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CHAPTER ONE: INTRODUCTION & OVERVIEW OF THE UK MOBILE
TELEPHONY MARKET

This assessment of the future UK regulatory regime for mobile telephony services
offers the opportunity to identify whether there is a realistic prospect for regulatory
withdrawal, involving a consolidation of regulatory rules through simplification and
a move from sector-specific to general regulation.

The UK mobile telephony market has proved a stunning success. As Ofcom
acknowledges in its latest consultation paper, Mobile Citizens, Mobile Consumers?!
the UK has one of the most competitive mobile phone markets in the world. No one
operator has carved out more than 20 per cent of the market. With five network
operators and a raft of MVNOs the UK market has more players competing against
one another for customers than France, Germany or Spain. The highly competitive
nature of the market is reflected in the Herfindahl - Hirschmann Index (HHI) index
which has a notably lower index figure than other leading EU member states, such
as France, Germany, Spain and Italy. Constant innovation and dynamism are
features of the market and consumers enjoy a remarkably broad and varied choice
of handsets and contracts tailored to a market that now totals 75 m subscribers.
The continued growth of mobile resulted in mobile connections accounting for 69
per cent of total telecoms connections in the UK at the end of 2007.2 Whereas in
2002 less than a quarter of voice call minutes were made from mobile phones, by
2007 this proportion had risen to over 40 per cent.3

The UK mobile telephony market is an excellent example of an oligopolistic market
where none of the players is in a position of market dominance. This being so,
there is every incentive for the rival suppliers to compete intensely in terms of tariff
packages, quality, after sales service and advertising campaigns to promote product
innovation and build brand reputation4. It is striking to note the attention paid to
promoting brand image in the mobile telephony market - a trend accounted for by
the fact that companies have strong incentives to enhance their reputations by

1 Mobile Citizens, Mobile Consumers. Adapting regulation for a mobile, wireless
world, Ofcom, published August 2008.

2 Communications Review, Ofcom, page 309.
3 Communications Review, Ofcom, page 310.
4 See chapter on the theory of oligopolistic interdependence in Competition Law by

Professor Richard Whish, Butterworths, 1994.



meeting customer needs across a highly segmented customer base, thereby
distinguishing their range of services and products from other supplierss. Taking
together the five network operators along with Virgin Mobile spent over £260
million on advertising their range of services to potential and existing customers in
2006. While annual advertising expenditure has edged down over the last few years,
mirroring the downturn in total advertising expenditure in the UK, the aggregate
amounted to over £235 million (see figure 1below)

Figure 1: Total advertising expenditure by Mobile Telecom Suppliers

2006 2007 2008
Expenditure Expenditure Expenditure

Hutchison 3g UK Ltd 26,755,128 28,671,255 23,865,553
Virgin Mobile Telecoms Ltd 8,725,326 5,727,620 4,652,488
T Mobile Network 44,203,367 41,453,057 55,156,400
Vodafone Ltd 65,460,400 53,987,141 50,314,588
02 UK 40,993,105 44,985,247 43,441,660
Orange Pic 74,645,376 73,072,992 58,079,676
Total 260,782,702 247,897,312 235 510 365

Media Type: Cinema, Outdoor, Press, Radio, TV
Source: Nielsen www.nielsenmedia.co.uks

A company’s reputation is its most important asset; hence firms continually invest
in their brand and the factors that distinguish their brand from rival competitors.
This is principally in an effort to minimise wasteful churn of consumers between
different networks. In a saturated market, customer retention is more important
than chasing new sales.

As well as improved choice and quality consumers have benefited from lower
prices. Between 2002 and 2007 prices fell on average by 17 per cent and they have
continued to fall with customers offered considerably more minutes and texts on
their contracts. The razor sharp level of competition is reflected in the relatively

5 Global mobile phone ad spend is set to increase in value from £979m in 2008 to
£6.9bn in 2013, but may be slowed by the impact of the global economic downturn
according to the World Advertising Research Center (WARC), WARC News, 15 Oct 2008.

6 These figures relate to advertising by six mobile telephone operators across the

media Types TV, Press, Radio, Cinema and Outdoor.



lower profit margins earned by operators when compared with the levels generated
in competitor economies. This also demonstrates that mobile telephony in the UK is
not a market that exhibits strong elements of oligopolistic interdependence, i.e. not
a market in which there is little incentive to compete on price, quality or service
levels.

Figure 2: Mobile subscriptions, by network operator
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The bar chart above shows that four operators have carved out between 15.7 and
20 per cent of the market and a fifth new entrant - 3UK - saw its market share grow
from 2.5 per cent in 2004 to 4 per cent in 2007.

Customer satisfaction in the UK mobile market is extremely high. The latest surveys
demonstrate that satisfaction levels are 94 per cent and climbing?. This compares
very favourably with other markets for essential expenditure. The bar chart below
shows that it is higher than rail and energy supply, where billing problems have
been a notable feature. It is also higher than fixed linked telecom services, where
the satisfaction level is 88 per cent, and water services (90 per cent) and postal
services (90 per cent)s.

7 Mobile Citizens, Mobile Consumers, Ofcom Consultation, August 2008, page 52.

8 Sources; Ofcom; Postcomm Customer Survey 2008 undertaken by Jigsaw Research;

National Passenger Survey Autumn 2008, Passengerfocus.



SonyEricsson, LG and Motorola, announced it would be cutting 40 per cent of its
worldwide workforce because it too was forecasting a decline of at least 10 per cent
in global mobile handset sales in 200910, In April 2009, Nokia, announced a 90 per
cent drop in net profits for the first quarter of 2009 although the CEO, Olli-Pekka
Kallasvuo, told shareholders that “we believe the market is no longer falling in an
uncontrolled manner'”, and significantly the company’s share price climbed after
the results announcement. Meanwhile, the consumer research organisation TNS
predicts that the average spend by British customers on monthly contracts in
2008/9 is likely to fall by £412,

Some mobile operators will be better placed to ride out the economic storm than
others. Informa, the market research firm, predicts that the credit crunch will
provide an opportunity for the stronger operators to capitalize on the weakness of
others, leading to an increase in consolidation and M&A in 2009. If this forecast
proves correct, there will be noticeably fewer operators on a worldwide basis next
year compared with 2009.

The overall decline may mask a shift in demand with a new focus on the potential
for significant growth in the sale of “smart” phones. Informa’s latest forecast
suggests that the global market for smartphones is likely to grow from $39 billion
in 2007 to $95 billon in 2013, equivalent to around 47per cent of the total value of
the handset market. This projected surge in demand, coupled with efforts to make
data services far more customer-friendly , should provide the right environment for
a much wider take-up and use of advanced media services on mobile.

Looking ahead over the next decade, we are likely to see a marked growth of
content and data services. The providers of these services will lean heavily on
phone-pay charging mechanisms as a means of funding.

The downturn in economic activity attributable to the financial convulsions that
have hit the world economy in the last year will inevitably have an influence on
future growth within the UK mobile telephony industry, but so far the industry has
proved relatively adept at weathering the storm. This underlines the importance of
providing appropriate incentives so that suppliers are free to innovate through the
service packages they offer customers and through new products, such as the new

10 Financial Times, 17 December 2008.
1 Financial Times, 17 April 2009.

12 The Guardian, 16 February 2009.



generation of smartphones - estimated to have doubled their market share to
around 13 per cent of the UK market over the last year, according to Juniper
Research.

However, there are clear indications that both in the UK and at EU level regulators
are taking a much closer interest in mobile telephony. The risk of detailed
regulatory intervention in service conditions and prices is that it imposes uniformity
instead of seeking to meet the wide range of customer tastes and requirements
through the market exploration process. It is to this topic we turn in the next
chapter.



CHAPTER TWO: REGULATORY BEST PRACTICE AND THE
APPROPRIATE REGULATORY REGIME FOR MOBILE TELEPHONY

Five principles of regulation have been promoted by the Better Regulation Task
Force and its successor bodies and these have won widespread support and
acceptance. The five principles are:-

Transparency
Accountability
Proportionality
Consistency
Targeting

vl A W N —

On transparency the onus is on the regulatory body to put the case for a specific
regulation and why this is required. In clearly communicating the purpose of the
regulatory initiative any consultation period should provide an adequate time for
interested parties and the general public to make a response.

Regulators should be clearly accountable for their actions and there should be an
efficient appeals procedure. In recent years parliamentary select committees in
both the Lords and Commons have taken a much closer interest in the work of
sector regulators, and the National Audit Office (NAO) has also completed a series
of well regarded assessments relating to the use of regulatory impact assessments
by government departments and sector regulators. In the telecoms and
broadcasting arena, following the passing into law of the Communications Act
2003, the Competition Appeal Tribunal (CAT) has heard appeals against a range of
decisions made by Ofcom under Part 2 (networks, services and the radio spectrum)
and sections 290 to 294 and Schedule 11 (networking arrangements for Channel 3)
of the Act.

Proportionality is a key principle in so far as it stresses that compliance with
regulations should be both affordable and commensurate. Impact assessments are
a tool that encourages the quantitative and qualitative analysis of costs and benefits
associated with a specific regulatory initiative, thereby encouraging a robust
comparison of regulatory options including a ‘do nothing’ approach.

Consistency is crucial in terms of new regulations conforming with previous
regulatory initiatives. This helps to ensure regulatory certainty which, in turn, helps
with future investment in the sector and minimising the cost of capital. It is also
important to evaluate a range of alternatives when considering regulatory



intervention including the ‘do nothing’ option where the onus is on enabling market
forces to address and self-correct any temporary problems or shortfalls in service
delivery and performance. Moreover, it is quite often the case that a regulation or
group of regulations already exists that can be employed to target a problem. This
is one of the lessons to emerge from the NAQ’s series of inquiries into the use of
regulatory impact assessments across central government departments.

Targeting, as its name suggests, relates to the importance of focusing regulatory
action on specific problems and avoiding a scattergun approach. Targeting favours
a goals-based approach with regular review of how well regulation has met its
stated targets. In its assessment of sector regulators’ use of regulatory impact
assessments, including that of Ofcom, the NAO commented that “regulators’
analyses of costs and benefits are often weak and that regulators are not
comprehensively assessing the impact of policies post implementation’3”. The NAO
recommended that sector regulators should “set out clearly when and how they
intend to measure a policy’s impact”.

What form of regulation might one expect in the mobile telephony market?

Is there a need to regulate the mobile telephony market in Britain? As detailed in
chapter one the UK mobile telephone market is one of the most competitive in the
world. It is characterised by plummeting prices, ever expanding choice, excellent
mobile coverage for the vast majority of consumers, and a highly dynamic market
with new players, especially handset suppliers, entering the market. Perhaps more
than any other mass consumer market, mobile telephony is distinguished by the
rapid pace of innovation and the ever expanding range of choice available to
consumers.

An important facet of a well functioning market is its role as a discovery process. As
Professor Israel Kirzner of New York University puts it, the market process consists
of continual entrepreneurial discoveries characterised by “a process of discovery
driven by competition, made possible by an institutional framework which enables
unimpeded entrepreneurial entry into both old and new markets. The success which
capitalist market economies display is the result of a powerful tendency for less
efficient, less imaginative courses of productive action, to be replaced by newly

13 The UK Economic Regulators, House of Lords Select Committee on Regulators,
Session 2006-7, Volume 1 Report, published November 2007, page 42.



discovered ways of serving consumers'4”’. These insights from prominent figures in
the ‘Austrian’ tradition have been reflected by observations made by competition
policy makers, notably Peter Freeman, the chairman of the Competition
Commission, who notes that, “the process of competition is the means by which
good ideas succeed while bad ones reform or perish, and a constant pressure for
innovation is maintained”15.

New academic work shows the opportunities to shift to a more effective regulatory
policy where this can induce and spur effective competition. As Johan Stennek and
Thomas Tangeras'é have shown, customers in Western Europe pay much lower
prices for mobile telecoms than five years ago. Regulation in the past was justified
by a prevalence of duopolies. But these have almost disappeared today. The authors
point out that twenty-six out of thirty OECD countries have three or more
competing mobile network national operators with switching made easy through
number portability.

Significantly, its enabling legislation obliges Ofcom to further consumer interests by
‘promoting competition’. Furthermore, Ofcom’s regulatory principles state that
“Ofcom will operate with a bias against intervention” but it reserves the right to
intervene where there is “a specific statutory duty to work towards a public policy
goal which markets alone can not achieve”. In other words if there are cases of
market failure, Ofcom will intervene if required. The regulator certainly
acknowledges the principles of good regulation in its regulatory principles because
it states that it will “strive to ensure its intervention will be evidence-based,
proportionate, consistent, accountable and transparent in both deliberation and
outcome”.

One of Ofcom’s principal duties under the Communications Act 2003 is to monitor
any harm to consumers’ interests. Accordingly, Ofcom must consider whether

14 ‘How Markets Work: Disequilibrium, Entrepreneurship & Discovery by lIsrael Kirzner,
IEA Hobart Paper no 133, 1997.

15 ‘Investigating Markets & Promoting Competition: the Competition Commission’s
Role in UK Competition Enforcement’, Peter Freeman, Beesley Lecture Series, London
Business School, 17 October 2007.

16 ‘Intense Network Competition’ by Johan Stennek & Thomas Tangeras, Working Paper

08-36, September 2008, NET Institute, page 22, www.netinst.org. Johan Stennek is based

at Gothenberg University while Thomas Tangeras is a Research Fellow at the Research

Institute of Industrial Economics in Stockholm.


http://www.netinst.org/

(iii)

(iv)

(v)

consumers’ interests are reasonably protected by general consumer law and the
functioning of an efficient market or whether there is any need to regulate directly
in the market through encouraging self-regulatory initiatives, or through co-
regulation or through formal regulatory intervention, for instance, in the form of
adopting general conditions on an ex ante basis.

Ofcom is under a statutory duty to review whether, in carrying out its role, any
regulation it applies does not impose or maintain unnecessary burdens on those
subject to regulation. In this regard, it must report on progress on an annual basis.
According to its own regulatory principles, Ofcom will “always seek the least
intrusive regulatory mechanisms to achieve its policy objectives”.

Is this welcome statement of intent matched by the practical experience of
regulatory oversight in the mobile telephony market?

In practice there has been a tendency to intervene in specific parts of the mobile
telephone market where it is judged market failure has occurred. Recent examples
of this include the recourse to regulatory intervention with regard to cash back
offers, number portability and roaming charges.

Currently Ofcom is considering a wide range of upcoming initiatives. These
proposals are referred to in Ofcoms’s Mobile Sector Assessment (MSA), and
subsequently followed up in Ofcom’s Annual Plan 2009/10, published in final form
in March 2009. The regulator’s principal question is whether it should “revise its
approach to regulation of the mobile sector, in order to respond to the changing
market environment, which is increasingly likely to hinge on wireless broadband
services?’

Mobile Citizens, Mobile Consumers outlines why it might need to regulate the
market. In assessing the future requirements for regulation of the mobile sector
Ofcom focuses on six key issues, namely:-

A wide choice of networks and a wide choice of services on those networks.
Easy and safe switching.

A mobile internet which is as open and flexible as technology allows.

Diverse content and applications (including protection from harmful content).

Coverage.



(vi)

Consumer protection from mis-selling, scams and new risks including personal
information.

On all six issues there is clearly consideration as to whether there is a need for
direct intervention in the market and how this might best be achieved. So far in
terms of its own specific regulatory intervention, Ofcom has concentrated on
intervening with regard to mobile termination rates (MTRs) as well as over number
portability. The recent debate has focused on how these MTRs may or may not be
regulated after 2011 when the current rate regime ends'7 . Ofcom has also
intervened directly on mis-selling and cash-back schemes. In this context it has
adopted the view that formal regulation is required. On 17 March 2009 it published
new General Condition 23, coming into force in six months time. The measure
imposes new rules, prohibitions and information requirements on the selling of
mobile telephone services. It has also issued formal guidance on additional charges
made by operators, covering for example, such matters as how this relates to those
customers who choose to pay by cheque or cash, or who wish to receive itemised or
paper bills, as well as such matters as late payment charges and early termination
charges (ETCs)'8. Finally, it has proposed various regulatory restrictions relating to
Quality of Service Indicators, price transparency, Alternative Dispute Resolution
(ADR) Schemes and complaints handling.

The danger of this potentially significant series of regulatory measures is that it
may add a mass of sector-specific rules which sit uneasily alongside general
consumer protection law. As one measure follows another the effect may be that of
a regulatory 'Christmas tree' in which, as one bauble is added after another, the
branches begin to bend with an excessive number of individual and ill-matched
items.

Another concern would be if the regulator were to intervene on the grounds that
customers have excessive choice, or that the plethora of tariffs and offers is too
much for customers to cope with. This would be a radical step which should not be

17 It should be pointed out that Ofcom is obliged to conduct a market review in order
to govern mobile termination rates after 2011.to govern MTRs post 2011, so we shouldn’t
criticize them for that Ofcom has also intervened directly on mis-selling and cash-back

schemes.

18 See www.ofcom.org.uk/consult/condocs/addcharges/statement/



taken without a much more careful inquiry into customer behaviour than has yet
been attempted. Instead of assuming general customer incapacity, it would be wise
to focus on mis-selling where it is found and to take decisive and effective action
against mis-sellers and scammers.

The European Perspective

In recent years the European Commission has taken a much closer interest in the
mobile telephony market, most notably with regard to roaming charges. This might
well owe something to the fact that Commission officials travel extensively
throughout Europe and are reminded each month of the cost of using their mobiles
in different Member States. In addition, Viviane Reding, the Commissioner for
Infosoc, has grown steadily more frustrated at the way in which wide disparities
have developed in the regulated call termination rates set by national authorities. As
she told the Forum at a meeting in Brussels last year, “If the regulators are not
capable by themselves of sitting together and finding solutions then the
Commission will have to put the solutions on the table”.

This led to the Commission’s setting out a recommendation on the regulatory
treatment of fixed and mobile termination rates which, it was claimed, set clear and
consistent principles for national regulators on the relevant costs to be taken into
account when they analyse their termination markets and set tariff obligations'®. In
moving to impose price caps on roaming charges for voice, SMS and (at a wholesale
level) data, throughout the EU, the European Commission has singlehandedly
transformed the market into one that is now far more closely regulated.

To sum up, there are increasing signs that the regulatory authorities both in the UK
and in the EU are beginning to intervene far more closely in the mobile telephony
market. Recent work undertaken by Giulio Maselli20 demonstrates that the
traditional regulatory approach, which has focused on the notion of competition in
the market, is under attack with a shift from the traditional rigorous focus on
wholesale markets to direct consumer and retail regulatory intervention. This is
clearly evidenced by the European Commission’s seeking to set and maintain
increasingly stringent caps on wholesale and retail roaming prices. Another instance
of this trend is the shift to detailed consumer micro-regulation. Yet, as Maselli
emphasises, these relatively recent developments suffer from a number of key
drawbacks, namely:

19 See (IP/08/1016, MEMO/08/438).

20 See ‘New regulatory Strategies for European Integration?’ Giulio Maselli, a paper

given at a Vodafone conference held in Florence, 17 October 2008.


http://europa.eu/rapid/pressReleasesAction.do?reference=IP/08/1016&format=HTML&aged=0&language=EN&guiLanguage=en
http://europa.eu/rapid/pressReleasesAction.do?reference=MEMO/08/438&format=HTML&aged=0&language=EN&guiLanguage=en

- They limit innovation by reducing competitive advantage.
- They reduce incentives to invest.

- They might not identify what really brings benefits to customers as a whole by
focusing on a few voices and

- They increase overall costs by creating a single approach.

As Maselli concludes, in the longer term this top-down consumer regulation may
well prove damaging to customer interests.



CHAPTER THREE: SOME LESSONS FROM OTHER CONTEXTS

Regulation does not necessarily need to be devised and implemented by a
regulatory body set up by Act of Parliament. This chapter demonstrates how
effective regulation can be implemented through adopting a self-regulatory or co-
regulatory route. With the former, regulatory oversight in the form of rules,
processes and outcomes is negotiated and enforced within the industry with no
formal role performed by a statutory regulator. In the case of the latter, there is a
combination of self-regulatory and statutory elements. In many cases, co-
regulation refers to an agreement by the statutory regulator to delegate powers to
an industry body. However, co-regulation spans a wide spectrum ranging from the
statutory regulator’s playing an observational role with reserve powers to propose
modifications to a regulatory regime, through to a more overt role that includes the
power to oblige participation in the regulatory regime as well playing a full and
active part in determining the regulatory regime’s objectives?!.

Looked at overall, regulatory structures are only occasionally established on a
purely self-regulatory basis - the Press Complaints Council (PCC) being an example.
More often than not, one of the prime motivations on industry participants is to
demonstrate that within their specific market they can effectively protect consumer
interests and uphold robust regulatory standards without the need for formal
statutory regulation.

The recent wave of co-regulatory initiatives seen in the UK can be regarded as a
manifestation of a more efficient and effective mode of operation for the regulatory
state. Examples of this move towards co-regulatory solutions include the
Committee of Advertising Practice and the recently expanded Advertising Standards
Authority (ASA); the Master Registration Agreement (MRA), which is a business to
business co-regulatory scheme established in the electricity supply sector aimed at
improving customers wishing to switch supplier; the Banking Code established by
the clearing banks to improve consumer protection and choice; PhonepayPlus, the
co-regulatory body overseeing the premium charge telephone market; and the
Independent Mobile Classification Body (IMCB), which upholds content standards
across the mobile telephony market on a purely self-regulatory basis. In this

21 For a detailed discussion of the theory underpinning self-regulatory and co-
regulatory regimes see Self regulation and the Regulatory State: A Survey of Policy & Practice
by Peter Vass & lan Bartle, Centre for Regulated Industries Research Report 17, University of
Bath School of Management, 2005.



context, these relatively recent initiatives all form part of the ‘better’ regulatory
agenda.

There are a number of advantages in such a co-regulatory approach. For example, a
firm subject to regulation may well be prepared to go further and faster than it
would in response to a formal regulatory diktat issued by a statutory regulatory
body. As a result, customers may well enjoy the benefits linked to informal
regulation at a much earlier date. Another facet of self-regulatory initiatives is that
they can be rapidly amended in the light of changing market conditions and
economic circumstances. Neither formal regulation nor legal case law offers the
same advantages. Furthermore, in well functioning self-regulatory markets the
regulator’s own discretion is not circumscribed by detailed and precise legislation.
The regulatory entity can at any time decide on the most effective regulatory
prescription to follow.

The objective of regulation is to improve outcomes for consumers, whether
individual or corporate, and correct any failure in the efficient workings of the
market. All other things being equal, the market itself produces a better allocation
of resources within the economy, and better outcomes for consumers, than any
form of regulation. This is the discovery process which economists such as Hayek
and Kirzner and, more recently, Professor Stephen Littlechild emphasise in a global
world where knowledge is dispersed rather than collected in the mind of a single
entity22.

The goal of regulation should therefore be to support and enhance competition, not
interfere with it. Only where there is clear evidence that competition cannot be
expected to function properly should regulators assume other roles.

In their detailed study on self- and co-regulatory systems, Peter Vass and lan Bartle
note that, “The new ‘wave’ of self-regulation is a result of the development of a
‘better regulation’ agenda within the regulatory state, such that regulators now
increasingly focus on strategic oversight of industry-based solutions for achieving
outcomes which correct for either actual or potential market or conduct failures”.
The authors term this process ‘subsidiarity’ and note that it enables regulators to
harness, in a properly and effectively controlled way, the knowledge, motivation and

22 See Regulation, Over-Regulation & Deregulation, by Stephen Littlechild, Occasional
Lecture 22, Centre for the Study of Regulated Industries, University of Bath School of
Management, 2009, page 6.



experience available to be tapped within regulated industries so that positive
outcomes can be achieved in the public interest.

However, to be truly effective, self-regulation needs to be aware of potential
institutionalised conflicts of interest. Accordingly, it is essential that self-regulatory
systems should comply with the Nolan Principles established to maintain and
bolster standards of behaviour in public life.

This chapter discusses three examples of co-regulatory and self-regulatory
initiatives that illustrate the way in which these regimes can work to the benefit of
all consumers and stakeholders. They are in turn:-

* The Advertising Standards Authority (ASA)
= PhonepayPlus
» The Independent Mobile Classification Body (IMCB).

The Advertising Standards Authority

This first case study demonstrates how an effective regulatory regime has been
extended to monitor and handle viewers’ and listeners’ complaints about
advertising broadcast on television and radio. By leveraging the success of its self-
regulatory system in print and post media, the advertising industry successfully
challenged the conventional assumption that statutory control should remain for
broadcast advertisements. Yet, as Andrew Brown, who served as the Director
General of the Advertising Association for many years points out, “One of the
dilemmas often posed by statutory regulation is its relative inflexibility by
comparison with self-regulatory structures. This is both backward looking and very
unhelpful in a dynamic but rapidly changing marketplace”.

Broadcast advertising was previously regulated by a statutory regulator in the shape
of the Independent Television Commission (ITC). When it was proposed to merge
five regulatory agencies, including the ITC and the Radio Authority, into a new
super regulator, Ofcom, broadcasting organisations combined with advertisers and
advertising agencies to argue the case for a new co-regulatory regime whereby
advertising on television and radio would be regulated by a self-regulatory body
armed with extensive compliance powers. This initiative was driven by an industry
view that self-regulation would be the most appropriate and effective means of
overseeing advertising in a multi-media world subject to significant convergence.
For it to be economically effective, advertising must be seen as believable and
credible by consumers. It is therefore in advertisers’ interests to ensure high
standards of practice across the industry.



In launching this initiative, the industry was able to build on the successful track
record established by the Advertising Standards Authority23, which has regulated
print and poster advertising in the UK since 1962 through delegated powers
conferred by the Office of Fair Trading and its predecessor bodies.

In an essay published in Economic Affairs reviewing the way in which Ofcom and
other stakeholders were convinced of the merits of this co-regulatory solution
Andrew Brown makes a number of telling points. “The advertising business”, he
writes, “believes that, to be effective, a self-regulatory system must be inclusive,
own the codes, be effectively funded and have a system, with effective sanctions, of
independent adjudication over which the business has no influence”. He adds:
“There are systems in some business sectors that are positioned as self-regulatory
but the business has no control over the codes and neither are they inclusive. In
effect, the business is asked to fund an independent adjudicatory process based on
codes produced by a third party. This is not proper self-regulation. The
advertising business believes, with obvious caveats, that the “self” in self-regulation
relates to code ownership as well as fiscal responsibility and must apply to all24”.

The ASA, through its excellent compliance record on regulating broadcast and non
broadcast advertising content, has shown how self-regulatory bodies can strictly
enforce codes of practice. In the case of non-broadcast advertising, any
adjudication by the ASA is enforced without difficulties because the media will
refuse to accept for publication any advertisement against which there is an upheld
ASA adjudication. In practice, bad publicity is an effective sanction against the
advertiser and the media are the system’s policemen.

A similar system applies to broadcast advertising but this is now administered by
the ASA rather than a statutory regulator. Compliance with the broadcast codes for
TV and radio is a condition of a broadcaster’s licence. Accordingly, broadcasters
have invested heavily in a pre-clearance system administered by the Broadcast
Advertising Clearance Centre (BACC and now renamed Clearcast) for TV and
similarly the RACC for commercial radio.

23 The ASA was in fact established in 1962 by the Committee of Advertising Practice

(CAP), the code-owning body responsible for overseeing non-broadcast advertising content.

24 ‘Advertising Regulation & Co-regulation: The Challenge of Change’, by Andrew

Brown, Economic Affairs, Volume 26, No June 2006.
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Probably the most significant point about the way in which broadcast advertising is
now regulated is that it is one of the most recent instances of regulation being
contracted out by a statutory regulator. Under the Communications Act 2003,
Ofcom is given powers to ‘contract out’ functions as appropriate and to promote
effective self-regulatory solutions. Following extensive discussions between the
industry and Ofcom a new self-regulatory regime was launched in November 2004
for a two-year trial period with a restructured and expanded ASA providing a ‘one-
stop shop’, which was able to deal with any complaint about any advertisement in
any medium. Key performance indicators (KPI’s) were agreed with Ofcom as was a
reporting back procedure. At the same time, staff were transferred from the ITC to
an enlarged ASA, which moved into new premises to accommodate the additional
staff on its payroll.

The two-year trial proved remarkably successful, with consistently high levels of
consumer confidence in the regulatory regime. The level of “upheld” adjudications
remains very much in line with that under the previous ITC regime, which indicates
that the change has not generated inconsistency. Accordingly, Ofcom has
subsequently extended the co-regulatory contract for a further eight years. In his
acclaimed history of post-war British advertising, Winston Fletcher points out that,
“With an annual ASA budget of around £9m, Britain now has much the best financed
and most thoroughgoing self-regulatory system in the world25”. In fact, the UK now
spends well in excess of 50 per cent of the total spent on advertising self-
regulation across 27 EU Member States.

More importantly, the system of self-regulation in place to oversee advertising
across all media in the UK has won business support, regulator approval and
consumer confidence and displays the flexibility to address a constantly changing
media landscape. The ASA has proved to be a highly effective regulator that has
won considerable credibility since its powers were extended five years ago.

PhonepayPlus

PhonepayPlus is the co-regulatory body charged with overseeing the premium
charge segment of the UK telephone market. Over the five-year period between
2000 and 2005 this market experienced explosive growth: total annual revenues
soared from £200m to £1600m as service providers offered a wide variety of
products and choices that appealed to consumers, ranging from ringtone
downloads to travel alerts and, crucially, the opportunity to vote and interact in a

25 Powers of Persuasion.: The Inside Story of British Advertising, Oxford University
Press, by Winston Fletcher, 2008, page 249.
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range of competitions, often linked to radio and television programmes. However,
in 2007 and 2008 a series of competition and voting scandals undermined
consumer trust in a range of services offered at premium rates, particularly those
promoted by broadcasters. There was also a surge in scams and abuses, especially
those targeted at youngsters. The annual number of complaints received by
PhonepayPlus’s predecessor - ICSTIS - soared from below 10,000 in 2002 to nearly
90,000 in 2004/5 (see bar chart below), largely attributable to a widespread
problem caused by internet diallers.

Figure 4: Annual Number of Complaints to ICSTIS and PhonepayPlus
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In order to address public and political concern about premium rate promotions in
broadcast media, the co-regulatory regime was strengthened to ensure a quick and
effective form of compliance. As the responsible authority under the
Communications Act, Ofcom undertook a review of the growing convergence and
increasing areas of overlap between premium rate services (PRS) and other areas of
communications policy, most notably the use of PRS within television programming.
This move demonstrates the ability of co-regulatory regimes to be updated on a
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regular basis without the need to go through the time-consuming and laborious
process that involves piloting primary legislation through Parliament.

At the same time as this review, very much at the instigation of the new Chair,
ICSTIS was renamed PhonepayPlus with the aim of making its name more
meaningful and familiar to the general public. The respective responsibilities of
ICSTIS and Ofcom were also clarified in a Framework Agreement published in
December 2007; and a new Code of Practice was adopted in April 2008, backed up
by a Code Compliance Panel (CCP) reporting directly to the Board. The Panel’s
tribunals meet fortnightly and, between meetings, can adopt emergency procedures
for the urgent investigation of very serious cases. These measures have effectively
addressed the range of problems faced by consumers of premium telephone
services. For example, in July 2008 new measures were announced by PhonepayPlus
to protect the public from harm in the mobile premium content market. With
immediate effect, any subscription service that did not allow customers to stop it
easily and quickly were barred from operation. Further measures introduced in
winter 2008/9 seek to ensure mobile users are able to make informed purchase
decisions, and that they receive fewer and more targeted promotional text
messages.

PhonepayPlus has cracked down on the problem of irregularities perpetrated by
television broadcasters by requiring providers to gain its prior permission to
operate any such services. This licence is awarded only where the service provider
demonstrates its ability to meet a series of strict conditions designed to ensure
compliance and help rebuild viewer confidence in TV votes and competitions. This
action has been backed up by a range of initiatives from the broadcasting
companies concerned. In the case of ITV, the accountancy firm Deloitte was asked
to conduct a review26 which led to the broadcaster reimbursing viewers a total of
over £7.8 million for abuses that took place between 2003 and January 2007. As
Michael Grade, ITV’s chairman noted,

“Since the publication of Deloitte’s findings, ITV has totally re-engineered its
editorial, compliance and training procedures to safeguard against any recurrence
of such breaches of trust. We have also taken a number of disciplinary measures27”,

26 The Findings of the Deloitte Review and ITV Investigation into use of PRS services in
ITV Programming were published on 12 October 2007 , available at www.itvplc.com

27 ITV press statement.
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PhonepayPlus has launched an ambitious programme of initiatives designed to
restore confidence in phone paid services. This comes at a time when the phone
paid market is experiencing major challenges as a result of falling disposable
incomes and weak consumer confidence in future economic prospects. While the
size of the annual UK market has shrunk from £1600m to less than £1bn the
regulatory oversight by PhonepayPlus should go a considerable way to underpin
consumer trust in premium paid services, particularly with regard to pricing
information and transparency, where the problems centre on a relatively small
clutch of rogue operators. PhonepayPlus’s most recent quarterly report - covering
the third quarter of 2008/9 - records that 91 per cent of consumers were satisfied
with the way in which their complaints were handled by the co-regulatory body,
while 82 per cent of those who responded felt that PhonepayPlus met its target
timeframe for investigations on behalf of consumers and 86 per cent judged that
the outcome was explained satisfactorily.

The Independent Mobile Classification Body (IMCB)

Directly relevant to the regulation of the mobile telephony sector is the successful
establishment of the Independent Mobile Classification Body and the Code of
Practice for the sales and marketing of subscriptions to mobile networks. This self-
regulatory initiative was launched in January 2004 with the backing of all the mobile
operators serving the UK market. It aims to provide protection from harmful
content, particularly in respect of children. The onus is on content providers to use
the IMCB’s Classification Framework to classify image-based content as 18-rated
where appropriate. This regime appears to be working well and uncontroversially. In
its recent review of the Code, Ofcom found it “to be effective in restricting young
people’s access to inappropriate content and a good example of industry self-
regulation”. Furthermore, Ofcom judged that the “Code was understood and readily
adopted by all concerned?8”. It is also significant that mobile operators as well as
content suppliers view the compliance mechanism as highly effective.

28 Mobile Citizens, Mobile Consumers: adapting regulation for a mobile, wireless
world, Ofcom, 28 August 2008, page 94.

24



CHAPTER FOUR: REGULATION OF MOBILE TELEPHONY IN
PRACTICE - SIX CASE STUDIES

Ofcom’s Mobile Sector Assessment (MSA) makes it opportune to examine the way in
which regulation of mobile telephony is developing in practice. While historically the
sector has been less heavily regulated than fixed telephony, some market
participants believe there is a risk of a creeping expansion of regulation into very
detailed prescription of operator behaviour.

If this is indeed the case, then it would be a trend that was moving in the opposite
direction to Ofcom’s general policy thrust, which recognises that the growth of
competition should reduce the need for detailed micro intervention in telecom
markets. Perhaps the best way to assess these issues is to examine a number of
case studies to look at what has been happening recently. These case studies
should be seen in the context of Ofcom’s research on customer priorities, which
shows that in practice people rank two factors as crucially important in their buying
decisions, namely cost (mentioned by 70 per cent of those surveyed) and network
performance (mentioned by 57 per cent of all respondents). In contrast, only five
per cent of those individuals surveyed mentioned customer service. Furthermore, as
a generic category, only ten per cent of those questioned mentioned quality of
service (see figures 5 & 6 below). Based on this quantitative evidence it would
appear that customers place a low priority on customer service, a term which they
understand covers technical service relating to the performance of the network
itself and such matters as loyalty rewards and offers.

Although the latest market research demonstrates that consumers place only
modest interest on quality of service indicators Ofcom is planning to introduce
mandatory requirements on network operators to publish a range of data on the
quality of service offered. This would appear unnecessary, given the low usage
made of the existing comparator site for fixed linked telephony prescribed by
Ofcom, and the fact that the four main UK operators have already established a
website, TopNet.com, which enables people to compare service quality, audio
quality and coverage anywhere in the UK. Furthermore, in practice, consumers are
quick to inform one another about their personal experience of the quality of
different networks. This is particularly true for those on lower incomes who are
faced with the challenge of channelling a relatively higher proportion of their total
income on mobile telephony spending. Since it represents a significant monthly
outlay, the less well off tend to have a keen eye for value for money and general
service standards. The media, both printed and electronic, are also highly effective
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(i) not to engage in dishonest, misleading or deceptive conduct and to
ensure that those selling their products and services similarly do not
mis-sell;

(i) to make sure the customer intends and is authorised to enter into a
contract;

(iii)  to make sure consumers get the information they need at the point of
sale;

(iv) that the terms and conditions of cashback deals offered by their
retailers are fair; and

(v) to carry out due diligence and a number of checks in respect of their
retailers.

However, Ofcom’s hurried intervention can be criticised on the grounds that it failed
to give sufficient time for the industry’s own self-regulatory response to show
results. In practice, the cashback controversy was really centered on a small clutch
of rogue retailers who were responsible for a large slice of the complaints received
in 2006 by Ofcom and local Trading Standards services. Within a matter of months
the industry had taken effective action to protect consumers’ interests and the
number of complaints regarding mis-selling and ‘cashbacks’ plummeted. Ofcom’s
Statement issued on 17 March 2009 notes that “following the consultation,
complaints have fallen sharply: in December 2008 Ofcom received only 28
complaints about cashbacks3!” (compared with around 400 a month in March
2008). It is also worth noting that a relatively modest number - three out of 53
respondents - surveyed in an Ofcom poll conducted in August 2008 experienced
any problems on cashback deals32.

Ofcom in confirming its intention to introduce a new General Condition said that “In
the six months prior to the introduction of the Code general mis-selling complaints
averaged 228 per month; between August 2008 and January 2009 complaints
averaged 212 per month. They have however fallen from a peak of above 300 per
month reached during the 2008 consultation.”33 However, players within the sector

31 ‘Protecting consumers from mis-selling of mobile telecommunications services’,

Ofcom Statement, 17 March 2009, page 27, para 4.11

32 lbid., Figure A9.4 and para A9.25, page 155

33 Protecting consumers from mis-selling of mobile telecommunications services,
Ofcom, 17 March 2009.
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judge that the definition of ‘mis-selling’ requires greater clarification and
explanation. In this context, it is argued that the headline numbers quoted can be
misleading.

What is more, one important point to bear in mind when discussing complaints
about mis-selling is that since Ofcom does not itself resolve individual complaints,
the onus lies on other entities (such as the trading standards bodies) to resolve
these issues. Consequently, it will always be a challenge to analyse and integrate
the complaints data it does record whilst remaining confident that it has established
and maintained a comprehensive, across the board picture of what is really going in
the real world.

Some observers judge the cashback controversy demonstrates some crucial flaws in
the current approach to consumer interest issues. Three principal flaws can be
identified. Firstly, there has been a long and protracted delay in the introduction of
a formal regulation on mis-selling and cashback offers. Ofcom's new General
Condition was confirmed well over eighteen months after initially consulting on this
issue yet the industry had largely resolved the problem within a matter of months
following its self-regulatory initiative. Secondly, the regulator’s intervention may
have damaged network operators’ trust in Ofcom. For instance, in its own response
to Ofcom’s MSA consultation, Orange note that “Ofcom’s action has made it far less
likely that we will agree to self-regulatory initiatives in the future”. Thirdly,
intervention has inevitably led to compliance costs on network operators,
wholesalers and retailers.

Fourth Case Study: Number Portability

As things stand customers can transfer - or port - their existing mobile phone
number to a new operator and this transfer is completed within 48 hours. The code
or PAC provided by an operator to customers wishing to switch network is valid for
30 days. The PAC is a useful and essential tool that authenticates and verifies a
phone number. Customers must use a password to obtain a code that enables them
to transfer to a new network operator. The system appears to work well and the
vast majority of customers are satisfied with the well established system.

However, Ofcom has raised three main objections to the way in which the number
portability regime operates. First of all, it judges that 48 hours is too long a time for
customers to wait to transfer their number. Secondly, Ofcom has expressed concern
that customers may be offered a better deal by their existing network operator,
thereby removing the incentive to move to a rival operator. And thirdly, Ofcom
reckons that porting is a cumbersome procedure that deters some customers from
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moving to a different network operator. For these reasons Ofcom decided to change
the regulations governing number portability in November 2007.

Network operators objected to Ofcom’s regulatory change and felt that the
regulator had failed to make a sufficiently robust and well argued case. Vodafone
took Ofcom to the Competition Appeal Tribunal (CAT), which overruled Ofcom’s
move on the grounds that its cost benefit assessment of the change in policy was
far too weak. The CAT ruled that Ofcom had failed to equip itself with a “sufficiently
cogent and accurate set of inputs to enable it to perform a reliable and soundly
based cost benefit analysis (CBA)”. In reality, Ofcom’s own impact assessment
exercise did not offer robust quantified estimates of either the benefits or costs
linked to this change in regulatory policy.

Ofcom has been obliged to rethink its policy on number portability and at the time
of writing no specific proposals have been made. Yet the question must be asked as
to why Ofcom believes it needs to intervene in such detail? Number portability
appears to work to the satisfaction of the vast majority of customers. Preventing
network operators from offering a more attractive deal in an effort to retain
customers planning to switch networks appears bizarre. Why should they be
prevented from matching or exceeding a rival operator’s offer? Switching appears to
work very well and any further regulatory intervention may well have adverse
unintended consequences.

Fifth Case Study: Regulatory Intervention on International Roaming by the European
Commission, Infosoc Directorate

As noted in chapter three the European Commission has in recent years taken a
much closer interest in the regulation of telecoms including mobile telephony,
particularly with regard to the charges made for international roaming.

Following protracted negotiations with the industry the Commissioner for Infosoc,
Viviane Reding, decided to impose price caps on roaming charges because it was
judged these were excessively high. The proposal for a Regulation was published in
July 2006 and this subsequently won the support of the Council of Ministers,
coming into force as Regulation (EC) No 717/2007 in June 2007.

In November 2008 EU telecom ministers agreed a programme of measures that will

add further restrictions on players within the market. As from 1st July 2009, a retail
price cap of €0.11 for each roamed text will be implemented. This represents a
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substantial reduction on the European average of 29 euro cents. Ministers also
agreed a wholesale maximum of €1 per megabyte on roamed mobile data. While
these measures were passed by the majority of member states it was significant
that three member states - the Netherlands, UK and Sweden - abstained on the
grounds that the Commission’s direct regulatory intervention might stifle
competition and innovation in the sector34.

Cynics might argue that political leaders see shorter term political prizes to be won
from intervening in the market to reduce prices, as exemplified by Viviane Reding
who is on record as observing, "Everyone has heard of bill shocks and people
getting invoices to the tune of several thousand euros when they get back from
holiday, just because they have forwarded a couple of photos".

While customers naturally welcome the substantial reduction in roaming charges
across the EU moves to extend the life of the cap can be argued to be counter-
productive and unnecessary. Europe Economics, a leading consultancy, undertook
work on the proposed extension in the time and scope of the Roaming Regulation
2007, due to expire in June 201035, for the Internal Market Committee of the
European Parliament. In this authoritative study, Europe Economics commented that
the Commission’s own impact assessment failed to “establish any net overall
welfare gain” from extending the roaming regulation after June 2010. It also
observed from its own impact assessment study of the Roaming Regulation that
“Demand elasticity is uncertain but may be lower than the values claimed in the
recent EC Impact Assessment, meaning that the reductions in price caused by the
Regulation did not cause the volumes of calls made to be much greater than they
would otherwise have been. If elasticity is low, this implies that the Regulation has
probably reduced profits as well as prices”.

Left to itself the market might offer a more varied and attractive range of tariffs
since there would be intense competition in the provision of roaming services.
Europe Economics concludes in its own study that if the Commission opted to allow
the Roaming Regulation to lapse after 2010 operators’ prices would, in practice,
tend to “stabilise at the levels of the caps imposed by the Regulation for 2010”.
After all, any price hike would be likely to prove politically provocative and
extremely damaging in terms of operators’ brand reputation and perception by
consumers. Given the current recessionary conditions further intervention by the

34 ‘Brussels in mobile phone price-cap deal’, Daily Telegraph, 26 November 2008.

35 This report was undertaken for the European Parliament Committees on Internal
Market and Consumer Protection and Industry.
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European Commission would only reduce operators’ profits and discourage them
from investing in future products and services.

In conclusion, it can be argued that continued price capping on roaming charges is
probably unnecessary. Regulators would be better advised to withdraw from direct
intervention in the market and encourage operators to compete with one another
on roaming charges. Given the intense competition in the sector, tariff levels should
prove attractive to customers without outside regulatory intervention and in
encouraging market mechanisms, regulators should also see operators more
prepared to invest in innovative services to customers.

Sixth Case Study: Mobile Coverage in the UK

For most purposes the UK now enjoys universal coverage. Only the most remote
parts of the British Isles - the Scottish Highlands, the Western Isles, certain parts of
Northern Ireland, Snowdonia and the Northern Pennines - have any noticeable gaps.
These geographical areas are characterised by their mountainous terrain and their
low and scattered populations. It is also worth mentioning that an EU regional
development initiative has gone a long way to provide cover in the remoter parts of
the Highlands & Islands geographical areas (see 2G & 3G coverage maps below).

Quite understandably, because it is a relatively new technology, there is less
coverage for 3G networks than for 2G networks. Even so, and in order to meet the
requirements of obtaining a 3G spectrum licence, all five 3G networks reach at least
80 per cent of the UK population. Looking ahead, technological advances in WIMAX
and other technologies along with the roll out of new networks should see levels of
coverage enhanced.
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Figure 7: 2G and 3G mobile coverage in the UK
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The maps showing mobile phone geographic coverage in the UK confirm that
what are termed ‘not spots’ still exist. This has triggered Ofcom to propose that
network operators should adopt determined action to improve coverage in line
with targets set by the regulator. Why is it the case that the UK does not enjoy
100 per cent coverage? The answer is that it would be practically impossible to
achieve 100 per cent coverage without a grossly disproportionate investment
programme in additional masts. Without any commercial incentive, operators
will be reluctant to increase coverage in remote areas: it is excessively
expensive, presents a host of planning problems and is exceptionally difficult to
achieve on technical grounds.

While Ofcom has not announced any specific goals there remains a danger that
regulatory action aimed at ‘plugging the gaps’ could redirect capital expenditure
away from more optimal use. Obliging operators to increase coverage in
sparsely populated areas of the UK will reduce the capital funds available to
invest in other services to the UK market as a whole. If regulatory intervention
makes it more difficult to earn reasonable margins, capital for network
investment is inevitably squeezed. Consequently, imposing tighter coverage
standards will deter the willingness of industry players to invest in improving
mobile services in the UK market. While it may be welcomed by certain interest
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groups in the remoter parts of the UK, Ofcom needs to balance the substantial
sums required to extend coverage with the benefits it may provide to a very
small number of consumers. The lesson to be drawn is that micro-regulatory
management can have damaging consequences for telecom consumers in the
longer term.
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CHAPTER FIVE: POTENTIAL DAMAGING RAMIFICATIONS OF
REGULATORY INTERVENTION

In its MSA consultation paper Ofcom states that its goal for the mobile sector is “to
ensure that the sector contributes fully to the UK economy and society at large”. In
pursuing this objective it recognises that “this goal is realized in the market,
through the actions of customers and providers, not the regulator” - but it adds
that “regulation has an important role to play in creating the conditions for
success”.

It would appear that we are likely to see the regulator becoming more involved in
mobile telephony markets in future. The justification for such intervention is
perceived market failures relating to NOT spots, poor customer service and price
transparency. But is the market exhibiting long term fundamental flaws or are these
instances merely temporary difficulties?

Where market failure is only a temporary problem it is not clear that the correct
response to these problems is a series of permanent sector-specific initiatives.
Indeed, this might trigger a wave of unexpected damaging repercussions. This is
especially the case when it can be shown that the industry is relatively adept at
responding to customer concerns.

It may be helpful to test a number of interventions against the principles of good
regulation.

e Is Ofcom observing the principle of proportionality with regard to providing
sufficient time for self-regulatory initiatives to address consumer
complaints?

It is clearly desirable that regulators should act quickly and decisively to tackle a
current problem, such as ‘cashback’ deals that fail to be honoured. In this case,
however, the sector itself came up with a Code for future conduct and moved to
exclude resellers who were abusing cashback offers to the detriment of customers.
It is not clear that the new General Condition, announced in a document amounting
to 161 pages and coming into force two years after the surge of cashback
problems, is a proportionate response either in precise targeting of the problem,
which now appears to have been addressed, or in terms of the considerable
compliance costs incurred by network operators, in time and resources devoted to
dealing with the regulator's formal consultation process.
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® Will Ofcom’s renewed commitment to enhancing 2G and 3G coverage in the
UK risk damaging network operators’ already slim profit margins at a time of
economic uncertainty? Is such an initiative proportionate in terms of the
compliance burden it imposes?

The UK already boasts excellent coverage for mobile telephony. While some remote
rural areas still suffer from poorer coverage, network operators are continually
seeking to expand coverage, particularly with regard to 3G technology. Recent
advances in wireless technology also herald improvements in mobile broadband
coverage.

However, the sums required to improve coverage in sparsely populated areas are
disproportionate in terms of the compliance burden borne by network operators.
There is also a myriad of individual planning problems presented by a concerted
programme to erect transmitter masts in areas of outstanding natural beauty. The
infrastructure associated with the construction of many more base stations in these
areas would be unsightly and would inevitably trigger vehement opposition from
local residents, amenity groups as well as local authorities and National Park
planning authorities.

Requiring network operators to redirect capital investment into expanding network
coverage in areas where it is difficult to generate a viable return will inevitably have
far reaching implications for the pace with which network operators can offer a
range of additional innovative services to the broad mass of customers across the
UK.

e On grounds of consistency is regulatory action really required on such
issues as number portability?

In seeking to address the issue of switching it is encouraging to note that Ofcom
has sought stakeholders’ responses to a range of regulatory options, including the
‘do nothing’ option which places the onus on market competition to drive progress
forward. If it is in operators’ competitive interests to reduce switching times, then
the market can be relied on to achieve this goal.

In this context it is instructive to note that the NAO commented in its assessment of
sector regulators’ use of regulatory impact assessments, including that of Ofcom,
that “regulators’ analyses of costs and benefits are often weak and that regulators
are not comprehensively assessing the impact of policies post implementation36”.

36 The UK Economic Regulators, House of Lords Select Committee on Regulators,

Session 2006-7, Volume 1 Report, page 42.
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RIAs tend to be undertaken too late, with the wrong mindset and do not cover all
policy interventions according to the NAO, which concludes that “they have not yet
been a tool which has dramatically altered the regulatory landscape3?”. While there
have been some improvements in the use of RIAs in recent years the NAO
recommends that sector regulators should “set out clearly when and how they
intend to measure a policy’s impact.”

® Does repeated intervention risk damaging future self-regulatory initiatives
by the industry?

If the regulator regularly intercedes to address specific problems that surface in the
services offered to consumers there is a real danger that it will deter those
regulated from co-operating on fresh self-regulatory initiatives. Given the time and
expense required to promote such industry initiatives, management will be
understandably reluctant to consider such moves if there is a general feeling that
the regulator will inevitably intervene with formal regulation. This is reflected in the
responses to Ofcom’s Consultation on Mis-selling of Mobile Communications
Services and its MSA consultation paper. In response to the former, Vodafone
stated its disappointment that the “Code was given such a short time to prove its
worth. We would remind Ofcom that, under the Communications Act 2003, it must
have regard to “the desirability of promoting....the use of effective forms of self-
regulation38”. Meanwhile, Orange argued in response to the latter that with regard
to the cashback mis-selling problem which began to attract attention in 2006,
“Ofcom’s action has fundamentally undermined trust with the network operators.
Collectively, we had understood that if a self-regulatory solution was implemented,
Ofcom would not impose formal regulation and yet within a matter of weeks the
formal regulatory process had begun. As a result there is very little reason for
operators to believe that Ofcom will forbear from regulation in the future, if a
similar issue arises and consequently for little reason for them to agree to self-
regulatory alternatives. Unfortunately, Ofcom’s actions have made it far less likely
that we will agree to self-regulatory initiatives in the future”.

37 RIAs: Why don’t they work? By Keith Boyfield, Centre for Policy Studies, Pointmaker
series, July 2007, page 8.

38 Letter from Richard Sullivan, Regulatory Affairs Manager, Vodafone plc, in response

to Ofcom’s Consultation on Mis-selling of Mobile Communications Services, 2 May 2008.

40



Self-regulatory initiatives will be hampered if the regulator intervenes prematurely.
As Orange points out in its submission to Ofcom’s Mobile Citizens, Mobile
Consumers consultation paper, “We believe that self-regulation has significant
benefits for consumers, Ofcom and industry alike, but operators will not consider it,
if they believe that there is a high risk that regulation will be imposed regardless39”.

If relations break down between regulator and regulatees there is a risk of regular
recourse to appeals procedures or litigation. In Sweden, the situation has
deteriorated to such an extent that regulatory decisions are invariably appealed and
the legal proceedings can go on for several years. As Johan Stenneki and Thomas
Tangeras point out in their recent working paper for the NET Institute49,
“Companies and regulators often have divergent views of most issues, from the
competitive situation to the level of cost, and the decisions are usually appealed”.
They also point out that companies have great difficulties in predicting the eventual
decisions by regulatory agencies and courts.

® |s there a danger that a focus on shorter term outcomes may impair progress
in achieving longer terms goals such as expanding innovation and choice?

There is real risk that direct intervention by Ofcom to address consumer
complaints may jeopardise the progress the industry as a whole is making on
improving overall quality of service, innovation of products, connectivity and
improved value for money in terms of tariff levels. If Ofcom seeks to micro-
manage the delivery of services in a detailed manner this may over time impair
the industry’s willingness and ability to invest in improved infrastructure
provision, particularly at a time when capital funding is increasingly constrained
by a recessionary economic climate and mounting environmental constraints.

Resources are limited so network operators must prioritise their response to
customer complaints. In a fiercely competitive market it is in all their interests to
address recurrent customer concerns whether they relate to billing, confusion
over tariffs or poor service. What is not so obvious is how direct intervention by
the statutory regulator can improve the overall level of service experienced by
consumers without it having knock-on effects on future investment and service

provision.
39 6 November 2008.
40 Intense Network Competition by Johan Stennek & Thomas Tangeras, Working Paper

08-36, September 2008, NET Institute, www.netinst.org
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CHAPTER SIX: BETTER REGULATION IN THE MOBILE TELEPHONY
MARKET. SOME RECOMMENDATIONS ON HOW TO ENSURE A
WELL FUNCTIONING MARKET AND THE PROSPECTS FOR
REGULATORY WITHDRAWAL

Ofcom’s MSA sets out five strategic priorities for the mobile sector. These cover
competition issues, where Ofcom has set itself the task of analysing the competitive
nature of the mobile market; consumer protection issues where the aim is to create
a principles-based approach based on existing consumer policy work; coverage and
how to fill in the current gaps; issues relating to an appropriate termination rate
regime; and finally, but not least, the adaptation of regulation and specifically, an
examination of what existing regulations can be simplified or removed and the
establishment of a set of criteria to judge where regulation can be removed. As the
MSA emphasises, “We are looking for opportunities to de-regulate where possible”
and a little later the consultation paper notes that, “We see scope for further de-
regulation as completion advances” particularly as additional spectrum is released

for mobile use and mobile competes more with certain fixed link services.

These strategic goals are to be welcomed. However, as this study has noted it can
be argued that Ofcom has become too involved in the micro-management of the
mobile telephony market. There is a danger that Ofcom could become engulfed in
detailed regulatory processes aimed at measuring the level of compliance with a
mass of formal regulatory requirements on such issues as mis-selling. Such a move
would encourage a box-ticking mentality and raise compliance costs for those
regulated. It must always be borne in mind that there is a risk of potential
regulatory failure in so far as information obligations imposed by statutory
regulators can give rise to disproportionate costs being faced by regulated
businesses, as Tim Keyworth highlights in an essay on administrative burdens
published in The Oxford Review of Economic Policy4'. This is an outcome that is
best avoided.

4 ‘Measuring and Managing the Costs of Red Tape: A Review of Recent Policy
Developments’ by Tim Keyworth of the Regulatory Policy Institute, Oxford Review of

Economic Policy, vol 22, no 2, Summer 2006.
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Self and co- regulation

How can the various issues previously discussed be marshalled into a more
streamlined and integrated regulatory approach that encourages competition,
innovation and investment? This study suggests that the goal should be a
preference for market orientated solution and co-regulatory initiatives. As chapter
three demonstrated, when properly designed these can prove more adept, speedy
and flexible in dealing with consumer complaints. Formal regulation is unwieldy and
takes time to implement as well as change. Furthermore, it can become out-dated
rapidly.

Sector regulators can demonstrate an impressive record when it comes to
regulatory withdrawal. They have often facilitated and channeled the forces of the
competitive market process through licensing new entrants in the market, as in the
case of fixed telephony and water services42. Regulators have also played a pivotal
role in the breakup of dominant monopolies such as British Gas and BT.

It must nonetheless be recognised that public perceptions of self-regulation have
been damaged in recent years. These criticisms have been triggered by cases where
self-regulation has been devalued by conflicts of interest or perceptions that it has
been dominated by producer interests. Hence, a decade ago the self regulatory
organisations (SROs) within the financial services sector were all incorporated into
the FSA. Furthermore, the Law Society found that its self-regulatory role in respect
of solicitors presented insuperable conflicts of interest with its representational
functions. Following a review published in the Clementi Report the Law Society
decided to split these functions. Similar pressures have been seen in the medical
world and other professions, such as the transfer of disciplinary functions in the
case of accountants and actuaries to bodies administered by the Financial Reporting
Council (FRQ).

The lesson to be drawn from this trend is that the strengths of self-regulation,
reflecting a move by key players in a sector to deliver redress to consumers, must
always be balanced with the potential difficulties when leading players in a sector
co-operate to deal with an identified problem. There is always a danger that self-
interest may dominate self-regulation - as Adam Smith identified in 7he Wealth of
Nations. Self-regulatory bodies and entities carrying out co-regulatory functions
should ensure that their systems augment and help to deliver consumers’ legal
rights in practice rather than attempt to modify or diminish them in any way.

42 See Do the taps need changing?By Sir lan Byatt, European Policy Forum, 2008.
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While acknowledging the need to guard against this potential eventuality this study
favours a fresh regulatory approach to mobile telephony that draws on market
based solutions which are transparent and clear to all stakeholders. Ofcom’s MSA
shows that the mobile market is highly competitive and generally working well as
far as consumers are concerned. Customer satisfaction levels are consistently
higher than other sectors supplying everyday needs such as water, electricity, gas,
broadcasting and entertainment services and, last but not least, banking services.
Where there are concerns, such as with coverage, number portability and mis-
selling, the most effective way of addressing these matters should be through either
co-regulatory initiatives or the application of the recently strengthened EU
Consumer Rights Directive

Five Key Tests

The scope for self and co-regulatory responses can be identified with the help of a
set of tests that help to establish where such an option can be judged to generate
or strengthen the incentives on the industry to address consumer concerns about
service levels, prices and quality satisfactorily. These five tests can be summarised
as follows:

1. Will industry players collectively have an incentive to address a consumer
concern through sheer competitive pressure or through the possibility of
costly and unwelcome statutory regulation?

2. If so, will players’ adjusted practices resolve identified consumer complaints?

3. Do individual participants in the market have an incentive to participate in a
self-regulatory initiative?

4. Do individual firms and suppliers have any incentive to renege on the
obligations and standards set out in a self-regulatory initiative?

5. How far will non observance be penalised?

Ofcom as Facilitator

In this context, Ofcom, as the sector regulator, can play a role as a facilitator to
address specific problems that have arisen in the mobile telephony market and help
establish whether co-regulatory initiatives will deal with them in a reasonable time-
frame. It has already demonstrated its ability to fulfil such a role in the case of
broadcast advertising, where it has successfully delegated its regulatory powers to
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the ASA (see chapter three). Just how well this initiative has worked is reflected in
the fact that Ofcom has renewed ASA’s contract to oversee advertising on television
and radio channels for a further eight year period.

Even more recently, Ofcom has taken the initiative to update and restructure ICSTIS
(now renamed PhonepayPlus) and clarify the division of responsibilities between the
two regulators in the phone-paid service sector. This shows how effective co-
regulatory mechanisms can be employed to crack down on consumer scams and
malpractice. Since 2004/5 complaints have tumbled from over 80,000 a year to
around 10,000 a year in 2007/8. The renamed and strengthened regulator,
PhonepayPlus, has adopted a new Code of Practice along with a Code Compliance
Panel (CCP) reporting directly to the Board. It is worth noting that under this co-
regulatory structure Ofcom has reserved the right to give PhonepayPlus direction on
issues which it considers of particular importance or where clarity of responsibility
needs to be explicit, and all appointments and re-appointments on the
PhonepayPlus Board, including that of the Chief Executive, are subject to Ofcom
approval.

As a facilitator, Ofcom could act as a catalyst for pro-active industry responses to
identified specific problems such as the cashback problem. By convening a forum of
industry players and relevant stakeholders Ofcom could ensure that voluntary but
effective codes and rules were implemented that protected the consumer interest.

In doing so, the key focus should be on bringing forward a package of initiatives
that are at the same time consistent, targeted, proportionate and accountable.

Ofcom is charged with a statutory duty to identify where it might be able to
withdraw from regulating the market. It must be remembered that regulation is only
a proxy for a fully functioning competitive market and, where this has been
achieved, there should no longer be a need for direct regulatory intervention.

Aligning with the New EU Law on Consumer Rights

While in its MSA Ofcom recognises that the mobile sector is subject to general
consumer law, the regulator then goes on to claim that, “ given the complexity of
modern telecommunications services, those rules sometimes need to be sector-
specific in their detail”. However, bearing in mind a number of recent developments,
notably the adoption of a revised EU Consumer Rights Directive, this view may no
longer be fully justified.

The new EU Consumer Rights Directive recently passed by the Council of Ministers
offers an opportunity to shift away from sector-specific solutions to a robust
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9 A revised commitment to regulatory withdrawal could be institutionalised by
adopting the EU norm of simplification, which has proved so successful in
reviewing the acquis communitaire.

10.Innovation in the sector is demonstrable. For example, wireless broadband
services are becoming increasingly common and technologies such as LTE
and WiMAX promise to revolutionise the delivery of a broad range of wireless
broadband services. But such innovative initiatives require substantial
upfront investment. Detailed regulation deters such capital expenditure
because firms are concerned to earn a competitive return on the capital they
invest. This is why it is crucial to avoid unnecessary regulation. Indeed, it is
the absence of detailed regulation that has encouraged the fast rollout of
mobile broadband and other innovative services, which bring with them
enormous opportunities for growth, new services for consumers, reduced
costs and higher personal and business productivity.
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Conclusion by Graham Mather

This study has examined a sector which is highly competitive, exhibits strong
levels of consumer satisfaction, intense competition and low profit margins
compared to other developed economies. Mobile telephone users clearly get a good
deal from the services on offer in the UK market. The sector is ready to grow
further, in the process providing mobile broadband to customers which is now
seen as an important contribution to public policy goals for Digital Britain. The
fundamental health of the sector is readily apparent: indeed, the plethora of
services and tariffs, finely tailored to different customer requirements, should be a
cause for satisfaction and congratulation.

It is not so apparent that relations between regulator and regulatees are in such
good shape. Ofcom seems concerned by what it sees as a propensity to challenge,
appeal and litigate its decisions. Meanwhile, the sector seems to believe that the
regulator is not practising what it preaches in terms of the proportionality, targeting
and impact assessment of its measures.

The specific albeit as it seems temporary problem of mobile mis-selling, especially
through cashback offers which some unscrupulous resellers have used to trick
customers, appears to have resulted in a further deterioration of relations and led
to a far-reaching sector specific set of rules, prohibitions and information
requirements. For some players in the sector this has been interpreted as
tantamount to not being trusted by the regulator.

This is an unfortunate development. Few would deny the regulator the right to act
quickly and determinedly to stamp out such abuses. A well-run sector would, as in
the case of cashback offers, take its own steps speedily to address the problem.
Ofcom's new rules seem more appropriate for a sector riddled with customer
service problems, rather than one whose record is better than energy, water, rail or
financial services. On balance, it would be preferable to see if the regulator could
find a way to facilitate the interests of the sector in order to address problems
which arise rather than intervene across the board in the way it deals with
customers of mobile communications services.

The opportunity for UK implementation of the Consumer Rights Directive may
provide a helpful way forward towards standardisation of rights across sectors, and
an opportunity to revisit highly detailed sector-specific intervention.

The challenge to create Digital Britain is of immense current importance. We are
also at a juncture when the real economy is under pressure, funds for investment
are at a premium and job shedding is already visible among handset manufacturers
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and mobile service providers. Against this background it would seem timely to look
closely at measures which may have been designed in another era against problems
which are no longer apparent.
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