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EXECUTIVE SUMMARY

Call Termination is a wholesale input, used by providers of calls from fixed-line and
mobile networks to complete calls to subscribers connected to other networks. It is
one of the larger costs to operators associated with providing telecommunications
services to subscribers.

The market definition process undertaken by the Authority is specified in Section
67(4) of the EC Act. Section 67{4)(a) of the Act states in relevant part, that the
Authority must:

“define and identify the retail or wholesale markets or market segments in which it
intends to impose pro-competitive measures in cases where such markets are
found to have ineffective competition”.

Wholesale call termination is the first of five broad categories of markets to be
defined by the Authority (there are numerous markets within each category,
potentially up to 41, although not all markets will be a focus of regulation).

To inform the development of these regulations, the Authority released a
Biscussion Document in January 2007, held hearings in May and is mandated to
publish its findings in terms of a section 4B inquiry nat more than 180 days after the
conclusion of such an inquiry (18 November 2007).

The essence of the Findings Bocument is for the Authority to consclidate the
responses and perspectives regarding the intricacies of the issues listed within the
Discussion Document and the public hearings and propose a progressive manner
of dealing with the issues arising from such a process. Where appropriate, the
Authority's observations and preliminary conciusions are detailed.

It is repeatedly emphasised throughout this document that the views expressed
regarding wholesale call termination do not represent the conclusive opinions of
the Authority. The intent of this document, very simply, is to provide a stake in the
ground as to the current state of affairs regarding calt termination market definitions
and to provide the parameters of that market, which will still require definition in
terms of section 67 of the EC Act.

There are a myriad of arguments considered in this document. This executive
summary highlights what the Authority views as the most important of these.
Naturally, a full appreciation of the compiexity of the arguments {and their inkages)
can only be appreciated by reading the document in full.

in regard to call termination, the following markets have been explicitly proposed in
the inquiry:
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*  Wholesale call termination on Vodacom’s network in South Africa;
* Wholesale cail termination on MTN’s network in South Africa;

*  Wholesale call termination on Cell C's network in South Africa;

*  Wholesale call termination on Telkom’s network in South Africa;

*  Wholesaie call termination on Neotel's network in South Africa;

* Wholesaie call termination on all other ECNS providers’ networks in South
Africa, so long as they provide call termination on their networks. This will
include call termination on USAL networks;

»  Wholesale call termination on all other ECS providers’ networks in South
Africa, so iong as they are in a position to set call termination rates on their
networks. This will include call termination on VOIP networks.

Since this is the final step prior to the release of draft regulations regarding market
definitions, the Authority is cognisant that it must provide a roadmap for the market
definition process in general and spegifically the number and form of the
regulations to be released in the future. This is done in the introductory section of
this document.

The Authority is also required to respond to substantive arguments made in
response to the Discussion Document released in January and the oral
presentations in May of this year. The remainder of this document seeks to do that.

The Authority argues that of the major forms of substitution, wholesale demand and
supply side substitution are seen as insignificant. Retail supply side substitution is
seen, at the current stage in the market definition process, also as insignificant. In
short, due to the technological/commercial constraints discussed in the document,
retail demand side substitution constitutes the only current potential avenue
through which subsfitution may occur.

Thus the primary focus of the document is in response to arguments regarding
retail demand side substitutes. The document provides evidence that retail
customers do not face termination fees directly because they do not purchase call
termination services directly. Rather their service providers purchase these
services and use them as one of a number of inputs in order to provide customers
with an off-net call service (which allows their customer to call a customer of the
termination provider). Any substitution in response to termination price changes at
the retail level is therefore “indirect” and is based on consumers reacting to any
feed-through to off-net retail prices, not directly to the wholesale price of call
termination.
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The indirect nature has varicus impiications for the application of the hypothetical
monopolist test (“SSNIP”) and the Authority identifies these. The Findings
Document also identifies a number of conditions that must hold in order for indirect
substitution to occur in the first place, and which at the very least weaken the link
between price increases and consumer substitution. it then proceeds to test these
conditions in the context of call termination on mobile and fixed line operators.

The fact that there are no direct demand-side or supply-side substitutes
significantly reduces the likelihood of identifying effective substitutes. Indirect
substitutes at the retail level suffer from three fundamental problems. First,
expected switching ratios in response to a small but significant price increase in
termination rates will be lower due tc a lower percentage price increase realised by
the final customer (because termination is only one input to price faced by
customer and because there may be limited pass through). Second, there will be
more limited awareness of the relative price changes that do occur (based on limits
to network and price awareness). Third, the critical switching ratio required to make
a small but significant price increase unprofitable is bound to be high because
many of the retail switching aiternatives will usuaily entail the termination provider
earning revenue on the alternative retail product. in this regard ‘please-call-me's’ or
call-backs, multiple SIM cards, least cost routing and CSTs are considered, and
rejected as potential substitutes.

The so-called “Waterbed effect” is also taken into account. This is when price
increases for one service resuit in decreases in others (namely, that forcing price
reductions in a regulated retail product might have uniniended consequences in the
prices of other, associated or complementary unregulated products). ICASA does
wish to signal at this stage that the waterbed effect will not necessarily hold
perfectly in imperfectly competitive markets.

ICASA also notes that most of the stakeholders' arguments were concerned with
the impact of remedial action, not market definition. No stakeholders have provided
substantial reasons as to why general linkages between wholesale and retail
markets means that they should be defined as the same market. Just because
overall competition will be based on dynamics in both markets does not mean that
they form a single competitive market. Even if retail services were fully competitive,
this would not in any way mean that wholesale call termination would alsc be

~competitive. In particular, each mobile operator would still be the only supplier of
call termination on their network, and callers would not be able to switch to
constraining substitutes.

The Authority then locks at particular substitute products for mobile and fixed line
calls. Regarding mobile calls, the Authority considers the possibility that mobile-to-
fixed and fixed-to-fixed calls are a substitute for fixed-to-mobile calls and off-net
mobile calls. The Authority argues that it is it is highly unlikely that the required
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switching will be generated out of the smail customer base that can in fact switch to
warrant expanding the market.

In considering off-net mobile calls as substitute for fixed-to-mobile calls the
Authority argues that off-net mobile cannot constrain fixed-to-mobile and vice versa
because the both face the same call termination fee. Similarly, the Authority argues
that on-net maobile calls are highly unlikely to be abte to constrain call termination
rates, for various reasons including the high relative profitability of on-net calls. The
Authority then considers the possibility of changing networks as a potential
substitute and argues that consideration of changing networks to avoid higher off-
net rates does not warrant expanding the market definition as it is unlikely to
constrain the profitability of a SSNIP in call termination rates. Finally, the Authority
considers joint constraints because of the interaction of substitute products in
consiraining a price increase in call termination.

Regarding substitutes for fixed calls, the Authority first looks at on-net fixed-to-fixed
as a substitute for mobile-to-fixed calls. ICASA cansiders it highly unlikely for on-
net fixed-to-fixed calis to constrain fixed line call termination. In fact, ICASA
considers that this type of switching behaviour may encourage high termination
rates rather than constrain them. Overall, given the revenue earned on or-net calls,
required switching ratios will need to be very high for these types of services to
constrain fixed call termination, if it is possible at all. Reéarding mobile-to-mobile
calls as substitute for maobile-to-fixed and off-net fixed-to-fixed calls the Authority
argues that mobile-to-mobile calls are uniikely o constrain fixed ermination rates
to a competitive level, for various reasons including significant cost differences.

The Awuthority looks at common pricing constraints and bundling and argues that
the relevant market can be broadened to call termination to all subscribers on a
particular network. The Authority also argues that operators do not differentiate
pricing due to terminating the call in a different geographical location and as such,
there is one geographical market.

This document defines the individual wholesale call termination market, namely
that there is a separate market for wholesale call termination on each service
provider's network, where each market is national in scope.

The Authority identifies 5 markets specifically (call termination on the following
networks: Tefkom, Neotel, MTN, Cell C, Vodacom) but other termination is also
defined in general terms (and referred to as cail termination provided by any ECNS
or ECS provider’s network).

As this process has been conducted as a section 4B inquiry in terms of the ICASA
Act, the Authority only seeks to define the market. No pronouncement is made on
the effectiveness of competition in this markef. This pronouncement and any
remedies that may flow from such a determination will be done by regulation in a
process envisaged by section 67 of the Electronic Communications Act.
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2.

INTRODUCTION

This document follows a consultative process undertaken by the independent
Communications Authority of South Africa ("ICASA/Authority”) in terms of section
4B of the ICASA Act. It sets out the findings on the subject matier of the inquiry
contained in Government Gazette No. 22568 published on 29 January 2007 in
terms of section 4C(6)(a) of the Independent Communications Authority of South
Africa Act No. 13 of 2000, as amended (“ICASA Act’). Pursuant to section
4C(6)(b)(i), the Authority is mandated to publish its findings in terms of a section 4B
inquiry not more than 180 days after the conclusion of such an inquiry.

ICASA published a Discussion Document on the 29 January 2007 seeking
comment from interested parties on questions and issues contained in Annexure A
entitted “Wholesale Call Termination Market Definition” (the “Discussion
Document”). Interested parties were required to submit written responses to the
Discussion Document no later than 31 March 2007. On request by interested
parties, the closing date was extended to 2 April 2007. Fifteen (15) written
responses were received. The Authority held public hearings on the consultation
document from 16 - 18 May 2007 at the ICASA offices in Sandton.

This Findings Document consolidates the responses and perspectives regarding
the intricacies of the issues raised in the Discussion Document and the public
hearings and proposes a progressive manner of dealing with the issues arising
from such a process. Where appropriate, the Authority’s observations and

preliminary conclusions will be detailed. Such preliminary conclusions and
observations ought not to be interpreted as representative of conclusive

determinations made by the Authority reqarding any future substantive findings on

the issues canvassed in the Discussion Document.

This Finding Document is also intended to provide clarity with regards to the
manner in which the Authority has interpreted the exercise of its statutory powers
and the pertinent enabling legisiative provisions that the Authority relies upon. The
Authority is of the view that by embarking upon an inquiry, through the publication
of a Discussion Document and posing pertinent questions relevant to market
dynamics serving to characterise the broader call termination market, it has met
this obligation. Such consultation is framed by section 4B of the ICASA Act read
with section 67(4) of the Electronic Communications Act 105 of 2005 (“the Act™).
Section 4B of the ICASA Act provides that;

The Authority may conduct an inquiry into any matter with regard to—
a. the achievement of the objects of this Act or the underlying statutes;

b. regulations and guidelines made in terms of this Act or the underlying
statutes;
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c. compliance by applicable persons with this Act and the underlying statutes;

d. compliance with the terms and conditions of any licence by the holder of
such licence issued pursuant to the underlying statutes; and

e. the exercise and performance of its powers, functions and duties in terms
of this Act or the underlying statutes.

The Authority is cognisant that section 67(4) of the Act envisages reguiations
prescribing the foliowing, the number and sequence, which will be determined in
due course:

Regulation(s) as envisaged by section 67{a) of the Act

Section 67(4)(a) regulations are intended to define and identify the retail and
wholesale markets segments within which the Authority determines whether or not
such markets are characterised by ineffective competition. The Authority will also
detail the manner in which Significant Market Power (SMP) may be determined
pursuant to section 67(4)(d) read together with section 67(5) of the Act.

Regulation(s) as envisaged by section 67(4)(b) of the Act

This regulation anticipates the detailing of the methodology which the Authority will
use in determining whether or not a relevant market as defined pursuant to the
regu|aﬁon promulgated under section 67(4)(a) of the Act is characterised by
ineffective competition. The factors to be considered in giving effect to the
regulation are detailed in section 67(6)b) of the Act. Within this regulation, the
Authority will extrapolate on the substantive essence of the factors detailed in
section 67 (6)(b) of the Act.

Regulation{s) as envisaged by section 67 (4)(c) of the Act

This regulation anticipates detailing the potential pro-competitive measures that the
Authority, in exercising its discretion pursuant to section 67(4) of the Act, may
impose where it is of the view that a relevant market is characterised by ineffective
competition. The Authority is guided by factors detailed in section 67(7) of the Act.

Regulation(s) as envisaged by section 67 (4)(e) and (f) of the Act

This regulation anticipates the Authority detailing both a schedule where the
Authority will undertake periodic reviews of the relevant markets as defined, and
providing for procedures for the monitoring and investigation of anti-competitive
behaviour in the relevant markets as defined.
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While section 4B of the ICASA Act provides the Authority with considerable latitude
in the scope and substance of inquiries to be conducted, the Authority has sought
to invoke section 4B in this instance so as to canvass certain propositions
regarding the dynarmic characteristics of the broader call termination market. In this
regard, the Authority is of the view that the complexities of the market dynamics
and the intricacies of several considerations regarding the impaosition of ex ante
regulatory remedies necessitated that an exhaustive consultative process be
undertaken so as to solicit as many pertinent perspectives as possible. Further
analysis of the call termination market, and indeed other markets, would be
sustained through the reguiations that are to be promulgated pursuant to section
67(4).

While the Authority understands that there might have been an impression created
through the issuance of a Discussion Document that the Authority had made
conclusive determinations regarding the definition of the relevant call termination
market, the determination of the effectiveness or ineffectiveness of competition, the
assignment of SMP and the imposition of pro-competitive conditions, such an
impression would be errcneous as the Authority is particularly cognisant that such
conclusive determinations cannot be made absent the promulgations of the
regulations envisaged by section 67(4).

It is therefore imperative that the findings of this inquiry be removed from any
conclusive determination that the Authority may arrive at after promulgation of the
regulations pursuant to section 67(4). However, in postulating the general contours
of the relevant call termination market, and in discerning the common
characteristics of the functional dynamics of such a relevant market, it is
reasonable that the Authority would have recourse to the observations and
preiiminary conclusions discemible from the findings of the inguiry. it is precisely
the utility of having conducted such an exhaustively consuliative inquiry that the
Authority ought to be in a position to materially rely upon certain observations
discernable from the inquiry in seeking to better sustain its understanding of the
dynamic characteristics of the broader call termination market.
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QOutline of findings

Having considered potential demand-side and supply-side substitutes at the
wholesale and retail level, {CASA identifies separate markets, which - for each
Electronic Communication Service (ECS) or Electronic Communication Network
Service (ECNS) provider - are defined as:

wholesale call termination on an ECS or ECNS provider's set of allocated
numbers from the national numbering plan (including those that have been
gained through porting), where each market is national in scope

These markets are also referred to as:

wholesale call termination on a service provider's nefwork, where each
market is national in scope )

In this context, the word “network” does not refer to a physical communication
facility or to a system that can only be provided by an ECNS provider. Rather it
refers to the logical “network layer,” which may be built on top of the physical
communication facilities offered by ECNS providers. The ECNS or ECS provider
uses this network layer to provide electronic communications to its customers. in
particular, the provider issues numbers to each individual customer, which is
dialled when calling those customers.

The following markets have been explicitly identified:
*  Wholesale call termination on Vodacom’s network in South Africa
*  Wholesale cail termination ch MTN's network in South Africa
*  Wholesale call fermination on Cell C's network in South Africa
*  Wholesale call termination on Telkom’s network in South Africa
+ Wholesale call termination on Neote!'s network in South Africa

= Wholesale cali termination on all other ECNS providers’ networks in South
Africa, as far as they provide call termination on their networks. This will
include call termination on USAL networks.

*  Wholesaie cail termination on all ather ECS providers’ networks in South
Africa, as far as they are in a position to set call termination rates on their
networks. This will include call termination cn VOIP networks.

Wholesale alternatives constitute the most direct form of potential substitution.
However, ICASA did not identify any existing functional demand-side alternatives
io call termination on each provider's network. Furthermore, as there is no
technological/commercial mechanism for alternative providers to offer call
termination on another provider's network, consideration of wholesale supply-side
substitution does not expand the market. ICASA also did not identify any
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constraining retail substitutes. In general, the indirect nature of potential
substitutes, the prevailing Calling Party Pays (CPP) environment as well as the
absence of plausibie altermnatives where the termination provider does not continue
to earn substantial revenue margin, significantly reduce constraints generated at
the retail level. Finally, common pricing constraints broaden the rparket from
termination on specific numbers to all numbers on a particular provider's network,
as well as from local areas to all of South Africa.
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3.1.

MARKET DEFINITION FOR CALL TERMINATION

SUMMARY OF ICASA FINDING ON MARKET DEFINITION

To define the market for call termination, |\CASA has made use of the standard
hypothetical monopolist test. Starting at the narrowest possible market, this test
considers whether a monopolist of that market would be constrained by customer
switching to substitute products, from engaging in a small but significant non-
transitory increase in price (SSNIP). If the monopolist is constrained, the market is
expanded to include the substitute products. If not, the narrow market is accepted.

ICASA finds that call termination on each individual provider’'s network constitute
separate markets. This finding is based on the absence of demand-side or supply-
side substitutes at the wholesale ievel and insufficient substitution constraints at
the retail level. In summary:

Wholesaie level

* Demand-side substitution at the wholesale levei. Service providers purchase

termination so that their customer can make calls to customers on other
networks. For these direct wholesale buyers of call termination, no alternatives
currently exist other than to purchase the product from the provider on whose
voice network the buyer needs to terminate calls. Therefore, ICASA did not
identify any economic (or functional}] demand-side substitutes at the
wholesale level.

«  Supply-side substitution at wholesale level. Service providers cannot at present
offer services which terminate calls on another provider's network. There is no
commercial and/or technological way for a supplier to “get into” a network of
another provider and offer the service. Therefore consideration of potential
entry does not change the conciusion reached on the demand level. New
technologies like VOIP were considered as potential wholesale substitutes in
the future." However this possibility is unproven both technoiogically and
commercially and there are many obstacles which may block its adoption as a
wholesale substitute to “normal” termination. Other technological possibilities
are similarly unproven. iICASA therefore finds that there are no supply-side
substitutes and this is unlikely to change in the time period of this
review.

" VOIP providers might reroute calls headed for a fixed or mobile number to instead terminate on a VOIP numbers at
broadband enabled fixed or mobile focations.
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Retail level

Demand-side substitution at the retail level. In a Calling Party Pays (CPP)
context, call termination is a wholesale product as it is bought and sold
between providers who use it as an input to allow customers on different
networks to call each other. Retail substitution is therefore inherently “indirect”
and this reduces the likelihood of retail products exercising a constraint at the
retail level. In particular, the percentage price increases faced by retail
customers will be lower than the percentage price increases at the wholesale
level both because retail prices are inherently higher and because pass
through from wholesale to retail ievels is often limited. Moreover, at the retail
level, customers that actually choose networks do not face the call termination
rate that their network charges. This again reduces any constraint on call
termination arising at the retail level. Customers of other netwarks who
indirectly pay the termination fee when making calls to that network may offer
the possibility of some retail constraint. However, this requires the ability to
adeguately identify networks and the price of off-net calls to those networks
{relative to the price of alternatives), as well as the existence of adequate
alternatives for contacting the desired party. In addition, many of the
alternatives to which consumers may switch also provide revenue to the
termination provider (such as on-net calls). As such, these alternatives will
place less constraint on the raising of termination prices as profit is atso gained
on the potential substitute product. . Considering the limited percentage price
increase faced by retail customers, the extent of pass through, the awareness
of both price and network, as well as the absence of sufficiently constraining
demand side alternatives, ICASA finds that retail demand-side substitution
is insufficient to broaden the product market on the basis of the SSNIP
test.

Supply-side substitution at the retail level. Termination cannot be offered by
providers other than the network provider of the called customers.
Therefore, the existence of competitors or the possible entry of new
competitors does not create any additional constraints. Similarly, the
introduction of new competitors based on technological or regulatory
convergence is unlikely to change the key competitive dynamic which results in
each provider's network constituting a separate market.

ICASA’'s market definition findings are consistent with the findings of national
regulators across the wortd, spanning jurisdictions across diverse econcmies.
These include the United Kingdom,” France,® Norway,® Hungary,® Finland,®
Sweden,” Ireland, Germany,® Belgium® and the European Commission, *°

? OFCOM, Wholesale Mobile Voice Termination: Statement” 1 June 2004, pp. 1-4 and OFTEL, Review of Fixed
Geographic Call Termination Markets, Final Explanatory Statement and Naotification, 28 November 2003, p. 4. See also
the latest OFCOM Mabile Call Termination Statement, 27 January 2007.
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3.2,

In what follows,. ICASA first expands on its approach to market definition as set out
in the initial consultation document. Wholesale demand-side and supply-side
possibilities are considered. The document then turns to retaill demand-side
substitutes where fixed location and mobile call termination are considered
separately. Finally retail supply-side substitution is considered.

Note on stakeholder comments. Throughout the text we engage with the comments
submitied by stakeholders. Where appropriate, each sub-section concludes with a
consideration of any additional stakeholder comments that have not been
addressed in the main text of that sub-section.

MARKET DEFINITION METHODOLOGY

The hypothetical monopolist test. The approach used for market definition is in
keeping with competition principles established in the Competition Act No. 89 of
1998 and is in accordance with the approach of European and US competition and
other regulatory authorities. The “hypothetical monaopolist test” is a common tool
used to help delineate market borders. Starting at the narrowest possible market,
the test considers whether it is profitable for a hypothetical monopolist to engage in
a small but significant, non-transitory increase in price (SSNIP) above the price that
would exist in a competitive market. Whether or not it is profitable depends on the
extent to which (@) consumers may switch to substitute products (demand-side
substitutability) and (b) suppliers of different products may enter into the market
and offer new competition {supply-side substitutability). If substitution in either of

* Autorite De Regulation Des Telecommunications (“ART" Press Release on ART's conclusion on mobile call
termination, December 2004 and ART press release, "ART submits to the Conseil de la concurrence ifs analysis of the
geographic call termination markets on alternative networks,” 21 March 2005, available on ART's website,
hitp:/iwww ar-telecom.fr

“ NPT (“Norwegian Post and Telecomrnunications Authority), “Summary Nofifcation Form for market 8: Call
Termination on the fixad network” 14 February 2006 and NPT, Analysis of the markets for the termination of voice calls
on individuai pubtic mobile communication networks, Discussion Document, 3 May 2004, p. 3.

* As quoted by Cell C in their submission to the January Discussion Document: Notification on voice calf termination on
individual mobile networks in Hungary, 22 September 2006.

http://farum.europa.eu.int/Publicfirc/infso/eccif/library ?i=/hungary/registered_noftifications/hu200604 78/decision_pubpdf
{_EN_1.0_&a=d.

9 Finish Communications Regulatory Authority, "Decision on significant market power regarding voice call termination
on individual mobile networks.” February 2004.

7 Post and Telestyrelsen Sweden {PTS), "Summary of PTS’s decision concerning cail termination on individuat public
telephone networks provided at a fixed location,” 10 May 2004, pp. 1-5.

A quoted by Cell C in their submission {o the January Discussion Document: Notification on voice-call termination on
individual mobile networks in Germany, 3 November 2005.

- http:/fforum.europa.eu.int/Public/irclinfsofecctfflibrary?i=/germany/registeredsnotifications/de20050249/public_enpdf/_E

N_1.0_&a=d.

® Finat decision: Market 16, 11 August 2006.

http://forum.europa.eu.int/Publicfircfinfso/ecctfflibrary ?I=/belgiquebelgi’adopted_measures/be2006043 3/analyse_{06081
Ov2pdf/ FR_1.0_8a=d.

" Commission of the European Communities, "On Relevant Product and Service Markets within the electronic
communications sector susceptible to ex ante regulation in accordance with Directive 2002/21/EC of the European
Parliament and of the Council on a common regulatory framework for eiectronic communication netwarks and
services,” Working Document, 2002, pp. 16-17 and pp. 26-28.
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these directions is sufficient to render the hypothetical price rise unprofitable, the
market boundary must be expanded to include the relevant substitute products.

While the Autharity observed the universal acceptance of the SSNIP test as the
appropriate and correct conceptual framework for undertaking market definition,
the divergence of views emanated from the manner in which the SSNIP test is to
be implemented. Most representations supported the utilisation of the proposed
quantitative analytica! tools associated with sustaining the SSNIP test.

In seeking to sustain any future market definition exercises and based on the
universal acceptance of the SSNIP test as the appropriate conceptual framework, it
is clear that the SSNIP test is the most appropriate test. Furthermore, the Authority
will have recourse to any of the proposed quantitative analytical tools in seeking to
sustain the SSNIP test. In addition, the factors that have been cited by
stakeholders as being reflective of the inherent weaknesses of the SNNIP test will
be considered within such anaiyses.

There was a general sentiment expressed by various stakehoiders of a willingness
to cooperate with any forthcoming data requests from the Authority that are
pertinent in sustaining the rigorous analysis inherent in using quantitative analysis
for market definition purposes.''. The Authority will be formally requesting the
submission of such information from all relevant parties in due course.

Supply-side substitution: For supply-side substitution to be relevant for market
definition it is commonly considered that it must occur within a relatively short
period of time (one year)."? If it is likely to occur only in the medium term (one to
two years), it is classified as a “new entry” and is considered in the context of SMP
or effective competition.'® Supply side substitution which is dependent on a new
technology that is likely to become viable in over 2 years is not considered relevant
to the market review.'* As ICASA reviews will occur on an ongoing basis, these
longer term effects can be considered in subsequent reviews.'®

The celiophane fallacy: This descnbes the case where the current prices of a
particular product are already at their monopoly level or are constrained to their
upper level by some alternative product (or other dynamic). Conducting a market

" For example: ...Vadacom support the application of appropriate guantitative analytical tools as noted
by the Authority under 2.3 of the Inquiry Document to substantiate and complement the findings {i.e.
Crtical Loss Analysis, Price Cofrelation Analysts, Price Elasticity Analysis and Diversion Ratio
Analysis), and “Vodacom....expresses its willingness to supply such data and information as may be
required”, Vodacom submission, p. 19.

2 See OFCOM, Mobile Call Termination, Review of Mobile Wholesale Voice Termination Markets: EU
Market Review” (“The May Consultation™), 15 May 2003, p. 32.

" Ibid.

" OFCOM also consider the appropriate time frame for a forward looking analysis to be 2 years. A key
reason far this is market reviews take place over a similar time period. See OFCOM, “Review of Retail
Leased Lines, Symmetric Broadband Origination, and Wholesale Trunk Segment Markets: Final
Statement and Notification” 2004, p. 20.

" Section 67(4)(e) of the ECA mandates that ICASA set out the schedule “in terms of which the
Authority will undertake periodic review of the markets and market segments”.
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definition analysis from this point will lead to inappropriately wide definitions, as
some products may appear substitutabie only " because the product under
consideration has already been priced up to its upper constraint. However, even
though switching to alternative products may constrain further price increases
beyond this upper bound, the alternative products are not substitutes because they
have not constrained the relevant product to a competitive price. This is a particuiar
problem for regulatory authorities as the fundamental basis of regulation, and for
investigating a particular market, is the concern that the markets are not effectively
constrained by competitive dynamics. Therefore prices will often be at their
monopoly level or at their upper bound constraint. Where appropriate, ICASA will
therefore pay particular attention to the cellophane fallacy issue.

Expected and required switching: ICASA may alsc engage in an analysis of
required switching and expected switching. This wili inciude consideration of how
many customers must swiich to the substitute product to render the price rise
unprofitable as well as whether ICASA expects this amount of switching to take
place. However, this analysis will be Hlustrative in nature and does not attempt to
identify precise ratios. In pariicular, this type of analysis will also suffer from the
celiophane fallacy, and would require precise costing and margin daia for
developing precise ratios.

The SSNIFP is a thought experiment, not a precise quantification: It is important
to remain cognisant that the hypothetical monopcolist test is designed as a thought
experiment to identify basic market dynamics. The test alone is not sufficient to
identify instances in which regulation shouid be implemented. After markets have
been defined, it is then necessary to identify possible constraints on market power
or effectiveness of competition. Finally {(where price regulation is required) actual
implementation of any cost-based pricing will be preceded by a full costing analysis
and this will guide any actual regulaiion, ensuring that prices are never set below
costs or at a level that wiil discourage investment. The very purpose of markei
definition is to identify those instances in which costing analysis and regulation
should be pursued, not to engage in a detailed costing analysis at this preliminary
stage.

Social objectives: Similarly, where social objectives (such as access) are relevant
to consideration of the optimal price and other regulatdry interventions, these will
be taken into account at the regulation stage. These considerations do not impact
on market definition.

Common pricing constraints: Market definition will also take into account the
existence of common pricing constraints, such as where a firm cannot price one
product differentty from another even though they are not substitutes, as well as
bundling, such as where two products are always sold together in a bundied
product.
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Reguiation at the market definition stage: Where appropriate, this review will
consider the impact of regulation (i.e.. its absence or presence) on market
definitions. Additiona!l stakeholder comments

There was universal acceptance of the hypothetical monopolist test forming the
basis for market definition. The issues raised by stakeholders centred on the
implementation of the test and not the test itself.

Telkem emphasised that even if prices and quality of two different goods were
different, they may still constrain each other at the margin. ICASA accepts that this
type of substitution may occur. However, each case must be argued on its merits,
and in particular, where goods are substantially different (in price, quality or
functionality) they are unlikely to constrain each other. Telkom suggests a similar
understanding stating that “if price differentials are very large (the price of one
being several times the price of the other), sufficient switching in response to small
relative price changes may not occur.”® Similarly, goods or services will not
constrain each other if quality or functionality is substantially different.

Other stakehoiders indicated that ICASA should provide a rigorous fact based
analysis, and should not rely too heavily on the findings in international
jurisdictions.”” Noting the caveats discussed above, ICASA appreciates the
importance of rigorous analysis and implementing the test properly. ICASA also
does not rely on the findings of international jurisdictions but considers their
findings and their arguments both informative and influential.

WHOLESALE DEMAND SIDE SUBSTITUTION

Wholesale demand-side substitution explores the potentiai for an operator (not
their customer) to substitute away from purchasing call termination on another
operator's network under the circumstances where the calling customer has
specifically dialied the called customer on a particular network. As such, it is
distinct from retail demand substitution where the calling customer may decide on
which network they may call the called customer. This retail demand substitution is
dealt with separately below.

in order to fulfil the customer's demand to call a particular subscriber of a particular
network, operators have no other choice but to purchase a service which provides
termination on the called subscriber's number. Purchasing cali termination on
another network is clearly not a substitute as the operator would be unable to have
the call terminate on the number dialled by the cailing customer. Therefore in terms
of wholesale demand substitution, ICASA finds that the market cannot be
broader than call termination on each individuaf network.

*® Telkom subrmission, p. 14.
" For example, MTN submission, p. 3; Telkom submission, p.15.
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Additional stakeholder comments

All stakeholders either agreed with this finding or did not comment.

WHOLESALE SUPPLY-SIDE SUBSTITUTION

Supply-side substitution occurs when, in response to a price increase in call
termination, alternative suppliers would quickly enter the market in order to provide
a substitute product and thereby constrain the price increase. In the context of call
termination at the whoiesale level, supply-side substitution requires that another
operator (either new or existing) is able to technically provide termination services
on the network of another operator (i.e. fulfii the customers reguirement to
terminate a call to a specific dialled number). As discussed under demand-side
substitution, offering call termination on an operator's own network is not an
adequate substitute and hence is not considered under supply substitution.

Two alternative possibilities that were raised by stakeholders under supply-side
substitution are briefly reviewed:

+ VOIP: Some stakeholders mentioned that VOIP termination might offer a
constraint. At present VOIP termination is not offered as a wholesale
substitute to call termination on ftraditional fixed or mobile networks.
Rather, wholesate VOIP termination is only offered as part of an actual call
to a VOIP number. It is furthermore unclear how VOIP termination would
be offered as a wholesale substitute. VOIP termination providers would
have to somehow relate a mobile or fixed line nhumber (that the customer
dials) with a VOIP number such that when the caller calis the normal
number, it is switched to the appropriate VOIP customer. ICASA is not
aware of any mechanism whereby VOIP providers could develop an
appropriate relational system on a sufficient scale to offer wholesale
services.'® This is not likely to change during the time period of this
review. It is noted that this VOIP possibility is effectively a demand
substitute and not a supply substitute as such termination would be to a
separate number held by the VOIP supplier. Moreover, to the extent that it
is the consumer who makes the decision to engage in a call that
terminates at a VOIP number (i.e.. they have to dial a different number),
this falis under retait demand-side substitution and not wholesale demand-
side or wholesale supply-side substitution. VOIP alternatives are therefore
considered again at the retail ievel.

»  MVNQO: ICASA is not aware of any MVNOs that charge directly for
termination. Rather, termination is charged by the host mobile operator. In
particular, Virgin Mabile does not have individual negotiated

" For example, this may require actually asking each VOIP customer to provide their mobile or fixed line number such
that the VOIP provider can keep this on some type of relational database.
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interconnection agreements with other operators, as Cell C provides and
charges for termination on Virgin Mobile numbers, and purchases
termination from other operators on their behalf. In the event that MVNO
sold their own termination services to other operators (by purchasing
termination from their host operator) they might negotiate with aiternative
host operators to try get a lower termination rate. However, there is no
more reason for the MVNO to pass on their cheaper termination costs to
the wholesale termination services that they offer, than for the host mobile
operators 10 do so. Therefore the MVNO possibility does not change
the dynamics for final wholesale termination services sold at a
wholesale level. With respect to whoiesale termination services to an
intermediary/MVNO market, ICASA notes that were such an intermediary
market to develop, it might justify lighter regulation at this level. ICASA will
monitor any developments in this regard in future reviews.

Overall, due to commercial and/or technological constraints, no operator offers
termination to the numbers of another operator and this is unlikely to change in the
period of this review. ICASA therefore finds that wholesale supply-side
substitutes do not currently exist and therefore the market is no broader than
call termination on a specific network. However, ICASA will continue to manitor
developments in relation to supply-side substitution in future reviews of this market.

Additional stakeholder comments

‘Most stakeholders agreed that no wholesale supply-side substitutes exist. No
stakeholder explicitly disagreed with ICASA's finding, although some did mention
some possibilities they suggested might be relevant. We discuss these below.

Future changes in supply-side potential: Sentech pointed out that although “supply-
side substitution may not be viabie for this particular case ICASA shouid pay
careful attention to this space as convergence might impact on the market in the
future.”"® The ECA requires ICASA to perform such periodic reviews of market
circumstances which may affect market definitions, SMP findings and pro-
competitive regulation. Therefcre, [0 the extent that the potential for supply-side
substitution changes in future, ICASA will consider it in future reviews.

New technologies and market entrants. Vodacom suggested that ICASA shouid
engage in further analysis over certain issues, in particular “the potentiai impact of
new market entrants, new next generation technologies (e.g. VolP over WiFi,
WIMAX efc), as well as MVNO's enabled by the ECA." Telkom briefly mentioned
two possibilities, namely call-back and VOIP. ICASA notes the following.

*® They noted that supply-side substitution will require “extensive attention in future documents” and that a longer term
review of the market might be justified given convergence. Sentech submission to January Discussicn Document, p 25.
® vodacom slated: “Given the potential impact of new market entrants, new next generaticn technologres {e.g. VolP
over WiFi, WiMAX etc), as welt as MVNO's enabled by the ECA in the SA market, the Authority is required to assess
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* To the extent that call-back and VOIP alternatives require the customer to
dial an alternative number, they are potential demand substitutes and are
dealt with appropriately under retail substitution below.

* To the extent VOIP and MVNOs constitute potential wholesale substitutes,
we have dealt with them above and will continue to monitor developments
in this regard in future reviews.

+  With regard to “new entry” ICASA notes that this feature on its own cannot
impact on market definition at the wholesale level, given that these new
entrants will be equally handicapped in their ability to offer competition to
the provision of call termination on another provider's network, as are
existing suppliers. This holds even in the case where new entrants use
WiMAX to roll out services.

The next two sections discuss retail demand-side and supply-side substitution. Due
to the technological/commercial constraints discussed above, this constitutes the
only current potential avenue through which substitution may occur.

RETAIL DEMAND-SIDE SUBSTITUTION

The hypothetical monopolist test used in market definition poses a question as to
how customers will respond to a small but significant price increase {usually 5-
10%). The test is outlined above. it is important to understand how the hypothetical
monopolist test might work in the context of retail substitution for a wholesale
product like call termination. Retail customers do not face termination fees directly
because they do not purchase call termination services directly. Rather their
service providers purchase these services and use them as one of a number of
inputs in order to provide customers with an off-net call service (which allows their
customer to call a customer of the termination provider). Any substitution in
response to termination price changes at the retail level is therefore “indirect” and
is based on consumers reacting to any feed-through to off-net retail prices, not
directly to the wholesale price of call termination.

The indirect nature has various implications for the application of the hypothetical
menopolist test and this section begins by identifying these. It identifies a number
of conditions that must hold in order for indirect substitution to occur in the first
place, and which at the very least weaken the link between price increases and
consumer substitution, It then proceeds to test these conditions in the context of
call termination on mobile and fixed line operators.

these impacts more thoroughly, before assuming that the same conclusion is applicable.” Vodacom submission to
January Discussion Docurnent, p. 42
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HYPOTHETICAL MONOPOLIST TEST IN THE CONTEXT OF INDIRECT
SUBSTITUTION

When sellers increases the price of their product, they gain a benefit from being
able to charge higher prices for those customers that continue to purchase the
product, and they (may) suffer a loss in that some customers (may) switch away in
response to that price rise (in which case, they will iose the full margin on these
customers). If a sufficient number switch away, the losses may outweigh the gains
and a price rise can be unprofitable for the seller.

The SSNIP test asks whether a hypothetical monopolist of a product {or group of
products) would be able to raise prices profitably above competitive levels. That is,
the test asks whether the benefit (of raising prices) outweighs the cost (of losing
customers). If the price rise is profitable, the product (or group of products) is
considered its own market. If not, the market is expanded to include the product to
which customers would switch.

ldentifying whether or not any switching by customers is likely to be sufficient or not
therefore can require some qualitative or gquantitative assessment of the expected
extent of switching (the expected switching ratio) which is compared to how much
switching is required to make a 5-10% price increase unprofitable. Economists
have developed a conceptual tool known as required switching analysis for the
latter component.?' Required switching analysis provides some guidance as to the
extent of substitution that is required given alternative assumptions about gross
margins in the business under review.

In the context of indirect retail substitution, we expect that the actual switching is
reduced due to {a) a smaller percentage price increase on the final retail product
due to a 5-10% increase in the price of the wholesale input, and (b) possible failure
of the downstream service provider to fully pass through any input cost increases.
in addition, in markets with complex products such as telecommunications, we
might also expect that the extent to which consumers react to any pass-through,
however small, is limited by their awareness of the netweorks they are calling and
the relative prices they face across possible substitutes. Finally, consumers may be
limited by the extent of substitutes available to them in regard to calling another
person.

In addition, we expect that the required swilching to make a price Iincrease
unprofitable is higher in such markets because many of the alternatives to which
the consumer can tum also provide margin for the termination provider. As such, a
lesser amount than the full margin on any customers who switch is usually fost.

We deal with the expected switching and reguired switching in more detail below.

? Harris, B.C and Simons, J.J (1989). "Focusing Market Definition; How much substitution is necessary?” Research in
Law and Economics, Volume 12, pp. 207-226, JAl Press Inc,
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in general, expected switching will depend on the similarity between the two
products (the extent that the products offer the customer similar levels of
functionality and quaiity) the absolute cost/price difference between the two
products, as well as the sensitivity of consumers to increases in price, and various
other factors. In the case of retail demand-side substitution for call termination,
there are five factors which have special relevance. Four of them, which are all
necessary conditions, were identified in the January Discussion Document and an
additional factor is now given explicit consideration. All five factors are set out in
the table below.

Table 1. Five factors which lower expected switching ratios
Saurca: ICASA, OFCOM

Percentage price increase faced by customer: In the case of direct substitution
possibitities, percentage increases in the price charged by the hypothetical
monopclist lead to equal percentage increases in the price faced by the customer
that makes any switching decision. However, in the case of indirect substitution,
there is a critical disconnect in this mechanism. This is because the retail price
faced by the end user (the off-net call price) includes not only termination costs, but
also any fees added by the criginating network (e.g. origination costs, switching
costs, apportioned fixed and retail costs, as well as the origination provider’s
margin). This has one unavoidable implication: a percentage increase in call
termination will translate into a lower equal percentage increase in the price of off-
net cails. For example, if termination rates were R1.00 and off-net call prices were
R2.00, a 10% increase in termination (an absolute increase of R0.10)} would only
increase off-net fees by 5%, even if the increase in termination were fully passed
through to the off-net price (see discussion on pass through beilow). The implication
is that the final customer making the substitution decision is responding to a lower
percentage price increase than the 5-10% used by the SSNIP test for the
wholesale termination market. However, the required switching by these
consumers to make the move unprofitable is not reduced for the termination
provider. This therefore requires that customers are considerably more price
sensitive in order for a price increase to be unprofitable for the termination provider.
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Pass through: Considering that retail customers can only react to changes in the
off-net price, it is necessary for increases in termination rates to "pass through” to
increases in off-net prices. In the extreme, if no pass through occurs then no retail
demand-side substitution is possible as retail customers have nothing to which to
react. If pass through is limited (the off-net provider absorbs some of the cost
increase), then substitution behaviour will be dampened because retail customers
do not face the full increase in price and therefore have a lower incentive to avoid
the price increase by chaosing a retail substitute if one existed. Considering the
above example, if termination were R1.00 and off-net fees were R2.00, a 10% rise
in termination would translate to a 5% rise in off-net fees only if the rise. in
termination was fully passed through. If, for example, only half the increase was
passed through (an absolute amount of R0.05) then the off-net prices would only
rise by 2.5%. However, as pointed out above, the required switching to make the
price increase unprofitable is not changed, and therefore still more price-sensitive
customers are required to make an increase in price unprofitable for a termination
provider.

Network awareness: If customers do not know the identity of the networks they
are calling, they will not be able to react to any price increase of calling that
network. In the extreme, if network awareness is zero then no retail demand-side
substitution is possible because customers will not realise ex-ante that they are
calling a network that has incurred a price increase. If network awareness is
limited, then substitution will again be dampened. H, on average, network
awareness was only 50% (consumers only knew the network they were calling half
the time) then we would expect substitution to be half of what it wouid in a normal
situation. Again, the required switching ratio (as a proportion of the total) to make
the price increase unprofitable is not changed, but because some customers wili
not have network awareness, the expected switching ratio (as a proportion of the
total) wili decrease still further.

Price awareness: Similarly, in order for consumers to engage in switching
behaviour, they must be aware of the price of calling particular networks relative to
the price of using substitute products in order to evaluate the most appropriate
method to contact the desired party. In the extreme, if relative price awareness is
rero then no substitution is possible as consumers will not know whether or not
there has been a relative price change or the extent to the relative price change. If
consumer awareness is limited, then expected substitution wili again be dampened
relative to the case of full awareness. If, on average, price awareness was only
50% (consumers only knew relative price differences half the time) then we would
again expect substitution to be half of what it would in a normal situation. Once
more, the required switching ratio (as a proportion of the total) to make the price
increase unprofitable is not changed, but because some customers will not have
price awareness, the expected swilching ratio (as a proportion of the total) will
decrease again. :
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Retail demand substitutes exist: This is the standard condition in market
definition analysis. It asks whether or not consumers have plausible alternatives to
switch to in order to avoid the increase in price. In the extreme, if no alternatives
exist then clearly retail demand-side substitution is impossible. When evaluating
demand-side substitutes, ICASA will consider the factors discussed above as well
as the standard factors of functional equivalence, quality equivalence, price
equivalence and sensitivity to price. The extent of retail demand substitution then
becomes the relevant question, and in particular, whether this will be greater than
the required switching which is discussed below.

3.51.2, REQUIRED SWITCHING FOR CALL TERMINATION

Working out the required switching ratio requires a relative margin analysis. In this
regard, there are two fundamental issues:

* The margin earned on the relevant product, in this case call termination. The
higher this margin, the more the seller suffers when customers switch away.

* The margin earned - if any — on the product to which the customer has
switched. The higher this margin, the less the seller suffers when customer
switch away (because they earn revenue anyway).

The margin on call termination: in the long run, operators will have to take into
account their average fixed costs (or Long Run incremental Costs) of call
termination. However, in the shorter term, the variable costs of providing another
minute of call termination are effectively zero. There is thus some basis for treating
the margin on call termination to be 100%. In this case, the required switching ratio
would be approximately equal to the percentage price rise being considered. For
example, a SSNIP of 5% would be associated with a required switching of 5%, and
a SSNIP of 10% would be associated with a required switching of 9%. Assuming
that the margin on termination is 100% provides for the lowest possibie required
switching ratio. ICASA will use this assumption in what follows, but notes that it is
highly conservative (that is, it provides the most room for a potential expansion of
the market).

The margin earned on substitute products: In the usual case of market
definition analysis, only the above margin is relevant, as the hypothetical
monopolist loses all revenue when a client switches to another product. However,
in most of the substitution possibilities that are relevant to this analysis, the
termination provider continues to earn revenue from the potential substitute
product. As with call termination, the revenue earned on potential substitutes is
considered to not be associated with any variable cost (unless it includes paying
termination fees to another operator). For example,
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= if the customer switch to SMS communication, the termination provider will
earn revenue from SMS termination

« if the customer switches by swapping SWM cards or using Least Cost
Routing (LCR), the termination provider then earns revenue from providing
the on-net call.

= if the customer switches to using some call-back mechanism (like PCM),
the termination provider earns revenue from providing an off-net call, but
termination costs must then be deducted to establish the margin.

In these and other cases, working out the critical ratic requires consideration of the
relative margins of termination versus the potential substitute. The following table
highlights the critical ratio for a 5% and 10% price rise in termination versus
different percentage amounts that termination margins are greater then the margin
earned on substitute products.

always

profitable 51% | 35% 28% | 23% 20% 18% 13% 1% 10% 10% 9% 9%

% price always
ease profitabie | 66% | §52% 43% | 38% | 33% | 30% | 23% | 20% | 19% 18% | 17% 17%

Table 2. Required switching ratios for different relative margins on call termination and substitute
products
Source: ICASA

It is noted that if the termination margin is equal or lower than the margin on the
potential substitute, then it is impossible for any amount of switiching to that
substitute to constrain a price increase in termination. Intuitively, the termination
provider does not care if some customers switch in response to a price rise
because they earn the same revenue from those customers as they did before the
switch (or they eamn even more revenue). Therefore, raising prices can only
produce a net gain because customers that do not switch pay higher prices and
those that swiich generate equal or greater revenue. In such cases, the “alternative
product” cannot possibly be a substitute.

in cases where the alternative product margin is only somewhat lower than the
termination margin (say 5%), critical diversion will be extremely high (51% for a 5%
price increase and 68% for a 10% price increase). As termination margins rise
higher above the alternative product margin, the critical diversion ratio drops as
shown in the above table. '

CONCLUSIONS ON INDIRECT SUBSTITUTES

Consideration of the five factors discussed above reveals that retail substitutes will
generally be associated with lower expected switching but higher reguired
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switching. This suggests that the likelihood that a retail substitute can constrain
call termination is low. In the next section, the evidence for the size of the
percentage price increase, pass through, network awareness and price awareness
are considered. Thereafter, numerous potential demand side substitutes are
discussed, and where appropriate, estimates for required switching ratios are
provided.

STAKEHOLDER COMMENTS

All of the operators accepted or did not comment on the necessity of the last four
conditions, with the exception of Telkom and Cell C. Tellkom claimed that netwark
awareness and price awareness were not “strictly necese;arg,/_"22 Telkom argued
that bill statements provide consumers with a “global knowledge” concerning
different prices as well as the networks of the parties they call. Telkom’s argument
is not that these conditions are not necessary, but rather that the existence of bill
statements means that they are likely to be fulfiled. These suggestions are
therefore considered individually in the discussion on price and network awareness
in the South African context.

Cell C also suggested that an additional condition was required, namely,
“consumers would additionally need to be sensitive to changes in price and willing
to adapt their behaviour as necessary by moving to another substitute product.””’
ICASA points out that the requirement of sensitivity and willingness is captured in
condition five where the existence of viable substitutes is considered.

ICASA therefore finds that the four conditions are all jointly necessary for
retail-demand side substitution to exist. To the extent that they are only partially
fulfilied, they can significantly lower the expected diversion ratio. ICASA has also
identified an additional relevant factor: that is, it is very important to evaiuate the
percentage price increase faced by the end users even in the case of full pass
through. ICASA turns to this additional factor first and then considers the other four
necessary conditions. )

" *“Telkom agrees with the Authority that in order for retail demand-side substilution to be a sufficient constraint on
interconnection charges that adeguate demand substitules must exist such that a sufficient number of consumers
could switch to these alternatives (Condition D). Telkom also agrees that the mobile call termination charge must pass
through to the outgoing price to a sufficient extent such that consumers face an incentive to search for aiternatives
(Condition A). However, the Authority also stales that in order for retait demand-side substitution to be a sufficient
constramt on call termnation charges, callers should be sufficiently aware that they are calling a parlicuiar mobile
nefwork when they call a particular number (Condition B), and to be sufficiently aware of the price of calling the
particular netwark refative to the price of using substitutes (Condition C}. Telkom does not think thai those conditions
are strictly necessary. This is because even If calling parties are not expiicitly aware of the specific network they are
calling, or of the price of calling that particutar network, consumers probably have a giobal knowledge of the cosl of
their bilis, and through their billing statements they are likely to realise that calling certain pecple or numbers {ends to
be costly, and therefore they are likely to seek substitutes for contacting those people or numbers (e.g. use their SMS
more often, use mobile/fixed alternatively}. Even if some first time calls might pay a higher price, the number of calls for
which subslilutes are sought ught be sufficient to constrain a mobile network from increasing prices.” Telkom
submission to January Discussion Document, p. 20

* Cell C submission to January Discussion Document, p. 50.
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3.5.2.

3.5.21.

PERCENTAGE INCREASE FACED BY CUSTOMERS

This section considers the evidence for the actua! size of the percentage price
increase faced by retail customers, given the various off-net rates in different
packages. Pass through from mobile calls termination and then fixed line
termination are considered.

PERCENTAGE PRICE INCREASE FACED BY RETAIL CUSTOMERS FROM MOBILE
TERMIMATION

Currently, the mobile termination rates are at R1.43 (Vat inclusive) for peak calls
and R0.88 for off-peak calls. A 10% increase in these rates, would be equivalent to
R0.14 and R0.08 cents respectively. The tabies below show the impact this would
have on various types of calls. Note, nat all package plans are shown below, but
ICASA considers the selection to be an accurate representation of the range of off-
net tariffs plans that are available.

Overall a 10% rise in mobile call termination leads to between a 4% and 9% rise in
the relevant peak and off-peak rates. Therefore many customers will use packages
that only see an increase that is half as much as the one engaged in by the
termination provider. This will significantly decrease the expected switching ratio,
as callers that do switch will have to be extremely price sensitive. Given that the
reguired switching will remain unchanged, this considerably lowers the likelihood of
a viable retail constraint.

The relevant retail rates and associated perceniage price increases are set out in
the tables below.

H \J D

Ra D70 % 1k
CellC Controf Chat 50 to 700 per second 350 | 4% | 130 | 7%
Vodacom | 4U 299 | 5% | 130 | T%
Vodacom | Weekender Everday S 299 | 5% | 125 | T%
Vodacom | Messenger 285 | 5% | 165 | 5%
MTN MTN procail 150 280 | 5% | 130 | %
Vodacom | Weekender Everday 275 5% 095 | 9%
Vodacom | Top Up 135/ 135 Lite 275 | 5% | 1056 | 8%
Vodacom | Top UP 1355/ 2005/ 75S / 2758 275 | 5% | 125 | %
Cell C Casual Chat 2.70 5% 1.00 9%
MTN MyChoice 150/ MyChoice 75/ MyCall 100 270 | 5% | 115 | 8%
Vodacom | FamilyCall 2.70 5% 1.11 8%
Vodacom [ Talk 100 s 270 | 5% | 125 | T%
Vodacom | Top Up 5008 / 590S / 400S 270 | 5% | 1.20 | %
Vodacom | Business Call S 260 | 6% 1.20 T%
MTN wMyChoice 300 255 | 8% | 1.15 | 8%
MTHN MyChoice 705 245 | 6% | 115 | B%
Cell C Active Chat 235 | 6% [ 115 | 8%
MTN MTN procall 300 235 | 6% | 130 | 7%
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MTN MTN procall 120 235 | 8% | 115 | B%
Vodacom | Corporate S 235 | 6% 1.25 7%
Vodacom | Business Call 230 | 6% 1.15 | 8%
Vodacom | Top Up 315 2.30 | 8% 1.05 | 8%
Vodacom | Talk Up 3158 230 | 6% | 1.05 | 8%
MTN MTN Business Time 225 | 6% | t15 | 8%
Cell C Control Chat 50 to 700 all day 200 | 7% | 2.00 | 4%
Cell C Business Chat standard 200 | T% | 1.10 | 8%
Vodacom | ShareTalk 500 1.95 | 7% 1.15 8%
MTN MTN procall 600 1.90 | 8% 1.12 | 8%
MTN MTN procall 1000 1.85 | 8% 115 8%
Vedacom | Blackberry 500 1.85 8% 1.15 8%
Cell C Business Chat standard 400 1.79 | 8% 1.10 | B%
Cell C Vaiue Chat 1.75 8% 1.10 8%
Cell C Business Chat standard 700 175 | 8% 1.10 | 8%
Vodacom | Frequent Call 1.75 | B% 120 | 7%
Cell C Business Chat standard 1000 1.70 | 8% 1.10 8%

Table 3. Percentage price increase faced by mobile contract users for off-net mobile-to-mobile calls
given a 10% increase in the price of mobile call termination.

Souwrce: Operatar websites and lermination rate fillings

Dre.P Pe Off-p
=) Ll - ‘ A - o 0

Celi C Cell C CY Pre-paid (nighttime sweettalker) 3.60 4% 1.25 7%
Vodaco
m 4U Prepaid 299 | 8% | 130 | 7%
MTN Pay as you go classic per second 2.89 5% 1.18 7%
Celi C Cell C CY (kinda anywhere, anytime) 2.85 5% 1.55 6%
MTN Pay as you go classic 2.85 5% 1.60 6%
Vodaco
m Vodago 285 | 5% | 165 | 5%
Vodaco
m BigBonus Voucher 275 | 5% 1.15 | 8%
Cell C Cell C CY Pre-paid (day toungetripper) 200 | 7% | 2.00 | 4%
MTN Pay as you go payback J 200 | 7% | 2.00 4%J

Table 4. Percentage price increase faced by mobile pre-paid users for off-net mobile-to-mobile calls
given a 10% increase in the price of mobile call termination.

Source: Operator websites and ferrmnation rate fillings

Poak OFi-peak
‘Rate 10% ‘Rate - "10%-}

Fixed4o-mobile .

Fixed-to-mobile

Table 5. Percentage price increase faced by fixed line customers for fixed-to-mobile calis given a 10%
increase in the price of mobile call termination.

Source: Operator websites and termination rate fillings
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3.5.2.2.

PERCENTAGE PRICE INCREASE FACED BY RETAIL CUSTOMERS FROM FIXED
TERMINATION

For all of the mobile packages reviewed by ICASA, the percentage increases faced
by the customer are extremely low. For a 5% increase in fixed line termination, the
highest increase faced by a customer is 1.8%, and for a 10% increase the highest
increase is 3.5%. ICASA considers that this will substantially lower the sensitivity of
consumers in response to SSMIP by fixed line aperators. The table below set out
the relevant retail rates and the associated percentage increases in response to a
5% to 10% increase in fixed call terminaticn.

Ghile 10 a 0
e ation a E ation a
of retall p ofre o
0O
Pa Of-Pe Pea et Fes Ofl-Paa
DNTRA AR R 3.25 R 1.00 0.5% 1.0% 1.1% 19%
& YDA AR R 3.06 R 1.08 0.6% 0.9% 1.1% 1.8%
EH AR AN aln R275 R 0.95 0.6% 1.0% 1.3% 2.0%
aib R2.70 R 1.05 0.6% 0.9% 1.3% 1.8%
B A1 AR R270 | RO90 | 08% | 114% | 13% | 21%

R 2.30 R 0.90 0.8% 11% 1.5% 2.1%

R 2.30 R 0.90 0.8% 1.1% 1.5% 2.1%

R 2.30 R 0.90 0.8% 1.1% 1.5% 2.1%

MY CHOIGE 75 R215 | R0.97 | 0.8% 1.0% 1.6% 2.0%
005 TAR R210 | R099 | 0.8% 1.0% 1.7% 1.9%
JUS-FAR R 2.10 R0O99 | 0.8% 1.0% 1.7% 1.9%

MYCALL 100 R200 | R0O97 | 09% 1.0% 1.8% 2.0%

: A R190 | R0.99 | 0.9% 1.0% 1.8% 1.9%
PROCALL 120 R180 | R0.97 | 1.0% 1.0% 1.9% 2.0%
; 0 TAR R1.79 | R095 | 10% | 10% | 2.0% 2.0%
40-TAR R1.79 | R095 | 1.0% | 1.0% | 2.0% 2.0%

BUS R R 1.76 R 0.95 1.0% 1.0% 2.0% 2.0%

R 1.75 R 0.92 1.0% 1.0% 2.0% 2.1%

R1.75 R 0.92 1.0% 1.0% 2.0% 21%

R 1.75 R 0.92 1.0% 1.0% 2.0% 2.1%

B LS DR:UP TAR R1.72 R 0.90 1.0% 1.1% 2.0% 2.1%

OP:UP:590 TAR R 1.70 R 1.70 1.0% 0.6% 2.1% 1.1%
PROCALL 300 R1.70 R 1.01 1.0% 0.9% 21% 1.9%
BUSINESS TIME R 1.65 R 0.97 1.1% 1.0% 2.1% 2.0%

R 1.52 R 0.99 1.2% 1.0% 2.3% 1.8%

R 1.41 R 0.90 1.2% 1.1% 2.5% 21%

R 1.41 R 0.90 1.2% 1.1% 2.5% 2.1%

R 1.41 R 0.90 1.2% 1.1% 2.5% 21%

R 1.40 R 0.95 1.3% 1.0% 2.5% 2.0%

R 1.20 R0.95 1.5% 1.0% 2.9% 2.0%

R 1.16 R .90 1.5% 11% 3.0% 2.1%

R 1.15 R 0.84 1.5% 1.1% 3.0% 23%

R 1.05 R 0.30 1.7% 1.1% 3.3% 2.1%

R 1.00 R 0.86 1.8% 1.1% 3.5% 2.2%

PROCALL 1000 R 1.00 R 0.95 1.8% 1.0% 3.5% 2.0%
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2.5.3.

3.5.3.1.

MY CHOICE 150 R 0.95 1.8% 1.0% 3.5% ‘ 2.0%
R090 | 1.8% | 14% | 35% | 2.1%
Tabie 6. Percentage price increase facad by mobile users for mobile-to-fixed calls given a 5% tc 10%

increase in fixed call termination

Source: Operator websites and tariff filings

ICASA notas that the percentage increase faced by VOIP or other fixed line
customers will likely be higher than indicated above. These customers, however,
currently make up & very small percentage of fixed-iine call termination and
therefore have a negligible effect on the switching analysis.

PASS THRQUGH

This section considers the evidence for pass through from mobiie and fixed fine call
termination to the relevant retail rates.

PASS THROUGH FROM MOBILE TERMINATION TO RETAIL PRICES

Between the periods of April 1999 to January 2005 both off-peak and peak
termination prices increased significantly. Peak termination rates increased by
R1.20 from R0.23 to R1.43 {incl. VAT). This is a change of or 525%. Off-peak
termination prices increase by an even greater amount of R(.76, from R0.11 to
R0.88. This is an even greater change of 670%. '

ICASA compared thig increase to the increase in off-net retail prices. Overall, off-
peak, off-net contract fees increased by between 33% to over 66% of mobile call
termination, and peak ofi-net contract fees increased between 10% and over
116%. It appears there has been limiled pass through to off-net, off-peak
confract rates and some customers will face extremely low pass through.
Although there may be various explanations for how retail rates move, there is no
evidence to suggest that full pass through occurs, and the available data points to
the opposite conclusion.

The low percentage increase identified above will be compounded by this limited
pass through. Given both these factors, customers will on average have io be
extremely price sensitive to generate the required switching ratios, which remain
unchanged by this analysis. '

The relevant retail rates and associated pass through of mobile termination on
mobile retail rates are iliustrated below using contract tariff plans.

& 0 . D) L) D
MYCALL 106 ' 080 | 091 1.05 0.25 33%
DER RYDAY TARIEF PLA 0.68 0.84 0.85 0.27 36%
S TARIFE PLA {  0.75 1.00 1.11 0.36 47%
PROCALL 120 0.80 0.91 117 0.37 49%
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3.5.3.2.

PROCALL 600 0.80 0.91 1.17 037 49% |
PROCALL 1000 0.80 0.91 117 0.37 49% |
: : 0.75 0.84 115 0.40 53%
REL A AR PLA 0.75 0.84 1.20 0.45 59%,
0 TAR PLA 0.68 0.84 115 0.47 2%
40 TAR PLA 0.68 0.84 115 0.47 62%

Table 7. Pass through from mobile call termination to retail prices of off-peak off-net mobile-to-mobite
calis for contract packages

Source: Operator tariff and termmation rate fiillings

i . ‘Increase
Oct-05 in.off-
. . net

Pass
through

E

REQUENT G RiF] EE 1.41 1.75 0.12 10%
2ot | o 2es | s | 2o
1.63 2.00 2.3 0.67 56%
PROCALL 1000 1.14 1.40 1.9 0.76 64%
PROCALL 600 1.14 1.40 1.95 0.81 68%
PROCALL 120 148 1.96 2.45 0.97 82%
, T ARIEE P 137 2.00 2.35 0.98 82%
40" TAR PLA 1.37 2.00 2.35 0.98 82%
- PLA 1.63 2.20 2.7 1.07 90%

DER RYDA
IR 1.37 2.60 275 138 116%

Table 8. Pass through from mobile call termination to retail prices of peak off-net mobile-to-mobile
cafls for contract packages

Source: Operator tariff and termination rate filiings

In terms of the pass-through of mabile termination rates on fixed-to-mobiie retail
rates ICASA has considered the data provided by Vodacom and Telkom. Though
this data is incomplete, is appears that there is more evidence for pass through in
fixed-to-mobile rates. ICASA uses the conservative assumption of full pass through
on fixed-to-mobile cails when considering relevant substitution possibilities.

PASS THROUGH FROM FIXED TERMINATION TCO RETAIL PRICES

Regarding mobile-io-fixed calls, the evidence is inconclusive. First, the fixed call
termination charge has only varied by about 10 cents over the period, which is
small compared to most mobile-to-fixed fees. Second, different tariff plans yield
different trends for the “retention rate” of the mobile operators for mobiie-to-fixed
calls.®* However, given the limited percentage increase on maobile-to-fixed rates
derived from a 5-10% increase in fixed line termination rates, even with full pass
through, the subscribers would need to be very price sensitive to generate the
required switching in response to the very limited price increase at the retail level.

It is too early te determine the pass through of fixed termination on newly
established entrants (Neote! and VOIP providers). However, we note that
these entrants currently account for a negligible proporiion of terminating

# VoiP-to-fixed and off-net fixed-to-mabile calis are too new to consider the extent of pass through.
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calls and therefore currentiy have a negiligibie impact on any switching
analysis.

Additional stakehoider comments

Telkom and Vodacom provided data on pass through for fixed-to-mobile calis and
this has been included in the anaiysis above.

Expected limit to pass-through. Vodacom suggest that in  competitive
teiecommunications markets, though average pricing will reflect average costs,
individual prices may not necessarily do so. Rather, operators will adjust individual
prices to ensure maximum consumption. Vodacom pointed to whal has been
dubbed as the "waterbed effect” which suggests that price increases for one
service will result in decreases in others. VVodacom argued that ICASA should not
expect prices to reflect underling costs even in competitive markets.

ICASA considers the implications of the waterbed effect an market definition below.
In the context of pass through, ICASA is highly doubtful that in competitive
markets, increases in marginal call costs (which are associaled with actual
payments to the terminating operator) would not be reflected in increases in call
prices (even those that have been subsidised). in any event, even if operators
decided to increase some other price (for example, access) in response to a price
increase on off-net cal! costs, this would cnly reinforce the conclusion that pass
through is limited.

Similarly, in the context of a reciprocal increase in termination between mobile
operators, VYodacom and MTN suggested that operators may not increase off-net
mobile-to-mobile fees, because they could subsidise the increased costs with the
increase in their termination revenue. Again, if this were true, it would reinforce the
conclusion of limited pass through. However, ICASA notes that this is highly
unstable as the incentive to increase off-net fees to caver their true costs {and
rather give the subsidy on access to whatever extent necessary) will be large.

For the purposes of market definition, however, it is not necessary to identify
whether limited pass through is based on non-competitive markets or the waterbed
effect.” it suffices to note that the available evidence suggests that pass through is
indeed limited. As discussed, this will in turn have a negative impact on the
incentive for calling parties to switch to potential alternatives in the event of a
SSNIP in termination.

RETWORK AWARENESS

% ICASA nates that retail price caps may also explain seme of the reason for limited pass through, as pointed out by
Vodacom
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As noted, network awareness is a critical part of any retait demand-side
substitution effect. If callers cannot identify the network they are calling, then they
cannot exercise a substitution decision which may have been based on increased
calling prices to that network. Historically, the South African numbering plan was
relatively simple: 082 numbers were Vodacom, 083 were MTN, 084 were Cell C,
standard numbers were Telkom and special numbers were relatively easy to
identify (0800, etc). However, presently, ICASA finds that there are three main
obstacles for consumers being aware of the network they are calling.

First, when using mobile phones callers often use phone functionality which aliows
them to select names and not numbers. Therefore calters would have to go through
additional effort in order to be able to identify the network they are calling and
thereafter make a choice to use some alternative means.

Second, there are now a host of different network providers. These include the
different fixed line operators (i.e.. Neotel and Telkem), mobile operators (i.e.: Cell
C, Yodacom and MTN), Virual Mobile Operators (i.e.: Virgin Mobile), internet
Service Providers and VANS (i.e.: internet Solutions and MWeb), and USALs,
Each of these providers is associated with a different set of numbers on the
numbering plan. In addition, fixed line operators have different numbers depending
on the gecgraphic location of the called party.

There are places where consumers can access information about which numbers
belong to the respective providers. Consider Telkom's price list as found on their
website. Below, we reproduce all the different call types in a way that reduces
considerably on the coamplexity found on Telkom website,

Tethom subsnibers  (no numbers provaed) Neotel (ro number provided) TeleVofing 00621

Payphones (o numbers provided) IS {087 350 to 359) Competilion fines 08622 & 05629

FreeCall 080Homefee Storm (287 780 10 781) information lines 08671 & 08675
arela) Datapro (067 80) InformafionTines™ TUBG72

fhaxiCall 0861 Teifree (087 75010 754) Infarination lines  0BG73

Calis to Voicelink 0681 Broadband Networks (087 810} Information fines (8674

BY | Maweb (087 70010 701} ! Automated Teleconferencing 0862 000 000
Mobile Cellular (072/34, 076/8/9 & 082/3/4) MTNNS (087 8456) Mailbox messaging
[OSACS [085) ECN (@87 9a0) Virhial Fax depasit 088
! Gnligto L BAl sigeographic W cations): 1 Orion {087 870) Fax 2 Email 08656
Amatole (043} Teiconet {(87 830} Charity Lines  (086761x
Bakone (0157} pen voioe (057 G55}
Bokomoso (U57) ICT (007 950)
Karabotel ({(I185] NetVoip [OE7 GEL]
Mewe (0397 & 0477) Connection Telecart {087 820)
Kingdom (0345)

Thinta Thinta {1305
Northioom (056 & 016)

Tabie 8. Networks that can be called from Telkom fixed line and associated numbers

Source: Telkom website

% See Talkom price Ust at hitp/iwww telkom.ca.zalcommon/pricelist/prices/local/custtomer_to_automatic_exh.htmi.



STAATSKOERANT, 9 NOVEMBER 2007 No. 30449 37

There is clearly an increasing number of providers which are each associated with
their own set of numbers. Lists such as these are not available to the consumer
when making the consumption decision. Short of carrying such & list with them, and
censulting it before each decision, users will have to remember the above numbers
“off by heart.”

Third, the introduction of number portzbility renders accurate network identification
even more difficult. This is because callers will not know which netwaork they are
calling even if they happen to know both the number they are calling (i.e.. they
den't just select 2 name) as weil as the netwaork to which that number was originally
assigned. The caller may be able to check the network of parties they call through
consideration of their bills (some bills may indicate whenever a call goes off-net,
but others might not).”” However, they will then have to remember the network of
each of their calling parties individually. This wouid likely require yet another (self-
constructed) fist in order to ensure that the caller remembers which network the
called parties are on. This list would only include parties that have already been
called (not new parties). Moreover, parties may have ported since the last bill was
received.”® There is clearly considerably complexity involved in remembering and
identifying which customers are on which networks.

Vodacom pointed to electronic tones which warn the user when they are going off-
net and which have been implement-as part of number portability.29 ICASA
considers that the existence of these warning tones can serve to increase network
awareness. However, the ability of warning tones to make caflers aware of the
networks they are caliing reguires two additionai conditions.

e that consumer’s are aware that these warning tones exist and are able to
distinguish them from background connection noise. ICASA notes that
there has been no significant advertising campaign warning customers
what such tones mean, and providers don't have any obvious incentive to
create this awareness.

= that there are different warning tones for different networks, and that
consumers are able to distinguish between the warning tones of different
networks. This is because, for network awareness, it is not sufficient to
know simply whether you are going off-net: rather, one must know to
which specific “off-net” network oine is calling.

¥ Telkom's suggests that customers can achieve retwork awareness by ganing a “global knowledge” through

examination of their bills.
“ Moreover, note that the called parties may have porled since the cating parly last identified their network. The only
way to be sure of the identity of the network one was calling, before calling them, would be to somehow contact the
calied parly and ask them.

* Vodacom suggested that “MNP implementation features a warning tone/message notifying the caller when a cail is

heading off-net; this further enhances called network awareness”.
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Mcreover, the caller would actually have to dial the number (i.e. make the call)
before knowing whether they had gone off-net, and to which network. They would
then have to consult their list to consider whether or not they should “hang up” and
engage in some type of substitution behaviour (like switch SIM cards or send a
PCM).

Some stakeholders also argued that the low incidence of ported numbers means
that number portabitity wilt not affect network awareness in the short to medium
term.®® ICASA notes that although the extent of ported number may be low at
present, this is likely to increase going forward. Even at low tevels of poriing,
consumers will quickly be in a situation where they simply cannot rely on the
number they are cafling to identify the network. It is informative to look io markets
where number portability and the existence of many providers have been around
for many years. In this regard, ICASA notes that in the OFCOM January 2006
survey only 19% of the sampie mostly or always knew which mobile network they
are calling.”’

ICASA does not rely on the issue of network awareness to make any findings. In
this regard, gathering specific survey data is not required, as it would not alter
ICASA's findings. ICASA notes, however, that due to the reasons discussed above,
network awareness is likely to be less than 100% and decreasing.

Additional stakeholder comments

Vodacom, MTN and Telkom ali suggested network awareness may be relatively
high. Their comments around number portabiliity as well as billing information have
been dealt with above. Overall, ICASA does not suggest that network
awareness will be extremely low as has occurred in more mature markets,
onjy that it will be fess than 100% and decreasing. Together with the other
issue like pass through and percentage increase faced by the retail customers, this
serves to lower expected switching ratios. Other stakehclders ali agreed that
network awareness would become increasingly problematic going forward.

* yodacom stated that "although mobile number porlability (MNP) has been introduced. the small number of

subscribers that have ported {less than 1% of the subscriber base), mean that MNP is unlikely to negatively fmpact the
generai level of awareness of the mobile network called, over the short to medium term”.

¥ “4n the January 2006 survey Ofcom found that of all consumers making calls to mobiles two fifths (42%) claimed
never to know which mobile network they are calling or were unable to give an opinion. in addifion, one quarter (23%)
claimed raraly to know, one in six (16%) sometimes krow and only one fifth {19%) mosfly or always know which mobile:
network they are caliing. These results are consistent with previous survey evidence. [n the February 2005 survey
Ofcom found that, of mobile phone users which know they are calling a mobile, two fifths (44%) ciamed never to know
which network they are calling, a gquarter (24%) occasionally know, one fifth (18%) usually know and only one in ten
(10%} always know.” OFCOM (27 March 2007} Mobile Call Termination Stalament
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3.5.5.

PRICE AWARENESS

As noted, price awareness is a critical requirement — without if, consumers will not
know when to swiich, even if they wanied to.

Customers require awareness of refative price difference and associated marginal
changes. In order for consumers to make changes in consumption decisions based
on marginai price changes, consumears must be aware of absoclute prices, relative
prices differences and marginal changes in the relative price difference. tt is not
sufficient to merely know that one type of call is absclutely cheaper than another.
They must have some knowledge of the size of that difference, and how that size
changes given marginal increases in one of the prices. This is because for
consumers to swilch away from a particular service on the basfs of marginal price
changes, they must be aware of how the price of that product changes relative to
the price of the aliernative product.

Telkom suggested that consumers would be aware that fixed lines are cheaper
than mobile phones. However, a general knowledge that fixed telephony is cheaper
than mobile telephony will not be sufficient io make decisions in response to
marginal price increases. In fact a hroad knowledge of price differences such as
this is likely to dwarf awareness of marginal price differences, such that consumer
decisions will be based on ruies of thumb surrounding the cost of making calls, and
not a call-by-call analysis. In this regard, ICASA notes there is an academic
literature on the difficulties faced by telecommunications consumers when making
optimisation decisions due to the complexity of the decision process.

Pricing information is not equivalent to awareness. Telkom also suggested that
consumers “probably have a globa! knowledge of the cost of their bills, and through
their billing sfatements they are likely to realise that calling certain people or
numbers tends to be costly, and therefore they are likely to seek substitutes for
contacting those people or numbers (e.g. use their SMS more often, use
mobite/fixed aIternatively)ﬁ32 ICASA does not dispute the price information exists,
particularly of a “global” nature as discussed above. ICASA also accepts that bill
statements provide price information. Qther sources for price information are price
lists published either as pamphiets or on the Internet. However poiniing out that
price /nformation exists is not evidence that price awareness exists. The latter is
based on a} the guality and accessibility of pricing information and b) the ability for
consumers to internalise this information and use it to make marginal consumption
choices.

= Quality of pricing information. ICASA's understanding is that consumers
are not always sent specific pricing information and are not always directly
informed how or when pricing changes from time to time. Billing statements
are an inherently indirect {(in the case of Telkom bills, they require “working

* 7 elkom submission to January Discussion Document, p.20.
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back” to calculate the price of calling certain numbers at certain times).
ICASA also notes that the pricing information on websites is sometimes
difficult o find, and is often presented in a complicated manner.

< Using pricing information to make marginal consumption decisions. \CASA
emphasises that the relevant consumption decisions do not take piace with
the information in front of the censumer, as for example is typical with
many retail purchases (cars, food, houses and consumer goods).
Therefore, even if consumers gain information from bills or from pamphlets
/websites, & considerable amount of information needs to be remembered
when making consumption decisions. For exampie, in a given voice
package, there are usually peak rates, off-peak rates, weekend rates and
each of these is associated with on-net calls rates, off-net call rates, fixed-
to-maobile {or mobile-to-fixed rates), and fixed-to-VOIP {or mobile-to-VOIP
rates). There are also free minutes and the price of SMS services. In order
to make a switching decision which involved two packages, the costing
structures of beth packages wilt have to be known. ICASA also notes that
there is no reason for consumers to be particularly focused on one aspect
of this pricing structure (i.e.: off-net calls).

Price awareness in other jurisdictions. The latest mobile call termination study by
OFCOM showed that price awareness in the UK was always less than 22%, and
often substantially so.” ICASA does not rely on international survey evidence but
notes that these ievels of price awareness are extremely low. Even if South African
consumers exhibited substantially greater awareness, it is still likely that many
customers would remain unaware.

ICASA therefore finds that price awareness is likely to be substantially less
than 100%. However, ICASA does not rely on a specific quantification to make any
findings. Rather, the existence of poor pricing awareness will combine with less
than perfect neiwork awareness, less than perfect pass through, and lower
percentage price increases faced by retail customers, to substantially lower
expected switching and substantially increase the required price sensitivity of those
consumers that are price and network aware in order to render a SSNIP in
termination unprofitable.

Additional stakeholder comments

Vodacom presented evidence for price awareness which showed how their callers
are more likely to make an on-net as opposed to an off-net call. ICASA notes
Vodacom has close to 60% market share. Therefore, even if consumers were
completely unaware of price of network, they would make on average 60% of their
calls to Vodacom (i.e.: on-net}. The data shown by Vodacom (which suggests that
callers call Vodacom between 62% and 67% of the time) is not inconsistent with

¥ QFCOM (27 March 2007} Mobile Cali Termination Staterment p. 34
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this basic explanation. Simitarly, the minuies of use data, which shows that
Vodacom receives between 62% and 70% of call minutes is also not inconsistent
with this basic explanation. In particular, this data does not show that customers
somehow adjust their calling behaviour based on whether or not they are making
an on-net or off-nei call.

Furthermore, even if this conclusion could b2 reached from the data (due to the
slight bias above 60%;} this would be insufficient to establish price awareness of
relative price differences, or awareness of marginal changes to this difference. Jusi
as customers may be aware that, i general, fixed telephony is cheaper than
mobile telephony, they may be aware thal on-net calls are cheaper than off-net
calls. However, this does not mean that they are aware of the size of the price
difference and how this may change with marginai increases in off-net rates.

Telkom's comments have been dealt with above. All other stakeholders agreed that
price awareness is limited.

RETAIL DEMAND SIDE SUBSTITUTES FOR MOBILE CALL TERMINATION

This section considers possible demand side substitutes at the retail level. The fact
that there is no direct demand-side or supply-side substitutes significantly reduces
the likelihcod of identifying effective subsiitutes. Indirect substitutes at ihe retail
tevel suffer from two fundamental problems. First, expected switching ratios in
response to a small bul significant price increase in termination rates will be lower
due to a lower price increase realised by the final customer (based on the fact that
termination is an input cost and there may be limited pass through) and more
limited awareness of relative price changes that do occur (based on limits to
network and price awareness}. Second, the critical switching ratio required to make
a smali but significant price increase unprofitabie is bound to be high because
many of the retail switching aiternatives will usually entaii the termination provider
eaming revenue on the aiternative retaii product.

An illustrative exampie belps fo demonstrate this point. In the case where the
margin on termination is 25% higher than the margin on a potentiat substitute, then
the critical switching rate required for a 10% price increase on termination rates o
be unprafitable is around 33%. This high level of switching however, is required in
response to what is likely to be an effective price increase to the consumer of
merely 2.5% (on the basis of a 50% pass through of termination rate increases to
an off-net price that is at least double the termination rate} and which they may be
aware of only a portion of the time (assuming impeifect network and price
awareness).

Given this type of analysis, it is not surprising that jurisdiciions around the world
have found that there are no retaii substitutes to cali termination that sufficiently
constraint a price increase in termination by a network operator (and hence justify a
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broader market definition). Most of the stakehcolder submissions also gave fuli
support to the finding that retail demand side substitutes do not sufficiently
constrain the setfing of termination above competitive levels.

Those stakeholders that did not give unqualified support to this market definition
{namely Telkom, Vodacom, MTN and Sentech} focused on pointing out instances
where potential substitute products might constrain call termination price-setters.
However, the existence of potential substitutes does not necessarily lead to the
conclusion that these potential substitutes are a sufficient constraint and this
sufficiency is never demonstrated by the stakeholders. As Vodacom state, “while it
is conceded that the levels of substitution introduced in Vodacom’s arguments may
not yel warrant expanding the market definition, it is important to ensure that the
analysis is sufficiently thorough."34 Vodacom argued that thoroughness is important
due to the fact that this is the first market definition process and will establish the
precedent for all others to follow.

A primary focus for some of the stakeholder comments was that there were in
particular potential demand-side substitutes which stakeholders felt may offer
unique constraining potential in the South African context. These stakeholders
believed that the presence of these unique constraining factors meant that the
finding on market definition should not be assumed to be the same as the multiple
international jurisdictions. Yhree unique factors were commonly identified as being
relevant:*

1. That South Africans are generally poorer than in other countries and are
therefare more likely to use call back services (such as please call me
SMSs). It was claimed that this created a kind of Receiving Party Pays
{RPP) principle that effectively constrains the price of call termination.

2. That South Africans have multiple SIM cards and are therefore more to
swap SIM cards to ensure that they only make on-net calls and that this
constrains cali termination price increases. In addition, it was claimed that
use of Least Cost Routing is very popular in South Africa and that this too
constrains the price of call termination.

3. That South Africans are generally poorer than in other countries and are
therefore more likely to use the Community Service Telephone service
offered in this county. This service attracts a lower termination fee (by
policy fiat) and it was claimed that the resulting retail service constrains
normal commercial terminatiion fees.

* Vodacom submission to January Discussion Document, p. 34

* Vodacom state: “The South African market differs significantly from developed markets such as those in Europe,
where the maijority of subscribers can afford outgoing calls. i s typical in South Africa’s developing environment to find
poar subscribers making outgeing calls on subsidised community service telephones or using the free “please call me”
SMS service, and relying in both cases on their mobile phones for incoming calls. Such demographic differences have
led to significant business model and pricing innovation.”
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ICASA first deals with these potential South African specific issues befare
considering the remaining demand-side substitution possibilities.

3.5.6.1. PLEASE-CALL-ME AND CALL-BACK

Some stakeholders suggested that “please-call-me” (PCM) SMS services are a
unique South African specific feature that might change ICASA's finding on market
definition for mobile cali termination services relative to the other jurisdicticns. The
PCM service essentialiy offers users free 3MSs to contact another party (o ask to
them to call them back. If the party that receives the PCM responds, then they
would clearly bear the cost of the call. The PCM service is an example of a “call-
back™ arrangement. Another example of call-back is where subscribers use
“missed calls” 1o get other subscribers to call them back.

It was argued that call-back mechanisms may effectively create a Receiving Party
Pays (RPP) environment. Under such a scenario, the operator with the cheapest
call termination "wins the business” (their customer receives the call) because the
cheaper termination rate wouid result in a lower off-net call price fo their network
and customer's would co-ordinate to make the cheaper call. f increases in
termination rates and off-net prices wouid cause sufficiently many calls to switch
direction, PCM services might generate competition between operators such that
the termination services of different operators are in the same market.

Evidence offered in support of the claim that cali-back was a substitute, was data
showing the extent of uptake. For example, cne operator stated that: "the
substantial number of call back messages (or “please call me's”) that are sent in
the market highlights the significant demand for this service.”® However, this is in
fact all it shows — demand for that product. The fact that a given product is well
used or popular is not evidence to the effect that one product is a substitute with
another product. For example, the fact that PCM is very popular in SA is likely to be
based on the heavily skewed income distribution, which generates income based
co-ordination opportunities bebwveen callers. To show substitution, on the other
hand, it is necessary to show that cali-back actually constrains call termination
prices to a competitive level by making any price increase in call termination
unprofitable.

ICASA therefore considers the evidence on expected switching and required
switching ratios in response to marginal changes in the price of call termination.

First, expected switching in response to a SSNIFP in termination rates is low. The
relevant test is to determine the extent that the amount of completed PCM SMSs
will be affected in response to a SSMNIP in termination rates. In respect of the
sender we find it improbable that marginal changes in the termination rate will alter
the decision to send a PCM. In this regard we note:

*% vodacom submission to January Discussion Document, p. 40
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For the sender of the PCM their current choice is between no expense and
a costly phone call. As such, the likely basis for sending and having a PCM
completed (i.e. call returned) is an economic relationship where the higher
income customer implicitly agrees to pay for the call from the sender of the
PCM.* Alternatively, PCMs may be being used in circumstances where
price is not the consideration — namely, marketing, advertising and
customer communication schemes™.

The current saving for sending a PCM to an off-net called party (it must be
off-net to be influenced by a SSNIP of the termination rate}, is upwards of
R2.00 for peak and R1.15 for off-peak (given senders of PCMs will
predominately be lower income prepaid subscribers). The current saving
for the sender is therefore significant {a 100% saving).

The marginal change in an off-net call price for the potential sender of a
PCM is therefore in the range of 2% ta 4% for a 5% price increase, and 4%
to 8% for a 10% price increase assuming conservatively full price pass
through and full awareness of this price change. This is detailed in the
table below. This marginal change is relatively insignificant relative o the
saving they are already making and even more insignificant if full pass-
through and awareness are not present. It therefore seems highly unlikely
that this will have a material impact on the decision of the sender.

B PR - - Lo . B 0, . . : L
, Cot  mereseln e
Off-net-calls product - " price
R . 5% 10% 5% 10%
Peak Lower R 2.00 4% | 7%
bound
rates, R 0.07 R0.14
pre-paid Upper R 3.60 2% 4%,
bound
Off-peak t“we(; R 1.15 : 4% | 8%
rates, oun R$.04 | R0.09
prepaid Upper R 2.00 294, 49,
bound .

Table 10. Percentage price increase faced by maobile prepaid users for off-net mobiie-to-
mobile calis, given a 5% to 10% increase in mobile call termination

Source: Operatar websifes and tariff filings

From the receiver of the PCM perspective:

Y ICASA notes MTN's criticism. “MTN would like to point out fwo serious flaws in the Authority's rejection of cail-back
as an effective substitute in paragraph. First, the Authority seems to suggest higher income parties are fotally price
inetastic when it states that: "the higher mcome party wilt usually make the call, regardless of the size of the call
termination fee®. This is obviously an unrealistc suggestion” (MTN submission, p. 41). ICASA does not however,
agree. Rather, it is obvious that a cali-back arrangemant is based on relative incomes or other specifics of economc
relationships: consumers don't generally offer to pay for each other just because they can get the praduct at a cheaper
rate. Given this, it is not the relative price which drives fmpagt, but rather relative incomes.

* See for exampie htlp:/fwww iol.co. zafindex.php?sel_id=1&click_id=1158art_id=vn200505200758356741C770595
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+ There is no direct price change to which they are responding. The increase
in termination rates applied to their network and not that of the sender of
the PCM.

= To the extent that their decision (to respond toc a PCM) was based on
considerations of the price paid by the other party, it would appear that if
they were unwilling to respond to a PCM before the termination price
increase, a mere 2-4% (or 4c to 7c) increase is unlikely to make a
substantial difference.

= To the extent that their response depends on knowledge of the price
change faced by the PCM sender, it is not apparent that they will be aware
of off-net price changes faced by the requesting party.

Accordingly, ICASA believes that the magnitude of expected switching in response
to marginal price increases to be extremely low. Given the wide differences in
effective price faced by the PCM sender already, the decision on whether to send a
PCM or not is largely based on income and customer co-ordination dynamics.

Second, required switching ratios in response to a SSNIP of call termination are
likely to be very high. In the event that some customers respond {o a price increase
in termination rates (which is not apparent) by sending out a PCM to the party they
wish to call, the operator that raised the price of termination wouid iose the margin
associated with termination (the calling party sends a PCM and does not make the
cali themselves) but gain the margin from their own subscriber making an off-net
cali in response to the PCM.*® As such, the extent to which raising the price of
termination is profitable or not, depends on the relative margin the operator is
gaining from both alternatives. As Telkom state: “call-back could render an
increase in termination charges unprofitable if the profitability of outgoing calis is
lower than that of incoming cails and cali-back is carried out in sufficient volume."*°
That “sufficient volume” is the required switching.

In order o illustrate this point and provide some orders of magnitude to the
sufficiency measure, we have examined the current upper and lower bounds for
peak and off-peak off-net calls on different tariff plans and compared these to the
current termination rate. Both prepaid and contract calls rates are used, as PCM
may be sent to customers on either of these package types. On the assumption
that net revenue equates fo margin for marginal changes in volume (due to a
largely fixed cost infrastructure), we have then calculated the required switching
requirements to make a 5-10% price increase in termination unprofitable. These
calculations are presented in the table below,

)t must be an off-net call as the sender of the PCM responded to termination rate changes and hence could not be

an the same network.

" Telkom submission to January Discussion Document, p. 18.
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Retail
off-

r:teets paying margin
(i) termination)  (excl. VAT)
v (excl. VAT)

Y that
termination Required Required
margin is switching 5% switching
above off- price 10% price
net call ‘increase increase

Margin
{after Termination

Off-net calls

] VAT) margin.
Peak | Lower | R R 0.50 1.25 148% 8% 14%
rates, bound -
pre- R Always Always

R 1.91 1.25 -34%

paid 3.60

profitable profitable

Peak R0.94 128 33% 6% 11%

bound | 259
rates, ‘

contract

Table 11. IHustrative example of required switching to PCMs, given a 5% to 10% increase irn mobiie call

termination

Note: In the case where the net margin on off-net calls is greater than the margin on termination, increasing
price will be "always profitable™ as customers who switch to the alternative product will generate more revenue
for the termination pravider, and those that remain will pay higher prices

Source. Operator websites, pamphlets and ternunation rate fillings

The table shows that the required switching ratic will certainiy differ depending on
the tariff plan of the subscriber. However, we note:

= On the higher off-net call rates the operator will invariably make more
money from the off-net calls and therefore the switching behavicur will not
constrain them at all in raising the price of termination. In fact, such
“switching” it will encourage operators to raise termination fees.

¢ Overall, the required switching ratio wili be a function of the average price
of an off-net call. This entails considering al! the different prices weighted
by volume or the number of receiving-end PCM customers facing those
prices and the ratio that respond to the PCM. Therefore overall required
switching ratios will be substantially higher than that shown above for the
lower bound options. In this regard, note that all peak calls above R2.85
and off-peak calls above R1.76 earn the operator more revenue than from
termination. Further, all peak calls above R2.52 and off-peak calls above
R1.55 vield a required switching ratios in excess of 30% for a 10% price
rise (and 18% for a 5% price rise).
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The fable is illustrative because a number of factors may result in slight variations
on the actual figures. These are:

*  Termination margin. The calcuiations are based on the assumption that the
current termination rate, and hence margin earned on termination, reflects
that of a competitive market. If the margin earned on termination is
currently above that of a competitive market then the required switching
ratios will be underestimated.

= Differences in the extent of per second billing between termination charges
to other operators (always per second) and retail clients (not always per
second from the first second) will imply that the margin on off-net calis is
underestimated for calls not billed on a per second basis. This will resuit in
the required switching ratios also being underestimated.

= Service provider discounts: Retail calls will attract a service provider or
retaiter discount that varies vastly between prepaid and contract (prepaid
atiracting lower discounts). This discount would reduce the margin on the
off-net calis for sales through anyone but the operator itself or its own
service provider. This would result in the required switching ratio being an
overestimate. However, given the factors which lead to underestimation ,
as well as the fact that many on-net cali prices yield higher revenue than
termination, ICASA expects actual required switching tc be high.

Third, low pass through (especially in percentage terms) and imperfect price and
network awareness will make marginal switching even less likely. These issues
have been discussed in detail above, and will serve to generally lower the ability or
incentive for customers to switch in response to increase in call termination.

Finally, there is no evidence that the use of muitiple Please-call-me SMSs have
constrained call termination. Termination rates rose sharply from 1999 to 2061, and
have risen steadily since then. If Please-Call-Me SMSs constrained call termination
rates, we would expect to see call termination rates declining in response. In
contrast, rates have not declined since the introduction of Piease-Call-Me SMS,
and have instead continued to increase up to their likely upper bound constraint®'.

Conclusions on PCMs and call-back

Overall, the use of PCM and other call-back mechanisims aie highly unlikely to be
based on marginal pricing dynamics. Rather lower income customers will attempt

41

[CASA notes that termination rates are now likely to be at their upper bound constraints. Terminaton providers
cannot price termination above the on-net retail rates as on-net calls constitutes an avenue through which operators
can bypass termination fees (through break-out). Currently, various mobile on-net rates are priced at exactly the same

rate as mabile termination rates, or relatively close to such terminatian rates.
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to use this mechanism based on the fact that — if the other party responds and calls
back ~ it will save them the fotal cost of the call. Consideration of low percentage
price increases faced by retail customers, less full pass through and imperfect
network and price awareness serves to lower expected switching stili further. in
addition, even if some users did switch based on marginal increases in price, this
will earn the termination provider substantial revenue such that, overall, required
switching is likely to be very high.

ICASA therefore confirms iis initiai finding that cali-back is not a sufficient
retail demand side substitute to constrain a network from pricing cali
termination above competitive levels.

MULTIPLE SIM CARDS

Certain stakeholder suggested that South Africa may be unigue in that consumers
may have multiple SIM cards, and that they may engage in SiM card swapping to
avoid ever paying off-net rates. SIM card swapping, when and if it cccurs, will likely
be engaged in by prepaid customers. In this case, customers can avoid paying
higher off-net rates by instead accessing cheaper on-net rates.

MTN indicate that there are more SIM cards than adults connected to netwarks®
and imply that this indicates that SIM card swapping is likely. Vodacom state this
explicitly but provide evidence only for other countries, not South Africa. Telkom
axpresses a similar theme, noting that there are “2.9 SiMs per mobile customer in
Pakistan whilst this decreases to 1.12 in the UK."*

However ICASA does not consider that the SIM card swapping will likely constrain
call termination to competitive levels, for the foliowing reasons.

First, ICASA notes thal the evidence presented fs not evidence of actual SIi card
swapping or ifs extent.

= No direct evidence of SIM swapping. No actual survey evidence of the
extent of actual SiM-swapping was presented, but rather this is deduced
from the number of Slivi cards and the populatians of countries.

*  Conlroversial data. The active SIM statistics used to make this deduction
are controversial and sensiiive to the {often changing) definitions of an
active customer. Furthermore, comparisons to adult populations are not
always relevant if a large number of non-adults (i.e. children) are using SIM
cards.

“* “The current number of reported active SiMs in South Africa slood at 37M at the end of December 2006, while
accarding to SAARF, only 15.2M adults were connected 1o mobile nelworks. Even taking account of the non-adult
panetration, this implies the average number of SV per adult is more than 2, suggesting SIM swapping is rife in South
Africa.” MTN submission to January Discussion Document, p. 40

** Telkom submission to January Discussion Document, p. 19,
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= No evidence of marginal subsiitution. Given this lack of evidence, the
extent of StM-swapping actually is not apparent, and especially if it occurs
in response to marginal changes in the price of off-net calls or simply to
absolute differences in on-net and off-net call prices.

Second, SIM swapping will provide significant revenues for the termination
provider. Switching a subscriber to making use of a specific network through SiM
card swapping may in fact be a goal of raising termination rates in the first piace.
By raising the cost of rivals, and driving customers onto the termination provider's
network, the termination provider gains more retail customers, who provide
additional revenues in terms from on-net calls, as well as access and connection
revenues.

This incentive may exist because SIM card swapping may always provide more
revenue (and margin) for the termination provider if that customer makes an on-net
call rather than an off-net call from another network. If this is the case, then no
amount of SIM card swapping will constrain termination rates to competitive levels
as a SSNIP will always be profitable regardiess of the level of switching. This point
is illustrated below.

Assuming that majority of costs are fixed, revenues provide a proxy for the relative
margins of two different products. In this regard an important observation is that all
on-net call list prices, whether prepaid or contract, peak or off-peak, are higher than
the relevani cali termination rates. In fact, there is a legal obligation on operators to
provide termination at no higher than their cheapest retail rate®. The table below
illustrates this point for prepaid packages {physical SIM card swapping is onty likely
to be practiced by pre-paid customers). The table shows the percentage by which
termination revenue is above prepaid on-net revenue.

* These legal constraints have been articuiated in Section 10(3) of the Interconnection Guidelines as published in
Notice 1259 of 2000 which require that "charges for interconneciion must not exceed retait charges for the pravision of
equivalent services.”
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Mea ) e Fea 9 pea
Vodago R 2.50 R1.4 -75% -59%
Vodago per second - first minute R2.33 R2.33 -64% -165%
Vodago per second — thereafter R 1.55 R 1.55 -8% -TT%
44 prepaid (Vodacom) R1.99 R 112 -40% -28%
| Big Voucher (Vodacom) R 2.85 R 1.08 -100% -23%
Cy daytounge tripper (Cell C) R 2.00 R 2.00 -40% -128%
| Cy nighttime sweettalker (Cell C}) R3.25 R 1.00 -128% -14%
Cy kinda anywhere (Cell C) LR 2.60 R 1.40 -82% -69%
Easychat standard (Cell C) R 2.50 R 1.40 -75% -59%
Easychat all day(Cell C) R 2.00 R 2.00 -40% ~128%
Easychalt per second (Cell C) R3.20 R 1.05 -125% -20%
MTN classic R 2.50 R 1.40 -75% -59% j
MTN per second R 2.99 R 1.15 -110% -31% J
MTN per second plus R 2.99 R1.05 -110% -20% J
MTN payback — highest rate R 2.00 R 2.00 -40% -128% ‘
MTN payback - lowest rate R 1.65 R 1.65 -16% -88%

Table 12. Hustrative example of relative profitability of on-net prepaid calls and call termination

Source: Operator websites and pamphlets

it is apparent from the table that the list prices for prepaid (the most likely source of
SIM-card swapping) are considerably higher than termination rates. This strongly
suggests that operators earn more when a prepaid customer switches a Sl card
to make an on-net call rather than making an ofi-net call from another operator’s
network.’® Furthermore, given that subscribers are likely to switch 1o any of these
packages if SIM swapping did occur, it is the average margin gained when a
subscriber engages in SIM card swapping and not a specific upper or lower bound.
Therefore, even if one package did not offer an increase in revenue for the
termination provider, the loss in revenue from switching to a single package may
be more than compensated for by switching that occurs to a package offering a
better margin to the termination provider.

With regard to using these revenues as a proxy for relative margins, fCASA noles
the following:

" Wwhilst revenue does not necessarily translate directly into margin, this is more fikely to hold for changes in usage at
the margin (the relevant test) where infrastructure costs are largely fixed. In additon, margins on termination rates
would need io take into account whether they are currently af competitive cost-based levels or currently at monopoly

levels.
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= The above differences are likely to underestimate revenue differences
given that termination is charged on a per second basis and not ail pre-
paid packages charge per-second from the first second.

«  Additionally, the termination provider would also earn additional revenues
in the form of start up / connection fees and the scope to hecome the
primary SIM card for the subscriber, earning incoming revenue as well.

«  This resuil is also likely o hold even given service provider discounts an
airtime purchases given the magnitude of revenue differences and the
relatively small airtime discounts for prepaid.

Third, at competitive leveis the higher profitahility of SIM card swapping is likely to
be robust. If prices were at their competitive levels, ICASA expects the above
resuits to strengthen even further. If the margin eamed on termination is currently
above that of a competitive market then the relative revenues analysis will
underestimate the relative revenue gain to termination providers from moving a
caller to an on-net call rather than an incoming off-net call. Moreover, at iong run
competfitive levels, ICASA expects that on-nel rates to be greater then termination
rates, by at ieast the cost of origination, as well as the “"discount” provided for
service providers, which is really a payment for the retail / distribution service
incurred by the service provider. These costs — and associated margins - will be
priced into retaidl rafes at competitive levels. On-net call margins will therefore
inciude the margin on the termination provided as part of the on-net call {which
should be equal to the margin on wholesale call termination) as well as the margin
on origination and retail distibution costs (which wili drive total margin above the

margin on call termination).*

Fourth, ICASA notes that SIM card swapping is likely to be based more on income
dynamics than marginal prices. Al current prices customers can save as much as
R1.00 by making an on-nst as opposed tc off-net prepaid call. Given these
differentials, certain low incoms customers may be wiling to engage in the
procedure of swapping SIM cards. However, where customers are unwiliing to do
so given the current differentials it seems unlikely that they will become willing
given another 5% increase in off-net rates (R0.07 at peak to R(.04 at off-peak).

Fifth, fow pass through (especially in percentage terms) and imperfect price and
network awareness will make marginal switching even less iikely. These issues
have been discussed in detail above, and will serve to generally lower the ability or
incentive for customers to switch in response to increase in call termination.

" There 1s no reason to suggest that operators would price on-net calls below cost given the varrable nature of the

service and the existence of pure on-net usage patterns far the lowesi priced packages (for LCR or mobile pubiic
telephony).
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Finally, there is no evidence that the use of multipfe SIM cards (to the extent if can
sven be demonstrated that the phenomenon exists) has constrained call
termination. Despite the (possible) existence of SIM swapping, termination rates
rose sharply from 1999 to 2001, and have risen steadily since then. If SiM card
swapping was exercising a constraint on call termination rates then we wouid
axpect to see call termination rates declining in response. In contrast, rates have
nct declined and in fact have continued to increase up to their upper bound
constraint.

Conclusion on Multiple St Cards

For these compounded reasons, ICASA finds that it is unlikely for SIM card
swapping to offer a sufficient constraining influence on termination fees. Quite to
the contrary, they will likely increase the incentive to raise termination fees in order
io capture on-net margins and win customers from other networks. ICASA also
notes that no evidence of SIM Card swapping has been provided, and that, in any
event, the very existence of high on-net/off-net differentials, which is the basis for
any SIM card swapping, is itself driven by termination that has not been
constrained to competitive levels.

ICASA therefore finds that SiM card swapping is unlikely to constrain
termination to competitive fevels.

LEAST COST ROUTING

Some stakeholders also suggested that least cost routing (“LCR") may perform a
simitar role to SIM swapping (and, although this may not be unigue to South Africa,
we deal with it here for convenience). LCR is form of network swapping. except
that it is automated, and occurs at the higher end of the market. It aiso generally
entails substantial set up costs as well as the need to generate large amounts of
calls in oider to be able {o access low on-net call rates. LCR is used by business in
place of making fixed-to-mobile calls. ICASA finds that LCR does not broaden the
market for termination beyond the network of the termination provider. The reasons
for this finding are outlined below.

First, even at current prices, required switching is likely to be high. As with SIM
Card swapping, while the operator will lose the termination revenue they will gain
revenue subscription fees and on-net calls. At present, there are a few high usage
contracts which offer on-net calls at basically the same rate as call termination.
These are the packages that will likely be used in LCR offerings. For example, at
current prices, assuming zero variable cost and a 25% service provider discount,
the required switching ratio wiil be 33% (for a 10% price increase) and 20% (for a
5% price increase).
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Second, it is unlikely that sufficient switching will occur even at current prices. LCR
is a fixed-to-mobile phenamenon and therefore there is limited scope for additional
switching (mobile-to-mobile can’t switch). Currently these calls account for roughly
half of the total interconnection fees earned. In addition, only medium to large
business will generate the required usage to justify implementing an LCR system
{for which a PABX is probably a prerequisite) and therefore the universe of firms
that may switch is smailer stili. And of these, a lot {if not most) would have already
have LCR in place. As such, a further switching of 20% of total termination for a 5%
increase in terminafion rates is improbabie qiven the universe of poiential
implementation of LCR.

Third, current interconnection principles imply that any increase in call termination
will have to be malched by an increase in LCR package rates. Given that
termination rates are now priced at exactly or very close to the same rale as on-net
high usage packages, any increase in termination will legally have to be followed
by an increase in on-net rates in full or part, removing some or all of the marginal
benefit of switching to LCRs in response te a marginal price change in termination.

Fourth, termination has been priced up to its upper bound constraint and this
suggests the cellophane fallacy is present. The fact that on-net rates are priced
similarly to terminaiion rates indicates a strong possibility of the existence of the
cellophane fallacy: an on-net call includes termination as well as origination and
retaif costs and therefore common pricing levels suggest the lower cost termination
service is priced up to its allernative (the on-net call} and is certainly not at a cost
level. Therefore even if LCRs consirain termination at current prices, this does not
at all indicate that they constrain termination to competitive levels, which is the
requirement to shaw substitutability.

Fifth, at competitive prices it is unlikely that any amount of switching to LCRs could
canstrain termination. This is because ICASA expects that on-net rates fo be
greater then off-net rates, by at ieast the cost of origination, as well as the
“discount” provided for service providers, which is really a payment for retail /
distribution service incurred by the service provider. These costs will be priced into
retail rates at competitive levels. Therefore, regardiess of whether an alternative
service provider provides the retail portion, on-net fees less retail costs should stili
be higher then termination rates. At competitive levels, a provider of termination
earns only the termination margin when only termination is provided, but both the
origination and termination margin {and scmetime retail margin} when an on-net
cail is provided. Therefore LCRs are unlikely to constrain termination to competitive
levels *’

" Though stakenoldars may argue that on-net fees will be priced below cost at competitive levels, this will have to be
based on earning excess revenue on other parts of a bundie. But then this "excess revenue” must be taken into
account for any customer switcinng to an LCR system. ICASA notes that in LCR packages, operators only earn on-net
call, access and connection revenue (not SMS or off-net call revenue). If this revenue was not sufficient to cover the
cost of the package. it imphes that operators are losing money on those packages. This seems tughly unlikely,
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3.5.6.4.

Finally, the evidence suggests that termination has remained unconstrained from
LCR systems. Whilst it may be argued that LCR is a more recent development
after termination rates were increased to their current level, if LCR was making
such termination rates unprofitable we would have expected a reduction in
termination rates subsequent to the deveiopment of LCR. This has not occurred
and in fact there have been further marginal increases in termination rates
subsequent to the LCR trend. This strongly suggests that any switching to LCR on
the basis of termination rates is in fact insufficient to constrain the pricing of
termination above competitive levals.

Conclusion on LCRs

ICASA finds that the existence of LCR does not warrant a broadening of the
market beyond termination on the network of the termination provider. Any
substitution that rmight have historically occurred is likely to be because termination
has been priced up to the alternative. This remains profitable given that termination
rates have not been reduced in response to LCR. Second, from current prices the
scope for new LCR uptake relative to the required switching ratio means LCR is
highiy unlikely to constrain a further SSNIP in termination rates.

COMMUNITY SERVICE TELEPHONES

Some stakeholders suggested that Cammunity Service Telephones (“CSTs")
constrained call termination prices.*® CSTs are fixed-location payphones that run
on mobile technology. They were jaunched in order to fulfil social obligaticns, and
as such are offered at a discount to standard calls, both in terms of the retail price
and the interconnection fee. The interconnection fee is currently R0.0688 (excl.
VAT for off peak or peak) as opposed to R1.43 (peal) or R0.88 (off-peak) (incl.
VAT). ICASA finds that C3Ts do not provide a sufficient alternative to constrain cafl
termination rates. The reasons are identified below.

First, CSTs are associated with significantly different quality and functionality. The
CST product is directed at specific income brackets and is confined to under
serviced areas where it is likely to be absolutely preferred by low income
consumers, whenever it is possible to use them. The large proportion of low
income users in South Africa is a key reason why these services have been taken
up. Though cheaper, the service offers significantly different functionality and
guality. Off-net mobile calls take place (a) on the users own phone (b) from
anywhere, (c) at anytime, and (d) without having to queue. CST calis, on the other
hand, are (a) located only in some locations, (h) require transport to get these
locations (c) or are only available at certain times (CST shops may close at certain
times) and (d) may require queuing. These quality and functionality differences are

*" ICASA notes that CSTs were not dealt with in the January Discussion Document, as it was considerad that a policy-
driven discount product focused on a specific income group and area was not relevant to commercial termmation rates.
in light of concerns from MTN and Vodacom, FCASA has now given the issue explicit consideration.
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acute and are a strong indication that CSTs are not in the same market as off-net
calls.

Second, there are large price differences between CSTs and off-net mobile calis.
The table beiow compares retail prices of CST and prepaid mobile calls, as well as
the impact of a 5% increase in the price of termination on the retait price of off-net
prepaid calls relative to CST pri{:es.49 Overall, off-net prepaid calls are priced at
betwaen 28%-300% above CSTs.” The large price differences and the small
impact of any SSNIP in termination rates (even with full pass through} suggest that
substantial savings can already be made for income-constrained callers and a
SSNIP in termination has a limited effect on the savings. As such, il is likely that
income-constrained consumers have already switched to CSTs where possible and
any marginal change in termination is unlikely to significantly affect that.

To iliustrate this point, we examine the required switching ratio relative to existing
take-up of the service and find that this is particularly large relative to current CST
traffic. in particular, CSTs currently account for approximately 10% of outgoing
calls and the required switching fo make a SSNIP in termination rates unprofitable
wauld be a further 5-10% of total off-net calls. Given that CSTs are only located in
under serviced areas and the additional savings from a SSNIP in termination rates
are only 4-16%, it seems implausible that such a large increase in CST use relative
to its current ievels is in any way plausible.

‘Price of “Pricé'of *"retail ' ‘5%rise.in %
retail " CSTs ‘product termination  increase

product above CST in:price
. IR -difference |

R 0.90 122%

Off-net peak rates

R 0.90 300%

Table 13. CST and prepaid off-net mobile call prices and impact of a 5% increase in termination

Source: Operator websites, fermination rate fifings

Third, low pass through (especially in percentage terms} and imperfect price and
network awareness will make marginal switching even less likely. These issues
have been discussed in detail above, and will serve to generally tower the ability or
incentive for customers to switch in response to increase in call termination.

* Prepaid rates are used because contract subscnbers that have higher incomes are highly unlikely to make use of
CSTs.

" The “lowar" 28% distinction 15 only relevant for Vodacom ‘Big Bonus Voucher' customers. This package requires
spending RBAY up front and provides R75 airtime per month, and as such is likely to be used by relatively higher
income “prepaid” users. In particular, these users are far less likely to use CS7s. Setting this package aside, prepaid
packages offer off-net calls at between 39%-300% above CSTs.
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3.5.6.5.

Finally, the available evidence suggests that CSTs have not constrained
termination. The price of termination has continued to rise steadily despite the
existence of CSTs or their recent proliferation. If CSTs or their recent proliferation
were exercising a constraint on call termination rates then we would expect to see
call termination rates declining in response. In contrast, rates have not declined
and in fact have continued to increase up to their upper bound constraint.

The only evidence MTN and Vodacom presenled to suggest that these two
products were substituies was the large uptake of CSTs. The data suggests that
CSTs make up approximately 10% of outgoing calls.”' But, showing significant
uptake for a particular service does not show that that service is a substitute for
another one. In particular, the high uptake of CSTs is likely to be based on income
dyriamics in South Africa, where low income consumers prefer to use CSTs due to
absolute cheaper rates. Small changes in marginal prices of the higher priced off-
net mobile or fixed-to-mobile calis are unlikely to change that.

Conclusion on CSTs

ICASA finds that given the large differentials in pricing, functionality and
auality, C8Ts are unlikety to constrain call termination to cost.

Having discussed the issues that might create a unique market definition in the SA
context, ICASA now turns 1o the other retail demand-side substitution possibilities.

MOBILE-TO-FIXED AND FIXED-TO-FIXED CALLS AS A SUBSTITUTE FOR FIXED-TO-
MOBILE CALLS AND OFF-NET MOBILE CALLS

In response to a rise in the relative price of off-net mobiie calls phones, it is
possible that consumers might switch to caliing parties on their fixed lines (mobite-
to-fixed or fixed-to-fixed calls). The terminating operator would not earn any
revenue on these substitute products as such switching bypasses their network
entirely. Therefore, on the assumption that variabie costs are zero, required
switching ratios over the entire base of mobile callers will be 5% for a 5% increase,
and 9% for a 10% increase. ICASA finds that even though lower required
switching rates may appiy, expected switching s highily likely to be
sufficiently low from this source of switching to make a SSNIP in termination
rates profitable. These reasons are described below.

" Vodacom state that "a notable omission is a consideration of evidence that community service telephene (CST)
originating calls {priced at a flat rate significantly below prevailing retail rates) constitute a significant substitute for
mobile-to-mobile or fixed-to-mobile calls. Call volumes indicate that poorer subscribers are wiliing fo queue at CST
providers in order to make outgoing cals, rather than make them from a celi-phone, fixed fine, or Telkom public
payphone. As illustrated in Figure 5...CST interconnect minutes makes up approximately 10 % of fotal interconnect
minutes thereby giving an indication of the extent of demand for the service." The Vodacom text states that this figure
was a percentage of “interconnect minutes,” but the relevani graph refers to outgoing calls. This was confirmed by
Vadacom in the hearings: Vodacom stated on the 17 May 2007, p. 26 of the transcripts "we sit with 10 % of total
oulgoing traffic on C5Ts"
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First, the abiiity ta switch to fixed lines is jimited by low penetration. ICASA finds
that because fixed line penetration is low relative to mobile penetration in SA, the
potential to make use of this alternative is highly limited. This low and declining
relative penetration is reflected in the relative subscriber numbers in the figure
below. Not only has fixed line penetration dropped in absoiute terms, it has also
dropped relative to mobile penetration. At present, Telkom's customer base is
approximately 12% of that of the mobile operators. As such, it seems highly
uniikely that the required switching levels wili be achieved in response to a
SSNIF in termination rates given total possible switching.

100% . T = T e SRR SR
i ‘ | Celt C
0% i : T - - -
' } Telkom
80% | - L | - o L
i -
70% |- — S o e — - R e —
[ 28% MTN
30%
0% |- -- o e e | — . e R S
' 26% 26% 29% I
5% 25%
40% - R -
30% ] _
Vodacom
20% govie
0% - -

0% . S S - R
2000 2001 2002 2003 2004 2005 2006

Figure 1. Subscriber shares per fixed and mobile operator for voice services: 2000-2006
Source: Vodacom, Telkom and MTN annual reports and analyst presentatfons, Cell C Business Update-Sepfember
2005 and Media Briefing-April 2006 and news reports.

To illustrate the dynamics at play in terms of total possible switching opportunities
and the required switching rates relative to those possibiities, the tabie below
hightights the number of calls which terminate on mobiie phones which may be
diverted to fixed lines {using the overall averages)ﬁz, and the required switching
ratios as a percentage of these customers. The possibility that calls to fixed lines
can substitute for calls to mobile phones is significantly undermined by the low
penetration of fixed lines. For a 10% price increase in fermination, 75% of those
customers that can switch must do so in order to render the price rise unprofitable.
ICASA considers this to be extremely unlikely.

o Although an average more mobile calls may be made per customer to customers who also happen to have fixed
Iines, the opposite might also be true (as those custorners don't have a fixed line on which to be called). In this regard,
the overali averages shown above provide a good starting point from which to do illustrative analysis.
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42%

T5%

" o
Mobile-to- Mobile-to-fixed 12%
mobile Fixed-to-fixed 6% 83% Always
profitable
Fixed-to Mobile-to-fixed 12% 42% 75%
mobile
Fixed-to-fixed 12% 42% 75%

Table 14. Effective required switching ratio as a preportion of those that can switch from calting mobile

to calling fixed lines

Source: CASA calculations based on the number of fixed line subscnbers and the nuinber of mobile subscribers

The illustrative analysis above can be extended to using household penetration
rates for fixed line whereby more than one individual had access to the fixed line.
Whilst this would increase the number of possible people accessed via fixed line,
there would still be a limited reach. In this regard, consider the household
penetration statistics in the table below. It is clear that out of the households that
have mobile phones the percentage that also have fixed lines has declined
significantly. By 2005, only 28% of households with mobile phones also had fixed

lines.

<2002 . 2003 72004 72005 ‘
Percentage of househalds with access to a cell 299, 349, 40% 50% 60%
phone (Total)
Percentage of households with access to a 129, 4%, 15% 17% 17%
landline phone and cell phone (Total)
Implied percentage of mobile users who also 439, 41% 38% 33% 28%,
have fixed lines

Table 15. Penetration of fixed and mobile usage and of both

Source: Statistics SA General Household Survey July 2008 and AMPS Data

Furthermore, switching to calling on a residentiat phone is further timited by the
probability of the calied person being at that location at the time the caller wishes tc
get hold of them {as discussed below).

Second, the ability to call fixed lines is limited due to the lower probability of
actually reaching the customer. In many instances, calling a fixed line will simply
not be possible, even when the called party has a fixed iine. This is because the
fixed line is at a physical location where the called subscriber may not be present.
The importance of immediacy of contact has been repeatedly recognised by Cfcom
and other regulators. In instances in which a called party is not at the required fixed
locations, callers will have no choice but to reach them on their mobile phones. In
addition, very often consumers will not first check to see if a customer is at their
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fixed line as this entails additional time and expense. This significantly lowers
expecied switching.

Third, large price differences already exist. Calls fo fixed lines should be
significantly cheaper than cails to mobile phones at competitive prices. Whereas
mobile origination costs are the same for on-net mabile-to-mobile or mobile-to-fixed
calls (or fixed-to-mobile and fixed-to-fixed calls), termination will be significantly
different. The distinction between fixed and mobile termination costs is accepted
internationally, and is underlined by the targe differential in current termination
rates. The current differential between termination rates is R1.07 at peak times and
R0.68 for off-peak times. Therefore, at cost-reflective prices, the large distinctions
in termination should be reflected in similar distinction in retail rates. Given these
large differences in price, ICASA would expect those customers who are price
sensitive and ¢an make calls to fixed lines fo do so already. Those that don’t (even
though they can) are unlikely to change behaviour due to a marginal additional
change in the price difference, especially given the lower probability of reaching
that customer.

Fourth, LCRs have likely segmented the market. The majority of calls from fixed
iines, including fixed-to-mobile calls, are generated from business, despite Least
Cost Routing (‘LCR"). Vodacom accept this dynamic, but suggest that this will
enhance substitutability,'_53 The use of LCR is likely to have decisively segmented
the market — those who can afford it will not make fixed-to-mobile calls (as their
LCRs will route traffic on-net where high usage tariff plans currently offer
substantial savings) and therefore mobile operators will not take them into account
when setting their call termination fees.

Fifth, fixed-to-mobile business users will have limited incentive to switch.
Employees of businesses (who do not use LCRS) are unlikely to switch from fixed-
to-mobile to {even on-net) mobile-to-maobile calls. This is because it is our
understanding that in most business, employees are given free access to a fixed
line, but not to a mobile phone. And even in instances in which they have access to
both, employees will often have little incentive to try and reduce the cost of phone
calls (given they do not pay}, and so will generally use whichever option is most
convenient. As such, switching in response to marginal price changes is highly
uniikely.

Sixth, customers will face very low marginal increases in price. The actual and
percentage price increase faced by customers will be significantly lower than the
5% to 10% increase in call termination, due to both higher retail rates as well as
limited pass through. The likelihood that customers will switch will be even lower

** “Vodacom would, however, conjecture that, based on traffic patterns, the vast majorily of calis made cn and to the
Telkom network, are made hetween business users during peak hours, and thai these could represent a significant
substitute for mobile calls for particular subscribers.” Vodacom submission to January Discussion Document, p. 35
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when it is recognised that many customer purchase free minutes which do not
differentiate between the network called (in which case for those calls, they face no
price increase).

Seventh, low pass through (especiaily in percentage terms) and imperfect price
and network awareness will make marginal switching even less likely. These
issues have been discussed in detail above, and will serve to generally lower the
ability or incentive for customers to switch in response to increase in call
termination.

Finally, internationally fixed and mobile telephony are defined as separate markets.
It is noted that international jurisdictions generally find that mobile and fixed
services are in different markets and that cails to fixed lines cannot constrain
maobile call termination. There is nothing in the South African context which
suggests a different market definition. In fact, the low fixed line penetration rate
significantly strengthens the conclusion.

Conciusion on calling fixed lines as a substitute to cailing mobiles

Given these multiple factors it is highly unlikeiy that the required switching will
be generated out of the small customer base that can in fact switch to
warrant expanding the market.

Additional stakeholder comments

Some stakeholders painted out that just because two products offer different prices
and guaiity does not mean that they could not constrain each other on the margin.
Some also pointed out that just because fixed line penetration is low, does not
mean that there won't be sufficient switching to those fixed line which do exist.
However, the analysis above suggests that the expected switching ratio is highly
unlikely to be sufficient to have a constraining affect. The point is not (only) that
fixed line penetration is low, buf that the amount of customers that would have to
switch out of this group in order to constrain call termination overall is very high,
especially given the other issues involved, including the lack of immediacy of
contact, low percentage price increases, limited pass through and imperfect price
and network awareness.

OFF-NET MOBILE CALLS AS SUBSTITUTE FOR FIXED-TO-MORILE CALLS

If the price of fixed-to-mobile calls were 1o increase, consumers might switch {o
calling the same mobile number, but from another mobile phone as opposed to a
fixed line. (There are two types of substitution that may be relevant here: the use of
off-net calls and the use of on-net calls. On-net calls are considered in the next
sub-section).
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According to current interconnection agreements, off-net mobile calls attract the
same call termination fee as fixed-to-mobile calls. Given the principles of
interconnection regulaticn as set out in the ECA, non-discrimination of this type will
continue to hold going forward™ as both call types are and will continue to be
subject to the same mobiie call termination fee. As such, a SSNIP in the mobile
termination fee to fixed line networks will be matched by the same price increase to
mobile networks, This means that a) as both fixed-to-mobile and off-net mobite
prices could increass equally (with squal pass-through) relative prices may not
change, and b) any switching would not make the SSNIP unprofitable given that
the termination provider themselves earns exactly the same revenue from both call
types (i.e. the common termination fee). Therefore off-net mobile cannot
constrain fixed-to-mobile and vice versa.

Additional stakeholder comments

Telkom pointed out that even if off-net mabile-to-mobiie calls are not in the same
market based on the SSNIF, common pricing constraints might place them in the
same market. >° ICASA agrees that mobile cali termination from a fixed line is in the
same market as mobile termination from another mobile phone, due to common
pricing constraints. ICASA notes that this does not mean that fixed-to-robile calls
are in the same market as off-net mobile-to-mobile calls at the retail level. ICASA
does not have to investigate this issue in the current review as, given that
operators earn the same fermination margin regardiess of which service is used,
the outcome is not relevant to call termination.

Vodacom stggested that because pass through may be different on different
networks, it is possible that an increase in cail termination would lead to switching
because the price increase faced by for example, fixed-to-maobile users couid be
lower then that faced by off-net mobile-to-mobite users. ** ICASA emphasises that

# However, ICASA can release a mobile operator from these intercannection regulations on the finding that that

operator does not have market power. But, as the finding of SMP is the ultimate purpose of market definitions, non-
discrimination of this type cannot be relred upon to argue against a potential substitute. Neverthelass, if the mobile
operator did not have market power, then they would be unable to discriminate between different operators with
respect to call termination rates, and hence the non-discriminatory result would resurface. Thus {with or without
reguiation) as both call types are and will continue to be subject to the same mobile call termination fee, they are not
viable substitutes for one anather so far as an increase in that fee in concerned. Note also that the proposed market
defimtions do not make reference to the buying operator, and whether that operator offers fixed or mabile services.
That is, the proposed market definition is not mobile call termination on individual operator networks purchased by
fixed lines operators and mobike call termination on indwvidual operator netwarks purchased by other mobile aperators.
Only if this distinction were proposed would the substitution between off-net mobile and fired-to-mobile calls be
relevant.

5 Although the Authority does not appaar to define separate rmarkets by reference to the origin of the call onio the
mobile network, Tellkom would like to point out that even if products subject to the same price may not sufficiently
constrain each other under the SSNIP framework, they would be part of the same market on the basis of the existence
of a common pricing constraint. Telkom submission to January Discussion Document, p.26.

*® Vadacom state: "While Vodacom would agree with the view that a change in mobile termination rate would be
common to both call types, the extent to which there is substitutability would be determined by the relative retail rate
responses by lixed and mobile operators respectively. As noted previously, although there is no autormatic or
guaranteed retail henefit, the rationale for retall responses to changes in wholesale call termination rates are different
among the operalors, depending on their individual market and/or pricing strategies as well as regulatory obligations.
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3.5.6.7.

for the purposes of this review, the amount of switching between fixed-to-mobile
calls and off-net mobile-to-mobile calls makes no difference from the perspective of
the call termination provider and call termination market definition. However,
ICASA acknowledges Vodacom's point that pass-through wili often be limited.

ON-NET MOBILE CALLS AS SUBSTITUTE FOR FIXED-TO-MOBILE CALLS

This section considers whether cn-net mobile calls may be a substitute to fixed-to-
mobile calls.”’ ICASA finds that consideration of on-net mobile calls does not
warrant expansion of the market definition.

Ff'rst,- required switching will be very high at current prices. The analysis of the
required switching discussed for LCR and SiM card switching above holds in this
case as well. For example, in the case of LCRs (and assuming zero variable cost
and a 25% service provider discount) the required switching ratio will be 33% (for a
10% price increase) and 20% (for a 5% price increase). In the case of general on-
net mobile-to-mobile calls, the on-net rates will often be significantly higher than the
high usage packages used for LCR, and so these ratios constitute a lower bound.

Second, on-net calls margins will likely always be higher than termination revenue
at long run competitive prices. This is because ICASA expects that on-net rates to
be greater than off-net rdtes, by at least the cost of origination, as well as the
*discount” provided for service providers, which is really a payment for retail/
distribufion service incurred by the service provider. Af competitive price levels, a
provider of termination earns only the termination margin when only termination is
provided, but both the origination and termination margin (and sometime retail
margin) when an on-net call is provided.

ICASA notes that stakeholders may claim that reiative revenues do not accurately
reflect relative margins once long run incrementai costs have been taken into
account. This is because on-net fees may be priced befow long run incremental
cost in a bundie of services. However, even if margins on on-net calls and
associated services were beiow termination margins for some packages (say
because of a skewed allocation of common Cos‘(s;)53 they are highiy unlikely to be
significantly lower and will likely be higher on other packages (as reflected by the
large difference in price of current contract packages). Overall, therefore required
switching will have to be extremely high in order to render an increase cail
termination unprofitabie.

Third, not all callers can swiich from fixed to mobile lines. Not all South Africans’
that have fixed iines also have maobile phones. ICASA notes that Telikom suggests

These aspects have not been addressed adeguately in reaching the conclusion, and further analysis using SA data is
cansidered necessary.” Yodacom submission {o January Discussion Document, p. 35,

" Unlike off-net calls, on-net mebile calls do not attract a call lermination fee.

" With two part tariffs, common costs are usually most efficiently allocated to fixed (such as access) not variabie
services (such as callis}.
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that some consumers may purchase mobile phones in response to a SSNIP in call
termination®. ICASA conhsiders this highly uniikely given the cost of mobile phones
relative to the size of the limited price increase that the customer will face on
certain {fixed-to-mobile) calls. Moreover, even if the called party does have a
mabile phone {or purchases one), the probability that the caller is on the same
network is dependent on the subscriber shares of the three mobile operators. But,
each operator wilt iake oniy their market share into account. Recent market share
data showed that Vodacom had approximately 59% of the market in 2006, MTN
31% and Cell C 10%. Even for Vodacom, only 58% of fixed-to-mobile users will be
able to switch to an on-net call. This will significantly reduce switching to an-net
calls.

Fourth, business caliers will have limited incentive to switch. The majority of calls
from fixed fines, including fixed-to-mobile calis, are generated from business,
despite Least Cost Routing ("LCR"). But employees of businesses are far less
likely to switch from fixed-to-maobile to {even on-net) mobile-to-mobile calls. This is
because it is. our understanding that in most business, employees are given free
access to a fixed line, but not to a mobile phone. And even in instances in which
they have access to both, employees will often have litle incentive to try and
reduce the cosl of phone calis {given they do not pay}, and so will generally use
whichever option is most convenient.

Fifth, LCRs may have self-selected a group of consumers o whom mobile
operators can raise the price. The use of LCR is likely to have decisively
segmented the market - thase who can afford it will not make fixed-tc-mobile cails
(as their LCRs will route traffic on-net where high usage tariff plans currently offer
substantial savings) and therefore mobile operators will not take them into account
when sefting their cali termination fees. They will be able to increase call
termination for those customers who cannot afford LCR or who are price
insensitive to off-net calls. ICASA notes Vodacom's objection that operators are
“simply not abie to discriminate between subscribers in respect of cail termination
Charges-‘._"GO However, Vaodacom misunderstands the fact that the discrimination is in
this case an instance of self-selection. There is no need to actually identify and
discriminate between LCR users and fixed-to-mobiie users. Rather, LCR users
simply do not pay the termination fee.

Sixth, customers will face very low marginal increases in price. The actual and
percentage price increase faced by customers will be significantly lower than the
5% to 10% increase in call termination due to higher retail rates. As noted above,
the percentage price increase faced by a fixed-to-maobile user, even assuming full

o ", Telkam waouid ke 1o poirt out that cansumers wha do not have a mobile can also respond to a SSNIP and
constrain the price of fixed-to-mobile calls, by purchasing a mobile in respaonse to the SSNIP. This constitufes an
additional possible constraitd not currently taken into account by the Authornty.” Telkom submission to January
Discussion Document, p. 27.

* vodacom submission ta January Discussion Document, p. 36.
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pass through (pass through may be more robust for fixed-to-mobile calls) wilf be
8% for a 10% increase in call termination.

Finally, low pass through (especially in percentage terms) and imperfect price and
network awareness will make marginal switching even less fikely. These issues
have been discussed in detail above, and will serve to generally lower the ability or
incentive for customers to switch in response to increase in call termination.

Conclusions on on-net callis

ICASA therefore finds that on-net calls are highly unlilkkely to be able to
constrain call termination rates.

Additional stakeholder commentis

Telkom commentad on a suggestion that ICASA made in the January Discussion
Document that substitution was unlikely because on-net rates are generally more
expensive than fixed-to-mobile rates and that even at competitive levels, they
would continue to be so. The stakeholder suggested that current price difference
were not so large as to rule out substitution and that ICASA's suggestion that the
cellophane fallacy might be the cause of this was not backed up by a costing
analysis. ICASA still considers this issue important, but has not relied this to make
its finding above.

Telkom, Sentech and Vodacom also commented on ICASA's previous suggestion
that the probability of being on the same network as the calied party was 45%
{from consideration of current market shares). ICASA finds that even if the
probability was in line with market shares, this factor, at the very Ieast, serves to
reduce the proportion of subscribers that are able to make a switch to on-net
mobite calls. This factor serves to make it less likely that the required switching
ratio is achieved to make a SSNIP in termination rates unprofitable, especially
when considered with the other array of factors above.

These stakeholders also reiterated that it was not necessary for even a majority of
subscribers to switch in order for an-net lo offer a substitute. ICASA acknowledges
this point, but has provided analysis ahove to suggest that the likelihood of
switching passed the required amounts is extremely low, if not impossible.

ON-NEYT CALLS AS A SUBSTITUE TO OFF-NET CALLS {CHANGING NETWORKS)

The issues of customer switching to on-net calls in the form of SIM swapping or
LCRs has been given special attention above. In this section, we consider the more
general case in which a customer (contract or prepaid) simply switched network
altogether in order to avoid increased off-net fees. ICASA considers that this type
of behaviour is unlikely to constrain call termination.
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First, there are switching costs invofved in changing networks. For contract
customers, these are substantial and include having to cancel contracts, forgc
phone upgrades, as well as engage in number porting. !t seems untikely that
customers would engage in this swiiching behaviour in response to a very small
percentage increase in off-net rates to a singie network, especially given the
importance of other rates, including access fees, mobile-to-fixed and on-net call
rates. For prepaid, though the switching costs are fower, the impact of marginal
changes in off-net fees relative to the cost of the overail package, may be equally
small.

Second, required swilching ratios will be extremely high. Just as with other on-net
substitution possibilities (such as SIM swapping, LCRs and on-net caills as a
substitute for fixed-to-mobile calls), required switching ratios will be extremely high.
However in this case (where consumers actually switch networks completely)
required switching ratio will be driven still higher {if they are not already at the level
where switching always results in an increase in the profitability of the termination
provider). This is because the operator will also gain all the associated revenue
from having the customer on the operator's own network, which includes:

1. access and connection fees,

2. termination fees for all that customer's incoming calls from other
networks,

3. no termination payments when subscribers to {he switching customer’s
network calt that customer,

4. outgeing fees for the customers calls to other networks (in which the
operator had no part before},

5. outgoing fees for calls to the operators other customers minus the
termination revenue that the operator would have earned on those calls,
when the customer was on another network.

It is likely that revenue stream 5 above would be sufficient to generate extremely
high required switching ratio. Given the revenue sfreams 1 to 4, the conclusion is
strengthened for instances in which customers actually switch networks. in fact,
using high termination rates to drive customers onto their own network may be a
specific market capture strategy on behalf of the mobile operators.

Third, customers will face very low margirnal increases in price. The actual and
percentage price increase faced by customers will be significantly lower than the
5% to 10% increase in call termination, due to both higher retail rates as well as
timited pass through.
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Fourth, low pass through (especially in percentage terms) and imperfect price and
network awareness will make marginal switching even less likely. These issues
have been discussed in detail above, and will serve fo generally lower the ability or
incentive for customers to switch in response to increase in call termination.

For these reasons coliectively, ICASA finds that consideration of changing
networks to avoid higher off-net rates does not warrant expanding the market
definition as it is unlikely to constrain the profitability of a SSNIP in caii
termination rates.

Additional stakeholder comments

All operators either agreed, did not comment, or pointed to SIM swapping and
LCRs, which have been discussed separately above.

CLOSED USER GROUPS

“Closed user groups,” describe a trend through which consumers’ that are more
likely to call one another than other consumers, co-ordinate on similar networks in
order to take advantage of low on-net fees. In this scenario, consumers choosing a
network take into account the network of other parties with whom they are likely to
communicate. They do this in order to reduce the cost of calling those customers
as well as the cost those consumers face when the call them. Vodacom pointed to
Ceill C's “friends and family” promotion which offers cheaper calls for calling
specified people.®* More generally, ICASA notes that by charging significantly
lower on-net relative to off-net fees might encourage a degree of “co-ordination” on
the network.

Though ICASA agrees that operators will try to devise plans which cause peaople to
migrate to their network, ICASA considers it highly unlikely that this dynamic can
constrain call termination.

First, the likelihood that consumers will take into account the cost of others calling
them is probably very low. In any event, even if consumers did take this into
account to some extent, this will only be one feature that is used for choosing a
network (as they will also consider the cost to themselves of being on that network
and making cails}ez.

61 Vodacom state: “A furlher example of an innovative retail offering in the market that optimises the cost of otitgoing
and incoming calls is Celi C's “friends and family” deal, which offers preferential rates for identified subscrihers. Such
offerings are aimed specifically at influencing the subscriber's choice of network,” Vodacom submission to January
Discussion Document, p. 41. ICASA noted that in this case discounts are given regardiess of which network the calied
party 1s on.

“ This section therefore also addresses what was previously under a separate beading in the January Discussion
Document ("Called parties choose network to reduce cost of incoming calis”).
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Second, even if termination fees affect network choices, customers will likaly
coordinate on the operator’'s network that has raised the termination fee. To see
this, consider a scenario in which all prices are competitive, and the on-net fees are
very similar to off-net fees across all networks (the difference is only the switching
cost). If ane network decided to increase cali termination fees, the most likely trend
would be for customer’s to migrate to that network — by so doing, they avoid the
highei off-net fees. If instead customers switched tc an operator who has not
raised termination fees, they wouid still have to pay the high off-net fees to
customers who remained with the operator who has raised termination fees. This
then reduces to the discussion above, where increases in termination cause
switching to that network. I this case, the termination provider likely earns more
revenue when customers switch. No amount of switching based on closed user
groups will therefore constrain termination rates.

Third, the requirements of netwark and price awareness are even more urnlikely to
be fulfilled in the current case. For a marginal increase in termination rates on a
particular user’s network to cause that user to switch, they would have to be aware
of marginal price increases in off-net call prices faced by other people. This seems
highly unlikely.

Finally, a large differential between off-net and on-net fees currently exists. From
an operators perspective, the market has thus been segmentied befween
customers on its own network, who may calt each other more often (because of the
existence of ciosed user groups), and customers on other networks who are either
tied info their own network or are price insensitive to off-net calls. The latfer
customers constitute a differeniiated group to which the operator can raise
termination fees. Therefore if the SSNIP test is applied on current termination and
retail rates, it is unlikely that any further substantial switching would occur.

Additicnal stakeholder commenis

All stakeholders either agreed or did not comment on this finding, except for
Vodacom who suggested that it was not possible for operators to raise termination
fees and thereby attract customers on to their network. They suggested that this
was not feasible as “as any increase in the wholesaie voice call termination charge
for calls terminating on one operator network will equally apply to all networks
simuitaneously. This strategy is simply not feasible in light of the current market
interconnect agreements and assaociated regulatory obligations.".63 ICASA notes
that non-discriminatory obligations only require operators to offer equal rates to all
other providers, not to charge reciprocal rates. In any event, if it was a "market
reality” that termination rates would ali move together then this obviates the need
for any consideration of closed user groups, as increases in termination across all
providers will not generate any bias towards seiecting a particular network. If bias

" Vodacom submission, p. 38
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existed it wouid be to favour the larger networks in order to reduce the cost of calls
to users outside the closed user group.

SMS AS A SUBSTITUTE FOR CALLS TO MOBILES

Faced with an increase in the cost of off-net mobile calls due to an increase in
termination rates, a caller might switch to an SMS service. For various reasons,
ICASA finds that switching to SMS services will not constrain call termination to
competitive levels. These reasons are sketched out below.

First, SMSs are funciionally not equivalent to voice calls. There are several
reasons for this:

« SMSs remave immediacy of contact. The sender does not know if the
receiver has received or read the SMS, and if the sender wants a reply,
they may have to wait before they get it. Where SMS3s are used to achieve
some type of two-way dialogue, an SMS conversation is more time
consuming than voice calls: they are typed as opposed fo spoken, and
then there is a long pause before one gets a response and can in turn type
and send a new SMS. Vodacom pointed fo data which showed that 35%-
50% of SMS received an SMS in response “within a time window of 1
hour.”™ The operator suggested that this is evidence that SMSs can be
used for “short interactive conversation.” ICASA disagrees. Waiting an
hour for an SMS response is significantly different 1o receiving a response
within a second of asking the question, as occurs on voice calls.

¢ The amount of information that can be transmitted on one SMS is limited.
This is because the number of characters that can be sent via SMS are
often limited both by the phone settings, as well as by the network
themselves.®

« SMSs is often used to communicate specific information. SMS will be
preferred to calls when the sender wanis to communicate a specific piece
of information or data precisely, and provide an easy way for the receiver
to store that data.

= SMSs create additional financial onus on receiving party. If a response is
required from the person heing calied, then SMS generate a financial onus
on the receiving party, because they have to send another SMS back. For

s [A] small sampie of data that would support the view that SMS interaction between parties does represent some
degree of substitution of vaice calls. The graph [figure 6] represents a summary of the % of a sample of 42 000 5M3
messages, that received an SMS response within a time window of 1 hour. Based on this data it may be inferred, for
example, that approximately 35-50% of SMS traffic constitutes shoit “interactive conversation’. Vodacom submssion
to January Discussion Document, p. 38

% For instance. according to Vodacom Customer Care telephone service, customers can send a maximum of 160
character per SMS

N
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some exchange this will be considered a positive, and in others it will be a
hindrance.

ICASA therefore considers that SMSs constitutes — functionally — a significantly
different product. One operator (Sentech) suggested that even though SMS may
be not be generally substitutable, the guestion is whether a “portion of subscribers
will use this avenue and thereby render the increase in mobile termination charges
unp.rof‘z‘[abie."(iﬁ However, no evidence was presented ¢ suggest that a sufficient
number would in fact switch. [CASA considers that where products have large
functionat differences, large-scale substitution in response to marginal price
changes is very unlikely. In addition, tha remaining issues identified below will
compound this effect.

Second, SMSs may not be cheaper for various caifs. ICASA notes that the services
ara so functionally different, that it is difficult to even formulate a price comparison
or to understand which service is more expensive. How many SMS make up one
phone call? And if all the information contained in phone cail is communicated by
text message, how many messages will need to be sent and will that end up
cheaper or more expensive? Where multiple SMS are required in order to complete
a conversation, it is not apparent that such a conversation will in ganerat be
cheaper than simply making a voice cail.

Third, for short communications, customers will largely choose SMS based on
income dynamics. Some stakeholder suggested that perhaps SMS was a
substitute for short calis. In particular, one stakeholder (Vodacom) stated that
“although Vodacom agree that SMS is not necessarily a viable substitule for
extended calls to a mobile phone in general, it does offer some degree of
substitution for short calls.”®" They also argued thal the youth and poorer market
segments often make use of SMS as a preferred commmunications means. JCASA
acknowledges that certain groups will prefer using SMS wherever possible,
aspecially for short calls. However, this is not an indication that such use will
increase in response to a SSNIP in the price of termination and hence some limited
increase in the price of off-net voice calls. ICASA notes that where a minute of calls
is substituted for a single SMS, the caller can save between R0.50 to R3.00.
Where users currently do not use SMS services, they are unlikely io switch to use
a functionally very different product for a very small increase in off-net rates.

Fourth, customers will face very low marginal increases in price. The actual and
percentage price increase faced by customers will be significantly lower than the
5% tc 10% increase in call termination, due to both higher retail rates as well as
fimited pass through. This will limit any incentive to swifch to a functionally very
different product.

 Sentech submission to January Discussion Document, p. 19.
T Vodacom submission to January Discussion Document, p. 38,
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Fifth, low pass through (especially in percentage terms) and imperfect price and
network awareness will make marginal switching even less likely. These issues
have been discussed in detail above, and will serve to generally lower the ability or
incentive for customers to switch in response to increase in call termination.

Finally, call terminalion providers conirol both voice and SMS termination rates.
Call termination providers also determine and controt the price of SMS termination
(including the number of characters and therefore cost per character). As such,
they can price SMS termination so as nol to constrain cail termination. Telkom
suggested out that while it was possible for SMS to be a substitute product at the
retail level “Telkom agrees with the Authority's conclusion that, from a wholesale
termination call perspective, SMS does not constrain termination charges. This is
because, even if SMS was a substitute for mobile-to-mobile calls at the retail level,
SMS termination is offered by the same MNO which provides voice termination,
and therefore any constraints are likely to have already been taken account of by
the maobile operator in selting charges for call termination and SMS. Telkom also
notes that in the European Union Electronic Communications Framework, SMS
termination is not considered to be part of the same market as mobile voice call
termination®” Cell C expressed a similar theme, noting that even if SMS3s were a
substitute at the retail level, this would not necessarily change the market definition
as the same operator that offers call termination also offers SMS termination, and
they could therefore price SMS termination to avoid any adverse switching.

Conclusion on SMSs

ICASA therefore finds that SMSs are highly unlikely to constrain wholesale
call termination.

Additional stakeholder comments

Vodacom also suggested that “next generation services such as maobile instant
messaging platforms such as MXIiT and innovative offerings such as voice-to-SMS
are also viable substitutes that ICASA should address.” ® ICASA is not aware that
voice-to-SMS services have been offered and does not believe that this type of
service would add any additional dynamic to those already discussed above. MXIT
services use internet connections to send messages. Though MXIT may be
cheaper than SMS services, it is unlikely to vield a constraining effect for the
reasons discussed for SMS above, and because this service relies on Internet
access (GPRS or 3G connections) as well as access to an actual MXIT service,
and this significantly lowers the base from switching can possibiy occur.

% Telkom submission, p. 29.
“ Yodacom submission o January Discussion Document, p. 39,
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VOICE OVER INTERNET PROTOCOL (VOIP) CALLS AS A SUBSTITUTE TO CALL TO
MOBILES

Mobile operators now offer internet origination technologies, such as GPRS and
3G, which can facilitate VOIP services. Instead of calling parties on their mobile
phones in the traditional way (which incurs a mobile call termination fee} parties
can arrange to coniact each other over the internet using for example, Skype.

The key requirament for this type of service to be functional is that &) both parties
are online at the same time, b) the parties have access to the appropriate
technology — both parties must have access to a high-speed (broadband) internei
origination, and the called party must either have a lap-top or maobile phone that
can access the Internet and be used to send and receive sound over the internet.
Consider the foliowing.

» Calling a VOIP number at a fixed location. Only some mobile users
actually have a fixed line, an even smaller proportion have ADSL, a still
smaller proportion will actually use their ADSL to receive VOIP calls, and
stifl smaller proportion will actualiy be at their computers when the cailer
wants to make the call.

* Calling a VOIP number at a non-fixed location. Similarly, anly a very small
proportion of mobile users have a 3G connection (less than 2%}, and a
stili smatller proportion will use their 3G connection for receiving VOIP
calls.

ICASA therefore considers that VOIP penetration is simply ioo low to affer a viable
constraint. From the brief anatysis above, it is clear that even if all those who cauld
cail a VOIP number did so, it would siill not be sufficient to constrain a 5% to 10%
rise in termination. in addition, ICASA notes that there are major quality concerns
in calling VOIP numbers as they rely on data networks which are often not as
stable as fixed or celiular networks. Further, it is noted that operators continue to
earn revenue when a call is made to a VOIP number (in the form of data revenue).
This is an especiailly important consideration regarding calling users on their
3G/VOIP enabled phones, and there is still ambiguity surrounding how mobile
operators will charge their 3G clients if they utilise the network for VOIP cails.

[CASA has aiso considered VOIP providers such as IS and Telfree. Though in this
case the caller does not need to use VOIP enabled technology, the calied party still
does and hence the problem of low ADSL and 3G penetrations remain. In addition,
quality concerns may also be an issue for these types of services. With respect to
pricing, ICASA notes that calling these VOIP providers will not offer the same type
of savings as on Skype type systems. For example, Telkom’s price for calling
Neotel {an example of an off-net fixed-to-fixed cail) is lower than the cost of calling
all VOIP providers for the first minute and for all peak calls (but same provider's are
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cheaper at off-peak times). The cost of calling these providers from mobiie phones
is not even listed on availabie websites and pamphlets (and so this service may not
even be available). Overall, the uptake of these specific services is still extremely
fow as they are only just now entering the market. {CASA will monitor this issue
and reconsider it in future reviews.

Conciusion on VOIP
ICASA finds that VOIP is highly uniikely to constrain maobiie call termination.
Additional stakeholder comments

All stakeholders agreed that VOIP would not constrain call termination, except for
Sentech. Sentech argued even if VOIP usage is relatively low, it might stili be big
enough to constrain call termination. However, the point is not (only) that these
proportions are unlikely to constrain call termination, but that the amount of
switching that occurs out of these small groups has to be extremely large in order
to constrain call termination overall. In this regard, many customers will be
insensitive to price changes, even when they are aware that they have occurred
and they can identify the relevant network. Moreover, the actual percentage
increase faced by these customers will be very small considering the size of off-net
calls (relative to termination) as well as the extent of pass through. As it happens,
the above proportions are so smail that even if all of these customers had to make
use of VOIP caliing, it wouid still be insufficient to constrain mobile call termination.

CALL SPONSOR

Vodacom stated that “the presence of innovative pricing models, such as “call
sponsor’, which allow certain subscribers to pay for the calls of other subscribers,
need to be considered.”” Vodacom did not provide any reasons to suggest these
possibilities would constrain call termination. {CASA notes that the “call sponsor”
service (as described on Vodacom's website) allows the sponsor to pay of the cost
of certain pre-specified calls of the sponsored party. Once activated the person
who pays for a call may switch but the actual call is not diverted o another type of
call. The cost of the call is based on the sponsored party’s tariff plan and the
sponsorship is also not limited cails to the sponsor's number.”’

ICASA does not beiieve that this couid constrain call termination, as
presumably off-net calis wouid still be made and the only difference is that
they would be paid for by someone else. If anything, ICASA considers that

" \iodacom submission ta January Discussion Document, p. 33.
" See httpwww.vodacom.co zaiservices/callsppnsar termgysp. In particular, Vodagom state: "You wili pay for all

sponsored calls made by the sponsored cusiomer, and you will be responsible for the full and total costs of such calls,
caiculated in accordance with the fariff plan applicable to the sponsored customer at the time that the sponsored calis
are made.”
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this will lower the caller’'s incentive to switch away, as the caller no fonger
faces the actua! cost of the call.

JOINT CONSTRAINT

ICASA notes that it is sometimes important to evaluate the joint constraining impact
of substitutes together. The table below surnmarises the switching options for fow
income, medium income and high income consumers and for fixed-to-mobile and
off-net mobile-to-mobile calling. Black biocks indicate instances where [CASA
considers that required switching will be “very high,” grey blocks indicate when it is
“medium to high” and ctear blocks indicate when it is “low.” In the right hand
column, black blocks also indicate where ICASA considers that expectad switching
is “very low,” grey blocks indicate when it is "medium to low” and clear blocks
indicate where it is high. As can bhe seen for all potential alternatives, sither
expected switching is very low, required switching is very high or bath.

Table 18. Can retail alisrnatives provide a joint constraint to mobile call termination?
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SMS Exremeiylow; functionally = - - Operatdr can coniro! 8MS.8rmlention so'asnol
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Merium ineome, madium usages Clusec Lser groups : ery“ gh, mayswiays ba-profiable

(oi-nat maobile-tn-matsile) 5
VOIP {also from fixad-to- [Extremely low, very small

mobite) penetation

. ) Ofl-net enchils akes no differanca’to farmiantion:-provider
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On-net mobile ery high, may ewiaysbe profiable -
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High incomae, high usuge
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Source: Various

Overall, ICASA does not believe that the joint constraints of the retail switching
options offer a sufficient constraint on a SSNIP for termination rates for the
following reasons:

First, expected switching ratios will likely be low due tc, among other factors, (a)
small percentage increases in final prices on the basis that termination is an input
only into final prices, (b) limited pass through and network and price awareness
and (c) large functional, quality and price differences.

Secend, required switching ratios are for the most part very high and in some
cases no amount of swilching will reduce the profitability of a SSNIP in termination
rates because the termination provider earns more margin from the potential
substitute product.
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Third, the evidence on the level and trend in termination rates suggests that these
factors have not jointly constrained termination rates to a competitive level. Despite
the existence of these aifernatives termination rates rose sharply from 1999 to
2001, and have risen steadily since then. If these alternatives were exercising a
constraint on call termination rates then we would expect t0 see cali termination
rates not increasing or declining in respanse to changes in the market. In contrast,
rates have not declined and in fact have continued to increase up te their upper
hound constraint. Further, evidence cited below (including COA/CAM results)
demonstrates that current termination rates are in fact above cost. Therefore any
switching that in fact is present is largely influenced by the cellophane fallacy.

RETAIL DEMAND SIDE SUBSTITUTE FOR FIXED LINE CALL TERMINATION

This section considers retail demand side substitutes for fixed line call termination.
Currently the main retail services affected by fixed line call termination are mobiie-
to-fixed calls. In the future, the rate will also become reievant for off-nat fixed-to-
fixed calls (when customers of the SNO call customers of Telkom) as well as VOIP-
to-Fixed Calls. This section first reiterates the findings on pass-through and
awareness (networlk and price) before tackling indirect retail substitution
possibilities.

PERCENTAGE PRICE INCREASE, PASS THROUGH AND AWARENESS FOR FIXED
TERMINATION

This section recaps the findings on percentage price increases, pass through and
price and network awareness for fixed terrnination discussed above.

Percentage price increase faced by the retail users of fixed termination: For all of
the mobile packages reviewed by |CASA, the percentage increases faced by the
customer are extremely low. For a 5% increase in fixed line termination, the highest
increase faced by a customer is 1.8%, and for a 10% increase the highest increase
is 3.5%. in absolute terms we are talking of a 1c to 2¢ change in prices. [CASA
considers that this will substantially lower the sensitivify of consumers in response
fo SSNIP by fixed line operators. New fixed and VOIP operators might experience
higher percentage price increases from a SSNIP in termination rates but these
volumes are negligible currently. In addition, given the likelihood that we are
already dealing with an instance of the cellophane fallacy, any increase on a more
competitive and lower price will be even smaller and therefore requiring very price
sensitive consumers to change and yield any substitution of little consequence.

Network awareness: With respect to network awareness, ICASA noles that the use
of geographic numbers may effectively distinguish fixed from other numbers.
However, with the increasing proliferation other networks, including Neotel and
VOIP providers, distinguishing Telkom numbers from others will become
increasingly difficult. With regard to Neotel numberts in particular, ICASA is not
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aware of any mechanisms (besides for ex post analysis of bill statements) by which
customers can distinguish between Neotel and Telkom numbers.

Price awareness. Price awareness has been discussed above and generally the
same issue hold for calls to mobiles as they do for calls to fixed lines. In particutar,
the increasing proliferation of different prices to different networks, as well as the
difficuitly of remembering and using relafive price differences (which require
remembering not just the price of caliing fixed fines but also the price of the
substitute product and marginal changes in the difference between these prices),
will substantially hinder the ability of consumers to respond to marginal price
changes.

Pass through: due to smaller changes in fixed termination relative to mobile-to-
fixed prices, the evidence for pass through is more limited. However, the general
observation that pass through is often limited will likely hoid at least to some extent
in this case as well.

These issues and in particular the extremely low percentage price increases faced
by the retail customer {(even assuming full pass through), will serve to significantly
increase the required price sensitivity of retail customers if they are to switch away
from calling particuiar fixed line networks in response to marginal price increase in
termination.

3572 ON-NET FIXED-TO-FIXED AS A SUBSTITUTE FOR MOBILE-TO-FIXED CALLS

Consider the potential for fixed-to-fixed calls to be a substitute for mobile-to-fixed
calls. As off-net fixed-to-fixed calis are subject to the same termination rate as
mobile-to-fixed calls (in the case of Nectel) ar higher termination rates (in the case
of VOIP providers). As a result, any switching between mobiie-to-fixed and these
off-net fixed-to-fixed will provide equatl or better margins to the fixed line termination
provider making any increase in termination rates profitable. The focus is therefore
on on-net fixed-to-fixed calis as a substitute for mobile-to-fixed cails.

On-net: fixed-to-fixed calls are not subject to a fixed termination rate. However,
there are various reasons why ICASA does not expect any potential switching io
fixed-to-fixed from mobile-to-fixed calling to provide a sufficient constraint on fixed
line termination rates. .

First, many mobile subscribers do not have a fixed line and therefore cannot
substitute. To switch from calling frorn a mobile phone to calling from a fixed line,
callers need to have a fixed line. However, due to iow fixed line penetration rates
(as discussed in earlier sections) many mobile subscribers will not have the ahility
to substitute to a fixed line. As described only 28% of househoids with a mobile
phone also have access to a fixed line. This will substantially reduce the pool of
callers that are able to switch and therefore the expected switching ratio.
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Second, even if callers have a fixed line, they will hot always be able to access it.
Callers also have to be at a given location if they want to make a call from a fixed
line. This implies a substantial decrease in flexibility relative to mobile-to-fixed cails.
In many instances —~ for example when “on the move” or merely for convenience -
callers will not be able to access a fixed line in order to complete the cali. This will
further reduce the scope for switching and the expacted switching rate.

Third, there is a requirement to be on the same network. Callers also have 1o be on
the same network as the called party. Although at present this is not an issue, it is
likely to become increasing relevant going forward (as competition in fixed line
increases).

Fourth, on-net fixed calls are substantially cheaper than mobile-to-fixed calls. The
cost of an on-net cali is lower (for national and especially local calls} then the cost
of a mobile-to-fixed call. Given that mobile origination is more expensive than fixed
line origination, this should continue to maintain at current prices. It is therefore
likely that the market has been adequately differentiated such that those who can
make on-net fixed-to-fixed cafls will do so whereas those who a) do not have a
fixed line, b) are not price sensitive, or ¢) who use mobile-io-fixed calls when on the
move, constitute a separate group of consumers to whom prices can profitably be
raised. '

Fifth, callers will face an extremely low price increase. As discussed in the eariier
sections, users of mobile-to-fixed calis will face an extremely small price increase
(in both percentage and absolute terms). For example, for a 5% increase in cail
termination, all custommers will see increases below 1.8%, with many customers
perceiving only a 1% increase. Moreover, customer who perceiver the larger
increases (1.8%) will be high income consumers who are likely to be relatively
more insensitive to price. It is also important to note that the absolute increases in
price (at 5%) will be less then 2¢ for peak and less then 1c for off-peak.

Moreover, required swifching will be extremely high at current prices. This is
because in the event that callers had to switch from making a mobile-lo-fixed call to
making an on-net fixed-to-fixed call, the fixed line termination provider will iose the
termination fee, but they will gain revenue from the cailer making an on-net cail.
Assuming variable costs are close to zero, then on-pet calls always yield more
margin than the associated terminaticn rates. This will drive-up required switching
to very bigh levels or make any amount of switching profitable for the fixed line
termination provider.

Finally, ICASA expects on-net calls will always be more profitable at competitive
prices. ICASA expects that on-net calis will always yieid more margin than off-net
calls at competitive prices. This is because an on-net call consists of both
origination and termination, whereas only the latter is involved in call termination.
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Conclusion on fixed-to-fixed calls as substitute to mobile-to-fixed calis

Due 1o the low fixed line penetration rates, as well as the high relative margins
earned when making on-net (or off-net) fixed-to-fixed calls, ICASA considers it
highly unlikely for fixed-to-fixed cails to constrain fixed line cali termination.
in fact, ICASA considers that this type of switching behaviour will encourage
high termination rates rather than constrain them.

Additional stakehoider comments

Tellkom argued that a common pricing constrain means that off-net fixed-to-fixed
calls and mobile-to-fixed calls are in the same market.”? ICASA accepts that whilst
these termination rates may in some way be related, they are not precisely the
same as Telkom does set different termination rates depending on the service
provider as noted abaove. However, the market definition has not identified separate
markets for the origin of termination as all rates remain under the control of
Telkom.

Telkom also suggested that the Authority provide reasoning as to why low fixed line
penetration means there will not be sufficient switching from mobile-to-fixed to
fixed-to-fixed calls. ICASA has provided this reasoning above.

3.5.7.3. MOBILE-TO-MOBILE CALLS AS SUBSTITUTE FOR MOBILE-TO-FIXED AND OFF-NET
FIXED-TO-FIXED CALLS

It is possible that, in response to a price increase in maobile-to-fixed calls, calleré
switch to calling the desired party on their maobile line. However, ICASA believes
that the expected switching from mobile-to-fixed to mobile-to-maobile calls will be
insufficient to constrain a SSNIP in fixed line termination rates.

First, not all calls to fixed lines are poassible to substtute fo a mobile number,
especially business calls. Although many Scuth Africans do have a mobile phone,
not everyone who has a fixed line will also have a mobile phone. Moreover, as
Vodacom state, the majority of calls to Telkom’s network are calls to business
lines.”® However, in many such cases, the user will not be willing or able to make a
call to a mobile number. In particular, where customers seek to call businesses,
often the only number available is a fixed line, or calling a particular mobile number
is inappropriate given the nature of the call (i.e. not to contact a particular person,

™ Telkom state: "The Authority considers that off-net fixed-lo-fixed calls and mobile-to-fixed calls are not viable
substitutes as they are subject lo the same termination fee. Telkom is of the view that the same fact would however
mean that there is a common pricing constraint which would put both in the same relevant market.”

™ “odacom would, however, conjecture ihat, based on traffic patterns, the vast majority of calls made on and to the
Telkom network are made between busingss users during peak hours, and that these could represenl a significant
substitute for mobite calls for particular subscribers” {our emphasis) Vodacom submission to January Discussion
Document, p. 35,
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but rather a department, etc). ICASA does not consider that this on its own is
sufficient to reduce expected switching to below required switching levels, but, in
combination with the factors below, it will have a significant affect.

Second, the percentage increases actually faced by the end user is extremely low.
As discussed above, price increases will be extremely low in both absoiute and
percentage terms. For example, for a 5% increase in call termination, all customers
will see increases below 1.8%, with many customers perceiving only a 1%
increase. This means that even with full pass through and perfect network and
price awareness (which are ail unlikely to hold perfectly), consumers are required
to be very price sensitive in order to constrain a SSNIP in fixed termination rates.

Third, mobile-to-mobile calls are already more expensive and customers are
unlikely to respond to an extremely low ptice increase by buying a significantly
more expensive product The underlying cost of fixed line termination is cheaper
than mobile termination, and this means that at competitive prices on-net and off-
net mobile-to-mobiie calls will be more expensive than mobile-to-fixed calls and off-
net fixed-to-fixed calls.

= Off-net fixed-to-fixed: The cost of off-net fixed-to-fixed calls is far cheaper
than mobile-to-mobiie calls (on-net or off-net). For example, the cost of
calling Neotet from Telkom is approximately 70c for both peak and off-
peak calls.

= Mobile-to-fixed: At current prices, off-net mobile-to-mobile prices are in
general higher than mobile-to-fixed call rates. The evidence regarding on-
net mobile-to-mobile call prices relative to mobile-to-fixed call prices is
more mixed, with some being higher and others being less expensive.
However, this latter category will only be a smaller pooi of the total
customer base as it would be an option only to those customers whose
mobile network was the same as the mobile network of the called
customer (if they have a mobile network}. The relevant pool of customers
from which switching can occur therefore is far smaller than the total pool.
Furthermore, ICASA would expect that given the lower costs of
termination on fixed line that in a competitive market (for fixed line
termination and mobile retail) the price of on-net mobile-to-mobile calls
would be higher than mabile-to-fixed calls. Any current reversal of such a
relationship is likely to be an example of the celiophane fallacy.

Finally, calls to mobiles will often be of lower quality calls than calls to fixed lines.
Telkom suggests that even if mobile-to-mobile calls are more expensive,
customers may switch to them — in response to an increase in mobile-to-fixed calls
— because they will be willing to buy the higher quality at the now tower price
differential. ICASA does not accept that mobile calls offer a higher quality service,
as the guality of call on mobile calls is often far lower than that between fixed lines.
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3.5.7.4.

Rather, mobile calls offer an increased functionality in that call can be made at any
location (at the cost of higher prices and ofter lower call quality}. In various
instances, customers will perceive the switch to mobile as both being more
expensive and of lower quality.

li seems highly unlikely that subscribers will switch in substantial numbers to a
more expensive producl in response 1o a 1c ¢ 2c¢ increase in price. If termination

rates for fixed line were at a competitive level then such an increase would in facl

be even smaller making this even less likely.
Conclusion on mobile-tc-mobiie calls

ICASA therefore finds that mobile-to-maobile calis are unlikely to constrain
foted termination rates to a competifive level.

ON-NET FIXED-TO-FIXED CALLS AS A SUBSTITUTE FOR OFF-NET FIXED-TO-FIKED
CALLS

it may be possible for customers to switch from use off-net fixed-to-fixed calls
{(which are subject to a termination fee} to on-net fixed-to-fixed calls {which are
not). However, ICASA considers that consideration of this issue does not warrant
expanding the market.

First, the uptake of off-net fixed-to-fixed calls is negligible at the moment. As far as
ICASA is aware, most fixed call termination is used by mobile-to-fixed calls.
Therefore, substitution away from off-net fixed-to-fixed calls cannot on its own
constrain call termination.

Second, it is unclear how users would substitute away from off-net fixed cails to on-
net ones. in particular, for this to happen at present, the user would require two
fixed lines. Although this may be plausible for large companies using a type of LCR
system, this type of system is not at present being used. For resideniial
consumers, paying the rentat on two lines seems implausible. In this case,
consumers might make use of Carrier Fre-Selection ("CPS") or carrier selection
(pre-dialling a code which selects a given operator)”. Qverall, it is currently very
uncertain how CPS/CS will be implemented, whether it will occur within the period
of this review, whether it will the facilitate selection of an operators based on the
network being calied, the extent of consumer uptake, and the ultimate impact on

competition.

™ In many international jurisdictions, CPS stself does not aliow for calls be pre-selected on the basis of which network
is being cailed. For example, in the UK, customer could pre-select a carrier for international cails, for national cails, for
internationatl and nationai calls, or for ali calis. Carrier setection may form a part of carrier pre-selection in South Africa
and this does allow manual selection of operator based on manual identification of network, The large pressure for
CPS {o be implemented {as opposed to merely C3) is indicative of anticipated customer resistance to dialling a number
code before making a call, and this in turn fimits the potential for CS to provide an appropriate avenue for increased
cempetifion.
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Finally, required switching in response to marginal price increases will have lo be
extremely high , even if large business did make use of a fixed routing LCR system
or residential users used CPS in order to make on-net calls {as opposed to just
long distance calls), ICASA notes that. This is because on-net calls will generally
earn the operator grealer margin then termination at competitive prices. This issue
has been discussed in detaif in various sections above.

Conclusion on on-net fixed-to-fixed calis

Overall, off-nat fixed-to-fixed calls are a new service, CPS does not yet exist in
practice and ICASA is not aware of any LCR least cost routing systems which try
avoid off-net fixed-io-fixed cails by making an on-net call. In any event, given the
revenue earined on on-net calls, required switching ratics will be very high for these
types of services to constrain fixed call termination. ICASA therefore finds that
consideration of these issues does not warrant expanding the market. ICASA will
reconsider these issues in the next review.

Additional stakehoider comments
Na comment from any operator except Neotel.
VOICE OVER INTERNET PROTOCOL

It may be possibie for callers to switch calling people using a VOIP system.
However, as discussed above under maobile call termination, ICASA considers it
highly unlikely that VOIP will constrain fixed line call termination. In particular, the
amount of users that will be able to make use of VOIP technology will be extremely
low: parties need to be online, have access to the appropriate broadband enabled
technology, and actuaily use it for VOIP services. In addition, quality concerns may
be a major issue.”” Given the low penetration of ADSL and 3G, as well as the even
lower penetration of VOIP usage for making local and naticnai calls (as opposed to
international calls), ICASA considers that VOIP is too new a product to constrain
fixed line call termination. This issue will be monitored however, and [CASA will
reconsider it in future reviews.

JOINT CONSTRAINT

This section considers the possible appiication of a joint constrain. The table below
considers all the alternatives to fixed termination. Black blocks indicate instances
were [CASA considers that reguired switching will be “very high,” grey blocks
indicate when it is “medium to high” and clear blocks indicate when it is “low.” In the
right hand column, black blocks also indicate where ICASA considers that
expected switching is “very low,” grey blocks indicate when it is “medium to low”

" Especially for using VOIP calls as a replacement for local and national calls where users will be less price sensitive

then on international calls
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and clear blocks indicate where it is high. As can be seen, for all potential
alternatives, either expected switching is very low, required switching is very high
or both. Overall, ICASA does not believe that the joint constraints of the retaii
switching options offer a sufficient constraint on a SSNIP for termination
rates for the following reasons:

. ._..isubstitute

fopntovettong - oy el iy

Off-net fixed-to-

difference to

fixed enc o
i3 termination provider

Mobile-to-fixed | On-net fixed-to- ' Very high, may ]
fixed , -always;be profitable
Off-net mobile-to- |
mobile Very low, small
RSRUCCLS SR rice increases | Low. fixed
mobile . and substitute ow, fixe operator
On-net mabile-to- products are more [ no margin
mobile i .expensive

. Off-net mobile-to-
Off-net fixed-to- mobile

fixed Low, need to be

on two networks,
- CPS not functional

Very high,:may
always be:profitable

On-net fixed-to-
fixed

| Low, but fixed
AT STl I operator continues
on jow penetration RECET LIS

: ; g margin

Table 17. Can retail alternatives provide a joint constraint to fixed line call termination?

Source. Various

Mobile-to-fixed
or off-net fixed- VQIP
to-fixed

First, expected switching ratios will likely be low due to, among other factors, a)
extremely small percentage price increases in final prices on the basis that
termination is an input only into final prices, b) the facl that aiternatives are often
more expensive ¢) large functional, quality and price differences.

Second, required switching ratios are for the most part very high and in some
cases no amount of switching wili reduce the profitability of a SSNIP in termination
rates because the termination provider earns more margin from the potential
substitute product.

Third, the evidence on the level and trend in termination rates suggests that these
factors have not jointly constrained termination rates to a competitive level. Despite
the existence of these alternatives, termination rates rose significantly over a short
period post 2004. Further, evidence cited beiow demonstrate that current
termination rates are in fact above cost. Therefore any switching that in fact is
present is largely influenced by the cellophane fallacy.
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RETAIL SUPPLY-SIDE SUBSTITUTION

Supply-side substitution occurs when it is likely that in response to a price increase
in call termination, alternative suppliers would guickly enter the market to provide a
substitute product and thereby constrain the price increase.

The competitive dynamics outlined in the demand-side analysis above reveal -that
the reason for a lack of demand-side substitutes is not;becausepf,é complete
absence of alternative providers in the rétail market, but rather- because of the -
indirect nature of retail substitution which makes il less constraining on providers of
wholesale call termination. The potential entry of additional retait ‘services would
not change the nature of these underlying dynamics nor add significant additional
retail alternatives in the immediate future. iICASA therefore finds that any potential
entrants into the retail space wouid be insufficient to broaden the market beyond
call termination on each network.

Additional stakeholder comments

All stakeholders explicitly agreed that sufficient retail supply-side substitutes did not
axist, or did not comment. Although Telkom agreed wiih ICASA’s conclusions,
Telkom raised for consideration, cal-back and VOIP, as “at this stage the
development of VolP is unclear and could constrain fixed and mobfle termination
rates in the near future”’® To the extenl these are possible demand-side
substitutes or, in the case of VOIP, wholesale supply-side substitutes, ICASA has
dealt with them under the relevant sections and has identified no additional
dynamics for consideration from a supply-side perspective at the retail level. If
there are technological or market developments that change this, these will be
considered in future reviews.

Expansion of Neotei: Regarding fixed line termination specifically Telkom also
claimed that Neotel's entry constitutes the most immediate retail constraint. In this
regard it was argued that, “Neotel is expected to achieve 10% market share within
4 years. If Telkom tried to increase its termination charges, this might prompt
sufficient incentive for Neotel to further expand its presence, at least in some areas
in South Africa.””” To the extent this is relevant to retail demand-side substitution it
is discussed in the relevant section. It is also not apparent that the entry of Neotel
may act as a greater constraint on Telkom to raise prices for call termination. To
the contrary, high termination will likely discourage new entrants as it raises the
cost faced by consumers joining their neiwork since it will cost more to call Telkom
who, by their own estimation, will continue to hold over 90% of the market in the
foreseeable future. Therefore such entry is unlikely to constrain. Moreover, in
relation to supply-side substitution the stakeholder {Telkom) explicitly agreed with
ICASA by stating: “Telikom agrees with the Authority's view that there are no retait

™ Teikom submission, p. 19.
" i, p. 33.
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3.7.

3.6

supply-side substitutes in the present termination market as the CPP arrangement
ensures that the party purchasing termination is not the same party who chooses
the mobile network on which that call is terminated.””® This CPP arrangement
applies equaliy to their network as to others.

COMMON PRICING CONSTRAINTS AND BUNDLING

The analysis above indicates that there is no demand-side or supply-side substitute
that sufficiently consirains the pricing of call termination to individual subscribers
{or numbers) by the network that holds those numbers. Due to the existence of a
common pricing consiraint across call termingtion to all of an operator's
subscribers, the relevant market can be broadened to call termination to all
subscribers on a particular network. Specifically, call termination agreements
currently cover all subscribers on a network and are not determined separately for
individual subscribers. There is no apparent reason why this would change in the
future. Pressure to reduce to price to one group of subscribers would therefore
feed through to ali subscribers and hence the appropriate product market is call
termination on individual operator networks.

in reiation to mobile, SMS termination is not considered to be in the same market
as voice call lermination. At a retail level, these services are bundled together —
that is, when a consumer chooses a mobile network, they are generally sold call
and SMS services as a bundie. However, when operators sell their termination
services, they take into accournt the total demand for each of these services
separately and in turn set different termination prices for SMSs and voice calls. For
this reason, SMS and call termination are considered as constituting separate
markets. Furthermore, the analysis does not change in consideration of which
technology is used to terminate a call (for instance, 2G or 3G technology in mobile
and copper or fixed-wireless for non-maobile technologies).

Additional stakeholder comments

All operators agreed that there is a common pricing constraint, or did not comment
and therefore the market is broader than the individual subscriber and included all
subscribers on a network.

GEOQGRAPHIC MARKET FOR CALL TERMINATION

Numbering used in communications may convey information about the distinct
geographic area of the called party (such as the current fixed line numbers), or it
may not convey any information about the specific location of the called party (for
instance a mohile number). We deal with each separately.

™ toid, p. 28
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Network numbering that conveys a geographic location: In cases where a specific
geogdraphic location is conveyed by the number, operators may usually choose the
point of interconnection with the terminating network. This may be at a local
terminating point close to the called subscriber or some distance away. In such
cases the ferminating network will usually offer what is commanly referred to as
local and national termination rates, or a blend of the two. This market review is
only concerned with the local call termination for networks with numbering that
conveys the geographic location of the called party, The reason for this is that
national call termination in these cases is essentially comprised of two products,
namely local call termination and national call conveyance. In these circumstances
the network cof the calling party can make an informed decision as to whether to
conduct the national call conveyance themselves or not, depending on the
difference in rates between local call termination and national call termination rates
quoted. To the extent that national call conveyance is not a competitive market, this
will be dealt with under a separate market review for national call conveyance.

The review of the geographic extent of the market is therefore only concerned with
focal call termination by networks with geographic-specific numbering. ICASA
finds that for operators with geographic-specific numbering, they do not
charge different Jocal termination rates for terminating in different local
geographic aveas. it appears as if there are common pricing constraints for
focal termination rates and therefore a common national price for local
termination on these networks. The geographic scope of the market is therefore
a national market for local call termination on each operator's network. Yo the
extent that a particular network in guestion is not national in scope {such as USAL
networks), the definition still appiles as it relates to the full national extent of the
terminating network.

Network numbering that does not convey a geographic location: In cases where a
specific geographic location is not conveyed by the number on the network,
operators of calling parties will choose to interconnect with the terminating network
at the nearest possible point in order to minimise their own cosis. As such, a single
termination rate is usually offered which includes an allocation for average call
conveyance within the network in order to locate the called party. it is this single
termination rate that this market review refers to for these networks.

ICASA finds that for operators with non-gecgraphic-specific humbering that they
toc do not differentiate prices to terminate calls depending on either the geographic
location of the point of hand-over to their network, or the eventual geographic
location that the called party. As such, common pricing constraints apply in retation
to the geographic aspects of call termination on their networks. The geographic
scope of the market is therefore a national market for call termination on each
operator's network.
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3.9

Additional stakeholder comments

Different competitive conditions in different locations: Telkom suggested that
ICASA give the issue further consideration, because different geographic areas will
have differeni competitive conditions and therefore distinct geographic markets

should be defined. First, the extent of differing competitive conditions referred to

were at the retail and not wholesale termination level. Second, the practice of a
single price applied nationally for local call termination suggests that whilst local
competitive conditions at the retail level may differ to some extent by geographic
location, these do not translate into different local call terminatior rates by location.
As such, it is not appropriate 1o define different geographic markets for iocal call
termination.

Separate call termination for under serviced areas: The Competition Commission
broadly agreed with I[CASA’s market definition but suggested that there may be a
distinct termination rate for under-serviced areas where CST phones were found.
Given that CST termination rates apply to a specific product, termination rates are
not a geographically separate market but rather are a separate product market. For
instance, a mobile subscriber receiving a call from within what is technically under
serviced area will command the standard termination fee, whilst a called party
located outside an under serviced area but calied from a CST phone, will command
the CST termination rate.

Small regional networks: Other stakeholders {USALOF, WNeotel) suggested
geographic definitions may be narrower if USAL services are taken into account as
these only operate in a single gecgraphic area and are not national. As discussed
above, the fact they only operate in certain areas is not significant: the point about
a “national” market is not that all operators operate in ali areas, but rather that
operators will charge a single termination price, regardiess of how many areas they
operate.

NON-TRANSITORY ENTRY BARRIERS AND OTHER DYNAMICS

Section 67(6)(a} of the ECA states: “When defining the relevant market or market
segments the Authority must consider the non-transitory (structural, legal, or
regulatory) entry barriers to the applicable markets or market segments and the
dynamic character and functioning of the subject markets or market segments.” To
the extent these aspects are not covered above, they are dealt with in this section.

NON-TRANSITORY ENTRY BARRIERS

Entry barriers are ielevant 1o the definition of the relevant market insofar as they
affect supply-side substitution in the future. ICASA has explicitly considered such
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barriers in the analysis above insofar as there exist technological constraints on
alternative suppfiers offering termination on another provider's network.

DYNAMIC FUNCTIONING OF MARKET: WATERBED EFFECTS

Various stakeholders noted what has been called a "waterbed effect.” These
stakeholders argued that if profits are increased at a wholesale level, they may be
competed away at the retail level — such that overall profits would have been what
they were before the price increase at the wholesaie level. This also irnplies that
some prices ‘might decrease at the retail level in response to increase prices at the
wholesale level.

Whilst ICASA does not accept that the waterbed operates perfectly in less
competitive retail markets such as South Africa, it is still important to determine
whether the waterbed effect does impact on market definition to the exient it does
operate. In this regard, ICASA notes that the primary argument of relevance would
be that the waterbed effect means that termination and outgoing calls are “two
sides” of a single market. ICASA notes that no stakeholders have provided
substantial reasons as to why general linkages between wholesale and retail
markets means that they shouid be defined as the same market. Just because
overall competition will be based on dynamics in both markets does not mean that
they form a single competitive market. Even if retail services were fully competitive,
this would not in any way mean that wholesale call termination would alsc be
competitive. In particutar, each mobile operator would stil! be the only supplier of
call termination on their network, and callers would not be able to switch to
constraining substitutes as discussed in detail above. Therefore, it is possibie that
the retail market could be very competitive, and wholesale termination could
remain uncompetitive, with providers being able to drive prices above cost. This
position was also concluded by Ofcom in their more recent finding on termination
rates,”® as well as by other regulators and competition authorities.®

As accepted by Vodacom, the waterbed effect is mostly relevant in the context of
appropriate pro-competitive regulation as raised in the consultation document. In
this regard, ICASA will consider the welfare benefits of including an externaiity
charge in any regulatory phase to take account of the potential benefit that caliers
get when more people join the mobile networks, and in consideration of low income
mobile users who make limited cutgoing calls. However, ICASA does wish to signal
at this stage that the walerbed effect will not necessarily hold perfectly in
imperfectly competitive markets. This is because an increase in marginal revenue
per subscriber (based on say, an increase in fixed-to-maobile termination) will not
mean that retail prices will decrease in proportion. In imperfectly competitive
markets marginal revenue does nol equal marginal cost, and increases in marginal

™ QFCOM (27 March 2007) Mobile Call Terrmination Statemant, p. 47
™ See for example The Australian Competition and Consumer Commission (ACCC) (June 2004) “Mobile service
review: mobile ferminating access” p.46.



STAATSKOERANT, @ NOVEMBER 2007 No. 30448 87

revenue wifl only be partially competed away® . ICASA notes that the mobile retail
market is unlikely to be fully competitive. In fact, the market shares of leading
operators are extremely large as are overall concentration ratios (the HHI is over
4500). This significantly reduces the impact of the waterbed effect in the South
African context.

MARKETS DEFINED BY ICASA

ICASA now sets outs its findings in this documeni.

Market definition. in section 2, I[CASA seis out its findings on market definition.
Having considered potential demand-side and supply-side substilutes at the
wholesale and retail level, ICASA identifies separate markets which - for each
Electronic Communication Service (ECS) or Electronic Communication Network
Service (ECNS) provider - are defined as:

whaolesale call termination on an ECS or ECNS provider's set of allocated
numbers from the national numbering plan (including those that have been
gained through porting}, where each market is national in scope

These markets are also referred to as:

wholesale call termination on a service provider's network, where each
market is national in scope

In this context, the word “network” does not refer to a physical communication
faciiity or to a system that can only be provided by an ECNS provider. Rather it
refers to the logical “network layer,” which may be built on top of the physical
communication facilities offered by ECNS providers. The ECNS or ECS provider
uses this network iayer to provide electronic communications to its customers. In
particular, the provider issues numbers to each individual customer which are
dialled when caliing those customers. The following markets have therefore been
explicitly identified:

»  Wholesale call termination on Vodacom’s netwark in South Africa
*  Wheolesale call termination on MTN's networic in South Africa

*  Whoiesale call termination on Cell C’s network in South Africa

*  Wholesale call termination on Telkom’s network in South Africa

= Whotesale call termination on Neotel's network in South Africa

= Wholeszle call termination on alt other ECNS providers’ networks in South
Africa, so long as they provide call termination on their networks. This will
inciude call termination on USAL networks. Wholesale cali termination on
all other ECS providers’ networks in South Africa, so long as they are in a
position o set calt termination rates on their networks. This will include call
termination on VOIP networks.

" See for example the paper quoted by Vodacom: CRA International (January 2008) "The 'walerbed effect’ in mobile

telephiony: Competiion Poticy Discussion Paper”. See also the authors gquoted extensively by MTN: Frontier
zconomics (July 2005) “The waterbed effect: A report prepared for Vodofone™





