SVID/ADVISDF%S

Producing a Reliable Price Squeeze Model

Berlin, 26 May 2009

Julio Villalobos, Partner

RETHINKINGb COMMUNICATIONS




Contents

3 About us

3 Why Price Squeeze detection is becoming more complex
(and more relevant)

3 Aligning the Price Squeeze Methodology with Regulatory
Strategy

3 Transparency and Consistency in Price Squeeze Tests

3 Conclusions

2009 © SVP Advisors



1 ‘ About us

2009 © SVP Advisors



About SVP Advisors

SVP Advisors is a management consulting
firm , which specialises in Business, Financial and
Regulatory Strategy .

Our Mission is to ARet hi
Communications 0, targeting innovative best
practice  solutions at a worldwide level and
enhancing the intellectual leadership of our
workforce .

Rapid market and technological transformation
on a global stage demands innovative thinking
to always be one step ahead of competitors and
external threats.

Our Team is formed of seasoned and
independent professionals, with an outstanding
international track -record in management

consulting and industry leadership roles within the
electronic communications sector.

Our highly motivated  multidisciplinary ~ experts 6Creating value in a fl:

offer a unique 360° approach .
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Regulatory accounting
LRIC / CCA

Accounting Separation
iIn mobile networks

Price Squeeze and
Competition analysis

Universal Service
Obligations and
Telecoms Policy

Benchmarking

Relevant experience

Support in adaptation of Costing system to LRIC standard (CMT,
2007 )

Audit of Tel e f - mACeCGCA sost accounts (CMT, 2006 , 2007 , 2008 )

Audit of OT E ALRIC-CCA cost accounts (EETT, 2006, 2007, 2008,
2009 )

Support in preparation of cost accounts and definition of costing
system (European integrated incumbent, confidential , 2008 )

Support to mobile operator in implementation of AS (confidential,
2009 )

Price Squeeze of markets 4 and 5 (EETT, 2008 -2009 )

Support in Price Squeeze analysis of markets 4 and 5 (NITA , 2008 -
2009)
Competition analysis for mobile operator (confidential, current)

Assessment of market performance and identification of market gaps
(COFETEL , Mexico, 2007 /8)

Study on the review of USO by EC (Telecom Italia , 2007 )

Benchmarking of LLU and co-location tariffs in EU (EETT, 2007 )



Why Price Squeeze detection is
becoming more complex (and more
relevant)
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Competition in fixed

-line markets is becoming increasingly driven

by bundles increasingly complex and with more service elements
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lllustration. Bundling penetration at household level in some European states
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The popularisation of LLU introduces significant differences in

competition | evels achieved
PREDOMINANCE OF PREDOMINANCE OF DIRECT
INDIRECT ACCESS

ACCESS (LLU)

AREAS WITH 3 bbbl o AREAS WITH 3
OR MORE OR MORE
COMPETITORS COMPETITORS
WITH INDIRECT

USING LLU
ACCESS

AREAS WITH 2
COMPETITORS
USING LLU

MARKET

MARKET
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é which 1 nduce pricing dynamics

price squeeze complaints

t

Areas with strongest
> competition and most

AREAS THAT CAN
SUSTAIN 3 OR
MORE
COMPETITORS
USING LLU

AREAS WITH 3
OR MORE

COMPETITORS

WITH INDIRECT —
ACCESS

MARKET
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favourable economics drive
prices down

POTENTIAL
PRICE
SQUEEZE
ISSUES

>

These prices are passed by
incumbent onto other areas

\ with less competition
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REVENU i

Alternative operators do not have SMP, but can collectively drive
the market towards lower prices and drive some out of business

Comparison of typical unlimited local and national calls and broadband bundled packages

45

40

35

30

25

20

EUR / month

15

10

Operator 1 Operator 2 Operator 3 Operator 4 Operator 5 Operator 6
(incumbent)

M Line rental B ADSL [ Unlimited calls [ Bundle
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Regulatory Agencies are aware of the benefits of bundling for
consumers, but are wary of potential anti -competitive effects

Immediate benefits for customers, who enjoy Leverage or abuse of market position,
lower service prices and lower horizontal or vertical power leverage
transaction costs

Namely profits from one sector of the
business subsidizing losses  from another
sector of the business

Economic benefits for the operators, who Potential anticompetitive behaviours , Le.
achieve a higher level of efficiency thanks unreasonable bundling, margin squeeze, and

to cost synergies associated to the joint discriminatory or predatory pricing

provision of several  services and economies

of scope

Role of regulation, encouraging fair market competition
AEnsuring replicability on ex-ante basis

ADetermining  consequences of not taking into consideration
regulation : offer rejection, fines, reduction of wholesale tariffs

11
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3 Aligning the Price Squeeze
Methodology with Regulatory
Strategy

- 2009 © SVP Advisors



13

Setting the methodological principles right is

the first and

fundamental step to achieve a reliable outcome in a PS model

2009 © SVP Advisors

Methodological principles aligned
with best -practice and consistent
with overall regulatory strategy
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A price squeeze test aims to determine whether competitors can
trade profitably offering equivalent tariff

ébut some I mportant gquestions need

3 WHO should be able to trade profitably

3 WHAT do we mean by ndnprofitablyo

3 WHAT SERVICES should operators  offer to trade profitably

3 WHAT RESOURCES or technologies should they use

3 WHERE should they be able to trade profitably

2009 © SVP Advisors
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The choice of the modelled operator determines WHO we consider
should be able to trade profitably

Similarly Efficient Operator (SEO): the notified operator costs are adapted to
the structural inefficiencies of an alternative operator due to size and entrance
time. A SEO approach has been used in the UK since 2002.

Existent Operator or Equally Efficient Operator (EEO): in this case the
reference cost base is the notified operato
costs using as reference an operator that has substantial economies of scope and

scale.

Reasonable Efficient Operator (REO): a REOG6Gs costs are adarg
reasonable achievable efficiencies based on local specific constraints, such as
network or market. REO costs are used in Belgium.

Theoretical Efficient Operator: the most efficient  operators costs are modelled
in this case. Regtp in Germany uses this concept, however, in narrowband it allows
a2b%mark -up for alternative an operatoros spe
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The choice of a cost standard determines WHAT we MEAN by
profitahb

Definitions from economics:

A Avoidable costs - fixed and others that are not incurred if operations cease.
A Variable Costs - costs that change with the level of output (q). VC(q)

A Total Costs - sum of fixed and variable costs

A Marginal/Incremental Costs - the incremental or additional cost that results from
producing one more unit of output

A Average cost or average total cost is total cost divided by output ATC=c(q)/q.
A Average variable cost AVC=VC(q)/q

A Average fixed cost AFC=FC/g
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and will crucially determine how strict the price squeeze test will be

Afcosts standard selection depends on 1

AR

Co

Average Variable Marginal cost LRIC Average FOC
Cost Avoidable Costs

lllustrative example

17
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The choice of retail and wholesale services determine WHAT services and
WHAT resources the operator should sell and use to achieve profitability

V Retall services considered

BROADBAND

TELEPHONY
TRAFFIC

IPTV

V Wholesale services modelled

18
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If price squeeze is assessed at bundle level, it is implicitly assumed

A Bundling makes the assessment of price

that competitors may have to offer them as well

(" PURE BUNDLING R
Or TYING
Objective justifications
needed (Technical

\_ reasons) y

abuses more complex

Bundling types

A Differentiation among types of bundling, illustrated
with the bundle of A and B products

2009 © SVP Advisors

Yes

Margin Squeeze Test
Methodology for bundles

(Regulated markets
affected the offer)

Pure
bundling or
tying?

-related

Pure bundling. Neither A nor B is sold
separately
Tying: A (tying product) not sold without B,
but B (tied product) sold separately

Mixed bundling: Both sold separately, but
together applying a discount

No

Relevant factors to be considered:

A Existence of similar bundles

competition

A Impact of competitive harm

( )

MIXED BUNDLING
Existence of stand-alone

retail offers for b u n d

components

\_ J
v

Integrated or
joint replicability
TEST
(Bundle as a
whole)

v

Differential or
implicit replicability
TEST
(Bundle
components
separately)

Source: SVP Advisors
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~COSTS EURTionth
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Should operators be allowed to trade profitably using ANY available
wholesale alternative, or should they use an optimum combination?

Using direct Access Using Indirect Access Weighted Average Using Optimum
(LLU) in enabled (WLR, Bitstream) wholesale service
areas Nationally Nationally
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Recognising how the economics of the different areas vary allows us
to address the question of WHERE replicability should be possible

lllustrative examples of Unit Costs by Area and indication of the most cost -effective
45 Wholesale option
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Area

~ Direct Access (LLU) i Indirect Access (WLR, Bitstream)
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And provides avery usefulinsight into what specifically may be the
problems relative to retail / wholesale pricing
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A Transparency and Consistency in Price
Squeeze Tests

SVP//\D\/ISDRS



24

A robust framework for accounting separation requires a proper
methodology but also sensible implementation and control

Consistency must be  ensured between the
PS model and other regulatory accounting
systems and analyses

The implementation of the PS model
must be satisfactory in terms of the
transparency achieved and the
usefulness  of the data provided
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The PS Model should enable clear traceability of each cost and
revenue item being considered, and results should be meaningful

2
Passgog © svp Advisors

yes

YES

Tariff 1 Tariff 2 Tariff 3 Tariff 4
Revenues $$ / month / customer 32,35 22,68 51,13 34,70
Costs $$ / month / customer 22,85 25,65 34,79 23,01
Retail costs $$ / month / customer 2,39 10,39 10,10 3,75
Advertising $3$ / month / customer 0,33 1,65 1,84 0,41
Bad Debt $$ / month / customer 0,45 1,49 - 1,52
Billing $$ / month / customer 0,10 0,51 0,57 0,13
Customer care $$ / month / customer 0,76 3,80 4,25 0,95
Customer retention $$ / month / customer 0,08 0,38 0,43 0,10
SAC & Installation costs $$ / month / customer 0,51 1,80 2,16 0,45
Sales $$ / month / customer 0,15 0,72 0,81 0,18
Wholesale costs $$ / month / customer 13,29 8,80 14,02 9,01
Call origination $3$ / month / customer 0,00 - 0,00 -
Call termination $$ / month / customer 0,35 - 0,35 0,21
Co-location $$ / month / customer 1,10 1,11 1,72 1,11
Full ULL $$ / month / customer 11,78 - 11,90 -
Host mobile call origination $3$ / month / customer - - - -
Host mobile call termination $$ / month / customer - - - -
IC links, ports and signalling $3$ / month / customer 0,04 - 0,03 0,01
Mobile call termination $$ / month / customer - - - -
Number Portability $$ / month / customer 0,00 - 0,00 -
Shared ULL $$ / month / customer - 7,68 - 7,68
Wholesale Line Rental $$ / month / customer 0,02 - 0,02 -
Own network costs $$ / month / customer 4,50 4,33 7,50 7,69
Conveyance $3$ / month / customer 0,62 1,08 1,04 2,44
DSLAM $$ / month / customer 1,63 1,76 3,50 1,76
Gateway $3$ / month / customer 0,00 0,00 0,00 0,00
Internet connectivity $3$ / month / customer - 0,59 0,59 1,48
IP Backbone & BB platforms $3$ / month / customer 0,42 0,68 0,68 1,51
IP Backhaul & BB platforms $$ / month / customer 0,13 0,22 0,22 0,49
IPTV & VoD $$ / month / customer - - - -
Narrowband Voice Platform $$ / month / customer 1,69 - 1,46 -
Other costs $$ / month / customer 2,68 2,13 3,17 2,57
Personnel $$ / month / customer 1,39 0,83 1,87 1,27
Overhead $$ / month / customer 1,29 1,30 1,30 1,30
Margin $$ / month / customer 9,5 -3,0 16,3 11,7




The Price Squeeze model should provide a clear rationale for the

evaluation of economies of scope in multi -play offers
Source of Description Type of costs affected
economies of
scope
Customer care Customer-care costs are generally driven by Customer care (billing)
efficiencies customers and do not increase linearly with
the services provided to these customers
Network efficiencies Network costs which are fixed, or due to Full LLU fees, co-location costs,
economies of scale backbone costs, IP Network costs
Retail efficiencies Efficiencies in advertising and Advertising, Marketing

commercialisation costs

Better use of general  Larger base of customers and services for ~ G&A, Overhead costs

resources distribution of G&A costs

Lower churn rates Larger average life of the customer allows Subscriber acquisition costs,

(increased retention)  for a better recovery of initial one-off fees installation costs, one-off
associated to the acquisition and activation  activation fees paid on customer-
of the customer basis (CPS, LLU activation)

The existence of economies of scope is the main

justification for price  reductions associated to
bundled offers

26
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Interpretation of price squeeze tests according to different cost -
allocation schemes: Green, Red and Grey

I According to EU best practices the right approach for the evaluation of pricing -related
abuses is some measure of total costs between LRAIC and FAC or a method taking into
consideration both

GREEN ZONE.

Revenue is above the FAC cost T no indication that it might produce a price squeeze.
RED ZONE.

Revenue is below the LRAIC cost - price squeeze test s failed.
GREY ZONE.

Revenue is below FAC but above LRIC cost - the tariff might produce a price squeeze.
Other relevant factors should be considered for assessing the grey zone case:

modelling issues

economies of scale

cost efficiencies

rival's bundled offers

network effects

essentiality of wholesale inputs

To o To To Io Do

The interpretation of the replicability results require not only a complex

guantitative test but also a straightforward economic  analysis

27

2009 © SVP Advisors



28

The internal structure of the PS model should be consistent with
other regulatory accounting systems and regulatory analyses
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MARKET MODULE

Subscribers

Retail Tariffs
mix

Demand
model

Geographical
model

REVENUES MODULE

ACCESS AND BACKHAUL MODULE

NETWORK MODULE




The Geographical modelling is essential for proper assessment of
PS, however it adds an additional layer of complexity
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