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1. EXECUTIVE SUMMARY

Mobile virtual network operators (MVNOSs) are non-facility-based wireless carriers that
lease network capacity from facility-based carriers (MNOSs) and then resell wireless
subscriptions using their own branding and val ue-added services. MV NOs have entered
the market in the US, the UK, and many other countries with voluntary, commercialy
negotiated wholesale contracts with a host MNO. The questions we seek to answer in this
report are why MV NOs have not entered the Israeli wireless market, whether such entry
would increase competition and consumer welfare, and what the Ministry of
Communications should do, if anything, to encourage MVNO entry.

To answer these complex questions, we conducted three general types of analyses. First,
to gain athorough understanding of how MVNO entry occurred in different countries and
to determine its impact on competition and consumer welfare, we studied MVNO entry in
13 different countries. Second, we examined the competitive conditionsin Isragl with
respect to MVNO entry to determine whether the current lack of MV NOs was the result
of market failure or simply the consequences of market forces. Third, in order to assess
whether MVNO entry is economically profitable, we studied possible business models
for Israeli MV NOs and detailed short-run and long-run survival challenges.

The benchmarking study revealed a number of interesting findings—the first was that all
of the countries used as benchmarks had at least one MVNO. Second, MVNOs tend not
to compete directly with their host MNO or with MNOs in genera. Rather, they aim to
widen and deepen the market through brand appeal, the targeting of niche markets, and
the presence of alternative distribution channels. Third, the consumer-welfare impact of
MVNOsisin their extended and innovative service offerings as opposed to lower prices.
Fourth, while some countries have many MV NOs, typically only threein each country
have the majority of MVNO customers. Moreover, the combined MVNO market share
per country islessthan 10 percent. Fifth, MVNOs generally use older second generation
technologies and have not upgraded to third generation technol ogies as have most MNOs.
Finally, the regulatory agencies in the benchmark countries did not intervene in MNO-
MV NO relationships with the exception of Spain and Hong Kong. However, in al cases,
the regulatory agencies based their decision to intervene or not on a competitive review
of the relevant market. If market forces work properly (i.e., thereis no market failure)
regulators usualy refrain from intervention, athough they do continue to carefully
monitor the MNO-MVNO relationship.

Based on these findings, we analyzed the competitive conditionsin the Isragli retail
wireless market with respect to MVNO entry and found:



Overall market shares. The largest operators have relatively low market shares.
Thisimplies that no particular MNO has a dominant position. Specifically, the two
largest firms, Cellcom and Partner, have a smaller combined market share than isthe
case in most other countries. Similarly, the HHI index in Israel islower than in most
other countries.

Sector-specific market shares: The limited role of MIRS in the private sector results
in ahigher concentration in this sector relative to the overall market. However, even
at this elevated level, the concentration is still low by international standards. Thus,
the near absence of MIRS in the private sector is not necessarily of competitive
concern.

Overall market sharetrends. While market shares have changed lessin recent
years, thismight be asign of a maturing market. Similar patterns can be observed in
the US and the UK. More importantly though, the MNOS' overall growth patterns
from 2003-2006 differ, which is consistent with competition rather than market
failure.

Sector-specific market sharetrends: Israeli market shares by customer segment do
differ and have fluctuated over the last five years, which is not consistent with the
existence of market power or collusion. However, given the decreasing differencein
market shares among the three largest MNOs, we do recommend that the Ministry of
Communications continue to monitor the devel opments in sector-specific market
shares asin a competitive market we would expect market shares to continue to
change over the next few years rather than converge to the same level.

Overall Prices: Isradli prices, measured by total revenue per minute, appear low by
international standards. While we have a number of concerns about any conclusions
drawn from such a comparison, it appears that the available evidence on pricing does
not of itself indicate market failure.

Pricing trends: Recently Israeli prices overall have fallen less than in other nations.
However, prices for postpaid and business services have decreased while prices for
prepaid services have increased. The large variance in the MNOS' price changesis an
indicator that they have not acted in a concerted manner. Hence, neither pricing
trends nor current price levels by themselves suggest market failure.

Service-specific prices. Examining the prices charged by the Israeli MNOs for
prepaid, private postpaid and business services reveal s different prices and different
pricing strategies. They also indicate different responses to the MOC’ s mandated
decrease in interconnection revenue, confirming that prices by themselves are not
indicative of market failure.

Overall profitability: Profitability levels of Israeli MNOs when measured by ROCE
and EBITDA margins: (1) have fluctuated over time, (2) are asymmetric, (3) are
below what UK regulators have historically considered as excessive, and (4) are
lower than in most countries. Furthermore, profits per minute are low relative to



countries with similar GDP per capita. Profits per user are comparable or on the low
Side relative to countries with similar GDP per capita. Hence, the profitability of
Israeli MNOs by itself provides no evidence of market failure.

Sector-specific profitability: A sector-specific ROCE approximation for Cellcom,
Partner, and Pelephone indicates higher profitability in the private sector than in the
business sector. This, in turn, could indicate less competition in the private sector,
relative to the business sector. However, given the margin of error typically
associated with this type of analysis and the fact that the three MNOs' private ROCEs
do not appear excessive by international standards, afirm conclusion cannot be
drawn.

Barrier to entry and expansion: Spectrum in Israel appears not to be a significant
barrier as spare spectrum is available for one additional MNO (to provide both 2G
and 3G services). Regulatory approva for both MNOs and MV NOs might amount to
abarrier to entry. Access to capital markets should not be an entry barrier, at least for
larger companies already in the communications industry. However, municipal
restrictions on new cell sites, as well as the lengthy approval process associated with
them, can represent a barrier to entry. Similarly, economies of scale represent a
barrier to entry, although they could be the result of first-mover advantage and market
saturation. Switching barriers do exist in the Israeli market. While in many cases they
may result from competitive behavior rather than attempts to restrict competition, we
are concerned about the predominance and uniform offering of 36 months contracts.
Typicaly, term contracts in other countries range from 12 to 24 monthsin length. We
conclude that some of the existing barriers to entry and expansion are not signs of
market failure. However, the current predominance of 36-month contracts along with
some of the terms and conditions and potentially the promotion of seemingly inferior
contracts appear not to be consistent with competitive markets.

Churn rates: Customer churnin Israel islow by international standards, although we
do question the correlation of customer churn and competition. Given the impending
introduction of mobile number portability, we do not find current churn ratesto be
evidence of market failure.

Historic behavior: In addition to excessively long term contracts, various parties,
including the Ministry of Communications, have alleged historic behavior by the
Israeli MNOs, which is suggestive of the existence of market power. It isnot within
our remit to review the evidence of such alleged behavior as they do not directly
related to MVNO entry. If substantiated, it would not necessarily prevent market
forces from working (i.e., it is not necessarily asign of market failure). It would,
however, suggest that the level of competition in Isragl could still be improved.

Collusive behavior: While we find that collusion would be difficult in the Isragli
wireless market, we cannot entirely rule out the possibility of it occurring particularly
with respect to MVNOs.



Our review of the competitive conditionsin the Isragli wireless retail market with respect
to MVNO entry does not suggest the presence of endemic market failure that would be
sufficient to preclude the entry of MV NOs. Thus, the absence of MVNOs in Israel seems
to be primarily the result of market forces and/or the absence of an established licensing
process for MV NOs. Notwithstanding, there are aspects of the market that are seemingly
inconsi stent with competitive markets. Therefore, while we find no presence of endemic
market failure, we cannot entirely rule out the possibility of such, at least with regard to
wireless wholesale access.

With respect to possible business models for Isragli MV NOs, we find that the successful
MVNO will be partially facilities based, have its own distribution channels, and will not
compete directly with the MNOs. Given the high saturation in the Isragli mobile market,
the potential lack of demand for prepaid services, relatively low existing RPMs and
ROCEs, and the existence of customer-switching barriers, the business case for MVNOs
in Isragli isweak. However, for carriers with existing retail distribution channels and
experience in the communications industry, a possible business case does exist.

In light of these findings, we recommend against the adoption of an MVNO policy at this
point in time. Instead, we recommend allowing market forces to work by licensing

MV NOs and encouraging them to negotiate with the MNOs. Should these negotiations be
successful, then we recommend that the Ministry of Communications continue to refrain
from intervening in the wholesale market.

Should no whol esal e agreements be reached within a given period of time (i.e., 6 months
after thefirst licensed MVNO has contacted an MNO in writing expressing itsinterest in
negotiating a wholesale access contract or 9 months after the MOC gives public
notification that it intends to issue MVNO licenses, whichever islonger), then we
recommend that the Ministry of Communications carefully review the reasons behind
each of these failed negotiations. If this analysis reveals that the failed negotiations are
due to anticompetitive tactics by the MNOs, we recommend that the Ministry of
Communications consider implementing wholesale access regulations. If the analysis
determines that the failed negotiations are not a result of anticompetitive behavior, we
recommend that the Ministry of Communications continue refraining from regulation.

In the meantime, to further improve competitive conditionsin Isragl, we recommend that
the Ministry of Communications encourage mobile number portability and the
introduction of shorter term contracts. We al so recommend that the Ministry of
Communications ensure that early termination fees are commensurate with the economic
damages caused by early termination and that pricing plans are transparent and
consumers understand the different plans and options available to them. In addition, we
encourage the Ministry of Communications to open up new markets, such as WiFi and
WiMAX to increase competition and to investigate its own list of issues to ensure that the
Israeli market is consistent with competitive markets and thus open to potential MVNO
entry.
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1. “The market share trends in Israel, although demonstrating greater stability in recent
years, are by themselves not inconsistent with the behavior of a competitive market, nor
do they necessarily indicate market failure. We do recommend, however, the MOC
continues to monitor the market positions in the private sector, as we would expect the
market shares of the largest operators to change over the next few years, rather than
converging to equality” (p. 84)
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2. “Based on areview of the available data, the evidence on pricing...does not appear in
itself to indicate market failure. It does, however, seem to indicate that prices in the
private sector exceed prices in the business sector...” (p.90)
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3. “Notwithstanding this, various concerns remain regarding the switching barriers
associated with term contractsin Isragl:

e First, 36-month contracts have been al but phased out in Europe and the US.
Most term contracts are 12, 18, or less frequently 24 months. A problem with term
contracts of 36 monthsis that handsets typicaly have a shelf life of approximately
two years and consumers on average change their handsets every 12-24 months.
Thus, if a consumer is locked into a 36 months contract, then he/she will have to
renew the contract (adding up to three years to the current tenure) simply to
update his’her handset.

e Second, we understand that MNOs can raise the price throughout the length of the
term. Unless these price increases are clearly indicated in the contract and
presented to the consumer prior to committing, such changes appear not to be
consistent with the behavior of a competitive market. For instance, in the US, any
changes in price, terms, and conditions of the contract, regardless of size, alow
subscribers to terminate their contract at anytime without incurring an ETF.

e Third, ETFs should serve as a liquidated-damages clause, meaning that they are
not a
penalty but make the company financially whole in case of a breach of contract.
We do not have the necessary data to conduct an anaysis of whether the size of
the ETF properly corresponds to the economic damage caused by a contract
breach, but believe it would be a worthwhile exercise for this to be verified in
order to ensure the maximum level of competition.



At a minimum, consumers should be clearly informed of the terms, conditions, and
pricing when they sign up for a contract. Only then, can a consumer properly trade off
“sweeteners’ against switching costs. The view of the consumer advocacy groups in
Israel was that typically consumers were not aware of what they were signing up for and
the contracts werelong, full of “small print,” and complicated. “ (p. 105)
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4. “Also of particular concern to various parties was the introduction of billing plans that
offered 1 minute billing increments. While other plans are available that offer billing
increments of 12 seconds, questions arose about whether and how customers were
informed about the existence of alternative plans. In particular, customers need to be
equally aware of the different alternatives in order to be in a position to decide which
option would be more beneficial to them. While a thorough investigation of thisissueis
outside the scope of this report, clear pricing plans, full disclosure and comparable
promotion of alternative options are important to consumers and to competition and their
absence can create a barrier to switching.” (p. 108)
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5. “A sector-specific ROCE approximation for Cellcom, Partner, and Pelephone indicates
higher profitability in the private sector than in the business sector. This, in turn, could
indicate less competition in the private sector, relative to the business sector. However,
given the margin of error associated with this type of analysis and the fact that the three
MNOs private ROCE numbers do not appear clearly excessive by international
standards, a firm conclusion cannot be drawn. Nonetheless, we believe that MOC should
keep the situation under review.” (p. 119)
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6. “In addition to seemingly excessively long term contracts, various parties, including
MOC, have aleged historic behavior by the Israeli MNOs, which is suggestive of the
existence of market power. It is not within our remit to review the evidence of such
alleged behavior. If substantiated, it would not necessarily prevent market forces from
working (i.e, it is not necessarily a sign of market failure). It would, however, suggest
that the level of competition in Isragl could still be improved and that specific issues such
as contract opacity and the absence of information available to customers regarding the
existence and content of alternative service offerings should be addressed directly by the
MOC.” (p. 119)
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7. “There exist a number of customer switching barriers, such as opaque contracts, the
current absence of MNP and the increasing prevalence of 36-month contracts, coupled
with early termination fees. These tend to reduce customer churn which will make
MVNO entry more difficult.” (p. 130)
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