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THE CHAIRMAN: Yes, Mr. Holmes?

MR. HOLMES: Sir, during the course of yesterday afternoon, I promised, in response to a
question from Dr. Elphick that I would provide the Tribunal with a percentage for the
number of premises in Market 1 that would be covered using the figure of 238 exchanges
having confirmed delivery dates, which was the information that Mr. Heaney provided to
Ofcom on 8" July 2011. The Tribunal will recall this figure is in contrast to the figure of
427 exchanges referred to in figure 1 of Mr. Heaney’s statement, which is said to identify
the position as at 7" July 2011, the date before Mr. Heaney wrote to Ofcom referring to the
figure of 238 exchanges.

I am afraid it is a rather long introduction to a rather disappointing response, which is to say
that unfortunately things turn out to be rather more complicated than I had hoped. This is
not an assessment that can be done on a Blackberry calculator as I had hastily assumed.
This is so for two reasons: first, the figure of 238 exchanges referred to in Mr. Heaney’s
letter concerns exchanges across all three markets and not just exchanges in Market 1,
whereas the figure of 427 I believe was a figure in relation to Market 1. The figure is at
para. 20. No, it was the total number, but the point is that in order to produce a percentage
figure comparable with the figure given in the final column one would obviously need to
know which of the 238 exchanges were within the Market 1 category, so as to work out the
percentage and we do not know that, because Mr. Heaney with his letter never provided
Ofcom with details of the exchanges that were committed. In fact, the last information on a
per exchange basis that Ofcom received from Talk Talk during the consultation process was
the spreadsheet attached to the March 2011 email which you saw as part of Ofcom’s
disclosure and, as you will have seen from that, that did not identify committed exchanges.
So we simply do not know which exchanges are covered, we therefore do not know which
ones are within Market 1 and we therefore also cannot work out the number of premises,
because you need to know the exchanges to know the number of premises.

So if Talk Talk were to provide us with the data, which unfortunately is an outdated data set
as at 8" July, but if they were to provide us with that we would be very happy to work out
what percentage of premises were covered, but that is something I could perhaps pick up
with Mr. Pickford and if there is any useful information we can provide to the Tribunal we
will do so.

THE CHAIRMAN: That is very helpful, Mr. Holmes, just to confirm my understanding,
essentially looking at the 427 listed in para. 20 of Mr. Heaney’s first statement, that can
safely be changed to 238?
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MR. HOLMES: Yes.

THE CHAIRMAN: The problem is you cannot then fill out the remaining three columns on the
right hand side of the table, the most you could do would be to say — being generous — 238
is the highest figure that could exist from Market 1 exchanges, but it is almost certainly
lower and one cannot say by how much it is lower?

MR. HOLMES: Yes, and equally one cannot say what percentage of premises are covered
because one does not know the specific exchanges, which one would need for the number of
premises, because the number of premises varies between exchanges.

THE CHAIRMAN: For our point, I think it would be helpful to have these figures, even though
as | understand the parties’ submissions essentially Mr. Pickford is saying that something
far fewer than 40.1 percent of exchanges migrating from Market 1 to Market 2 could be
material and, as I understood yesterday, he was through clenched teeth saying perhaps one
or two exchanges might amount to de minimis but not more than that, we will see where we
go on that. Whereas you, Mr. Holmes, are saying that that is an irrelevant question
altogether?

MR. HOLMES: Yes, sir.

THE CHAIRMAN: And what one has to focus on is the effect of the change on the price control
that was envisaged by Ofcom when you feed in all the changes and see does it make a
difference to the price control you would want to make?

MR. HOLMES: Yes, you are absolutely right that our case today is that it is irrelevant because
the change is not a material change to the setting of the condition. In some particular
circumstances it may well be that the de minimis threshold would also provide a reason why
a change was not a material change for the purposes of's.86 but Ofcom’s case in these
proceedings is that that question simply does not arise, because there is no change material
to the setting of the condition which is a prior requirement irrespective of whether the de
minimis threshold is crossed.

THE CHAIRMAN: Yes, my concern with that is this: on Mr. Pickford’s thesis you look at how
the market has been defined, and here we have a definition for present purposes: ‘Market 1’
and ‘Market 2’ are the only ones that matter and one has certain criteria by which certain
exchanges are allocated within one or the other.

MR. HOLMES: Yes.

THE CHAIRMAN: And he says that where there has been a change such that the number of
exchanges in market 1 migrate to market 2, and that is more than de minimis, that is

material, then that is something which needs to be considered pursuant to s.86.
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MR. HOLMES: Yes, sir.

THE CHAIRMAN: You say: “No, that is the wrong question. Let us look and see what is
material for the purposes of the price control”, and my question to you is: does that not
oblige you to look at every change, even immaterial ones, or changes which appear to be
immaterial, in order to work out whether they are material for the purpose of the price
control.

MR. HOLMES: Your question is: you cannot determine whether a change is de minimis until
you have considered its consequences for the price control?

THE CHAIRMAN: Yes, exactly. Just to be clear, as I understand Mr. Pickford’s position if it is
just one exchange then Ofcom can perfectly properly say: “Looking at that, we are satisfied
it is not material we can disregard it and move on”, and that seems a very sensible way of
excluding changes which are immaterial. On your case though it could be the situation that
a single exchange, or a couple of exchanges — I know it is a rather far fetched example — but
it could be that a single exchange migrating from one group to another actually does make a
material difference to the price control, and it seems to me that there is a logical
requirement in your submission that every change, even if it looks on the face of it as being
de minimis needs to be looked at to see if, in fact, it creates a material change in the price
control.

MR. HOLMES: So on both Mr. Pickford’s case and my case, as I understand it, there are two
stages of analysis in relation to materiality. The first is to consider that there is a change
that is material to the setting of the condition and that question, I agree with you, must be
the first question because you can only assess whether a change is de minimis or material in
the second sense once you have an understanding of the consequences of a change, the
implications of the change for the setting of the condition. So you do have to begin with the
core question in relation to s.86 of whether the change is material to the setting of the
condition, in the sense of whether it is material to the question of whether or not to set the
price control in the form that Ofcom is proposing to set it? That has to be the first question.
Having addressed that question one might go on to say, and I think there is no difference
between Mr. Pickford and myself on this, that whilst the change is potentially one that could
be material to the setting of the condition, in principle, looking at matters broadly, and
taking account of the quality of the change, the quality is of minor importance and therefore
it can be excluded. Although it is potentially capable of being a material consideration it is

not in fact a material consideration because of its small scale.
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I think this submission will become clearer and more concrete when I come to explain why
it is that we say there was no material change in this case — why we say that taking account
of the change that Mr. Pickford refers the Tribunal to, this rollout of LLU unbundling by
Talk Talk in Market 1, we still say that there is no material change for the purpose of setting
the price control because there is no change to the relevant market definition that arises as a
result of that rollout, there is no change to the assessment of the degree of market power,
and there is no change as to the desirability of the remedy.

I will make those points good by taking you to various passages in the market review
statement, and the charge control statement, which I think you have not yet seen, which
might shed clearer light on Ofcom’s position.

THE CHAIRMAN: Well in that case, Mr. Holmes, we will stow our further questions and let you
take your own order.

MR. HOLMES: I am grateful, sir. I think the legal issues might come into clearer focus in the
light of my overall submissions, my core case on ground B.

THE CHAIRMAN: That is very helpful.

MR. HOLMES: Just to remind you of that core case, we say that the reason why Talk Talk’s
rollout plans were not material to setting the charge control is because Ofcom took account
of the rollout plans in defining the relevant markets. It found that, even where rollout
occurred towards the period of the market review, BT would still have a very large market
share of 70 to 80 per cent by the end of that period. On that basis Ofcom concluded that
this modest change to the competitive conditions in exchanges that committed to unbundled
during the market review (but not before the market review) was not sufficient to justify
reclassifying them.

On the one hand, the competitive conditions that those exchanges remained sufficiently
similar to competitive conditions at exchanges at which BT were still the only principal
operator, to support keeping those two types of exchange together in the same market over
the forward looking period of the review. So you had exchanges where BT was the only
principal operator, but BT’s market share was, let us say, 98 per cent — there is some
competition from operators that are not principal operators — and those exchanges which
had unbundled and had committed to unbundle after the start of the market review period,
in relation to which, best case, you would have BT still having a market share of 70 to 80
per cent.

On the other hand, competitive conditions in the exchange in which operators committed to

unbundled after December 2010 were likely to be sufficiently different from exchanges
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which operators had committed to unbundled before December 2010 to justify keeping
them in separate markets, to justify the division of those exchanges between Market 1 and
Market 2, this is because in exchanges that unbundled earlier there was more likelihood that
the entrant operator would be able to gain a greater share of the market over the course of
the market review period than the exchanges that it unbundled later. The timing of the
commitment was therefore crucial in understanding how competition was likely to rollout.
So our case is not a definitional one. We are not engaged in some sterile exercise of
excluding the possibility of a material change by definition. We rest our case on a specific
finding of fact and analysis about how competition would roll out and the different way in
which competition would roll out, between the exchanges which committed to unbundled
earlier and exchanges which committed to unbundled later. The finding of the 70 to 80 per
cent market share at the end of the review period showed that the market definition arrived
at by the criteria applied by Ofcom in December 2010 was sound. It correctly reflected
sufficiently homogenous competitive conditions within each of the markets to justify the
divisions that were arrived at.

Equally, that 70 to 80 per cent finding underpinned the finding of significant market power
and the degree of market power. It found that there was a qualitative difference in the
degree of market power between Market 1 and Market 2 because on average at the start of
the review period in Market 2 you have a share for BT of around 64 per cent. Now, that is
on average, but that average is obviously determined by conditions in individual exchanges
that go to make up Market 2. The different competitive conditions between Market 1 and
Market 2 in turn will not justify imposing a price control in Market 1 but not in Market 2.
In Market 1 you had the limited competitive constraint by the end of the period. In Market
2 you had more established competition and therefore more likelihood of an effective
competitive constraint on BT over the course of the review period. That is, we say, an
entirely rational, well grounded distinction which relies on applying criteria as at December
2010.

There is a good reason why we have the December 2010 cut-off point because in the
exchanges that committed before 2010 you would see competitive conditions developing in
those at an earlier stage of the market review period, they kick in earlier and they therefore
fitted more neatly in Market 2. In those that committed after December 2010 obviously
competitive conditions would develop more slowly, so it was a rational approach to draw

the line where Ofcom did.
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THE CHAIRMAN: Just to take a slightly fanciful example which may assist just to understand

this. Suppose in late November 2010 Talk Talk had come to Ofcom, not saying: “Our
commitment regarding rollout has changed and here are the exchanges which, in the future,
we are going to be unbundling”, but they said: “We have made a dreadful error, in fact we
have already committed to unbundled these 500 exchanges, we just forgot to tell you and
we are dreadfully sorry but we have made a mistake and in fact there is a process that is
ongoing and has been ongoing for sometime with regard to unbundling, it is just that you
did not know about it”. Presumably, on that basis you would have to accept that there

would have been a massive change ----

MR. HOLMES: Yes.
THE CHAIRMAN: -- and because on a temporal scale things were, unbeknown to you, much

earlier in play ----

MR. HOLMES: Yes.
THE CHAIRMAN: -- than otherwise you expected. Yes, I see.
MR. HOLMES: Yes, that is absolutely right. If any committed exchange plans which have been

provided before December 2010 would have had more likelihood of exercising a
competitive constraint over the period of the market review. Now, of course, there are
going to be difficult cases. I squarely accept this, as between exchanges that unbundled
immediately before December 2010 and those that were committed to unbundling after
December 2010. There are several elements as a matter of fact which attenuate that risk.
The first is that the data as regards rollout plans was in fact collected in June 2010, some six
months prior to the market review. There was therefore a fair prospect that the rollout
would be occurring in those exchanges by December 2010 and that is obviously an
attenuating factor.

Also, we know from Mr. Clarkson’s evidence, some information about what happened to
the committed exchanges, the exchanges that were committed but not yet unbundled after
December 2010, and we know that only a small number were still in the process of
unbundling, and now that number has dwindled to a very small number.

So insofar as there may be some difficult classifications on the margins they are unlikely to
be significant and, moreover, they are inherent in the line drawing exercise which is
required in an exercise of ex ante price regulation where you have to draw lines between
markets. Again, that is a submission that I will come back to and make concrete by

reference to specific passages of the market review statement, if [ may.
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The analysis I have just been describing was in the market review statement in December
2010, and Mr. Pickford says that that is all very well, but that was December 2010, you
cannot pull yourself up by your bootstraps and rely on an analysis in December 2010 to
show no material change in July 2011.

What happened after December 2010? We say what happened was exactly what Ofcom
anticipated. There was rollout by Talk Talk, there has been rollout by Talk Talk and we
will see that the speed of that rollout is exactly as Ofcom anticipated. Ofcom proceeded
with its charge control consultation while this was going on. Talk Talk pressed its case on
s.86 relying on rollout, and in the charge control statement Ofcom reconsidered the
implications of entry in Market 1 exchanges for the purposes of s.86. It also considered the
implications for the degree of market power in the different markets, and for the
appropriateness of the remedy. It concluded that, nonetheless, there had been no material
change because nothing had been said by Talk Talk that called into question the factual
basis on which Ofcom had concluded that the rollout, subsequent to December 2010, the
committed exchanges after December 2010, could not sufficiently affect the conditions of
competition in Market 1. There had been nothing said which affected a 70 to 80 per cent
figure.

One can go further than that and say that Talk Talk in fact has consistently painted a very
similar picture itself as to the likely evolution of competition in unbundled exchanges,
exchanges that committed and unbundled during the market review period as opposed to
prior.

If you could turn to tab 2H of CD1, these are the exhibits to Mr. Heaney’s statement, you
will see at p.192 — this is Talk Talk’s response to the charge control consultation of March
2011 - just rolling through we see one of the arguments they advance at para.46 on p.192 is
that Ofcom should: “Apply less severe price reductions”. They say a price control in the
terms that you are proposing is going to make for less investment by us in LLU rollout in
Market 1, so you should attenuate this effect by setting the charge control higher than you
are currently proposing to do and that is to reflect the desirability of encouraging
competition.

You will see over the page at p.193 the first bullet point suggests that one way in which the
charge control could be increased in its level would be to assume lower volumes for BT —
and those behind me will correct me if I get this wrong — the effect of which would be to
increase BT’s unit costs because its costs would be spread over a smaller number of units

supplied.
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They propose a market share, you will see at footnote 42, of 25 to 30 per cent. That is 25 to
30 per cent for the entrant. They say that the 90 per cent market share for BT —it is a
slightly confusing footnote, because it does not distinguish between BT’s market share, no
doubt drafted as these things always are under time pressures, it does not distinguish clearly
between BT’s market share, which is the 90 per cent figure and Talk Talk’s market share, or
the entrant’s market share, which is the 25 to 30 per cent figure.

THE CHAIRMAN: So effectively saying you should project BT s market share as much lower
than 90 per cent on that assumption?

MR. HOLMES: Well, you should set the market share by reference to an entrant obtaining a 25
to 30 per cent market share.

You see further on p.195, again we are coming to the projection in relation to the number of
customers, you will see that they have made two comments, and in the first comment they
consider Talk Talk’s forecasts as regards the customer numbers that it will serve, and it
assumes a [X] per cent market share — this is all in Market [ X] because we are now into the
charge control process ----

MR. PICKFORD: These are confidential numbers.

MR. HOLMES: Forgive me, my apologies, that is not flagged on my copy.

THE CHAIRMAN: No, it is not marked on mine.

MR. PICKFORD: The entire submission was said to be confidential.

THE CHAIRMAN: Mr. Pickford is quite right, in the bottom left hand corner there is in bold
“Confidential”.

MR. HOLMES: Indeed, I apologise.

THE CHAIRMAN: These things happen. Mr. Holmes, either we can clear the courtroom of those
who should not be hearing this, or you can simply invite us to read the parts?

MR. HOLMES: Absolutely.

THE CHAIRMAN: We will do that.

MR. HOLMES: I shall do that subsequently. I think it is highly unlikely that I shall come to
further confidential numbers, but if I do I shall proceed with greater caution and my
apologies to the Tribunal and to the others present.

THE CHAIRMAN: No, and thank you, Mr. Pickford.

MR. HOLMES: Paragraph 83 finally, on p.199, you come here to annex A, which is Talk Talk’s
representations to Ofcom during the consultation process on how Ofcom should decide on
Market 1 exchanges if it were to re-open the classification of exchanges. You will see at

para. 83 that their proposal is that we should adopt a new basis for classification, not the one
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that we applied in December 2010, but one based on whether there is a likelihood or
prospect of rollout in the next few years. So they wanted to do away with the current
classification because they thought we should somehow assess there would ever be entry.
You then see at para. 84, they specifically refer to the 70 to 80 per cent market share point.
Another reason given by Ofcom in the December 2010 market review for excluding Talk
Talk’s planned exchanges was that they felt that they would have limited impact since they
would be rolled out over three years and they refer there to a quotation from the WBA
market review, which says:
“... the effects of deployment as a competitive constraint may only become
apparent towards the end of the review period.”
That was the conclusion that was supported by the 70 to 80 per cent figure, as we will see
when we come to the market review statement.
In response to that, they do not challenge the correctness of that analysis. Their point is a
different one. They say:
“As we describe above the speed of rollout should not determine how exchanges
are categorised.”
I have scoured this document as carefully as time allowed and I am afraid it was not clear to
me where it was “described above” that the speed of rollout should not determine how
exchanges are categorised. I think that is simply a reference back to para.83 where they are
proposing the basis of categorisation on the basis of the likelihood or prospects of rollout.
They are saying that speed of rollout should not be taken into account, but they do not give
any substantive reasons why the speed of rollout analysis, which Ofcom did rely upon in the
December 2010 statement, was in any way misconceived.
Just to conclude this point on the 70 to 80 per cent. coming to Mr. Heaney’s statement itself
in these proceedings — turning back to tab 2 in CD1 — you will see at para. 57 of that
statement, and again I need to proceed more cautiously than before, if I could just ask you
to read the final sentence of para. 57 you will see the position that Mr. Heaney has advanced

in these proceedings.

THE CHAIRMAN: (After a pause): Yes.
MR. HOLMES: We say that our core case has never been placed in issue. The factual finding

which underlies our core case has never been placed in issue before and is not in issue in
these proceedings.
So now, let me come to develop Ofcom’s case in a little more detail and I want to do that in

three stages. First, I would like to show the Tribunal some relevant legal materials on

9



O© 00 O &N »n b~ W N =

W W W W W N N N NN N N N N N ek e e e e e e
AW N = O 0N R WD RO 0NN N R W N = O

market definition. Secondly, I will then explain Ofcom’s approach to market definition and
take the Tribunal to some key passages from the market review statement and the charge
control statement; and thirdly, I will address Mr. Pickford’s arguments of yesterday in
response to our core submission.
To begin with market definition. If I could take you, sir, to a document that has already
been opened by Mr. Pickford in which we would wish to draw attention to some further
passages, and that is in authorities bundle 1, at tab 4. The Tribunal will recall that these are
the Commission’s guidelines on market analysis and the assessment of significant market
power which are issued pursuant to an obligation on the Commission to provide guidance to
national regulatory authorities, and which the national authorities must, in their turn, take
account of both when identifying or defining the market and when analysing the market for
market power.
At para.20 there is the passage which Mr. Pickford has already taken you to, which
emphasises the need for a forward looking structural evaluation of the relevant market.
Now, we do not shy away at all from the forward looking nature of the analysis that is
required, and we accept that that analysis must be forward looking — both at the market
review stage, and when one comes to consider material changes at the s.86 stage, if one sets
a charge control or a condition separately from defining and assessing the market. So we
absolutely endorse this aspect, the need for a forward looking approach.
At para. 24, for those more familiar with mainstream competition law, just to confirm that
there is a relationship with competition law: “... markets will be defined and SMP will be
assessed using the same methodologies as under competition law”. It is a small point but
worth picking up.
Then turning forward to p.80, one comes to market definition. One sees at para. 34 that the
reason for undertaking a market definition is in order to determine whether there is SMP.
Market definition is not an end itself but a means for assessing competitive conditions in
order to determine whether there is significant market power. So you see in the fifth line:
“... the definition of the relevant market is of fundamental importance since
effective competition can only be assessed by reference to the market thus
defined.”
You need the market definition to assess the market power, and you have my submission
already that one should not try to compartmentalise too much these different stages of
analysis. The Tribunal’s task is to determine whether materially, looking at Ofcom’s

assessment in the round, there was any error of assessment substantively. Quite where the
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arguments have been placed as between market definition and market analysis is not that

important. The overall question is how competitive conditions look, whether Ofcom had

good basis for arriving at the assessment of competitive conditions that it did.

At para.35 a closely related point:

“Market definition is not a mechanical or abstract process but requires an analysis
of any available evidence of past market behaviour and an overall understanding of
the mechanics of a given sector. In particular, a dynamic rather than a static
approach is required when carrying out a prospective or forward-looking market
analysis.”

We say, sir, that there is a certain mechanical quality to the way that Talk Talk is proposing

that criteria applied at the start of the market review period should simply be applied afresh

without reference to the underlying economic analysis in which they sit in July 2011 to
revise the market definition and I will come back to that point.

At para.36 you see that:

“The main products in service markets whose characteristics may be such as to
justify the imposition of ex ante regulatory obligations are identified in the
Recommendation which the Commission is required to adopt pursuant to Article
15(1) of the framework Directive. ... Therefore in practice the task of NRAs will
normally be to define the geographical scope of the relevant market.”

Indeed, in this appeal there is no challenge to the relevant product market, the challenge is

to the geographic scope of the market, and the relevant product market is effectively an

elaboration of a market that is identified as one that may be problematic in the

Commission’s recommendation, but we do not need to go there, but it is one of those

markets that Ofcom is required to take a close look at because the Commission has fingered

this as a market that might be problematic.

So we can skip then on to geographic market at p.83, and para.56 is an important paragraph:
“According to established case-law, the relevant geographic market comprises an
area in which the undertakings concerned are involved in the supply and demand
of the relevant products or services, in which are the conditions of competition are
similar or sufficiently homogeneous and which can be distinguished from
neighbouring areas in which the prevailing conditions of competition are
appreciably different. The definition of the geographic market does not require the
conditions of competition between traders or providers of services to be perfectly

homogeneous. It is sufficient that they are similar or sufficiently homogeneous

11
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and accordingly, only those areas in which the conditions of competition are

‘heterogeneous’ may not be considered to constitute a uniform market.”
Then lastly, sir, I think we probably do not need to read it, but at para.75 for your note, there
is a discussion of the meaning of significant market power, and what that paragraph makes
clear is that that is also a forward looking exercise, also about competitive conditions.
Market shares are a relevant consideration when assessing the extent or degree of market
power and that market shares above 50 per cent give rise to a presumption of dominance.
So this is the nature of the exercise that Ofcom was engaged in, a forward looking exercise
aimed at determining whether competitive conditions in the various exchanges were
sufficiently similar to justify including them in the same geographic market, and also to
assess the extent of any market power in order to determine whether there was SMP and
what remedies might be appropriate.
How did Ofcom go about this exercise? In overview, and as we will see from the market
review statement, we say that there are effectively three elements to Ofcom’s market
definition. First, there are the three markets themselves which are basically buckets of local
exchanges, and Mr. Pickford showed you the lists of exchanges in the appendices to the
notification at the back of the market review statement, so they are, if you like, the outputs
of the market review process, the market identification process.
Secondly, there are the criteria that Ofcom used in sorting exchanges between these three
buckets and these criteria allocated exchanges between the three BT national markets based
on two indicators of the state of the market as at December 2010. The first indicator, and
the only one used in relation to Market 1 was the number of so-called ‘principal operators’
as at December 2010.
The second indicator, which was used in addition to the number of operators in order to
classify exchanges between Markets 2 and 3, was BT’s market share at a given exchange as
at December 2010. So those are the criteria.
Thirdly, there is the underlying economic analysis which we say underpins the criteria that
Ofcom adopted. This analysis was the basis on which Ofcom concluded that the criteria
were good indicators of competitive conditions at the exchange level in December 2010 at
the start of the period, and also on a forward looking basis over the whole period of the
market review up until December 2014. So there is economic analysis that addresses both
of those points, the soundness of the classification as at December 2010 but also on a
forward look basis are these pots that we have arrived at of applying criteria okay? Do they

match up with competitive conditions that can be expected over the forward look period?
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We say that all three of these elements are essential and inseparable components of Ofcom’s
market definition. You cannot take any of them in isolation, in particular you cannot just
take the criteria and ignore the analysis which underpins the criteria and the lists of
exchanges. That analysis is key. We say that this is exactly what Talk Talk has sought to
do. It takes the second element of Ofcom’s market definition, the criteria applied to
categories of exchanges by reference to the state of the market in December 2010 and says
that if you applied those criteria afresh in July 2011 you would arrive at a different list of
exchanges at the first level. Talk Talk thereby overlooks the substantive reasoning, which I
will come to — which I have already averted to — this 70 to 80 per cent finding.
Mr. Pickford took issue yesterday, and I should perhaps pick this point up quickly now,
with the distinction between criteria used to define markets, and the economic analysis
supportive of the markets thus defined, and his point was that the criteria used, and the
economic analysis should be aligned with one another. We have no problem with that, we
agree, of course, and we say that in this case the criteria applied were to assess the state of
the market as at December 2010, and that is the aspect of the criteria that he overlooks, the
‘as at December 2010, and that qualification was supported by sound economic analysis of
how conditions in the market would develop over the period of the market review.
If he goes further and suggests that the criteria used and the economic analysis should be
one and the same, then t here we part company from him. Often, when involved in a large
classification exercise, such as the one which Ofcom was performing here, it is both
necessary and appropriate to identify readily applicable rules that can be used to identify in
broad terms how to classify this pot of 10,000 exchanges. You cannot perform a tailor
made assessment in each exchange; that is clearly not remotely possible, and Ofcom’s
criteria were of this nature. It would have been impracticable for Ofcom to perform an in
depth competition assessment in relation to conditions in every exchange and so criteria
were needed to be devised by reference to underlying principles to ensure that they were not
arbitrary. That is what Ofcom did, it arrived at criteria that fit with the economic
assessments, both in December 2010 and then the forward look.
Let me now take you to the market review and the charter control statements to make these
points good. The market review statement is at CD2, tab 6. Can I take you to the
introduction s.2, which begins on p.824, and then turn on to p.828. There is a heading two-
thirds of the way down the page: “A forward look at future market developments”:

“Rather than just looking at the current position, market reviews look ahead to how

competitive conditions may change in the future. Our evaluation of the current
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market takes into account past developments in evidence. Then we assess whether
any lack of effective competition is durable by considering expected or foreseeable
market developments over a reasonable period in the future.
The actual period used for this forward look should reflect the specific
characteristics of the market and the expected timing of the next review. In this
market review we have looked at potential developments over the next four years.”
That is up to December 2014. So this is doing what the Commission said Ofcom should do
in the paragraph to which Mr. Pickford drew your attention in the guidelines, picking a
period for the market review over which to assess competitive conditions on a forward look.
Just to note in para. 2.31, the final sentence:
“This period of forward look also covers the entire period over which we will set
the charge control that we have decided to impose in Market 1.”
So if the market definition is good for the market review period it is good also for the
charge control period.
We then see a discussion about the consultation process starting at para. 2.34 and a
reference to two consultations, the first on 23" March 2010 referred to in 2.34, the second
on 20™ August 2010 and that is referred to in para.2.37.
Then at para. 2.39 you see an important point:
“With this statement we are publishing our final conclusions on our review of the
WBA market, taking account of the two consultations and the responses to them.
On 16 November 2010 following the end of the second consultation period, and
just before we published this statement, Talk Talk announced its intention to
unbundled a further 700 BT exchanges. We have included our analysis of the
implications of this within this statement.”
So the first indication that the Talk Talk roll out plans, which are at the core of Talk Talk’s
case were already well in Ofcom’s sight at the time of the market review statement in
December 2010.
Then we come to market definition in s.3. You see at 3.4 the ‘wholesale product market’
definition, we do not need to go there, it is not contentious. At para.3.5 we see quite a crude
summary of the four separate wholesale geographic markets setting out in partial form,
broad overview of the criteria. I should say that there are these periodic bullet point
summaries and, as I hope to show, they do not actually quite capture the criteria which
Ofcom was in fact applying, one needs to look at the analysis, the substance, the discussion

to see how that is the case, and I will do so as we go along. But you will see already at
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para.3.5 a statement that Market 1 is characterised by exchanges where only BT is present,
and that is qualified in a number of respects, as we will see.
At 3.7 you see:
“We also include a discussion on our view of Talk Talk’s intention to unbundle
further exchanges, and how this impacts our geographic market definition ...”
So Talk Talk’s plans specifically relevant and taken into account in relation to market
definition.
We can now turn on to geographic market definition which starts on p.843 at para.3.65. At
para. 3.69 Ofcom begin a brief overview of the summary of data sources and analysis, and
at paragraph that we rely on as important:
“With regard to coverage and network expansion plans by the POs [principal
operators] we received information on both committed plans and further
uncommitted plans. We have used both of those to form a view on the potential for
further investment during the period covered by the review along with data on
average exchange size and hence the viability of entry and past trends. However,
we have decided to only rely on committed plans and the exercise of counting the
number of POs in an exchange for the purpose of the market definition.”
What that is saying is the criteria were limited to committed exchange plans, they did not
take account of uncommitted exchange plans, so to that extent Talk Talk is right to say that
we did not take account of uncommitted plans. It is also making clear that in the underlying
assessment Ofcom certainly did take account of the uncommitted as well as the committed
plans. It was not as though it closed its eyes to all of the future developments that were
anticipated, it just said that the criteria would reflect only the committed plans, and it had
good reasons, as we will see, for reaching that conclusion.
There is then a summary of the first consultation beginning at 3.77, and at 3.78 you will
note from the first sentence that the methodology seeks to identify areas with sufficiently
homogeneous competitive conditions and applies it to those cases where it has been
established that a national market cannot be defined on the basis of common price
constraints.
So efficient homogeneity of competitive conditions were at the forefront of Ofcom’s
analysis, and that is, you will recall, the passage I showed you in the guidelines. That is

exactly the exercise that is required for geographic market definition.
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In 3.79 to 3.81 there is then a description of the process which Mr. Pickford has already
described of basically aggregating these little markets which are in local exchange areas to
arrive at manageably sized markets where competitive conditions are similar.

Just one point in relation to that, on principal operators, these are a defined category of
operators that are considered large enough nationally to be taken into account as a credible
competitive constraint on BT. The operators classed as POs were BT itself, so there Market
1 if you like is a market with one PO present, that is BT. Cable & Wireless, O2, at that
stage, because this is summarising the first consultation, Orange — although, as we will see
in a moment Orange actually dropped out of the category of principal operators because it
entered into an agreement with BT to buy their WBA products, and therefore it was not
really active at the LLU level so as to compete at the WBA level with BT.

“Talk Talk and, in those local exchange areas where cable coverage exceeded 65 per cent of
... Tthink “DPs” are distribution points — is that right? Delivery points, they are basically
the premises, “Virgin Media”. So Virgin Media only counts where it has a 65 per cent
coverage of premises within a given local exchange area otherwise it is not big enough to
constitute a competitive constraint on BT.

Then at 3.84 we see one of these lists of bullet points defined and we see here the origin of
these criteria was from the first consultation and in fact it traced back before that to the
2008 WBA review, the previous market review, and these were clearly stated by Ofcom to
be proxies for the degree of competition. They were reasonable criteria to adopt because
when you looked behind the criteria and analysed other indicators of market power and
competitive constraint one found that they correlated well and that was an exercise that was
performed in the first consultation — I will not take you there, but if you just go to the
relevant section, which is cited in the footnotes, you will see there, should you choose to do
so that behind those criteria was always an economic assessment of why the number of POs
present was an appropriate criterion to adopt.

The Market 1 bullet there, we can already see that this is a shorthand: “exchanges where
only BT is present” is a shorthand way of saying exchanges where BT is the only PO
present because there will be other operators present in the number of exchanges where
there are no POs. For example, there might be Virgin Media with a market share of less
than 65 per cent, and that is the case as we will see later, in relation to a number of
exchanges in Market 1. Also, there may be other small operators, niche operators, who
have entered particular exchanges for one reason or another. So that is the position as at the

first consultation.
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We then move on to the second consultation which is summarised from 3.103 onwards. In
para. 3.103 we do not need to read it but there is the point about Orange falling out as
principal operator, and that was one reason for further consultation.
The other reason is summarised in the final sentence:
“The new rollout plans we obtained from LLUOs showed continuing expansion by
operators and suggested that the potential for new rollout is higher than we had
anticipated when we first consulted.”
So the consultation process in the market review was throwing up a better understanding of
the market as a result of information request and consultation responses — more potential for
entry than perhaps there had previously been (that was found at the stage of the second
consultation).
The consequence of that is not actually spelled out here, but if one goes to the second
consultation — I will not take you there now but just for your note — the reference is defence
bundle, tab 9, p.18, para.3.48, second bullet, and then at para.3.52 as well. There is an
explanation in the second consultation that Ofcom decided to take account of the potential
for further roll out by including firm roll out plans when deciding whether an exchange fell
in Market 1 or Market 2. So where an operator could come forward and say: “We have
plans, and they are firm plans” when the market review was being completed those would
be taken into account.
Again, if one looks at the thumbnail sketch at 3.109: “Market 1: exchanges where only BT
is present.” Again, this needs to be qualified doubly. First, it is exchanges where BT is the
only PO present; and secondly, it is exchanges where BT is the only PO present or forecast
to be present on the basis of firm or committed rollout plans.
The other point to note about the second consultation is that at para.3.107 you see the
introduction of another criterion as a dividing line between Market 2 and Market 3. A 50
per cent threshold was chosen to separate Market 2 and Market 3. This was because Ofcom
recognised that the classification based only on number of operators present was not fine
grained enough as regards the border between Market 2 and Market 3, so you had to bring
in a Market share criterion as well to make sure that in relation to one group of exchanges,
i.e. exchanges were three POs are present, you divided between those where there was still
more than 50 per cent market share, where market conditions justified placing them in
Market 2 and subjecting BT to continuing SMP conditions, and those where the market
share had already fallen below 50 per cent, and assume the market was therefore effectively

competitive.
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This also was a forward look decision, and you see that from para.3.107.

“A 50 per cent threshold was chosen to separate Market 2 and Market 3 on the

basis that this is the standard threshold at which SMP can be presumed according

to Commission guidance and case law and that, compared to a lower threshold

(most obviously 40 per cent, below which the existence of SMP is usually thought

to be unlikely) is also high enough to allow for the effects of continued rollout

by POs”.
Now, what that is saying is, of course, market share is going to change over the period of
the price control. We recognise that this 50 per cent is being applied at the start of the
charge control to classify exchanges and that, over the period of the price control you will
see further erosion of BT s market share by competition as a result of competition in
market 2 where there are already POs present. But there is enough headroom before you hit
the 40 per cent threshold below which it would be unlikely that there would be SMP to
justify adopting a 50 per cent market share threshold at the start of the period.
So, this is the first example of Ofcom clearly temporising, if you like, these criteria. If you
look at the criterion as set out at market 2 in this thumbnail sketch, really it is subject to an
implicit qualification, as is clear from that paragraph we have just seen. It should say,
“Exchanges where two POs are present or forecast and exchanges where three POs are
present or forecast but where BT’s share is greater than or equals 50 per cent at the start of
the review period as at December 2010”.
The point is that that criterion looks, I mean, it determined where the exchanges fell as at
December 2010, but it was appropriate nonetheless, because Ofcom had a good basis for
saying, “Over the period of the market review, although there will be a change in
competitive conditions we are still comfortable that those exchanges should fall within
market 2, they are sufficiently homogenous to be grouped in market 2 and to be subject to
the remedies which are applicable in market 2”.
And imagine for a moment that an appeal were brought by someone who did not like the
classification of market 2 and market 3, and they were to come along and say, “By July
2011 the market share at exchanges X, Y and Z had fallen below 50 per cent, would that
provide a material change requiring the market to be re-classified?” But, our answer would
be “No”, because there was a sound underpinning in economic analysis to justify applying
the criterion at a given point in time, and the classification achieved on the basis of that

criterion being sound over the forward look period of market review.

18



O© 00 O &N »n b~ W N =

W W W W W N N N NN N N N N N ek e e e e e e
AW N = O 0N R WD RO 0NN N R W N = O

Moving forward, I want to take us now, if I may, to the responses to the second consultation
and Ofcom’s comments on those responses which begin at 3.169, I am sorry, I am skipping
past those — I want to look at the developments since the second consultation. The
discussion of that begins at para.3.169, and this is the all-important passage in the market
review statement which Mr. Pickford has taken you to some of.
The first point to note, the development that Ofcom is mindful of is Talk Talk’s
announcement in November 2010 of its rollout plans. So, we are considering here the
rollout plans which are now cited as a material change after December 2010. You will see
at para.3.170 the plans are not —

“Talk Talk has not currently committed to deployment in any specific exchanges”.
And that is not in dispute. At 3.171 Ofcom explains that:

“Consistent with our approach to uncommitted plans from other POs, we do not

consider that it would be appropriate for us to attempt to select which exchanges Talk

Talk may unbundle in the future”.
The point is, you need to know which exchanges, given the criteria that are being applied, to
know how to classify the exchanges. Ofcom could not very well guess which exchanges
Talk Talk might be rolling out into. So, Ofcom then considered what it should do. And at
3.172 it identified two options. The first was to delay publication, to postpone the market
review until some later date while Talk Talk’s plans became more concrete. Alternatively,
as it indicates in the final sentence,

“We could conclude the review if we consider that the conclusions remain appropriate

[that is the conclusion about market definition] taking account of Talk Talk’s plan”.
And Ofcom, as we will see, concluded that the latter was the case, that there was not any
reason to delay because these rollout plans would not make any difference to its substantive
analysis.
Turning over the page, at 3.176 Ofcom notes that:

“Given the timeframes for assessing the feasibility of deployment and for the

deployment itself, it is unlikely in our opinion that Talk Talk will be in a position to

exert a practical constraint in any new exchanges for a period of six to nine months”,
Since the market review period. So there is a time lag before Talk Talk rolls out. Now,
pausing there, we say that this is consistent with Mr. Heaney’s evidence to the Tribunal
about how matters have subsequently turned out. And if I could just take — I am sorry to
interrupt the flow of the market review statement, but this is a point I think worth

illustrating by reference to the now celebrated figure 1 in Mr. Heaney’s statement. If we
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could pick up again the Core Documents 1 bundle and turn to tab.2 para.20. You see there
that of the — I am just checking that, no, there is nothing confidential — that, of the 556
exchanges planned for rollout in market 1 Talk Talk had only managed to actually
unbundle, to deploy 17 by July 2011. That is six months in. If one looks over the page at
figure 3, para.23, again I think this is non-confidential, the number of market 1 exchanges
out of the 556 that are unbundled after 9 months was 92. So, we can see that the process is
beginning. The rollout is under way on the basis of these figures, but is still at an early
stage of deployment, exactly as Ofcom anticipated in that paragraph which I showed you a
moment ago, in para.3.176 of the market review statement. So, going back, if I may, and
resuming where I left off, in the market review statement.
So, Ofcom then considers whether a price control is still appropriate to exchanges that are
subject to future rollout, and gives its preliminary conclusions on that question at 3.182.
The Tribunal has read this paragraph during the course of Mr. Pickford’s opening. The
point that I would emphasise is the finding which is to be found in that paragraph in the
second sentence as regards the 70-80 per cent. So:
“Based on the potential for migration of customers from BT wholesale products onto
Talk Talk’s own network, and considering the effect when a second PO is present in
other exchange areas, we are of the view that even if Talk Talk deploys towards the
start of the review period, BT s market share would be likely to be at least 70-80 per
cent in the exchanges where Talk Talk deploys at the end of the review period ...
Where BT’s share is at this level and it faces competition from only one other
provider, a charge control may still be considered to be an appropriate remedy”.
So, sir, we say that is the crucial finding of fact, the economic analysis which is not
challenged in these proceedings which goes to support the classification that Ofcom
adopted.
And then turning forward to 3.183, the first part of this paragraph was not one that
Mr. Pickford I think took you to.
“It also needs to be remembered that market definition is not an end in itself but rather
is a means to setting market boundaries within which SMP and the need for certain
remedies can be assessed. In carrying out a geographic market analysis where
exchanges are grouped, it is inevitable that a range of exchanges with slightly
differing competitive conditions may be grouped together”.
So, that brings us back to the point that we saw in the guidelines, that competitive

conditions do not need to be identical. It is sufficient that they are homogenous enough.
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“For example, our assessments have included exchanges where two POs are present or
forecast to be present in market 2, along with exchanges where three POs are present
or forecast to be present. It could be argued that the competitive conditions in
exchanges where two POs are forecast to be present are sufficiently different to
exchanges where three POs are already present and that therefore they should be
grouped differently. However, this could lead to very small markets that would be

unmanageable at a practical level”.

So, you could argue in favour of dividing market 2 further. But you would end up with
endless numbers of baskets. And in the end what you are looking at, this is in order to
determine market power which is in turn in order to determine whether remedies should be
imposed and what remedies should be imposed, and you need to look at the end point when
deciding what degree of granularity you go to in your market definitions.

THE CHAIRMAN: Yes.

MR. HOLMES: Ofcom then continues:

“But it could be argued that exchanges where two POs are forecast to be present (but
only one is currently present) are also similar to exchanges where only one PO is

present, so that they should be included within market 1.

And that indeed is the conclusion that Ofcom reached.

“We have attempted to address this by only including firm forecasts of PO rollout in
our assessment. This effectively reduces the period when only one PO is present and
increases the period when two POs are present and BT is subject to the constraint of
the second PO. In the case of the exchanges that Talk Talk aims to unbundle, it is not
clear these could be treated in this way, since the time when BT is the only PO would

be significant when compared to the overall period of the forward look™.

Now, the point being made here is that timing is all. It really is explaining why it is
reasonable to say that an exchange that was committed as at December 2010 should fall into
market 2, one which commits after December 2010 should fall into market 1. It is because
the time period during which the new entrant would grow to exercise a competitive
constraint would, other things being equal, could otherwise be expected to be greater in

relation to those exchanges that committed to roll out before December 2010.
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We then come on to 3.184 which is now considering exchanges that could move from
market 2 to market 3. And again, Ofcom notes that you would be need to know which
exchanges before you go about classifying them. And then, when you did that, you would
be also need to work out market shares, and this is because of the second criterion that was
introduced as between market 2 and market 3. And what Ofcom says is that this would all
take time. Could add to the timescales required for the review. And you see in para.3.185
in the passage that Mr. Pickford relies on, that Ofcom says that this,
“Could add to the timescales by which the review would be delayed and again, could
lead to the need for re-consultation and, potentially, re-consideration of remedies. For
example, a move of exchanges where three POs are currently present or forecast from
market 2 and into market 3 when coupled with the movement of exchanges where
currently there is only BT present (with a forecast deployment by Talk Talk during the
review) into market 2 could represent a sufficient shift in competitive conditions in
market 2 that a more stringent approach to price regulation would be warranted”.
Now, the point that is being made here, sir, is that the delay to the market review would
appropriately mean that you would have to look, you would have to apply the criteria at the
start of the market review period, because the exchanges that committed between December
2010 when Ofcom decided to delay its market review in this counter-factual situation, and
the date when the market review was ultimately set, would be comparable in substance to
the exchanges that had committed to unbundle prior to December 2010 in the world where
Ofcom set its market review in December 2010. So, it is the temporal point again. You
have to apply the point from the start of the market review period, you have to apply the
criterion from the start of the market review period in order to differentiate between the
exchanges that are already committed where you could foreseeably see a constraint on
competitive conditions, a constraint on foreseeing a change in competitive conditions, over
the forward look period, and those which become committed only after the start of the
market review period. If you push the market review back, you have to push the exercise of
classification back. That is the point that is being made there. And Ofcom then goes on to
note that if you did do that exercise later and you found that the market classifications had
shifted so you ended up with different pots at a later date, you would also then have to go
along and reconsider the remedy, which is simply a matter of common sense. This is
because the exchanges that moved might be sufficiently competitive to fall out of market 1,
but their inclusion in market 2 might alter the overall extent of BT’s market power in that

market, potentially necessitating more stringent SMP conditions to be set. So, you could
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not then with different markets just assume that your remedy would be the same. But the

key point is that the market review would then be starting at a later date and would run for a

longer period. And that is why what Ofcom is saying here is fully consistent with its refusal

to take into account for the purposes of its criteria as at December 2010 rollout plans that

were still uncommitted as at that date.

We then come to the conclusion in paras.3.187-3.190. And you see there, in the second

paragraph, so, first of all Ofcom accepts at 3.187 that there is greater scope for LLU

deployment than had previously been considered. But Ofcom notes that:
“The aim of geographic market definition is to assess the markets in which market
analysis can be undertaken. The grouping is based on assessing the extent of
heterogeneity between different exchanges”.

Ofcom then goes on in para.3.189 to consider what the competitive conditions are:
“We also consider that for the period covered by this review the exchanges where
Talk Talk intends to deploy will be likely to have similar conditions to the markets in
which they are currently allocated. This is because of the rollout timescales which
mean that Talk Talk are unlikely to have any exchanges unbundled within the next
nine months, and rollout will be ongoing throughout the forward look period of this
review. Therefore it is our view that exchanges allocated to market 1 where Talk Talk
subsequently deploys can, for the purposes of the market analysis exercise, be
considered to have competitive conditions that are sufficiently similar to exchanges in
market 1 where Talk Talk does not deploy. In the next review, when Talk Talk’s
deployment has been confirmed, the effect of this deployment can be taken into
account. A similar argument holds for exchanges in market 2. in the specific
situation of this market review we do not think it is inappropriate that exchanges
where BT is expected to have very high market share and will face only a single
competitor entering at some point during the market review period should be subject
to a charge control”.

And then, in 3.190:
“Therefore, we conclude our market definition remains appropriate”.

And then, just to note the conclusions on market definition over the page in 3.191-194, you

see the geographic market definition. This is just to conclude a submission that I have been

developing as I have gone along. These are only thumbnail sketches. They are, sort of,

broad summaries of the position, but they do not even capture the criteria, still less the

economic analysis which lies behind the criteria. And so “Market 1 exchanges where only
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BT is present”, that should actually read, “Exchanges where BT is the only PO present or
forecast to be present on the basis of committed rollout plans as at December 2010” and we
see that as at December 2010 from the reasoning which shows that Ofcom was fully aware
that during the market review period they would be entering. So, obviously this criterion
was intended to apply as at December 2010. Moreover, there was a basis of economic
analysis in support of that temporal aspect of the criterion.

Now, sir, I am aware of the time, but I do think it is important to show you how we went on
to develop, how Ofcom went on to develop its reasoning on significant market power and
remedy in light of the questions that the Tribunal was posing yesterday in relation to the
sections 87 and 88 criteria. I could either give you the references, or if it would be helpful

I could just try and go through the document relatively rapidly.

THE CHAIRMAN: Yes. Why do you not go through it? That might be of assistance.
MR. HOLMES: Sir, I am grateful. So, s.4 deals with market power and I should say just in

passing Talk Talk says that the market analysis for the purpose of SMP is irrelevant because
there is SMP in both markets 1 and 2. We say that is not quite right because the degree of
market power remains relevant in understanding both the market boundaries and the
differentiation of the remedy. So one does need to consider the degree of SMP, and that is
captured by the market power assessment. Indeed you see that in s.88.1 as Mr. Pickford
himself recognised. The market analysis there referred to, which is the basis for the market
power determination, goes to determine the appropriateness of the remedy. So, one does
need to look at SMP. One cannot simply cast it aside on the basis that both markets 1 and
market 2 are found to have SMP. BT is found to have SMP in both.

At 4.1 we see, “Market definition is not an end in itself’. Geographic market — you define
the market in order to assess whether there is SMP. At 4.2 you see the finding that BT has
market power in both 1 and 2 but that no operator holds a position of SMP in market 3. At
4.4 you have the point again that Ofcom took account of Talk Talk’s intention to unbundle
further exchanges, and looks at how that would impact on SMP analysis.

So, all through this document Ofcom is fully aware of and taking account of the material
change which, the allegedly material change which is relied on in these proceedings.

At 4.9 you find the beginning of Ofcom’s market power assessment in market 1; 4.11
shows the average market share for BT is six months previously, which was 98.7 per cent,
less than 100 per cent because of some competition from operators not qualifying as
principal operators. Then there is a consideration of all of the standard elements affecting

market power — barriers to entry; sunk costs; economies of scale, scope and density; and
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countervailing buyer power. Then a discussion of the consultation responses and then,
starting at 4.36 Ofcom’s analysis of developments since the consultation. And we see in
para.4.36 at the bottom of the page:
“The further rollout plans announced by Talk Talk a few days before the conclusion of
this market review may, over the life of the market review period, lead to entry into
exchanges covering a similar, or slightly larger, portion of market 1. Therefore, we
accept that there exists potential for deployment in market 1.
Again, full awareness that there would be further rollout.
“However, we also note that the POs other than Talk Talk have a much smaller
coverage footprint. As set out in Table 4.4 below, the POs will have, based on their
forecasts to December 2010, coverage of less than half of market 2 exchanges. As
such, it is our view that in the period of this forward look, investment by other POs in
exchanges currently assigned to market 1 is not likely to be significant, because they
are likely to focus investment in the market 2 exchanges in which they are currently
not deployed as the greater size of these exchanges is likely to provide more
opportunity to gain the scale needed to make investment economic”.
In other words, there are lower hanging fruit for the other LLU operators than the market 1
exchanges, and this is relevant when we come to consider Talk Talk’s other ground on what
investigative steps should have been taken in relation to other LLU operators. We have
here an uncontested finding that those other operators would be more likely, would be less
likely to deploy in markets — their deployment in market 1 is not likely to be significant.
At 4.39 we have again a finding that:
“In exchanges that Talk Talk unbundles towards the start of the review, it may be
expected that BT’s share will fall to 70 to 80 per cent during the period of the review”.
The crucial finding of fact which we say has not been challenged. Then, at the end of that
paragraph:
“Therefore on average, BT’s share is likely to be above 80 per cent even by the end of
this review in the exchanges allocated to market 1.
Average market share of course is relevant when considering SMP across the entirety of the
market. And then, 4.40, just a point about no countervailing buyer power as a result of the
option to go to a supplier other than BT because of the relatively small scale of the entrance.
And then “Conclusion on SMP in Market 1:
“Based on the above and taking into account the greater potential for entry suggested

by Talk Talk’s intention to deploy ... we conclude that BT has SMP in market 1”.
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If I can take markets 2 and markets 3 very briefly, at 4.44 you see the market share as at
June 2010, 64.7 per cent on average. So, a much lower share on average — and I do accept
that this is an average — than the share that one would see at the specific exchanges that
unbundle towards the start of the market review period.
At 4.50, just pausing there “We noted it is consistent”, this is in the first consultation:
“We noted it is consistent with the possibility that, absent regulation, BT could price
above the competitive level”.

Just to show you that Ofcom was addressing itself to the s.88 criteria in this analysis, was
considering whether or not there was a risk of excessive pricing.
Turning forward to p.879 we find the assessment for market 3. At p.880 we see the market
share of 31.0 per cent on average, a really striking difference from the average market
shares for either market 1 or market 2, and we say that this supports the conclusion that
Ofcom is standing back and looking overall at these clumps of exchanges that we had an
entirely sensible scheme for allocating, in terms of the overall competitive conditions in
these three baskets, there is a really marked difference between them. That concludes the
discussion of SMP.
Turning, then, to remedies, we see at 5.1 a summary of the remedies that Ofcom proposes.
In the table you see for Market 1 a list of remedies, and the ones I would like to draw your
attention to are the three penultimate remedies in the Market 1 row, on the basis of charges,
charge control and cost accounting, so all three of those are remedies falling within s.87(9)
of the Communications Act to which therefore s.88(1) applies.
In Market 2, can I draw your attention to the penultimate two remedies, basis of charges and
cost accounting. So you see three different remedies relating to pricing. In Market 1 you
have all three being imposed, or the intention to impose all three including price control. In
Market 2 no price control but nonetheless basis of charges and cost accounting.
At para. 5.5 you will see there is an unnumbered paragraph underneath, which again just
makes the point that Talk Talk’s intention to unbundle further exchanges is taken into
account also in relation to remedy.
At 5.13 Ofcom sets out the s.88(1) criteria which it has well in mind. At 5.28 you see the
approach in the first consultation to Market 1, and you see in the first sentence of 5.28 that
Ofcom at that stage said that Market 1 was:

“... characterised by a lack of competitors to BT due to very high barriers to entry

though high sunk costs and the lack of economies of scale, scope and density for

new entrants.”
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We have seen that that conclusion was somewhat mitigated as the consultation process went
along and Ofcom appreciated that there was further potential to rollout but we will see that
was nonetheless factored into their analysis.

At para. 5.34 you will see there Ofcom stating the view from the very beginning of the
consultation process that BT may have the incentive to set prices above the competitive
level, a risk of excessive pricing, and this would mean that BT s competitors at the retail
level would be forced to pay these high prices in order to provide services on a national
basis. Then four possible solutions including charge control.

At 5.38 and 5.39, just for your note, there is there a discussion which explains why a charge
control may be more appropriate for securing efficiency than a mere cost accounting
obligation, the reason being that a charge control set on an RPI-X basis includes an
incentive on BT which mimics a competitive market to cut its costs on a forward looking
basis. The difference is costs orientation takes BT’s costs as they are and RPI-X control
would impose an efficiency constraint.

At para 5.42 this is still the first consultation, at that stage Ofcom noting there have been
some entries by competitors to BT. Did not expect an absence of regulation would promote
a significant level of efficient investment by POs leading to effective competition. It was
our view that in the absence of regulation “BT would have little incentive to provide
services to competitors of its own downstream divisions.”

So still a need for various SMP remedies.

At 5.46 consideration of whether the price controls were required, and at 5.51 it was our
view that a strict charge control could stifle further investments in LLU thus reducing
consumer choice. So the view was therefore that a charge control was not appropriate in
Market 2. Cost-orientation was still the most appropriate approach. I should just note that
Ofcom’s concern has always been to promote efficient and sustainable investment and that
is clear from the end of para. 5.54. Ofcom has no mandate to promote inefficient LLU entry
and that is a point I will come back to.

So standing back, in the first consultation Ofcom thought that there was a risk of excessive
pricing in both markets, Market 1 and Market 2, but favoured a charge control only in
Market 1 so as not to inhibit the potential for efficient investment.

There is then a summary of the second consultation and the responses received and at para.
5.87 you see a response to an argument made by BT that a charge control is unnecessary in
Market 1 because of the potential for entry, obviously a relevant point to these proceedings.

You will see in the penultimate sentence Ofcom responds:
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“The opportunity for other communications providers to deploy competing
infrastructure in Market 1 is, as discussed in section 4, unlikely to provide a
sufficient constraint on BT’s pricing, even though we accept that Talk Talk’s
intention to unbundle a further 700 exchanges will mean that at some point during
this review period there will be a PO other than BT present in some exchanges in
Market 1.”

So the point here is, yes, there will be entry but no it will not be enough to sustain BT’s

prices sufficiently to avoid the need for a price control in Market 1.

Then at 5.91 and 5.92 there is the analysis of developments since the second consultation so

we consider here the i