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EXECUTIVE SUMMARY

Broadband is key to the future prosperity and competitiveness of the UK.

. The UK Broadband environment is one of the most competitive in the world.
Customers already buy a range of Broadband services available over cable, dsl,
satellite, and increasingly wi-fi and wireless — with 3G and other developments
providing yet further options for the delivery of broadband services.

Broadband is growing faster in the UK than anywhere in Europe and indeed faster
than in the US. Internet Service Providers and communications providers of all
shapes and sizes are generating rapid innovation and competing vigorously for
users’ business at all levels of the value chain.

. The commitment of BT, and others, to Broadband through demonstrable investment
and innovation is central to this success story. Since December 2001:

The number of broadband users has boomed from 300,000 to over 3 million.
ADSL broadband users have grown from 126,000 to nearly 2 million.

ADSL coverage has increased to reach over 85% of UK households and
businesses.

Purchasers of wholesale broadband services (including ISPs, Operators, ICT
companies and corporates) have more than trebled. Today there are 150
Service Providers with more than 100 offering residential broadband services
and almost all offering business services.

Average prices of retail services have dropped from £150 connection and
£458 rental per end user to free connection and £280 per annum rental.

Prices of BT wholesale services have fallen by over 60%.

BT has invested over £700 million in Broadband with a further £300m already
committed.

. These developments have been firmly based upon competitive, commercial activity,
taking full account of the views of all stakeholders, rather than being driven by a
detailed regulatory framework. BT suggests that the facts of the broadband story are
not compatible with classic monopoly scenarios of restricting output and raising
prices.

BT is focused upon maintaining its central role in delivering Broadband but does not
believe on technical economic grounds that this continuing focus leads, to a
Significant Market Power designation.

In any event, consideration of the appropriate regulatory environment needs to
encompass not just technical evaluations of SMP, but more importantly: the actual
and potential competition; the opportunities for players at all levels of the market;
geographic segmentation; and, crucially, the promotion of a sound risk and reward
framework to encourage further substantial investment.

Such a framework will be a key determinant of whether companies invest in:

Infrastructure to the home (cable, fibre and copper in the local loop, 3G, other
wireless solutions).



Intermediate networks (national networks or geographically restricted
infrastructure) whether IP or ATM based.

Enabling technologies to facilitate content and services creation.

Content and services creation, and development of the associated business
models and partnerships.

10.Any such framework should be viewed in the light of whether it encourages
investment to be made in an economically efficient manner to ensure that customers
get both choice and value for money.

11.There is also a clear choice to be made between setting a simple framework with
unambiguous rules, or a complex one where rules and outcomes are uncertain. The
proposals set out in the 16th December document appear to be of the latter variety.
Indeed, some of the proposed obligations seem unnecessary given that they relate to
actions that BT willingly undertakes as good and sensible commercial behaviour.

12. The Review proposes that pricing of wholesale broadband access services should be
subject to what is termed ‘Retail Minus’ controls — but which is effectively a new
version of today’s Margin Squeeze Test. This Test is to be applied between sets of
wholesale prices. While the hypothetical arguments for some form of price safeguard
are understood, as is Ofcom’s desire for more clarity than the current Margin
Squeeze Test, concerns remain for BT even in advance of seeing the detail promised
for a later consultation.

13. These concerns arise primarily from the potential use of the Test not as a regulatory
safeguard but as a tool to encourage specific sectors, and underlying technologies, in
the broadband field. Ofcom should be clear and open about its objectives in this
respect. If the underlying intention is, for example, to use the test to promote
DataStream, where prices are already half those across the rest of Europe, and thus
ATM in the face of technological developments worldwide, then this should be made
explicit so that all players in the broadband area can consider their positions. At this
stage there appears a real possibility that the margin may be set significantly above
the costs of a reasonably efficient market entrant and thus not be an incentive to
efficient investment.

14.The proposed new pricing framework also appears likely to focus only on today’s
product set, and leaves any new developments subject to unclear obligations. Given
the rapid rate of technical evolution in this area, the framework could promote
portfolio sterilisation rather than additional innovation.

15. Therefore, the promised consultation on the Test must not be so narrowly defined as
to preclude the development of a different structure for the Test, or indeed
alternatives to it.

16. The obligation to meet each and every stated requirement for new broadband access
services could lead to conflicting pressures on specific design and evolution
decisions. A pragmatic approach to this will need to be developed with all interested
parties.

17.The Wholesale Broadband Access Market Review offers the opportunity to adopt fresh
thinking that could accelerate broadband benefits for the UK, and BT welcomes the
chance to contribute to the debate on how this might be achieved.



1.

CONTENTS

OVERVIEW ...ttt st e ettt e a2 e sttt e e e e e st e e e e anste e e smmmm e steeeeeansseeaeannssenaeeannsneeenans 7
1.1 STRUCTURE OFBT’ S RESPONSE. ... utttieiiutttteetitieteesaiteeaesassinaasmsesassseaessasssseessassseessanssseeessmnnnnss 7
1.2 THE BROADBAND ENVIRONMENT APPROPRIATEREGULATION .....uvteeiiriereessneeereesanneeeesansseesemmnnns 7
1.3 THE PROPOSEDREMEDIESARE DISPROPORTIONATE ......uttiiieiiiitieessiieeeesssisteee e s mmneeesssnnaeeeeennnes 9
1.4 MARKET BOUNDARIES. ....cciiiiuttteetitteteesantiteeesasseesssammnesseeessasssseeeeaassseeessanssseeesansssmnsansessnsseeeesns 10
1.5 MARKET POWER. .....ciiiiiiiiie e ittt e ettt e e e ettt emmmes e e e e et e e e e s st e e e e ennteeeeeessssnmnnmn e e ensseeaeeennsneeeeans 11
1.6 APPROPRIATEREGULATION ...cettiutttteessutteeeessteeeeesansssesesssmnnnasessesanssseessanssseeessnssssesssanssessmmnnssses 12

RETAIL MARKET BOUNDARIES ...ttt ettt a e rmnnnnse e e s 13
2.1 THE THREE CRITERIA DELINEATING BROADBAND DO NOT DEMONSTRATEWILLINGNESS TO PAY 13

2.1.1 There Is No Economic Rationale For Thesee@atTo Be Necessary...........cccvvveeriivneeenn. 13

2.1.2 Different Market Research Techniques Are Bgdid Show The Importance Of Characteristics

.................................................................................................................................................. 14

2.1.3 The Necessity Of Each Criterion Is Not Dertratesd .............ccccceeveeeeiiiiiiiiiiee e e 15
2.2 THE UNIQUE CONTENTSARGUMENT CONTINUESTO BE ADVOCATED.......ccctviieeeiiieeeeesiieeeeeannneeeens 15
2.3 BT HAS MAJORCONCERNSON HOW THE SSNIP TESTHAS BEENUNDERTAKEN ......ccoveiiivieeeennee. 16

2.3.1 The Use Of Inconsistent TiMe Periods ......cccooi i 16

2.3.2 There Appears To Be A Mixture Of Single,iBb#find Multiple Product Tests Within And

BetWeen Market REVIEWS.........c...uiiiieit s ettt e e e et e ettt e e e e e e s s et e b eeeeanseeeeeeaeeessaannstbeeeeeaaaeasaans 18

2.3.3 Key Points In The Submission Made By Dr Iti3oire Not Addressed............cccceeevvienee. 21

2.3.4 Key Points In The Submission Made By Profddastin Collins Are Not Addressed.............. 21

2.3.5 The Surveys Are Not Reliable Guides To Cu@erFuture Willingness To Pay................ 22.

2.3.6 A Relevant Competitive Price Level Has NetBRefined............ccccceeeeviiiciiiiiicieeeeeee e, 23
2.4 BT HAS RE-RUN THE ECONOMETRICMODELLING INCLUDING ADVERTISING ...vvvveeiiiiieeeeiiieeee e 24
2.5 BT BELIEVES THAT GEOGRAPHICSUB-NATIONAL MARKETS ARENEEDED.......ccccoiiuvireeeiirreeeeannne 25

2.5.1 National Tariffs Are Not A Good Indicator Bdmogenous Markets..........ccccceeciiiinennnn. 25

2.5.2 The Conditions Of Competition Differ SIQrafitly..............cooooiiiiiiiiiii e 28

25.3 Market Boundaries Are Not Defined By Remedies..........ccvvvvueeiiiiiiiiininiee e v 29
2.6 THE EVIDENCE DOESNOT SUPPORTTHE HYPOTHESISOF SEPARATE ECONOMIC MARKETS.......... 30

WHOLESALE MARKET BOUNDARIES .....ccoiiiiiiie ittt et e e enmme e 36
3.1 WHOLESALE SERVICESAND PROPORTIONATEREGULATION ...ucviiiiiiiieeeiiiieeeeeirneeeeesnsneeesanns 36
3.2  THE SOURCESOF COMPETITIVE CONSTRAINTS.....uuttteeiitiereeasnteneeessseeeeesanssseasamessnssseesssnsseeess 37

3.2.1 The OVerall FramMEWOIK..........ccuuriiieiieee e s ettt e e e e s e s s settaee e e e e e smmmme e e e s e sennnabaeeeeeaaeeesannnnes 37

3.2.2 Effects of Competition In Related DownstrédainketS. ..........oeeviiiciiiieeieeeee e e 39

3.2.3 Conclusions On The Direct And Indirect Sosr©¢ Pricing Constraints.............ccc.ovvveeeee. 42
3.3  THE NATURE OF WHOLESALE BROADBAND SERVICES .......cuttieiiitiieesiiineeessnineeeessnsinnssneessanes 43

3.3.1 OULING FramEWOIK .......ooi it ettt e e et e e e e s e e e e e e e e e e ennneees 43

3.3.2 Demand Side CharaCteriSHiCS ........uuuiiiieiiiiiiiiiiiiiiiee e e et e e e e e e e smmmee s s e snebaeeeeeeaeeeseannnes 43

3.3.3 Supply Side Characteristics ANd GeOography............evvviviiiiiiiiiiiiiiiimmmmme e e e a7

3.3.4 Forward-Looking Costs And Wholesale ServiCes..........cooveviiiiiieiiiiiiee e eeeeeeeeee e 48

3.3.5 Origination ANd CONVEYANCE SEIVICES .. mmmmnsrrrrerreeeeeaiiiiiiiriereesaasessssisnsnssassssssereeseessananns 52
3.4  CONCLUSIONSON WHOLESALE MARKET BOUNDARIES........ccuutteeiiiiireessineeeesansieeeesssmnnnnseeess 55

SIGNIFICANT MARKET POWER.......coiiiiiiiie ittt e et e e s emssme e s ee e 57
4.1 THE ANALYSIS DOESNOT ENCOMPASSA FULL SMP ASSESSMENT......uuvvieeeiiireeeesinneeesansnneeeeesnnns 57
4.2  INDICATORSOF MARKET POWERARE APPLIED SELECTIVELY .eeeiiuvtiieesiuiieeeeesieeeeesannneeeeeennens 57.
4.3  MARKET SHARESBY THEMSELVESDO NOT INDICATE DOMINANCE ......cciiuviieeeiiiieeeeaennieee e e 59

4.3.1 Case Law Is Restrictive In The Use Of MaBREHIES. ..........ooeeviiiiiieiiiiiiie e 59

4.3.2 BT's Broadband Roll-Out Has Reflected DiffgrCommercial Risks...................c..vvt o 59

4.3.3 BT's Roll-Out Programme IS ONIY A TalQel e eeeesreree e e e e 60



4.3.4 Future Market Shares of Cable Companies Maygher Than Shown.............c..ccceeeieme 60

4.4 BT WoOULD OFFERWHOLESALE SERVICESABSENTREGULATION .....cuveeiiiiieeeisiieeeesanieeeesenens 62
4.5 ITISNOT SHOWN THAT BT CAN PRICEABOVE THE COMPETITIVE LEVEL ...cveeviiiieeeiiiiiee e 63
4.5.1 The Competitive Price Level Is Not Establishe...............ccccoooi e, 63
4.5.2 There Are Important Linkages Between MarkeirBlaries And Market Power ...................... 63
4.5.3 BT's Business RiSkS Are Material........cc.ueeiiiiiiiiiiiiiiiiie e eeemee e 63
4.6  THEREISNO EVIDENCE THAT BARRIERSTO ENTRY ARE MATERIALLY DIFFERENTFORBT
AAND A LTNET S . tttttetitttteeeestteeeeeaastteeeeassateesemmmnessseeeeaassseeeeesassaeeeeassseeeeesssbnmmnnseeassseeeeennseaeeesansaennenans 64
4.6.1 Sunk Costs Do Not Necessarily Confer Mark@td? On BT ...........cvvvviiiiininiinniininiereneneene 64
4.6.2 Altnets Do Not Need Ubiquity To Enter The R8HBIACE ............ooveiiiiiiiiiiiiiiic e 64
4.6.3 BT Maintains Its Position On The Potentiaplat Of LLU ............ccccciieiiiii e, 67
4.6.4 No Evidence On Economies Of Scale And Sedpeesented ..........oocvvveeiiiiiieeessmemeen e 67
4.6.5 Countervailing Buying Power IS A Strong FOLCE.......cvive i eeeevesree e 68
4.6.6 Access To Capital Is Treated Differently MISTREVIEW .......cccooeiiiiiiiiii e, 69
4.7  THE CONSULTATION DOCUMENT APPEARSTO CAST DOUBT ON SMP......coiiiiiiiiiiiiiieiiiee e, 69
4.8 THEREARE MANY SOURCESOF COMPETITIVE ENTRY ..ciiiiiiiiiieeiiiiieeesiiieeeessnineee e e eennee e 70
O T I 7= U 011 o SRR 70
4.8.2 Retailing Internet Service Providers (ISPsguBing Upstream Supply..........ccccvveeeescmnn.. 70
4.8.3 Business Service Solutions Providers SECBUIPIY ........ovvvviiiiriiiiiiiiee e eeeeee e 70
4.8.4 CATV Companies Widening Supply And/or Chanfi@IMarket................c.ooooevviiirirscceees 70
4.8.5 Other Fixed Operators Securing Supply andrdleés to Market.........cccceeeviiiiiiiiieiccccennes 70
4.8.6 Mobile Operators Developing 3G SEIVICES. oo uuiiii ettt emeeee e 71
4.8.7 National Infrastructure Owners Developing NR@VENUE SOUICES......ccccveviveeeeeiiieeriereeenn. 71
4.8.8 OVEIaAll ASSESSIMENT ....cciiieieeeee s cosmms ettt e e e e e essasattbaeeeeeaaeesssas s mennesssssaeeeeaaeesssannssrasneeeaaees 71
4.9 THE DRAFT DECISIONON SMP ISNOTWELL FOUNDED.........uutiiiiiiiieeeiiiiieeeaniieee e sineeeeee s 72
REMEDIES . ... . teiii ittt e et e et e e e ettt e e e e e at e e e e e e st s amnmmme e e e nss e e e e e snnteeaeeansaneeeeannnreeeas 73
5.1 BT DOESNOT BELIEVE THAT THE PRINCIPLE OF PROPORTIONALITY HAS BEEN APPLIED....... 73
5.1.1 There Is No Regulatory OptionS APPraiSal.-.........cueviiiiiiiiieiiiiiiie e cemees e 73
5.1.2 There Is No Examination Of The Issue Of LedNBIWOIKS ........ccovvvviiviviiiiiiiiiiiiiiiccceeeeennn 74
5.1.3 BT Is Required To Supply Services Unrelatedile Downstream Market Analysis................ 74
5.1.4 Insufficient Attention Is Given To BT's CameeOn Handling Multiple Conflicting Requests
T A CCESS ...t oottt e et ettt ettt ettt et ettt teaertbnrnnnnrnes s 7
5.2  THE OBLIGATIONS TO PROVIDE ACCESSSERVICESIS NOT BOUNDED OR DEFINED.................. 75
5.2.1 The Issue Of ENGIDIILY .......cccoi i s rmmmmme e e e e e e e e e e e e e eeeeeesesanensenennes 75
5.2.2 TNE SCOPE OF ACCESS ...ceeiiuiieiie e iemmmmmms et e e ettt e e sttt e e sttt e e e e meeees e e e e e bbb e e e e aanbeeeeesanbneeeeans 76
5.2.3 Relationship Between Conditions EAL and EAT...........uiviiiiiiiiiieisimmmmmr e e e e e e ee e 76
5.2.4 Intellectual Property, Network InformationdA@onfidentiality...........ccccceeeiiiiiiiimccnnnnnee. 76
5.3  SOME CONDITIONS ARE TOORESTRICTIVE ....cciiitiiieeiiiireeeeasitieeeessssieeesssmmesmsseeeessnssseessssnneees 77
5.3.1 The New Requirement To Show Internally PE-/BBIErvices ...........ccccvvveiiiiiiic e meeeee e 77
5.3.2 The Issue Of Undue DiSCHMINGLION .....commmiiriiieiiiiiiie et eeseese e e e snneee s 77
5.3.3 The NeW ATM DIlr€CLION ...t ie ettt e e e e e e st eeeens e e e e e e e e e e s esnnnereeeeeeaas 77
5.4 BT HAS SOME COMMENTS IN DETAIL ON NOTIFICATIONS ....ecciiiviiieesiirieeeeesiireeeessnseeeessmnnens 78
55 THEMARGIN SQUEEZE TESTPROPOSALS.....cciittttieiiiieeeeaatteeaesanseeeeessmmnnnsseeeesssseeeessnsseeessanns 79
5.5.1 BT’s Stated Position Regarding The MST ISépi®sented............cccvvveeriiiiiieessieeeeee e 79
5.5.2 BT Does Not Accept That Ofcom Should AdificiAssist Entrants ..........ccccceeeeieeevvmeeenneee. 80
5.5.3 The MST May Apply To Services Outside Thal&egy Regime.............cccceveviiiiereiienneee. 80
5.5.4 Continuation Of The MST Will SIOW DOWN INM@IE..........ccuvveeeiiiiiieeeeiiiee e 81
5.5.5 BT Is Unclear How Different Pricing Rules Mdipply In Practice ..........ccccccveeiiiiiiicceeennnns 81
5.5.6 The MST Cannot Cope With Underlying Uncetyafnd RisK..............cccoveeiiiiiieiiiiiieeenen. 81
5.6 GOMMENTARY ON CONDITIONS FOR KINGSTONON HULL ...vvviiiiiiiiieeeiiiieee e ecmmeeneeeeas 81
ANNEX L oottt et e e e ettt e e e et e e e e e e s et e e e e e mnnnnre e e e e R bae e e e e nnreeeeeannreeeeannrreeand 83
THE PRESENCE OF ALTNETS IN RELATION TO BFATM NETWORK .....ccocviiiiiiiiieee e, 83



Tables

Number |Title Page
1 Ofcom’s Cost To Price Ratios (Residential) 17
2 Relationship Of Sampling Error To The CSL 23
3 Benchmark CSL And CE 31
4 Ofcom Surveys Into Internet Access On Willingness To Pay: 34
Consumers
5 Ofcom Surveys Into Internet Access On Willingness To Pay: SMEs 35
6 Capabilities Of BT's Wholesale Broadband And Related Product 46
Portfolio
Al [text omittted] 86
Figures
Number |Title Page
1 The Interpretation Of The HMT 20
2 [Figure omitted] 27
3 Wholesale Chains Of Substitution 38
4 Modern Network Architectures 51
5 Future Potential Broadband Coverage Of UK Premises 61
6 Altnet Connections Per ATM Node Location 66
7 Regulatory Options Appraisal 75




1. OVERVIEW

1.1 Structure of BT’s response

1. This document represents BT's comments on Ofcom’s Explanatory Statement and

Notification Document “Wholesale Broadband Access Market — Identification and
analysis of markets, Determination of market power and Setting of SMP conditions”
published on 16™ December 2003.

In Section 1 of this response we set out our overall views on the regulatory measures
proposed, and the market analysis that forms the basis of the Ofcom proposals.

Sections 2, 3 and 4 provide more detailed comments on the market analysis
underpinning the regulatory proposals, and Section 5 suggests improvements to some of
the detail in the proposed Conditions, as well as recording BT’'s concerns at the general
direction of regulation for broadband services.

We are also submitting a separate confidential Paper setting out recent evidence of
competitive entry strategies employed in this developing marketplace.

1.2 The Broadband Environment Appropriate Requlatio n

5. Broadband in the UK is thriving as a result of innovation and investment. The UK now

enjoys the fastest growing broadband take-up in Europe and take-up that is growing
more rapidly than in the US. Some indicators of the benefits of this include the following:

INDICATOR 1: OVERALL INTERNATIONAL RANKING

G7 RANKINGS (Q3 2003)

The UK has further consolidated its position in terms of its broadband ranking within the
G7 over the past six months, building on the significant progress made during the
previous year. In general, there has been little movement within the rankings of the

countries studied.

» The UK was ranked third in the G7 ranking in Q3 2003 for competitiveness, which
measures choice, price and regulation. A primary reason for the UK’s strong
performance is that its infrastructure competition, measured as part of the choice index,

is relatively healthy.

» Retail competition is also available from the resale of BT's wholesale ADSL product
and this compares favourably with many European markets, where retail competition is

more limited.

* In terms of extensiveness, the UK moved up to third equal with the USA by virtue of

improving its ranking in service availability.

[Source: BSG 3rd Annual Report & Strategic Recommendations, January 2004 p. 51]




INDICATOR 2: PRICES AMONG THE LOWEST IN EUROPE

For residential users:

“— when cable modems are included prices in the UK are significantly cheaper than
Germany and the US, similar to France and only in Sweden are prices cheaper;
and
— when cable modems are excluded the UK is similar to France and cheaper than
all other countries.”

For business broadband users:

“ - for the most basic services available to business (i.e. where the business has a
minimum bandwidth requirement of 257 kbps downstream), only in France are
prices cheaper; “

[Source Oftel's Internet and Broadband Brief, December 2003]

INDICATOR 3: STRENGTH OF INTER-PLATFORM COMPETITION

The European Commission recently described the UK as being:
‘the most dynamic broadband market in the EU’

[Source: European Commission, Broadband access in the EU, Working Document, 10
September 2003, COCOMO03-40 annex.]
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INDICATOR 4: MARKET GROWTH

“There has been an 18 point increase in broadband coverage over the last 12 months.
84% of the UK population now has access to a mass-market broadband solution
that is one that is targeted at residential or small business customers. Ubiquitous
satellite services are also available, although they continue to be priced at a
premium to terrestrial services at present and are not included in the coverage
statistics.”

[Source: BSG 3rd Annual Report & Strategic Recommendations, January 2004 p. 47]
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6. Clearly this is a complex market structure compared with traditional telecoms markets
and it is still young and rapidly evolving. Yet to BT, Ofcom’s proposals seem to assume
otherwise: (a) the market analysis and the proposed regulatory remedies are rooted
firmly in today's BT product portfolio; and (b) there is little recognition of the rapid
evolution that is set to take place over the next few years. This is a marketplace where
user behaviour can change very rapidly and new technology may emerge in timescales
of months.

7. Going forward, BT is committed to continue to invest and innovate. However, BT’s huge
investment (of the order of £1bn) carries risks. It is vital that Ofcom creates an
appropriate regulatory regime that encourages such innovation and rewards those
companies — not just BT - who are willing to take a lead in investing for the future.

1.3 The Proposed Remedies Are Disproportionate

8. It is proposed that a full range of regulatory measures be imposed upon BT's wholesale
DSL services. BT believes that this is potentially extremely damaging to consumer



10.

11.

12.

13.

interests as well as to investment incentives in the industry. BT feels that the proposed
application of all of the obligations provided for in Articles 9 to 13 of the Access and
Interconnection Directive is disproportionate and is at variance with the stated purpose of
the new regulatory framework. It also does not reflect the underlying weakness of the
economic analysis which has led to the SMP designation on BT.

Although some of the proposed obligations are already established and accepted by BT
as good commercial practice (and hence regulation on these points is unnecessary and
inappropriate), two of the proposals cause specific concern. These are the new version
of the Margin Squeeze Test and the requirement to provide new Network Access on
request.

Application of the Margin Squeeze Test could lead to distorted investment policies; the
proposed obligation to meet individual requests for new access may distort network
design decisions and lead to irreconcilable requests from different industry players.

BT will reserve its final position on the MST for the full consultation. Our initial reaction is
that the proposal is likely to be difficult to manage and will place an unfair level of risk
onto BT, especially from the granting of real options benefits to third parties. The formula
which Ofcom appears to be proposing, punishes rather than rewards BT for taking risks
and making the investments that have formed the basis of the UK’s strong position in
broadband.

BT also has considerable issues with the requirement to meet all access requests for
new services from any third party. This appears to be unbounded in scope and
potentially difficult to manage where requests are either overlapping or mutually
incompatible on commercial, technological or practical grounds. Ofcom has already
mandated the supply of added functionality services which have no part in the Market
Review.

Whether or not SMP is designated, BT will continue transparently to supply a
comprehensive range of basic and intermediate broadband services in order to meet the
diverse needs of ISPs and others, including a near end, in-span handover service (e.qg.
DataStream service A). These services are available on the same terms to Altnets
(PECNSs) allowing them to create competitive or alternative services to ISPs and others.

1.4 Market Boundaries

14.

15.

16.

BT believes that there are a number of technical errors both in this Review and others,
which materially undermine the validity of the conclusions drawn by Ofcom. These
include inconsistent time periods and a mixture of single, partial and multiple product
testing in the application of the Hypothetical Monopoly Test. The response details our
concerns in these areas and includes Reports from external consultants.

BT notes that Ofcom has accepted some of the objections raised by external experts on
the use of survey information. We remain of the view that Ofcom continues to place
undue reliance on a single survey (133 respondents only) in determining that retail
broadband services are separate from unmetered narrowband services. Ofcom provides
very little additional evidence for its market segmentation and unreasonably dismisses
compelling analysis to the contrary.

At the wholesale level, we believe no distinction should be drawn between ‘intermediate’
and ‘access/conveyance’ services in the manner which Ofcom proposes which is based
on an historic perspective of the physical topology of networks and not on economic
features of supply. The practical effect of this approach is to treat DataStream and

10



17.

18.

IPStream services as serial with each other (in that order) when in economic terms, they
are alternatives. ISPs can - and do - switch between them directly.

Further, BT does not accept that the price constraining sources on wholesale services
arise solely from retail markets, but they also emanate from alternative networks
themselves, the components of which are generally already regulated (in fact at various
points in the consultation Ofcom also appears to accept this).

For both retail and particularly wholesale access services, BT maintains that the market
does not have a UK-wide boundary and that current uniform pricing by BT is not a
sufficient condition to assume a national market.

1.5 Market Power

19.

20.

21.

22.

23.

24,

25.

BT considers that the high reliance on prospective end-users as an indicator of market
share and market power, neither meets the requisite economic test of ability to price
above the competitive level, nor the standards of relevant case law. The history to date
has been one of intense competition which will continue.

Ofcom provides no empirical evidence on the materiality of barriers to entry or the
assertion that the business risks faced by Altnets are higher than those faced by BT.
Further, BT does not agree that Altnets would need a ubiquitous presence to enter the
marketplace as BT would continue to offer wholesale access services absent regulation.

Contrary to the position stated by Ofcom, BT believes that countervailing power is a
strong force in the marketplace and ISPs could easily facilitate expansion by Altnets
through the tendering process. The distinction between access/conveyance and
intermediate services has no meaning here.

Regarding other indicators of market power, BT considers that Ofcom maintains
contradictory positions within and between Market Reviews. Economies of scale are
relatively modest when Ofcom conducts the market boundary test (leading to narrow
markets) but very significant when looking at BT's own market position. BT is supposed
to have access to lower cost of capital for broadband but in the unmetered termination
review, Ofcom stressed the importance of many Altnets having had their debts written
off. These are irreconcilable positions.

Quite apart from these points, BT maintains that the original market boundary is too
narrow and the inclusion of unmetered narrowband services would further undermine the
case for SMP designation. In summary, there is no evidence that BT can price above the
competitive level.

Even if Ofcom’s market definitions were to be supported, BT considers that there is no
evidence that BT could maintain prices above their competitive level. The presence of
unmetered access and competition from cable companies already constrains the prices
which BT can charge for wholesale broadband access services. BT's roll-out of
broadband service availability involves substantial new investment with attendant
commercial risks.

To the extent that third parties do not wish to enter the marketplace, we would assert that

it is primarily due to the underlying commercial environment and not market failure
requiring regulatory intervention.
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1.6 Appropriate Regulation

26. There have been calls' for a fresh approach to regulation in the telecommunications
sector. BT agrees. Continuing innovation and investment in the infrastructure of the UK is
critical if it is to compete on a global basis. The UK may be making great progress with
broadband with the fastest-growing take-up in Europe but regulation needs to let the
marketplace evolve at its own pace and .

27. Ofcom’s approach is vital here. Past regulation has tended to reflect the old realities
whereas new regulation has to be forward-looking and future-proof. Broadband is quickly
becoming technology-neutral with the development of 3G, cable, DSL (digital subscriber
line), wi-fi, fibre and satellite and the old focus on BT's network is fast becoming out of
date.

28. Rather than lifting aspects of the old regulatory regime into the new, what is required is a
fresh, innovative approach to mirror the innovation in the marketplace. BT is committed
to creating networks to facilitate the advances of the future and is committed to the
continued development of broadband services in the UK. BT will continue to promote and
develop a wide variety of both retail and wholesale services and would do so absent
regulation.

29. Other infrastructure providers, and in particular the cable companies, are also investing
heavily in this sector. However, much will depend on a regulatory regime that rewards
the investors, risk-takers and leaders, and not just the companies that will benefit from
the platforms that others provide.

30. It is recognised by many commentators that the benefits facilitated by broadband roll-out
will be a key driver of future economic prosperity and competitiveness for the UK. Given
this significance, BT believes that a shared vision of a successful ‘Broadband Britain’
needs to be established by all stakeholders. Politicians, regulators, public and private
sector enterprises, consumers, citizens and those within the UK telecoms industry need
to develop a joint framework which, whilst meeting social policy and market development
objectives, will also reward investment and innovation in a commercially tangible way.

31. The benefits of broadband, and indeed other ICT services, will not accrue to the UK
without those within the ICT industry, and its investors, taking significant risks in the early
days of these nascent markets. For both market players and investors, a key measure of
success will be to achieve an appropriate balance between risk and reward. Without this
fundamental business concept being at the forefront of the regulatory agenda, the
incentive to invest in this dynamic market will be stifled and the significant benefits to the
UK, lost.

! Financial Times 15" January 2004, ‘Ofcom is urged to re-think rules’.
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2. RETAIL MARKET BOUNDARIES

Note. The following Reviews have also been cross-referenced in places in the discussion below
as the economic analysis underpinning the distinction between retail broadband and narrowband
services appears to be common throughout: ‘Fixed Narrowband Retail Services Market’
Statement August 2003; ‘Wholesale Unmetered Narrowband Termination’, Statement August
2003; ‘Fixed narrowband wholesale exchange line etc’ Statement August 2003.

2.1 The Three Criteria Delineating Broadband Do Not Demonstrate Willingness To

Pay

Ref. 2.32-2.43

2.1.1 There Is No Economic Rationale For These Crit eria To Be Necessary

32.

33.

34.

35.

The three criteria are:

The service is always on i.e. no dial up is required.
Use of voice and data simultaneously.
Faster downstream speed than a dial up connection.

Ofcom argues (2.34) that ‘it is necessary for all of these characteristics to be present for
a service to be defined as broadband’ (emphasis added). Elsewhere? Ofcom goes
through the different retail Internet services against this checklist; ‘In the Director’s view it
is necessary for all of these characteristics to be present simultaneously ...".

In BT's view, this is fundamentally flawed not only as an economic principle in its own
right, but also it is not demonstrated as relevant in Ofcom’s own analysis. While informing
something about potential willingness to pay for services with these characteristics, they
are neither necessary nor sufficient to demonstrate separate economic markets in either
direction i.e. whether the services in question do or do not form separate or joint
economic markets.

The issue of using distinguishing features in this fashion has long been recognised as
incorrect practice. Bishop and Walker® summarise the issue by examining the classic
competition law cases of Nestle/Perrier and United Brands. They write as follows:

‘There is a similarity between these sorts of arguments and the process of narrowing
market definitions by simply adding more and more adjectives. The process is totally
arbitrary and any market definition can be advanced simply by selectively appealing
to product characteristics and intended end use. ...This point is demonstrated clearly
in the United Brands case.... the banana market had certain special features that
were sufficiently distinctive for it to be regarded as representing a distinct relevant
product market - year round availability, the ability to satisfy the constant needs of an
important part of the population and the limited effect of competition from other fresh
fruits at the banana’s peak periods. This conclusion appears to have been made on
the basis of very limited empirical evidence .... It will always be possible to construct
a list of differences. But the real question is whether or not these differences are
meaningful — an issue that needs to be settled by having recourse to empirical
observation.’

2 Fixed Narrowband Retail Services Market Statement August 2003, section 2.41.
% The Economics Of EC Competition Law, Sweet and Maxwell, 1999 section 3.28-3.29.
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36.

37.

38.

39.

There is a very strong parallel with the procedure which Ofcom has adopted in the case
of Internet access e.g. ‘always on’ and ‘year round availability’. Essentially on the basis of
very limited empirical evidence, Ofcom has advanced a set of criteria similar to the
Courts inferred in United Brands, but this is a procedure which has subsequently been
discredited. In fact, not only is the empirical evidence for the importance of the criteria
inadequate (discussed next section), the application of the Hypothetical Monopoly Test
(HMT) and critical sales loss (CSL) is also undertaken incorrectly (discussed below).
Further, on the basis of the February 2003 consumer survey, 17% of consumers valued
‘better quality/more accessible content’. In principle Ofcom could have included ‘new
applications/content’ as a determining criteria but has decided to withdraw it. It is equally
open for Ofcom to withdraw the other criteria rather than arbitrarily to retain some and
discard others.

The OFT* also argues that ‘Substitutes do not have to be identical products to be
included in the same market'. By the same token, this permits products with different
characteristics to be in the same market and so Ofcom’s three characteristic test is not
the basis of sound practice. If they are definitive in determining willingness to pay, this
will be evidenced in the relevant price elasticity which forms the HMT. This is a purely
empirical matter. It follows that Ofcom should not pre-judge the issue one way or the
other. The criteria are therefore of interest but cannot meet the role which Ofcom
ascribes to them.

More recently, the NERA Report® for the OFT stressed that:

‘Furthermore it is not necessary for products to be identical or even very similar, in
order for them to be demand-side substitutes. Indeed, it is possible for products with
different physical characteristics to be seen as sufficiently substitutable by customers
for them to be legitimately regarded as demand-side substitutes. For this reason,
defining relevant markets solely with reference to physical characteristics will often
lead to markets defined too narrowly.” (emphasis added)

While Ofcom does not define markets solely with reference to physical characteristics,
nevertheless this approach is being used in conjunction with other tests including the
SSNIP test. The consequence is that markets are defined too narrowly as services are
deemed to fail to meet the characteristics even where the HMT indicates that they ought
to be included in the same market.

2.1.2 Different Market Research Techniques Are Need ed To Show The Importance Of

40.

Characteristics

One difficulty of Ofcom’s approach is that its general surveys do not really incorporate
the correct analysis to evaluate the strength of the individual characteristics as the
respondents are not able to place any weight on their valuations against alternatives. It is
standard practice to use conjoint analysis or Simultaneous Multi-Attribute Level Trade-Off
techniques to look at how consumers value characteristics (see Report by Millward
Brown Associates). There seems little point in Ofcom using a methodology for a purpose
which is inappropriate. Case Associates® for example argues that it is not strong
preferences which matter but consumers with weak preferences who might be prepared
to switch who are most important in terms of market boundaries.

4 Market Definition OFT 403 para 3.4 March 1999.

®> The role of market definition in monopoly and dominance inquiries. Economic Discussion Paper 2 July
2001, OFT342.

® Market Definition by Survey Approaches, acceptability and pitfalls, CASE Associates CASENOTE,
December 2003.
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41.

42.

In the specific circumstances of broadband, Ofcom has not looked at the impact of
alternative packages such as the combination of narrowband Internet access and mobile
phones as jointly replicating the basic capability of broadband Internet access. The
combination of these enables simultaneous transmission in the outward direction of calls.
Mobile charges are very low in the evening period when residential demand for internet
access is greatest. Even incoming calls can be received via the (free) BT 1571 service
on BT lines when the line is engaged.

Ofcom has simply not looked at packages of alternatives such as these in their analysis,
nor, as will be discussed below, the related packaging of premium TV.

2.1.3 The Necessity Of Each Criterion Is Not Demons  trated

43.

44,

45,

46.

Beyond the very limited survey information, Ofcom advances no empirical evidence for
these criteria. In BT's view, if Ofcom wishes to continue to use them then much better
analysis will be needed and the criteria will need to be shown to be essential in
determining the outcome of the HMT itself.

BT also disputes Ofcom’s claim (2.35) that ‘the only speed at which he (the Director) can
identify a break in the demand side chain of substitution for the timescale of the current
review is that consistent with the step-change of the other two functionalities’. BT can see
no evidence at all that Ofcom has identified any break in the chain of substitution across
bandwidth. On the contrary, as shown below, the Ofcom surveys clearly indicate a chain
of substitution across all bandwidths and tariff structures. There is therefore no tie-in with
the attributes of always-on and simultaneous use of voice.

Further, Ofcom uses the results of different surveys for its reliance on attributes and for
the potential responsiveness to price increases for consumers. As discussed below, the
results of the latter differed from the equivalent results in the previous two surveys
including those used to evaluate product characteristics. Some considerable doubt must
therefore surround the stability of the survey results of importance of the three criteria to
broadband users.

Finally, in practice, it is easy to argue that ISDN is also in essence an ‘always on’ service
in that a single click on an icon will establish a connection (the Windows operating
system can easily be configured so the user has full experience of always-on). The same
network protocol is used to establish a connection in both dial-up and broadband
services. In practice, therefore, Ofcom appears to be relying on relatively trivial product
characteristics to delineate market boundaries.

2.2 The Unigue Contents Argument Continues To Be Ad  vocated

Ref. 2.23-2.48

47.

48.

While BT is supportive of Ofcom dropping the ‘unique contents/applications’ argument,
we are unconvinced that Ofcom has actually dispensed with it in practice. Indeed, Ofcom
seem to resurrect the argument at various stages and even when the characteristic is
removed, it seems to return as a qualified possibility — ‘...there remains the possibility
that content only practically attainable over broadband services could develop’ [2.31].

BT submitted a detailed economic assessment on both the supply and demand sides for
new applications. We showed that even if such content did develop, it would not
demonstrate that broadband Internet access would be a distinct economic market as
other distribution channels are already highly likely to be distributing that content and had
potential to price in response to broadband access entering the marketplace. In other
words, Ofcom would have to widen considerably its choice of competitive substitutes and
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49.

50.

51.

it is by no means a clear cut case that willingness to pay for such content would enable
broadband access to have unique selling points to enable a monopolist to make a
monopoly profit. (It is further arguable that the development of unique content is not a
ceteris paribus assumption underpinning the HMT.)

Consequently, BT considers it to be inappropriate that Ofcom should continue to cite the
sources such as the SPR Report [2.37] when all the evidence points to the difficulties of
maintaining such a conclusion. The argument that ‘there remains the possibility’ [2.39] of
unique content developing is not really adequate in itself as a basis of regulation and
market assessment as it is not an evidenced-based proposal.

BT has supplied Ofcom with extensive independent analysts’ reports whose market
knowledge might be expected to be high, which cast serious doubt on such a stance.
Ofcom quoted no independent reports (other than the SPR Report which did not support
Ofcom’s case) to justify its own position.

An alternative understanding of Ofcom’s opinion is that the surveys have produced
results which actually overstate potential switching from a price increase [2.91]. It follows
if this is the case, that the surveys must have understated the potential switching for
narrowband Internet users, raising questions as to whether these are relevant economic
markets. (This is based on Internet access and clearly the issue of voice usage is also
relevant.) But Ofcom provides no evidence for this either, and acknowledges the contrary
force of the mix of broadband customers and infra-marginal customers with a lesser
willingness to pay for broadband Internet access. The report prepared by Millward Brown
for BT (attached) comments on Ofcom’s refusal to consider market research on this
matter.

2.3 BT Has Major Concerns On How The SSNIP Test Has Been Undertaken

Note. The comments below include discussion of the parallel market analysis undertaken in the
narrowband Market Reviews.

2.3.1 The Use Of Inconsistent Time Periods

Ref. 2.81-2.93, Annex A Part 2,

52.

53.

In the Wholesale unmetered Review, Ofcom (B.6) says that ‘Since the SSNIP is
regarded as a non-transitory price extending to at least a year, Ofcom considers
appropriate to use the long run marginal cost’. In the Review of the fixed wholesale
narrowband services, Ofcom (3.121) suggest that the period of review is 'over the next
18-24 months’ and this also appears in the April 2003 Broadband Market Review [2.127].
In practice, Ofcom’s estimates of LRIC extend to an assessment of capital costs which
are depreciated over 5 years’. The potential physical and economic lifetime of these
assets is greater still.

BT accepts that there will be some uncertainty in the estimation of these parameters and
supports the use of sensitivity testing. However, in this context, we believe that: (a) LRIC
is not the correct parameter to apply to operate the SSNIP test; and (b) the values which
Ofcom uses, even assuming that LRIC was appropriate, are not plausible.

’ Correspondence via email with Ofcom, 13" January 2004, between Paul Richards (BT) and Naaz Rashid
and David Clarkson (Ofcom).
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54.

55.

56.

57.

The HMT is however essentially a short-run test of market power following a non-
transitory price increase. It is assessed over a period of up to two years. It is arguable
that the relevant cost benchmark is not even that of an increment but rather the short-run
avoidable costs which would be saved from the (hypothetical) output reduction.

BT maintains that Ofcom is mixing time lengths in a manner which will have the impact of
tending to find market power and hence narrow markets in a biased fashion. Dr | Dobbs
sets out the difficulties with Ofcom’s approach. In this particular case, Ofcom uses an
own price elasticity which, in comparison with other sources of evidence, is unusually low
(and the period of relevance is not at all clear from the surveys), and at the same time a
cost to price ratio which is equally evidentially much too high. Either of these would tend
to bias the results of finding an economic market when none exists and together they
ensure such a finding.

It is not clear exactly what time frame to apply to the price elasticities from Ofcom’s
surveys, as acknowledged by Ofcom itself. In any case, the analysis confuses own and
cross price elasticities as discussed in the section below.

The other important parameter impacting on the HMT (SSNIP) in the single product case
is the ratio of marginal costs to (the quasi-competitive) price. Ofcom takes a range of cost
to price ratios in its calibration of the SSNIP test as shown in Tablel below.

Table 1
Ofcom’s Cost To Price Ratios (Residential)
Review Lower Bound Upper Bound Critical Sales Loss
Unmetered Narrowband 43% 81% 15%-35%
Broadband
April 03 Consult. [C34] 38% 58% 14%-19%
Dec 03 Consult. [Annex A] 56% 76% 18.5%-29.4%

Notes. The details of marginal costs are taken from the unmetered narrowband termination
Review and the broadband Reviews.

58.

59.

60.

The important impact on the ratio to the CSL is very evident — the higher the ratio, the
higher the CSL and the more likely that a narrow market is found. In fact, Ofcom raised
the ratio significantly between this review and the previous consultation and the lower
bound is now much higher than the April Consultation, and also the lower bound in the
unmetered narrowband review.

BT refers to Ofcom’s use® of a value of 0.31 as the central benchmark for the asset to
volume elasticity relevant to a price control (PSTN). This is over a period which is longer
than Ofcom has used for the HMT so the true relevant elasticity for a shorter period
should be less. The range which Ofcom proposed was 0.24 to 0.38. While the networks
are not the same, nevertheless the disparity is enormous.

BT therefore does not accept that ‘the Director has taken a conservative approach’
[Annex A page 158] in calculating the CSL. On the contrary, it is exactly the opposite, a
set of calculations which almost inevitably mean a narrow market boundary is found. We
point out below that the implication of Ofcom’s ratios - which is that economies of scale
are not material to the provision of broadband services (and certainly if the upper bounds
are used) - is to imply only very modest benefits of size and they do not therefore support
a finding of dominance.

8 Proposals for Network Charge and Retail Price Controls from 2001, Ofcom, February 2001 section 4.44.
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61.

62.

63.

BT understands that in making these assessments, Ofcom has made some use of
costing information submitted by BT in the past. We would like to point out that these
values include the costs of roll-out to new locations and the provision of completely new
infrastructure such as transmission. These costs also include depreciation from previous
investments are therefore not ex ante sunk, and are not forward looking in a suitable
fashion for this particular exercise which concerns the ability to derive market power
given volumes and prices at their current levels.

In the short space of consultation, BT has not been able to definitively assess the
relevant ratio of marginal cost to price but is confident that the Ofcom central case of
around 0.7 must be excessive. Our initial modelling of network costs indicates an
elasticity of 0.15-0.35 in a forward-looking timeframe of up to two years and a little more
of the order of 0.3-0.4 for a period of five years (which is of course longer than the
Review period).

The only way in which such a high level of 0.7 can be achieved in BT's network cost
modelling is if the complete broadband programme is assessed from time of launch (late
1990s) over a ten year period. In other words, it is taking both the extreme long-run and
is retrospective. Any subsection of periods starting at a later point in time (treating
previously sunk costs as fixed forward looking) would produce much lower values of the
ratio.

2.3.2 There Appears To Be A Mixture Of Single, Part ial And Multiple Product Tests Within
And Between Market Reviews

Ref. 2.82-2.88; 2.89-2.93 other Reviews.|

64.

65.

66.

67.

Ofcom in fact deploys three sets of mutually incompatible approaches to defining market
boundaries, namely:

Based on characteristics alone (discussed above).

Based on partial demand supply substitution (excluding so called ‘income effects’).
Based on net profitability resulting from a rise in the competitive price (the CSL
test).

The inadequacy of looking at characteristics has been examined above. The two other
approaches appear to extend to both the broadband review and the parallel narrowband
investigations and in particular, the designation of unmetered narrowband Internet
service as a separate economic market. The paper by Dr Dobbs sets out the problems
with these approaches in greater detail. In principle, BT supports Ofcom’s use of the CSL
although in this case, the incorrect parameter values have been used. In the case of the
narrowband Reviews, the test has not been applied correctly and also in the case of
SMEs for broadband.

The consequence of mixing between three methodologies in practice, is that Ofcom:

Identifies separate markets when (to the extent the survey information is to be
believed) they should not be so designated.

Fails to identify chains of substitution when they are also evident.

Confuses single and multiple product testing in the context of relevant markets.

Ofcom [2.84 footnote 4] sets out a view that the HMT should not include ‘income effects'.
This seems to be paralleled in other reviews (for example the wholesale unmetered
termination Review para A.51), and that the HMT is only concerned with partial
substitution to the particular pair-wise combination of services that is being looked at.
(Similarly, Ofcom seems to look at the potential price constraining impact of LLU as to
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68.

69.

70.

71.

72.

73.

74.

whether it is a necessary and sufficient constraining influence in its own right as distinct
from whether it is one of many such constraining factors.)

The HMT SSNIP test is based on net profitability however. That is, it depends on own
price elasticity and not a partial or cross price elasticity. Put another way, there is no
reason to exclude ‘income effects’ which are, in any case, simply substitutions to other
products (those outside the product set under consideration including ‘savings’). Figure 1
shows the relationship between own and cross price elasticities as they enter the HMT.
In fact, under certain circumstances, it is possible that only the own price enters but in
general, this will be true only in the case of a single product test.

BT is unaware of any other regulatory authority using the HMT in the manner of Ofcom. If
Ofcom believes that its stance of excluding ‘income effects’ has merit, BT suggests that a
formal mathematical analysis is prepared in which the precise reasoning can be
elucidated. As it stands, BT considers that Ofcom’s approach is simply incorrect.

The error in this approach was in fact identified in earlier Reviews. As noted, Ofcom
responded to criticisms in the wholesale unmetered Review [A.51] by a respondent (not
BT) that the HMT was not being correctly applied. In BT's view, the respondent was
perfectly correct. As discussed below, the survey evidence does not support either
broadband or unmetered narrowband services falling into separate markets and,
particularly in the case of the latter, there is no likelihood of these services being a
separate economic market at all for either residential or business users based on
Ofcom’s own survey evidence. The designation of separate markets only arises because
Ofcom has applied the HMT incorrectly.

A further example of confusion is evident in the broadband Review where, unlike in
unmetered narrowband services, Ofcom chooses to conduct a multiple service test
without having established whether the services individually constitute economic markets
or not in their own right. Hence for SMEs, Ofcom [2.90] aggregates asymmetric
broadband service, leased lines and ISDN, and draws the (incorrect) conclusion based
on minimum sales losses, that asymmetric broadband service alone is an economic
market in its own right.

This example is actually doubly confusing given Ofcom had already decided, based on
characteristics alone, that ISDN is not a broadband service [A42]. If ISDN is not treated
as broadband but just as another potential substitute for asymmetric Internet access in a
chain of bandwidth, then the price increase in the SME survey is actually unprofitable i.e.
the CSL for asymmetric access is reached and the service is not a relevant economic
market.

Note that Ofcom also includes leased line services in this analysis (which of course are
actually a symmetric service) suggesting that this network is also in competition with
asymmetric broadband. Again, Ofcom [2.196] appears to contradict this position by
saying that at the wholesale level, PSTN and PPC services should not be included in the
relevant market (‘The Director Disagrees’).

We present further analysis of the surveys below which brings out some of the seemingly
incompatible analyses and results.
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Fiqure 1

THE INTERPRETATION OF THE HMT

For the single product case, using s=proportionate increase in price, then the price increase is
profitable if

1 m s 0, 1)

a result which also rearranges to give the standard critical sales loss formula. The single product
case only includes the own price elasticity. In the multi-product case, the relevant price
elasticities in the HMT are own and cross-price elasticities. However, it is of interest to note that
the latter can be ‘collapsed’ into an ‘aggregate own price elasticity’ in the specific case where the
price-cost margins are equal for all products. To see this, first note the general form for the 2-
product test:
Ri 1 rq S 11 12 % 1 ”3 S 21 22 >0 (2)

Essentially profitability depends on own price and cross price effects because the proportionate
price increase across the two services will have some ‘switching’ effects which need to be taken
into account.

It can also be thought of very roughly as an overall or aggregate own price effect. To see this,
one first has to define an index of output for the differentiated services. The natural choice is a
price weighted index of the form

PG PG
T o