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Executive Summary
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1 - Answers to the ERG draft Common Position

guestions

Question 1: Arbitrage
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! Page 25 Mobile penetration plotted against thellefMTRs. Source: ML and ERG
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Question 5: Regulatory certainty

) & *
7 ! ;o & ! I, (
! I /| 23
I( , <" o] ( /
C " &/
S , " |
| " ,( /
) 7 7 (< 7 I
A G- , |
L 77,
! 7 /& , (!
C7 b O G
! B G G A /& , 7 7
@I7*1 ,7 S
123, " s
, o T ; 6 *" 23
/[, Cc " v 5 7 7, (/
688//(( HH, I
D : . 5 "
* " J8 & & 7!
, 123 , & /[ & 1 D ("
| *( /’!
/ 23 7 0 P
77 / -D
6 / A ( Lo
; ( " ! (
! , 23 & A
7 ( ; & 6>= (
* 9 &/ D
(v 7 / & 7
& * 7 7 7 * [
* , /& 6 23
7 " * [ A
7 7 c |
L 7 v
( 7 /
7 A * )
7 &, 23

) , , ) [N & ;
7 v 7 « 7, /| & 6>= , ( 6>-, $6>




6 [* ;] o,
* G !
23 (
6 I, (
7 7 /| & 5F-8 |/ (
(!
/(! ( 7
7 /| & * I /&
C (
/1 &7%$, ', & 7
, /8,
, D ",
; ! ,
I ] I
66868 , , -
&; !
' C " 6", :23
; b,< " I (C
7 ( I
s U , ¥
c 7 !
/ , , , |
! , , ! /
58/ I !
70 & ,
( v (
| *
58 ! | &* &
| ,(; ,
6 o, & o
! 6 7: & !
[ T ,
* / 7
! * 7"
, !
as /o, ,, 1/
6 Loty 23%
(1 (",
& | (O,

I K /7%
& | /1
/
P !
/A !
6

» ( ;

I, (7"

JI
C .
A A



.
c "+ 7 1
1 X 23 /
! /I ( C ; C 7 6
I 7 (
", 2 3/,
n 7 I

Question 6: Unwanted calls
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Question 7: Externalities
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Question 8: Impact on Business
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Question 9: Mandatory BaK would introduce subsidies
market distortions between domains
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Figure 1: Interregional Traffic Flows, 2007

Notes: These interregional traffic flows total 108.9 billion minutes of the total global traffic of
256.6 billion minutes. Interregional routes below 100 million minutes are not shown. Data

reflects TDM traffic only.
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Figure 2

Source: TeleGeography Research
© 2008 PriMetrica, Inc.

Question 10: Migration
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Question 11: Missing issues
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2 — Additional comments on the text of the
consultation

| - The statement that “BaK is the most promising a  Iternative to
CPNP with support in the relevant literature” is un founded
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Il - The comparison between US and EU and the metho  dology
used are highly questionable
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ANNEX 1: The Economics of Bill-and-Keep
Robin Mason

1. This note reviews the arguments that have beefopuard in support of bill-
and-keep (BAK) as the basis for termination chardgetween mobile
operators in Europelt shows that there is currently no evidence tpade

from cost-based regulation.

Basic economic principles

2. Economic theory shows that, in the absence of amypticating factors (see
below), it is efficient to price a product or sewiat its appropriate cost.
Pricing in this way minimizes any welfare lossesttltan arise through
unexploited gains from trade. It also sends theecoorsignals to consumers
and producers of the product/service, so that essabout e.g., whether to

invest and start production are efficient.

3. In the context of termination of voice calls, whée caller pays for making a
call (the “calling party pays”, or CPP principlefficiency requires the
calling price to be set equal to the total costhef call; and the termination
charge to be set at the cost of termination. Byigl@io, callers face (all other

things equal) the correct incentive when decidirgtver to make a call.

4. In contrast, if the termination charge is abovet,ctheen calling prices will be
too high and customers will make too few calls. Ather things equal,
operators will have an incentive to acquire custesnveho make fewer calls
than they receive, and/or who make more on-nes ¢hdn off-net calls. The

result is inefficiencies in traffic flows.

® In the majority of countries, CPP obtains. Thevasse, the “receiving party pays” (RPP) princiide,
used in North America and a few Asian countries.




5. On the other hand, if the termination charge i®Wwetost, then calling prices
will be too low and customers will make too maniiscall other things equal,
operators will have an incentive to acquire custenveho make more calls
than they receive, and/or who make more off-nds ¢alin on-net calls. Again,

inefficiencies in traffic flows will resulf.

6. Economic theory does allow for departure from dmeded pricing. This can
happen because of:
a. Market power in related markets, which means tliatroprices depart
from cost.

b. Externalities.

7. The theory of the second-best indicates that winemet are inefficiencies
elsewhere-for example, if retail prices depart fromst-then it may be socially
optimal to deviate from cost-based pricing for atipalar product or service.
In the context of termination, this suggests that.g., retail prices depart
systematically from cost, then it may be optimaldisecond-best sense) to set

the termination charge away from cost.

8. The practical significance of this theoretical goghdoubtful. In Europe, retalil
markets for mobile voice calls are, on the wholegerded to be effectively
competitive. Any concerns about a lack of effectteenpetition in voice calls
from fixed networks have been tackled directly gsoarrier selection and
access obligations on incumbent fixed networks.sgqoently, this aspect has
not been used by NRAs as the basis to set termmaharges different from

cost.

9. In short, it does not appear that market powerelated markets should or

does lead to termination charges that deviate frost.

10.When externalities are present, market outcomedilaly to be inefficient.
Moreover, when termination charges are regulateggibse of other market

" Operators may respond to this situation by adjgsioth calling and receiving prices. | deal whist
general issue below, in paragraphs 12ff on caireetlities.




failures, such as market power), the socially-effic regulated charge should
reflect the presence of externalities. There am tiypes of externalities that
are relevant:

a. Network externalities.

b. Call externalities.
Network externalities are defined to be the disangy between an
individual's private benefit from subscribing tocammunications network,
and the wider benefits that others derive from actmg and being contacted
by them, and from the ability to contact and betaoted by themCall
externalities exist when the total value of a dsallnot equal to the value

enjoyed individually by the caller and receiver.

11.Most National Regulatory Authorities (NRAs) in Epe have focused on
network externalities as quantitatively the mospamant form of externality.
For example, the UK NRA, Ofcom, considers only retwexternalities in its
latest Statement on mobile call terminatfon.

12.In the presence of network externalities, the diyciaptimal termination
charge is above cost. By increasing the terminatbarge above cost, it
becomes more profitable for an operator to attoaatetain subscribers to its
network. This is because when those subscribeesveecalls, the terminating
operator will receive more revenue than it wouldeotvise do. Consequently,
that operator is more willing to compete to obt#mat subscriber e.g., by
cutting retail prices of calls and subscriptionthis way, more subscribers are

attracted to join networks.

13. Call externalities can be positive or negative. Sider first the case when they
are positive. Callers and receivers consume thanaptevel of calls when

8 Ofcom (2007)Mobile call termination: Statemer27 March.

° This argument relies on the “waterbed effect”.sTéffect arises when any profits earned by opesator
in one part of their business are competed awalsre. In the context of termination, a complete
waterbed effect would mean that any increase ingiraination charge is passed through entirely to
reductions in the retail prices set by operatorameting for subscribers. Genakos and Valletti (32008
is the only existing empirical study of the wateatt@#fect, in mobile telephony. They conclude that
“although the waterbed is shown to be high, oulyaigalso provides evidence that it is not full:
accounting measures of pro ts are positively redate [termination rates].” See Genakos, Christab an
Tommaso Valletti (2008): “Testing the ‘waterbedfestt in mobile telecommunicationsVimea




they jointly pay a per-minute price equal to therginaal cost of that minute.

Efficiency then requires that each side of a cailgpa proportion of this price
equal to the proportion of the value received fribvat minute. So, when the
receiver enjoys most of the benefits from a cak.(ithere are large call
externalities), s/he should pay most of the coghat call. When origination

costs are larger than termination costs, the efitcbutcome is that the price to
the caller is low, the price to the receiver higind consequently the
termination charge is low. Conversely if tballer enjoys most of the benefit
of a call, then the termination charge should bgh/i The same outcome

applies to an even larger extent when call extéresiare negative.

14.1n order for call externalities to imply an optintarmination charge of exactly
zero (i.e., BAK), it must be that the benefits be tcaller and receiver from
each call are split exactly in the same proporéisthe costs of origination and
termination. (For example, when origination andni@ation costs are around
the same, this requires that the benefits to arcalid a receiver are around the
same.) Outside of this case, BAK is an inefficivdy to set termination

charges.

15.Some argue that BAK can be a good approximatia@fftoency: for example,
DeGraba (2003) states, “I concentrate on bill ardpk not because a zero
intercarrier compensation rate is likely to giveerito theoretically optimal
usage levels, but because the optimal rate magifyeclose to zero™: (p. 209).
Again, this statement can be true only if call exaéities are found
empirically to be (a) always positive; and (b) suéntly large (relative to

costs).

16. Others argue about call externalities from firsh@ples.

1% Suppose that the total value of a cail,isvhich is split between the caller and receivethim
proportionst andl1-t. Suppose that the cost of originatiortgsand the cost of termination ds. Finally,
suppose that retail competition is such that thigngaand receiving prices are driven down to efffez
costs. Then it is simple to show (see DeGraba, P8 the efficient termination charge is

ter— (1) 6.
This is low whert is low andco relatively large; indeed, the efficient terminaticharge may be
negative. It is high whenis high anctr relatively small. Se&’ DeGraba, P. (2003) “Efficient
Intercarrier Compensation for Competing NetworkewlCustomers Share the Value of a Call,”
Journal of Economics and Management Stratd@y 207-230.




a. A common argument is that there mustdoenebenefit to receivers;
otherwise they would not answer any calls.

b. The converse argument is that if an individual ez a large benefit
from a call, then it has an incentive to initidbe tcall. In other words,
call externalities cannot be too large, becaustaely were, no one
would be receivers: everyone would be callers.

c. It is almost certainly not the case that the valtieach call is shared
equally: think, for example, of unwanted direct keing calls.

d. For many calls, there is an inherent asymmetry éetwthe receiver
and the caller: the caller knows the identity o teceiver, while the
receiver is uninformed about the caller. With reskerse individuals,
this suggests that the benefit of a call to theixess will be lower than
to the caller.

e. Even if call externalities are large; they may wedl internalized, at

least partially, by the individuals involved in allc

17.The arguments have some merit, but are no sulesfimtempirical evidence
about the size of call externalities. As far asdW, there is no direct evidence.
Some claim that there is indirect evidence; fornegle, that off-net/on-net
price discrimination is indicative of call exteriteds: see Harbord and
Pagnozzi (2008). This is not the case, however:-neffon-net price
discrimination, when it occurs, can be explainedhaut resorting to call
externalities There are some studies of social otsvand mobile network
choice that suggest that call externalities arerndlized to some extent by

reciprocal arrangements between individdals.

Y Eor example, Taylor (2002) finds that “a call ineadirection stimulates something like one-half to
two-thirds of a call in return”, in a study of thkS long distance telephony market. See Taylor, L.D.
(2002): “Customer Demand Analysis”. Handbook oféte@immunications Economics, Volume 1,
Edited by M.E. Cave et al. Chapter 4. Birke and 18w005, 2007) find that international students
who are friends tend to choose the same mobilearkteperator; the same co-ordination happens
within families. See Birke, D. and G. M. P. Swag@0(5) “Social Networks and Choice of Mobile
Phone Operator,” mimeo, Nottingham University Basis School. Birke,D.andG.M.P.Swann
(2006)“Network E ects and the Choice of Mobile Phone Operator,” dalusf Evolutionary

Economics, 16(1-2), 65-84. Birke, D. and G. M. ®a8n (2007) “Network Eects, Network Structure
and Consumer Interaction in Mobile Telecommuniaaion Europe and Asia,” mimeo, Nottingham
University Business School.
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18.1n short, there is virtually no evidence currerdlyout the size or significance

of call externalities. Consequently, BAK has no @il support. In the

absence of this evidence, termination charges dHmiket at cost.

Other arguments for BAK

19. Some proponents of BAK have used other arguments.

a.

Some have argued that a move to the receiver paysigle (RPP)
would remove the incentive and ability of operatdcs charge
excessively for termination. Furthermore, in ortlermplement RPP, a
move to BAK for termination should be mandated. 8gg, Littlechild
(2006)*2

It has been suggested that a non-zero terminaliarge can encourage
inefficient price discrimination by operators: $éarbord and Pagnozzi
(2008)13

Recent work has suggested that incumbent operatmsuse high
termination charges to deter entry: Calzada ante¥a(2008)™

Valletti and Cambini (20053 argue that operators may set termination
charges above cost in order to soften competitiah dccurs through
investments.

Others point to the simplicity of the scheme: rattian undertaking a
lengthy and involved study of operators’ costs irdep to set
termination charges, NRAs can simply mandate a gbasge and be
done. See e.g., Littlechild (2006).

20.None of these arguments is sound, for reasong tiwat give.

12 jttlechild, S. (2006) “Mobile Termination Charge3alling Party Pays versus Receiving Party
Pays,"Telecommunications Polic0(5-6), 242-277.

13 Harbord, David and Marco Pagnozzi (2008) “On-Nefi/@ét Price Discrimination and‘Bill-and-
Keep’ vs. ‘Cost-Based’ Regulation of Mobile Terntioa Rates” Paper prepared for H3G.

14 Calzada, J. and T. Valletti (2008) “Network Competi and Entry DeterrenceEconomic Journal

forthcoming.

15 Valletti, T. and C. Cambini (2005) “Investments awetwork Competition,RAND Journal of
Economics36, 446-467.
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RPP

21.

22.

23.

The main argument of Littlechild (2006) is that trexeiver pays principle
(RPP) is preferable to the caller pays principl®R{, since the former has
benefits for competition. This is because under R#eh operator is in full
control of all prices charged to its customers.niiaation charges are then
subject to competition; competition drives all pscdown to their efficient

levels.

BAK is, strictly speaking, incidental in Littleckils argument; indeed, it is
unclear whether it is relevant at all. Littlechaédlvocates moving to RPP by
mandating BAK for termination. At the same time,duents out that operators
may choose not to adopt RPP, even if BAK were madd*bill and keep’
would not mandate paying for incoming calls as WRRP” (p. 274). Since
according to Littlechild, there is no necessaratiehship between BAK and

RPP, his analysis cannot support BAK on its ownitsier

Even as a case for RPP, Littlechild’s analysignstéd. There are 47 countries
in Littlechild’s dataset. None of these countriesvied from a CPP system to a
system of BAK. In contrast, ten countries movedrfran RPP system to a
CPP system. It is highly doubtful, therefore, thas dataset can support the
conclusions that Littlechild tries to draw from it.

Price discrimination

24.

Harbord and Pagnozzi (2008) claim that a non-zemmnination charge
exacerbates operators’ incentives to engage ifigreft price discrimination.
For example, they state that “welfare-optimal tevaion charges should be
below the marginal costs of termination for botkefi-to-mobile and mobile-
to-mobile calls, in order to reduce incentives fon-net/off-net price

discrimination.”
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25.The basis for this argument is the observation, timathe Jeon, Laffont and
Tirole'® model (where the termination charge is taken a®njj the on-
net/off-net price differential is equal to the @ifénce between the termination
charge and the marginal cost of termination. Henttla a higher termination
charge, the price differential is greater. Of ceuthis is just a repetition of the
observation made by Jeon, Laffont and Tirole. Ytssmothing about how the
termination charge will be set by unregulated ofmesa As Armstrong and
Wright (2008}" show, mobile network operators (MNOs) will seteaiprocal
termination charge that is too low. Again, any peat lies with on-net/off-net

price discrimination, and not with the setting @fmination charges.

Entry deterrence

26.Harbord and Pagnozzi state that “A move to “bil&eep” for mobile-to-
mobile termination ... would ... help to eliminate bars to entry caused by
‘tari -mediated’ network eects...” (p. 6)!® They base this statement on
recent work by Calzada and Valletti (2008), who énasuggested that
incumbent MNOs may use excessively high terminatbarges in order to
deter entry by other mobile networKs.

27.In Calzada and Valletti’'s model, MNOs have marketvper and so earn
positive rent? In equilibrium, the market is not fully saturatéance profits
from termination are not fully competed away torat subscribers. The
reciprocal termination charge that maximizes the@4Nprofits is below cost,

if competition is in prices; or at cost, if competition is in utilities. Bukis

'® Jeon, Doh-Shin, Jean-Jacques Laffont and Jeate T604): “On the ‘Receiver-Pays’ Principle”,
RAND Journal of Economic85(1), 85-110.

7 Armstrong, Mark and Julian Wright (2008): “Mobi&all Termination”,Economic Journal
(forthcoming).

8«Tari -mediated network eects” arise when there is a difference betweemptites of on-net and
off-net calls.

¥ Harbord and Pagnozzi also cite Hoernig, Steff@0{2 “On-Net and O-Net Pricing on
Asymmetric Telecommunications Networksjformation Economics & Poligy19(2), 171-188, which
presents a similar analysis.

%0 The market power comes from the assumption ofymrbdifferentiation implicit in their
specification of demand.

% This is the standard result from the set-up ofdrf Rey and Tirole (1998b), with the subsequent
correction by Gans and King (2001). Laffont, JR1.Rey and J. Tirole (1998b): “Network
Competition: II. Price DiscriminationRAND Journal of Economic89(1), 38-56. Gans, J. and S.
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termination charge allows MNOs to earn profits; &nelse profits can attract
new entrants to the industry. Hence, Calzada arkkttfaargue, incumbents
may choose to distort the termination charge tacedheir profits and make
entry less attractive.

28.There are two very clear provisos to Calzada anikdias conclusion. The
first is that incumbent MNOs could equally well,threir model, deter entry by
lowering the termination charge. MNOSs’ profits decrease vever the
termination charge moves away from the profit-mazing level. This move
could either be upwards, as Calzada and Valleppsse, or downwards,
which they ignore. In short, the entry deterrent&yscannot distinguish
between a termination charge that is too high,arelthat is too low.

29. Secondly, the whole story is built on the presunomptihat incumbent MNOs
can commit to a termination charge that they mairdaéter entry has occurred.
But once entry has occurred, the incumbents wilntwego change the
termination charge. Without some way of committitg maintain the
termination charge, this way of deterring entrynisffective. This is the key
point of any entry deterrence story: deterrencetbdse credible. As Calzada
and Valletti note, in the final sentence of theappr: “It is the assumption of
commitment that creates opportunities for stratégicavior.” In the absence

of any justification for this assumption, the argmhhas no foundation.

30.1In conclusion, Harbord and Pagnozzi are incorne@sdserting that a move to
BAK will remove entry barriers. Two assumptions arigk this assertion: first,
that incumbent MNOs will set the termination rade high in order to deter
entry; secondly, that the appropriate regulatorgragch is then to set the
termination charge at zero. The first assumptionijensupported by Calzada
and Valletti, is flawed, for the reasons outlinedtiis section. The second
assumption is entirely without foundation. EvenU&lzada and Valletti's
conclusions were robust, the appropriate respoimsgdwmot be BAK: it would
be to set the MCT charge at cost. (Neither CalzadhValletti, nor Hoernig,

King (2001) “Using Bill-and-Keep Interconnect Agreents to Soften Network Competition”,
Economics Letters1(3), 413-420.
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suggest that BAK is the appropriate regulatory oesp to possible entry

deterrence.)

Termination and investment

31.Valletti and Cambini (2005) examine a situatiormihich MNOs are able to
invest in network quality. They conclude that MNR®ve an incentive to set
termination rates that are above marginal costlewkfficiency requires a
below-cost MCT charge. They observe that “one prakisuggestion is to
impose a regime based on reciprocal bill-and-keegngements” (p. 454). |
argue in this section that their analysis doessapport this proposal; indeed,

Valletti and Cambini concede this point in the sartele.

32.Valletti and Cambini extend the model of LaffoneyRand Tirole (199843 to
consider the effects of investment in network gyddy MNOs. To be explicit,
Valletti and Cambini allow MNOs to use non-lineaicps; but on-net/off-net
price discrimination is not allowed. In a multi-geaanalysis, MNOs first agree
a reciprocal termination charge; then invest in dqoality of their networks;
and finally choose retail prices. The basic mes&aipgnd their analysis is that
competition in network investment harms MNOs’ pisifif they could collude,
MNOs would agree to reduce their investments. Oag mw which the MNOs
can achieve this outcome (without explicit collugioValletti and Cambini
argue, is to set a termination charge that is almmgt. More precisely, they
establish a *“local” result: MNOs’ investment levetkecrease when the
termination charge is increased by a small amabuye the marginal cost of
termination. They do not determine the equilibritenmination charge, but
use this local result to suggest that there arenitiees to set the termination
charge too high. They conclude their paper by sstyygg that their analysis

provides support for bill-and-keep.

33.There are three main issues to highlight aboutdhelysis. First, it depends

crucially on the order of moves by MNOs. The teration charge must be set

2 | affont, J.-J., P. Rey and J. Tirole (1998a): ‘iMetk Competition: |. Overview,RAND Journal of
Economics29(1), 1-37.




before investment takes place. If it is not, thiea &bility of the termination
charge to moderate competition through investmesaipghears. This particular
move order is not especially convincing. Networkestment takes many
years; negotiation over termination charges caa fd#ce very swiftly. Given
this, the natural move order to consider is onera/irevestment occurs first,
followed by negotiation over the termination charged the setting of retail
prices last. With this move order, given the restvalletti and Cambini’'s

assumptions, MNOs would set the termination ratost

34.The second issue is that, even taking Valletti @agnbini’'s move order as
given, the conclusion that termination charges wdl set above cost is not
established. Valletti and Cambini’s result is loddNOs would benefit from a
small increase in the termination charge above. cdss does not establish
that the termination charge will be set above cdAtlletti and Cambini
provide a particular example, based on linear demand quadratic
investment costs, to illustrate how the efficieatmination charge can be
below cost. (They do not show what the equilibrid@T charge would be
under these assumptions.) But this outcome needhaldtfor more general
specifications. It could well be that equilibriunmvestment declines as
termination charges are reduced to zero. This s théy qualify their general
statement; “We are in favor of “bill-and-keep” nbecause the optimal
interconnection need be zero (although it may kb lew marginal costs), but
because it would be easy to put into practice andould provide higher

incentives to invest.”

35.Thirdly, Valletti and Cambini (2005) do not alloverf on-net/off-net price
discrimination. In a companion paper, Cambini arallétti (2003)24, they
allow for this possibility (maintaining the othessaumptions of their 2005
paper). They encounter the expected trade-off. &ss@nd King (2001) show,

in the absence of investment concerns, MNOs woeetldh® unregulated MCT

8 More precisely, MNOs’ profits would be independehthe termination charge, because they are
able to use non-linear prices (but cannot pricertfisnate). See Laffont, Rey and Tirole (1998a).
Given this, they are indifferent between setting tirmination charge at cost, or at any other level
24 Cambini, C. and T. Valletti (2003) “Network comijtiein with price discrimination: ‘bill-and-keep’
is not so bad after allEconomics Letter81(2), 205-213.




charge below cost. In the absence of price disoation but with investment
concerns, Valletti and Cambini (2005) argue that ®&Nmay have an
incentive to set the MCT charge above cost. Comgihe two conclusions
gives a mixed picture in which price-discriminatimgvesting MNOs may set
the termination charge above or below cost, depgnoin which consideration

dominates.
Simplicity

36.A final reason often put forward for mandating BAK its simplicity.
Littlechild (2006) argues that BAK would be strdifginward to introduce, and
would avoid the large sums spent in regulatory stigations of termination
charges. Valletti and Houpis (2005) state that “lBAvhen applied to the
entire telecommunications sector (both fixed and molil@} merit, as it is a
structural remedy that could allow the abandonmehtcontinuous and
information intensive regulation of a micro-managemtype.” The European
Commission, in its Draft Explanatory Note to itsd@mmendation on the
regulatory treatment of fixed and mobile terminati@ates in the EU, cites
BAK as a possible future option for Europe. Onédifiggition given is that

BAK *“obviates the need for regulatory interventiqp’ 24).

37.This is, at best, an extremely partial arguments lhighly unlikely that the
benefits of simplicity will outweigh the loss of \fere caused by setting a
termination charge that is below cost and therefosefficient. In its latest
assessment of MCT charges, Ofcom estimates thatlatean yields an
increase in consumer surplus of around £0.9bn 48h)t° Littlechild (2006)
estimates the total cost of the UK’s Competitiom@uission inquiry in 2003
to be around £25m (€32m). While substantial, iaismall proportion of the
total benefit yielded from regulation. Littlechildffers no estimate of the

welfare benefit of moving to BAK.

38. Furthermore, if simplicity is the aim, then BAK hae special attraction: the
termination charge could just as easily be sehwtaabitrary number.

% See paragraph A19.39 Biobile call termination: Statemen®fcom, 27 March 2007.
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39. The simplicity argument has one merit: it is sim@¢herwise, there is little to

commend it®

A final note on investment

40.The Valletti and Cambini (2005) paper serves tadattention to the issue of
how investment incentives and termination chargaeract. In order to
understand the relationship, it is important tooggise that investment in
network quality takes place over a longer time &atiman negotiations about
termination charges. Consequently, when operatesdd on investment
levels, they anticipate what termination chargedl . Investment by a
network operator benefits its own subscribers; [utalso benefits the
subscribers of other networks. Hence there areefpially) investment
externalities. 27 The size of these externalitiepedds on the charging

structure of the operators.

41.Under CPP, the only way in which these externalitan be internalized by
operators is through the termination charge. Irs tbontext, because the
termination charge is set after investment hasrmeduit cannot play the (tacit)
collusive role suggested by Valletti and CambiriQ®). Instead, the efficient
termination charge would be above the marginal obs¢rmination, in order

to reflect the investment externality.

42.The investment externality would not be fully adsed by a move to pure
RPP. Under RPP, a network levies a charge for als ¢erminated on its
network. This charging structure leaves unpricaémalities arising from off-
net calls. For these calls, investment by bothdhginating and terminating
networks is relevant. A single price (whether gaydhe caller or the receiver)

cannot address an externality that arises fromattimns of two networks:

%6 See the companion paper for the operational diffies that would arise were BAK adopted.
" The later sections (6 onwards) of Valletti and ®ain(2005) allow for investment externalities; yhe
are not present in the earlier sections.
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clearly, two prices are needed. This requires ei@eP plus a termination

charge; or a mix of caller and receiver charges.28

Robin Mason, 11 March 2009.

% The relationship between termination charges atdark investment takes on particular relevance
in the light of the development of broadband tedbgies.
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ANNEX 2 : About the comparison between US and EU
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%2 Data come from the CREDOC study "La diffusion tiehnologies de l'information et de la
communication dans la société frangaise" (20@8).//www.arcep.fr/uploads/tx_gspublication/etude-
credoc-2008-101208.pdind from the study "Wireless Substitution: Earbldase of Estimates From
the National Health Interview Survey (July-Decempe8)"
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3 One can point out here that in the early 200@sF@C tried but failed to impose the B & K for the
interconnection between mobile and fixed networkthe United States. FCC also failed a few years
later in a new attempt to uniform inter-carrier qgamnsation (also called the Missoula plan).
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