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Summary

The Government has set targets for both the competitiveness and the extensiveness of the
UK broadband market. However, in the short term there may be a trade-off between these
goals, and focussing on rolling out broadband may be at the expense of competition. We
agree that the Government is right to aim to make the market both competitive and
extensive, but it is important that both it and the Regulator make clear which is to take
priority in the immediate future. We note at this stage that if the priority is towards
competitiveness there will be a greater role for the public sector to play in ensuring
extensiveness.

For take-up of broadband to rise in the UK, potential users need to be convinced of the
benefits that they can gain from it. This will require a continued increase in the quality of
the goods, services and products that can be accessed via it. Content cannot be entirely
separated from infrastructure matters and, to ensure that this content continues to develop,
the speeds that constitute broadband will have to steadily improve as well. As yet, it is not
clear that the market will deliver this: while companies are developing higher speed
products, much of the growth has been in the cheaper, lower speed products. However, we
are not advocating the type of public investment in high speed infrastructure seen
elsewhere in the world. The Government’s role is to facilitate the roll-out of broadband so
that it is available to those who can benefit and to make certain that the regulatory
framework ensures that commercial decisions by private companies are aligned with the
wider economic and social needs of the country.




1 Introduction

Background

1. Broadband is the technology that allows permanent or ‘always on’ access to electronic
communications at much faster speeds than have been available with traditional ‘dial-up’
narrowband internet connections. Broadband has been seen as a vital component of the
‘knowledge economy’ that the Government has emphasised so strongly, and is also seen as
a driver of economic growth and competitiveness. In its written submission, the DTT cites
evidence that suggests that the use of broadband could result in productivity savings of £3.5
billion and £1.2 billion cost savings for Small and Medium-sized Enterprises (SMEs) in
Britain. ' One recent report went as far as to suggest that broadband could have a similar
economic impact to the introduction of electricity.” Whilst not subscribing to such a
dramatic view, we have no doubt that broadband will have a far-reaching impact and that
it is important that the UK is able to capitalise on the opportunities that it creates.

2. For businesses, broadband can transform the relationship between a company’s
employees, and between a company and its suppliers or customers. The British Chambers
of Commerce concluded that:

“[bJroadband has the power to transform business, not just though faster
downloads or emails and attachments, but also by enabling companies to be more
productive and competitive by using e-enabled applications. A broadband
connection opens up a wide range of opportunities for businesses, including
enabling them to link directly to their customers and suppliers, to access key
accounts from multiple locations, and to communicate effectively from a distance
via video conferencing. A broadband connection can also help business control
costs by outsourcing key business functions such as payroll, accounting and
training”.’
3. For domestic users, broadband opens up a range of leisure possibilities such as on-line
gaming, and film and music downloads. But it also allows for easier on-line shopping or
banking and has the potential to enable access to an array of information about public
services. It also offers much greater possibilities for homeworking.* Such is broadband’s
perceived importance, we went as far as considering whether a Universal Service
Obligation (USO) might be necessary to ensure that every household can access
broadband—this is discussed in more detail in Chapter 3.°

1 App 9
2 Broadband Industry Group, The Economic Impact of Competitive Market for Broadband (November 2003), p. 21-22

3 British Chambers of Commerce, Business Broadband: A BCC Survey (September 2003), p. 1. See also Broadband
Stakeholder Group , Third Annual Report & Strategic Recommendations (January 2004), Chapter 3.3 (hereinafter
'Third Annual Report')

4  Broadband Stakeholder Group, Third Annual Report (January 2004), Chapter 3.2

5 iSociety has conducted a detailed study of domestic broadband use. J. Crabtree & S. Roberts, Fat Pipes, Connected
People: Rethinking Broadband Britain, iSociety (October 2003)



4. The Government’s expressed aim is to create the most extensive (or widely available)
and competitive broadband market in the G7 by 2005.% In this Report, we examine the
current state of the UK broadband market against this aspiration, and the role played by
the Government, the regulatory regime and the companies involved in the sector, in
achieving it.

Broadband Technologies

5. Broadband can be accessed by a variety of means. The most widespread means is by
Digital Subscriber Line (DSL) which allows broadband to be delivered via the telephony
network once the local exchanges have been suitably enabled. The most common form of
DSL is Asymmetric (ADSL), meaning that download speeds are quicker than upload
speeds. Broadband is also commonly available through the same cable network that carries
cable television and through radio links (known as Fixed Wireless Access).

6. Satellite is an established technology for delivering broadband, though in the past it has
proved too expensive to be a truly mass market product. However, if satellite broadband
becomes available through Sky TV mini-dishes, it could become a mass-market product.
The difficulty is that, as these dishes are made for receiving rather than sending signals,
uploading will have to be via another means such as a dial-up connection and will
therefore be much slower.” Two way satellite broadband is, however, increasingly available
and, whilst the initial costs of equipment and installation may be higher than for some
other technologies, monthly charges are now closer to those of ADSL and cable.® New
commercial developments are increasingly likely to have fibre connections that can carry
broadband, though, because of the cost, usually only in areas that are likely to have
particularly high demand. Dedicated Leased Lines, frequently fibre, are available for
exclusive use; but, again, because of the cost, they are generally only used by large
companies or by smaller specialist companies who have a sufficiently high demand to
justify the cost of a dedicated line.

7. There are also some emergent technologies that will allow other means of broadband
access. Currently companies are holding commercial trials sending broadband along
powerlines, though there is no immediate prospect of this coming to market.” Third
Generation mobile phone (3G) technology is now available and is promised to deliver
internet access at speeds up to 300 kilobits per second—many times faster than traditional
dial-up connections.

Defining Broadband

8. Whilst broadband is a term that is much used and has been the subject of considerable
attention, we found that there is disagreement about what actually constitutes broadband.
Oftel used a number of definitions before they settled on ‘always on’ and with speeds in

App 9
See App 24
Broadband Stakeholder Group, Third Annual Report, p.49
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excess of 128 kilobits per second (kb p/s)—less than three times faster than the 56 kb p/s
available through narrowband. This criterion was subsequently modified to 258 kb p/s."
But more recently still, they have abandoned attempts to specify a speed and now define
broadband as being always on, allowing voice and data services to be used simultaneously,
and being faster than narrowband. This redefinition acknowledges that, because what
constitutes broadband evolves over time, the speeds that may constitute broadband in one
year will have ceased to do so in the future. However, it also means that, in the context
where some countries have invested in infrastructure that can deliver speeds many times in
excess of those available in the UK, international comparisons of, for example, the extent of
roll-out or price, may not be on a like-for-like basis.!* NTL were prevented from marketing
an always on, 150 kb p/s service as ‘high speed broadband’ but seem to have found a
market for it as ‘entry level broadband’.”” But the received industry definition, and that
which consumers evidently seem to expect from broadband, is always on and 512 kb p/s
speeds; though with the increasing availability of 1mb p/s products, this will inevitably be
revised."*

9. This is not merely a semantic distinction. Speeds being rolled out in a number of other
countries are considerably in excess of even the 512 kp p/s ‘industry standard’. By contrast,
we were told that some UK service providers are already bringing in measures to try to
limit the volume of material downloaded each day because of constraints of available
bandwidth.”” Moreover, different speeds can prove a constraint on the range of services
available. Speeds of 130 to 300 kb p/s offer services such as audio streaming and high speed,
multi media web browsing. At 500 kb p/s, video conferencing becomes a possibility. Speeds
of 1 megabits per second (mb p/s) allow for more sophisticated, three dimensional graphics
and peer to peer working, and at 2 mb p/s real time films are available. Above 8 mb p/s,
high definition television can be accessed.'®

10. Average German and Dutch broadband speeds are 768 kb p/s; in Canada, 980 kb p/s; 1
to 2 mb p/s in the USA; and in Japan 12 mb p/s."” NTL claimed that there was, as yet, a
limited demand for the sorts of high speed broadband products available abroad—higher
speed packages are available in the UK, but at such a premium they are not a mass market
product. But even accepting this, it would be mistaken to concentrate on rolling out
broadband without regard to the speed of the service that is being rolled out: without the
capacity to provide the most up to date services, the UK may find itself at a disadvantage
economically.'

11 App38

12 Oftel Wholesale Broadband Access Market (16 December 2003)
13 App 8; App 19; App 20

14 App 14

15 Q 13 (Consumers’ Association)

16 Ibid.; App 8

17 App 14. BT has recently introduced a 1 mb p/s wholesale product.

18 As well as total bandwidth, speed is also dependent on ‘contention ratios’—the number of users who are sharing it.
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2 Competition in the UK Broadband
Market

The Retail Broadband Market

12. In aiming to make the UK the most competitive broadband market in the G7, the
Government has established a set of indices, based around competition and choice in retail
and infrastructure as well as price, by which this can be measured.” On the basis of these
indices, the Government claims that the UK is now the third most competitive market for
broadband in the G7.%

13. If judged by the number of internet service providers (ISPs) operating in the broadband
retail market, the UK can clearly be considered competitive. A wide variety of companies is
competing to provide the interface between the customer and network, from large
internationally owned companies such as Freeserve and AOL, to much smaller ventures.
The Internet Service Providers Association (ISPA), the ISP trade body, has almost 90
members, whilst, in its submission, Energis estimates that there are 200 in total.”!

14. It is important to note, however, that competition should be judged not only by the
number of suppliers, but also by the degree of product differentiation in the market; and in
this area, we were told, there is far less choice, as the ISPs are constrained in what they can
offer by the limited wholesale market. It is true that prices have fallen significantly over the
last year—however, this has been as much the product of regulatory intervention as of
market forces.

The Wholesale Broadband Market

15. For the reasons outlined in paragraphs 5 to 7 above, whilst other technologies can
deliver broadband, at present they are too expensive, too limited in geographical coverage,
have significant disadvantages or are at too early a stage of development to be serious rivals
to the ubiquitous fixed line telephony network. Therefore, in practice, the mass broadband
market is currently confined to ADSL via BT’s telephony infrastructure, and to cable. Only
BT is obliged to provide access to its network—the main cable operators, NTL and
Telewest, are not deemed to be nationally dominant and able to act independently of the
market. Consequently the regulator has no mandate to force them to make their network
available to other service providers in the way that BT has had to. AOL has negotiated a
deal to offer a broadband service over NTL’s network, but this is a commercial
arrangement between the companies: NTL is not under the same obligation as BT to make
its network available on demand.*

16. BT allows access to its network through the sale of two wholesale packages—IPStream
and DataStream. IPStream is BT’s ‘end to end’ product. DataStream, by contrast, allows

19 App?9

20 Stephen Timms MP, Speech to the Broadband Stakeholder Group Conference (October 29 2003)
21 App 16; App 13

22 Q222 (Oftel)



operators with their own networks the ability to transfer broadband traffic from BT’s
network onto their own. By enabling these other companies to pass any efficiency savings
or innovations onto ISPs by offering wholesale alternatives to IPStream, DataStream thus
offers the potential for greater price competition and product differentiation in the
wholesale market. This, in turn, can enable the ISPs to offer a greater variety of broadband
products in the retail market.

17. Prior to June 2002, BT only offered an IPStream, ‘end to end’, wholesale product but
the company was forced by the regulator to introduce the DataStream product to bring
about an increase in competition and diversity in the wholesale market and, therefore,
promote competition in the retail market.” To date, however, DataStream has failed to
have the competitive impact that had been hoped for. Its failure to do so was attributed to
the different regulatory regimes that IPStream and DataStream are subject to, and the
potential for BT to exploit this and thus retain customers on its end-to-end product.**

18. The price of access to BT’s network via DataStream is set by the Regulator. In the
narrowband and voice telephony markets, the access price is set on a ‘cost plus’ basis.”> But
in the broadband sector, the price for network access, via DataStream, is calculated on a
‘retail minus’ basis.?® Using the retail minus method produces a higher price for access than
the cost plus method would.

19. The justification that the Regulator gave for opting for the higher access charge was to
encourage BT to continue to invest in the improvement and expansion of its network. But
in addition to this, the Regulator hoped that the more generous pricing method would
encourage investment in alternative networks that may be rolled out in the near future,
such as satellite, fixed wireless, or broadband via powerlines.” If DSL prices were driven
down too far, there would be no incentive to invest in alternative methods of delivering
broadband. Furthermore, the Regulator has argued that ‘retail minus’ allows greater
margin for error in implementing regulatory decisions. Any errors in calculating cost plus
pricing might have serious implications for BT’s continued investment in broadband roll-
out; retail minus pricing amounts to erring on the side of caution.?®

20. In their written evidence, Energis claimed that Oftel’s decision to apply retail minus
methodology to pricing DataStream was based on flawed assumptions about the level of
risk faced by BT in its broadband roll-out; the lower prices produced by a cost plus
approach would still have allowed BT scope for broadband roll-out given the scale of
investment required to offer an alternative network and BT’s inherited phone network.
Others have also suggested that a shift to cost plus pricing would be necessary to reduce
prices sufficiently for DataStream to take off: “AOL’s recent experience is that there is
insufficient margin in the supply of DataStream for BT’s rivals to effectively compete with

23 App 21 (Oftel)
24 App 1; App 14

25 Where the price is set to reflect the cost of providing the service to the customer, with a mark up to allow for a
return on investment.

26 Where the cost of interconnection is calculated by subtracting from the retail price those costs which BT no longer
incurs in supplying the product wholesale.

27 Oftel, Review of the Wholesale Broadband Access Market (April 2003), paras 4.42 to 4.50
28 Oftel, Wholesale Broadband Access Market (December 2003), para 4.55




























































