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Helping consumers to get better deals in communications markets: mobile handsets

1. Overview

Ofcom wants customers to be able to shop around with confidence, so they can make informed
choices and get a fair deal. We have been concerned that many mobile phone customers, who pay
for their mobile handset and airtime together in a bundled contract, continue to pay the same
price after the end of their minimum contract period when they could save money on a SIM-only
deal. This document sets out our analysis, decisions and proposals to help ensure customers are
treated fairly.

What we have found

We have examined the mobile market in significant detail. We have analysed millions of tariffs to
build an accurate picture of actual prices paid. We have focused on mobile customers who are ‘out-
of-contract’ (i.e. beyond their minimum contract period) for deals that include a handset. This is the
first time this issue has been examined in-depth in this way.

Most out-of-contract customers on these ‘bundled’ contracts are overpaying, although by less
than previously estimated. Two million bundled customers are out-of-contract. Of those, around 1.4
million would save money if they switched to a cheaper SIM-only deal. Our detailed analysis shows
these customers are collectively overpaying around £182m a year — less than our initial estimate of
£330m.

Customers are increasingly choosing alternative deals. More customers are moving to options such
as SIM-only deals or ‘split’ contracts, where there are separate contracts for the handset and
airtime. This means that the £182m figure will continue to decline. Nonetheless, we expect bundled
contracts will remain available, as many customers value them as an affordable way of acquiring a
handset. And we remain concerned that too many customers are not getting a fair deal.

Some out-of-contract customers are getting better deals. More than a quarter (around 600k) of
out-of-contract bundled customers would pay more if they switched to an equivalent SIM-only deal.
These customers would pay an extra £39m a year if they were forced to switch. We have also found
that there are significant differences between providers.

New commitments

As a result of Ofcom’s review, mobile companies have made commitments to reduce bills for out-
of-contract customers. Specifically:

e Virgin Mobile will move its out-of-contract customers to the equivalent 30-day SIM-only deal;

e EE, Tesco and Vodafone will reduce the monthly price paid by out-of-contract customers. The
level of discount will vary between each provider, and we expect it to take account of the level of
savings available to each of their customers if they switched to a comparable SIM-only deal.

e 02 (for its direct customers) will reduce the monthly price of its out-of-contract customers to the
equivalent 30-day airtime-only deal. 02 has not committed to provide a discount to customers it
acquires through indirect channels such as Carphone Warehouse, which are the vast majority.
But it has committed to enter into discussions with these indirect channels.

These discounts will come into effect by February 2020. Together, we expect they will help tackle

the harm for nearly 80% of out-of-contract customers that are overpaying.
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However, Three has decided not to apply any discount to its affected customers. We are
disappointed that, as a result, these customers will continue to overpay and will not receive similar
protections if they decide to stay on their current deal.

Our decision and next steps

New European laws provide a package of rules to protect customers, but they fall short of giving
us the powers to require providers to move customers to fairer default tariffs: After we consulted
last year on requiring providers to move customers onto default tariffs, a new EU framework for
telecoms was passed in December 2018. It sets out a package of rules to protect people and gives us
new powers — requiring people to be given information at the start and end of their contracts so
they engage with the market and make informed choices, and helping them to switch providers —
but they do not include powers to set default tariffs.

We are focused on protecting customers as quickly and effectively as possible within the
constraints of our powers. The new EU framework has to be implemented by December 2020.
Wherever possible, we are seeking to implement it early, to protect customers as quickly and
effectively as we can.

The commitments from mobile operators will protect consumers. In light of the constraints on our
powers, we have focussed on securing commitments from the mobile operators to address the harm
we have identified. These will help to protect many customers quickly without removing incentives
for people to shop around and find the best deal. They will sit alongside the direct action we are
taking within our powers.

The new rules we finalised in May will also help address the cost of confusion among mobile
customers. Not all customers are being treated fairly. Our analysis shows that the costs of bundled
contracts are not being made clear. So we have already set new rules to help people. We recently
announced that mobile phone customers must be told when their contract is coming to an end, and
shown the best deals available, including SIM-only deals. We are bringing these requirements into
force nine months early, from February next year.

We will also give people extra help to make the right choices. The EU Framework also requires
customers to be told — before they sign up to a bundled mobile contract — the price they could buy
the handset and airtime separately, where that’s possible. We will shortly be setting out how we
plan to introduce this for UK customers, as part of a broader consultation on implementing the EU
framework.

We are now proposing an additional rule to tackle the issue of some customers being tied into
long split contracts. Some split contracts are linked in a way which we think could deter customers
from switching — for example, customers may have a 12-month airtime contract but linked to a
longer handset contract of up to 36 months. As these contracts are becoming more popular, we
want to ensure they operate in customers’ best interests. Our new rule would apply a 24-month
limit to linked split contracts. We consult on this rule in this document and plan to bring it into force
as soon as we can before December 2020 too.
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Background

1.1 Ensuring customers are treated fairly is a priority for Ofcom. We want customers to shop
around with confidence, make informed choices, and get a fair deal.

1.2 In the mobile sector, customers that choose a pay-monthly contract (rather than pay-as-
you-go) have a number of different options for how they buy their mobile handset with
their airtime, including bundled contracts,? spilt contracts2 and SIM-only options.

1.3 While this variety offers a lot of choice for customers, and there are lots of good deals on
offer, we are concerned that not all customers are being treated fairly.

1.4 In particular, we are concerned that some customers on bundled contracts continue to pay
the same price if they do not take action at the end of their minimum contract period.
These customers may be overpaying. Part of their original price may have been designed to
recover the value of the handset they were given. They might be able to pay less for the
same, or better, airtime allowances on a SIM-only contract and continue using their
existing handset. This raises concerns about fairness, especially where people are not able
to make informed choices, or their behaviour is being exploited.

1.5 In addition, when customers sign up to a bundled contract, it is not clear to them how
much of the price they pay is, effectively, for the different elements of the bundle. As a
result, customers may not know what they are buying, may not compare it fully with
alternatives, and may not assess what represents the best option for their needs.

1.6 We also have concerns about some split contracts. Many require that customers who want
to switch airtime provider must immediately pay off any remaining charges on their
handset contract, rather than paying it off over time as originally agreed, even if they are
out-of-contract on their airtime. We call these ‘linked split contracts’ and we think their
terms are liable to deter customers from switching.

1.7 In September 2018, we set out our concerns about bundled mobile contracts and we
identified two potential solutions to address them:

i) achieving greater transparency in the pricing information customers are given; and

ii) the introduction of fairer default tariffs that would apply at the end of the
minimum contract period.

1.8 We received a wide range of responses to our September consultation and, in general,
most respondents agreed with our concerns, but had mixed views on our proposed
solutions.

1.9 There was broad support for increased transparency, and some respondents supported
default tariffs. Mobile phone providers raised concerns about the effect these could have
on customer engagement and competition. In considering our next steps, we have taken

1 A single contract where the customer receives a handset and airtime and pays one monthly price.
2 Where the customer signs up to two contracts at the same time, one for the airtime and one for the mobile handset, and
where the monthly cost to the customer is separated into a price for each of the handset and airtime.

3
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1.10

account of these comments, as well as new data we have gathered and broader
developments in the market.

We have also taken account of the new European Electronic Communications Code
(‘EECC’), which became part of EU law in December 2018. It reflects similar concerns to
ours and contains provisions to address them, but it also includes some limits on our
powers to act.

We have updated our analysis

1.11

1.12

1.13

1.14

1.15

1.16

We have gathered data on all out-of-contract bundle customers from mobile providers and
conducted consumer research. Unlike previous work by us and others, our updated
analysis is based on the actual monthly charges and airtime allowances for customers,
using provider billing data for out-of-contract bundle customers.

The evidence we have gathered reveals a complex picture. Some customers are
overpaying, albeit by less than previously estimated, while some customers are actually
better off staying on their current deals.

Our analysis shows that around two million customers are ‘out-of-contract’ (beyond their
minimum contract period). This represents 11% of all customers on bundled contracts, and
less than 5% of all pay-monthly customers. While most of them (1.4 million customers) are
overpaying, not all of them are. Also, while many customers are out-of-contract for only a
few months, there are some who have been out-of-contract for much longer.

These 1.4 million customers are overpaying, on average, just under £11 per month more
than if they switched to a comparable SIM-only deal. This amounts to a total figure of
around £182m a year across all these customers.

But these averages hide considerable differences between customers. More than a quarter
(27%) of out-of-contract customers would be financially better off staying on their current
deals rather than switching to SIM-only. These customers would pay an extra £6 a month —
or £39m over a year — if they were forced to switch.s There are also big differences
between providers. While Three’s out-of-contract customers that are overpaying are doing
so by significantly more than the average, Tesco customers are, on average, better off on
their current deals.*

The mobile sector is also changing rapidly, which means that any harm is likely to decrease
over time. Bundled contracts are becoming less popular, and other ways of paying for
handsets are becoming more attractive to customers. Bundled contracts now account for
less than half of the pay-monthly market, compared to 74% in 2014. At the same time,
take-up of SIM-only contracts has more than doubled — a trend we expect to continue as
customers increasingly buy their handsets separately or keep their existing handsets for

3 That is, moved onto the comparable 30-day SIM-only product with their current provider.
4 Based on pricing data as of 1 November 2018.
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1.17

1.18

1.19

longer. Split contracts also already make up 15% of the pay-monthly market, and we
expect this to increase significantly as more mobile providers plan to introduce them.

Despite these trends, we expect that bundled contracts will continue to be available. They
offer a more affordable way of acquiring a handset. Many customers value them because
they may not want or be able to pay upfront for a handset or get a separate contract for
one. They can also often represent a better deal for customers than other alternatives.

We have also carried out consumer research to understand the reasons why people stay
out-of-contract. Three in five say they are happy with their current handset and nearly a
third (31%) say they are happy with their current price. However, this may be partly driven
by low awareness of SIM-only options. For example, we found that less than a fifth — only
18% — of out-of-contract bundled customers knew they could switch to a 30-day rolling
SIM-only contract with their existing provider. That confusion could be costing them
money.

Our analysis did not find that vulnerable customers are disproportionately affected. There
was some evidence that older customers were more likely to be out-of-contract for longer.
But the amount of overpayment for these customers was smaller than for other groups.

The new European Electronic Communications Code

1.20

1.21

1.22

The EECC is the EU framework from which our powers are drawn, and was passed into EU
law in December 2018. It sets out a precise package of rules and powers that help us
protect customers. It applies a principle of ‘full harmonisation’ in these areas which means
regulators like Ofcom must apply the rules it sets out exactly, and cannot impose stricter
(or lesser) ones. It stops short of giving us the power to impose default tariffs. Within these
constraints, we are doing as much as we can to look after people’s interests.

One thing the EECC requires is that customers are given information at the start and end of
their contracts to prompt them to engage with the market and to enable them to make
informed choices. In May, we implemented the end-of-contract measures contained in the
EECC (the ‘ECN measures’).s This means that, from February 2020, providers will be
required to send an end-of-contract notification which will tell customers about any
changes to their price and services at the end of their contract, and about their best tariffs
available (including at least one SIM-only deal for bundled mobile customers).

The EECC also requires that customers are told, before signing up to a bundled mobile
contract, the price at which they could buy the handset and airtime elements separately
from that provider (where the provider sells them separately). This means that, before
they make a decision to buy a contract, people will be given information about the cost of
the airtime without the handset (i.e. the closest equivalent SIM-only deal), and, where the
provider sells handsets directly, the total cost of the handset.

5 Ofcom, 2019. Helping consumers get better deals - end-of-contract notifications and annual best tariff information (‘ECN
statement’).
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1.23 The importance of switching is recognised in the EECC too. It retains the 24-month limit on
contracts for airtime, but also extends that limit to bundled contracts, including linked split
contracts (as described above). Customers may not be tied into such contracts for longer
than 24 months, so their ability to switch is protected.

Our decision and next steps

1.24 Our updated analysis shows that, even though the picture is mixed, and the extent of
overpayment and consumer harm is smaller than previously estimated (and declining), a
significant number of customers are overpaying.

1.25 The lack of transparency to customers buying bundled contracts about the price they pay
for the different elements of the bundle, including the handset, is also an issue we believe
needs to be tackled. It makes it difficult for customers to know what they are buying and
whether it is the best option for them, and it adds to the cost of confusion in this market.

1.26 We recognise that split contracts offer an option to customers where these concerns do
not arise. The pricing is more transparent, and at the end of their handset contract the
customer’s payment for their handset stops (because they have paid for it in full).
However, we are concerned that, where these contracts are linked, they could deter
switching, particularly where the airtime is linked to a longer handset contract. Handset
contracts are often up to 36 months long.

1.27 Noting the constraints of the powers in the EECC, we have focused on doing as much as we
can, as quickly and effectively as possible, to protect customers now.

1.28 EE, Vodafone, 02, Tesco Mobile and Virgin Mobile have committed to apply a discount to
the monthly price paid by bundled customers that are (or will become) out-of-contract. As
set out in the table below, the level of the discount varies between each provider, taking
account of the level of the savings available to each of their customers if they switched to a
comparable SIM-only deal. These discounts will come into effect by February 20206 and will
help tackle the harm we have identified for nearly 80% of those out-of-contract customers
that are overpaying.

Commitment
Virgin Mobile and

Will move, or reduce the monthly price of, out-of-contract
027 (direct only) customers to an equivalent 30-day SIM-only or airtime-only deal.
. Will adjust the monthly charge to ensure out-of-contract
Tesco Mobile . L .
customers are on the best available airtime tariff.
o Will apply a discount to the monthly charge of all customers out-
EE and Vodafone of-contract for more than three months.

e They will confirm the level of this discount by December 2019.

6 Virgin Mobile’s commitment will apply during Q1 2020, alongside the implementation of our ECN measures.

7 Most of 02’s direct customer base take its Refresh or Custom tariffs which are split contracts rather than bundled
contracts. As explained in Section 3 customers on split contracts are not at risk of overpayment when they go out-of-
contract.
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1.29

1.30

1.31

1.32

1.33

1.34

1.35

1.36

1.37

We are disappointed that Three has refused to apply any discount to its affected
customers. This means these customers will continue to overpay and will not receive the
same protections offered by the other providers. In addition, customers who purchase 02
tariffs through third party retailers such as Carphone Warehouse will not, for the time
being, benefit from any discount to their tariffs once they are out-of-contract. 02 has
committed to enter into discussions with these third-party retailers to find a solution for
these customers.

We are also disappointed that Vodafone and EE have not been able to confirm the amount
of discount they will apply to their out-of-contract customers at this stage. We will
continue discussions with them to ensure that the discount takes into account the level of
savings available if customers switched to a comparable SIM-only tariff.

If we had the powers to do so, we would have considered (and carried out an assessment
of) a targeted pricing rule to ensure all out-of-contract customers were protected from
overpaying. However, the voluntary discounts are a pragmatic, and quick, way to protect
most customers from paying more than they need to once they are out-of-contract, while
maintaining an incentive for customers to shop around and find the best deal.

Alongside these discounts, we will also be implementing a new measure to address our
concerns about the transparency of bundled contracts. The EECC transparency provisions
offer a clear route to achieve this. We plan to consult on a General Condition, and
accompanying guidance, implementing these provisions.

These provisions will need to be applied not just to mobile services, but also across
broadband, home phone and pay-TV services, as part of a broader set of information
requirements. Some elements of the requirements will not be confirmed by the European
Commission until next year.

We will therefore set out our proposed new rules to implement these transparency
requirements, as part of a broader consultation we have planned on all the relevant EECC
measures, later this year. We expect to make a final decision on these in spring 2020, and
the measures to come into force by the EECC deadline of December 2020.

Alongside our ECN measures, this additional transparency at the point of sale will enable
people to make well-informed choices — at the start and end of their contracts — about the
way they pay for their handsets and airtime.

For split contracts, the EECC’s provisions on the duration of bundled contracts provide a
solution that will address the majority of our concerns. They will prevent providers from
linking split contracts where the handset contract is over 24 months. Customers will
effectively not be tied to their airtime provider for excessive periods.

Because the use of split contracts is growing, and more providers are planning to offer
them, we propose that these provisions should be implemented as soon as possible to
protect people. We are therefore consulting in this document on an amendment to our
rules to introduce the 24-month limit. Stakeholders have until 16 September 2019 to
comment on this amended rule.
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1.38 We are proposing that this rule could be implemented within three months of our final
statement, which we plan to publish before the end of the year.

Ongoing review

1.39 We plan to monitor this market closely to see how it develops, in particular the likely
increase in the use of split contracts and declining use of bundles, as well as the effect of
the relevant providers’ price reductions and our ECN measures.

1.40 If we continue to have concerns that a significant number of customers are not being
treated fairly, we will step in again. That may require new legal powers.
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2. Background and introduction

2.1

2.2

2.3

2.4

We want customers to get a fair deal for their communication services. Ensuring that
communications providers treat them fairly and put customers interests’ at the heart of
their businesses is a priority for our work this year.s

In the mobile market, there are range of different options for how customers can buy a
handset alongside their airtime. This variety offers people a lot of choice, and there are
good deals on offer, but we are concerned that the market is not working well for
everyone.

In particular, we are concerned that customers on bundled handset and airtime deals who
do not take action at the end of their minimum contract period are, in many cases, at risk
of staying on a deal that leaves them financially worse off than a comparable SIM-only
contract to which they are free to switch. We do not think consumers are being provided
with sufficient information to make informed choices about the contracts they enter into
and, for some customers, providers could exploit their lack of engagement. We are also
concerned that split contracts are often constructed in a way that could tie customers into
longer contracts than is appropriate and deter them from switching.

This document sets out our plans to tackle these concerns.

We consulted on our initial concerns in September 2018

2.5

2.6

Our September 2018 consultation® set out a concern that, in the mobile sector, many
customers on bundled handset and airtime contracts continue to pay the same price at the
end of their minimum contract period, even if they have already effectively paid off their
handset.?* We sought views on a range of potential solutions to ensure that consumers are
sold mobile airtime services and handsets in a way that is fair. These included:

e achieving greater transparency in the pricing information customers are given; and
e the introduction of fairer default tariffs that would apply at the end of the minimum
contract period.

We also set out that, whilst we recognised the benefits of the increased flexibility and
pricing transparency of split contracts, we were concerned that they could tie customers
into excessively long contracts with providers (in some cases up to 36 months). We said
that could act to inhibit switching and deny these customers the benefits of competition.

8 Ofcom, 2019. Ofcom's Annual Plan 2019/20 (‘Annual Plan 2019/20’). The Annual Plan 2019/20 sets out our planned
timings for these projects.

9 Ofcom, 2018. Helping consumers to get better deals in communications markets - mobile handsets (the ‘September 2018
consultation’).

10 Ofcom, 2018, Pricing trends for communications services in the UK. (‘2018 Pricing Trend Report’). This was an issue we
had previously highlighted in our 2018 Pricing Trends Report, and which was also raised with us by the CCP in early 2017
(as highlighted in its response to our September consultation).
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2.7

We received a wide range of responses to the September 2018 consultation, including
from providers, consumer bodies and advocacy groups, industry bodies and individual
consumers. We have considered all these responses and have summarised and addressed
the points made in the relevant sections of this document. Non-confidential versions of the
responses are published on the Ofcom website.1

Developments since September 2018

2.8

2.9

2.10

2.11

Since last September there have been some major developments in relation to our powers.
In particular, the EU framework for regulating electronic communications, which our
powers are derived from,2 is changing. The new EECC,3 which sets out a revised
framework, passed into EU law in December. Member States have until 21 December 2020
to implement it into their national law4 and we have a duty to secure its objectives by then
and, until that time, not to do anything that would undermine their achievement.

The EECC is contained in a new EU Directive that replaces the four Directives that made up
the previous EU framework. It contains a package of measures — new requirements on
providers and new powers for regulators — to protect customers.

This package of measures reflects similar concerns to ours in relation to bundled contracts.
They corroborate the views we set out in the September 2018 consultation and confirm
the case for intervention. However, they fall short of giving us the power to control or cap
prices by imposing the kind of default tariffs we proposed.

In particular, and as described more fully in Annex 6 to this document, the EECC requires
that providers tell customers, before they enter into bundled contracts, the price at which
they could buy the handset and airtime separately (where the provider sells them
separately), as well as other relevant contract information.s To help people switch when
it’s in their interests, minimum contract periods, including for bundles, must be limited to
24 months.” When those periods end but the contract would roll-on,® providers must

11 See stakeholder responses to the September 2018 consultation.

12 As explained in more detail in Annex 6, the EU framework imposes obligations on EU Member States and their regulatory
authorities, like Ofcom. In the UK, the framework is implemented by the Communications Act 2003 (the ‘Act’) and
regulatory conditions made by Ofcom (using powers given to us by the Act).

13 Directive (EU) 2018/1972 of the European Parliament and of the Council of 11 December 2018 establishing the European

Electronic Communications Code (‘EECC’), Articles 98 — 116.

14 The UK Government has stated that it is still minded to implement the substantive provisions of the EECC into domestic
law, the uncertainty around the UK’s future relationship with the EU notwithstanding. The measures we are consulting on
are based on the assumption that, in the absence of a significant change in Government policy, the EECC will need to be
adopted into the UK'’s regulatory system.

15 EECC, Article 102.

16 Which includes split contracts, where the contracts are closely related or linked. EECC, Article 107.

17 EECC, Article 105.

18 For example, by becoming a rolling monthly contract.

10


https://www.ofcom.org.uk/consultations-and-statements/category-2/consumers-communications-markets-mobile-handsets?showall=1
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=OJ:L:2018:321:FULL&from=EN
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=OJ:L:2018:321:FULL&from=EN

Helping consumers to get better deals in communications markets: mobile handsets

2.12

213

2.14

notify customers and give them advice about their best tariffs. Providers must also give
customers best tariff advice at least annually.®

Most of the customer protection provisions in the EECC are subject to the principle of full
harmonisation. This means that, in the areas they cover, Member States and regulatory
authorities, like Ofcom, must all provide the same level of protection for users. They may
not go beyond (nor fall short of) that.20c The EECC also contains strict controls on Member
States,” and their regulators’, powers to control or cap prices. They do not extend to
imposing default tariffs for bundled contracts.

Because the package of measures in the EECC reflect concerns that we share, we are not
waiting until December 2020 to implement them. The measures are designed to ensure
that customers, especially consumers, can engage with the market, take advantage of
competition between providers and make informed choices about the best deals for them.
We are doing everything we can, within the scope of the powers we are given, to achieve
these things as quickly and effectively as possible.

Most notably, we have an ongoing Fairness for Customers programme and we have
already imposed the new requirements about the information customers must be given
when their contracts end (see below). This document sets out the further steps we are
taking and proposing to take.

This document is part of our work to ensure fairness for customers

2.15

2.16

The September 2018 consultation, and the decisions and proposals set out in this
document, are part of our ongoing Fairness for Customers programme. We set out our
commitment to this work in our Annual Plan 2019/20.2

This programme involves a number of different pieces of work — and we recently published
an update setting out the progress we have made.22 We have summarised some of the
areas of work most relevant to this document below.

Ofcom’s Fairness for Customers programme

2.17

2.18

In June 2019, we launched our Fairness for Customers commitments.2s These commitments
are designed to embed a culture of fairness within the industry. They aim to help ensure
customers are always treated fairly by their provider — whether they are signing up to a
new deal, trying to fix a problem or switching to a new company.

All of the UK’s biggest providers have signed-up to the Fairness for Customers
commitments, covering the vast majority of broadband, mobile and home phone

19 EECC, Article 105. The decisions set out in our ECN statement implement the Article 105 EECC requirements on end of
contract notifications and best tariff advice.

20 EECC, Article 101.

21 Annual Plan 2019/20.

22 Ofcom, 2019. Fairness for Customers — progress update.

23 See Ofcom’s Fairness for Customers commitments for a complete list of the commitments.

11
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customers. Many of these commitments are already underpinned by existing consumer
law and Ofcom regulations — in these cases the focus is on proactively innovating and going
beyond minimum standards. We will be monitoring companies’ practices closely and will
step in where we see firms falling short. We also plan to publish a progress report next
year, reviewing whether and how companies are delivering what they have promised.

2.19 We also recently published a draft Fairness Framework.2* In that, we explain the kinds of
concerns that might prompt intervention and set out our initial thinking on the types of
guestions and factors we would consider in assessing whether customers are being treated
fairly, taking account of the complexities involved. We are seeking stakeholder comments
on our proposed approach by 12 August 2019 and we intend to publish a final Fairness
Framework by March 2020.

2.20 The approach we are taking in this document is consistent with that we put forward in the
draft Fairness Framework.

End-of-contract notifications and annual best tariff advice

2.21 One important point at which customers need to be able to make informed choices in their
best interests is when their minimum contract period is coming to an end. To enable them
to do so, we published a statement on end-of-contract notifications and annual best tariff
advice in May 2019 (the ‘ECN statement’).

2.22 The ECN statement reflects our belief in customers getting a fair deal. We want them to be
able to take advantage of the wide choice of communication services available, engaging
confidently with the market and getting what is best for their needs.

2.23 To ensure they know when to shop around, we have imposed new requirements on
communications providers to send end-of-contract notifications to their customers. These
notifications will tell customers about any changes to their price and services at the end of
their minimum contract periods, and about the best tariffs available from their provider, as
well as discounts available to new customers (so that customers are made aware of the
benefits of switching). The notification will also have to include at least one SIM-only
contract for customers on bundled mobile handset and airtime contracts.

2.24 In addition, all customers who remain out-of-contract will be given information about their
contract and their provider’s best tariffs at least annually. This means they will be told
about the best tariffs for the services they buy and can see if they are on the best deal.

2.25 We want these requirements to apply and protect people as quickly as possible, so they
will come into effect from 15 February 2020, well before the EECC’s implementation
deadline. We plan to carry out a programme of work to monitor the impact of the
notifications, including collecting information from providers and conducting consumer
research.

24 Ofcom, 2019. Making communications markets work well for customers — a framework for assessing fairness.
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We have gathered new evidence and updated our analysis on
mobile

2.26

2.27

Since our September 2018 consultation we have been carrying out a range of detailed
evidence gathering in relation to mobile deals. In particular, we have:

i) gathered and analysed data from the providers. This data included customer-level
billing data to identify how many customers are out-of-contract,?s how long they
stay out-of-contract and how much they are paying. We also gathered data on
current SIM-only tariffs, as well as historical data on the number of in-contract and
out-of-contract customers on different contracts. Annex 5 sets out the details of
this data, and our analysis, in more detail;

ii) conducted consumer research to better understand the reasons why customers
stay out-of-contract (‘2019 consumer research’)?; and

iii) engaged with providers to understand their ongoing plans for different mobile
contract models and to identify options to address our concerns.

Section 3 of this document summarises the results of our updated analysis, taking account
of this evidence.

We have revised our view on next steps

2.28

2.29

2.30

In addition to our updated analysis of our concerns, we have set out in this document our
decision on the options we presented in the September 2018 consultation. We explain our
revised approach to address the issues we have identified, taking account of the EECC (and,
in particular, that the powers it contains do not extend to requiring providers to switch
bundled contract customers to default tariffs when their minimum contract periods end).

In relation to bundled contracts, we set out the package of measures we are pursuing to
address our concerns in the absence of the power to impose default tariffs. This includes
voluntary commitments from most providers to apply discounts, or migrate customers to
SIM-only tariffs, when they go beyond their minimum contract period. It also includes the
transparency measures from the EECC, alongside the measures we have already confirmed
in our ECN statement. We will set out our proposals to implement these additional
transparency measures so that they apply to all electronic communications services, not
just mobile, alongside the rest of the EECC later this year.

On split contracts, we are proposing to implement the relevant measures of the EECC, as
quickly as possible, via modifications to the General Conditions. We set out our proposals
for these in Section 5 and the notification of the modified Condition is in Annex 7.

25 Throughout this document where we refer to out-of-contract customers we mean those customers who are outside
their minimum contract period.
26 2019 consumer research. Omnibus research among mobile users covering knowledge of contract status, awareness of

what happened / would happen to monthly price paid at the end of the minimum contract period, awareness of SIM-only
deals and reasons for staying out of contract.
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UK legal framework

2.31

2.32

2.33

2.34

2.35

2.36

The powers and duties we have to implement the EECC and to take the steps set out in this
document are contained in the Communications Act 2003 (the ‘Act’). These are also
described in more detail in Annex 6.

Section 3(1) of the Act says our principal duty, in carrying out our functions, is:
a) to further the interests of citizens in relation to communication matters; and

b) to further the interests of consumers in relevant markets, where appropriate by
promoting competition.?’

Section 3 also sets out a number of further matters to which we must have regard when
performing our main duty. Amongst other things, these include the interests of consumers
in respect of choice, price, quality of service and value for money.

Section 4 of the Act requires that, when exercising certain functions,2® we must act in
accordance with the six EU requirements? described there. These include requirements:

a) to promote competition in the provision of electronic communications services;

b) to secure that our activities contribute to the development of the European internal
market; and

c) to promote the interests of all persons who are citizens of the EU.3°

Section 45 gives us powers we can exercise in implementing the EU framework. It says we
can impose regulatory conditions on providers. These include general conditions which
contain provisions authorised or required by section 51 of the Act.

Section 51, in turn, enables us to make conditions making such provision as we consider
appropriate for the purpose of protecting the interests of end-users of public electronic
communications services. Those include conditions which require providers to give
customers specified information and conditions imposing limits on the duration of
contracts. Under section 47(2), any condition we set (or modify) must be objectively
justifiable,3! not unduly discriminatory, proportionate and transparent.

Impact assessments

2.37

Section 7 of the Act imposes requirements on us to assess the impact of our regulatory
proposals. The analysis presented in Sections 3 and 5 represents an impact assessment for

27 Consumer is defined in section 405(5) of the Act and includes people acting in their personal capacity or for the purposes
of, or in connection with, a business.

28 Including those we propose to exercise in this document.

29 Referred to in that section of the Act as ‘Community Requirements.’

30 We have also had regard to the objectives in Article 3(2) of the EECC.

31 Section 47(3) states that the setting of a general condition is not subject to the test of being objectively justifiable,
although we are likely to consider this in any event when assessing whether the condition is proportionate.
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2.38

2.39

this purpose with respect to our proposed modification of the General Conditions.32 As we
explain more fully in those parts of this document, we have assessed the impact of our
proposals in a manner that we consider appropriate given that they would implement
mandatory provisions of the EECC.

We are also required to assess the potential impact of all our functions, policies, projects
and practices on the equality of individuals to whom they will apply. Equality impact
assessments assist us in making sure we are meeting our principal duty of furthering the
interests of citizens and consumers regardless of their background or identify.

We have therefore given careful consideration to whether or not our proposed general
condition will have a particular impact in relation to the following protected
characteristics: age; disability; gender reassignment; pregnancy and maternity; race;
religion or belief; sex and sexual orientation. We are satisfied that the proposal is not
detrimental to any group defined by these protected characteristics.

This document

2.40

241

The rest of this document is set out as follows:

e Section 3 sets out an overview of developments in the mobile market and a summary
of our concerns.

e Section 4 sets out how we are addressing our concerns about bundled contracts,
including details of discounts which providers have committed to for out-of-contract
bundled customers and a summary of the transparency proposals which we intend to
consult on later this year.

e Section 5 sets out our proposals for amendments to the General Conditions to address
our concerns in relation to ‘linked’ split contracts.

e Section 6 sets out our conclusions and next steps.

The Annexes to the document are:

e Annexes Al to A4: Consultation Annexes, including consultation principles, questions
and response coversheet.

e Annex A5: Data analysis.

e Annex A6: Legal framework and EECC provisions.

e Annex A7: Notification of proposed modifications to the General Conditions.

e Annex A8: Glossary

32 We will assess the impact of further proposals to amend the General Conditions, to implement other provisions of the
EECC, when we make them later this year.
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3. Changes in the mobile market and why we
are concerned

3.1

3.2

3.3

3.4

Since our September 2018 consultation we have gathered a range of evidence to update
our understanding of the customer experience of pay-monthly mobile contracts, and in
particular the extent to which customers may be overpaying. We set out our findings33 in
this Section and the concerns we have identified.

We also set out an overview of the pay-monthly market and recent trends, which provides
relevant context for our concerns. We identify how, more recently, the way that
consumers buy mobile services has been changing. Pay-monthly customers increasingly
have different options — for example SIM-only contracts are becoming more popular as
customers retain their handsets for longer or choose contracts which allow them to
separate the cost of the handset from the airtime and pay for the handset over a longer
period.

Our analysis shows that this is a complex issue, with the extent of overpayment and
consumer harm smaller than previously estimated (and declining).3* Nevertheless, we are
concerned that there remain a significant number of customers (1.4m) who are overpaying
(by £182m a year). We are also concerned about the lack of transparency to customers
buying bundled contracts about the price they pay (or could pay) for the different elements
of the bundle, including the handset. It is difficult for consumers to evaluate what they are
buying and whether this is the best option for them, and this is adding to the cost of
confusion in this market.

We also remain concerned that some split contracts are linked by terms which mean that
customers cannot switch their airtime provider without paying off the balance of their
handset agreement. We think this is likely to deter switching. This a growing concern given
that providers are increasingly moving to offer split contracts, and more consumers are
signing-up to them.

Market context

3.5

The mobile sector is fast-moving, with pricing and packages changing frequently in
response to technological and commercial developments in the market. We need to take
account of this context as part of our assessment of whether there are concerns that we
need to address, and what the appropriate intervention would be. We summarise some of
the key relevant developments below.

33 Annex 5 sets out our data analysis, findings and methodology in detail.

34 paragraphs 3.43 and A5.53-55 of Annex 5 set out the basis on which we have calculated the overpayment and what we
mean by the term. Broadly speaking, by ‘overpayment’ we mean the difference between the customer’s current monthly
recurring charge and a comparable SIM-only deal (for minutes, texts and data) with the same provider.
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There is a range of contract options for pay-monthly mobile customers

3.6 Pay-monthly contracts make up 70% of the UK’s 79 million mobile subscriptions.3s Within
this market, there are primarily three types of contract options available to customers:

a) ‘bundled contracts’ - under which the customer receives a handset and airtime and
pays a single monthly price which includes both the handset and the cost of the
airtime, and also can include other additional services such as content (e.g. music or TV
subscriptions, insurance or anti-virus software protection services);

b) ‘split contracts’ - under which customers purchase both an airtime tariff (plus any
additional services) and a mobile handset at the same time under two contracts, and
where the monthly cost to the customer is separated into prices for the airtime and the
handset;3¢

c) SIM-only contracts — under which the monthly cost to the customer includes the
airtime (and any additional services) but the provider does not supply the customer
with a handset under the contract (instead the customer either purchases a handset
separately or uses a handset they already own).

3.7 Within each of these models, customers have different contract length options. Any
contract which includes airtime can vary from a 30-day rolling contract up to a 24-month
minimum contract period.3? Handset loan agreements sold as part of the split contract
model do not have a prescribed maximum length, although currently the longest offered in
the market is 36 months.

3.8 As handsets have become increasingly expensive, minimum contract lengths have
increased — 24-month contracts make up the largest portion (48%) of new pay-monthly
subscriptions.3 However, more recently there has been a significant growth in SIM-only
contracts with a minimum contract period of 12 months.3°

3.9 If a customer decides to cancel their contract before the end of their minimum contract
period they would usually be required to pay a charge (an early termination charge).
Beyond that point, the contract continues (usually as a 30-day rolling contract),* and the
customer continues to receive the service although they are free to switch to another deal

35 Ofcom, 2019, Communications Market Report (‘CMR 2019’). These are active mobile subscribers who use mobile services
on mobile handsets (for example excluding data only subscriptions).

36 The handset agreement is generally provided as a consumer credit loan under the Consumer Credit Act. Providers have
to be registered with the Financial Conduct Authority to provide such loans.

37 This is the maximum permitted length under General Condition C1.4.

38 Ofcom, 2018, Communications Market Report (‘CMR 2018’), p.58.

39 In fact, almost all pay-monthly services with a minimum contract period of 12 months or less in Q4 2017 were SIM-only:
CMR 2018, p.58. Providers only recently (this year) started offering SIM-only contracts of 24 months.

40 Providers’ early termination charges have to be based on the remaining amount of the customer’s monthly charges,
minus any costs they save (such as VAT). We currently have an open enforcement programme looking at early termination
charges across the sectors.

41 Providers are prohibited from automatically renewing customers into another minimum contract period under General
Condition C1.3.
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3.10

without paying a charge. In this document, we refer to customers in these circumstances
as ‘out-of-contract.’s

Under bundled contracts, providers usually advertise the handset as an inclusive, or ‘free’,
part of the contract, in some cases alongside a partial one-off upfront payment. In practice,
the provider is likely to have factored in the costs of the handset into the overall bundle
price, although this may not always correspond with the minimum contract period. The
handset becomes the customer’s property at the point they enter into the contract, or
shortly after.%3 Customers that cancel their airtime contract before the end of their
minimum contract period can keep their handset, subject to paying the relevant early
termination charge. If they remain a customer after their minimum contract period they
usually continue to pay the same price, even if the provider has fully recovered the value of
the handset.

Bundled contracts remain popular but take-up is decreasing as the market
evolves

3.11

3.12

Almost 18m customers are currently on a bundled contract, which represents nearly half
(46%) of all pay-monthly customers.

As shown in Figure 3.1 below, the take-up of bundled contracts has been decreasing as
customers increasingly select other types of contracts, particularly SIM-only contracts. The
latter now have an almost equivalent take-up to bundled contracts (38%, or 15m
customers when considering both 30-day rolling and 12-month options).

42 These customers are beyond, or outside of, their minimum contract period, although they are still being provided with

services.

43 For example, under EE’s terms of service, EE retains ownership of the handset for the first six months of the contract
(Condition 10.1: EE Pay Monthly Network Terms October 2018).
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Figure 3.1: Composition of pay-monthly contracts from January 2014 to January 20194
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3.13 This trend reflects that, as innovations in smartphones have slowed and handsets have
become more expensive, consumers have started to keep their handsets longer. In 2017,
the CEO of Dixons Carphone noted that customers were on average keeping their devices
for 29 months (an increase of 4 to 5 months from previously).46

3.14 Our 2019 consumer research also provides evidence of this trend, with customers on SIM-
only contracts being more likely to have had their current handset for longer — 42% of
customers on a 12-month SIM-only contract had their current handsets for two years or
more, compared to 22% of customers on bundled contracts.#

Split contracts are already popular, and are likely to grow

3.15 Split contracts now make up 15% of pay-monthly mobile customers (5.9 million people) up
from 4% in 2014.48 They are currently offered by 02, Virgin Mobile, Sky Mobile, Tesco
Mobile and Giffgaff.

44 Vodafone were unable to provide data for the whole period and are therefore only included from January 2017 onwards.
Vodafone offers bundled contracts and no split contracts, and including Vodafone’s data only from 2017 onwards explains
why the share of bundled contracts does not fall from January 2016 to January 2017 (Refer to Figure A5.2).

45 Specifically provider responses to the second mobile handsets s.135 information request. See Glossary.

46 Reuters, 2017. Dixons Carphone shares plunge 30 percent after handset sales falter.

472019 consumer research Q,1B, Table 2.

48 See Figure 3.1.
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3.16 02 is the largest provider of split contracts. It has offered this model through its direct
sales channels,* on its ‘Refresh’ tariff, since 2013. Until last year it offered handset
agreements of up to 24 months, but from August 2018 it launched its new ‘Custom’ plans,
which offer handset agreements of up to 36 months alongside a 30-day rolling airtime
contract. Similarly, Tesco Mobile first started offering the split contract model in 2014, and
has recently started offering handset agreements of up to 36 months as part of its Anytime
Upgrade Flex contracts.s

3.17 Sky Mobile and Virgin Mobile more recently introduced these contract models (in 2016 and
2017 respectively). Sky Mobile’s ‘Swap’ tariff offers either a 30-month handset agreement
with a 24-month airtime contract or a 12-month airtime contract with a 24-month handset
agreement. Virgin Mobile’s ‘Freestyle’ tariff offers either a 24 or 36-month handset
agreement alongside a 30-day rolling airtime contract.

3.18 The recent move towards offering handset agreements of longer than 24 months has
resulted from the increasing cost of some devices. Those commonly sold under split
contracts, including the iPhone XR, the Samsung Galaxy S10 or the Google Pixel 3, typically
cost between £750 and £900. Longer contracts allow customers to spread the cost and
reduce the monthly amount they pay. Over a 36-month contract for a handset costing
£800, a customer would typically pay just over £22 per month.

3.19 Other major providers are also now looking to offer split contracts to their customers. In
particular, EE and Three have confirmed to us that they have plans to launch split
contracts. Whilst the details of these plans are still being worked out, the confirmation
from these providers of their plans means that we can expect to see a significant growth in
split contracts over the next few years, and an associated decrease in the take-up of
bundled contracts. For example, EE has confirmed that it intends to phase out its bundled
contract model once it launches split contracts. Nevertheless, we expect that some
providers will continue to offer bundled contracts, particularly given that many customers
value the benefits they can offer, as discussed further at paragraph 3.39 below.

3.20 The split contracts currently used by 02, Sky Mobile and Tesco Mobile contain terms which
require (or entitle the provider to require) that, if the consumer ends their airtime contract
at any time, they must also pay off the remaining balance under their handset agreement
as a lump-sum.st We refer to these as ‘linked’ split contracts. Over 5 million customers are
on this particular type of split contract.s2

49 |t continues to offer bundled contracts to customers that sign-up via an indirect channel, such as Carphone Warehouse.
50 Tesco, 2018. Tesco mobile launches lowest ever monthly prices with new anytime upgrade flex contracts.

51 For example, page 6 of Sky Mobile Customer contract (from November 2018) states: “If you take Sky Mobile services and
pay for any equipment with an equipment payment plan you must maintain an active data plan for the duration of your
equipment payment plan. If you no longer have an active data plan but still owe us money under the equipment payment
(for example, you end this contract, or we end it due to something you have done), we may ask you to repay the
outstanding amount in full”.

52 See Figure A5.1in Annex 5.
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3.21

The contracts offered by Virgin Mobile and Giffgaff, however, do not contain the same
requirement. The customer is free to switch airtime provider but can carry on paying for
their handset over the term of their original contract.

We have assessed the market and remain concerned about
bundled contracts

We consulted on our initial concerns in September 2018

3.22

3.23

3.24

3.25

In September we set out our concern that, if customers on bundled contracts do not take
action at the end of their minimum contract period, their contract rolls forward. By default
they continue to pay a price which effectively includes the cost of the handset, which in
many cases they will have already paid-off.

We also noted a concern about the transparency of these contracts, in particular that
customers are not made aware of, and may not understand, how much they are paying for
each element of the bundle (i.e. the handset and airtime). We said this makes it difficult for
them to compare packages and consider whether separate contracts for the handset and
airtime, or buying a handset outright and combining it with a SIM-only contract, or even
retaining their current handset and taking out a SIM-only contract, might be better value
or better meet their needs.

We referred to estimates, from our 2018 Pricing Trends report, that approximately 1.5
million people were out-of-contract on a bundled contract and therefore might be paying
more than necessary. We said that, collectively, UK mobile customers could be overpaying
by approximately £330m each year.5

We also referred to evidence from our 2018 consumer research which found that a quarter
of consumers on a bundled contract were unaware of the possibility of moving to a SIM-
only contract at the end of their minimum contract period.5* We noted that there might be
other points during the lifetime of a contract when consumers need transparent
information to make informed choices, too.

Many respondents agreed with our concerns, but providers said that there
were additional complexities to consider

3.26

Many respondents, including Citizens Advice, Which? and Sky Mobile, agreed there was a
concern about bundled customers overpaying. Citizens Advice said that these customers
were being charged for a handset they had already paid off and referred to this as a
“mobile handset loyalty penalty”. It estimated that four million people overpaid a total of
£490m on their last mobile contract, and that over 65s were twice as likely to have paid a
loyalty penalty for over 12 months.5s Dixons Carphone, however, said that, rather than

532018 Pricing Trend Report. This figure was based on a monthly overpayment of £18.52.
54 Ofcom, 2018. Consumer engagement quantitative research, slide 29.
55 Citizens Advice, 2018. Reviewing bundled handsets.
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3.27

3.28

3.29

3.30

331

there being a specific overpayment concern, the key issue was of customers not engaging
in the market at the end of their minimum contract period, with the result that these
customers could find themselves on tariffs which were no longer fit for their needs.

Many of the providers said that this was a complex issue which needed more detailed
analysis. BT noted that our figures on the extent of overpayment were estimates, rather
than actual data from all providers, and its own data suggested the extent of overpayment
was significantly lower. Three similarly noted that a number of its out-of-contract bundled
customers were on plans that were at least as good value as current offers and said it was
“overly simplistic” to assume that all out-of-contract customers could obtain better value
by switching to a current deal. Vodafone submitted a report by Frontier Economics which
made similar points (see Annex 5 for further details).

Virgin Mobile said there was a misconception about how bundled contract prices were set.
It noted that Ofcom’s calculations appeared to assume there was a formula to ensure that
the unit cost of each handset was recovered precisely over the minimum contract period,
whereas in practice providers know that, on average, customers stay with them for longer
than the minimum term. It said this meant providers might choose to risk recouping the
value of the handset (and any other acquisition costs) over a period longer than the
minimum term, thereby reducing the monthly charge offered to the customer over that
initial term. BT also similarly emphasised that the monthly amount paid by the customer
for bundled contracts reflects the overall service supplied, with the handset just one
element of that.

The providers also emphasised that the mobile market was highly competitive and pointed
to previous findings by Ofcom, the Competition and Markets Authority (‘CMA’) and the
European Commission in support of this. Some of the providers, including BT, Virgin Mobile
and Vodafone, noted in particular that Ofcom’s own data showed that mobile prices had
reduced in recent years while data usage has increased, suggesting that most consumers
were getting good value for money.

The providers also pointed to the variety of different contract options now available, which
they believed showed the market was responding to customers’ changing needs. Vodafone
for example pointed to the growing availability of split contracts as an alternative. Virgin
Mobile also pointed to its recently launched bundled contract deal where, at the end of the
contract term, the monthly price is automatically reduced by moving the customer to the
nearest equivalent SIM-only tariff. BT said bundled contracts remained an attractive option
to customers because they offered a low upfront cost for the device, as well as additional
benefits, such as more generous allowances and features.

Some providers said there were already high levels of engagement and satisfaction in the
mobile market. BT, Vodafone and Virgin Mobile said Ofcom should therefore acknowledge
that some customers were aware of their options but chose not to engage. For example,
Vodafone noted that these customers could be waiting for a new device to come out, or
their perceived switching costs may be higher than the benefits they expect to get from a
new deal. BT and Three said it was not necessarily problematic in itself that different
customers pay different prices, depending on their level of engagement. Three said this
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3.32

3.33

3.34

3.35

was especially true where customers have access to good quality and timely information
about their services and the options available to them.

Both Vodafone and BT also noted that out-of-contract customers are not necessarily
vulnerable and that we had not presented any analysis of this. BT highlighted that the
customer profile of its out-of-contract customers had “broadly the same demographic mix
as customers within their minimum contract term.” Vodafone pointed to our research
which showed that there was a higher prevalence of bundled contracts in younger
customers, customers on higher incomes, and customers in social group AB. It said that
these customers were unlikely to be disengaged from the market (see Annex 5 for further
details on Vodafone’s comments).

In terms of our concerns about transparency, Vodafone said it already informed its
customers about relevant information on price, contract duration and device costs, and the
availability of SIM-only alternatives made it easy for customers to compare the two. It also
pointed to the strong growth in the numbers of SIM-only customers and split contracts as
demonstrating that customers were aware of these options.

A number of other stakeholders, however, agreed with our concerns about transparency.
02 said Ofcom’s consumer research evidence showed there could be an issue with
customers not being aware of the fact they were, or were coming, out-of-contract, or of
the options that are available to them, which it said could be the main reason why
customers were being charged for handsets after the end of their minimum term. In
addition, Citizens Advice said a lack of transparency about the costs of the handset and
airtime elements of a bundle make it hard for customers to compare offers and make fully
informed decisions.

Shortly after our September 2018 consultation, Citizens Advice submitted a super-
complaint to the CMA on the issue of excessive prices for disengaged consumers, which it
refers to as the ‘loyalty penalty.’ It included in this its concerns about customers
overpaying for mobile handsets (see paragraph 3.26 above).5 In its response to that
complaint, the CMA noted that Citizens Advice’s estimate of the overpayment appeared
implausible when considered alongside Ofcom’s analysis of provider data and was
therefore likely to be an over-estimate. It also noted that neither the Citizens Advice
estimate, nor the estimate that Ofcom had previously made (£330m), were based on the
price actually paid by customers after their minimum contract period. It noted the need for
more work to understand the scale of the issue.>

56 Citizens Advice, 2018. Excessive prices for disengaged consumers: A super-complaint to the Competition and Markets
Authority (‘Citizens Advice super-complaint’).

57 CMA, 2018. Tackling the loyalty penalty; Response to a super-complaint made by Citizens Advice (‘CMA’s response to the
super-complaint’), paragraphs 4.10-4.13.
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We have gathered more data to better understand the concerns

3.36 We agreed with those respondents, and the CMA, who said we needed to gather further
information. We noted in our September 2018 consultation that we intended to do so as
we had some indications that the number of bundled customers who are out-of-contract
was more than 1.5 million. We also recognised that not all of these customers would
necessarily pay higher prices than current SIM-only prices (e.g. there may be customers
that benefited from attractive legacy deals).ss

3.37 We have therefore carried out a significant data gathering exercise. In particular, we
gathered billing data on all out-of-contract bundled customers as of November 2018 from
all the major providers.s Using this data, along with information on each provider’s current
SIM-only packages, we have been able to:

i) more accurately assess the extent to which out-of-contract customers are
overpaying on their current contracts. Specifically, we have compared the inclusive
minutes, texts and data allowances of the tariffss these customers were actually on
with a comparable SIM-only tariff offered by their current provider; and

ii) identify the extent of variation in overpayment and length of time out-of-contract
by different customer groups.

3.38 This is the first time that this issue has been analysed in-depth in this way and it provides
us with a much clearer, and more accurate, picture of this overpayment issue than has
previously been available. Annex 5 sets out our analysis, including a description of the data
and the methodology we have used, and our detailed findings. We set out a summary of
our key findings below.

Bundled contracts are still valued and can be a more affordable way to buy a
handset and airtime

3.39 In considering our findings, it is important to note that our concern relates to out-of-
contract bundled customers who are overpaying, not bundled contracts in themselves.
Many customers value the benefits of these contracts. They may, for example, have a
preference for a new handset at the time of contracting, or may not wish to (or be able to)
get a separate handset agreement. As highlighted by some respondents, bundled contracts
can often represent a better deal for customers than other alternatives.¢:

3.40 Some stakeholders said that customers on bundled contracts had “paid off” their handset
once they had reached the end of their minimum contract period. However, this is not
always the case (see also paragraph 3.6 above about how these contracts are structured).

58 September 2018 consultation, footnote 19.

59 EE, 02, Three, Vodafone, Virgin Mobile and Tesco Mobile.

80 As noted in Annex 5, there are some additional services which can also be included in bundled contracts which could be
a relevant part of some out-of-contract customers services (e.g. add-ons such as content services, or roaming services). We
have excluded these services from our analysis and therefore where we refer to the term ‘overpayment’ throughout this
document, we are specifically referring to the minutes, texts and data allowances of tariffs only.

61 ySwitch, 2018. New breed of mobile tariff could cost customers £231 million.
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3.41

Customers on these contracts pay a single charge and receive a bundle of services and a
handset (which they own, typically at no cost or for a one-off payment, often from the
start of the contract). There is usually no specific amount or charge of their monthly
payment that is attributed to that handset. Providers normally take account of a number of
different factors when setting a customer’s monthly charge, including the cost of the
handset they wish to recover and how long the customer is likely to remain with them. As
highlighted by Virgin Mobile (see paragraph 3.28) in making that calculation they may
assume the customer will stay beyond their minimum contract period.

What we can say with certainty, however, is that, at the end of their minimum contract
period, the customer is free to switch to an alternative deal without paying an early
termination charge and is also free to keep their handset. The focus of our concern,
therefore, is where out-of-contract bundled customers are overpaying for their service,
without necessarily realising, because they remain on the same deal as their original
bundled contract but could switch to an equivalent SIM-only contract and make savings (in
some cases, considerable ones).

Our data analysis shows the issue is complex but most out-of-contract
bundled customers are overpaying

3.42

3.43

3.44

3.45

Of the almost 18m customers on bundled contracts (46% of all pay-monthly customers),e2
2m (11%) are outside their minimum contract period. This is nearly 5% of all pay-monthly
mobile customers.

We have calculated the difference between the price these customers are currently paying
on their bundled contract and that of the closest equivalent 30-day SIM-only contract with
their existing provider available at the time.ss These calculations indicate that, on average,
these customers are paying just under £6 (£5.91) more per month by remaining on their
bundled contract.

However, this does not mean they overpay for long periods of time (nor that all of them
overpay — see further below). We have found that 29% of bundled customers are out-of-
contract for three months or less, and 50% for eight months or less. After 12 months of the
contract ending, however, 39% remain out-of-contract. Taking into account the length of
time customers are out-of-contract, the average overpayment per out-of-contract
customer is around £37 per year. This equates to an annual overpayment of around £142m
across all out-of-contract bundled customers.

These overpayment amounts are significantly lower than previous estimates by us, and
others (for example, the Citizens Advice estimate of £473m). By using customer billing data

62 Qur data is the position at a snapshot on 1 November 2018. However, our analysis (explained in Annex 5) shows that the
distribution of the length of time people spend out-of-contract does not change much over the year.

63 As explained in Annex 5, we use a number of methods of matching a customer to an equivalent SIM-only package. In the
figures that we quote here, we have used our ‘baseline’ in which a customer is matched to the closest SIM-only package of
their current operator which does not reduce any of the airtime allowances (call minutes, texts or data). We used a 30-day
deal to match the flexibility that a customer gets by remaining out-of-contract.
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3.47

rather than making assumptions about how much customers are paying, we have been

able to establish robust, accurate estimates on the scale of this issue.

Our analysis also shows that it is an over-simplification to assume that all out-of-contract

customers are paying too much. This is a complex issue, with the average figures masking

considerable variations in the impact on different groups of out-of-contract customers. In

particular:

a)

b)

c)

d)

A material proportion of bundled customers would be better off remaining on their
current deal: our data indicates that, of the 2m bundled customers that are out-of-
contract, 27% (around 600k) would not, in fact, save money by moving onto the closest
equivalent SIM-only contract. This aligns with comments from providers, and our
analysis shows these customers tend to be those that have been out-of-contract for
longer. It would actually cost these customers an average of £6 a month extra if they
switched to an equivalent SIM-only contract with their provider at the time of our
analysis.

The amount of overpayment varies considerably between customers: looking just at
those who are out of contract and overpaying on their current deal, these customers
could, on average, save almost £11 per month if they switched to SIM-only. However,
this average again masks considerable variations:

i) around 22% of these customers could save less than £5 per month; but

ii) nearly 20% of these customers (nearly 400,000 people) could save more than £15
per month.

The extent of overpayment also varies by the length of time customers have been
out-of-contract: in general, customers who have been out-of-contract for longer are
overpaying by a smaller amount per month than customers who went out-of-contract
more recently. For example, the average monthly overpayment for those out-of-
contract for less than one month is £8.67, compared to £2.79 for those who have been
out-of-contract for between three and four years.

Older people have been out-of-contract for longer, on average, but they are
overpaying less: the provider data shows the average length of time spent out-of-
contract rises consistently by age group: eight months for those aged 16-24 compared
to over 18 months for those aged 65+.%4 The data also shows that the level of
overpayment declines with age. While 25-34 year olds could save £9.14 a month on
average by switching to an equivalent SIM-only tariff, the average monthly savings
decrease to £4.90 and £2.40 for the 55-64 and 65+ age brackets, respectively.

Our data analysis also identified significant variations between providers both in terms of

the number of affected customers (including whether those customers were acquired

64 The median length of time out-of-contract for 16 to 24-year-olds is 4 months, rising to 7 and 8 months for 35 to 44 year-
olds and 45 to 54 year-olds respectively. The 65-years plus group have a median of 12 months out-of-contract.
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directly or through indirect channels such as Carphone Warehouse), as well as the extent

of overpayment. In particular:

a)

b)

c)

d)

EE had the highest number of out-of-contract bundled customers, as might be
expected given its largest share of retail customers. Vodafone has the second largest
number of out-of-contract bundled customers, followed by Three (which again broadly
reflects their market share); 02 has fewer out-of-contract bundled customers than the
other providers because it has been primarily offering split contracts through its direct
sales channels since 2013.% It still, however, has a large number of out-of-contract
bundled customers acquired through third party channels, such as Carphone
Warehouse. As smaller ‘virtual’ providers®, Tesco Mobile and Virgin Mobile had fewest
out-of-contract bundled customers, though Tesco Mobile had more than twice as many
as Virgin Mobile;

Almost all of Vodafone’s out-of-contract customers are overpaying ([3<]%). EE®?, 02
and Virgin Mobile are around the industry average of 70% with Three being slightly
lower. Tesco Mobile, however, had just [3<]% (less than half) of its out-of-contract
customers overpaying. As a result, we found that, on average, Tesco Mobile’s out-of-
contract customers would pay more if they switched to an equivalent SIM-only
contract;

The level of overpayment among those out-of-contract customers who would save
money on a SIM-only tariff also varies by provider. For customers of Vodafone and
Three, the overpayment is considerable, and above the average (at £13-£16 and £10-
£13 per month, respectively). 02 is around the industry average of £11 (but this varies
depending whether customers are acquired directly or indirectly, see below), while EE
is slightly lower. Virgin Mobile customers are overpaying by around two thirds of the
industry average; and Tesco Mobile customers would save less than £3 per month on a
comparable SIM-only contract; and

We also found that in general, customers who have purchased their bundle indirectly
would make greater savings from switching to a SIM-only contract (around 30% more).
This is principally driven by 02’s indirect customers. As we say above, the vast majority
of 02’s bundled sales are through indirect channels, and these out-of-contract
customers are overpaying by considerably more than its direct customers.

The picture, therefore, is a mixed and complex one. There are significant variations across

out-of-contract bundled customers, with some customers actually better-off on their

current deals. The extent of overpayment is smaller than previously estimated, and we

65 02 still provides a very small number of bundled contracts directly to some customers.

% Mobile Virtual Network operators (‘MVNOs’) provide mobile services to customers but using another provider’s
network, e.g. Virgin Mobile uses the EE network and Tesco Mobile uses the 02 network.

67 As set out in Annex 5, since the date of our analysis (November 2018) EE has undertaken its annual pricing review and
the gap between the price out-of-contract handset customers and SIM-only customers are paying has reduced
significantly.
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expect it to decline in light of the market trends we have outlined earlier in this Section (in
particular the likely increase in the use of split contracts).

3.49 Our analysis also did not find that vulnerable customers are disproportionately affected.
Whilst there was some evidence (from both provider data and our 2019 consumer
research)e that older consumers were more likely to be out-of-contract for longer, the
amount of overpayment by these customers was below the average.

3.50 Nevertheless, we remain concerned that there are a significant number of customers who
are overpaying, specifically the 1.4m customers that are overpaying by £182m a year.

There is also a lack of transparency and a risk that less confident customers
could be exploited

3.51 We agree with the comments from some providers that there may be rational reasons why
a customer may choose to remain out-of-contract. For example, if they are on a good
legacy bundle deal, or if the savings they could make by switching to a new contract are
relatively low compared to the perceived costs of re-engaging with the market (e.g.
spending time searching for the right deal), or they may also prefer the flexibility of
remaining out-of-contract for a few months in order to wait for the launch of a new
handset model. Where customers are making a rational, informed decision about their
contract status we may not have a concern.

3.52 However, we are concerned that the information that is currently provided to customers
about bundled contracts and the SIM-only alternatives is not sufficient for them to be
aware of all of the options available. Our 2019 consumer research indicates that one of the
main reasons people give for remaining out-of-contract is that they are happy with their
current phone “and will wait until | need or want a new phone before looking into it” (60%).
Furthermore, a significant proportion (30%) say they are happy with the price they are
currently paying.s®

3.53 Our analysis, though, shows that the majority of out-of-contract customers (70%) could
save money by switching to an equivalent SIM-only contract, and so we are concerned that
the reasons given by customers reflect a lack of awareness about the savings they can
make whilst retaining their existing handset. The lack of transparency to customers buying
bundled contracts about the price they pay (or effectively pay) for the different elements
of the bundle, including the handset, is making it difficult for customers to evaluate what
they are buying and whether this is the best option for them. This is also confirmed by
other evidence from our 2019 consumer research.

3.54 In particular, we found that, whilst there is broad awareness of the availability of SIM-only
options (88% of all bundled customers), only around one in six out-of-contract bundled
customers were aware they could switch to a 30-day rolling SIM-only contract with their

68 2019 consumer research Q14B, Table 2.
692019 consumer research Qs 17 A/B, Tables 26-28.
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3.55

3.56

existing provider.” Customers who could be better off switching may not be doing so
because of confusion or ignorance about their options and the savings that might be
available.

Our research also found that out-of-contract customers are less confident about engaging
with their provider than those who are in-contract. They displayed lower levels of
confidence in comparing the cost of deals (38% vs. 54%), speaking to their current provider
about deals (40% vs. 58%), understanding the language and terminology used by providers
(34% vs. 51%), and in using maths in everyday life (45% vs. 54%).7 Lack of confidence in
these areas could lead to these customers being less likely to engage in the market, which
providers may be able to exploit.

We set out plans for tackling our concerns on bundled contracts in Section 4.

We also have a concern about some split contracts

We asked for views on split contracts in September 2018

3.57

3.58

In our September 2018 consultation we said that split contracts could help achieve our aim
of ensuring people know what they are paying for at the start, during, and at the end of
their contract. We also noted that some stakeholders, such as Citizens Advice, had
advocated the use of these contracts as fairer and more transparent. We considered,
however, that mandating the use of these contracts was not appropriate. Consumer choice
is an important aspect of the mobile market and we wanted to ensure that providers
continue to make a wide range of competitive offers. We said that unduly restricting their
ability to bundle services could lead to a reduction in innovation, less competition in the
provision of mobile services and, ultimately, to poorer outcomes for customers.

We also highlighted a concern about split contracts tying people into long contracts with
providers, deterring switching and denying them the benefits of competition. In particular,
we noted that linked split contracts, which require customers who switch their airtime
contract to pay off any remaining sums due under the handset agreement immediately,
could give rise to substantial lump-sum liabilities. Those could constrain customers’
abilities to switch.

Stakeholders had mixed views on split contracts; some agreed with our
concern

3.59

The majority of respondents, including the providers (02, Vodafone and Three) and some
consumer groups (uSwitch and Citizens Advice), agreed with our view that mandating split
contracts was not desirable as it could have the unintended consequences of reducing the
number of options available to customers. The Communications Consumer Panel and
ACOD (‘CCP’) nonetheless stated that we should not “rule out looking again at the

70 2019 consumer research Q.3/Q.4 Tables 4 and 5.
712019 consumer research Qs 20 A/B/C, tables 31 - 33.
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3.60

3.61

3.62

3.63

possibility of split contracts if there is evidence that the current proposals fail to achieve a
reduction in consumer harm.”

Vodafone and Citizens Advice pointed to the benefits of split contracts in terms of
increased pricing transparency, with Vodafone noting that split contracts also offer the
ability for customers to spread the cost of high value handsets over a longer period of time.
Vodafone also said its own research into split contracts suggested that being able to select
the length of the handset agreement was a key feature in the popularity of split contracts.

At the same time, Three and Dixons Carphone noted that these contracts did not
necessarily offer the best value deals to consumers. uSwitch made a similar point and
highlighted research which had found that customers on split contracts could end up
paying more for airtime.?

Ombudsman Services and Three agreed with our concern that the increasing length of
handset agreements could tie people into airtime contracts for longer than 24 months.
Ombudsman Services and Citizens Advice in particular suggested that we should intervene
to stop providers linking the handset and airtime contracts: Citizens Advice said that the
practice could be “a one-off barrier to switching of hundreds of pounds.” Vodafone,
however, said it did not see any issues with tying customers into longer contracts with
providers as long as the contract length, and any other relevant conditions (including early
termination charges), were made clear at point of sale.

Three was concerned that some providers were taking advantage of the “dual regulatory
regimes” for handsets and airtime (where the Financial Conduct Authority (‘FCA’) regulates
the consumer credit agreements for handset agreements alongside Ofcom’s regulation of
airtime contracts) to tie customers into longer airtime contracts. Having “two regulators
covering the same service or product was likely to cause consumer confusion or harm”. It
suggested that, to address this concern, Ofcom should have sole regulatory responsibility
where handsets are sold under a credit agreement alongside an airtime contract.

We continue to be concerned about the impact of ‘linked’ split contracts on
switching

3.64

3.65

We remain of the view that split contracts should be part of a range of optionsin a
competitive mobile market, so that customers can choose the contract type that works
best for them. We agree with stakeholders that these contracts can offer benefits in terms
of clearer pricing structures, as well as longer handset agreements which allow people to
spread the cost of more expensive devices.

We do not share Three’s concern about the application of consumer credit regulation to
handset (loan) agreements. Where providers sell devices on credit, it is appropriate that
consumers are protected by consumer credit legislation administered by the expert
sectoral regulator. There is a distinction between that specific aspect of regulation and the
regulation by us of the electronic communication services provided to the customer. Such

72 ySwitch, 2018. New breed of mobile tariff could cost customers £231 million.
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3.67

3.68

3.69

3.70

regulatory arrangements have been in place since providers began offering split contracts,
including handset agreements, in 2013. We have seen no evidence of them proving
problematic.

However, we also agree with Citizens Advice and Ombudsman Services about these deals
tying people to long airtime contracts. A large proportion of customers are on split
contracts that are linked. In many cases, these customers would be required to make a
substantial one-off payment for their handset if they want to switch airtime provider, even
where they are outside the minimum period of their airtime contract. We think this is likely
to deter switching and tie them unduly to their airtime provider. That is likely to be true
where the customer is a consumer or a small business customer with similar bargaining
power.”

Constraining customers’ abilities to switch is likely to harm each of them individually. By
affecting switching generally, it is also likely to undermine the competitive process as a
whole, harming customers collectively. The extent of that harm is only likely to grow the
more providers use linked split contracts.

Not all split contracts contain the links we are concerned about. Where they are not linked,
the consumer is free to switch to a different airtime provider whilst continuing to pay off
their handset agreement in instalments with the original provider. That provider obtains
the benefits to which it is entitled under that contract, but the consumer can take
advantage of the benefits of competition by switching to an airtime deal which best meets
their needs.

In response to Vodafone, we agree that transparency is essential for consumers to make
informed choices about the services they buy. However, transparency alone does not
necessarily remove the problematic effects any contract terms can have. In this particular
case, telling a consumer at the start of their contract that they may subsequently be
subject to a requirement to make a lump-sum payment does not stop that requirement
from affecting their incentives to switch.

We set out our proposals for linked split contracts, and how they will address our concerns,
in Section 5.

73 These kinds of customers are similarly likely to consumers to be affected by excessive minimum contract periods.
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4. Addressing our concerns about bundled
contracts

4.1

4.2

4.3

4.4

This Section sets out the measures we are taking to address our concerns about bundled
contracts, namely that many out-of-contract bundled customers are overpaying and that
there is a lack of transparency about the prices customers pay. Whilst we think our end-of-
contract notifications will go some way to addressing this harm, we consider that further
measures are needed.

We are taking a revised approach to the options set out in our September 2018
consultation. We do not have the power under the EECC to impose the default tariffs
options we consulted on in September.

Because of this, we have focussed instead on what we can do to protect people as quickly
as possible. Following our intervention, most mobile providers have agreed to apply
discounts to their out-of-contract bundled customers’ monthly price. Although Three has
refused to take part, these discounts help to tackle the harm we have identified for nearly
80% of out-of-contract customers that are overpaying. We set out details of the discounts
from each relevant provider in this Section.

Alongside these discounts, we plan to implement a new measure to address our concerns
about the transparency of bundled contracts. The EECC transparency provisions offer a
clear route to achieve this. We set out in this Section our initial view on how we expect
these information requirements to apply when we implement them as part of a broader
consultation on the EECC provisions later this year. These measures will complement the
requirements we have already imposed on providers to give their customers end-of-
contract notifications and best tariff advice.

Our end-of-contract notifications will address some of our
concerns, but more needs to be done

4.5

4.6

4.7

As set out in Section 2, we recently published our ECN statement which confirmed the
imposition on providers of new requirements to send end-of-contract notifications and
annual best tariff advice to their customers.

These requirements mean that, from February 2020, mobile customers will receive a
standalone notification between 10 and 40 days before the end of their minimum contract
period. These notifications will tell customers about the best tariffs available from their
provider which, for customers on a bundled contract, must include at least one SIM-only
contract. In addition, all customers who remain out-of-contract will be given this
information at least annually.

Our judgment is that, by specifically telling customers on bundled contracts about the
availability of a SIM-only option, these notifications will markedly improve consumer
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4.8

4.9

4.10

4.11

4.12

4.13

4.14

awareness of these deals. Customers will be given a prompt to take steps to avoid paying
more than they need to, once they are out-of-contract.

As part of research we carried out for our ECN statement, participants reported that
receiving these notifications would empower them with knowledge about their contract
and the options available. They felt that would mean they could make more informed
decisions about the right deal to choose.” Mobile pay-monthly participants who were not
interested in getting a new handset specifically noted that the inclusion of information
about the SIM-only option would be valuable.?

The measures in our ECN statement will therefore significantly increase the transparency
of the options available to customers at the end of their contracts. They will go a
considerable way to addressing the risk of out-of-contract mobile customers continuing to
overpay for their service. We do not, however, think they will remove that risk on their
own.

In that respect we note that, in response to the September 2018 consultation, some
stakeholders said that our ECN measures would be sufficient to address the concerns we
had raised. Specifically, the majority of providers and uSwitch said that end-of-contract
notifications would address any harm in this area and we should allow these measures to
come into effect before considering further proposals. Three also pointed to the Auto
Switch reforms.7

Other stakeholders, however, disagreed that ECNs would be enough to prevent further
harm. Both Citizens Advice and Which? said additional measures would still be required.

While we believe (and our research indicates) that our ECN measures will prompt a
significant proportion of customers to engage in the market and make more informed
choices, we expect there will remain a proportion of customers that will not respond to the
notifications they receive. Some of them will continue to be at risk of overpaying.

We note that evidence from trials in other sectors demonstrates that not all customers
respond to these types of prompts. For example, Ofgem carried out a trial of a ‘Cheapest
Market Offer letter’ which, whilst it did result in an increase in customer switching, found
that many still took no action in response to the letters.””

We also note the evidence, described in Section 3, of the lack of confidence some
customers have about engaging with their provider. It is reasonable to suppose some of

74 Ofcom, 2019. Best Tariff Advice Research 2019; Executive Summary of findings (2019 Best tariff research’), p.4.

752019 Best tariff research, p.6.

76 On 1 July 2019, new regulations came into force which make it easier for mobile customers to switch providers.
Customers can now request and automatically receive a unique code by text, or through their online account, which they
can give to their new provider to switch and port their existing mobile number (if they wish to do so). The new regulations
also ban notice period charges after the switching date, meaning consumers will no longer have to pay for their old and
new service at the same time, and require providers to provide customers with clear information about the switching and
number porting process. Ofcom, 2017. Decision on reforming the switching of mobile communication services.

77 Ofgem, 2017. Results cheaper market offers letter trial.
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4.15

4.16

4.17

them will not respond to the notifications they get. That lack of engagement could enable
providers to charge them higher prices.

If we were to assume, for example, that, of the 1.4 million out-of-contract bundled
customers that would be better off switching to an equivalent SIM-only contract, 25% will
take action in response to their best tariff advice notification, there would still be over one
million customers paying more than they need to.”® Even if we were more generously to
assume that 50% of these customers will take action, we would still see more than three
quarters of a million customers paying too much.

Our ECN measures will also not address shortfalls in the information customers have at the
start of (and during) their contracts. In particular, those entering into bundled contracts
would still not necessarily be told, at that point, about the price of the different elements
of that bundle, and alternative options, nor what will happen to the price and the choices
they will have at the end of the minimum contract period. Some providers have said they
already provide some of this information, but there is not a consistent approach across the
market.

Taking account of all these points, and while they will be a key source of help to customers,
we do not consider that our ECN measures alone are sufficient to address our concerns as
some respondents to the consultation suggested. There is a need for further measures to
protect customers and secure fair outcomes.

We are taking a revised approach to the options we set out in
September

4.18

4.19

In September we consulted on two options to address the concerns we identified about
bundled contracts:

i) achieving greater transparency in the pricing information customers are given; and

ii) the introduction of fairer default tariffs that would apply at the end of the
minimum contract period.

There have been a number of developments since our consultation. In particular, as set out
in Section 2, the requirements of the EECC have now been confirmed. In addition, as
explained in Section 3, we have undertaken new analysis which has given us a clearer
insight into the extent of the problems. As we indicate in that Section, we have identified
two broad areas of concern which we consider require further action:

e out-of-contract bundled customers overpaying: 1.4 million out-of-contract customers
on bundled contracts could save money by switching to cheaper SIM-only contracts;
and

78 As an example of why 25% might be a reasonable estimate, Ofgem’s Active Choice Collective Switch trial was found to
increase switching by 22% overall. This trial involved an exclusive tariff being presented to customers as part of several
notification letters, and therefore has some differences to our ECN measures, although it is still a relevant comparison.
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e transparency of bundled contracts and alternative options: customers seeking to
enter into a bundled contract are not presented with enough information to make an
informed choice.

We set out below our revised approach on each of these areas of concern, taking into
account the provisions of the EECC. As part of this, we have also set out, and (where
relevant) responded to, stakeholder comments received in response to the two options we
set out in our September 2018 consultation.

Protecting out-of-contract customers from overpaying

The EECC does not give us the power to implement our default tariff option

4.21

4.22

4.23

4.24

4.25

In response to our September 2018 consultation, a number of stakeholders were
supportive of the default tariff option. They believed it would be in customers’ best
interests to require providers to automatically place them on a fairer, default deal after
their minimum contract period ends.

However, a number of stakeholders also raised concerns that this option would result in
worse outcomes for consumers, such as higher prices or the loss of ‘extra’ allowances
provided as part of a bundle. Several providers also raised concerns about the negative
impact on consumer engagement, innovation and competition; they suggested that
automatic discounting could disincentivise customers from engaging in the market once
they are out-of-contract. Others noted that pricing remedies would result in less choice for
consumers. Some stakeholders also raised concerns around the practical difficulties of
implementing the options.

In its response to Citizens Advice’s super-complaint, the CMA said it supported the fairer
default tariff option we had consulted on.”® In addition, the Government also said the
situation needs to change and that it will consider legislation if this is necessary to address
the issue.®

As explained in Section 2 and Annex 6, the EECC, which has significant implications for our
legal powers in this area, came into force in December 2018. We are required to
implement it. The consumer protection provisions it contains are full harmonisation
measures. In the areas they cover, we cannot impose stricter or lesser requirements than
those specified. The EECC also limits the circumstances in which we can control or cap
providers’ prices. The powers it gives us do not include the power to implement the default
tariff option we consulted on in September.

If we had the powers to do so, we may have considered (and carried out an assessment of)
some form of pricing rule to ensure all out-of-contract customers were protected from
overpaying. In doing so, we would need to have taken account of the points raised by

72 CMA’s response to the super-complaint, paragraph 33 of the executive summary.
80 DCMS, July 2019. Statement on strategic priorities for telecommunications and the management of radio spectrum and

postal services, paragraph 52.
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stakeholders on the practicalities of implementation and the risks of unintended
consequences. We would also need to have considered how such a rule could have been
targeted only at those customers that are overpaying, and the possible effects on prices for
those customers already on good deals.

That option is not, however, available to us. We have, therefore, focused instead on what
we can do to protect customers as quickly and effectively as possible within the limits of
our powers, taking account of our updated analysis of the harm they are suffering.

We have instead secured discounts that will quickly deliver benefits to most
out-of-contract bundled customers

4.27

4.28

4.29

Since our September 2018 consultation, we have been in discussions with providers about
how they are planning to respond to market developments in the mobile sector, including
plans to offer split contracts and, in some cases, to stop offering bundled contracts. We
have explained our concerns in detail and the steps we would expect providers to take to
address them.

We had similar discussions with providers prior to our September 2018 consultation, but at
that time they did not make any firm commitments. Since then, we have re-iterated that
ensuring providers treat customers fairly is our number one priority and, in June, all the
major mobile operators signed up to six Fairness for Customers commitments, including a
commitment to fairer pricing.8* As part of the more recent discussions, we have also been
able to share with providers our updated analysis which demonstrates the extent of the
overpayments their out-of-contract customers are making (see Annex 5).

We have secured commitments from all of the major providers apart from Three to apply a
discount to the monthly price paid by their bundled customers that are (or will become)
out-of-contract. EE, Vodafone, 02, Tesco Mobile and Virgin Mobile have made these
commitments. The level and approach each will take to these discounts will vary, taking
account of the variations in the level of savings available to their out-of-contract customers
if they switched to a similar SIM-only tariff. We set out details of the discounts in the table
below.

Table 4.1: Summary of the commitments offered by each provider

Provider Voluntary commitment

Virgin
Mobile

e Migration of all legacy bundled customers to the equivalent SIM-only tariff
from the point they go out-of-contract (new customers are already migrated in
this way — see paragraph 3.30 in Section 3), ensuring no customer is worse off
after migration.

81 Ofcom, 2019. Britain's biggest broadband and phone firms to put fairness first.
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02

Tesco
Mobile

EE

Vodafone

Three

4.30

431

4.32

4.33

e Migration of its bundled out-of-contract customers (acquired directly) to the
equivalent airtime-only tariff available at the time they took the initial
contract,2 ensuring that no customer is worse-off after the migration.

e Also committed to initiate discussions with its indirect sales channels to find a
solution for the customers acquired through these channels.

e Will reduce the monthly payments of its bundled out-of-contract customers to
ensure they are on the best available airtime tariffs.

e Adiscount to the monthly charge of all customers on its bundled contracts
after they have been out-of-contract for three months.
e It will confirm the discount amount by December 2019.

A discount to the monthly charge of its all customers on its bundled contracts
after they have been out-of-contract for three months
e It will confirm the discount amount by December 2019.

e None

As indicated in the table above, EE and Vodafone’s discounts will apply three months after
the customer has gone out-of-contract. We know that customers may go out-of-contract
for rational reasons (see paragraph 3.51 in Section 3 where we discuss this), such as
waiting for a new handset model — and our evidence shows that a third of customers
switch or re-contract within three months. We therefore consider this three-month period
is a suitable amount of time to allow customers to act on their ECNs and best tariff advice
and engage in the market.

02, Tesco Mobile and Virgin Mobile have agreed to move, or reduce the monthly price of,
out-of-contract customers to equivalent airtime/SIM-only prices, or the best available
tariff. We welcome this as it ensures that their customers are protected from any
overpayment.

Vodafone and EE will confirm the exact level of discount later this year. We are
disappointed that they have not been able to confirm the discount amount at this stage.
We will continue discussions with them, and we expect these discounts to take into
account the level of savings available to their individual customer bases (as set out in
Section 3 and Annex 5 there are significant variations between providers).

The varying discounts offered by each provider will become part of the range of
competitive offerings customers will be able to choose between. While they do not
necessarily remove all the risk of overpayment, they will address a large part of it,

82 For a small number of customers this may not be possible, in which case the equivalent tariff would be as at the date
they go out-of-contract.

83 As set out in Annex 5, our analysis also indicated that when we assess the monthly average overpayment there is limited
variation when we exclude those customers who have been out-of-contract for less than three months.
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especially in combination with our ECN measures and the transparency requirements we
plan to implement shortly (see further below).

We are disappointed that Three has decided not to apply any discount to its affected
customers, particularly as it is the only provider to have taken this position and despite
being a signatory to the Fairness for Customers commitments. It means these Three
customers will continue to overpay, and suffer harm, and will not have the protection
other providers are giving their customers. As set out in Annex 5, Three has between 150k
and 200k out-of-contract bundled customers who would save money on a SIM-only tariff;
these customers are overpaying by an average of £10 to £13 per month.

In addition, whilst we welcome 02’s commitment that it will discuss options with its
indirect sales partners (including Carphone Warehouse) we note that this means that,
unless an agreement can be reached quickly, there is a risk that 02’s indirect customers
will continue to overpay. These customers make up a substantial amount of O2’s bundled
contract customer bases+ (over 70%), and its customers that are overpaying are doing so by
£10 to £12 per month. We will therefore be continuing to discuss with 02, and Carphone
Warehouse, to seek a clearer commitment to implement a solution for these customers.
Carphone Warehouse has told us that the ongoing customer billing relationship and
monthly tariff charges are managed by providers and not Carphone Warehouse, therefore
any decision to offer voluntary discounts ultimately rests with the providers.

Taking all these points into account, we consider that the discounts we have secured so far
are a pragmatic and quick way, within the limits of our powers, to help protect most
customers from paying more than they need to. They will give most customers this
protection without removing their incentives to engage with the market and for providers
to compete with good deals. Our ECN measures mean customers will be given prompts and
information that helps them engage with the market and search for the best deals. Those
who do not (or cannot) take action in response to those ECNs, and remain on out-of-
contract bundled deal, will have some protection against overpaying. The risk of their lack
of engagement being exploited is reduced.

As set out in Section 6, these discounts will come into effect by February 2020% or earlier,
and we also set out in that Section how we intend to monitor the effectiveness of the
different provider discounts, alongside broader developments in the market.

84 The majority of 02’s direct customer base are on 02’s Refresh tariffs, which are split contracts. As explained in Section 3
customers on split contracts are not at risk of overpayment when they go out-of-contract.

85 Virgin Mobile’s discounts will come into effect during Q1 2020, alongside our ECN measures. 02 will bring the migration
of bundled customers into effect by the end of the year, although it has indicated that this is subject to system changes and
it will keep us informed if there are any delays in this timetable.

38



Helping consumers to get better deals in communications markets: mobile handsets

Increased transparency of bundled contracts

We proposed a transparency measure in our September 2018 consultation

4.38

4.39

As part of our September 2018 consultation, we proposed to increase the transparency of
the pricing of bundled contracts. We noted that the (then draft) EECC placed particular
importance on the information provided to customers about the individual elements of
bundled contracts and made clear that this information should be provided before a
consumer was bound by a contract.

We said that, under our proposal, providers would inform customers when they purchased
services of the different cost elements of the bundle they were buying, particularly where
it included a handset, airtime and any other services. We also referred to the importance
of customers having information that helps them make good choices at other times as
well.

Stakeholders had mixed views on the proposed transparency measure

4.40

4.41

4.42

4.43

4.44

A number of respondents supported our proposal. The CCP noted that any information
provided should be accessible and consistent with existing arrangements between
providers and their customer.

Some respondents who supported our proposal also said it needed to be implemented
alongside other measures. Both Which? and Citizens Advice said that, to be effective,
transparency measures should be combined with automatic price reductions at the end of
the minimum contract period. uSwitch suggested that information provided at the end of
the minimum contract period, with an explicit call to action, would drive consumer
engagement more than information provided before or during the contract.

Others, particularly individual respondents, agreed with the harm we identified and
favoured remedies which would give customers clear information before, during and at the
end of the contract. In particular, Citizens Advice and Which? stated that customers should
receive the breakdown of costs for the different elements of a bundle on a monthly basis
rather than just at the beginning of their contract.

A number of respondents had concerns about requiring providers to stipulate the monthly
cost of a handset to customers. In particular, 02 and BT raised concerns about the
practicality of calculating such a cost without clear guidance. 02 and Virgin Mobile
suggested that our proposals did not fully reflect how bundled contracts were formulated,
and Dixons Carphone questioned whether the provision of such information would be
meaningful to customers.

More specifically, 02 raised concerns that our proposals could force providers to disclose
details of confidential agreements with manufacturers, which could raise competition law
concerns. Three was concerned that requiring handset costs to be shown separately would
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4.46

likely result in providers having additionally to comply with consumer credit regulation.
That, it said, would force it to offer only split contracts.s

Others were concerned that our proposals would require providers to give customers too
much information. Virgin Mobile and Three suggested that more information would
overwhelm and confuse customers. Virgin Mobile also noted that the information provided
had to assist customers in making informed decisions and could not be an end in itself,
whilst Three added that, for increased transparency to enable engagement, the
information must also be useful. Vodafone said customers were already given sufficient
information — it noted that it already displayed the handset value in its bundled contracts.

Some respondents said more research was required before additional transparency
requirements were imposed. Vodafone and Citizens Advice said we needed first to
understand why customers were out-of-contract. uSwitch said we should incorporate the
proposed additional information into any testing we undertook of our end-of-contract
notification requirements.

We have considered stakeholder responses and the new requirements of the

EECC

4.47

4.48

4.49

4.50

We have considered the stakeholder responses carefully. We have also taken into account
the evidence from our 2019 consumer research which suggests that consumers do not
have the information they need to make clear and informed choices (see for example
paragraphs 3.51 — 3.56 in Section 3), in addition to the (now confirmed) requirements of
the EECC.

We agree with respondents that pre-contract transparency requirements alone are not
sufficient to address the concerns, and the resulting consumer harm, we have identified.
That is why we have secured the commitments from most providers to offer additional
protection to the majority of out-of-contract customers against overpaying.

We also agree that transparency of information about the prices offered and options
available to customers for their mobile contract should not only be provided at the point of
sale.®” It should also be available at different points of their contract, so they are able to
understand and assess their position. Our ECN measures, when implemented in February
2020, will ensure customers get appropriate information at the end of their contract, so
they can weigh up whether to stay on their contract or whether they would be better off
switching deals or providers.

Even so, transparent pre-contract information about prices is important in helping
customers make informed choices and the evidence suggests such information is lacking.

86 |n a confidential submission, another stakeholder also noted that mandating transparency measures would cause
additional regulation.

87 See our Fairness for Customers commitment three: “Customers are supported to make well-informed decisions with clear
information about their options before, during, and at the end of their contract”. Also see paragraphs 3.33 and 3.34 of our
draft Fairness Framework.

40



Helping consumers to get better deals in communications markets: mobile handsets

4.51
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4.54

4.55

4.56

4.57

As a result, we are minded to impose additional, pre-contract, transparency requirements
on providers.

In particular, we propose to require that, before customers enter into bundled mobile
contracts, providers must give them information about: (i) the prices for which they could
buy the handset and airtime from the provider separately; and (ii) the price of their bundle
and their alternative options at the end of the minimum contract period (i.e. that
customers will be able to switch to a SIM-only deal). It should be provided in a durable
form that enables the customer to make ongoing reference to it during the lifetime of their
contract. We also plan to issue guidance on the way providers should comply with these
requirements.

These additional information requirements will implement Article 102 of the EECC. They
will complement our ECN measures, and form part of a coherent package of remedies to
ensure that customers have the information they need, at the time they need it, to make
informed choices and select deals that are in their best interests.

We do not agree that giving customers this information at the point of sale would confuse
or overwhelm them. They need information, presented clearly, to help them weigh up the
competing offers from providers. Having it in the required form will make their choices
easier. Where they do not have it, and cannot make informed choices, that is unfair. As we
set out in our draft Fairness Framework (see Section 2 for more details), we are likely to
regard certain practices as unfair where there is a lack of transparency or where
consumers’ behavioural biases are exploited.s¢

The EECC recognises this need for information and Article 1028 is a mandatory
requirement we are required to implement. The recitals to the EECC set out the objectives
of the information requirements.2°

In particular, Article 102(1) aims to ensure that, when they take out a contract, customers
are able easily to compare the prices of various services offered in the market.® They must
be given the appropriate information in a suitable manner before they enter into a
contract so they can make a well-informed choice.®

The Article also reflects that contracts are an important tool for end-users to ensure
transparency of information and legal certainty.” They need to be given information in a
form that enables them to refer to it, and understand and evaluate their position,
throughout the duration of their contract.

We do not expect the proposals to impose impractical requirements on providers to
calculate the prices of handsets. Nor would they require providers to disclose details of

88 Ofcom, Making communications markets work well for customers, paragraph 3.13.
89 Set out in Annex 6.

9 EECC, Recitals 3 and 257, and Article 3(2)(d).

91 EECC, Recitals 261 and 265.

92 EECC, Recital 261.

93 EECC, Recital 258.
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confidential agreements with manufacturers or give customers information that is not
meaningful.

Providers who sell bundled contracts and who also sell the airtime and/or handsets
separately would have to tell customers the prices at which they could buy those elements
separately from that provider:s

e |If they sell SIM-only contracts separately, but not handsets, they would have to tell
their customers about their comparable SIM-only tariffs.

e If they sell both handsets and airtime separately, they would need to set out the price
of both.

In other words, customers would be given information about the real prices at which they
could enter into alternative, comparable transactions with the provider for the handset
and/or airtime, not notional or confidential values attributed artificially to the parts of a
bundle. Since all providers sell SIM-only contracts, even if they do not sell handsets
separately, all customers considering buying a bundled contract would at least be told
about the price of a comparable SIM-only tariff. Customers would be able to use what they
are told to make an informed choice between the deals offered by a provider and decide
which is best.

We also do not agree that the requirement to state the prices at which the elements of a
mobile handset and airtime bundle may be bought separately would necessarily turn the
purchase of the bundle into a consumer credit arrangement. Any particular case would
depend on the facts, and be a matter ultimately for the courts. Nonetheless, if the bundle
transaction would not, by itself, involve a consumer credit agreement, we do not see how
stating the prices of alternative transactions would necessarily transform the bundled
contract into a credit arrangement (see Section 4 for our assessment of bundled
contracts).

In terms of any potential testing of the requirements, in our ECN statement we set out our
plans to monitor and evaluate whether the approach providers take to implementing end-
of-contract notifications and best tariff advice is effective in achieving the consumer
outcomes we are seeking. We said we would keep under review the need for further
testing depending on the results of that monitoring work. We will also be proposing to
include, as part of this monitoring work, a review of how the relevant transparency
measures are implemented, and consumers’ responses to them, to ensure they are
effective in addressing our concerns.

9 In accordance with Article 102(1) and Annex VIII, Part B, paragraph 2(V), providers would have to state the prices of the
individual elements of the bundle to the extent they are also marketed separately. Where providers do not sell precisely
the same airtime element separately (perhaps because inclusive bundled allowances differ from those sold on a SIM-only
basis), they would have to state the price of the closest equivalent airtime (e.g. SIM-only) element. Where providers sell
the airtime separately (for example, on a SIM-only basis) but not the handset, they would have to state its price. We intend
to publish proposed guidance alongside our draft general condition in our consultation later this year.
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We will consult on a transparency general condition as soon as possible

4.62

4.63

4.64

4.65

4.66

We intend to consult on a general condition imposing the relevant transparency
requirements later this year, when we consult on implementing the rest of the EECC's
consumer protection provisions. This is because the transparency requirements will need
to be applied not just to mobile services, but across broadband, home phone and pay-TV
services as well, as part of a broader set of information requirements. In addition, some
elements of the requirements will not be confirmed by the European Commission and the
UK Government until sometime next year.

In this document, therefore, we provide an indication of how we expect the requirements
will apply to mobile contracts when we consult later this year. At that point, we will
propose to modify the General Conditions so that, before consumers enter into a bundled
mobile contract, providers must tell them, in a clear and comprehensible way, on a durable
medium:s

a) the price of the individual elements of the bundle - the handset and the airtime - to the
extent they are also marketed separately by the provider; and

b) where a contract would be automatically prolonged after the expiry of the minimum
contract period,® the price that would apply at that time and a summary of their
options when they reach that point.

To assist providers and customers alike, we will also set out proposed draft guidance to
accompany the modified General Conditions. The draft guidance would set out the
minimum steps we consider necessary for providers to take to comply with their
obligations under the conditions in line with the requirements and objectives of Article 102
of the EECC.

The guidance is likely to cover areas such as:

a) the point in the customer sales journey - whether online, over the phone or in-store -
at which the information should be provided;

b) compliance with the requirement for the information to be ‘clear and comprehensible;’
and

c) factors the provider should take into account in identifying the relevant price to
present to the customer for the individual elements of the bundle (for example, what
might be an ‘equivalent’ SIM-only price for the airtime element).

We expect to consult in detail on this proposed guidance later this year too.

95 Where provision of the information on a durable medium is not feasible, it must be provided in an easily downloadable
document made available by the provider. Where it makes the information available in easily downloadable document, the
provider must expressly draw the customer’s attention to its availability and the importance of downloading it for the
purposes of documentation, future reference and unchanged reproduction.

% Referred to in the General Conditions as the ‘Fixed Commitment Period.’
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5. Proposals for ‘linked’ split contracts

5.1

5.2

5.3

5.4

The ability of customers to switch providers is key for effective competition, benefiting
consumers and efficient providers alike. Where that ability is limited, we may need to act.

As we described in Section 3, the market is increasingly moving towards widespread
availability of split contracts with a growing number of customers buying their handset and
airtime under this type of arrangement. Whilst this is a welcome move, many of the split
contracts currently available contain terms that, in our provisional view, are likely to deter
customers from switching. That is liable to harm them, as well as the competitive process
and the providers who participate in it.

The EECC reflects the importance of switching and our concerns about contractual terms
which inhibit it. Amongst other things, it requires Member States to limit the duration of
certain contracts to 24-months. That includes split contracts for airtime and handsets
where the terms require that, if the customer terminates the airtime contract, they must
pay off any sums due for the handset.

We propose to amend the General Conditions to give effect to the EECC requirement. This
section sets out why and how we are proposing to do that.

We are concerned that linked split contracts could deter customer
switching

5.5

5.6

5.7

5.8

As set out in Section 3, our concern relates principally to those contracts we refer to as
‘linked’ split contracts, which contain terms requiring that, if the customer ends their
airtime contract, they must also pay off the remaining balance under their handset
agreement. We think these terms are likely to deter customer switching. We would have a
similar concern about split contracts that are linked or interdependent in other ways, too.

There are several factors behind our concern. In particular:
a) the importance of switching;

b) the increasing numbers of providers using split contracts and of customers signing up
to them;

c) the length of handset agreements and the lump sums customers are required to pay
when they terminate their airtime contracts; and

d) the likely effects of the terms on switching.

Being able to switch providers is an important aspect of a well-functioning competitive
market. It enables customers to engage with the market and helps them get a good deal. It
gives an incentive for providers to offer a range of high-quality, good-value services.
Customers and providers benefit from this.

Conversely, harm arises where there are barriers to switching, including contractual terms
and charges relating to contract termination. Where switching is difficult, or customers
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5.9

5.10

511

5.12

5.13

5.14

perceive it to be so, they are less likely to engage with the market or change providers. This
dampens competition, to the detriment of the customers and providers who would benefit
from it.

These points are reflected in existing regulatory provisions. General Condition C1.4 limits
the duration of contracts for the provision of electronic communication services to
consumers — like mobile airtime — to 24-months. Condition C1.3 requires providers to
ensure that their conditions and procedures for contract termination do not act as
disincentives to end-users switching provider. These conditions give effect to provisions of
the Universal Service Directive.%

It is important, therefore, that the contract terms providers use do not undermine or
inhibit switching. We are concerned, however, that this is the effect of split contracts
which are linked in the way we have outlined.

As set out in Section 3, split contracts are gaining in popularity and providers who have so
far not introduced these contracts are developing plans to do so over the next year or so,
and in some cases earlier. 02, Sky Mobile, and Tesco Mobile already have split contracts
which include the linked terms we are concerned about.®® We estimate over 5 million
customers are on these types of contracts, with at least a million customers, and
potentially significantly more, on handset agreements with a minimum contract period of
more than 24 months.

A key driver behind the growing popularity of split contracts is the increasing cost of
handsets. As described in Section 3, some of the devices commonly sold under split
contracts can cost between £750 and £900. Selling these over an extended period enables
more customers to buy them by spreading out, and reducing, the monthly cost they have
to pay (even if in some cases the overall price is higher than buying the same handset
through a bundle deal or outright).

The increased accessibility of mobile handsets is in itself a development that can benefit
customers. However, a requirement for a customer to pay off their remaining handset
balance if they terminate their airtime contract before the end of the fixed term of the
handset agreement can mean they would have to pay a substantial lump-sum.

For example, a customer terminating their airtime agreement with Sky Mobile after twelve
months would likely be required to pay off around £444 in respect of its 30-month linked
handset agreement for an iPhone XR. Even where that customer stayed with Sky Mobile
for a 24-month period (the maximum permitted for airtime contracts) they would be
required to pay-off around £156 of their handset loan.s°

97 See Directive 2002/22/EC, Articles 30(5) and 30(6) and recital 47 of Directive 2009/136/EC.
98 Specifically these are set out in Clause 17 of 02’s Pay-monthly Terms and conditions, p.6 of Sky Mobile’s Equipment
terms and conditions, and the small print of Tesco Mobile’s terms and conditions.

99 Sky website, mobile package for iPhone XR.
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Similarly, a customer terminating an airtime agreement with 02 after 24 months would
likely be required to pay off around £256 for a 36-month linked handset agreement on an
iPhone XR.

It seems to us self-evident that a requirement to pay such a substantial sum is likely to
deter switching and, effectively, tie the customer to the provider as an airtime customer.
The customer should, of course, pay for their handset in full. However, they need not
remain an airtime customer of their provider in order to be able to do that over the fixed
term of their handset agreement. They could switch airtime provider, potentially to a deal
that better suits their needs, whilst continuing to pay off their handset with their existing
provider. The customer would still be meeting their obligations under the contract and the
provider would be no worse off.10

Moreover, where the fixed handset agreement is longer than 24 months, a consumer is
effectively tied to the provider as an airtime customer for longer than the period permitted
by General Condition C1.4. This would circumvent that regulatory provision and undermine
the purpose — facilitating switching — for which it exists.

Accordingly, linked split contracts are liable to harm customers. The longer the handset
agreement and/or the higher the handset value, the greater the harm because it increases
the lump-sum the customer has to pay-off in order to switch, adding to the deterrent
effect. The more providers use these contracts and the more customers sign up to them,
the more the total extent of this harm will increase.

This concern is strongest where the customer is an individual consumer. It also applies,
however, in relation to other groups of customers who, in our view, are likely to have
similar bargaining positions and be in a similar position, such as some small business
customers. These customers do not have the stronger bargaining positions that some
larger businesses can have when negotiating their contract terms. We think these other
customers should have similar protection to consumers as far as minimum contract periods
are concerned (both generally and in relation to linked split contracts specifically).

Similar sorts of points would also apply where split contracts are linked by other terms or
they have other sorts of close relationship. For example, where the termination of the
airtime contract would have a financial or other impact on the handset agreement, such as
the loss of a discount or an effect on the price of the device, changes to the terms and
conditions, or changes to the way the device may be used.2

100 The consumer would have to pay any fair early termination charge to switch as they are entitled to do at any time while
within their minimum contract period for the airtime (see footnote 40 in Section 3). They would also have to pay for their
handset over the remainder of the relevant contract term. The provider would be in the same position as they would have
been, had the contract been performed.

101 S0 as to bring them within the EECC’s definition of a ‘bundle,” as set out in its recital 283.

102 This paragraph does not, however, seek to define linked or closely related contracts in an exhaustive way. There may
also, for example, be other kinds of close relationships between services that mean they fall within the EECC’s definition of
a ‘bundle’ (in recital 283) and should be treated in a similar way.
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5.22

5.23

5.24

Split contracts linked in the ways described in the paragraph above can be seen as
‘financially linked or interdependent contracts.” Where termination of an airtime contract
has an adverse effect on a financially linked or interdependent handset agreement, that
could otherwise continue unaffected, that is also liable to inhibit switching.

For these reasons, it appears to us that there are grounds to take action to address the
harm linked split contracts are liable to cause. Likewise, those split contracts which are
otherwise financially linked or interdependent or which otherwise fall within the EECC’s
definition of a ‘bundle’.0s 104

In making that assessment, we also note that some stakeholders share our concern about
linked split contracts. Both Ombudsman Services and Citizens Advice said in their
responses to our September 2018 consultation that we should intervene to end the
practice of providers linking these contracts.

We similarly note Vodafone’s alternative view that, provided the contract length and any
other relevant terms are made clear at the point of sale, long handset agreements are not
problematic. We agree transparency is essential for customers to make informed choices
about what they buy. However, transparency alone does not necessarily remove the
problematic effects these terms can have. In this particular case, telling a customer at the
start of their contract that they may subsequently be subject to a liability that inhibits their
ability to switch does not stop that liability having that effect.

The EECC provides a route to address our concern for contracts
longer than 24 months

5.25

5.26

The end-user provisions of the EECC confirm the case for intervention. It includes measures
which aim to encourage consumers to engage with communications markets and take
advantage of the competitive environment by switching services when it is in their best
interest to do so.1% To that end, the EECC notes that it is essential consumers are able to
switch, “... without being hindered by legal, technical or practical obstacles, including
contractual conditions, procedures and charges.” That aim “.... does not preclude providers

from setting reasonable minimum contractual periods of up to 24 months in consumer

contracts” 16 but they may be no longer than that.

The same objectives apply to bundled services, including those made up of electronic
communications services and terminal equipment, like handsets. These: “... should be
considered to exist in situations where the elements of the bundle are provided or sold by
the same provider under the same or a closely related or linked contract.” 7

103 |n recital 283.

104 Together, we refer to these as, ‘other split contracts falling within the EECC’s definition of a bundle.’
105 EECC, recitals 273 and 277.

106 EECC, recital 273.

107 EECC, recital 283.
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5.28

5.29

5.30

531

There is a specific recognition that, whilst bundling often benefits consumers, it can make
switching more difficult or costly and raise the risk of inappropriately locking the consumer
into a contract. In particular: “Where different services and terminal equipment within a
bundle are subject to divergent rules on contract termination and switching or on
contractual commitments regarding the acquisition of terminal equipment, consumers are
effectively hampered in their rights under this Directive to switch to competitive offers for
the entire bundle or parts of it”. Certain essential provisions of the EECC, including those on
contract duration, “... should, therefore, apply to all elements of a bundle, including
terminal equipment...” 108

In pursuit of these objectives, Article 105(1) of the EECC requires that:

“Member States shall ensure that conditions and procedures for contract termination do
not act as a disincentive to changing service provider and that contracts concluded between
consumers and providers of publicly available electronic communications services ..... do
not mandate a commitment period longer than 24 months.”

Article 107 adds that:

“If a bundle of services or a bundle of services and terminal equipment offered to a
consumer comprises at least an internet access service or a publicly available number-
based interpersonal communications service, .... Article 105 ...shall apply to all elements of
the bundle including, mutatis mutandis, those not otherwise covered by those provisions.”

In other words, so that consumers are free to switch when it is in their best interests, all
contracts that make up relevant bundles must be subject to the 24-month limit on their
minimum contract period. That includes the airtime and handset agreements that
comprise linked split contracts. The terms that require the handset agreement to be paid-
off simultaneously with the airtime contract means these are contracts, “... provided or
sold by the same provider under the same or a closely related or linked contract” [Emphasis
added]. The same applies where the contracts contain other terms that make them
financially linked or interdependent or otherwise bring them within the EECC’s definition of
a bundle.

The EECC also expressly recognises that microenterprises, small businesses and not for
profit organisations are in a similar bargaining position to consumers as far as contract
durations, switching and bundles are concerned and need similar protection in those
regards. Amongst others, it applies the provisions in Article 105(1) to contracts for
electronic communications services and bundles that providers enter into with these
groups of customers.110

108 EECC, recital 283.

109 Other than number-independent interpersonal communications services and other than transmission services used for
the provision of machine-to-machine services.

110 See EECC, Recital 259 and Article 102(2) which says the requirements on contract duration apply to these customers
unless they expressly agree to waive them.
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We are proposing to implement the relevant EECC provisions now

5.32 Given our concerns and the EECC’s objectives, in particular the provisions it contains to
secure those objectives and meet that concern, we propose to implement the relevant
provisions of Articles 105 and 107 by amending General Condition C1.4 on contract
duration.

5.33 We propose to amend the relevant condition as set out below (see Annex 6 for the formal
notification of the proposed amendments):

“C1.4 Regulated Providers shall not include a term in any contract with a Consumer for the
provision of Electronic Communications Services that stipulates a Fixed Commitment
Period of more than 24 months in duration. The same prohibition shall apply to any
contract for the provision of such services between the Regulated Provider and a
Microenterprise, Small Enterprise Customer or Not For Profit Customer, unless such
Microenterprise, Small Enterprise Customer or Not For Profit Customer has expressly
agreed otherwise.

C1.4A Condition C1.4 shall also apply to contracts for the provision of Bundles in so far as
the Subscriber concerned is:

(a) a Consumer; or

(b) a Microenterprise, Small Enterprise Customer or Not For Profit Customer, unless
such Microenterprise, Small Enterprise Customer or Not For Profit Customer has
expressly agreed otherwise.”

5.34 We would also amend the definitions section of the General Conditions to include these
definitions:

“Bundle’ means where Mobile Communication Services and Terminal Equipment are sold
by the Regulated Provider under the same or closely related or linked contracts;”*

““Microenterprise’ means a Small Enterprise Customer who carries on an undertaking for
which fewer than 10 individuals work (whether as employees or volunteers or otherwise)
and whose annual turnover and/or annual balance sheet total does not exceed 2 million
Euros;”

“Not For Profit Customer’, in relation to a Communications Provider which provides
services to the public, means a Customer which, otherwise than as a Communications
Provider, is a Customer of that provider and which by virtue of its constitution or any
enactment:

(a) is required (after payment of outgoings) to apply the whole of its income, and
any capital which it expends, for charitable or public purposes; and

111 We are limiting this definition to mobile services for the purposes of this consultation. The relevant provisions of the
EECC, however, apply to all electronic communications services and we will be consulting on their broader
implementation, beyond mobile services (and all other relevant provisions of the EECC) later this year.
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5.36

5.37

5.38

(b) is prohibited from directly or indirectly distributing among its members any part
of its assets (otherwise than for charitable or public purposes);”

“Small Enterprise Customer’, in relation to a Communications Provider which provides
services to the public, means a Customer of that provider who carries on an undertaking for
which fewer than 50 individuals work (whether as employees or volunteers or otherwise)
and whose annual turnover and/or annual balance sheet total does not exceed 10 million
Euros, but who is not himself a Communications Provider;”

“Terminal Equipment’ means equipment directly or indirectly connected to the interface of
a public telecommunications network to send, process or receive information. In either
case (of direct or indirect connection), the connection may be made by wire, optical fibre or
electromagnetically. A connection is indirect if equipment is placed between the terminal
and the interface of the network;”

The effect of our proposed amendments to General Condition C1.4 would be that a
relevant customer may not be bound by obligations in respect of their airtime or their
handset for a minimum contract period of more than 24-months. Where the airtime and
handset are provided under separate contracts linked by a term requiring the customer to
pay off the remaining handset agreement if the airtime contract is terminated, each
contract may not be longer than 24-months. The same would apply to other split contracts
falling within the EECC’s definition of a bundle.

These amendments would address a significant element of the harm we are concerned
about. A consumer (and other relevant customers) could not be bound to a provider by
linked split contracts, or other split contracts falling within the EECC’s definition of a
bundle, for an excessive period. Their position would be aligned with the existing limitation
on airtime minimum contract periods under General Condition C1.4 (which reflects the
harm consumers suffer where they are tied to a provider for longer). They would be in a
similar position to consumers with bundled (airtime and handset) contracts. Their ability to
switch when that is in their best interests, in accordance with the objectives of the EECC,
would be protected in a similar way.

Another effect of our proposals would be that microenterprises, small businesses and not
for profit organisations could not be bound by contracts for electronic communications
services with minimum contracts periods of more than 24-months. Again, this would
reflect that they are, broadly, in a similar position to consumers and should have
protection against excessive contract durations. Our provisional view is that, in the
interests of pragmatic and consistent regulation, we should apply this requirement of the
EECC now too, and not just where these groups of customers sign up to linked split
contracts. They are, as the EECC reflects, as likely to be harmed by excessively long
contracts as consumers, whether for single services or bundles. The requirement would, in
any event, apply to contracts for electronic communications services from December 2020
at the latest.

Our proposal does mean providers could continue to use split contracts involving handset
agreements longer than 24-months where they fall outside the definition of a ‘Bundle.” For
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5.40

example, where the terms of the airtime and handset agreements are wholly independent
of one another.12 That could be the case where the terms of one contract are not affected
by the other and each could continue on the same terms without the other (and without
the consumer losing any benefit or entitlement or suffering any detriment). This means
providers could continue to sell handsets under separate agreements for longer than 24
months but, if the customer wants to switch airtime provider, they could not be subject to
a requirement to pay-off the remainder of their handset liability in one go.

We also recognise that our proposed amended condition would mean providers could
continue to link their split contracts for up to 24-months. We remain concerned that the
linked terms in these contracts could deter switching, particularly where the contract end
dates are not aligned (for example, where the minimum contract period for the airtime is
12 months, and the handset agreement is 24 months long — we refer to these as ‘non-
coterminous contracts’).

Providers will, nonetheless, continue to be subject to General Condition C1.3 which
requires them to ensure that their conditions and procedures for contract termination do
not act as disincentives for end-users against changing provider. We will therefore
continue to monitor the operation of the kinds of the contracts in the preceding two
paragraphs and may take enforcement action where appropriate.

We are proposing to give providers three months to implement these
requirements

541

5.42

543

We are minded to make the proposed changes to the General Conditions as soon as
possible. We are required to give effect to the EECC and secure its objectives by 21
December 2020 (and, until then, not to do anything that would undermine their
achievement). Given the harm we have identified, we see no reason to deprive UK
consumers (and other relevant customers) of the protections afforded by those provisions
until then, especially as the extent of the harm is liable to increase the more prevalent
linked split contracts become. We think it is important to stop the spread of that harm, as
well as giving providers currently developing their split contract a clear signal about how
they should be structuring these contracts before they launch them.

It is also important in this context that our proposal would align the position with the
existing requirements in General Condition C1.4 for airtime and bundled (airtime and
handset) contracts. We do not think the protection provided by this condition should
remain open to circumvention in respect of consumers and others on relevant split
contracts until the end of 2020.

We recognise that providers that currently offer these linked split contract terms will need
to make changes to their terms and conditions. They will also need to amend their
websites and any printed material which refers to their contractual terms, as well as

112 And not otherwise closely related or linked.
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training staff on the new terms. We consider, however, that these are changes which can
be made relatively quickly and without a need for a significant lead time.

We are therefore proposing to set an implementation deadline of three months from the
date of our final statement (which we expect to publish before the end of this year). We
think this period is an appropriate balance between ensuring that the relevant customers
benefit from the removal of switching barriers sooner, whilst giving providers time to make
the changes they need without incurring any unnecessary additional costs (for example, in
some cases it may allow providers to make changes to their terms and conditions as part of
already planned regular updates to those terms).

We have assessed the impact of our proposals

5.45

5.46

Our assessment of the likely impact of our proposal to modify General Condition C1.4 is set
out below. We have considered the likely impacts on consumers (and other relevant
customers) and providers, including that of implementing the relevant provision of the
EECC before the transposition deadline.

In summary, we assess that:

a) our proposed measure will benefit consumers and other relevant customers by
removing a barrier to switching, which in turn will increase competition, and bring
benefits more generally;

b) there will be minimal implementation costs for providers to comply (they will need to
remove the relevant linking clauses from their contracts);

c) there may be some price re-balancing effects, although we expect these to be limited;

d) the effect of imposing these requirements ahead of the EECC deadline is that it brings
forward the realisation of these costs and benefits; and

e) given our view that the benefits are important, our provisional judgment, considering
those benefits and the costs in the round, is that the outcomes would be fairer, and
positive overall, for consumers and other relevant customers if we implement the EECC
requirements earlier than the deadline for doing so.

Our proposals should have a positive impact on consumers and other
relevant customers

5.47

We have explained above, and in Section 3, why we consider that the link between split
contracts is liable to reduce switching. Deterring customers from switching could prevent
them from being on the deal that is best suited to their needs. It could also reduce
competition between providers, with the effect of increasing prices. Measures to limit the
duration of linked split contracts, which have the effect of limiting the costs to consumers
and other relevant customers if they terminate them, will therefore benefit all these
groups by removing a barrier to switching and supporting greater competition in the
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5.50

market. The sooner we make the proposed changes, the sooner those benefits can be
realised.

The proposed measure may have other, unintended, consequences. At present, providers
may anticipate that some customers will stay with them longer than 24-months, until the
end of their handset agreement, because of the deterrent of having to pay off the handset
liability in one go. This could be leading providers to compete more aggressively to obtain
the customer in the first place, for example by lowering prices for handsets or airtime. If
the provider expected more customers to switch after 24 months, or earlier, as a result of
our proposal, prices could rise for one or both elements of the linked split contract as the
provider sought to retain the same overall revenue.

A provider might also currently, to some extent, subsidise the handset element of the split
contract, based on an expectation of keeping the associated airtime contract in place for
longer. If the provider knew there was an increased likelihood that a customer might
switch away from the airtime contract earlier than the end of the handset deal, this might
affect their incentives. Providers might decide to stop offering handset agreements of over
24 months, which benefit customers in being able to spread the cost of more expensive
handsets over longer periods. Alternatively, they might offer handset agreements longer
than 24 months but with higher prices.

However, we do not think these concerns are likely to be material in practice because:

a) Ifairtime or handset prices go up, this type of linked split contract will become less
attractive to consumers and other relevant customers compared to other options such
as buying the handset outright and combining it with a SIM only deal, or indeed a
bundled contract. If providers increase prices elsewhere to compensate for the
(potential) revenue loss, they risk losing customers to other providers who offer a
better deal.

b) If there is a rebalancing and any handset subsidies (if present) are removed, the
relative prices for the handset and airtime elements may change. This, in itself, is not a
problem and may make the true cost of the handset more transparent for customers.

c¢) Consumers and other relevant customers have a wide range of preferences in this
market, such that providers have a strong incentive to maintain a wide portfolio of
products and pricing options. Therefore it is not clear that providers would necessarily
limit the options they make available as a result of no longer being able to link split
contracts of more than 24 months.

d) In particular, there is clear demand for longer handset agreements because they
enable consumers and other relevant customers to spread the monthly cost of more
expensive handsets. This was highlighted in providers’ consultation responses (for
example Vodafone, which pointed to its own consumer research in support of this). If a
provider decided to remove this option, a customer could look to other providers that
were willing to offer it (and there are already non-linked split contracts available with
handset agreements of over 24 months, e.g. those provided by Virgin Mobile and
Giffgaff).
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e) Inany case, the above potential effects should be balanced against the benefits our
proposal will bring by removing a barrier to switching. By making it more likely that
consumers and others may switch contract or provider, our proposal increases the
competitive pressure in the market, which will bring general benefits in terms of lower
prices and/or higher quality. Providers need to compete by offering appealing products
at the right price, not by introducing barriers to switching that may be unforeseen by
the customer. Taking these points into account, our judgment is that, overall, our
proposal to amend General Condition C1.4 would likely benefit consumers and other
relevant customers.

The early implementation of the EECC provisions will create some minor
additional costs for providers

551

5.52

5.53

5.54

5.55

5.56

For providers that already offer linked split contracts, there will be some costs to
implement our proposals. In particular, costs for updating their terms and conditions and
any other relevant material (for example, their webpages advertising split contracts), as
well as training staff.

These costs are likely to be minor. Providers usually need to make changes to terms and
conditions from time to time anyway, and they may be able to make the changes required
to implement our proposals as part of any existing planned updates with little, if any,
incremental costs involved. Our proposed three-month implementation period would also
help ensure providers have time to absorb these changes as part of any regular planned
updates.

Any such costs, in any case, result from the provisions of the EECC, which must be
implemented by December 2020, not an Ofcom decision to impose regulatory
requirements. Any costs arising from our decision would be limited to those providers will
incur as a result of having to implement changes approximately nine months earlier than
they otherwise might.

Providers may also need to make further changes to their contract terms as a result of the
implementation of the other provisions of the EECC in December 2020. The earlier
implementation of our proposal for linked split contracts may mean that providers incur
two sets costs (i.e. one for our proposal and another for changes necessary to implement
the rest of the EECC).

Our assessment is that any costs in the categories described in the preceding two
paragraphs would likely be limited (and, the former case, minimal), and, again, providers
are likely to be able to absorb them within their usual processes for changing their
contracts from time to time anyway. Such costs as there may be would, we think, be
justified by the benefits we expect our proposed measure will bring.

Providers could be affected by our proposal in that they may lose revenue from customers
who switch because a barrier to doing so is removed. Since that revenue would be derived
from such a barrier, we would not consider it a legitimate cost of our proposal.
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Legal

5.59

5.60

5.61

5.62

5.63

We also note that, whilst our proposal removes a cost for customers who wish to switch, it
does not force them to switch away if they are happy with their current deal. There
remains an opportunity for providers to retain customers by providing quality service and
value. There would also be the chance to win additional customers who will find it easier to
switch from their existing providers.

We expect the impact on legitimate revenue that providers currently derive from split
contracts should be neutral. They would still recover the full cost of the handset over the
term of the handset agreement and all the net profit to which they are entitled under the
24-month airtime contract. 113 Or, they can decide to use longer, unlinked handset
agreements and recover the cost of the handset over that term and receive their airtime
revenue over two years.

powers and tests

We propose to amend the General Conditions using our existing powers under the Act.
Under section 51(1)(a), we can make or modify conditions, ‘.... Making such provision as
OFCOM consider appropriate for protecting the interests of the end-users of public
electronic communications services’. Under section 51(2)(g), that power includes the ability
to ‘... impose a limit on the duration of a contract between an end-user and a
communications provider’. Our proposed amendments fall within these provisions.

Before we can modify the General Conditions as proposed, we must be satisfied that the
tests set out in section 47(2) of the Act are met (see Annex 6). We are minded to consider
that they are for the following reasons.

In our provisional view, the proposed modifications of the Conditions are objectively
justified. As set out in detail in Section 3 and above, we have identified that consumers and
other customers are harmed by the terms we are concerned about in linked split contracts
(and those in other split contracts falling within the EECC’s definition of a bundle). The
measures we propose would address that harm. Likewise, the harm liable to be caused to
certain non-consumer customers by excessively long contracts for electronic
communications services.

We also do not think the measures would be unduly discriminatory. They would apply only
to providers of mobile communications services because that is where we have identified
harm to relevant customers. Similar requirements will apply to providers of other services
in due course, when we implement the rest of the EECC. The temporary distinction our
proposed measures make between providers is, accordingly, justified.

The modifications, in our view, would also be proportionate to what they are intended to
achieve. For the reasons set out above, our provisional assessment is that the measures we
propose are necessary to address the harm we have identified and to give effect to the

113 A similar analysis applies to those contracts for electronic communications services with microenterprises, small
businesses and not for profit organisations which would be limited to 24-months’ duration.

55



Helping consumers to get better deals in communications markets: mobile handsets

5.64

relevant provisions of Articles 105(1), 105(2) and 107 of the EECC and meet their
objectives. They would do no more than is required to secure those outcomes.

We also think our proposed measures are transparent in relation to what they are
intended to achieve. The requirements are set out in full in the notification in Annex 6.
They are also explained in this document.

Ofcom’s general duties

5.65

5.66

5.67

5.68

We also provisionally conclude that the proposed modifications of the General Conditions
would fulfil our duty to further the interests of citizens and consumers. In particular, they
would protect consumers’ and others’ abilities to switch providers where doing so is in
their best interests.

In generating our proposals, we have had regard to other considerations set out in section
3 of the Act. Those include, in particular, the interests of consumers in respect of choice,
price, quality of service and value for money (section 3(5)) which we consider would be
served in the ways we explain above.

We have also had regard, as set out in this document, to the desirability of promoting
competition in relevant markets (section 3(4)(b)), the desirability of encouraging
investment and innovation in relevant markets (section 3(4)(d)), and the needs of persons
with disabilities, of the elderly and of those on low incomes (section 3(4)(i)).

Additionally, we are minded to consider that the proposed modifications of the General
Conditions would be in line with our obligation to ensure our regulatory activities are
proportionate and targeted only at cases in which action is needed (section 3(3) of the
Act). Our basis for that view is explained above.

Duties for the purpose of fulfilling EU obligations

5.69

5.70

Our further provisional assessment is that, by modifying the General Condition as
proposed, we would be acting in accordance with the six European Community
requirements in section 4 of the Act. These include the duties:

a) to promote competition in the provision of electronic communications services;

b) to secure that our activities contribute to the development of the European internal
market; and

c) to promote the interests of all persons who are citizens of the European Union.114

In implementing the relevant parts of the EECC, we are contributing to the development of
the European internal market. By modifying the General Conditions as proposed we would
be encouraging consumers and other relevant customers to engage in the market and

114 Read in light of Article 8 of the Framework Directive. We have also had regard to the objectives in Article 3(2) of the

EECC.

56



Helping consumers to get better deals in communications markets: mobile handsets

enabling them to switch providers in order to take advantage of competition between
providers.

Consultation questions
5.71 We welcome stakeholder comments on the following:

Question 1: Do you agree that our implementation proposal for bringing the
requirements of the EECC into effect is sufficient to address our concern that linked split
contracts (and other split contracts falling within the definition of a bundle) are liable to
deter switching?

Question 2: Do you agree that the draft General Condition (in Annex 6) would achieve our
aim of limiting the minimum contract periods of the contracts we are concerned about to
24-months?

Question 3: Do you agree with our implementation proposal that providers should have
three months to make the necessary changes to their contracts and other relevant
materials?

Question 4: Do you have any comments on our impact assessment of our proposal to
prohibit linked split contracts (and other split contracts falling within the definition of a
bundle) of over 24 months?

Please provide evidence in support of your views on each question.
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6. Conclusions and next steps

6.1

6.2

6.3

6.4

In this document we have set out our updated analysis of the consumer experience of pay-
monthly mobile contracts, our assessment of consumer harm and the measures we are
taking, or are proposing to take, to address that harm.

In particular, we have set out the following package of measures:
a) discounts by most mobile operators for their out-of-contract bundled customers;

b) point of sale transparency measures, which we propose would require providers to set
out the price at which the handset and airtime elements of bundled contracts can be
bought separately; and

c) a proposed prohibition on linked split contracts over 24-months long (and associated
amendments to the General Conditions).

We consider that this package of remedies, combined with the measures imposed in our
ECN statement, is a pragmatic way to address most of our concerns within the scope of our
powers.

Below we summarise the next steps for each of these measures, and our plans to keep this
issue under review alongside our ongoing work to secure fairer outcomes for consumers.

Most out-of-contract bundled customers’ prices will be discounted
from February 2020

6.5

6.6

6.7

6.8

EE, Tesco Mobile, Vodafone and Virgin Mobile:s have confirmed their discounts will apply
from February 2020 to coincide with the introduction of our ECN measures.1¢ Vodafone
and EE will confirm the level of discount they will apply by December 2019.

02 intends for the discounts for its directly acquired customers to come into effect by the
end of this year, although it has indicated that this is subject to changes to its systems and
it will keep us informed if there are any delays to this timetable.

In addition, as set out in Section 4, we will be continuing to discuss with 02, and with
Carphone Warehouse (02’s largest indirect sales partner), a clearer commitment to apply a
discount to the prices of its indirectly acquired customers.

Whilst we are disappointed that the discounts will not extend to all affected customers,
they will ensure that most out-of-contract bundled customers (nearly 80%) have some
protection as quickly as possible. When these discounts come into effect, alongside our
ECN measures, customers who do not (or cannot) take action in response to the ECNs, and

115 Virgin Mobile’s discounts will come into effect during Q1 2020, alongside our ECN measures.
116 BT Mobile is also considering a discount for its out-of-contract bundled customers (of which we understand there are
relatively few).
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remain on out-of-contract bundled contract, will still have some protection against
overpaying.

As set out below, we intend to keep these discounts under review, in particular the
effectiveness of the different range of discounts being offered.

We will be consulting on a new transparency measure for bundled
contracts later this year

6.10

6.11

6.12

As set out in Section 4, the provisions of the EECC offer a clear route to achieve the
increased transparency we think is required at the point of sale for bundled contracts.

We will consult later this year on these transparency measures. We will make proposals to
amend our General Conditions, and to issue associated guidance, as part of our
consultation on the broader implementation of all the relevant EECC measures.

Following that consultation process, and subject to considering the responses we get to
our proposals, we expect to confirm the amendments to our General Conditions, and the
final guidance, in Spring 2020. They will then need to come into to come into effect by the
EECC deadline of 21 December 2020.

We expect our linked split contract proposals to come into effect
from early 2020

6.13

6.14

Our proposed modification of the General Conditions to implement the 24-month limit on
linked split contracts (and other associated amendments) is in Annex 6 to this document.

Stakeholders have until 16 September 2019 to comment on our proposals, in accordance

with the process set out in Annexes 1 to 4 of this document.

Subject to considering stakeholders’ responses, we plan to issue a statement setting out

our final decision, and the amendments to the General Conditions, before the end of the
year. We have proposed in Section 5 that providers will have three months from the date
of our final statement to implement the changes. Subject to this consultation process, we
therefore expect the changes to come into effect from around February/March 2020.

We plan to monitor closely, alongside our ongoing work to ensure
fairness for customers

6.15

6.16

In our ECN statement, we explained our plans to monitor the impact of the notifications
providers send their customers. That will include collecting information from providers and
conducting consumer research on engagement with, and the effectiveness of, providers’
notifications.

In light of the measures set out in this document, we also plan to monitor the mobile
market closely to see how it develops. In particular, we will look at the likely increase in the
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6.17

6.18

use of split contracts and declining use of bundles, as well as the effect of the relevant
providers’ price reductions, alongside our planned monitoring of our ECN measures.

We also expect this monitoring to sit closely alongside our ongoing work on the Fairness
for Customers commitments, which all of the major providers recently signed-up to (see
Section 2). We will be monitoring companies’ practices closely against these commitments,
and we plan to publish a progress report next year summarising the progress we observe
against the commitments.

If the market does not produce fair outcomes for mobile handset customers, we will take
further action. That may require new legal powers.
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Al. Responding to this consultation

How to respond

Al.l

Al.2

Al.3

Al.4

Al.5

Al.6

Al.7

Al1.8

Ofcom would like to receive views and comments on the issues raised in this document, by
5pm on 16 September 2019.

You can download a response form from https://www.ofcom.org.uk/consultations-and-

statements/category-2/consumers-communications-markets-mobile-handsets. You can

return this by email or post to the address provided in the response form.

If your response is a large file, or has supporting charts, tables or other data, please email it
to mobile.handsets@ofcom.org.uk, as an attachment in Microsoft Word format, together

with the cover sheet (https://www.ofcom.org.uk/consultations-and-

statements/consultation-response-coversheet). This email address is for this consultation

only, and will not be valid after 30 September 2019. Responses may alternatively be posted
to the address below, marked with the title of the consultation:

Lorna Horton

Ofcom

Riverside House

2A Southwark Bridge Road
London SE1 9HA

We welcome responses in formats other than print, for example an audio recording or a
British Sign Language video. To respond in BSL:

e Send us a recording of you signing your response. This should be no longer than 5
minutes. Suitable file formats are DVDs, wmv or QuickTime files. Or

e Upload a video of you signing your response directly to YouTube (or another hosting
site) and send us the link.

We will publish a transcript of any audio or video responses we receive (unless your
response is confidential)

We do not need a paper copy of your response as well as an electronic version. We will
acknowledge receipt if your response is submitted via the online web form, but not
otherwise.

You do not have to answer all the questions in the consultation if you do not have a view; a
short response on just one point is fine. We also welcome joint responses.

It would be helpful if your response could include direct answers to the questions asked in
the consultation document. The questions are listed at Annex 4. It would also help if you
could explain why you hold your views, and what you think the effect of Ofcom’s proposals
would be.
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Al.9

If you want to discuss the issues and questions raised in this consultation, please contact
Lorna Horton on 020 7783 4157, or by email to Lorna.Horton@ofcom.org.uk.

Confidentiality

Al1.10

Al.11

Al.12

Al.13

Consultations are more effective if we publish the responses before the consultation
period closes. In particular, this can help people and organisations with limited resources
or familiarity with the issues to respond in a more informed way. So, in the interests of
transparency and good regulatory practice, and because we believe it is important that
everyone who is interested in an issue can see other respondents’ views, we usually
publish all responses on our website, www.ofcom.org.uk, as soon as we receive them.

If you think your response should be kept confidential, please specify which part(s) this
applies to, and explain why. Please send any confidential sections as a separate annex. If
you want your name, address, other contact details or job title to remain confidential,
please provide them only in the cover sheet, so that we don’t have to edit your response.

If someone asks us to keep part or all of a response confidential, we will treat this request
seriously and try to respect it. But sometimes we will need to publish all responses,
including those that are marked as confidential, in order to meet legal obligations.

Please also note that copyright and all other intellectual property in responses will be
assumed to be licensed to Ofcom to use. Ofcom’s intellectual property rights are explained
further at https://www.ofcom.org.uk/about-ofcom/website/terms-of-use.

Next steps

Al.14

Al.15

Following this consultation period, Ofcom plans to publish a statement before the end of
2019.

If you wish, you can register to receive mail updates alerting you to new Ofcom
publications; for more details please see https://www.ofcom.org.uk/about-
ofcom/latest/email-updates

Ofcom's consultation processes

Al.16

Al1.17

Al.18

Ofcom aims to make responding to a consultation as easy as possible. For more
information, please see our consultation principles in Annex 2.

If you have any comments or suggestions on how we manage our consultations, please
email us at consult@ofcom.org.uk. We particularly welcome ideas on how Ofcom could

more effectively seek the views of groups or individuals, such as small businesses and
residential consumers, who are less likely to give their opinions through a formal
consultation.

If you would like to discuss these issues, or Ofcom's consultation processes more generally,
please contact the corporation secretary:
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Corporation Secretary

Ofcom

Riverside House

2a Southwark Bridge Road

London SE1 9HA

Email: corporationsecretary@ofcom.org.uk
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A2. Ofcom’s consultation principles

Ofcom has seven principles that it follows for every public written
consultation:

Before the consultation

A2.1

Wherever possible, we will hold informal talks with people and organisations before
announcing a big consultation, to find out whether we are thinking along the right lines. If
we do not have enough time to do this, we will hold an open meeting to explain our
proposals, shortly after announcing the consultation.

During the consultation

A2.2
A2.3

A2.4
A2.5

A2.6

We will be clear about whom we are consulting, why, on what questions and for how long.

We will make the consultation document as short and simple as possible, with a summary
of no more than two pages. We will try to make it as easy as possible for people to give us
a written response. If the consultation is complicated, we may provide a short Plain English
/ Cymraeg Clir guide, to help smaller organisations or individuals who would not otherwise
be able to spare the time to share their views.

We will consult for up to ten weeks, depending on the potential impact of our proposals.

A person within Ofcom will be in charge of making sure we follow our own guidelines and
aim to reach the largest possible number of people and organisations who may be
interested in the outcome of our decisions. Ofcom’s Consultation Champion is the main
person to contact if you have views on the way we run our consultations.

If we are not able to follow any of these seven principles, we will explain why.

After the consultation

A2.7

We think it is important that everyone who is interested in an issue can see other people’s
views, so we usually publish all the responses on our website as soon as we receive them.
After the consultation we will make our decisions and publish a statement explaining what
we are going to do, and why, showing how respondents’ views helped to shape these
decisions.
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A3. Consultation coversheet

BASIC DETAILS

Consultation title:

To (Ofcom contact):

Name of respondent:

Representing (self or organisation/s):

Address (if not received by email):

CONFIDENTIALITY

Please tick below what part of your response you consider is confidential, giving your reasons why
Nothing

Name/contact details/job title
Whole response

Organisation

OO o0 oo

Part of the response

If there is no separate annex, which parts?

If you want part of your response, your name or your organisation not to be published, can Ofcom
still publish a reference to the contents of your response (including, for any confidential parts, a
general summary that does not disclose the specific information or enable you to be identified)?

DECLARATION

| confirm that the correspondence supplied with this cover sheet is a formal consultation response
that Ofcom can publish. However, in supplying this response, | understand that Ofcom may need to
publish all responses, including those which are marked as confidential, in order to meet legal
obligations. If | have sent my response by email, Ofcom can disregard any standard e-mail text about
not disclosing email contents and attachments.

Ofcom seeks to publish responses on receipt. If your response is non-confidential (in whole or in
part), and you would prefer us to publish your response only once the consultation has ended,
please tick here.

Name Signed (if hard copy)
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A4. Consultation questions

A4l This Annex lists the questions we are consulting on.

Question 1: Do you agree that our implementation proposal for bringing the
requirements of the EECC into effect is sufficient to address our concern that linked split
contracts (and other split contracts falling within the definition of a bundle) are liable to
deter switching?

Question 2: Do you agree that the draft General Condition (in Annex 6) would achieve our
aim of limiting the minimum contract periods of the contracts we are concerned about to
24-months?

Question 3: Do you agree with our implementation proposal that providers should have
three months to make the necessary changes to their contracts and other relevant
materials?

Question 4: Do you have any comments on our impact assessment of our proposal to
prohibit linked split contracts (and other split contracts falling within the definition of a
bundle) of over 24 months?

Please provide evidence in support of your views on each question.
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A5. Data analysis

A5.1
A5.2

In this Annex, we describe the data analysis we have conducted and present our findings.

In summary, we find that:

a)

b)

d)

Across all four mobile network providers and two of the largest MVNOs who have
customers on bundled contracts,'7 just over two million customers are beyond their
minimum contract period on bundled contracts.18 This represents 11% of all customers
on bundled contracts, and 4.6% of all pay-monthly customers.

The proportion of customers on bundled contracts has been declining with the
increasing popularity of SIM-only and split tariffs.22* Bundled contracts have fallen as a
proportion of pay-monthly contracts from 74% in January 2014 to just 46% in January
2019. This is due to a rise in split contracts (from 4% to 15%) and in 12-month SIM-only
contracts (from 15% to 34%).120

There is considerable variation in the length of time customers spend beyond their
minimum contract period before they re-contract (if at all).12t Whilst a material
proportion (29%) are ‘out-of-contract’ for three months or less and the majority of
customers (61%) recontract within a year, there is also a long tail of customers who
have been out-of-contract for much longer.

On average, customers beyond their minimum contract period on bundled contracts
could save around £6 p.m. by switching to a comparable SIM-only contract. Taking into
account the length of time customers remain out-of-contract, this translates into an
average overpayment of £37 per out-of-contract customer over a year and an annual
aggregate overpayment figure of around £142 million p.a. across all out-of-contract
bundled customers.12

117 EE, Vodafone, 02, Three, Virgin Mobile and Tesco Mobile.

118 These are contracts in which the customer receives a handset and airtime and pays a single monthly price which
includes both any cost for the handset and the cost of the airtime.

119 SIM-only contracts are those under which the monthly cost to the customer includes the airtime but the provider does
not supply the customer with a handset under the contract (instead the customer either purchases a handset separately,
or uses an existing handset they already own). Split contracts are those in which customers purchase both an airtime tariff
and mobile handset at the same time under two contracts, and where the monthly cost to the customer is separated into
prices for the airtime and the handset.

120 30-day SIM-only contracts have remained relatively stable over this period, reducing from 6% to 4%. 24-month SIM-only
contracts were a very recent development in the market at the time of this analysis.

121 For convenience, we describe this as being ‘out-of-contract’.

122 \We explain in detail later on how we calculate these average overpayments, at paragraph A5.58 and how to reconcile
these two numbers.
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A5.3

e)

f)

g)

h)

These average overpayments mask differences between customers. A material
proportion of out-of-contract customers (27%) would be financially better off staying
on their current terms rather than switching to a SIM-only package. When we consider
just the group who are paying more than the comparable SIM-only tariff, these
customers could save £11 p.m. on average, or £74 p.a. over a year.12

In general, the monthly overpayment is lower for those who have been out-of-contract
for longer. They may have purchased cheaper handsets or be on advantageous legacy
deals.

There are considerable differences between providers. For example:

i) Vodafone’s customers are overpaying by considerably more than the industry
average of £6 p.m.

ii) Three’s customers, on average, are not overpaying by much; however, when we
consider only those who would save money by switching, we find that these
customers are overpaying by £10 to £13 per month.

iii) Tesco Mobile’s customers are, on average, better off on their current terms than
switching to a SIM-only contract; for the group that would save by switching, the
price difference is relatively small (less than [3<]).

There is some difference depending on whether the customer purchased the bundle
direct from the provider or indirectly i.e. through a third-party channel such as
Carphone Warehouse. In particular, we find that O2 has a large number of indirect
customers (more than 70% of their out-of-contract bundled customers), and that these
customers, on average, are overpaying by significantly more per month than 02’s
direct customers.

We found that older customers tend to stay out-of-contract for longer than younger
customers. However, the average monthly overpayment for customers aged 65+ was
lower than for other age groups. Considering the annual overpayments (weighted by
the number of months spent out-of-contract), older customers are not
disproportionately worse off than other age groups.

The rest of this Annex is structured as follows:

a)

b)

c)

d)

we outline the issues we sought to investigate further in this as part of our data-
gathering exercise;

we describe why the billing data we obtained from providers was able to give us a
more detailed understanding of these issues compared to previous analysis in this area;

we provide a description of the data we obtained to conduct our analysis;

we describe how we used the available data to investigate the issues of interest; and

123 This calculation takes into account how long customers typically remain out of contract, and is therefore a weighted
annual figure. We explain how we calculated this figure in paragraph A5.67 below.
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e) we set out our findings.

Focus of our analysis and previous assessments of the problem

A5.4

AS5.5

A5.6

A5.7

As part of our review of this issue, we wanted to explore in more detail the extent to which
many bundled customers appeared to overpay for their mobile services after the end of
their minimum contract period.

We have been monitoring this issue in our Pricing Trends for Communications Services
report since 2017 in the broader context of pricing trends and consumer engagement in
mobile services. In our 2018 Pricing Trends report, we found that approximately 1.5 million
people on bundled tariffs might be paying more than necessary; and that, collectively, UK
mobile consumers could be overpaying by approximately £330m each year (an assumption
being that all of the £18.52 p.m. difference in average spend for pay-monthly bundled and
pay-monthly SIM-only customers related to the device).12 These estimates were based on
survey data as well as data collected from providers.

We used the estimates from our Pricing Trends reports to inform our early thinking in this
area, which we set out in our September 2018 consultation. We considered this initial
analysis suggested that there were a significant number of customers on bundled contracts
who did not take action at the end of their minimum contract period and continued to pay
the same price, whereas they could save by moving to a SIM-only contract. We noted that
we intended to collect further information to derive a more precise estimate of the current
extent of overpayment, and the number of customers who were affected.:2

Shortly after our September 2018 consultation, Citizens Advice submitted a super-
complaint to the CMA which included its own estimates of the extent of overpayment by
customers on bundled tariffs beyond their minimum contract period.22 Citizens Advice
estimated that 3.97 million bundled customers were currently beyond their minimum
contract period (based on survey evidence). Citizens Advice also estimated that the
average monthly overpayment by these out-of-contract customers was £22 (based on
differences in price between currently available bundled tariffs and SIM-only tariffs), and
that the average annual overpayment by an out-of-contract customer was £264. They then
used survey data on the numbers of customers out-of-contract and their estimate of the
monthly overpayment to calculate an aggregate annual overpayment figure across all out-
of-contract customers of £473m.127

1242018 Pricing Trends Report, p. 22. £18.52 was the difference between the out-of-contract ARPU for all bundled
customers and those on SIM-only. This was combined with Ofcom that showed that the percentage of customers who did
nothing at the end of their contract was stable year-on-year at 6%, giving approximately 1.5 million customers. 1.5 million
*12* £18.52 = £333m.

125 September 2018 consultation, footnote 19.

126 Citizens Advice, 2018. Excessive prices for disengaged consumers.

127 This was the summation of: monthly overpayment (£22) x no. of months OOC x no. of customers OOC for that no. of
months. E.g. There were 937k customers (out of the 3.97m) OOC for 12 months, so 12 x £22 x 937k = £247m. This was
done for each month.
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A5.8

A5.9

A5.10

A5.11

A5.12

Responses to our September 2018 consultation said we should explore this issue in more
detail to inform our view on the most appropriate approach. In particular, some
stakeholder responses gave reason to suggest the customer experience may vary widely
across out-of-contract customers, even to the extent of whether customers are overpaying
or may be financially better off remaining out-of-contract. These responses also suggested
that estimates of the overpayment based on currently available tariffs may not be
representative of the typical experience for out-of-contract customers.

For example, EE explained why customers may choose to remain out-of-contract for
rational reasons, including the fact some customers were on legacy tariffs which
represented a better deal than they would be able to obtain by switching to a currently
available SIM-only tariff. Three similarly commented that, of their customers who had
been out-of-contract for more than 24 months, a significant number were on plans that
offered at least as good a deal as current SIM-only tariffs. Vodafone submitted a report by
Frontier Economics, which noted that customers may be out-of-contract for a number of
reasons (including rational reasons) and observed that Ofcom’s data did not allow for the
identification of how many customers belonged in each of these categories. The Frontier
Economics report also presented evidence (based on Ofcom data) suggesting that the price
differential between a bundled tariff and SIM-only tariff could be significantly lower for
certain customers (especially those who had been out-of-contract for longer) than a
comparison of the average price difference between a bundled tariff and a SIM-only tariff
might suggest.

There was also some suggestion that the average length of time out-of-contract may not
be representative of the typical customer experience. For example, EE’s response (based
on analysis of its own data) suggested that the distribution of length of time out-of-
contract could be skewed by a small number of individuals who had been out-of-contract
for a very long period of time.

Finally, some stakeholder responses suggested that the incidence of any overpayment (and
consequently the impact of any intervention) may vary by vulnerability status. For
example, the Frontier Economics report submitted by Vodafone in its response suggested
that out-of-contract customers on bundled tariffs may disproportionately be from higher
income groups (based on data from Ofcom’s Technology Tracker survey). Citizens Advice
found that over 65s were twice as likely to be out of contract for more than 24 months
than younger people (based on their own survey data). Citizens Advice also presented
evidence (again from its own survey) suggesting that consumer inertia may be a greater
issue for the over-65s and those in DE socio-economic group.

In order to get a better understanding of these issues, we requested billing data on all out-
of-contract customers at a given point in time (November 2018) from the main providers
who offer bundled contracts.228 This data represented the entire population of customers
who were out-of-contract with these providers at that point in time, and so allowed for a
far richer analysis than would have been possible if we had requested a sample of data

128 See paragraph A5.15 to A5.16 for details of the data we collected.
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A5.13

A5.14

only. Obtaining this billing data allowed us to estimate the extent to which out-of-contract
customers could save money by switching to a SIM-only tariff with a greater degree of
accuracy than we could with previously available evidence, as it enabled us to compare the
tariffs these customers were actually on with similar, currently available, SIM-only tariffs.
The use of billing data rather than survey data also allowed us to explore in more detail
some of the issues raised in the September 2018 consultation responses, including the
extent of variation in overpayment and length of time out-of-contract by different
customer groups. In addition to billing data, we requested some more aggregated data to
investigate trends over time.

The CMA shared our view that we needed to explore this issue in more detail in its
response to the Citizens Advice loyalty penalty super-complaint. The CMA cited both the
Pricing Trends reports and Citizens Advice figures in its report, and commented that the
significant difference in estimates of the number of customers affected highlighted the
potential limitations of using survey evidence and the sensitivity of the results to survey
design. It considered that the Citizens Advice numbers appeared implausibly high in light of
subsequent Ofcom figures based on data from providers, and noted this discrepancy
highlighted the need for more consistent estimates in this market. 120

In relation to the estimates of average monthly overpayment, the CMA noted that, whilst
the Ofcom and Citizens Advice figures were similar, neither method identified the price
actually paid by customers who were beyond their initial contract term or a comparator
price which took into account the actual specification of the services purchased by these
customers. It considered this might affect the accuracy of both estimates, as customers
taking out more recent contracts may have taken out more expensive packages with higher
data allowances and/or more expensive handsets. The CMA concluded the resulting
uncertainty of the size of the price differential and lack of clarity on what proportion of
contracts were likely to result in the customer still paying for the handset after the initial
contract period highlighted the need for more work in this area.°

We obtained detailed billing data from all the main providers

Which data did we gather?

A5.15

Our quantitative analysis is based on data requested from the four UK mobile network
operators (EE, 02, Three and Vodafone)3t and four of the largest ‘mobile virtual network
operators’ (MVNOs)2 (Giffgaff, Sky Mobile, Tesco Mobile and Virgin Mobile). The
information we obtained, through a formal notice under section 135 of the Act, included:

125 CMA’s response to super-complaint, para 4.10 — 4.11.

130CMA’s response to super-complaint, para 4.12 - 4.13.

131 We did not request data from BT Mobile who have about a [$<]% share of the market as the end of Q1 2019.

132 Although we requested data from Giffgaff and Sky Mobile, they do not offer, and have never offered, bundled handset
and airtime contracts. They were not able, therefore, to supply any billing data for out-of-contract bundled customers and
do not contribute to the estimation of the overpayment.
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A5.16

a) The total number of in-contract and out-of-contract customers, with some additional
demographic breakdown, on the specific dates of 1 February 2018, 1 May 2018, 1
August 2018 and 1 November 2018. The information request covered the following
services:

i) bundled contracts;
ii) split contracts; and
iii) 30-day and 12-month SIM-only contracts.s3

b) Individual billing information for all out-of-contract customers on bundled contracts for
the specific date of 1 November 2018 on an anonymised basis. The requested
information included the composition of each customer’s current tariff (including
minutes, data and text allowances), the recurring monthly charge, the end date of the
minimum contract period, the handset model, and personal characteristics (including
postcode and age). The requested tariff information covered in-bundle charges only,
excluding the price of any add-ons or out-of-bundle charges.

c) Detailed information on all SIM-only tariffs available to consumers on 1 November
2018, including the recurring monthly charge, the minimum contract period and the
minutes, data and text allowances (plus any extras) included in each tariff.1

We subsequently asked for historical data on the total number of in-contract and out-of-
contract customers on bundled, split and SIM-only contracts, as well as data on how long
customers had spent out of contract at various dates.? This information enabled us to
look in more detail at trends within the mobile sector, specifically the changing
composition of bundled, split and SIM-only contracts over time. It also allowed us to look
at whether the distribution of the length of time customers remain out of contract has
changed over time.1¢ We requested these data on monthly basis from January 2014 to
March 2019.

The data were of high quality and the very small number of missing/incomplete observations are
unlikely to have reduced the reliability of results

A5.17

In general, the data we received was of high quality. However, for some of the variables we
received a very small amount of missing or potentially incorrect data:

a) Monthly charge — Out of two million customers, only four customers did not have a
monthly charge provided. These are not included in the matching process, and
therefore do not contribute to the estimate of overpayment.

133 See the Glossary in Annex 8 and Section 3 for definitions of these contracts.

134 We collected information on 30-day SIM-only tariffs where possible. Some providers also provided 12-month SIM-only
tariffs in addition to, or instead of, 30-day SIM-only tariffs if they do not sell/market them.

135 See definition of second information request in the Glossary in Annex 8.

136 We present and discuss this distribution in paragraphs A5.31 to A5.34.
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A5.18

b) Negative monthly charges — Some providers provided us with data that suggested that
a very small minority (0.8%) of out-of-contract bundled customers are charged a
negative recurring charge (i.e. the customer in effect would receive a payment or credit
from the provider each month). We confirmed with the relevant providers that this
was correct, and these customers are therefore included in our analysis.

¢) Bundle components — Around 20,000 (1%) customers did not have a complete set of
data for the components of their current bundle of minutes, texts and data. Providers
were unable to provide this data and these customers are therefore not included in the
matching process or our estimates of overpayment.

d) Age and minimum contract period end date — A very small proportion of customers did
not have data for age (0.3%) or the end date of their minimum contract period (0.05%).
These customers were included®3” in the matching process and our estimates of
overpayment, but are excluded from the figures provided later in this annex which
provide breakdowns by age and the length of time they have been out-of-contract.13¢

Given the very small proportion of the total dataset these observations represent, we do
not consider they are likely to have reduced the reliability of our results.

The data we obtained cover the vast majority of the pay-monthly consumer bundled market

A5.19

A5.20

We collected data from all four mobile network providers and four MVNOs. However, Sky
Mobile and Giffgaff do not, and never have, offered bundled contracts, so they did not
supply any relevant data and are not included in our analysis. Our analysis covers EE,
Vodafone, 02 and Three (the MNOs) as well as Tesco Mobile and Virgin Mobile (MVNOs).

There are also a number of small MVNOs which are not included in our analysis, but it is
our understanding that, not only do they have a very small proportion of customers, but
many of them do not offer any bundled contracts. Therefore, although our data does not
cover the market in its entirety, we nevertheless, we believe that our results are robust for
the following reasons:

a) our data covers the vast majority of the pay-monthly consumer market.:3

b) Some of the MVNOs not covered by our information request tend to focus on SIM-only
tariffs and thus are likely to have relatively few customers on bundled contracts.

¢) Inaddition, some of the MVNOs not covered by the information request have been
operating for a shorter time. Hence, these MVNOs are unlikely to have a significant
number of long-term out-of-contract customers.

The data suggests that the proportion of out-of-contract bundled customers is stable over time

137 Not including customers of BT Mobile.

138 Customers with missing data for their minimum contract period end date are assumed to have been out-of-contract for
over 12 months when estimating the annual cost.

139 Over 90% of the post-pay consumer market at the end of Q1 2019.
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A5.21  Our analysis of some key areas of interest, including the extent of overpayment and
distribution of length of time out-of-contract, is based on data on customers who were
out-of-contract on 1 November 2018 as well as on SIM-only tariffs available on the same
date.

A5.22  We recognise that each month individual customers will change their status, with some
previously in-contract customers coming to the end of their minimum contract period and
failing to re-contract, some out-of-contract customers remaining out-of-contract for an
additional month, and other out-of-contract customers re-contracting and thus losing their
out-of-contract status. Consequently, the identity of customers who are out-of-contract for
a given amount of time will be different on any date other than 1 November 2018. We
assume, however, that any customer who changes their status is replaced by a customer
with the same out-of-contract status.

A5.23  We consider this approach reasonable, given our analysis of historical data suggests that
the distribution of length of time customers remain out-of-contract is broadly stable over
time.% Furthermore, our 2019 consumer research indicates that the proportion of
consumers on bundled contracts who are now out-of-contract and still paying the same
price has remained stable over recent years at around 6% (which, allowing for margin of
error, accounts for around between 1.1 to 1.8 million people in the UK).

Methodology and findings

A5.24  In this section we describe:
a) The number of bundled customers who are out-of-contract;
b) The distribution of the length of time these customers spend out-of-contract;

¢) The methodology for calculating whether customers would save money by switching to
a SIM-only contract or remaining out-of-contract;

d) The average amount that customers would save by switching;

e) The ways in which these overpayments differ according to the length of time that a
customer has been out-of-contract;

140 To explore this assumption, we plotted the distribution of length of time out-of-contract in different years and also
calculated various summary statistics across the period as a whole and for individual years within this period. We find that
length of time out-of-contract has been increasing somewhat over time, but that the mean, median and standard deviation
of length of time out-of-contract are nonetheless all relatively stable over the period covered by the historic data (January
2014 — March 2019). For example, whilst the mean duration out-of-contract increased from 11.3 months in 2014 to 13.9
months in 2019, it did not increase consistently throughout the period (e.g. mean duration out-of-contract fell from 13.4
months in 2016 to 12.7 months in 2017) and varied around an overall figure across the whole period of 12.8 months.
Similarly, whilst the median duration out-of-contract increased from 6 months in 2014 to 9.6 months in 2019, this was
again not a consistent increase (e.g. median duration out-of-contract fell from 8.4 months in 2016 to 7.5 months in 2017)
and varied around an overall figure of 7.3 months. The standard deviation for length of time out-of-contract ranged from
12.4in 2014 to 13.0 in 2019 around an overall figure of 12.5. We note these figures were calculated on a different basis
from the calculations based on the November 2018 billing data, as we asked for the historic data on a more aggregated
basis than the main billing data request. In particular, the historic data only provides the number of customers that were
out-of-contract for <=1 month, <=2 months, etc. and not the actual length of time out-of-contract for each customer (as in
the billing data). We consider this reasonable for the purposes of conducting a robustness check.
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f) Differences between providers (including the effect of whether the customer initially
contracted directly with the provider or through a third party); and

g) Whether older customers are particularly worse off.

Number of bundled customers who are out-of-contract

A5.25  We first used aggregate data to look at the proportion of customers on bundled tariffs and,
within this cohort, to identify the number of these customers who were out-of-contract on
1 November 2018.

A small but material proportion of pay-monthly mobile customers are out of contract

A5.26  We find that a small proportion (4.9%) of all pay-monthly mobile customers are beyond
their minimum contract period on bundled contracts (out-of-contract). Given the size of
the mobile market, this is still a material number.

A5.27  On 1 November 2018 there were 17.9 million customers on bundled contracts and, of
these, 2 million (11%) were out-of-contract (Figure A5.1).

Figure A5.1: Composition of pay-monthly customers on 1 November 201814
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12.9m (31%)
bundled contracts
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SIM only N -
contracts
/
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contract out of 0OC
6.2m (15%) on split

contracts

Source: First s.135 data.

A5.28  This estimate is comparable with our previous estimate set out in the 2018 Pricing Trends
report (which found approximately 1.5m out-of-contract mobile customers may be paying

141 See definition of first information request in the Glossary in Annex 8. The data in Figure A5.1 were collected from the
four MNOs (EE, 02, Three, Vodafone) and four MVNOs (Giffgaff, Sky Mobile, Tesco Mobile and Virgin Mobile). The figures
relate to consumer contracts only and exclude dedicated mobile broadband contracts. As discussed earlier in paragraph
A5.20, we accept that the data does not cover the entire market, but we consider the market coverage to be wide enough
to provide accurate and meaningful insights.
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more than necessary by continuing to pay a monthly fee that includes the cost of a mobile
handset)42 but significantly lower than the Citizens Advice estimate of 3.97m. We note that
Citizens Advice made the assumption that anyone who said they took out their current
contract for their bundled mobile phone service two or more years ago was paying a
‘loyalty penalty’. Their survey did not ask respondents whether they had subsequently re-
contracted or conducted any negotiation with their provider over their contract price,
neither did it ask whether respondents were now paying the same, more, or less than
when they took out their current contract. This is likely to have distorted their estimate.

The proportion of customers on bundled tariffs has fallen over time

A5.29  We then used the historical data to look at how the proportion of customers on bundled
tariffs had evolved over time.

Figure A5.2: Composition of pay-monthly contracts from January 2014 to January 2019143144
100%
90%
80%
70%
60%

30-day SIM-only

50% W 12-month SIM-only

| Split
40%
Bundled
30%
20%
10%

0%

Jlan 14 Jan 15 Jan 16 lan 17 Jan 18 lan 19

Source: Second s.135 data.

142 Taking account of the error margin in this research (+/-2%), we estimate that the number of consumers affected is
somewhere between just over 1 million to just over 2 million. Our 2019 consumer research reported a broadly consistent
estimate i.e. between 1.7 and 1.8 million people. In addition, using our market research data, we estimate that around
750,000 mobile consumers are on a combined contract and unaware of their contract status. It is likely that many of these
are out-of-contract and paying a similar amount or more than when in-contract.

143 \Vodafone were unable to provide data for the whole period and are therefore only included from January 2017
onwards. Vodafone offers bundled contracts and no split contracts, and including Vodafone’s data only from 2017 onwards
explains why the share of bundled contracts does not fall from January 2016 to January 2017.

144 Due to differing data sources, the figures in January 2019 do not precisely align with those as of 1 November 2018 in
Figure A5.1.
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A5.30  Figure A5.2 shows that bundled contracts have fallen as a proportion of pay-monthly
contracts from 74% in January 2014 to just 46% in January 2019. This is due to a rise in split
contracts and 12-month SIM-only contracts, from 4% to 15% and 15% to 34%, respectively.
On average, the volume of bundled contracts fell by 7% per year since 2014.145

Distribution of length of time spent out-of-contract

A5.31  We used the individual billing data to analyse the length of time that customers who go
out-of-contract spend in this state before re-contracting. To do this, we used the end date
of each customer’s minimum contract period (included in the billing data) to calculate the
number of months that each customer who was out-of-contract on 1 November 2018 had
spent in this state.

The majority of out-of-contract bundled customers re-contract within a year

A5.32  The billing data indicates that there is considerable variation across customers in the
length of time they have been out-of-contract.

A5.33  We have found that 29% of customers have been out-of-contract for fewer than 3 months;
and 62% for a year or less, as shown in Figure A5.3 below. We observe that the length of
time out of contract is relatively stable (see A5.23), indicating that in general these
proportions of customers re-contract within three months and a year.

A5.34  However, there is also a long tail of customers who have been out-of-contract much
longer. Thus, while the median time spent out of contract is eight months, the mean length
of time spent out of contract is significantly longer, at 15.7 months. Furthermore, around
16,000 (0.81%) and 5,000 customers (0.25%) have remained out of contract for more than
seven and ten years respectively.46

145 From January 2014 to January 2016 the total volume of bundled contracts decreased, but this excluded Vodafone. From
January 2017 to January 2019 the total volume of bundled contracts also decreased, this time including Vodafone.
However, due to differing data sources these volume figures do not match to the aggregated figures in Figure A5.1.

146 These customers are not displayed in Figure A5.3.
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Figure A5.3: Distribution of time spent out-of-contract, graph cropped at 84 months (7 years)+
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Source: First s.135 data.

We matched all out-of-contract bundled customers in our data set to a
comparable SIM-only product

A5.35  To estimate the savings that customers beyond their minimum contract period on bundled
contracts could potentially make by switching (while keeping their current handset and
comparable airtime package), we matched all bundled customers in our data set to a
comparable SIM-only product.

A5.36  Specifically, we matched each out-of-contract bundled customer to a 30-day SIM-only tariff
with their current provider. Our reasoning was:

a) Customers were matched to tariffs with their current provider because factors other
than price may determine which provider a customer prefers. Therefore, we have
assumed that customers have selected the best provider in line with their preferences
and we respect that choice.

b) We used 30-day SIM-only tariffs as the comparator because, although they tend to be
more expensive than 12-month SIM-only tariffs, they match the flexibility of being out-
of-contract (i.e. a 30-day notice period).s

147 In this figure the median is indicated by the blue dotted line and the mean is indicated by the orange dotted line.

148 On 1 July 2019, new regulations came into force which will make it easier for mobile customers to switch providers.
Customers will be able to request and automatically receive a unique code by text, or through their online account, which
they can give to their new provider to switch and port their existing mobile number (if they wish to do so). The new
regulations will also ban notice period charges after the switching date, meaning consumers will no longer have to pay for
their old and new service at the same time, and require providers to provide customers with clear information about the
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A5.37

A5.38

A5.39

We then calculated the difference between the price the customer was currently paying on
their bundled tariff and the price they would pay on a comparable SIM-only tariff to
estimate the potential savings for each out-of-contract customer.

We used several methods to match customers to comparable SIM-only tariffs, based on
the three main components of an airtime plan: inclusive minutes, texts and data. There
three matching methods were:

a) Baseline methodology, which matches the customer to a SIM-only contract with the
same or greater allowances of data, minutes and texts;

b) ‘Data-only’ method, matching to a SIM-only tariff which maintains only the current
data allowance as a minimum; and

c) ‘Closest data match’, matching to a SIM-only tariff with the closest data allowance, in
absolute terms.

Add-ons, such as Netflix or Spotify, could also be relevant for some out-of-contract
bundled customers.#° However, since it is difficult to attach a monetary value to some of
these add-ons, we have excluded them from the matching analysis. Furthermore, in many
cases these add-ons do not continue beyond the minimum contract period and are
therefore not relevant for the comparison between a customer’s tariff beyond this point
and a SIM-only tariff. While omission of add-ons simplifies the analysis, the exclusion of
these extras, and others such as free international roaming which may carry on beyond the
minimum contract period, may mean we have over-estimated the extent of overpayment
for some customers.1s°

Baseline matching methodology

A5.40

Our baseline matching method requires that each out-of-contract customer maintains all
three components of their current airtime bundle as a minimum. We therefore match
them to a plan which has at least as many minutes, texts and data as included in their
current plan. This methodology results in a conservative estimate of the overpayment
because customers can only be upgraded to bundles with equivalent or more generous
allowances and therefore the matched SIM-only tariff is more likely to have a higher
monthly charge than in the other matching methods. We make this method our baseline,
because it evaluates monetary savings that customers could make without reducing any
element of their current package.

switching and number porting process. Ofcom, 2017. Decision on reforming the switching of mobile communication

services.

149 Around 6% of out-of-contract customers were identified as having an add-on with a majority of these applying within
the first few months customers beyond the end of the minimum contract period (69% and 81% within 3 and 6 months,
respectively). Extras tend to be either 1) free subscription to content services (e.g. Spotify) or 2) zero-rated data for certain
services (i.e. Facebook).

150 In most cases, to maintain equivalence of bundles, the add-ons would need to be purchased separately in the event that
a customer moved to a SIM-only tariff. The cost of these add-ons could offset the overpayment estimate.
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A5.41

The example below illustrates the working of this matching method. In the example,
customers maintain all components of their current bundle as a minimum but can be
upgraded on some, or all, elements of their bundle, as is the case for customer A.

Figure A5.4: Baseline matching methodology

A5.42

A5.43

Customers

A: 500MB, 500 mins, 500 texts » i) 1GB, unltd mins, unltd texts

SIM-only tariffs2st ‘

B: 3GB, unltd mins, unltd texts ii) 2GB, unltd mins, unltd texts

C: 10GB, unltd mins, unltd texts \> iii) 10GB, unltd mins, unltd texts

Using this matching method, we were unable to find a comparable SIM-only tariff for
around 3% of out-of-contract customers. In 2% of cases, the customer’s current provider
does not offer a SIM-only that satisfies the matching requirements.'>? The remaining

failures to match occurred due to missing values in the data provided by the providers. This

can be seen in Figure A5.8.

The results we refer to in this document are calculated using this baseline method. We
discuss the impact on our estimates from using the following two methods in paragraph
A5.51. We found that the other methods produced slightly higher estimates of
overpayment but there was not a large difference.

‘Data only’ method

A5.44

A5.45

The second matching method, which we will refer to as the ‘data only’ method, requires
only the data component to be maintained as a minimum. The other components of the
airtime bundle are not considered and therefore it is possible for a customer to be
matched to a SIM-only tariff where the inclusive minutes and/or texts are lower than in
their current contract.

In the example below, all consumers either maintain or see an increase in their current
data allowance. Customer B, however, sees a reduction in the texts and minutes
components of their current airtime bundle.

1511t is assumed that tariff i) has the lowest monthly charge, and iii) has the highest.
152 This largely arises when the provider does not offer unlimited data SIM-only tariffs and so out-of-contract bundled
customers with very high, or unlimited, data allowances are not matched to a SIM-only tariff.

80



Helping consumers to get better deals in communications markets: mobile handsets

Figure A5.5: ‘Data only’ matching methodology

A5.46

A5.47

B: 2GB, unltd mins, unltd texts

C: 4GB, unltd mins, unltd texts

A: 500 MB, 500 mins, 500 texts » i) 1GB, 1000 mins, 1000 texts

ii) 2GB, 1000 mins, 1000 texts

v

iii) 10GB, unltd mins, unltd texts

v

We have chosen to prioritise the data component in this instance for two reasons:

a) Just under half of the SIM-only tariffs provided to us include unlimited texts and
minutes, and over 80% include at least unlimited minutes or texts. The proliferation of
these allowances indicates that texts and minutes may be less relevant when
determining the SIM-only tariff that matches most closely the current airtime bundle of
a customer; and

b) Evidence suggests that data allowance is by far the most important factor in
determining the pay-monthly price of an airtime bundle.s

In some cases, a customer may be matched to a package with a lower allowance under this
method compared to our baseline method (because, even though the data element is
matched in the same way through both methods, in this method it is possible for them to
be matched with a plan with fewer minutes or texts). Since bundles with lower call and text
allowances are likely to be cheaper, this matching method is likely to result in a slightly
higher overpayment estimate compared to our baseline method estimates.

‘Closest data match’ method

A5.48

A5.49

The third matching method, which we refer to as the ‘closest data match’ method, also
prioritises the data component but, instead of maintaining the current data allowance, we
match each out-of-contract customer to a SIM-only tariff with the data allowance that is
closest, in absolute terms, to the current data allowance.s* The other components are not
considered in this matching process.15

In the example below, customers A and B are upgraded on at least one component of their
airtime bundle, while customer C’s tariff is matched to a SIM-only tariff with a lower data
allowance. %6

1532018 Pricing Trend Report, p. 14-15.

154 This means that no customer will ever be matched to a tariff with an unlimited data allowance, with the exception of
those with unlimited data in their current bundle. Where customers’ current data allowance is equidistant to data
allowances in several SIM-only tariffs, the customer is matched to the cheapest of those SIM-only tariffs.

155 Inclusive minutes and texts were not considered to avoid any conflicts in component priorities.

156 |n theory, it is possible for customers to be downgraded on all three components of their bundle.
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Figure A5.6: ‘Closest data match’ methodology

A: 500 MB, 500 mins, 500 texts i) 1GB, unltd mins, unltd texts

v

B: 4GB, unltd mins, unltd texts » i) 5GB, unltd mins, unltd texts

C: 7GB, unltd mins, unltd texts / iii) 10GB, unltd mins, unltd texts

A5.50  This matching method may, in some cases match customers to SIM-only tariffs with lower

minutes, texts or data allowances than their current bundle, or in other cases it will match
them with more higher allowances. In the first two methods (the baseline method and the
‘data-matching’ method), the data allowance was never reduced, however in this method
it may be. Therefore, because bundles with lower minutes, texts or data allowances are
likely to be cheaper, this matching method is likely to result in a higher estimate of
overpayment compared to the estimates based on our first two matching methods.

Our robustness checks support our broad conclusions

A5.51  Estimates of monthly overpayment could potentially be sensitive to the method used to
match out-of-contract customers to comparable SIM-only tariffs. To check the robustness
of the baseline estimates, we undertook the analysis under our two alternative matching
methods. As expected, alternative matching methods result in higher overpayment
estimates. The broad conclusions, however, remain unchanged, as shown in Figure A5.7.

Figure A5.7: How estimates of overpayment vary by matching method

Average monthly Average monthly overpayment Average annual

overpayment per  per out-of-contract customers  overpayment per

Matching method

out-of-contract who would save money on a out-of-contract
customer SIM-only contract customer
Baseline £5.91 £10.83 £37.08
‘Data only’ £6.27 £11.10 £39.61
‘Closest data match’ £7.51 £11.26 £47.61

Source: First s.135 data.

A5.52  Asnoted above, the detailed analysis which we present in this annex is calculated using our
baseline matching method because this method takes account of the savings customers
could make without reducing any of the current allowances in their package. We explain
how we have calculated the average monthly and annual overpayment in the following
sections.
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The monthly overpayment varies considerably across out-of-contract
customers

Just over two-thirds of customers would save money on a SIM-only contract; just over a quarter
would pay more if they re-contracted

A5.53

A5.54

A5.55

A5.56

After matching each customer to a comparable SIM-only tariff using one of the methods
above, we then calculated the difference between their current monthly charge and the
comparable SIM-only cost to estimate the extent of overpayment by customers.

We looked at the distribution of overpayment across all out-of-contract customers, where
we were interested in exploring how the extent of overpayment varied across customers:
particularly in relation to observable characteristics including length of time out of
contract, and provider. We considered examining vulnerability indicators, but providers
were not able to supply that data,s” with the exception of customer age, which we have
analysed in paragraphs A5.100 to A5.101 below.

We found there was considerable variation in the extent of overpayment across
customers. According to our baseline matching method, while the majority of out-of-
contract customers (70%) would save money on a comparable SIM-only tariff, a material
proportion (27%) would be financially better off remaining out-of-contract on their current
tariff.1s8

Around 31% of those who would save from switching would achieve savings of less than £5
a month.s® At the same time, nearly 28% of those who would save from switching would
achieve savings of more than £15 a month. Figure A5.8 shows the number of customers
who would save different amounts by switching to comparable SIM-only tariffs.

157 A new General Condition was introduced in October 2018 requiring providers to have policies and procedures relating
to the gathering of data on potential vulnerabilities. This is discussed further in paragraph A5.100.

158 As noted in paragraph A5.42 we were unable to match 3% of the customers in our dataset.

159 That is, 22% of the 70% who would save money on a SIM-only tariff.
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Figure A5.8: Savings available to the out-of-contract customers under the baseline matching
method:e0
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A5.57  Because of this significant variation in the potential savings available to out-of-contract
customers (and, as we will show below, the different picture depending how long a
customer has remained out of contract or which provider they are with), we do not
consider it is meaningful to look at the average level of overpayment in isolation.

A5.58  Nonetheless, as it provides an indication of the scale of the issue, we calculated the
average monthly overpayment across all out-of-contract customers by:

a) summing the price difference for each out-of-contract customer across all out-of-
contract customers, and

b) dividing by the total number of out-of-contract customers.

A5.59  We then separately calculated the average overpayment for just those out-of-contract
customers who would be better off on a SIM-only tariff, as well as the average savings
made by those out-of-contract customers who are better off remaining out-of-contract
than switching to SIM-only.

A5.60 AsTable A5.1 shows, the average monthly overpayment is c.£11 for those who could save
by moving to a SIM-only contract, compared to c.£6 when all customers are considered.
Those who financially benefit from remaining on their current deal are around £6 p.m.
better off compared to the equivalent SIM-only contract.

160 \When considering only those out-of-contract customers that do match (i.e. excluding the 3% that have no monthly
charge, no bundle information, or do not match a SIM-only tariff in this matching method), 28% would save less than £0
and 20% would save £15 or more. Other savings buckets remain unchanged (due to rounding).
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Table A5.1: Average monthly overpayment for different customers

Number of customers Average monthly
(000s) overpayment

All out-of-contract customers 2,004 £5.91
Out-of-contract customers who would

1,398 £10.83
save money on a SIM-only contract
Out-of-contract customers who would

545 -£6.03

pay more on a SIM-only contract

Source: First s.135 data.

A5.61

To put this in context, we have looked at the average monthly charges in our sample, as
shown in Table A5.2 below. The average actual monthly bundle charge for out-of-contract
customers on 1 November 2018 was c. £25. This table shows that those customers who are
financially better off on their current terms are, on average, paying a relatively low
monthly charge of £12.21. This suggests that some customers are on good value deals that
may no longer be offered.

Table A5.2: Average actual and comparable SIM-only monthly charges

All out-of-contract customers £25.32 £19.08
Out-of-contract customers who would
£30.24 £19.41
save money on a SIM-only contract
Out-of-contract customers who would
£12.21 £18.24

pay more on a SIM-only contract

Source: First s.135 data.

The extent of overpayment varies by length of time out-of-contract

A5.62

We find that monthly savings available to out-of-contract customers vary considerably with
the time spent out-of-contract:

a) The average monthly savings are relatively high (£7.33) for customers who reached the
end of their minimum contract period within the last 24 months.26t And for those who
have been out-of-contract for less than one year, the average monthly saving is
£7.62.162 High savings for these customers is likely to reflect a shift towards more
expensive handsets.

161 78% of out-of-contract customers have been out-of-contract for less than two years.
162 61% of out-of-contract customers have been out-of-contract for less than one year.
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A5.63

b)

c)

d)

The monthly saving is more frequently negative for customers who have been out-of-
contract between 47 and 112 months (i.e. almost four years to over nine years); these
customers on average are financially better off remaining out-of-contract on their
current terms instead of taking out a comparable SIM-only tariff.

A small minority (around 4,000 customers) of all out-of-contract bundled customers
have been out-of-contract for over ten years; these customers could make some
savings (on average c. £2.67 p.m.) by switching to a comparable SIM-only tariff. The
overpayment has been material, given that these customers have been on this
particular bundled contract for more than ten years.

When looking at savings that could be made by only those who would save money by
switching (rather than the average across all customers), we find that, in general,
savings would be greater for those who have gone out-of-contract more recently,
reflecting market trends towards more expensive bundled contracts largely due to the
rise in handset price and additional services which are included in the bundle price.

Figure A5.9 below sets out the average monthly savings by length of time out-of-contract.

It is important to note that 95% of customers are out-of-contract for less than four years,

and furthermore, 99.79% are out-of-contract for less than ten years. Therefore, the portion

of the graph to the right of the red vertical line (which marks 120 months) shows savings

available to only 0.21% of out-of-contract bundled customers, or around 4,000 customers.

Figure A5.9: Savings available by time spent out-of-contract under the baseline matching
method:e3
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163 From around four to eight years out-of-contract, cheaper than typical bundled contracts from a couple of providers are
driving the lower and/or negative average monthly savings.
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A5.64

Figure A5.10 below shows the potential savings just for those customers who would save
money on a SIM-only contract. In general, the savings are greater for those who have gone
out-of-contract more recently. This perhaps reflects the fact that handsets have become
more expensive over time, which is likely to drive a higher price for bundled contracts
relative to SIM-only.

Figure A5.10: Savings available by time spent out-of-contract for those out-of-contract customers

who would save by switching to a SIM-only tariff
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We also considered the average annual overpayment by an out-of-contract customer

A5.65

A5.66

The average monthly overpayment by an out-of-contract customer provides one indication
of the materiality of the issue. However, the length of time that customers typically remain
out-of-contract is another important dimension to consider. Customers who remain out-of-
contract for longer will typically be overpaying for longer than those who re-contract
within a shorter period.

One approach to summarising these two dimensions could be to calculate a simple average
overpayment, by multiplying the average monthly overpayment by the average length of
time out-of-contract. However, this approach would lose a considerable amount of the
richness of information available to us from the billing dataset we obtained on the
distribution of both variables: we were able to relate the overpayment of each customer to
the length of time they spend out of contract in a given year, rather than take the average
of each variable. Moreover, it would be likely to give a misleading picture, given that the
distribution of the length of time out-of-contract, in particular, is highly skewed (see figures
A5.4 and A5.5 above) and that the monthly overpayment itself varies considerably with
length of time out-of-contract.
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A5.67

A5.68

A5.69

To combine the two dimensions — monthly overpayment and length of time out-of-
contract — in a way which better exploits the data available to us, we:

a) Created an annual overpayment figure for each out-of-contract customer by
multiplying their monthly over/underpayment by the length of time they had been out-
of-contract. For customers out-of-contract for longer than 12 months, the monthly
price difference was multiplied by 12 (as this is the maximum number of monthly
payments in a year).

b) This annual overpayment was then summed across all out-of-contract customers, and

c) Divided by the number of out-of-contract customers to give an estimate of the annual
average overpayment by an out-of-contract customer.

Based on this method the resulting amount of overpayment, which we refer to as the
average annual overpayment, for a customer on a bundle beyond the minimum contract
period is £37. If we only consider the overpayment for those customers who would save
money by switching, the average annual overpayment is £74.

To put this average overpayment in context, the average annual monthly charge for all
customers in our dataset (i.e. all out-of-contract bundled customers) is £25.32, or £303.81
per year.

Comparison with previous estimates of overpayment

A5.70

A5.71

Our estimates are lower than previous estimates of the average monthly overpayment.
Citizens’ Advice estimated a potential monthly saving of £22 for an average out-of-contract
customer, based on desk research of 721 bundled and SIM-only tariffs available at the time
from the main providers. Our 2018 Pricing Trends report estimated an average monthly
handset charge (and therefore potential monthly saving) of £18.52, based on the
difference between the weighted average monthly spend of pay-monthly with handset
customers and the weighted average monthly spend of pay-monthly SIM-only customers.
The bespoke analysis we have undertaken as part of our current analysis, based on
individual customer billing data for two million out-of-contract customers, indicates an
average monthly overpayment of c.£6.

The difference between our estimate and that from Citizens Advice reflects the fact that
theirs was based on currently available bundled tariffs, whereas many out-of-contract
customers are on tariffs which no longer exist. Using billing data to estimate the price
difference tends to find smaller price differentials for two main reasons. Firstly, handsets
were typically significantly cheaper in the past than they are today, so the handset element
of a bundled tariff for a customer who has been out-of-contract for a relatively long time
will tend to be smaller than the handset element of a current bundled tariff. Secondly, a
number of providers offered cheaper deals for a given airtime allowance in the past (e.g. to
promote 4G uptake and data usage), with the result that looking at currently available
bundled tariffs will tend to over-state the amount that customers on these legacy tariffs
pay.
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A5.72

A5.73

A5.74

A5.75

A5.76

The Citizens Advice annual aggregated overpayment figure was calculated by first using
survey data to estimate the number of customers out-of-contract for different lengths of
time (i.e. 1-2 months, 3-4 months, 5-6 months etc). They then calculated the annual
aggregate overpayment by multiplying their estimate of the average monthly overpayment
(i.e. £22) by the number of months each cohort of customers was estimated to be out-of-
contract for (i.e. £22 * 1 month * number of customers out-of-contract for 1-2 months +
£22*3 months*number of customers out-of-contract for 3-4 months+....+ £22*12
months*number of customers out-of-contract for 12 months or more).16

Our 2018 Pricing Trends report figure, meanwhile, was obtained by multiplying the
monthly difference between the average pay-monthly with handset spend and the average
pay-monthly SIM-only spend (£18.52, which it was assumed related to the cost of the
handset) by the estimate of the number of customers out-of-contract on combined tariffs
(1.5 million, derived from Ofcom consumer research) by 12. This approach assumed that
the number of customers out-of-contract was broadly stable over time (as was suggested
by Ofcom consumer research), meaning that while in any given month of the year there
was approximately 1.5 million out-of-contract pay-monthly bundled customers, they were
not necessarily the same individuals through the year: as some customers reach the end of
their minimum contractual term, others re-contract or switch provider.16>

We note that Citizens Advice also previously estimated the annual overpayment per out-
of-contract customer to be significantly higher than our £37 estimate, at £264 per out-of-
contract customer per year. This reflects the fact that their estimate of the average
monthly price difference was significantly higher than ours (£22 per month compared with
our estimate of c¢.£6) and also that they assumed customers remained out-of-contract for a
full year after the end of their minimum contract period.1s While it is true that the average
length of time out-of-contract is more than a year, this average overstates the typical
experience of an out-of-contract customer because of the highly skewed nature of the
distribution (as shown in Figure A5.3 above).

In contrast, our estimates incorporate information on the population distribution of length
of time customers spend out-of-contract (rather than a summary measure of this
distribution such as the average or median) because we had access to individual level
billing data. Where data are skewed in this way, using the population distribution rather
than a summary measure will typically result in more accurate estimates.

In our view, our method for calculating the extent of overpayment is a robust way of
analysing the characteristics of bundled contracts in the mobile sector and provides an
accurate assessment for the extent of that overpayment.

164 Citizens Advice super-complaint, p.53.

1652018 Pricing Trend Report, p.22.

166 For the purposes of their annual overpayment per out-of-contract customer calculation. Their estimate of total
aggregate overpayment harm (described below) used survey data on length of time out-of-contract to capture the fact that
not all customers remain out-of-contract for a full 12 months.
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Total annual aggregate overpayment is small in the context of the overall mobile market, but not
insignificant

A5.77

A5.78

A5.79

A5.80

A5.81

A5.82

A5.83

To give an indication of the scale of the issue across the industry as a whole, we also used
the billing data to estimate the annual aggregate overpayment across all out-of-contract
customers. To calculate this figure, we:

a) summed the monthly overpayment for each individual out-of-contract customer in our
dataset over all out-of-contract customers to give an estimate of the total aggregate
monthly overpayment;

b) multiplied this figure by 12 to provide an estimate of the total aggregate annual
overpayment.

We multiplied the monthly overpayments by 12 in this (aggregate) case, instead of
weighting by months out-of-contract, as we did to calculate a representative annual per
customer payment. This is because we want to reflect the extent to which the providers
are benefitting, or not, from these price differentials over a year, which is the net monthly
overpayment multiplied by 12. Since the distribution of length of time out-of-contract is
roughly stable, as explained in paragraph A5.21 to A5.23, we can assume that someone
who re-contracts after one month will be replaced by someone else who will remain out-
of-contract for one month, and so on. We found the aggregate (industry-wide) annual
overpayment was £142m.

We also calculated this figure separately for those out-of-contract customers who would
be better off switching to a SIM-only tariff (i.e. excluding those who benefit financially from
remaining out-of-contract).

The aggregate annual overpayment just for the group who would save money by switching
to a SIM-only tariff is £182m.

The total overpayment is small when viewed in the context of the overall mobile market. In
2017, retail mobile voice and data revenues in the UK were valued at £15.6bn and so the
overpayment constitutes 0.5% of annual revenues in the sector.16” Nonetheless, it is not an
insignificant amount.

Our estimates of total annual overpayment are also somewhat lower than previous
estimates, for the reasons discussed above:

a) Citizens Advice estimated that the total annual level of what it called the ‘loyalty
penalty’ was £473m;68 and

b) Ofcom’s 2018 Pricing Trends Report estimated that the total annual overpayment was
approximately £330m.16°

A key source of difference between the estimates presented in this document and both of
these previous estimates is the significant difference in our most recent estimate of the

167 CMR 2018, p. 51.
168 Citizens Advice super-complaint, p. 10, 12.
169 September 2018 consultation, paragraph 1.7 and 2018 Pricing Trend Report.
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extent of monthly overpayment. As noted from paragraph A5.77 above, this difference
arises from the fact we were able to use data on the actual monthly charges paid by out-
of-contract customers, rather than looking only at currently available tariffs (as was the
case for the Citizens Advice estimate). Another key source of difference between the
estimates we present here and the Citizens’ Advice figure is the difference in our estimates
of the number of bundled customers who are out-of-contract. As noted at paragraph
A5.81(a) above, its estimates of this figure was considerably higher than ours.

The overpayment varies by provider

A5.84  We examined data from six mobile operators: EE, Vodafone, 02, Three, Virgin Mobile and
Tesco Mobile as these are the largest providers offering bundled handsets either directly,
indirectly through third parties such as Carphone Warehouse or both. The extent to which
bundled customers may be overpaying when out-of-contract varies by provider, due to
their different portfolios of current and legacy bundled and SIM-only contracts.

EE and Vodafone have the most out-of-contract bundled customers

A5.85  The number of bundled customers beyond their minimum contract period for each
provider varies considerably, as shown in Table A5.3 below. EE had the highest number of
out-of-contract bundled customers, followed by Vodafone and then Three. Despite its
relatively high share of the overall retail market (22%)170, 02 sells relatively few bundle
contracts as, since 2013, it has focused on selling split contracts directly under its Refresh
(and now Custom) plans. Nevertheless, it still sells bundled contracts through third party
sellers such as Carphone Warehouse, and a considerable number of those customers are
out-of-contract. As would be expected, given their overall market share,* MVNOs Tesco
Mobile and Virgin Mobile had the fewest customers on bundles beyond their minimum
contract period out of the providers included in our analysis.

170 Source: Enders Analysis. This refers to market share of subscribers at December 2018. This share does not include Tesco
Mobile (a joint venture with 02) and Giffgaff (owned by the same parent company as 02, Telefonica).

171 According to Enders Analysis, Tesco Mobile’s market share as of December 2018 was 6% of retail mobile subscribers,
and Virgin Mobile’s was 4%.
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Table A5.3: Bundled customers no longer in the minimum contract period, by provider

All out-of-contract bundled Customers who have been out-of-

Provider customers contract for more than 3 months
All industry 2,004 1,421
EE [<] 41 to 45 [3<] 36to 40
Vodafone [3<] 21to 25 [3<] 21to 25
Three [3<] 16 to 20 <] 16 to 20
02 [<] 6to 10 [5<] 6to 10
Tesco Mobile [3<] 6to 10 <] 6 to 10
Virgin Mobile [3<] Oto5 [3<] 0to5s

Source: First s.135 data.

Vodafone’s out-of-contract bundled customers are paying considerably more than their equivalent
SIM-only price; Tesco Mobile customers are not

A5.86  As noted above, the average monthly overpayment across the industry is £5.91, or £10.83
for those customers who would gain financially from moving to a SIM-only contract. This,
however, conceals considerable differences between providers.1”2 We note that providers
for whom the extent of overpayment appears lower are not necessarily offering a better
deal to their customers (though this may be the case in some instances). A lower potential
saving could in fact reflect more expensive SIM-only tariffs.

A5.87  If we consider the average monthly overpayment:

a) Vodafone’s out-of-contract customers were overpaying by the largest amount: [<],
(between £10 and £13 per month)73 a figure considerably more than the industry
average;

b) The average monthly overpayments for 02 customers were just above the industry
average?’s of £5.91 and EE and Virgin Mobile were slightly lower;

c) The average monthly overpayment for Three was less than half of the industry average;
and

173 This range does not indicate that the overpayment per customer lies in the range of £10 to £13 per month —some
customers will be overpaying by more and some would not be better off switching to a SIM-only product. It indicates that
the actual average is within this range.

174 There is a considerable difference in potential savings between 02’s customers who purchased their bundle through
direct and indirect channels, as discussed from paragraph 3.47(d).
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A5.88

d) The out-of-contract customers with Tesco Mobile would save very little by switching to
a SIM-only tariff, and on average they are financially better off staying on their current
terms. Nonetheless, there are some Tesco Mobile customers who are overpaying:
these customers would save, on average, less than £3 per month.

We also considered the average monthly overpayment for just those customers who would
save money on a comparable SIM-only contract, as shown in Figure A5.11 below. That is,
excluding the roughly one third of customers who pay more on a SIM-only contract.

Figure A5.11: Average monthly overpayment per out-of-contract customer and per out-of-contract
customer who would save by switching to a SIM-only tariff, by provider

[X<]

Source: First s.135 data.

A5.89

A5.90

A5.91

On this basis, Vodafone and Three’s customers are overpaying by more than the industry
average of just under £11; 02 is around the industry average; EE is slightly lower, and
Virgin Mobile is somewhat lower again. Tesco Mobile customers that would be financially
better off switching are currently overpaying by less than £3 per month on average.

In addition, we considered the picture for each provider, considering only those customers
who had been out of contract from longer than three months, as shown in Table A5.4
below. We looked at this because some providers (in particular Vodafone and EE) will be
applying their discounts to customers who have been out-of-contract for longer than three
months (see Section 4 where we discuss these commitments). We find that it does not
make much difference to the monthly average overpayment whether we include those
customers who have been out-of-contract for less than three months.

Looking at those customers who are overpaying and have been out of contract for more
than three months, Vodafone’s customers are overpaying by the largest amount, with a
figure above the industry average. Three and 02 are around the industry average of
£10.34; EE and Virgin Mobile are below, and Tesco Mobile customers are overpaying by
less than £3.
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Table A5.4: Monthly overpayments of different groups of customers, by provider

Out-of-contract customers

Out-of-contract customers .
All out-of-contract . who are overpaying and
who are overpaying
customers . have been out of contract
(would save by switching)

for more than 3 months

% of all % of all % of all
industry in industry in industry in
Provider | this category this category | this category
Industry in £5.91 £10.83 £10.34
aggregate
Vodafone 21-25% £10-£13 31-35% £13-£16 31-35% £13-£16
02 6-10% £6-£10 6-10% £10-£13 6-10% £10-£13
EE 41-45% £3-£6 36-40% £6-£10 36-40% £6-£10
Three 16-20% £0-£3 11-15% £10-£13 11-15% £10-£13
Virgin 0-5% £3-£6 0-5% £6-£10 0-5% £6-£10
Mobile
Tesco 0 Better off by o 0
Mobile 6-10% oss than £1 0-5% £0-£3 0-5% £0-£3

Source: First s.135 data.
A5.92  We make the following observations on the provider-level monthly data:

a) It does not make a large difference if we include or exclude those who have been out-
of-contract for less than three months.

b) Vodafone’s customers could save the most by moving to a SIM-only contract,
whichever category we assess, with overpayments considerably above the industry
average. Almost all of Vodafone’s out-of-contract customers on bundles would save
money on a SIM-only tariff.

c) For the group of Three’s customers who would save by switching to SIM-only, the
average overpayment is considerable, and more than the industry average ([3<]: £10
to £13).

d) Tesco Mobile’s out-of-contract customers appear to be paying little more, if any, than
they would on a comparable SIM-only tariff (less than £3 per month for those who
would save by switching). All the other providers’ customers — excluding Tesco Mobile
— are overpaying by at least £6 per month when we only consider those who would be
better off on a SIM-only tariff, and in some cases more than £10 p.m.

A5.93  As part of our analysis, we have also examined providers' prices: both the actual monthly
charge for out-of-contract customers and the comparable SIM-only tariffs. This information
provides some context for the overpayment ranges presented above, and how those
ranges compare to each provider’s pricing approach. Table A5.5 sets these out below: the
actual charge is the monthly payment that the out-of-contract customers in the dataset are
currently paying for their bundle; in most cases this will not correspond to currently
available bundled tariffs. We found that:
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a) Vodafone overpayments are high because Vodafone customers in our dataset had
relatively high monthly bundled charges compared to the industry average.

b) Three has relatively high SIM-only tariffs which is why the average monthly
overpayment is lower than the industry average.

¢) 02 has higher than average monthly bundle charges, and high SIM-only tariffs.
d) EE’s pricing reflects the industry average.

e) Tesco Mobile has very low relative monthly bundle charges and SIM-only tariffs.
f)  Virgin Mobile has relatively low bundle prices and low SIM-only tariffs.

Table A5.5: Average monthly bundled and SIM-only charges for out-of-contract bundled
customers, by provider

Average monthly charges

Provider Actual charge Comparable SIM-only
tariff
Industry in aggregate £25.32 £19.08
Vodafone £30-£32 £18-£20
02 £28-£30 £20-£22
EE £24-£26 £18-£20
Three £24-£26 £20-£22
Virgin Mobile £16-£18 £8-£10
Tesco Mobile £8-£10 £10-£12

Source: First s.135 data.

Average annual overpayment: the picture changes slightly when we weight by length of time out
of contract

A5.94  We can also consider the weighted average overpayment that a customer would pay over
the course of a year (for convenience we call this an average annual overpayment).t’s This
takes into account differences in how long the bundled customers of each provider
typically spend out of contract, by provider. As we noted above, the annual overpayment
across the industry was £37, and £74 when we considered just the 70% of customers who
could save on a SIM-only contract.

A5.95  Broadly speaking, the annual picture is similar to monthly overpayment, with a few
differences:

175 We explained how this was calculated in paragraph A5.67 above.
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a) Vodafone customers continue to overpay by the largest amount, c. £[3<] p.a. The
annual overpayment is slightly worse than when we consider the monthly picture;
perhaps because Vodafone customers stay out-of-contract slightly longer than the
industry average (see Table A5.6 below).

b) The picture for Three changes when we consider annual overpayments. On average, its
customers would be financially better off staying on their current tariff, by £[2<] p.a.
However, over half of Three’s customers would be better off on a SIM-only tariff, and
they would save £[3<] p.a. on average. Three’s customers tend to stay out-of-contract
for longer than the industry average, but it tends to be customers who have been out-
of-contract for less than 12 months that overpay by the largest amount with customers
out-of-contract for between two to ten years better off staying on their current
contract on average.1’s

c) Virgin Mobile customers are overpaying by £[3<] p.a. on average. Although its monthly
overpayments were below the industry average, the annual ones are well above. Virgin
Mobile customers stay out-of-contract for considerably longer than those of other
providers.

d) 02 customers overpay by £[2<] p.a. on average, slightly above the industry average, as
was the case with the previous (monthly) analysis.

e) EE customers overpay by £[3<] p.a. on average, a little less than the industry average,
as was the case with the previous (monthly) analysis.

f) The picture for Tesco Mobile customers is very similar whether we consider annual
overpayments or monthly figures. Tesco Mobile customers, on average, would pay
more on a SIM-only contract, by £[3<] p.a. For the group that would save money on a
SIM-only tariff, the average annual savings are £[3<].

176 The average annual overpayment is calculated by multiplying each customer’s monthly overpayment by the number of
months they have been out-of-contract, up to a maximum of 12 months (for those that have been out-of-contract for a
year or more). These annual overpayments are summed and divided by the number of customers to get an average.
Therefore, customers that have been out-of-contract for less than 12 months will be weighted less in the average annual
overpayment than in the monthly one.
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Table A5.6: Average length of time out of contract, by provider

Mean number of months out Median number of months

of contract out of contract

Industry as a whole 15.7 8

Virgin Mobile 31-33 28-30
Three 19-21 10-12
Vodafone 16-18 10-12

02 13-15 7-9

EE 13-15 7-9
Tesco Mobile 13-15 10-12

Source: First s.135 data.

Differences between customers who purchase contracts through direct and
indirect channels

A5.96  We have also looked at how the average overpayment changes based on whether the
customer bought their package directly from the provider, or indirectly through a third
party (such as Carphone Warehouse). We find that, in general, customers who have
purchased their bundle indirectly would make greater savings from switching to a SIM-only
contract (around 30% more).

Table A5.7: Monthly average overpayment, by channel of purchase

Monthly average overpayment
per out-of-contract customer

All out-of-contract customers £5.91
Direct channels £5.38
Indirect channels £7.06

Source: First s.135 data.

A5.97  We have also looked at the difference in overpayment between direct and indirect
channels depending on whether the customer would save by switching and only those who
have been out-of-contract for more than three months (as above). In each case, the
pattern is similar in that those who have purchased through indirect channels would save
more by moving to a SIM-only contract.

A5.98  Around one third of out-of-contract bundled customers have purchased through indirect
channels. However, it is more meaningful to consider the picture on a provider-by-provider
basis. Tesco Mobile, for example, has no indirect bundled customers, and Three and Virgin
have relatively few. 02, by contrast, has the vast majority of its bundled sales through
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indirect channels'”” and, therefore, a large proportion (over 70%) of 02’s out-of-contract
bundled customers are indirect customers. EE and Vodafone have more indirect out-of-
contract bundled customers in absolute terms than 02, but indirect customers represent a
lower share of their out-of-contract bundled customers.

Table A5.8: Numbers of direct and indirect customers, by provider:s

(<]

Source: First s.135 data.

A5.99

As shown in Table A5.9 below, 02’s indirect customers are paying significantly more: £8 to
£10 on average, but £10 to £12 when only those customers overpaying are included. It is
these indirect customers which account for O2’s relatively high average monthly
overpayment, shown in Figure A5.11 above. When only its direct bundled customers are
considered, O2’s average overpayment is less than £2 p.m. In contrast, Three’s direct
customers (the majority) are worse off than their indirect customers. There is not a great
deal of difference between direct and indirect customers for Virgin Mobile, EE and
Vodafone and, as noted above, Tesco Mobile has no indirect customers.

Table A5.9: Average monthly overpayment for direct/indirect out-of-contract customers, by

provider

All industry £5.38 £7.06 £5.91
02 £0to £2 £8to £10 £6 to £10
Three £2 to £4 Less than £0 f0to £3
Vodafone £12 to £14 £10to £12 £10to £13
EE f4 to £6 f4 to £6 £3to £6
Virgin Mobile f4 to £6 4to £6 f3to f6
Tesco Mobile Less than £0 N/A Less than £0

Source: First s.135 data.

177 See paragraph 3.47(d) above.

178 Some providers were not able to identify whether an out-of-contract customer was a direct or indirect customer. This
applied to [3<]% of O2’s out-of-contract customers, [3<]% of EE’s and [3<]% of Virgin Mobile’s (2% of out-of-contract
customers overall). We contacted 02 about these unknown direct/indirect customers who said the information is not held
as these customers started their contracts before [3<] which pre-dates their data source for this information. These
customers were excluded from the proportions shown in this table but are included in our other analysis.
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Older customers are not particularly disadvantaged

A5.100 Apart from data on age, providers were largely unable to provide information on the socio-

A5.101

economic status or vulnerability of their out-of-contract customers.7 Prior to October
2018, there was no formal requirement on providers to maintain in their records if a
customer was deemed to be vulnerable. In October 2018, a new General Condition came
into force (Condition C5) which requires providers to have policies and procedures for the
fair and appropriate treatment of consumers whose circumstances may make them
vulnerable, including how they record that information. However, because this Condition
had only been in place for a month at the time of our information request, providers had
collected very limited information on vulnerability characteristics and the collected
information does not reliably reflect the customer population.

The only customer characteristic that we found had been reliably recorded was age. Our
analysis of the data found that the amount of time spent out-of-contract and the available
monthly savings vary with age:

a) There were far more (i.e. 65+) older out-of-contract bundled customers than younger
customers (i.e. 16-24). However, the age group with the highest number of out-of-
contract customers was the 45-54 age bracket (Figure A5.12).18:

b) Older customers are more likely to be out-of-contract for longer. The average time
spent out-of-contract by those aged 16-24 was eight months, whereas those aged 65+
had, on average, spent 18 months out-of-contract (Figure A5.13).182

c) Average net monthly savings from switching to SIM-only with their current provider
decrease with age. While 25-34 year olds could save £9.30 a month on average by
switching to an equivalent SIM-only tariff, the average monthly savings were £6.18 for
45-54-year olds and further decrease to £5.05 and £2.53 for the 55-64 and 65+ age
brackets, respectively (Figure A5.14).

179 General Condition C5 defines vulnerable consumers broadly as consumers who the provider has been informed or
should otherwise reasonably be aware may be vulnerable due to circumstances such as age, physical or learning disability,
physical or mental iliness, low literacy, communications difficulties or changes in circumstances, such as bereavement.

180 Only 0.3% of customers did not have age data.

181 There are less than 50,000 out-of-contract customers aged 16-24, but around 300,000 aged 65+. There are over 500,000

aged 45-54.

182 Average figures may be skewed by extreme values. The median time spent out-of-contract by those aged 16-24 is four
months, and 11 months for those aged 65+.
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Figure A5.12: Average and median time spent beyond the minimum fixed term, by age group
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Figure A5.13: Average monthly overpayment, by age group
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A5.102 For the purposes of calculating an annual net overpayment, longer time spent out-of-
contract and lower monthly savings of older customers pull in opposite directions. Lower
savings dominate, and annual net overpayment tends to decrease with age, as shown in
Figure A5.14 below.
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Figure A5.14: Average annual overpayment by age
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A6. Legal framework and EECC provisions

Ab6.1

This Annex outlines the legislative framework and associated powers and duties that are
relevant to this document. In Section 5 we set out how our proposals for split contracts
accord with those powers and duties.

The European framework for electronic communications

A6.2

Ab6.3

Ab.4

A6.5

Ab6.6

The regulatory framework for electronic communications is derived from EU law. At EU
level, the framework was made up of four Directives imposing requirements that Member
States and their National Regulatory Authorities must meet (by transposing them into their
national regulatory regimes). 83 These Directives have been updated and replaced by the
EECC. The EECC is a new EU Directive imposing requirements on Member States and
NRAs. 184

The EECC passed into EU law on 20 December 2018 and the deadline for transposing its
requirements into national law is 21 December 2020. We have a duty to secure the
objectives of the EECC by that date and, until then, not to do anything that would
undermine their achievement.

The EECC’s transposition deadline falls after the newly agreed date of 31 October 2019 by
which the UK plans to leave the EU. Notwithstanding the uncertainty surrounding the UK’s
future relationship with the EU, the UK Government has stated that it is still minded to
implement substantive provisions of the EECC into domestic lawss and it is currently
consulting on related matters.8 Where we are consulting on proposed modifications to
General Conditions in this document, therefore, we are doing so on the assumption that, in
the absence of a significant change in Government policy, the EECC will need to be
adopted into the UK’s regulatory system.

Title 11l of Part Ill of the EECC contains rights for end-users, building on those currently
contained in the Universal Service Directive.1” In particular, Articles 102, 105, and 107
contain a range of protections for end-users, including in relation to:

a) information requirements for contracts;
b) contract duration and termination; and
c) bundled offers.

Article 102(1) of the EECC contains provisions that, in due course, will help to address the
concerns set out in this document. Specifically, it includes a requirement to provide

183 Framework Directive (2002/21/EC), Authorisation Directive (2002/20/EC), Access Directive (2002/19/EC) and Universal
Service Directive (2002/22/EC), all as amended, which are repealed by the EECC with effect from 21 December 2020.

184 See footnote 13.

185 DCMS, 2018. What telecoms businesses should do if there’s no Brexit deal.

186 DCMS, July 2018. Implementing the European Electronic Communications Code.

187 EECC, Articles 98 — 116.
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consumers with specified information before they enter into a bundled contract. That
information includes the price of the individual elements of the bundle, to the extent the
provider also markets them separately, as well as the total price of the goods or services
and the monthly costs.8 The same information must be given to end-users that are micro-
enterprises, small enterprises and not-for-profit enterprises.s

A6.7 The required information must be provided “in a clear and comprehensible manner on a
durable medium,” such as a print-out or an email, so that it can be addressed to the
recipient personally; can be stored for as long as it is needed; and is protected from any
alteration.0 Alternatively, where it is not feasible to distribute information in this manner,
it can be produced “in an easily downloadable document,” so long as the availability and
the importance of storing an unchanged copy for future reference are expressly drawn to
the recipient’s attention.

A6.8 Article 105 includes protections for consumers and certain other end-users¢ in respect of
the duration of, and the termination process for, contracts. Some of these also address our
present concerns to a substantial extent, and we have already taken steps to implement
some of them. 2

A6.9 Amongst other things, Article 105 provides that:
a) the minimum contract period for contracts must not be longer than 24 months;93

b) where a contract has a minimum contract period and, at the end of that period, it
would continue automatically,4 providers must inform end-users of the end of the
contract period and how they can terminate the contract and, at the same time,
provide best tariff advice relating to the relevant services;¢s and

c) providers must give end-users best tariff advice at least annually.2%

A6.10  Article 107, meanwhile, says that some of the EECC’s end-user provisions apply to bundles
of services and of services and terminal equipment. Such bundles, ‘.... should be considered
to exist in situations where the elements of the bundle are provided or sold by the same
provider under the same or a closely related or linked contract.’ 1 The provisions which
apply to these bundles include parts of Article 102 and Article 105.

A6.11  What is particularly relevant to the matters on which we are consulting in this document is
that under, Article 107, where a bundle comprises mobile communication services

188 EECC, Article 102(1) and B.I.(2) of Annex VIII.

189 Unless they expressly agree to waive all or part of the requirements. EECC, Article 102(2).

190 Directive 2011/83/EU, Point (10), Article 2.

191 Micro-enterprises, small enterprises and not-for-profit enterprises, unless they expressly opt-out. EECC, Article 105(2).
192 |n our ECN statement we set out the decision we have made to implement the end of contract notification and best
tariff advice requirements.

193 EECC, Article 105(1).

194 For example, by rolling over into a monthly contract.

195 EECC, Article 105(3).

196 EECC, Article 105(3).

197 EECC, Recital 283.
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(airtime) and terminal equipment (a handset) — e.g. it is a bundled contract or a linked split
contract — the limits on the duration of contracts (in Article 105) apply. The contract or
contracts relating to the airtime and the handset may not have a minimum contract period
longer than 24 months. These limits apply to providers’ contracts both with consumers and
with micro-enterprises, small enterprises and not-for-profit enterprises (unless, in the
latter cases, they expressly agree otherwise).1%

A6.12  Except where they specifically say otherwise, the end-user provisions in the EECC are
subject to the principle of full harmonisation. This means that, in the areas they cover,
Member States must implement the provisions as specified and may not maintain or
introduce end-user protections in national law that diverge from them. They may not
include in their national regulatory regimes more or less stringent provisions which would
provide a different level of protection for end-users.1%

Recitals of the EECC

6.19 The end-user provisions of the EECC set up a scheme for end-user, especially consumer,
protection. Their objectives and intended scope can be identified in the accompanying
recitals. The objectives include ensuring effective protection of consumers and other end-
users who have similar bargaining positions,2 and the applicability of fully harmonised
end-user provisions to ensure a high common level of protection across the EU.?%! As part
of this high-level of protection, Articles 102, 105 and 107, specifically, are part of a
coherent set of measures designed to enable end-users to engage with the market and
make and give effect to informed choices about the services they buy, in their best
interests.

A6.13  Article 102(1) aims to ensure that, when they take out a contract, consumers and other
relevant customers are able easily to compare the prices of various services offered on the
market.?®? They must be given the appropriate information in a suitable manner before
they enter into a contract so that they can make a well-informed choice.?? The Article also
reflects that contracts are an important tool for end-users to ensure transparency of
information and legal certainty.2* The requirement that information be provided in a
durable medium pursues those objectives.

198 EECC, Article 107(4).

199 Article 101, EECC. Recital 257 elaborates on the requirement for full harmonisation. It notes that divergent
implementation of the rules on end-user protection has created significant internal market barriers affecting both
providers and end-users. Those barriers should be reduced by the applicability of the same rules ensuring a high common
level of protection across the EU. A calibrated full harmonisation of the end-user rights covered by the EECC should
considerably increase legal certainty for both end-users and providers, and should significantly lower entry barriers and
unnecessary compliance burden stemming from the fragmentation of the rules.

200 Micro-enterprises, small enterprises and not-for-profit enterprises — see EECC, Recital 259.

201 EECC, Recitals 3 and 257, and Article 3(2)(d).

202 EECC, Recital 265.

203 EECC, Recital 261.

204 EECC, Recital 258.
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A6.14

A6.15

A6.16

A6.17

Article 105 seeks to attain similar objectives to Article 102. It also recognises that the
possibility of switching between providers is crucial for effective competition.

To be able to make choices about changing provider when it is in their best interests later
on in their contractual relationship, 25 the relevant end-users20¢ need transparent, up-to-
date and comparable information on the offers and services available. That is a key
element of competitive markets where several providers offer services, and end-users
need to be given the information at appropriate points in time to help them engage in the
market.20” End-users also need to be able to give effect to the choices they make without
being hindered by legal, technical, or practical obstacles including contractual conditions,
procedures, and charges.20s

Article 107 also pursues the same sorts of aims. It takes into account that, while bundles
often bring about benefits for consumers, they can make switching more difficult or costly
and raise risks of contractual ‘lock-in.” Where different services and terminal equipment in
a bundle are subject to divergent rules on contract termination and switching, or on
contractual commitments in respect of the acquisition of terminal equipment, consumers
are effectively hampered in their rights to switch to competitive offers elsewhere. Essential
provisions of the EECC, including on contract duration (and termination and switching)
should, therefore, apply to all elements of a bundle, including terminal equipment like
handsets.20

The EECC expressly recognises that micro-enterprises, small enterprises and not-for-profit
enterprises need similar protection to consumers in certain regards because of the
similarity of their bargaining positions. It specifies that, for that reason, the provisions on
pre-contract information (in Article 102(1)), contract duration (in Article 105(1)) and
bundles (in Article 107(1)) should also apply to these groups of customers unless they
explicitly waive them.210

Other provisions of the EECC

A6.18

A6.19

The end-user provisions should also be considered in the context of the whole EECC. It is a
wide and coherent sectoral framework which covers a range of matters designed to
harmonise (to varying degrees) the regulation of electronic communications networks and
services across the EU.

The framework set up by the EECC seeks to promote effective competition between
providers on the basis that this will lead to lower prices and other benefits for citizens and
consumers. To do that, the EECC includes, amongst other things, provisions dealing

205 Or not.

206 Consumers and micro-enterprises, small enterprises and not-for-profit enterprises.
207 Such as when any fixed minimum commitment period ends and they are free to switch without paying early termination

charges.

208 EECC, Recitals 265, 273 and 277.
209 EECC, Recital 283.
210 EECC, Recital 259 and Articles 102(2), 105(2) and 107(4).
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A6.20

Ab6.21

specifically with such competition and the circumstances in which regulatory authorities
may control wholesale and retail prices. It provides for specific consumer (and other end-
user) protection measures, and protection for vulnerable people, alongside the provisions
designed to promote competition.

As part of this scheme to promote competition between providers and protect end-users,
the EECC strictly limits the circumstances in which regulatory authorities may impose price
controls. 211 For instance, it says that such controls may be imposed on dominant providers
who, because of their significant market power (SMP), would be able to charge excessive
prices.212 It also says that regulators can only impose price controls on providers who are
not dominant in very limited, specific cases.23 Such cases do not include where the prices
they charge are higher than they might be if customers engaged more with the market and
shopped around.

Read together, the effect of all its provisions on Ofcom is that the EECC does not give us
the power to impose controls on the retail prices of mobile bundled contracts. That means
we may not impose automatic price reductions (or default tariffs) on those bundles at the
end of their minimum contract periods.

UK Legal Framework

A6.22

In UK law, Ofcom’s duties and powers to regulate electronic communications in line with
the EU framework are set out in the Communications Act 2003 (the Act).

Our general duties

A6.23

A6.24

The Act places on us a number of duties we must fulfil when exercising the regulatory
powers and functions we are given. Section 3(1) provides that our principal duty, in
carrying out our functions, is:

a) to further the interests of citizens in relation to communication matters; and

b) to further the interests of consumers in relevant markets, where appropriate by
promoting competition.?

In performing our duties under section 3(1) of the Act, we are required to have regard to
the principles under which regulatory activities should be transparent, accountable,
proportionate, consistent, and targeted only at cases in which action is needed, as well as
any other principles appearing to us to represent best regulatory practice (section 3(3) of
the Act).

211 EECC, Articles 68 — 74.

212 EECC, Articles 68 and 74. In those cases, wholesale price controls must be considered first and regulators may only
impose retail price controls on dominant providers as a last resort, if wholesale controls would not work — see Article 83.
213 EECC, Articles 68 — 74.

214 Consumer is defined in section 405(5) of the Act and includes people acting in their personal capacity or for the
purposes of, or in connection with, a business.
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A6.25

Ab6.26

Section 3(4), provides that we must have regard, in performing our duties, to a number of
matters (as they appear to us to be relevant), including the desirability of promoting
competition in relevant markets; the desirability of encouraging investment and innovation
in relevant markets; the needs of persons with disabilities, of the elderly and of those on
low incomes; the opinions of consumers in relevant markets and of members of the public
generally; and the extent to which, in the circumstances of the case, the furthering or
securing of the matters mentioned in section 3(1) is reasonably practicable.

In addition, section 3(5) of the Act requires that, when performing our duty to further the
interests of consumers, we must have regard, in particular, to the interests of those
consumers in respect of choice, price, quality of service and value for money.

Duties for the purpose of fulfilling EU obligations

A6.27

As set out in section 4(2) of the Act, when exercising certain functions,?> we must act in
accordance with the six European Community requirements described there. These include
requirements:

a) to promote competition in the provision of electronic communications services;

b) to secure that our activities contribute to the development of the European internal
market; and

c) to promote the interests of all persons who are citizens of the European Union.26

Powers and duties in relation to general conditions

A6.28

A6.29

A6.30

The Act also gives us powers we can exercise in implementing requirements of the EU
framework. In particular, powers to set (and modify) regulatory conditions imposing
obligations on communications providers in order to give effect to the relevant end-user
provisions.

Section 45 of the Act says that we may set (and modify) general conditions which contain
provisions authorised or required by one or more of sections 51, 52, 57, 58 or 64. Under
section 51(1)(a), we may set (and modify) general conditions making such provisions as we
consider appropriate for the purpose of protecting the interests of end-users of public
electronic communications services.

Section 51(2) sets out a non-exhaustive list of the specific types of general conditions that
we may set (and modify) in pursuance of this purpose. Section 51(2)(d), for example,
provides that we can, by general condition, “require the provision, free of charge, of
specified information, or information of a specified kind, to end-users”. Section 51(2)(g)
says we can set (and modify) general conditions that impose a limit on the duration of a
contract between an end-user and a communications provider.

215 |ncluding those we propose to exercise in this document.
216 \We have also had regard to the objectives in Article 3(2) of the EECC.
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A6.31  Section 47(2) governs the circumstances in which we can set or modify a general condition.
It states that a condition can be set or modified where it is objectively justifiable in relation
to the networks, services, facilities, apparatus or directories to which it relates,?” not such
as to discriminate unduly against particular persons or against a particular description of
persons, proportionate to what the condition or modification is intended to achieve, and
transparent in relation to what it is intended to achieve.

217 Section 47(3) states that the setting of a general condition is not subject to the test of being objectively justifiable,
although we are likely to consider this in any event when assessing whether the condition is proportionate.

108



Helping consumers to get better deals in communications markets: mobile handsets

A7. Notification of proposed modifications to
the General Conditions under section 48A(3)
of the Act

Proposal to modify the General Conditions

Background
1. Ofcom proposes:
(a) to modify the General Conditions, and
(b) to add new definitions to those set out in the Definitions section of the General Conditions.

2. The draft modifications to Condition C1 of the General Conditions are set out in Schedule 1 to
this Notification. The new definitions to be added to those set out in the Definitions section of
the General Conditions are set out in Schedule 2 to this Notification.

3. Ofcom’s reasons for making these proposals, and the effect of the proposals, are set out in the
accompanying consultation document.

4. Ofcom considers that the proposals comply with the requirements of sections 45 to 49C of the
Act, insofar as they are applicable.

5. Ofcom considers that the proposals are not of EU significance pursuant to section 150A(2) of
the Act.

6. In making these proposals, Ofcom has considered and acted in accordance with its general
duties under section 3 of the Act and the six Community requirements set out in section 4 of
the Act.

7. Representations may be made to Ofcom about the proposals until 5pm on 16 September 2019.

8. If implemented, the proposed modifications and the new definitions shall enter into force on a
date to be specified in Ofcom’s final statement in relation to these proposals.2:8

9. A copy of this Notification is being sent to the Secretary of State in accordance with section
48C(1) of the Act.

10. In this Notification:

(a) “Act” means the Communications Act 2003;

218 proposed to be 3 months after publication of Ofcom’s final statement.
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(b) “General Conditions of Entitlement” and “General Conditions” means the general
conditions set under section 45 of the Act, effective from 1 October 2018, as amended or
replaced from time to time, and

(c) “Ofcom” means the Office of Communications.

11. Words or expressions shall have the meaning assigned to them in this Notification, and
otherwise any word or expression shall have the same meaning as it has in the Act.

12. Forthe purposes of interpreting this Notification:

(a) headings and titles shall be disregarded, and

(b) the Interpretation Act 1978 shall apply as if this Notification were an Act of Parliament.
13. The Schedules to this Notification shall form part of this Notification.

Signed by

Cristina Luna-Esteban
Director of Consumer Policy

A person authorised by Ofcom under paragraph 18 of the Schedule to the Office of Communications
Act 2002

22 July 2019
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SCHEDULE 1

Ofcom proposes that the following modifications shall be made to General Condition C1 in Part C
(“Consumer protection conditions’) of the General Conditions.

1. In Condition C1, the following modifications marked in bold and highlighted in yellow shall
be made:

“Cl1.4 Regulated Providers shall not include a term in any contract with a Consumer for the
provision of Electronic Communications Services that stipulates a Fixed Commitment
Period of more than 24 months in duration. The same prohibition shall apply to any
contract for the provision of such services between the Regulated Provider and a
Microenterprise, Small Enterprise Customer or Not For Profit Customer, unless such
Microenterprise, Small Enterprise Customer or Not For Profit Customer has expressly
agreed otherwise.

C1.4A Condition C1.4 shall also apply to contracts for the provision of Bundles in so far as the
Subscriber concerned is:

(a) a Consumer; or

(b) a Microenterprise, Small Enterprise Customer or Not For Profit Customer, unless such
Microenterprise, Small Enterprise Customer or Not For Profit Customer has expressly
agreed otherwise.”
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SCHEDULE 2

1. Inthe ‘Definitions’ section of the General Conditions, the following new definitions shall be
inserted in the appropriate alphabetical place:

“‘Bundle’ means where Mobile Communication Services and Terminal Equipment are
sold by the Regulated Provider under the same or closely related or linked contracts;”

““Microenterprise’ means a Small Enterprise Customer who carries on an undertaking for
which fewer than 10 individuals work (whether as employees or volunteers or otherwise)
and whose annual turnover and/or annual balance sheet total does not exceed 2 million
Euros;”

“’Not For Profit Customer’, in relation to a Communications Provider which provides
services to the public, means a Customer which, otherwise than as a Communications
Provider, is a Customer of that provider and which by virtue of its constitution or any
enactment:

(a) is required (after payment of outgoings) to apply the whole of its income, and any
capital which it expends, for charitable or public purposes; and

(b) is prohibited from directly or indirectly distributing among its members any part of its
assets (otherwise than for charitable or public purposes);”

“’Small Enterprise Customer’, in relation to a Communications Provider which provides
services to the public, means a Customer of that provider who carries on an undertaking
for which fewer than 50 individuals work (whether as employees or volunteers or
otherwise) and whose annual turnover and/or annual balance sheet total does not exceed
10 million Euros, but who is not himself a Communications Provider;”

“Terminal Equipment’ means equipment directly or indirectly connected to the interface
of a public telecommunications network to send, process or receive information. In either
case (of direct or indirect connection), the connection may be made by wire, optical fibre
or electromagnetically. A connection is indirect if equipment is placed between the
terminal and the interface of the network;”
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A8. Glossary

2019 consumer research: Research conducted amongst mobile users, from January to March
2019, covering knowledge of contract status, awareness of what happened / would happen to the
monthly price paid at the end of the minimum contract period, awareness of SIM-only deals and
reasons for staying out-of-contract.

Act: The Communications Act 2003.

Bundled contracts: A contract under which the customer receives a handset and airtime and pays
a single monthly price which includes both the handset and the cost of the airtime, and also can
include other additional services such as content (music or TV subscriptions), insurance or anti-
virus software protection services.

Communications Market Report (‘CMR’): Ofcom's annual statistical survey of key market
developments in the UK communications sector. The report contains data and analysis on
broadcast television and radio, fixed and mobile telephony, and post:
https://www.ofcom.org.uk/research-and-data/multi-sector-research/cmr

Early termination charge: A charge that may be payable by a consumer for the termination of a
contract before the end of the minimum contract period.

End-of-contract notification (‘ECN’): From 15 February 2020, customers will receive an end-of-
contract notification from their provider informing them of any changes to their price and services
at the end of their minimum contract periods, and about the best tariffs available from their
provider. See the ECN statement.

ECN statement: Our May 2019 statement on ECN’s and annual best tariff advice. It set out
requirements on providers to send an end-of-contract notification to customers when their
minimum contract period is coming to an end, as well as annual best tariff advice to customers
that remain out-of-contract. The notifications will include any changes to the price of their service
and the best tariffs available from their provider, including at least one SIM-only deal for bundled
customers: https://www.ofcom.org.uk/consultations-and-statements/category-2/helping-

consumers-get-better-deals

End-user: Someone who is a customer of a Provider or a user of a Provider’s services, and who is
not themselves a Provider.

European Electronic Communications Code (‘EECC’): A new Directive which updates and replaces
the four Directives that currently make up the EU regulatory framework for electronic
communications.

First information request (‘first s.135 data’): Data received from EE, Giffgaff, 02, Sky Mobile,
Tesco Mobile, Three, Virgin Mobile and Vodafone in response to an information notice sent on 14
December 2018 and 21 December 2018, pursuant to our information gathering powers under
section 135 of the Act. The request concerned the total numbers of in- and out-of-contract
customers, billing information for out-of-contract handset and airtime customers, monthly SIM-
only tariffs, handset costs and corresponding standard tariffs.
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Full harmonisation: The End-User protection provisions in the EECC are subject to the principle of
full harmonisation, which means that (unless otherwise stated) Member States must provide the
same level of protection to all relevant users and may not go above, or fall short of, that.

General Condition (‘GC’): Regulatory conditions imposed on providers by Ofcom under section
45(2)(a) of the Act.

Handset agreement: A contract for the purchase of the handset only.

In-contract: Refers to customers who are within the minimum contract period for any service
provided by the provider.

Minimum contract period: The fixed period of time over which the provider and a customer have
entered into an agreement for communications services and for which an early termination charge
may be payable by the customer if they cancel their contract during this period.

MNO (mobile network operator): An organisation that is allocated spectrum or owns its own
wireless network and provides mobile telephony services to its customers.

MVNO (mobile virtual network operator): An organisation which provides mobile telephony
services to its customers, but does not have allocation of spectrum or its own wireless network.

Out-of-contract: When customers are outside of their minimum contract period but are still
paying for a service (e.g. broadband, mobile, landline) provided by the provider (e.g. via a rolling
monthly contract).

Provider: A person who provides an electronic communications network or provides an electronic
communications service, as defined in the Act.

Second information request (‘second s.135 data’): Data received from EE, 02, Tesco Mobile,
Three, Virgin Mobile and Vodafone in response to an information notice sent on 10 April 2019
pursuant to our information gathering powers under section 135 of the Act. The request
concerned the total number of in- and out-of-contract customers from January 2014 to March
2019, on a monthly basis.

Split contracts: A contract under which customers purchase both an airtime tariff (plus any
additional services) and a mobile handset at the same time under two contracts, and where the
monthly cost to the customer is separated into prices for the airtime and the handset.

SIM-only contract: A contract under which the monthly cost to the customer includes the airtime
(and any additional services) but the provider does not supply the customer with a handset under
the contract.
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