to price competition. Data on retail
price reductions from Vodacom show that both on and off-net retail prices were reduced, especially in the
contract market. Some price aggressive packages were also introduced, of which the Cell C all-week 100
is a good example. Certainly, asymmetric MTRs will enable a player like Cell C to compete more

vigorously in the market, as already explained above.

6.4 Certainty and Predictability

In order for Cell C to grow its market share and to become a more efficient competitor, it needs to invest
in infrastructure. Cell C plans to invest in excess of R 5 billion during 2010 in expanding its network,
including building HSPA+ UMTS sites. As the goals of ICASA are to encourage investment and
increasing competition, it cannot introduce regulations that will make it very difficult for Cell C to go ahead
with its investment plans. This principle is acknowledged in the ERG/EC consultation document®’
(2010:69): “Encouraging efficient investment in infrastructure, by incumbent operators and new entrants,
and promoting innovation are explicit objectives for regulators. This means taking account of the need for
investors to obtain an adequate return on their investment, in the light of the risks taken. This also means
that regulatory uncertainty for investors must be reduced as much as possible. Such considerations come

to the fore when considering emerging markets”.

The need for consistency and proper economic analysis is not limited to the current issue or even
telecommunications regulation in general, but is a wider problem in the South African policy landscape. In
fact, Government acknowledges this problem, as witnessed both in its recent moves to establish policy
coordination mechanisms in Cabinet and across departments and also by its engagement with regulatory
impact in its macro-policy documents, such as ASGISA. It is therefore important for ICASA to engage in
an in-depth analysis of MTRs and their determination and effects, with due regard to current economics

research.

" Consultation document on a Draft joint ERG/EC approach on appropriate remedies in the new regulatory framework. 21/11/2003
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7 Conclusions

Internationally, policymakers accept that regulation should account for the strategic behaviour of
competitors. In particular, failure to do so has led to unforeseen and unlikely consequences that have
long been highlighted in economics. For this reason, economists and policymakers argue for interventions
that alter incentives rather than policies of a command-and-control nature. It is frequently accepted in
telecommunications that, if required, regulation should be aimed at addressing wholesale problems. The
nature of competition at the retail level, however, is crucial in understanding these wholesale problems:
the competitive dynamics between the MNOs at the retail level have a direct impact on the efficacy of
regulatory interventions at the wholesale level. The current ICASA MTR recommendations ignore
important retail issues — an approach that is not supported by economic theory. The proposed symmetric
reductions in MTRs are unlikely to increase consumer welfare and introduce stronger competition for
incumbent MNOs. It is therefore necessary that ICASA reconsiders its position regarding the symmetric
MTR reductions.

We show that since Cell C does not have ESMP and faces CBP, it cannot be subject to the same pro-
competitive remedies as the larger MNOs. The remedy should be proportional to the alleged market
failure. ICASA has a structuralist view of the market and ignores the interactive dynamics of the mobile
market. Cell C has in the past been hindered by high MTRs which have served as a price floor for its off-
net prices. In order for Cell C to grow its market share and to become a more efficient competitor, it needs
to have a period of asymmetric MTRs. We showed, based on theoretical models as well as empirical
evidence from the SA mobile market, that asymmetric MTRs will increase overall consumer welfare and
will also lower retail prices. ICASA will still be able to reach its goal of reducing retail rates, but will also
stimulate competition in the long term by allowing Cell C to invest in its network and become a more

competitive player.
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