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PROPOSITION

THE STATES are asked to decide whether they are of opinion —

to agree, in principle, that the States’ shareholding in JT Group Limited (“Jersey Telecom”) should be sold
and to request the Minister for Treasury and Resources to take the necessary steps to identify a suitable
buyer for Jersey Telecom in accordance with the principles set out in Tables 1 and 2 of section 8 of the

Minister’s report dated 20th February 2007, with the outcomes of the sale process brought back to the
States for approval.

MINISTER FOR TREASURY AND RESOURCES
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1 Executive Summary

Until 1 January 2003 the States was the regulator, operator and owner of Jersey Telecom, the only major
telecommunications provider in Jersey. The Telecommunications (Jersey) Law 2002 fundamentally transformed
this model by splitting these three roles. The regulatory role, which includes consumer protection and ensuring the
maintenance of the Island’s telecommunications infrastructure, became the responsibility of the Jersey
Competition and Regulatory Authority (JCRA). The operator became the incorporated organisation JT Group
Limited, governed by an independent Board of Directors. And the owner became the Finance and Economics
Committee, and subsequently the Treasury and Resources Minister, acting in the interests of the States as an
investor in Jersey Telecom.

With the regulator protecting the interests of consumers the States now own Jersey Telecom primarily as a
strategic investment. The purpose of States strategic investments is to provide an insurance policy against the
Island suffering serious economic decline at some point in the future.

Y et Jersey Telecom does not meet the criteria for such investments: it is too large for a single investment, it could
not be sold quickly and most importantly in the circumstances in which it would need to be sold, i.e. the Idand’s
economy was struggling, it would not be as good an investment for a new owner and as a result its value would
decrease. Accordingly, Jersey Telecom should be sold and the proceeds invested in an off-Island diversified
portfolio of investments. This will not only provide a better annual return to the States but also a better price in
the circumstances in which these investments would need to be realised.

Although the fundamental reason for the sale of Jersey Telecom is to enhance the Strategic Reserve, so that funds
are available to support current or future generations in less fortunate times, there are clearly other very important
issues to be taken into account when considering the sale of this company.

. Is Jersey Telecom more likely to thrive under public or private ownership?

. How can we ensure consumers are protected both in terms of price and quality of services?

. Will Jersey Telecom staff lose their jobs or have their pay reduced?

. How can we ensure we will have the excellent communications infrastructure which is so vital to our

finance industry?

In the preparation of this Report and Proposition the Treasury and Resources Minister has consulted on these and
other issues. The Minister has also sought extensive advice from experts on the sale of telecommunications
companies, lawyers, and one of the top international consultancies on the telecommunications industry. Reports
have also been produced by various directly interested parties such as the Minister for Economic Development
and Jersey Telecom. It is unlikely that there has ever been such extensive research and analysis by a small
jurisdiction in advance of adecision to proceed with the sale of atelecoms company.

The outcome of this extensive process has been to identify that the sale of Jersey Telecom should only proceed if
four principles are met, based on protecting the interests of four key stakeholders. consumers, Jersey Telecom, the
employees of Jersey Telecom, and the people of Jersey as the owners of the company. These principles, and a
summary of the arrangements already in place, plus any additional actions proposed, for the benefit of
stakeholders are:

1 For the continued success of the Jersey economy and for the benefit of all consumers a sale must
providefor:

— themaintenance and enhancement of the competitive environment

— the maintenance of essential telecoms infrastructure to the benefit of both today’s and
tomorrow’slslanders

— the continued provision of quality telecommunications servicesto Islanders

The States has enacted a modern robust regulatory framework which gives the JCRA sufficient powers to



promote sustainable competition and ensure the provision of affordable and reliable telecommunications services
once the States ownership of Jersey Telecom is relinquished. Stringent licence obligations and the
regulatory framework also guarantee the maintenance of high quality telecommunication infrastructure
and the world class services required for continued development of Jersey as a leading financia centre.
Moreover, if part of alarger entity, Jersey Telecom will be able to benefit from economies of scale to
expand its product range and improve operating efficiency giving rise to a wider range of services and
lower prices for consumers.

2. For the company, Jersey Telecom, a sale must achieve the best possible basis for its long term
growth and development

Jersey Telecom is a well-run, efficient and attractive company with a strong financia track record.
However it now faces competitive challenges from global telecommunications companies that could be
better addressed if it was part of a larger entity. In addition, if Jersey Telecom were to be retained under
public ownership, it will be constrained by the Treasury’s ability to take significant risks with taxpayers’
assets. A privately owned entity with better access to risk capital and economies of scale is more likely to
succeed in the competitive environment, and expand its activities, than a small, publicly owned utility.

3. For Jersey Telecom employees a sale must ensurethat their employment rights ar e safeguar ded

As aresult of existing contractual and collective arrangements (which reflect well on the good relations
which the Company’s employees have had with their management for many years), existing employment
legislation and the additional measures the Minister and Company are prepared to enter into, should the
proposed sale proceed, the employment rights of existing Jersey Telecom employees will be protected to
an overall level at least as good as that which would exist were UK style TUPE adopted in Jersey.

The greatest risk to the employment prospects of Jersey Telecom staff, however, would be the failure of
this small publicly owned utility to compete effectively with major international telecoms companies.

4, For all taxpayers and the people of Jersey a sale must enable the optimum price to be achieved for
reinvestment on their behalf

Jersey Telecom is currently a valuable company, which could command a very attractive price in the
present market climate. Expert professional advice is that the sale of afull stake through an inclusive sale
process is the best option to maximise the sale proceeds for the benefit of the people of Jersey. The sale of
afull stake would incentivise the prospective buyer to contribute towards the success of Jersey’s economy
and the long term development of Jersey Telecom, allowing for the realisation of the potential of both the
Jersey telecommunications market and the company. The States has committed to the principle of
safeguarding employee rights so retaining partial ownership is not necessary for employee protection
purposes. The sale of afull stake is likely to generate the greatest buyer interest and realise the best price
for the asset. In contrast a partial sale would realise a disproportionately smaller amount, be a far more
complex transaction, would not meet the fundamental requirement of diversifying the States investments
and building up the Strategic Reserve, and is less likely to attract the type of buyer willing to invest in
developing Jersey Telecom.

In summary the extensive research and analysis has confirmed that there are no barriers to the sale of
Jersey Telecom and that the sale would: contribute to the provision and development of world class
telecommunications services to the Island, enable the company to grow and expand with a new owner that
values its staff, and provide significant proceeds to be invested for the future benefit of the people of
Jersey. Accordingly the Minister is seeking the approval of the States in principle to the sale of Jersey
Telecom and the authority to enter into a sale process. The outcome of this sale process, including the
buyer, the sale proceeds, and the buyer’s investment and employee commitments, will be brought back to
the States for approval before any sale is compl eted.



2. Background to States Owner ship of Jersey Telecom

Until 1 January 2003, the States was the regulator, operator and owner of the only major telecommunications
provider in Jersey.

The Telecommunications (Jersey) Law 2002 split the roles of the operator, owner and regulator whereby:

. The operator became the incorporated organisation JT Group Limited, governed by an independent
Board of Directors

. The owner became the Finance and Economics Committee, and subsequently the Minister for Treasury
and Resources, acting in the interests of the States as an investor in Jersey Telecom, and

. The regulatory role (i.e. the responsibility for protecting the public interest, particularly the need to

maintain a robust telecommunications infrastructure and promote consumers’ interests) fell to the Jersey
Competition Regulatory Authority (JCRA) and the Minister for Economic Devel opment

The Telecommunications (Jersey) Law 2002 also ended Jersey Telecom’s monopoly in the local market by
empowering the JCRA to issue licences to new operators.

In the past, the States was involved in the ownership of the operator because telecommunications had been seen as
anatural monopoly best entrusted to a public sector organisation. This ensured that infrastructure investment took
place to provide an Island-wide network and the provision of universal service that might not have been provided
for at that time had the company been under private ownership.

Following the transformation of the industry model and the separation of operation, ownership and regulation, the
States now owns Jersey Telecom purely as an investment. An independent Board of Directors is responsible for
operating Jersey Telecom and the JCRA is responsible for regulating the industry. The current regulatory
framework and the JCRA’s responsibilities are discussed in detail in Section 4.

The States in recognition of the introduction of regulation and competition in the telecommunications market
committed both in the Strategic Plan 2006 to 2011 and the States 2007 Business Plan to review the ownership of
Jersey Telecom aswell as all its other utilities.

The Council of Ministers considered a paper on the ownership of utilities, prepared by the Treasury and
Resources Department, at its meeting on 15 June 2006. The Council was of the view that professional advice
should be sought with respect to the possible sale of Jersey Telecom, but that the regulatory regimes for the other
utilities were not sufficiently robust to warrant consideration of their disposal .#

The further investigation of the regulatory regimes of the utilities was considered by the States during the debate
on the Strategic Plan 2006 to 2011 and responsibility for undertaking a review to provide criteria for the
protection and efficient provision of services from these utilities was allocated to the Economic Development
department.

The States, with the adoption of Commitment Six of the States Strategic Plan 2006 to 2011, in June 2006,
recognised the importance of the Strategic Reserve as a prudent and necessary investment to safeguard the
Island’s future and agreed that if possible additional contributions should be made to the Strategic Reserve.
Specificaly, the States agreed it would consider the possibility of doing this through the sale of States-owned
utility companies.

Recognising that the utility companies are strategic assets, the States agreed in Commitment Six that proceeds
from the sale of any utilities would be added into the Strategic Reserve and would not be directly used as a source
to fund current government expenditures.

Consequently, the 2007 Business Plan required the Minister for Treasury and Resources to review the policy for
the ownership of utilities and bring proposals to the States for approval in 2007.



Following the States agreement of the Strategic Plan the Minister undertook to issue a consultation paper to gauge
views on the possible sale of Jersey Telecom, and acknowledged, as did the Council of Ministers, that further
investigation of the regulatory regimes for the other utilities should be undertaken before considering further the
merits of changing the States ownership interest in these companies.

In the consultation paper issued, 13 July 2006, the Minister for Treasury and Resources set out his intention to
bring forward proposals for the sale of Jersey Telecom and sought the views of all interested parties.

Summary

The introduction of the Telecommunications (Jersey) Law 2002 and subsequent transformation of the
telecom industry model characterised by the separation of ownership and operation and the development
of an independent regulatory framework means that the States is no longer required to own Jersey
Telecom to ensure consumer protection and investment in essential infrastructure on the Idand. As a
result, the States owns Jer sey Telecom purely as a strategic financial investment.

Recognising the financial nature of the investment in its strategic assets the States agreed, through the
adoption of Commitment Six of the States Strategic Plan 2006 to 2011, to consider the disposal of States-
owned utilities such as Jersey Telecom to fund additional contributionsto the Strategic Reserve.



3. Preparation of the Proposition

3.1 TheConsultation Process

Jersey Telecom is more than just a significant investment. It is an important Island institution, which provides
vital telecommunications to most Islanders. Its advanced products and services support Jersey’s businesses,
especidly the finance industry. It also employs over 430 staff, the vast magjority based in Jersey. In addition,
through Wave Telecom Limited in Guernsey, Jersey Telecom is the leading alternative to the incumbent operator
in Guernsey.

For these reasons, a consultation process was initiated prior to the lodging of this proposition.

A transparent and rigorous process was put in place to enable all aspects of the proposed sale of Jersey Telecom
to be considered, and a public consultation was part of this open debate, enabling the people of Jersey, and
particularly the stakeholders in Jersey Telecom, to make their views heard. This consultation paper is reproduced
in Annex ALl

The consultation period ran from 13 July 2006 to 8 September 2006. A total of 35 written responses were
received by the Treasury and Resources Department during thistime.

The majority of these were from directly interested parties such as Jersey Telecom employees, the Board of Jersey
Telecom, the JCRA and Amicus, bodies whose views on the proposed sale have aready been published. Beyond
the directly interested parties, responses were received from a small number of professional and other
representative bodies, private businesses and individuals.

All views raised during the consultation period (both those raising concerns and those endorsing the process) were
carefully assessed and a paper with a summary of these responses was published in November 2006. The paper is
included in Annex A1.2. These views are also discussed and addressed in this report.

3.2 Professional Advice

Following publication of the consultation paper and in accordance with the States Strategic Plan 2006 to 2011, the
Minister undertook the task of exploring strategic options for the sale of Jersey Telecom with the assistance of
expert professional advisors.

A competitive tender process for the selection of advisors was undertaken, and following rigorous evaluation a
consortium of advisors led by Citigroup was appointed to advise the Minister on the feasibility of the various
strategic options for Jersey Telecom.

It should be emphasised that the advisors were engaged not to commence a sale of the Company but to conduct a
thorough review of the feasibility and options for a sale including the option to retain the asset. They were aso
asked to highlight any material issues that would prevent or delay a sale, their terms of engagement reiterating
that it is the States Members as a body, and not ssimply the Minister for Treasury and Resources, who have the
authority to allow a sale to proceed.

The advisors were engaged in the evaluation of strategic options for the sale of Jersey Telecom as a completely
independent project, the remuneration for which is not dependent on the commencement of a sale process but
relates solely to the objective analysis conducted in the phase leading up to the lodging of this proposition.

This team of professional advisors conducted a detailed review of Jersey Telecom to assess its market positioning
within the telecoms market and the feasibility of the various options under consideration. This included a review
of relevant public and private information provided by Jersey Telecom as well as sessions with senior
management at Jersey Telecom. In addition, the advisors held working group sessions, involving Jersey Telecom,
to understand key employee-related issues and discuss appropriate ways to address these.

Furthermore, full consideration was given to a number of relevant reports produced by other parties, as detailed in



Section 3.3 and referenced throughout this report.

This report and proposition is thus based on the recommendation of professional advisors, after the review and
assessment of issues relating to Jersey Telecom, the market and al stakeholders.

To summarise the advice received:

. There are no significant issues that would prevent or delay asale of Jersey Telecom
. This report and proposition puts forward the best strategy in relation to the States investment in Jersey
Telecom

3.3 Reportsby Relevant Parties

Several directly interested parties to a sale of Jersey Telecom have provided their views in reports provided to the
Treasury.

Reports in relation to the structural separation of Jersey Telecom were received from the JCRA, Jersey Telecom
and the States Economic Advisor. In addition, the Minister was advised by international telecom consultants
Analysys, in relation to the structural separation of Jersey Telecom. These reports have al been provided as
Annexes 2 and 3 to this document.

Substantial time and effort have been devoted to analysing and understanding the various aspects relating to the
proposed sale of Jersey Telecom. These findings and opinions have received due consideration in this report.

In the preparation of this report and proposition, responses to a consultative process, the advice of professionals
and the opinions of various directly interested parties were all taken into account. It is unlikely there has ever been
this level of detailed analysis undertaken in a small jurisdiction prior to a decision to proceed with the sale of a
telecoms company.

34 SalePrinciples

The consultation paper highlighted the key principles on which a sale would be considered. Following

consideration of responses to the consultation document, extensive research and the receipt of expert advice, these
principles have been more closely defined as follows:

. A sale must provide for the continued success of the Jersey economy, and in particular contribute to:
—  The maintenance of the competitive environment under the current regulatory framework;

— The maintenance of essentia telecoms infrastructure to the benefit of both today’s and
tomorrow’s |slanders

—  The continued provision of quality telecommunications services to Ilanders

. It must provide for the achievement of the best possible basis for the long term growth and devel opment
of Jersey Telecom

. It must ensure that the rights of Jersey Telecom’s employees are saf eguarded

. It must enable the optimum valuation to be achieved for reinvestment on behalf of taxpayers into the
Strategic Reserve.

Each of these principlesis examined in turn through Sections 4 to 7 of this report and the supporting annexes. The
relevant sections set out the implications for a sale and demonstrate how the proposal has been constructed to
address these principles and any concernsraised in connection with them.



Summary

In the preparation of this report and proposition, responses to a consultation process, the advice of
professionals and the opinions of various directly interested parties were all taken into account. It is
unlikely there has ever been this level of detailed analysis undertaken in a small jurisdiction prior to a
decision to proceed with the sale of a telecoms company. A set of clearly defined sale principles governing
any sale has been set out to provide for the continued success of the Jersey economy, for the long term
development of Jersey Telecom, to safeguard the rights of employees and to enable the optimal valuation to
be achieved for reinvestment on behalf of taxpayers. The proposal put forward addresses these principles.



4. The Regulatory Framework, I nfrastructure and Consumer Protection
4.1 Overview of the Regulatory Framework

Through the Competition Regulatory Authority (Jersey) Law 2001 and the Telecommunications (Jersey) Law
2002 a robust regulatory framework in Jersey was set up to protect the interests of consumers whilst alowing
operatorsto invest with confidence in the continued development of Jersey’s telecommunications market.

Article 14 of the Telecommunications (Jersey) Law of 2002 empowers the JCRA to license any operator with
respect to telecommunications that concern Jersey. Under the terms of this Law, the JCRA has a primary
responsibility to perform its functions in “such manner as [it] considersis best calculated to ensure that (so far as
in [its] view is reasonably practicable) such telecommunications services are provided, both within Jersey and
between Jersey and the rest of the world, as satisfy all current and prospective demands for them, wherever
arising”.

In so far asit is consistent with the above primary duty, the JCRA must:

. Protect and further the short-term and long-term interests of users, wherever appropriate, through the
promotion of competition

. Promote efficiency, economy and effectiveness in commercial activities connected with
telecommunications

. Further the economic interests of Jersey

. Impose a minimum set of restrictions on those engaged in commercial activities connected with
telecommunications

. Ensure that those engaged in telecommunications activities have sufficient financial and other resources
to conduct those activities, and
. Have regard to the special needs of the disabled or those who have limited financial resources or

particular needs
The JCRA has been granted extensive powers to enable it to competently and fully address its responsibilities.

For instance, the JCRA has the powers to regulate the licence terms of operators that provide telecommunications
services on the Island. Through this measure, the JCRA is able to control the abuse of any dominant position in
the market through the application of a more stringent set of licence conditions than those which apply to smaller
operators or new entrants. The JCRA can also impose obligations on the dominant operator to maintain an Island-
wide infrastructure and provide Island-wide services.

As another example, the JCRA has the authority to monitor the behaviour of the telecom operators through the
enforcement of reporting requirements, including accounting reporting along separate business lines to increase
transparency.

Further, the JCRA has the authority to intervene at any time and to impose remedies on al licensed telecom
operators to address situations with which it is not satisfied.

The Minister for Economic Development also has an important role within the regulatory framework in the
maintenance of infrastructure and protection of consumers. Where he considers that it is desirable in the interest
of the public to do so, he is authorized under the terms of the Law to give written directions to the JCRA in
respect of principles, procedures or policies to be followed in relation to the implementation of any socia or
environmental policies regarding telecommunication. The Minister may issue guidance to the JCRA in relation to
any other matter relating to the performance of its duties.



Having received a written direction from the Minister for Economic Development, the JCRA is obliged to ensure
that the directions set out therein are observed and must consider any guidance given to it.

In short, the JCRA has considerable powers to ensure consumer protection and maintenance of essential
infrastructure. The Minister for Economic Development has the ability to extend the responsibilities and
the authority of the JCRA as appropriate. These together provide for a robust regulatory framework
where the JCRA is able to implement wide-ranging actions where it considers appropriate to promote
competition in the market place, ensure maintenance of infrastructure and protect consumers. The
framework also ensures sufficient flexibility in the role of the JCRA as the market evolves and regulatory
practices evolve accor dingly.

4.2 Competition in Jersey’s Telecom Market

The consultation paper, Annex Al.l, stated that given the development of a competitive marketplace and the
powers currently available to the JCRA, there were no barriers, in relation to the market structure, that should
prevent the sale of Jersey Telecom.

Many of the responses to the consultation paper recognised the high level of competition in the Jersey mobile
market with each of the three licensed operators owning its own network. In its advice to the Minister for
Economic Development, the JCRA notes that competition in the mobile sector is “developing on a sustainable
basis under current regulatory rules”.

In the fixed line market, Jersey Telecom faces competition from Newtel Solutions and Cable & Wireless Jersey
while also facing threats from technological developments.

Jersey Telecom offers access to its network through the products and services contained in its Reference
Interconnect Offer (“RIO”), which was published to meet licence obligations established by the JCRA, and which
the Company will be required to follow even under new ownership.

The terms of the RIO ensure that the networks of other operators are able to connect to the network of Jersey
Telecom, thereby ensuring a level playing field for any new entrants in the fixed line market. In addition, Jersey
Telecom offers a full suite of wholesale broadband products whereby other licensed operators can utilise its fixed
network to compete in the retail broadband market.

All of the tariffs offered by Jersey Telecom in these categories are regulated by the JCRA and proposed changes
from the Company are subject to cost-justification submissions and 21-day notification periods before they can
become effective.

The product offers referred to above ensure that an appropriate level of competition can thrive and the JCRA has
the authority to involve itself where and when it believes necessary should problems be encountered.

An indication of the positive effects of competition can be seen in Jersey’s fast growing broadband market where
competition has served to drive the Island’s broadband penetration of households to approaching 60%. Testimony
to thisis the success of Newtd in gaining market share through the take up of new broadband customers.

There were some comments, arising from the discussion paper, that retail tariffs for telecommunication servicesin
Jersey are higher than those in UK or Europe. The reality of the situation is that all operators in Jersey are under
constant pressure to make similar offers to the market to those available in the UK, despite the fact that operating
aquality network on asmall island like Jersey is subject to poorer economics.

It is interesting to note that the price cap put in place by the JCRA, covering the period 1 July 2004 — 30 June
2007, required that Jersey Telecom’s prices for its core fixed line product fall, in real terms, by a factor of ‘2%
below the rate of inflation’ per annum. This requirement has been exceeded by the Company indicating that
competitive forces (both on-Island and off-1sland), rather than regulatory intervention, are playing a central rolein
the pricing decisions being adopted by the Company.



Moreover, there remain measures that can be effected such as different forms of access to the network which have
proved successful in promoting competition in many European countries. Newtel has already expressed plans to
become such an access-based competitor.

Sustainable competition is desirable and beneficial. The prospect of Jersey Telecom either now or under new
ownership obliterating all competition is highly unlikely given:

. The existence of regulatory measures that favour new entrants over the incumbent Jersey Telecom,
effectively creating alevel playing field

. The scope of the JCRA’s authority as set out in the Telecommunications (Jersey) Law 2002 and the
Competition (Jersey) Law 2005

. The prospect for further JCRA and Ministerial intervention where thisis considered appropriate

There have been concerns that an acquisition by an existing market player will reduce competition in the market
but it must be noted that the JCRA will have to review and provide the final approval for any potential transaction
under the terms of the Competition (Jersey) Law 2005 and the ‘Change of Control’ condition in Jersey Telecom’s
operating licence. The JCRA can refuse to approve any transaction that would have an undesirable impact on
competition, as an acquisition by an existing player might, and it can apply conditions to any approval it does give
to mitigate the situation where it believes the transaction would lessen competition. These powers are referred to
later in Section 8 of this report.

Summary
There are many examples of regulatory measures put in place by the JCRA to promote competition, where

it is considered appropriate, in Jersey’s telecom markets and the effectiveness of these measures has been
demonstrated. The scope of the JCRA’s authority is sufficiently robust to allow it to continue implementing
wide-ranging actions to promote competition as regulatory practices evolve.

4.3 Maintenance of Essential Telecoms Infrastructure

The consultation paper stated that the decision to sell Jersey Telecom would not adversely impact on the
continued provision of essential telecommunications on the Island.

There were responses to the consultation in agreement and responses that felt independent owners of Jersey
Telecom would not have the same level of interest in Jersey and would therefore be less inclined to ensure the
maintenance of essential infrastructure.

Telecommunications is a network-based service and the maintenance and continued investment in network
infrastructure is fundamental to ensuring the continued provision of products and services. The financial services
industry in Jersey will continue to demand increasingly advanced products and services. Hence there is a
commercial imperative for Jersey Telecom, irrespective of who its owner may be, to ensure that its fixed line
network remains modern and resilient such that it can carry all necessary services, for example high-speed
broadband access, to residential, business and wholesale customers across the Island. The continued investment
and maintenance of the local fixed line infrastructure is essential if new revenue streams are to be secured and
should the Company contemplate scaling back any investment, this would jeopardise future returns.

Furthermore, the threat of competing operators gaining market share through the provision of superior products
would provide further incentive for any future owner to continue investing in Jersey Telecom’s infrastructure.

There have been opinions that a private owner would be less willing to invest in telecoms infrastructure. The
example of Manx Telecom is particularly relevant in this regard. Originally owned by BT, and now under wholly
private ownership, Manx Telecom has developed areputation for being at the leading edge of telecommunications
development. The company has invested more than £50 million over the last five years in the Isle of Maris
telecommunications infrastructure and is committed to a further £30 million investment over the next three years.



Manx Telecom was one of the first companies in the world to offer broadband ADSL services to its customers
and, in December 2001, became the first telecommunications operator in Europe to launch alive 3G network. In
November 2005, the company became the first in Europe to offer its customers an HSDPA (3.5G) service.

It should be noted that whilst the task of maintaining essential infrastructure remains with the telecom operators,
the obligation to maintain essential infrastructure is one that is legally imposed through the existing
Telecommunications Law and enforced by the JCRA. Hence, the risk that an independent owner would not invest
in infrastructureislow.

Jersey Telecom’s existing licence (issued by the JCRA) includes obligations to, inter alia:

. “Take all reasonable steps to ensure the integrity of the Network...” (licence condition 9.1)

. “Develop and operate the Licensed Telecommunications System so as progressively to achieve
standards in line with international best practice and in particular, the Licensee shall achieve and comply

with relevant standards established by ETSI, the ITU and such other international benchmarks as the
JCRA may direct from time to time” (licence condition 17.1)

. Take “steps that the Authority considers necessary or expedient to ensure...the continuity and
continuation of the provision of Telecommunications Services or any constituent parts thereof” (licence
condition 23.2)

There are, therefore, a number of conditions already contained in Jersey Telecom’s licence that could be relied
upon in the unlikely event that the incumbent operator was not undertaking the required level of investment.

Further, through its authority to regulate the license terms of operators that provide telecommunications services
on the Idand, the JCRA can impose obligations on the dominant operator to maintain an ldand-wide
infrastructure and provide Island-wide services (i.e. universal services). It should be noted that the network
requirements to facilitate the provision of universal services can largely be met on the existing network. In
addition, the JCRA aso has the authority to require all telecom operators to contribute towards funding the
provision of such services.

The JCRA is able, within its current scope of authority, to further ensure the maintenance of essential
infrastructure through strengthening existing provisions in the licenses to ensure the integrity of the network. It is
common in other jurisdictions for the regulator to build in network roll-out obligations into license terms, or
specify technical quality parameters. These are all measures available to the JCRA within its current scope of
authority, to be exercised as deemed appropriate.

If any concerns regarding the level of investment were not being addressed through commercial necessity or
existing licence conditions, then the JCRA has recourse to the Telecommunications (Jersey) Law 2002. If it were
of the view that current and prospective demands were not being met through the prevailing investment program
of the incumbent operator, it would be obliged to take action and could, with justification, require any operator to
take the action that it deemed necessary.

Extract from the Law
“19  Direction to comply with licence conditions
D Where, in the opinion of the Authority, alicenseeisin contravention of a condition contained in a
licence, the Authority shall give a direction to the licensee to take steps, or specified steps, to

ensure compliance with that condition. [Continues...]

5) The obligation to comply with a direction is a duty owed to any person who may be affected by
the failure to comply with the direction.



(6) Where a duty is owed under paragraph (5) to any person —

@ any breach of the duty causing loss or damage to that person shall be actionable by that
person; and

(b) any act that, by inducing a breach of that duty or interfering with its performance, causes
loss or damage to that person and that is done wholly or partly in order to cause the loss
or damage to that person shall be actionable by that person. [Continues...]

(8 In addition to the right of any person to bring civil proceedings as referred to in paragraph (6), the
Authority may bring civil proceedings, for an injunction or other appropriate relief, to compel
compliance with the direction.”

The JCRA has confirmed that the obligations of the licence issued to Jersey Telecom remains the same regardless
of whether Jersey Telecom is in public or private ownership and the JCRA retains the ability to remove the
licence in case of significant breach of its terms.

Measures that bind the prospective buyer to a certain level of investment in infrastructure, through commitments
provided by the prospective buyer in the sale process, will also be examined and given due consideration as
appropriate, depending on the nature of the buyer and the perceived need to incentivise the buyer.

Summary
The current regulatory framework and licence obligations are stringent enough to guarantee that the

maintenance of high quality telecommunication servicesrequired for continued development of Jersey asa
leading financial centre is not endangered. Also market competition is likely to provide further incentives
for Jersey Telecom, regardless of ownership, to deploy a network that ensures the provision of innovative
and superior productsto protect itscurrent market position.

44 Consumer Protection

The consultation paper stated that the framework for consumer protection is sufficiently robust to allow the States
to relinquish control of Jersey Telecom, while preserving accessibility, affordability, high quality and reliability.

Responses to the consultation were broadly of the opinion that the existing framework was sufficient to ensure
consumer protection although there were concerns about the effectiveness of the JCRA in enforcing decisions
cost-effectively on an independently-owned Jersey Telecom.

The entry of new operators in both fixed line and mobile telecommunications provides for competition which is
generally regarded as an effective mechanism in consumer protection, as the threat of losing customers over price
and service quality ensures that operators consistently strive to deliver the best products and services to the
consumer market. Hence, the competition presented by these operators should itself pose sufficient threat for
Jersey Telecom to ensure accessibility, affordability, high quality and reliability to defend its market share.

There are, of course, many forms of competition and equally many mechanisms for regulating the market to
ensure consumer protection, such as tariff regulation and increased license obligations, some or al of which could
be explored and employed by the JCRA should it determine there is a need to do so.

As previously mentioned, the JCRA has considerable powers and scope within its current authority to implement
such wide-ranging actions as it considers appropriate. The regulatory framework also ensures sufficient flexibility
in the role of the JCRA as the market evolves and regulatory practices evolve accordingly.

With regards to the ownership of Jersey Telecom, the JCRA itself has communicated that it is neutral as to
whether Jersey Telecom is States or privately owned.

However, ownership of Jersey Telecom by certain telecom operators, or possibly certain investors, is likely to be



beneficial for consumers, as it is likely to provide cheaper and quicker access to technologies, lower costs and
improved operating efficiencies through economies of scale and transfer of knowledge.

Summary

The regulatory framework, JCRA’s scope of authority and the competitive environment are sufficient to
protect consumer interest and ensur e provision of affordable and reliable services once the States control of
Jersey Telecom isrelinquished. Moreover, as part of alarger entity, Jersey Telecom will be able to benefit
from economies of scale to expand its product range and improve operating efficiency transating into a
wider range of servicesand lower pricesfor consumers.

45 Structural Separation

There is broad agreement that infrastructure or access based competition is not financially viable in Jersey given
the economics of rolling out multiple fixed line networks on a small I1sland. The alternative is hence to operate a
single network and provide wholesale access to the network to competing retail operators. Jersey Telecom is such
anetwork operator and already provides wholesale access to other retail operators.

However, this gives rise to a conflict of interest: Jersey Telecom acts as both a supplier and a competitor in the
retail of fixed line services to consumers. It is argued that structural separation of the wholesale and retail
businesses of Jersey Telecom could align the incentives of the wholesale business to deal with any retail operator
on exactly the same terms.

Careful consideration by various parties was given to whether structural separation of Jersey Telecom would, in
the event of a sale, be the optimal structure for promoting competition and thereby economic growth.

The Minister of Treasury and Resources, reviewed the reports from the various parties on the subject of structural
separation. A summary of the various views on structural separation is provided in Annex A2.2 to this report and
proposition. The reports of the various parties are provided in Annexes A2.4, A2.5, A2.6 and A3.1.

In addition, the Minister sought and took professional advice from Analysys in consideration of the structural
separation of Jersey Telecom from the perspective of the market, the incumbent and the regulator.

Setting aside the prospect of a sale, it is widely acknowledged by the JCRA, Jersey Telecom and Analysys, that
structural separation would involve the radical restructuring of an industry that is one of the cornerstones of
Jersey’s success as a financial centre. It is noted that structural separation would result in a significant change in
the dynamics within the telecoms industry in a way that the change in ownership of Jersey Telecom, given the
existing industry model separating ownership, operation and regulation, would not.

A magjor disadvantage when evaluating some of the radical structural options is the lack of empirical evidence of
its effect. This was again a concern cited by all parties. There are few known examples where the network and
retail elements of a telecommunications operator have been completely separated and practically none where the
wholesale and retail businesses have, post separation, come under separate ownership. Hence, it follows that there
are few precedents with regards the competitive outcome of such a decision nor any model for regulation under
such a regime. Waiting for precedents to emerge, and then for these precedents to chart a demonstrated and
credible course would take a matter of several years.

Hence, in the absence of relevant empirical evidence the benefits of structural separation outweigh the cost, Jersey
Telecom should not be subject to the uncharted territory of structural and ownership separation even if it involved
erring on the side of caution at this stage.

If at a point in future, structural separation was to be considered the right path forward, it could be undertaken
then. Either way, structural separation is arisky aternative at this stage until the benefits can be proven and the
costs quantified.

Structural separation for regulatory reasons should only be pursued as a last resort. As mentioned in Sections 4.1
to 4.5 above, the regulatory framework is sufficiently robust to provide the JCRA with the scope of authority to



promote competition, and ensure maintenance of infrastructure and consumer protection through various
measures (such as the reporting requirements, and measures to create a level playing field) without the
requirement for structural separation to achieve the same effect.

Moreover, in the event of any separation, it is important that the boundary between the wholesale and retail
business is defined correctly to minimise inefficiencies between the separated entities, with sufficient thought
given to the fact that the logical boundary could shift over time with technological evolution.

As competition in the mobile segment is adequate and the three maobile operators in Jersey each own their
infrastructure, there is no benefit from separating the network and retail elements of Jersey Telecom’s mobile
operation. Thus, any form of fixed line separation also raises the question of where the mobile business should
reside within the restructured Jersey Telecom (i.e. with the wholesale or the retail business). A predominantly
wholesale fixed line and mobile business would not compete efficiently in the retail market nor would a
predominantly fixed line and mobile retail business operate a mobile network efficiently. Given the high level of
co-location between the fixed line and mobile network infrastructure, aligning the mobile operations with the
retail fixed line business would require significant duplication of network infrastructure and functions. Aligning
the mobile operations with the wholesale fixed line business on the other hand, would required duplication of
distribution, marketing and other customer functions and impact the ability to offer fixed-and-mobile converged
services, products, tariffs and billing.

Representing the States shareholding in Jersey Telecom, based on advice taken from Citigroup in relation to the
impact of structural separation on any sale process, the Minister is of the view that structural separation would
significantly complicate any sale of Jersey Telecom.

The process is likely to be delayed by complexities in implementing structural separation. In the case of BT,
operationa separation was contemplated for five years before the creation of a separate wholesale business was
undertaken last year. In addition, BT continues to implement undertakings provided to the regulator, the Office of
Communications (“OfCom”), in relation to operational separation.

The reduced asset size would put the assets below the radar of certain strategic and financial buyers, who aready
view Jersey Telecom in its current form as a small asset. In addition, finding buyers for the separate divisions
would be more complicated and expensive that searching for a single buyer of the entire entity.

From the perspective of any owner, the risk of investing in either of the separated entities relative to Jersey
Telecom in its current form would increase significantly. The buyer would need to be comfortable buying into an
asset with virtually no operating history. The operational risk involved in entering an unfamiliar vertically
separated telecoms market structure for which there are few precedents is high. Moreover, the rationale for
separation, if not carefully communicated, would undermine confidence in the regulatory regime.

With regards to maximising proceeds from a sale, the diseconomies of scale, increased cost of doing business
(e.g. transactional costs) and requirement for duplication of network and operating functions will lead to lower
profitability and value destruction.

The discussion on structural separation has been considered in depth by many parties. There has been no
justification that structural separation is the best way forward and no cause to delay the proposition for the sale of
Jersey Telecom.

Summary
A review of the prospect of structural separation of Jersey Telecom was considered and carefully

evaluated. There are few known precedents wher e the network and retail elements of a telecommunications
operator have been completely separated and practically none where the wholesale and retail businesses
have, post separation, come under separate ownership. There is a lack of empirical evidence that the
benefits of structural separation would outweigh the costs. Rather, structural separation could result in the
perverse outcome of lowering sale proceeds and increasing consumer prices without any apparent
economic benefits.



5. Key Considerations for Jersey Telecom
5.1 Review of Jersey Telecom

Jersey Telecom is the incumbent telecoms operator in Jersey with deep understanding of the local market. Jersey,
with a relatively affluent population and financial services as the primary industry, represents a sophisticated
customer base and Jersey Telecom has performed well in meeting and exceeding the demands of these customers.

Jersey Telecom has been responsible for encouraging widespread adoption of telephony services with virtually all
households in Jersey having a fixed telephony line. Owing to a variety to factors, including the use of multiple
wireless devices, the number of mobile users actually exceeds the current population of Jersey. The resulting
penetration in fixed line and mobile services in Jersey of 100% and in excess of 110% respectively compares
favourably against those in other similar jurisdictions. In addition, Jersey Telecom has been a key driver to the
take-up of broadband on the Island. Broadband penetration is approaching 60% of households today and
continues to increase.

Jersey Telecom has successfully brought modern telecom technologies to the Island and through its technical
excellence and expertise in infrastructure, developed a state-of-the-art telecoms network throughout Jersey and
the other Channel Islands.

Much of thisisthe result of Jersey Telecom’s dedicated, loya and skilled workforce who have contributed to high
productivity per employee. Full credit should also be given to the Board of Directors and the management who
have taken the Company to whereit is today.

There are several recent technological trends in telecoms that will have a significant impact on Jersey Telecom.
Fixed-to-mobile substitution, being the migration of calls from fixed line to mobile networks, will continue. The
migration of fixed line calls over the telephony network to calls over internet protocol (VolP) will aso have an
impact on Jersey Telecom. These are challenges faced by all fixed line operators worldwide.

Through Wave Telecom Limited (“Wave Telecom”) in Guernsey, Jersey Telecom has gained experience
operating outside its home market and experience operating as a aternative provider to the incumbent. Wave
Telecom Limited gained its fixed telecoms license in 2002 and established an efficient operating structure where
substantial network elements and central functions leveraged of the existing business in Jersey. Since winning a
mobile licence in 2004, Wave Telecom Limited, through targeted and innovative marketing, has increased its
market share of mobile subscribers to in excess of 20%, with a notable concentration of high usage customers. It
has established itself as the leading competitor to Cable & Wireless Guernsey and is expanding in the area of
fixed line business services. There remains potential for Wave Telecom to continue to grow in Guernsey.

Jersey Telecom has demonstrated innovation and considerable success in branching out into initiatives such as
providing mobile services on cruise ships and bulk text messaging services to mobile operations around the world.

It has demonstrated that it isawell run, efficient and attractive company with a strong financial track record. Asa
mature company, Jersey Telecom generates healthy cashflows and currently pays an annual dividend of
approximately £7m to the Treasury.

5.2 Strategic Challengesfaced by Jersey Telecom

However, Jersey Telecom, through no fault of its own, faces several key strategic challenges.

The telecoms market in Jersey has been liberalised and opened to competition. As a result, new operators have
entered the market such as Cable & Wireless Jersey competing in both the fixed line and mobile businesses,
Newtel, primarily in the resale of broadband, and Airtel in provision of mobile services.

In short, the competitive environment for Jersey Telecom is changing. Competition is desirable and beneficial

from a consumer point of view. However, for the development of sustainable competition in Jersey, competitors
must necessarily be able to gain meaningful market shares, and it follows logically that this must result in aloss of



market share for the incumbent, Jersey Telecom.

Unlike in certain other countries, where market liberalisation was introduced at a relatively early stage and fixed
line and mobile penetration was low and growing, in Jersey, the telecoms industry is mature with high levels of
fixed line and mobile penetration. Hence with little compensating market growth, the onset of competition could
well result in the prospect of declining revenues and profits for Jersey Telecom in its core business.

Furthermore, operators such as Cable & Wireless Jersey and Airtel are backed by the Cable & Wireless Group
and Bharti Televentures respectively, which provide them with operational know-how and experience from
operating in other markets. As part of larger entities, Cable & Wireless Jersey and Airtel both naturally have
advantages over Jersey Telecom such as stronger purchasing power, better access to financial capital and other
economies of scale.

Jersey Telecom is constrained by its small size. The UK and Europe witnessed the introduction of new consumer
hardware such as the Blackberry and the emergence of services such as mobile video downloads and internet
protocol television (IPTV) before they were available in Jersey. In relation to much larger operators, Jersey
Telecom has been relatively slow to provide these services to its customers. This is not through oversight, but
because its small size means it is often not viewed as a priority by many suppliers and hence lacks purchasing
power and clout in relation to securing access to content, consumer hardware, technology and equipment. As a
result, accessis either more expensive or delayed in comparison to other markets.

Similarly, Jersey Telecom’s strategic options, such as its ability to make large acquisitions or expand into other
jurisdictions are also constrained by its size.

Many of these challenges would be addressed if Jersey Telecom became a part of alarger company. For instance,
it would then be better equipped to bring the latest technologies to Jersey, benefit from economies of scale and
compete more effectively. Alternatively, as part of an investor’s portfolio, it could have access to a range of
technologies and content that would improve its strategic positioning. These benefits would be transferred directly
to consumers, and to the local economy.

It should be reassuring to note that the Chief Minister’s Economic Advisor’s report analysing the economic
implications of the proposed sale of Jersey Telecom, cites empirical evidence that efficiency gains are one of the
key improvements post private ownership.

5.3 ThePotential of Jersey Telecom

The Treasury, on behaf of the States, is rightly a conservative rather than speculative investor as it has
responsibility for the taxpayers assets. Hence, it has been the Treasury’s policy not to take unnecessary risks on
the investments it holds on behalf of taxpayers. As such, Jersey Telecom’s capital structure is deliberately a
conservative one.

Amongst other things, likewise, whilst Jersey Telecom has pursued some initiatives such as mobile services on
cruise ships and bulk text messaging services, these are still a small part of its overall revenues. There are other
similar opportunities, of higher risk and return, that Jersey Telecom could pursue, although they would increase
therisk profile of Jersey Telecom.

Under independent ownership, Jersey Telecom would be able to realise its full potential through new initiatives
without being constrained by States ownership. Jersey Telecom’s enterprising culture, willingness to explore
“start up” options, existing roaming and interconnect agreements and the tax advantages of operating in Jersey are
clear indications that Jersey Telecom is uniquely positioned to successfully explore these options.

Summary
Jersey Telecom isa well run, efficient and attractive company with a strong financial track record. It faces

some strategic challenges that could be addressed if it was part of a larger entity. In addition, if Jersey
Telecom were to beretained under public ownership, it will be constrained by the Treasury’sreluctance to
take significant riskswith taxpayers’ assets.






6. Employee Related | ssues
6.1 TUPE Legislation

The protection of the rights (including rights as to pension) of the employees of Jersey Telecom (which for this
purpose includes Wave Telecom in Guernsey) is aprimary consideration in relation to any potential sale of Jersey
Telecom. Such employees are important stakeholders in any sale process, and their support and confidence are
key to both the future operations of the Company and to any sale of the shares in the Company. The interests of
the Jersey Telecom employees have therefore been fully addressed in putting forward the various
recommendationsin this Proposition.

There has been concern expressed by some that the sale of Jersey Telecom should not occur until such time as
Transfer of Undertakings (Protection of Employment) regulations 2006 or ‘TUPE’ style legislation (of the nature
in force in the UK) has been adopted in Jersey — the suggestion having been made that this legislation was
necessary in order to provide essential protection to the employees of Jersey Telecom. However the Jersey
Telecom’s employees are currently well protected already benefiting under the existing legal regime in Jersey and
their existing contracts of employment to a degree similar to that afforded by UK TUPE, in many respects. Indeed
many of the protections Jersey Telecom employees currently enjoy, and will continue to enjoy, are considerably
in excess of those which would be afforded by UK style TUPE law.

Two points support the above conclusion:

. First, TUPE is of no relevance to the proposed transaction. Specifically, UK TUPE, even if adopted in
its entirety in Jersey (which is, of course, not a certainty), would not apply to a sale of shares. In
conseguence, delaying any proposed sale of shares of Jersey Telecom until such time as TUPE style
legislation is adopted in Jersey would not benefit employeesin any way

. Second, in the event of a subsequent asset or business transfer following any sale (which is a transaction
of a nature which would attract the operation of TUPE if in effect in Jersey - even although such a
transaction may never actually occur), the Jersey Telecom employees are protected to a level that is
overall higher than that which would be provided by TUPE under their existing contracts of employment,
collective arrangements and Jersey Law as currently in force.

It is clear that TUPE could apply to a sale of assets or a business following any sale of the shares of Jersey
Telecom. This Report considers whether delaying any share sale until the adoption of new TUPE legislation could
benefit the employees of Jersey Telecom in a manner which is not provided for or which cannot otherwise be
provided for through their employment contracts and/or relevant share sale documentation. Although the
employees have a high degree of protection currently, it is nevertheless possible to improve through the
transaction documentation, (to a greater degree than would otherwise be provided through TUPE, were it
applicable in Jersey) certain limited aspects of the protection which they would have post sale. In connection with
key terms of TUPE, the position can broadly be summarised as follows:

*  Statutory Protection against Dismissal and the Automatic Transfer Principle: akey provision of TUPE
isthe right of an employee to protection in the event of abusiness or asset transfer, where his’her employment
is transferred by operation of TUPE. An employee who is dismissed for a reason that is connected to the
Transfer (that cannot be justified by an employer under TUPE) may bring a claim for wrongful and unfair
dismissa in which case the employee is entitled to recover compensation for such dismissal - the level of
compensation being determined by the relevant UK Employment Tribunal. In Jersey, an employee would be
likely to have a claim for wrongful dismissal under common law (it being a fundamental change in the
contractual position to change the identity of the employer without consent) and for unfair dismissal under the
existing statute for failure to follow a fair procedure leading to redundancy. Pursuant to the Employment
(Jersey) Law 2003, the Jersey Employment Tribunal is required to award a fixed payment for unfair dismissal
based on length of service - the maximum award being 26 weeks salary

*  Further, in the event of any secondary asset or business transfer post sale, no transfer of an employee could



be effected without the consent of the employee, thereby giving the employee an effective right to agree to the
terms of any transfer which would not be available under TUPE. Currently, Jersey law will in the event of a
transfer of assets or a business (including a purported transfer of employees without consent) give the Jersey
Telecom employees a right to a claim for wrongful dismissal, unfair dismissal, and/ or an enhanced
redundancy payment. In the case of Jersey Telecom, under their existing contracts of employment, the
Company’s employees are aready entitled to an exceptionally high level of redundancy payments — in certain
cases amounting to up to 75 weeks salary. Therefore

— Inso far asthere may be atransfer of employment post sale, the Jersey Telecom Employees have a greater
say in such transfer under their existing contracts of employment than they would have under TUPE style
regulations if in force in Jersey, because they would not be obliged to transfer to the new employer
(which would be automatic under TUPE) and could choose to accept the enhanced contractual
redundancy termsinstead

— The employees would have a greater degree of financial compensation under their existing arrangements
than would exist under TUPE

It is therefore preferable (certainly from a Jersey Telecom employee’s perspective) to retain the employees’
existing contractual and collective rights, rather than to defer the transaction pending the adoption of TUPE
style legislation in Jersey. In the context of the proposed transaction, it should be a condition of proceeding
with the transaction that the share purchase agreement entered into with any proposed purchaser of Jersey
Telecom would include a provision to the effect that the purchaser would not seek to transfer assets from the
Company or enter into any outsourcing arrangement for an agreed period post privatisation - thereby ensuring
that there is a contractual commitment given to maintain the business in its current form and not give rise to
the events which could trigger either transfer of employment or redundancy payments;

*  Duty to Inform and Consult: TUPE provides employees (or their unions or elected representatives) with
rights of consultation in the event of any business transfer. Save for those Jersey Telecom employees who are
not unionised, the existing collective agreement for Jersey Telecom employees which the Company has
agreed with Amicus provides extensive rights of consultation. It is clear that the existing rights provide
protection of a similar nature to TUPE, and there is no benefit to the employees of Jersey Telecom to delay
any transaction solely for the purpose of enacting a right which is currently aready recognised by Jersey
Telecom. To the extent that any particular (non unionised) employees fedl prejudiced by not having a
statutory right, it is proposed, as part of any transaction, to amend such employee’s contract terms with the
Company to provide a contractual right of consultation in the event of a transaction to which TUPE would
apply, in line with the existing Collective Agreement

*  Purchaser Consultation Obligation: In addition to a right of consultation with employees, TUPE also
extends to a potential purchaser of assets, requiring such purchaser to disclose to employees the intended
purchaser’s intention for the business being acquired. Such a consultation obligation of a nature
commensurate with that afforded by TUPE aready effectively exists for Jersey Telecom employees. In
consequence, there is no need to delay any transaction for the purpose of enacting a right which already exists
for the benefit Jersey Telecom employees

*  Prohibition on changing terms and conditions of employment: Under TUPE, a purported variation to a
contract of employment isvoid, if the reason for the variation is a transfer itself or a reason connected with a
transfer, in each case entailing changes in the workforce. Under Jersey law and the existing contracts of
employment of Jersey Telecom employees, no fundamental variation of employment terms is possible
without consent (and consultation) — a situation which provides a similar level of protection to employees to
that which would be afforded by TUPE.

* Potential adver se effect of TUPE for Employees: TUPE not only protects employees’ rights, but it can also
serve to protect employers interests in making it easier to transfer employees from one employer to another
without triggering potential redundancy dismissal liability. If the employee objects to the transfer under
TUPE, employment is deemed to terminate without liability, and certainly in the case of an asset or business



transfer under a TUPE regime, recourse could not be had by the employee to enhanced redundancy payments as a
result of the transfer itself. It is possible to provide employees with a choice as between redundancy payments
and ongoing employment with any prospective purchaser of a business or assets beyond the sale of Jersey
Telecom which would not be possible under a TUPE regime. Therefore TUPE, while providing certain
important rights in favour of employees, does not provide any greater benefit to the employees of Jersey
Telecom than they current have under Jersey law and their existing contracts of employment and collective
arrangements

In addition, any purchaser of Jersey Telecom shall be required to commit contractually that, as part of any sale
transaction, such purchaser will at all times respect and comply with the terms of employment of the employees of
Jersey Telecom and will not (and will not require the Company to: (i) amend the terms of employment of Jersey
Telecom employees (other than in a manner which is beneficial to the employees) for an agreed period post sale,
and (ii) seek to transfer assets or part of the business of Jersey Telecom or enter into an outsourcing arrangement
for an agreed period post sale.

Careful consideration has also been given to the protection of the employees in the Guernsey business. In terms of
contractual and statutory protection, these employees are in a very similar position to the Jersey employees and
will accordingly be treated in the same way.

As there is no union presence in the Guernsey business, the Guernsey employees will be given the opportunity to
join with the non-unionised Jersey employees as regards consultation rights in any asset sale or outsourcing
following the sale. The pension rights of the Guernsey employees will be protected in the share sale in so far as
they are members of the Company's pension scheme which will transfer with the business.

6.2 Pensionsrights

An over-riding principle of any potential sale is aso to ensure that the existing pension rights of the employees of
Jersey Telecom should be protected. In this regard, such rights are protected by virtue of the fact that in any sale
the existing terms of PECRS as applicable to Jersey Telecom and its employees will continue to apply to the
Company as a privatised entity.

In dealing with pension rights, irrespective of any possible sale, but in the context of allowing the Company
appropriate commercial freedom to operate in a competitive market place it is essential that the Company be
afforded the flexibility to deal with new employees in the manner it sees fit, and the PECRS rules (and any
relevant regulations pertaining thereto (in particular the regulation requiring 90% participation)) will be amended,
in a manner consistent with the arrangements already in place for Jersey Post, to afford the Company such
flexibility.

Finally, the transaction documents in any sale, will reflect the over-riding criteria being that any financial shortfall
in the existing fund should be funded by the purchaser as part of the sale process.

Summary
As a result of existing contractual and collective arrangements, existing employment legislation and the

additional measures the Minister and Company are prepared to enter into, should the proposed sale
proceed, the employment rights of existing Jersey Telecom employees will be protected to an overall level at
least as good as that which would exist were UK style TUPE adopted in Jer sey.



7. States Investment in Jersey Telecom and Strategic Reserves Policy
7.1 Proposition 133/2006 and the Strategic Reserve

This section explores in further detail the principles of the Strategic Reserve and evaluates the rationale of the
States continued ownership of Jersey Telecom.

At its meeting on 5 December 2006, the States, with reference to the Economic Growth Plan, the development of
anew Fiscal Strategy for the Island and the Strategic Plan, approved proposition 133/2006. This approval of this
proposition established the Stabilisation Fund and more closely defined the purpose of the Strategic Reserve, both
of which are measures designed to provide a framework for greater economic stability on the Island. A full copy
of P.133 isset out in Annex A4.1.

There had been considerable debate in the past over the purpose of the Strategic Reserve. The original intention
when the fund was established in 1986 was to provide the Island with a degree of insulation from external shocks
to the economy. However, over the years the fund had also been used to finance capital projects when the Island
was in recession and for investment in economic development.

This uncertainty was addressed by the States approval of the Strategic Reserve’s purpose as follows:

“the Strategic Reserve, established in accordance with the provisions of Article 4 of the Public Finances
(Jersey) Law 2005, should be a permanent reserve, where the capital value is only to be used in
exceptional circumstances to insulate the Island’s economy from severe structural decline such as the
sudden collapse of amajor Island industry or from major natural disaster”.

In other words the Strategic Reserve is an insurance policy to insulate current, and future generations, from the
worst effects of severe economic decline. Examples of the ways in which the fund could be used include:

. Preventative measures to protect the economy against threats with implications of a severe structural
scale

. Proactive measures to assist change in the structure of the economy where uncontrollable factors force
changes of a severe and structural nature

. Responsive measures to assist recovery in the aftermath of an event having severely damaged the
economy

The States with the adoption of P.133 aso agreed to continue to build up the Strategic Reserve as a proportion of
annual expenditure and Gross Domestic Product (GDP) to a minimum level of approximately 20% of GDP and if
possible further. In broad terms this would eguate to an initial target of approximately £600 million. The current
level of the Reserve is approximately £477 million. Clearly the sale of Jersey Telecom would assist the States tc
meet one of its key aims in respect of the long-term fiscal strategy and as such put in place a framework to
safeguard the continued prosperity of all Islanders.

7.2 Suitability of Jersey Telecom as a Strategic Reser ve | nvestment

Following the transformation of the industry model and the separation of ownership and operation and the
development of an independent regulatory framework, the States ownership of Jersey Telecom is no longer
required to ensure consumer protection and investment in essential infrastructure on the Idand. As a result, the
States owns Jersey Telecom purely as an financial investment.

States investments that are financial in nature should rightly reside within the Strategic Reserve. However, given
the purpose of the Strategic Reserve, the States’ shareholding in Jersey Telecom is not a suitable asset to be
retained under the Strategic Reserve for the following reasons:

. Jersey Telecom isan “On-lsland” investment



- The Reserve will need to be utilised in the event that Jersey’s economy suffers or is under threat
of a severe structural decline. It is highly probable that under such circumstances, the value of
Island-based assets would also be depressed and thus worth considerably less at a time when the
States would wish to sell

- It is therefore logical to invest the Strategic Reserve in off-Island assets as the value of these
assets are less likely to be correlated to the economic conditions in Jersey

. Jersey Telecom isan illiquid investment

- There is a possibility that a significant proportion of the fund would need to be realised quickly
in the event of amajor natural disaster or severe structural economic decline

- As a private company, Jersey Telecom would take at least four to six months to sell when the
States wishes to realise its value, but it should be noted that the States decision to sell could well
take even longer

- In addition, if the States is forced to sell Jersey Telecom at short notice, it will have to do so
regardless of whether it is a good time to do so, or whether there are many interested buyers. In
these circumstances the States is likely to get alower price than through a planned sale.

. Jersey Telecom does not offer sufficient asset diversification for the Strategic Reserve

- Jersey Telecom represents too large a single investment for the fund, effectively meaning that
the States risks having too many of its eggs in one basket

- Having small investments in several assets provides for lower overall risk than having a large
investment in a single asset, as its minimises losses resulting from asset-specific
underperformance

- Underlining the importance of diversification, the Treasury has a long standing investment rule
that no single investment may have a value greater than 5% of the total value of the fund. The
value of Jersey Telecom, even with the most conservative of estimates, would clearly exceed this
limit by several times

. The returns on continued investment in Jersey Telecom are likely to be no greater than investment in a
less risky diversified portfolio of investments

- Based on analysis carried out (ignoring that owning Jersey Telecom is ariskier investment than
a portfolio of diversified assets and assuming Jersey Telecom can be sold for intrinsic value)
selling Jersey Telecom now and reinvesting in a portfolio of investments similar to those
currently held by the Strategic Reserve should generate higher returns

- If Jersey Telecom could be sold for a consideration at the high end of its fundamental value
range, the benefit in ten years time of selling now and reinvesting over continued ownership of
Jersey Telecom is estimated to be over £70 million.

The regulatory developments detailed in Section 4 and the investment rationale presented in this section are the
primary reasons why the proposal to divest of the States shares in Jersey Telecom and reinvest the proceeds in
assets more aligned with the objectives of the Strategic Reserve has been brought forward.

Summary
Following the establishment of a robust regulatory framework and the separation of ownership from

operation the States owns Jersey Telecom purely as a strategic financial investment. The States strategic



financial investments provide an important insurance policy against the Island suffering serious economic
decline.

Jersey Telecom is not a suitable financial investment for this purpose asin the circumstances in which the
States would need to realise its investments Jersey Telecom would probably be difficult to sell and have a
much lower value.

Accordingly, Jersey Telecom should be sold and the proceeds invested in an off-Island diversified portfolio
of investments, which not only will provide superior annual returns but also a greater return in the
circumstancesin which they will need to be realised.



7.3 Form of Sale

The consultation paper indicated an initial preference for a trade sale, being the sdle to another
telecommunications operator, over other forms of sale, such as an Initia Public Offer (“IPO”) or a sde to
investors.

Supported by analysis from Citigroup, who have considerable experience in executing transactions, sale processes
and IPOs, it is confirmed that a sale process (but not necessarily a trade sale) rather than an PO would be the
most appropriate route.

The main drawback of the IPO route is the risk exposure it presents in terms of transaction and price certainty.
Unlike in a sale process where any discussions are conducted directly with the buyers and indications of interest is
clear from the early stages of the process, an IPO is a very different process with many investors investing
simultaneously in the final phase.

This makes the 1PO route very exposed to equity market conditions — should markets turn for the worse the 1PO
route may cease to be viable or may not provide the desired valuation that would enable a sale to be executed.

In addition, investor demand for Jersey Telecom would only be determined at the final phase - hence the States as
vendor would have relatively little feedback about investor enthusiasm for the investment story of Jersey
Telecom, the level of interest and the quality of the eventual investorsin Jersey Telecom. In addition, there is no
indication of investor value expectations in relating to the price of Jersey Telecom shares until the final phase.

There would be no certainty on who the buyers of Jersey Telecom would be, what they could contribute towards
Jersey Telecom, how long they would want to retain their ownership in the Company nor whether they would
enable the States to achieve the sale principles.

By contrast, in a sale process, buyers can be shortlisted based on their ability to meet the States sale principles and
the selected buyer can be engaged in a negotiation process around the sale principles, enabling constructive
discussionsin relation to employee issues and infrastructure investment.

Maximising the returns on a sale is akey objective. Because an PO represents the sale of alarge block of shares
into the market, it typically requires a discount to the fair value of the company to execute. Thisis opposed to the
case of asaleto asingle buyer, who would be expected to pay a premium for control.

In addition, a sale through the PO route would be subject to some further considerations that result mainly from
the nature of equity markets. Equity investors generally prefer if part of the proceeds of the IPO went towards the
company (i.e. they were investing directly in the business) rather than only towards exiting shareholders. Equity
investors also prefer that the selling shareholder retains a significant shareholding in the company sold as this
reinforces investor confidence in the prospects and value potential of the company. Whilst these two aspects are
not regquirements, they are regarded as attractive features of an PO against which the States sale of its entire stake
in Jersey Telecom would not stack up well. To look at it another way, to achieve a successful 1PO would mean the
States may not be able to exit its stake fully, hence not achieving its sale objective.

However, if only a partial stake was sold via an |PO, the States, as the largest shareholder in Jersey Telecom
would retain a strong influence.

From the perspective of Jersey Telecom as a going concern, an 1PO would not be able to address any of the
strategic challenges currently faced by Jersey Telecom. In addition to a high level of disclosure required at the
time of transaction, an PO would place onerous regular financial reporting and disclosure requirements on Jersey
Telecom in addition to the cost of maintaining alisting.

Post the listing, share price performance is dependent on continued investor interest in the stock which is helped
by comprehensive research coverage. As a small company, trading volumes in Jersey Telecom may be low. This
would also complicate a further sell down on the States shareholding if it does not exit fully in the initial 1PO
phase. It should also be borne in mind that the share price could move either up or down, it is by no means a



forgone conclusion that share prices only move upwards.

Summary
A sale process is most likely to achieve the stated sale principles. A sale process will allow for the selection

of a bidder on the basis of the bidder’s ability to support the Jersey economy and to provide for the long
term development of Jersey Telecom. In addition, it allows for constructive negotiations to safeguard
employee interests and ensure the maintenance of essential infrastructure. Finally, a sale process will
generate greater interest from the most desired investors, offer greater certainty of a transaction and better
visibility on valuation, all of which will go toward realising an optimal outcome for the people of Jersey.



7.4  An Inclusive Sale Process

The professional advice received is that the sale process should be structured to be as broadly encompassing as
possible, providing the opportunity for trade buyers, investors and possibly aternative investor groups to
participate in the process, as this will maximise sale proceeds whilst aso meeting the other criteria.

Thisis partly aresult of varied responses to the consultation process. Many responses were received in support of
atrade sale, some responses were received in support of a sale to an investor and some voices called for a ‘local’
solution’ — the sale of Jersey Telecom to a group of local investors and / or Jersey Telecom employees followed
by aflotation of Jersey Telecom on the Channel I1slands Stock Exchange.

With regards to trade buyers, there were views that only trade buyers would be able to add value to Jersey
Telecom and opposing views that a large trade buyer might be less likely to place sufficient emphasis on its
investment in Jersey post any transaction owing to the small size.

With regards to investors, there were views that investors would be less desirable owners as they would be less
able to bring economies of scale and access to technologies. However, such views may result from error of
perception. It is unfair to work on the assumption that investors would categorically have nothing to contribute
beyond reorganising the capital structure of Jersey Telecom. There are funds that would focus on growing Jersey
Telecom rather than aggressively leveraging the Company. Investors with experience in growing operations and
with a portfolio of investments in the relevant fields, such as mobile content aggregation, internet protocol private
data networks and, most importantly, innovative products tailored for the financial services industry, would be
equally well positioned to address Jersey Telecom’s strategic challenges and help it fulfil its potential.

In addition, the process should not preclude individuals or investors with a credible background in
telecommunications or origina but sound ideas for Jersey Telecom. If a group representing local investors came
forward, they would be considered.

However, the processis not intended to be undiscriminating at any cost to maximise returns on the sale. Thereisa
balance to be achieved, through vetting the buyers to ensure that the bidders are credible and suitable owners of
Jersey Telecom. It would also be important to make certain that bidders were serious and prepared to commit
appropriate resources to their bids ensuring an expeditious sale process. Most of al, bidders would be expected to
demonstrate the ability to ensure the success of the Jersey economy, a strategic vision for Jersey Telecom and
readiness to work with the States to achieve the sale principles, including that relating to employee matters.

The criteria for determining buyers considered appropriate owners of Jersey Telecom, at the preliminary phase,
and who would be invited to participate in the sale process is set out in Section 8. For instance, criteria that would
qualify a trade buyer to participate in the process could include demonstrated expertise in various sectors within
the telecommunications industry, and a track record of revenue and profitability for a number of years. Investors
would be required to demonstrate an investment profile and track record compatible with the Island’s interests,
availability of funds of certain size thresholds, demonstrated ability to create value with regards their investments
to qualify to participate in the process.

At more advanced stages of the process, buyers would be shortlisted on the basis of criteria including bidder
credibility, valuation, terms and conditions to the sale, financing, contingencies required and ability to meet the
sale principles.

Summary
An inclusive sale process would allow for the participation of a diverse range of buyers including trade

buyers and investors, subject to the vetting of participantsthrough clearly defined criteria. It is an efficient
and structured process generating interest in the asset and allowing for the selection of a buyer that best
meetsthe sale principles.



75 Sizeof Staketo be Sold

The consultation paper stated that a sale of the States entire stake would be the preferred option asit is the most
likely to deliver on the sale principles of ensuring the continued success of the Jersey economy, providing for the
long term development of Jersey Telecom, safeguarding employee rights and ensuring an optimal value for
reinvestment on behalf of Jersey’s taxpayers.

There were severa responses that were in agreement that the entire stake should be sold for the same reasons
cited. There were also responses that believed the States should retain a majority (51%) stake in Jersey Telecom.
These people believed that it would be beneficial for the States to retain some control of an important asset and
service.

Based on professional advice with regards to the size of the stake to be sold, the sale of afull stake is the best path
forward. It is preferable to the sale of a majority stake (i.e. a stake between 100% and 50%) which is in turn
preferable to the sale of aminority stake (i.e. a stake between 0% and 49%).

The sale of a full stake is more likely to attract buyers that are best positioned to fulfil the sale principles of
ensuring the continued success of the Jersey economy and providing for the long term development of Jersey
Telecom.

A full stake would draw interest from the widest pool of buyers. The number of buyers that would be interested in
a full stake is likely to be higher than that which would be interested in a majority stake due to the greater
opportunity for integration, synergy realisation and capital restructuring presented by a full acquisition. The sale
of afull stake would also ensure that potential bidders are not discouraged by the lack of full control or the size of
the transaction. Jersey Telecom is significantly smaller than the incumbent operators in many of the European
countries, in the same way that the population of Jersey is significantly smaller. The size of Jersey Telecom is
itself already areason it may be overlooked by some of the prospective buyers and selling only a majority stake
may put Jersey Telecom further below the radar.

The sale of afull stakeis likely to best incentivise the bidders to provide products and services of the best quality
at the most affordable prices for consumers. A full sale, conveying full control, provides the greatest incentive for
integration and realisation of synergies. Hence, it would encourage the highest level of cost savings in the
procurement of consumer devices and network equipment, transfer of technology and enhancement of product
offering and improvements in operating efficiency resulting from economies of scale. To a certain extent, the
continued presence of the States shareholding would hold Jersey Telecom back from full integration and synergy
realisation.

The strategic challenges faced by Jersey Telecom are referenced in Section 5.2. The presence of alarger telecoms
entity or an independent investor, would better position Jersey Telecom to address many of these issues. In
addition, a larger entity would be able to provide Jersey Telecom with the strategic direction to further its
potential. In this regard, continued States shareholding would limit Jersey Telecom’s potential to pursue more
enterprising opportunities.

Hence, for the reasons cited above the sale of afull stake is more like to achieve the sale principles of ensuring the
success of the Jersey economy and the long term development of Jersey Telecom. The sale of a majority stake
would deliver more modestly on these two principles with concerns over the level of influence the States is likely
to retain and the level of operating flexibility the buyer would be granted. A minority stake would not deliver on
the sale principles given the degree of influence conveyed and the resulting ability to add value.

With regards arguments that States ownership is desirable to ensure consumer protection and investment in
essential infrastructure, even if the States engaged in the sale of a mgjority stake and continued to retain a stake in
Jersey Telecom, it would be inappropriate for the Treasury, in its capacity as shareholder in Jersey Telecom, to
interfere with the regulation of the telecomsindustry.

Employee and pension issues has been one of the key issues at the core of reservations voiced in relation to any
sale process and in particular to a complete exit from the States investment in Jersey Telecom. There were callsto



consider the retention of a significant stake by the States to ensure protection of employee rights.

Given the commitment to the principles underlying the sale, direct negotiations with the prospective buyer would
be undertaken to ensure the protection of employee rights post transaction. It should be noted that, even if the
States retained a minority stake in Jersey Telecom post any sale, its control and influence would be diminished,
and the protection of employee rights through this approach could not be guaranteed.

In addition, as described in Section 6, measures will be put in place to ensure that the pension rights and
employment terms of Jersey Telecom’s employees are safeguarded sufficiently to ensure that employees will be
no worse off under full, majority or minority ownership of Jersey Telecom as compared with States ownership.

Only the sale of a full stake would meet all of the States objectives with regards the purpose of the Strategic
Reserve and optimising valuation and reinvestment on behalf of taxpayers.

Section 7.1 discussed the purpose of the Strategic Reserve, and Section 7.2 discussed the suitability of Jersey
Telecom as a Strategic Reserve investment, concluding that it was not an appropriate investment as it was an on-
Island and illiquid investment that did not provide for asset diversification nor returns to investment outweighing
the these risks. Only the sale of afull stake in Jersey Telecom would adequately address these issues. The sale of
either a majority or minority stake would continue to leave the States with a large exposure to an illiquid, “on-
Island” asset without optimising returns from investment.

With regards the sale principle to optimise value for reinvestment on behalf of shareholders, the sale of a full
stake is most likely to deliver given its ability to generate interest in the asset and its ability to extract an optimal
valuation.

The sale of afull stake would generate the widest buyer interest in the asset. Apart from ensuring the participation
of desired buyers, it will serve to generate enthusiasm for the asset through the perception of strong competition
amongst buyers for the asset. Thisis critical to maximising proceeds from the sale of Jersey Telecom.

Over and above proceeds relating directly to the size of the stake sold, the sale of a full stake commands a fuller
valuation than the sale of a mgjority or minority stake. This premium is attributable to the level of control of the
asset attained, justified through a higher level of control enabling a higher level of integration and greater
realisation of synergies. The sale of a majority stake would also command such a premium athough to a lesser
extent given the degree of influence retained by the States. The sale of a minority stake without the cessation of
control and conveying limited influence would not command a premium over and above the value of the stake
and more likely command a price inline with an PO value range.

Moreover, the sale of a stake other than a full stake would reguire thought to be given to the ability to realise
value on the retained stake in Jersey Telecom when required and at attractive valuations given the presence of a
significant shareholder other than the States. Such a scenario is unlikely to lead to the attainment of an optimal
valuation for the remaining stake in Jersey Telecom.

By contrast with the sale of a majority or a minority stake, the sale of afull stake represents afar cleaner and less
complex transaction.

The sale of a mgjority or minority stake would result in the presence of two dominant shareholders, with
potentially different views on Jersey Telecom and different investment profiles. To avoid any possible conflicts
later on, the shareholders would need to agree on extensive issues upfront. These include board representation and
corporate governance issues. The other shareholder, particularly if it is a minority shareholder, may need to be
incentivised to treat Jersey Telecom as more than just a financial investment. Joint decisions would be required at
every juncture, including with regards Company strategy, investments in infrastructure and pursuit of new
opportunities.

Agreements would also have to be reached for a range of contingency scenarios, such as if one shareholder were
to decide to exit in the future. Such agreements would need to capture whether the stake could be sold to a third
party or if both shareholders had the same opportunity for exit.



A review of the sale of incumbent telecom operators by the European governments in a sample of the smaller
countries reveals that some of these have involved the sale of a sizeable stake rather than a full stake, the sae of
tranches of shares over time, or sometimes the sale of a sizeable stake alongside an 1PO.

Nevertheless, in Europe as a whole, significant government stakes in the incumbent telecom operators is not the
norm. Rather, there has been a clear trend towards governments completely exiting their stakes in the incumbent
telecom operators, as illustrated below.

Unlike several of the governments who sold in tranches to finance immediate expenditure or service existing
debts, the main reason for the proposed sale of Jersey Telecom is the adoption of investment criteria appropriate
to the States Strategic Reserve’s uses. As stated above, the sale of a mgjority or a minority stake would not fulfil
this objective.

Furthermore, any plan to sell Jersey Telecom not through a single sale but through severa tranches would be a
long and expensive process, not suited for an asset the size of Jersey Telecom.

Summary
In summary, the professional advice taken has confirmed the sale of a full stake through an inclusive sale

process as the best option. The sale of a full stake would incentivise the prospective buyer to contribute
towar dsthe success of Jersey’s economy and the long term development of Jersey Telecom, allowing for the
realisation of the potential of both the market and Jersey Telecom. The States has committed to the
principle of safeguarding employeerightsto the extent that the size of the stake sold would not be material
to this. The sale of a full stake is likely to generate the greatest buyer interest and enable an optimal
valuation for the asset. The sale of a full stake would also represent a cleaner, less complicated process.



Size of Government Stakes in Incumbent Telecom Operators

0% < 50% > 50% 100%
Armenia Austria Bosnia & Herzegovina Albania
Armentel Telecom Austria (25%) Telekom Srpske (65%) Albtelecom
Bulgaria Croatia Belgium Cyprus
BTC T-Hrvatski Telecom (49%) Belgacom (50%) Cytanet

Czech Republic
Telefonica 02 CZ

Denmark
TDC

Georgia
Telecom Georgia

Guernsey
C&W Guernsey

Iceland
Siminn

Isle of Man
Manx Telecom

Ireland
eircom

Italy
Telecom ltalia

Liechtenstein
Telecom Austria

Montenegro
Crnogorski Telekom

Netherlands
KPN

Norway
Telenor

Poland
Telekomunikacja Polska

Portugal
Portugal Telecom

San Marino
Telecom lItalia San Marino

Serbia
Telecom Serbia

Spain
Telefonica

United Kingdom
British Telecom

Estonia
Eesti Telecom (27%)

Finland
TeliaSonera (14%)

France
France Telecom (32%)

Germany
Deutsche Telecom (31%)

Greece
OTE (39%)

Hungary
Magyar Telecom (0.3%)

Lithuania
TEO LT (2%)

Macedonia

Makedonski Telekom (35%)

Malta
Maltacom (40%)

Monaco
Monaco Telecom (45%)

Romania
Romtelecom (46%)

Slovakia
Slovak Telekom (49%)

Sweden
TeliaSonera (45%)

Turkey
Turk Telecom (45%)

Latvia
Lattelecom (51%)

Moldova
MoldTelecom (51%)

Switzerland
Swisscom (62%)

Faroe Islands
Faroese Telecom

Luxembourg
EPT

Slovenia
Telekom Slovenije

Note: Current government stake in brackets.

8. Sale Principles and States Approval



The Telecommunications (Jersey) Law 2002 obliges the Minister for Treasury and Resources “to act in the
interests of the States as holder of securities”, however the States explicitly retains the power, under the
Telecommunications (Jersey) Law 2002 to dispose of the shares in Jersey Telecom or the associated ownership
rights.

The legal requirement for any disposal of shares in Jersey Telecoms is contained in the Telecommunications
(Jersey) Law 2002, the relevant section being Article 32(5):

5) The Finance and Economics Committee [now Minister for Treasury and Resources] may exercise
the powers of the States in their capacity as holder of securitiesin a principal company (or in any
other capacity regarding a principal company), but not the following powers (which may be
exercised only by the States) —

@ the power to dispose of the shares or share rights in a principal company, or create or
dispose of security interests over those shares or share rights or otherwise charge those
shares or share rights;

Consequently, as “holder” of the shares, the Minister of Treasury and Resources does not have the authority to
conduct a sale as any changes to the shareholding of Jersey Telecom require the approval of the States.

Accordingly the Treasury and Resources Minister is proposing atwo stage approval process:

1. Agreement in principle by the States to the sale of Jersey Telecom and to the Minister of Treasury and
Resources entering into a sale process

2. States approval of the material terms of the proposed transaction including the buyer, the sale proceeds,
and the buyer’s investment and employee commitments



Tablel

Sale Principles

The Minister will commit to propose a sale of Jersey Telecom only if it is consistent with the
following principles:

D
2)

(3)
(4)

Sufficient arrangements are in place to protect the Island’s consumers and ensure the
maintenance of the Island’s essential telecommunications infrastructure.

The best possible basis is provided for the long term growth and development of
Jersey Telecom.

The existing rights of Jersey Telecom’s employees are adequately safeguarded.

The best price is obtained on behalf of the people of Jersey, consistent with the
above three principles, with the proceeds reinvested in the Strategic Reserve.



Process Principles
Table 2.

The Minister also commits to a smooth and well executed sale process in accordance with the
following principles:
D Selection of an appropriate buyer for Jersey Telecom.

. The qualification of trade buyers and investorsto participate in the process
will be based on transparent and clearly defined criteria. Such criteria
would include demonstrated expertise in various sectors within the
telecommunications industry and atrack record of revenue and profitability
for a number of years in the case of trade buyers; demonstrated investment
profile and track record compatible with the Island’s interests, availability
of funds of certain size thresholds, demonstrated ability to create value with
regards their investments to qualify to participate in the process

. The shortlisting of bidders will be based on criteriainclusive of the ability
to meet the sale principles as detailed 1 to 4 above including those with
regards to employee issues, investment in infrastructure, bidder credibility
and valuation

2 The Minister intends to propose the sale of the entire shareholding in Jersey

Telecom, but may, if appropriate, propose the sale of areduced shareholding,

representing no less than a majority stake in Jersey Telecom.

(©)) The Minister intends to propose selling the shareholding in Jersey Telecom as a
single entity in its current form. [ Subject to the requirements of the JCRA as set out
on the following page.]

4 The Minister intends to place conditions on the sale to protect the terms and
conditions of employment of Jersey Telecom employees.
5 The Minister will only propose that the States enters into definitive and binding

agreements with the selected buyer to effect asale, if the sale process attains at | east
the fundamental valuation of Jersey Telecom as quantified by the Minister’s
professional advisers.

(6) The Minister will also take all necessary professional and legal advice before
proposing the sale to the States.

The approval in principle of the States to the sale of Jersey Telecom will not necessarily translate into a certain
sale.

. If any of the principles in tables 1 and 2 above are not achievable the Minister for Treasury and
Resources will not propose a sale for States approval.

. Should the Minister for Treasury and Resources successfully negotiate a proposed sale in accordance
with the principles in tables 1 and 2 above the States will be asked to give final approva the materia
terms of the proposed transaction including the buyer, the sale proceeds, and the buyer’s investment and
employee commitments.

The sale of Jersey Telecom will also be subject to the terms of the Competition (Jersey) Law 2005, and in
particular Part 4 of that Law concerning Mergers and Acquisition. This would involve receipt of approval for any
transaction from the JCRA and would represent the only further approval needed before completion of any
transaction, the States having approved material terms of a proposed sale. (There are also ‘change of control’
approvals contained in the operating licences of Jersey Telecom Limited and Wave Telecom Limited which
would require separate approval by the JCRA and Guernsey’s Office of Utility Regulation.)

Financial and Manpower I mplications



Significant fees will be incurred in progressing the sale process. If the States agrees to the sale of Jersey Telecom
these fees will be offset against sale proceeds. If the States does not ultimately decide to sell Jersey Telecom the
fees will have to be written off and either financed from within approved budgets or through an additional charge
to the Consolidated Fund. There are no manpower implications arising from this proposal.
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SECTION 1: BACKGROUND

Until 1 January 2003, the States was the regulator, operator and owner of the only telecommunications provider in
Jersey. The Telecommunications (Jersey) Law 2002 completely changed this by splitting the roles of the
operator, owner and regulator whereby:

- The operator became the incorporated organisation JT Group Limited governed by an independent board
of directors;

- The owner became the Finance & Economics Committee, and subsequently the Minister for Treasury &
Resources, acting in the interests of the States as an investor in Jersey Telecom; and

- The regulatory role i.e. the responsibility for protecting the public interest, particularly the need to
maintain a robust telecommunications infrastructure and promote consumers’ interests, fell to the Jersey
Competition Regulatory Authority (JCRA) and the Minister for Economic Development.

The Telecommunications (Jersey) Law 2002 also ended Jersey Telecom’s monopoly in the local market by
empowering the JCRA to issue licences to new operators where thisisin the interests of users.

In the past, the States was involved in the ownership of the operator because telecommunications was seen as a
natural monopoly best entrusted to a public sector organisation. This ensured that infrastructure investment took
place to provide for such things as a universal service that might not have been provided for by private
investment. The industry model has now changed and the separation of operation and regulation, as achieved on 1
January 2003 when the new law came into force, puts in place a regulator to decide on the appropriate level of
competition in the marketplace and the controls in place to protect users’ interests.

This being the case, the sole remaining reason for the States continuing to own Jersey Telecom is as an
investment.

The Minister for Treasury & Resources is of the view that Jersey Telecom should be sold and the sale proceeds
placed in the Strategic Reserve where they should be invested in a diversified portfolio of equities and gilts.

This Discussion Paper seeks the views of the public on this proposal and in particular requests responses to a
number of questions contained in the report.



SECTION 2: THE COMPANY AND THE MARKET

Jersey Telecom

The National Telephone Company opened the first telephone exchange in Jersey in 1895. The Jersey exchange
network was taken over in 1912 by the British General Post Office which was then bought by the States of Jersey
in 1923 and named the States Telephone Committee. However, part of the network remained the responsibility of
the United Kingdom Minister for Posts and Telecommunications and this was only changed with the introduction
of the Telecommunications (Jersey) Law 1972, which vested in the States the exclusive privilege for the provision
of all telecommunications on the Island. This model of exclusive privilege was exercised by the States through the
Telecommunications Board (made up of members of the States) which was obliged to operate the statutory
monopoly.

The process of incorporating the operational activities of the States of Jersey Telecommunications Board into JT
Group Limited was completed on 1 January 2003 further to the bringing into force of the Telecommunications
(Jersey) Law 2002.

JT Group Limited (which includes the operation of Jersey Telecom in Jersey and Wave Telecom in Guernsey)
currently provides a complete range of fixed and mobile services to business and residential customers and for the
year ended 31 December 2005 reported an operating profit (before interest and tax) of £14.3m on a turnover of
£84.5m. In terms of a return paid by the company, the States was in receipt of £8.5m in dividends and a further

£1.95min taxationLll.

The company has maintained a strong balance sheet which placesit in a sound position to fund investment in its

Next Generation Network (“NGN”) and 3G mobile network rollout, whilst alowing it to support a strategy of

addressing competition in the Jersey and Guernsey markets arising from the presence of additional operators.




Trendsin thetelecommunications market in Jersey

As an international finance centre operating from an Idand location, the provision of resilient and reliable
telecommunications networks across which world-class services are available is fundamental to the continued
success of Jersey. Business and residential consumers alike demand, and have come to expect, the availability of
these services, and telecommunications companies in Jersey must invest heavily to ensure that they remain the
provider of choice.

Evidence of this required investment is contained in recent announcements from Jersey Telecom that it will be
investing a further £12m in upgrading its mobile network to offer 3G (high-speed) services over the next twelve
months together with an investment of similar magnitude in its fixed network such that it will be well positioned
to further expand its broadband and Voice over Internet Protocol (VolP) services. Other operators have also
announced that they will be investing heavily in order to launch mobile services: £15m in the case of Cable &

Wireless Jerseyl2! and £20m by Jersey Telenet (a subsidiary of Bharti Global LimitedS)).

The significant investment of each operator is indicative of the importance placed on high quality and resilient
networks.

Regulation in Jersey’s telecommunications mar ket

A robust regulatory framework that protects the interests of consumers whilst allowing operators to invest with
confidence is afundamental prerequisite to the continued development of Jersey’s telecommunications market.

The establishment of such arobust framework in Jersey was a key objective when the States agreed to the passing
of the Competition Regulatory Authority (Jersey) Law 2001 and the Telecommunications (Jersey) Law 2002.
Without such a framework, the sale of Jersey Telecom could not reasonably be considered an option for the
States.

The Telecommunications (Jersey) Law 2002 (“the Law”) empowers the JCRA to license any operators with
respect to telecommunications that concern Jersey. Under the terms of this Law, the JCRA has a primary
responsibility to perform its functions in “such manner as it considersis best calculated to ensure that (so far asin
its view is reasonably practicable) such telecommunications services are provided, both within Jersey and
between Jersey and the rest of the world, as satisfy all current and prospective demands for them, wherever
arising.”Er1

In so far asit is consistent with this primary duty, the JCRA is obliged to perform its functions in such a manner
asis best calculated to:
e Protect and further the short-term and long-term interests of users, wherever appropriate, through the
promotion of competition;
o Promote efficiency, economy and effectiveness in commercial activities connected with
telecommunications;
o Further the economic interests of Jersey;
e Impose a minimum set of restrictions on those engaged in commercia activities connected with
telecommunications;
e Ensure that those engaged in telecommunications activities have sufficient financial and other resources to



conduct those activities; and
e Have regard to the special needs of the disabled or those who have limited financial resources or particular
needs.

The JCRA meets its obligations through a process of licensing operators that wish to offer regulated
telecommunications services on the Island. It controls the abuse of any dominant position in the market through
the application of a more stringent set of licence conditions than those which apply to smaller operators or new
entrants and ensures that the set of services offered to consumers are sufficient to meet the current and prospective
demands for telecommunications services on the Island.



Consumer protection

In fulfilling its duties in respect of consumer protection the JCRA needs to have regard to matters such as
accessibility, affordability, high quality and reliability.

The JCRA achieves these abjectives in the first instance through the inclusion of a certain set of requirementsin
the licences that it issues to operators. There is a standard set of Public Service Conditions in the template
operating licence and this contains obligations including, amongst others: universal service; public emergency
calls; public payphones; and consumer protection.

The Minister for Economic Development also has a role in this connection and, where he considers that it is
desirable in the public interest to do so, is authorised under the terms of the Law to give written directions to the
JCRA in respect of principles, procedures or policies to be followed in relation to the implementation of any
social or environmental policies regarding telecommunications. Having received a written direction from the
Minister for Economic Development, the JCRA is obliged to ensure that the obligations set out therein are
achieved; how thisis done is a matter for the JCRA.

Furthermore, the Minister for Economic Development can change at any time by Regulation the objectives that
the JCRA are obliged to have regard to in the carrying out of its duty under Article 7(1) of the Law. These
explicitly include the provision of a universal service, socia service or cross-subsidised service and the provision
of certain tariffs.

The Minister for Treasury & Resources is of the mind that the above represents a more than adequate
safeguard for successful regulation of Jersey’s telecommunications industry such that the interests of
consumers are secured. However, he is keen to hear the views of interested parties on whether the
framework is sufficiently robust to allow the government to relinquish control of Jersey Telecom.



M aintenance of essential telecommunications infrastructure

The continued need for investment in essential infrastructure to ensure the provision of all current and prospective
demands for high-quality services to residential and business consumers is a key feature of the
Telecommunications (Jersey) Law 2002.

The Law provides that if demand for a certain service, in terms of quality or type, is not being met by licensed
operators in the industry, the JCRA is legally required to take steps to deal with this issue. To do so, it has the
powers to require licensed operators to make or contribute to investment in any infrastructure that is required for
the purposes of ensuring that these current and prospective demands for telecommunications services are provided
for.

It isthereforethe Minister’s view that any decision to divest of the States owner ship in Jersey Telecom will
not impact on the continued provision of essential telecommunications facilities on the Island. Views from

inter ested partieson thisopinion, and its basis, would be welcomed.

Competition in Jersey’stelecommunications market

Jersey Telecom’s licence to operate was issued by the JCRA and became effective upon incorporation on 1
January 2003. Since that date, severa other licences have been awarded following a process of application and
public consultation undertaken by the JCRA.

Amongst those licensed by the JCRA are a number of significant operators which include Jersey Telenet (a
subsidiary of Bharti Global Limited), Newtel Solutions and Cable & Wireless. All of these companies are in the
process of developing their presence on the Island. Furthermore, spectrum (radio) licences have been issued that
may result in additional entrants to the marketplace over time — an example being COLT Telecom as a possible
fourth competitor in the mobile market.

Given the development of a competitive marketplace and the powers currently available to the JCRA, the
Minister is unaware of any barrier, in relation to market structure, that should prevent the sale of Jersey
Telecom. Hewould beinterested to hear whether respondents also subscribe to thisview.



SECTION 3: THE GLOBAL TELECOMMUNICATIONS MARKET

Globally, telecommunications operators are facing two inter-related challenges. increased competition and
technological change. The adoption of Internet Protocol (IP) as a standardised technology has further accelerated
the pace of change in the already fast moving telecommunications market and the delivery mechanism of services
is diversifying to include both fixed and mobile networks. Consequently, these technology changes are often
described as “disruptive” to telecommunications operators as traditional revenue sources are eroded.

Technological change is coupled with increased competition amongst service providers. As markets are now
widely liberalised, alternative providers (who do not own or operate infrastructure) have been licensed to compete
in the same market place as network operators for telecommunications services. Competition is driving
telecommunications operators to react in anumber of ways that are changing the face of the industry:

o Operators are seeking opportunities to deliver growth and obtain economies of scale through acquisitions.
An industry trend towards consolidation is evidenced by large numbers of telecommunication related
transactions. This consolidation has seen both the acquisition of similar operations outside of the domestic
market, and in response to the convergence challenges, the acquisition of operators in different domestic
markets; and

e Operators are investing massively in the introduction of new emerging technologies, including broadband,
Voiceover IP (VolP), IP Television, 3G mobile and mobile TV in order to:
- position themselves as key playersin the provision of the next generation of services; and
- reduce their cost base in order to become more efficient and agile operators.

Maintaining appropriate levels of investment to deliver new products and services for small-scale
telecommunications operators is increasingly challenging and is afurther factor driving consolidation.

With the liberalisation of the global telecommunications markets, governments have recognised that in a
competitive market, public sector management of the state owned telecommunications operator was not ideal.
Most importantly the role of government has transformed into that of the regulator of a competitive market
landscape rather than the provider of telecommunications services. The response for state-owned
telecommunications operators has been full or partial privatisation to achieve this objectivity.

Jersey has successfully achieved the first part of this transformation through the introduction of independent
regulation. While this is broadly viewed as having been successful, the question has now progressed to the form
of risk attached to the States investment in Jersey Telecom rather than a debate about whether there is a
requirement for the States involvement in running an operator for the purposes of providing services that might
not otherwise exist.

Jersey Telecom is one of only afew operators of any note that remains fully stateownedﬂ31 and it isinteresting to
note that the governments of international jurisdictions that are in competition with Jersey are, for the most part,

not involved in the operation or ownership of the incumbent operators. Instead they have focused their efforts on
ensuring the implementation of an appropriate regulatory framework within which the telecommunications
market can effectively function. Examples of such jurisdictions include the Isle of Man, Guernsey and Monaco.

For the most part, European governments have divested all or part of their ownership in former state-owned



telecom companies. The success of these privatisations is demonstrated in the size, global footprint and scope of
activity and performance of previously state owned companies such as Telefonica, France Telecom and BT,
which are now global telecommunications leaders. While some governments have chosen to maintain a partia
shareholding in the incumbent operator, for reasons set out in Section 6, this is not the approach being advocated
by the Minister in this instance.

Given the pace of technological change and the requirement for economies of scale brought about by the
consolidation in the world’s telecommunications industry, the Minister is interested to hear whether
stakeholders believe that Jersey Telecom would be better equipped to compete successfully if, under
independent owner ship, it could benefit from access to such scale economies?



SECTION 4: JERSEY TELECOM ASA STRATEGIC INVESTMENT

Jersey Telecom as a Statesinvestment

As referred to previously, the Telecommunications (Jersey) Law 2002 split the role of regulator and operator that
was previous the responsibility of the States of Jersey Telecommunications Board. Regulatory responsibilities
were transferred to the independent JCRA and the responsibilities for the operational aspects of the
Telecommunications Board were incorporated into Jersey Telecom governed by an independent Board of
Directors.

In establishing a separation of operation and regulation, the States appointed the Minister for Treasury &
Resources as the party responsible for acting in the interests of the States as holder of the security interest in
Jersey Telecom.

It should be re-iterated that the responsibility of the Minister for Treasury & Resources under the terms of the
Law is “to act in the interests of the States as holder of securities”. As aresult, the Minister is legally obliged to
maximise the value of the States shareholding in Jersey Telecom and exercise the States interest in the company
solely on acommercial footing.

As a result of these obligations on the Minister for Treasury & Resources, the States investment in Jersey
Telecom has been operated as a commercial shareholding since it was incorporated on 1 January 2003. A
Memorandum of Understanding (MoU) between the Minister and Jersey Telecom establishes the basis for the
relationship between the parties. The MoU recognises the independence of the Board of Directorsin managing the
business, while at the same time identifying the Minister as the shareholder representative with a focus on
enhancing the long-term value of that investment.

Consequently, the decision on whether to sell Jersey Telecom must not be about maintaining an interest in a
telecommunications operator for the purposes of consumer protection or the meeting of social obligations; it must
be a decision on whether the investment strategy of the States of Jersey is best served by either maintaining or
divesting of its shareholding in the company.

In other words, this must not be a discussion about “selling the family assets”, but rather, a debate about how to
protect and enhance the value and form of those assets.

Investment Strategy of the States of Jersey

On the basis of the previous section which makes clear the obligation of the Minister for Treasury & Resources, it
is worth appraising Jersey Telecom purely as an investment within the context of the wider States Investment
Strategy.

The aim of the States is to maximise the long-term value of its strategic assets. The investment strategy and
policy for the States Strategic Reserve are currently under review by the Minister for Treasury & Resources;
however, the current policy which islow risk, and constituted of a diversified portfolio of fixed interest and equity



listed investments in entities with high credit ratings, is likely to be confirmed.

The Minister considers the investment in Jersey Telecom, for al intents and purposes, as a component of the
Strategic Reserve. If the investment is considered on the basis of the criteria used for the Strategic Reserve
though, it falls well outside the current and likely future policy for the following reasons:

e itisnot listed on a stock exchange;

e the investment amount is far in excess of that permissible for single investments within the current
investment mandates; and

o therisk profileisover and above that considered acceptable.

Against those criteria therefore, this investment would not be included within the Strategic Reserve.

The introduction of competition into the marketplace means that the risk profile of the company, in particular in
terms of an investment, has significantly deteriorated from the days when the company was alargely unregulated
monopoly. While the Minister has every confidence that the Board of Directors has robust strategies to counter
competition within the local market, the competitive pressure will only intensify. As a result, while the level of
risk increases, the compensating returns generated for the shareholder are likely to face downward pressure from
those enjoyed currently and in recent years.

Also, viewed in the longer-term, perhaps the biggest risk of holding a significant proportion of the States assets in
on-1sland companies is that in the circumstances when the States might need to realise these assets they might be
worth much less. Whilst strategic investments, such as those in Jersey Telecom, provide a buffer if ever the Island
were to suffer an economic catastrophe, it would be at such a time that the value of the company would also fall
dramatically and it would therefore be difficult to sell. This is the principal argument for disposing of the States
holdingsin Jersey Telecom and reinvesting the funds in a more diversified international portfolio. Itisfor similar
reasons that Norway, for instance, has a policy that its surplus oil revenues are invested outside the country.

It is therefore the view of the Minister that as the continued ownership of the shareholding in Jersey
Telecom represents a risk that is inconsistent with the profile that he wishes to maintain for States
investments, the shareholding in the company should be sold with the proceeds placed in the Strategic
Reserve to be invested in a balanced portfolio of international equities and gilts. The Minister would
welcome views from interested parties on whether they also subscribeto thisview.



SECTION 5: EMPLOYEE RELATED MATTERS

Jersey Telecom employees

Employees of Jersey Telecom are recognised by the company as the prime reason for its success in the
marketplace. This is evidenced by their treatment through the recent incorporation process where great care was
taken to ensure a smooth transition, with every term and condition of all contracts of employment and every
collective agreement in place pre-incorporation being carried forward to the post-incorporation status without a
single change. The importance of this element of the business is also reflected in the Memorandum of
Understanding between the company and the Minister for Treasury & Resources, where it confirms an objective
that the company should continue to be a good employer.

Inits recently published Annual Review, the company recognises that delivering services to the highest standards
requires the best employees and this objective is underpinned by a company that prides itself on ensuring a high
degree of job satisfaction, good working conditions and good terms and conditions of employment.

The Minister is conscious that any decision to divest of the States shareholding in the company will inevitably
impact upon the employees and there are two principal issues on which the views of interested parties would be
welcomed:

* pensions; and

*  theprocess of transferring employees.

Pensions

As part of the process of incorporating Jersey Telecom, employees were seamlessly transferred to a ring-fenced
element of the Public Employees Contributory Pension Scheme (PECRS) to which Jersey Telecom became an
admitted body. The financial statements of Jersey Telecom for the year ended 31 December 2005 show an
actuarial deficit of £695,000 on atotal pension asset value of £42.2m and it can therefore broadly be considered as
fully funded.

An existing obligation of the Law requires that at least 90% of Jersey Telecom employees must participate in
PECRS@; the Board of Jersey Telecom has made known its dissatisfaction with this obligation and has stated its
preference to close the scheme to new members once the above restriction is removed. Although the Board has
the commercial freedom to deal with all other aspects of how it runs the company, the obligation in regard to
pensions for future employees is considered to be entirely inconsistent. It is noteworthy that States thinking on
this issue has progressed with the agreement of the Postal Services (Jersey) Law 2005 which placed no such
obligation on an incorporated Jersey Post. Irrespective of responses to this paper, it is the intention of the Minister
for Treasury & Resources to come forward shortly with a Regulation to address this development and request that
the States removes the existing requirement on Jersey Telecom.



Should Jersey Telecom be sold in any form and thereby pass into private ownership, this will raise the question of
whether it could remain as an admitted body to PECRS.

Under one possible scenario, in order to avoid jeopardising the favourable taxation position enjoyed by PECRS as
aresult of there being no private company participating in the scheme, the Committee of Management may be
obliged to require the new company to exit the scheme.

On the other hand, any new company may choose to give notice that, despite closing the availability of the
scheme to new employees and establishing a manner of staying within the scheme, it may wish to give notice to
leave the PECRS inits entirety.

Whilethe Minister for Treasury & Resourcesis of the view that pension matters are best dealt with by the
company itself, he is cognisant of the concerns that may be raised by respondents on this issue. The
Minister istherefore keen to establish whether interested parties feel that any new owner should be obliged
to meet the current pension arrangements for existing employees either by way of membership of PECRS
as an admitted body (if that is possible), or by replication with an identical scheme should the continued
member ship of PECRS not be possible.

The Minister is also interested to know whether respondents are satisfied that the sale price would be
reduced to reflect the cost of placing such an obligation on any company that expresses an interest in
purchasing Jersey Telecom.

Transfer of Undertakings (Protection of Employment) (‘TUPE’) obligations

As a consequence of the process by which employees were passed from the Telecommunications Board to Jersey
Telecom without changing their terms and conditions of employment, there were no TUPE issues to be dealt
with.

However, the States of Jersey does not have any TUPE type legislation to protect the transfer of employees from
one employer to another. Therefore, the manner of transferring any employees would be subject to the particular
arrangements agreed with a potentia purchaser.

The Minister isinterested to hear whether respondents believe that any minimum set of employee-related
obligations (over and above those that would normally be expected) should be considered as part of any
future negotiations.



SECTION 6: MAXIMISING THE RETURN

Sale Process

Although the Law obliges the Minister for Treasury & Resources “to act in the interests of the States as holder of
securities”, the States explicitly retains the power to dispose of the shares in the company or the associated share
rights.

Consequently, the Minister for Treasury & Resources would have to obtain the approval of the States to make any
changes to the shareholding in Jersey Telecom.

The sale of Jersey Telecom would also be subject to the terms of the Competition (Jersey) Law 2005, and in
particular Part 4 of that Law concerning Mergers and Acquisition. This would involve receipt of approval for any
transaction from the JCRA before completion.

In order to obtain the best outcome for the States, particularly in terms of best value, the Minister needs to be able
to determine the exact timing of the sale dependent on market conditions. Prospective purchasers also need
certainty in their dealings with the Minister, particularly as they will be committing substantial sums of money in
progressing the purchase.

The Minister recognises the significance of the transaction that he is contemplating but, as aready stated,
considers that the absolute requirement is to ensure that the States receives full value for it shareholding. A sale
process which is contingent on the outcome of a future States debate would almost certainly be prejudicial to the
value of an eventual transaction.

It is therefore the Minister’s intention to bring a proposition to the States seeking the authority to enter into a
binding agreement for the sale of Jersey Telecom on behaf of the States. The proposition will include clear
principles and parameters within which the sale must progress. The Minister will also appoint high quality, expert
advisors to manage the sale process.

The Minister’s view is that best value will be obtained by the States authorising him to enter into binding
agreements for the sale of Jersey Telecom through a transparent sale process and clear criteria agreed by
the States. Heis keen to hear the views of interested partieson this point.

Form of sale

There are two elements to any decision on the form of sale that must be considered. The first element relates to
the method by which the States may choose to divest its shareholding and the second relates to the whether any
sale would involve the full (100%) or partial sale of the States shareholding in the company.

In regard to the first element, the principle options available to the Minister include:
- aprocess by which shares in the company would be offered to the public (referred to as an Initial Public
Offering (“IPO™)); or
- asdetoapurely financial investor (referred to as Private Equity); or
- asdeto atelecommunications operator (referred to as a Trade Sale).



The Minister’s view, at this stage, is that an IPO would not be likely to achieve the best value for the States
investment. An |PO is a costly exercise with no guarantee of success and in order to ensure sufficient demand for
shares, a discount on the overall value of the company would be necessary. It would also not result in the
company benefiting from economies of scale or access to new technologies or expertise.

The Private Equity option could ensure that additional financing is available to the company. Private Equity,
however, is normally considered as a short-term ownership solution whereby the new investors have an objective
of increasing the value of its holding prior to exiting the business.

A Trade Sale, on the other hand, would be likely be along-term outcome that would allow Jersey Telecom access
to economies of scale that it does not currently enjoy. It would also alow the company the space to grow within
the context of a larger operator rather than continue operating as a small independent provider within an
increasingly competitive marketplace.

On the above basis, the Minister’scurrent preferenceisfor a Trade Sale but he would be interested to hear
opinions on this view.

Moving on to the second element of the decision, in general terms, the Minister views that there are two critical
themes that need to be considered in connection with a decision on the matter for a full or partia sale of the
company: control, and value.

In terms of control, the States could maintain partial ownership, or a “golden share” through which it would exert
its power on certain items deemed to be of importance, such as employee or investment matters. However, the use
of such shares would potentially come under scrutiny from the JCRA if it leads to an imbalance in the operation
of the marketplace and would undoubtedly reduce the value of the enterprise.

On the subject of value, while some jurisdictions have chosen to transfer their wholly-owned incumbent to full
private ownership in a staged fashion, this is normally only considered to be effective if the government were to
take advantage of a subsequent improvement in value. However, there is no substantial restructuring required in
Jersey Telecom that is likely to lead to a significant increase in value over time. In the main, the company has
been operating as though it were in private ownership since incorporation on 1 January 2003 and the local market,
from which its principle value obtains, is coming under increasing competitive pressure as a result of new entrants
and devel oping technologies.

A further disadvantage of a staged sale is that it requires the development of a complex exit strategy with some
duplication of theinitial cost of sale.

Accordingly it isthe Minister’sview that a full saleisthe preferred option asit will maximise the value that
can be obtained from the disposal of Jersey Telecom and involves a clear and transparent way forward on
the part of the States. Any opinions on whether thisisthe best cour se of action would be welcomed.



SECTION 7: NEXT STEPS

This consultation period will run from 13 July 2006 until 8 September 2006.

During that period, the Minister for Treasury & Resources would welcome any comments on the matters set out
in this Discussion Paper and these can be forwarded in writing to:

Jersey Telecom Consultation
Treasury & Resources Department
Cyril Le Marquand House

The Parade

St Helier

Jersey

JE4 8PF

or viae-mail to: jtconsultation@gov.je

The intention is to bring a proposition to the States on the sale of Jersey Telecom for debate during October 2006.


mailto:jtconsultation@gov.je
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Section 1. Executive Summary

This document summarises the views expressed in the responses to the Discussion Paper issued in July 2006 by
the Minister for Treasury & Resources (“the Minister”) regarding the proposed sale of Jersey Telecom.

The Minister has put in place a transparent and rigorous process to enable all aspects of the proposed sale of
Jersey Telecom to be considered and the public consultation was part of this open debate; the Minister’s aim was
to enabled the people of Jersey — as well as directly interested parties in the sale - to participate in the discussion
and make their views heard.

The consultation period ran from 13 July 2006 to 8 September 2006. A total of just [35] written responses were
received by the Treasury & Resources Department during this time. The majority of these were from directly
interested parties such as Jersey Telecom employees and the Board of Jersey Telecom, the JCRA and Amicus,
bodies whose views on the proposed sale have aready been well-publicised.

Beyond the directly interested parties it is clear that very few others felt a need to respond to the document;
responses were received from a small number of professional and other representative bodies, private businesses
and individuals.

The Minister has taken careful note of all views raised during the consultation period (both those raising concerns
and those endorsing the process), is considering them and would like to thank respondents for taking the time to
communicate their views.

It should be stressed that the final form of the Proposal regarding the sale of Jersey Telecom that the Minister will
put to the States Assembly next year, and on which States members will then vote, has yet to be decided upon.

For the sake of simplicity, the comments and suggestions received are summarised under the same section
headings as set out in the Minister’s July Discussion Paper. However, headline findings are summarised below.

JERSEY TELECOM AND THE LOCAL MARKET

Consumer Protection: responses were broadly of the opinion that the existing framework was sufficient to
ensure consumer protection, although concerns were raised around the effectiveness of the JCRA and its ability to
enforce decisions cost effectively on an independently owned Jersey Telecom.

Maintenance and Essential Telecommunication Infrastructure: Concerns were voiced that independent
owners of Jersey Telecom would not have the same level of interest in Jersey and would therefore be less inclined
to ensure the maintenance of essential infrastructure. However, there were also responses received in agreement
with the Minister’s view that a decision to divest of the States ownership in Jersey Telecom would not impact the
continued provision of essential telecommunications facilities on the Iand.

Competition in Jersey’s Telecommunications Markets: overall, there were few responses to the Discussion
Paper that felt that there were barriers in relation to the market structure that should prevent the sale of Jersey
Telecom, although the sale to an existing operator is thought to warrant review by the JCRA.



THE GLOBAL TELECOMMUNICATIONS MARKET

Although there were many responses acknowledging the quality of services and breadth of products Jersey
Telecom has been able to offer as a standalone entity, overall the responses received were broadly in agreement
that Jersey Telecom would be better equipped to compete successfully if it could benefit from access to
economies of scale.

JERSEY TELECOM ASA STRATEGIC INVESTMENT

The majority of responses recognised the size of financial investment that JT represents and therefore related to
the need to ensure that the best risk/return balance is achieved for Jersey when considering any sale. A number of
responses highlighted the importance of protecting the value of Jersey Telecom to the Island’s economy in the
event of a sale by ensuring that it is not just sold to the highest bidder but that it also ends up in the best possible
hands for the long term development of the business.

EMPLOYEE RELATED MATTERS

In responses to the Discussion Paper, there is widespread comment that employee rights must be protected and the
existing pension scheme maintained. Concerns were also raised that a sale could lead to redundancies. There is
also an amost unanimous endorsement of the comments regarding the quality of Jersey Telecom employees.

MAXIMISING THE RETURN

The majority of respondents who provided a view were in agreement with the Minister that in the event of a sale
the best value would be obtained by him having the authority to negotiate and enter into a binding agreement but
on the basis of a States vote and clear criteria agreed by the States. In terms of the preferred form of sale,
responses varied (trade, “local solution”, possible break-up, etc) as they also did regarding the question of the size
of the stake in Jersey Telecom that the States should sell.

In summary, the feedback received has reaffirmed the Minister’s belief that the proposition to be lodged with the
States for decision must be constructed in accordance with four key principles.

. It must provide the basis for an outcome that will contribute to the maintenance and enhancement of the
competitive environment and quality of telecommunications services to the benefit of both today’s and
tomorrow’s islanders;

. It must ensure that the rights of Jersey Telecom’s employees are adequately safeguarded,;

. It must provide for the achievement of the best possible basis for the long term growth and devel opment
of Jersey Telecom;

. It must provide for the attainment of the highest possible sale proceeds for the benefit of the people of

Jersey.



Section 2: The Company and the Mar ket

2.1 Consumer Protection

In the Discussion Paper, the Minister stated that he felt the framework for consumer protection was sufficiently
robust to allow the States to relinquish control of Jersey Telecom, while preserving accessibility, affordability,
high quality and reliability.

Responses received were broadly of the opinion that the existing framework, through the obligations of the
licenses, and the authority of the JCRA and the Minister of Economic Development, was sufficient to ensure
consumer protection.

“It is as a result of these three elements, that [...] considers the current framework to be sufficiently robust that
government ownership of any operator is not required.”

Severa respondents were however concerned that if Jersey Telecom was acquired by a significantly larger
telecoms operator, the resources and influence that the parent company would provide Jersey Telecom would
undermine the ability of the JCRA in fulfilling its role. Whilst agreeing that the fundamental framework is in
place, these concerns mainly centre around the effectiveness of the JCRA and its ability to enforce decisions cost
effectively on an independently owned Jersey Telecom.

”The JCRA lack the financial clout should consumer protection be at stake.”

However, Jersey Telecom is at present either compliant with JCRA requirements or in discussion with the JCRA
on these requirements. Jersey Telecom enjoys a strong relationship with the JCRA. No change is expected in
JCRA’s approach in the event of a change in ownership.

Other respondents felt that an independently owned Jersey Telecom would not provide the quality nor reliability
of services or price affordability that a States owned company would. It was also felt that an independent owner
would not adopt a long term approach to the development of telecom services in Jersey and that priorities placed
on consumer protection would be lower and subject to economic conditions.

”’Call prices may rise as a result of the sell off to a large telco which has the potential to dominate the market.”

The Minister takes notes of these concerns and concludes that ways to improve the effectiveness of the JCRA
could be considered in the future should there be grounds to do so. Furthermore, the Minister notes that there are
other available mechanisms (e.g. tariff regulation) that can be effected to regulate the market to ensure consumel
protection.

2.2 Maintenance and Essential Telecommunication | nfrastructure

In the Discussion Paper, the Minister wrote that a decision to divest of the States ownership in Jersey Telecom
would not affect the continued provision of essential telecommunications facilitiesin the Island.

There were responses received in agreement with this view. The rigorous demands for quality communications by



the finance industry present on the island and the Company's management ability to tailor its investment
programme and service provision have to date ensured that the level of essentia infrastructure exceeds that of
jurisdictions of similar population size.

Concerns were voiced that independent owners of Jersey Telecom would not have the same level of interest in
and loyalty to the island, and hence would be lessinclined to ensure the maintenance of essential infrastructure.

”’There can be no guarantees given, that once another company buys Jersey Telecom that this investment in the
telecom infrastructure will continue to take place.”

Concerns were aso voiced that investments in infrastructure by the various operators is duplicative and without
due returns.

”The provision of multiple overlapping infrastructures by multiple operators all providing the same services,
cannot be seen as the best way to ensure the provision of essential telecoms infrastructure.”

It should be noted that whilst the task of maintaining essential infrastructure remains with the telecom operators,
the obligation to maintain essential infrastructure is one that is legally imposed through the Telecommunications
Law and enforceable by the JCRA. The JCRA retains the ability to remove the license in case of significant
breach of itsterms.

The JCRA has confirmed that the obligations of the license issued to Jersey Telecom remains the same regardless
of whether Jersey Telecom isin public or private ownership. In addition, JCRA's authority to enforce and ensure
that the investment in infrastructure and provision of certain services holds under all circumstances.

2.3  Competition in Jersey’s Telecommunications M arkets

In the Discussion Paper, the Minister expressed that given the development of a competitive marketplace and the
powers currently available to JCRA, the Minister is unaware of any barrier, in relation to market structure, that
should prevent the sale of Jersey Telecom.

There were many responses in recognition of the potential for high level of competition in Jersey with the
licensing of four mobile operators and liberalization of the fixed line market.

”’The number of licensesissued is highly misappropriate to the number of people on theisland.”

”There is a real danger of market saturation on Jersey which in turn could lead to diminishing profits for all
companies.”

The JCRA, however, is of the view that the current number of licences issued and hence level of competition is
beneficial for the development of telecommunications services and the consumers of those servicesin Jersey.

“We are delighted that Jersey businesses and consumers can look forward to a new era of competition and
advanced services in mobile communications, allowing them to benefit from the prospect of greater choice,
innovation, service quality and price competition. We will continue to work hard to ensure the benefits of new



services and competition are realised.”
There were severa voices that felt that the sale of Jersey Telecom to an existing player in the market would have
an undesirable impact on competition and market structure.

“If Cable & Wireless take over, then we will be back to having a monopoly.”

“It should also ensure that any change of ownership would not prejudice the competitive regime established, for
example by leading to market dominance and undue pricing power. Bids from competing businesses should
therefore be scrutinised with special care.”

The JCRA formally needs to approve any proposed transaction. It will also be possible for the JCRA to address
any areas of competition concerns with the appropriate remedies.

Overall, there were few responses to the Discussion Paper that felt that there were barriers in relation to the
market structure that should prevent the sale of Jersey Telecom athough the sale to an existing operator warrants
review by the JCRA.



Section 3: The Global Telecommunications M ar ket

In the Discussion Paper, the Minister expressed an interest in knowing whether stakeholders believe that given the
pace of technological change and the requirement for economies of scale brought about by consolidation in the
world's telecommunications industry, Jersey Telecom would be better equipped to compete successfully if, under
independent ownership, it could benefit from access to such scale economies.

There were many responses acknowledging the quality of services and the breadth of products Jersey Telecom
had been able to offer as a standalone entity, which is aview the Minister also subscribes to.

“Jersey Telecom currently provides a top class telecommunications infrastructure and advanced services to the
Island.”

“Jersey Telecom, for very many years, has been managed successfully not only as a public utility, but as a
successful, commercial limited company. It has been able to, not only provide services which are at the forefront
of technology, but for many years has made healthy profit, and simultaneously fund new services which have used
the latest technology. This has benefited all sections of the community.”

It was also noted that the Company’s local approach and proximity to clients enabled it to respond quickly to the
demands of its customers.

“Its proximity to its clients has enabled it to respond quickly and imaginatively to demands and expectations in its
core market, and to anticipate technological changes.”

However, we have also received comments that felt the Jersey Telecom would not be able to perform as
competently in the future as it has in the past without access to technology, content and other such economies of
scale. In the face of competition on the island with operators backed by larger telecom entities, it was felt that
Jersey Telecom would derive tangible benefits from access to such economies of scale that it could in turn pass on
to customers.

“Developments in technology, competition and investment has reached a stage where the Company on its own
may not be able to sustain into the future its unique performance in Jersey without the economies of scale in
research and investment, buying power and operational factors available to larger companies.”

Overall, the responses received were broadly in agreement that Jersey Telecom would benefit from access to such
scale economies.



Section 4: Jersey Telecom asa Strategic | nvestment

It is the view of the Minister that as the continued ownership of the shareholding in Jersey Telecom represents a
risk that is inconsistent with the profile that he wishes to maintain for States investments, the shareholding in the
company should be sold with the proceeds placed in the Strategic Reserve to be invested in a balanced portfolio of
international equities and gilts.

Consideration of the extent to which the broader financial security of Jersey would be changed by transferring the
States’ investment in JT to a broader portfolio of assets, provided the main context for responses received.

The majority of observations recognised the size of financial investment that JT represents and therefore related to
the need to ensure that the best risk / return balance is achieved for Jersey when considering a decision in respect
of apotential sale.

In particular, a number of responses noted JT’s profitable track record in providing income to the States in the
form of annual dividends and tax receipts and the consequential requirement for the States to aim to ensure that
the proceeds and reinvestment returns arising from a sale are equal to or exceed the current level of benefit.

“In 2005 the States received £1.95m in taxes and £7.1m in dividends. If Jersey Telecom is sold this reliable
income will be lost. Currently there is no estimated value for Jersey telecom therefore it is difficult to tell whether
the revenue from the sale would be enough to compensate for the permanent loss of returns.”

While the Minister’s duty to adopt the most appropriate risk/reward profile for States assets in the best interests of
Jersey was broadly recognised, the importance of assessing a sale against a wider set of criteria than the pure
maximisation of immediate returns for reinvestment was also noted by some respondents, including, in particular,
the importance of the continuing prosperity of JT under private ownership.

“A decision to sell Jersey Telecom may seem like the best option within the limited context of the Minister’s
responsibility, but this should not exclude other social and economic factors from being considered.”

In that respect a number of responses highlighted the importance of protecting the value of JT to the island’s
economy in the event of a sale by ensuring that it is not just sold to the highest bidder but that it also ends up in
the best possible hands for the long term development of the business.

“This means not just selling the company to the highest bidder but ensuring that it has the best chance of
prospering under new ownership and where possible maintaining a significant trading presencein Jersey.”

A number of respondents also put forward specific views on the nature / composition of the States portfolio
investment strategy and approach. These highlighted the importance of achieving an appropriate risk / reward
profile through the effective diversification of its investment assets.

In the event of a sale and reinvestment of proceeds, respondents concurred with the Minister’s view of achieving a
balanced portfolio of international equities and gilts but also suggested that other types of asset class should not
be ruled out.



“As far as investing the proceeds then agree a diversified (international) portfolio should be established whilst
this should include global equities and gilts should not rule out asset classes such as investment grade bonds,
commercial property funds and commodities.”

In addition, the view was put forward that such a balanced approach should not also exclude investment in parts
of thelocal economy provided such investments are genuinely of along term and strategic nature.

Section 5: Employee Related Matters

51  Jersey Telecom Employees

The Discussion Paper highlights the quality of the employees, and recognises the employees as the prime reason
for the success of Jersey Telecom in the market. There is aso recognition that the continued success of JT will
depend on retaining (and employing) the best employees - ensuring a high degree of job satisfaction, good
working conditions and good terms and conditions of employment. Particular focus is made in relation to
Pensions and TUPE - both of which are addressed further below.

In responses to the Discussion Paper, there is an almost unanimous endorsement of the comments regarding
quality of employees, and comment that employee rights must be protected. There is aso wide concern that
privatisation is likely to bring redundancy.

“For many years the staff and management have performed a superb job in the provision of telecommunication
services to the Public and business community of the island. In short that they can be regarded as “Crown
Jewels” in the Public domain.”

52 Pensions

In its consideration of employee related issues, the Discussion Paper specifically highlights the issue of pensions -
highlighting the existing ring-fenced situation whereby employees of JT benefit from a Public Employees
Contributory Pension Scheme (PECRS). Highlighting that the existing scheme is essentially fully funded, the
Minister invites comment in relation to two issues:

. Whether, in the event of a sale, any new owner should be obliged to meet the current arrangements either
by way of continued membership of PECRS or, if continuation is not possible, establishment of an identical
scheme; and

. Whether respondents would be satisfied to see a reduction in the sale price to reflect the cost of placing

such obligations on a purchaser of JT

In responding, there are numerous comments (many from employees or ex-employees) to the effect that the
existing scheme should be retained, and that there would be considerable detriment caused to the employees by
providing an aternate arrangement.

Most specific comments regarding the PECRS situation indicate some form of expectation that the existing
arrangements will continue or at least similar benefits will be maintained, and there is broad consensus that a



purchaser should be obliged to commit to ongoing arrangements.

“| do fed that a pension scheme should be carried on as part of a sale agreement. This will affect the sale price,
but is an obligation. The question of other obligations could include a minimum time span for the new
employment.”

As regards the question of whether respondents would be prepared to see a reduction in the sale price to reflect
the cost of placing pension obligations on a purchaser, there are few comments on the subject. Where specific
comment is made, there are some quite strong views to the effect that there should be no price reduction:

“It is probably inevitable that some redundancies will occur as a result of the disposal and the Minister can do his
best to minimise this by selecting the right long term buyer rather than writing onerous conditions into the sale
agreement.”

A number of respondents express an ambivalent or “undecided” view. Against this should be considered the
general view (expressed above) that respondents believe a purchaser should be responsible for pensions - which
suggests that there is an over-riding expectation that the cost should be borne by the purchaser.

By way of additional background, it should be noted that, on 7 November 2006, the States adopted an amendment
to the legidative framework under which PECRS is established (the Public Employees (Retirement)(Jersey) Law
1967). The amendment, which is expected to be brought into force by the States in 2007, will give additional
flexibility to the States to adopt regulationsin respect of the parts of PECRS which relate to persons not employed
directly by the States, such as JT employees. It is planed that these will include a provision which would alow
the employees of a privatised JT to continue to participate within the PECRS.

53  TUPE Obligations

The Discussion Paper seeks views on whether respondents believe that any minimum set of employee-related
obligations should be considered as part of any future negotiations, highlighting that Jersey does not have any
TUPE-style regulations currently in place to transfer employees from one employer to ancther.

The overall view from respondents is that employees should have their contractual terms respected and that
TUPE-style regulation is considered highly recommended. In most cases respondents consider that it should be
adopted pre-privatisation of Jersey Telecom:

“It is unfortunate that there is as yet no protection in law for the terms and conditions of employees involved in
any transfer of ownership of Jersey Telecom.”

Certain respondents do not see the need to delay the privatisation process for the adoption of TUPE-style
legislation. The Minister’s view, shared by certain respondents, is that, as part of the privatisation process,
protection to address the perceived concerns regarding the absence of TUPE-style regulation can and should be
dealt with fully as part of contractual arrangements with the successful purchaser.

Certain respondents consider that, in any event, the employees of JT are of sufficient quality to prosper in afree




market environment without special protection:

“In the twenty first century there is absolutely no reason for this telecommunications service to be provided by a
government.”

In commenting on the need for TUPE-style regulations, it would appear that there is some misunderstanding as to
the effect of TUPE. Any privatisation is likely to take the form of a share sale and therefore would fall outside the
scope of TUPE (were it to apply in Jersey in the same manner as in the UK), as any purchaser would acquire JT
subject to all existing contractual arrangements, including employee contracts.

The Minister recognises that the absence of TUPE-style regulations may be relevant if, following privatisation,
the successful purchaser were to transfer part of the business currently employing JT employees. In this scenario,
employees would be protected by existing Jersey employment law (in relation to redundancy procedures and
unfair dismissal) but, depending on the circumstances, the existing terms and conditions of such employees would
not automatically transfer on the same terms and conditions.

The Minister, on behalf of the States, will therefore obtain appropriate contractual protection in the transaction
documentation to require the transfer of any such affected employees on such terms and conditions as would be
provided for under TUPE-style regulations, and will also seek to amend the terms of employment of Jersey
Telecom's employees in advance of any sale to providedirect contractual protection for such employees in
anticipation of TUPE-style regulations being introduced in due course

Following propositions lodged by Senator B E Shenton on 26 September 2006, the States have unanimously
adopted the proposal to adopt TUPE-style regulations but rejected the deferral of the sale of all public utilities
(including Jersey Telecom) until such protection isin place.

In presenting comments to the States on the above proposition, the Minister for Social Security noted that the
Employment Forum commenced a consultation process on the introduction of TUPE-style legislation which
ended on 11 August 2006 and would finalise its recommendation before the end of 2006. After consideration of
the Employment Forum's recommendation, the Minister would prepare a proposition for the States outlining the
principles to be adopted. It is anticipated that a draft law might be presented to the States during 2008.




Section 6: Maximising the Returns

6.1 Sale Process

The Minister’s view is that best value will be obtained by the States authorising him to enter into binding
agreements for the sale of Jersey Telecom through a transparent sale process and clear criteria agreed by the
States.

A number of respondents raised the concern that consideration of the sale process should not be rushed, with the
completion of public consultation and afull States debate taking place prior to a sale process starting.

“| believe that there should be a full States debate prior to any decision and that the Minister is being overly
hasty in his desire to affect a “quick” sale.”

In this respect, the Minister is satisfied that the consultation process has enabled the views and opinions of all
stakeholders who wish to make them heard to do so in order that they may be duly considered. In addition it is
planned that the detailed proposition will be lodged for full review within a States debate and that the
commencement of a sale process will be subject to afull States decision to proceed.

In respect of Ministerial authority to enter into a binding agreement, a few respondents however felt that no single
individual can be responsible for the any part of the sale, which should be a States decision.

“It should not indeed, never be the Minister who has sole control when it comes to any part of this sale...It should
be a full States house decision.”

One respondent also highlighted this view citing that as any such decision might set a potential precedent for
future sales of States assets, it should be taken by the full assembly. Others, however, noted that full States
involvement in the negotiation process would neither be viable nor in the interests of Jersey.

“It will clearly not be to the advantage of JT, its employees or tax payers if the sale is being negotiated in public
by 53 participants on the vendor’s side.”

In addressing the requirement to reconcile the need to maximise value through bilateral negotiation with potential
investors on the one hand, with full States involvement in deciding the process on the other, most respondents
agreed with the Minister’s view that the States debate and vote on the proposition lodged by the Minister should
set the detailed objectives, parameters and terms for his negotiations. In that way, it was suggested, the Minister
would act on behalf of the States on the basis of a clearly defined mandate.

“We would agree that the way to obtain the best value would be for the Minister, with due specialist advice and
support, to be empowered to enter into binding agreements which are not contingent on a States debate. The key
tothisisa clear set of parameters which should be debated and agreed in the Sates.”

6.2 Form of Sale



In the Discussion Paper, the Minister expressed a preference for a trade sale, being the sale to another
telecommunications operator, over other forms of sale, such as an IPO or a sale to investors.

Many responses were received in support of atrade sale as the best option.

“ In choosing between potential buyers, the Sates should ensure Jersey Telecom’s ability to provide the Island
with continuing world-class telecommunications facilities is enhanced — in short, that the buyer should bring
more than just money to the table.”

In certain instances, preferences were expressed with regards to the identity of the telecoms operator. There were
mixed views about whether a larger telecoms operator would be best suited to ensuring the long term
development of Jersey Telecom’sinfrastructure and protecting Jersey’s consumers.

“Alarge company worth billions could easily not invest in the infrastructure.”

There were other opinions that only certain large operators would be able to increase the efficiency of Jersey
Telecom and enable Jersey Telecom to benefit from the economies of scale.

In addition, responses were received that the sale of Jersey Telecom to investors was a viable, although to some a
less attractive option for the reasons described above.

There were voices that called for a “local solution” and believed that the sale of Jersey Telecom to a group of
local investors or to Jersey Telecom employees should be explored. Another aternative that the Minister was
urged to consider was the flotation of Jersey Telecoms on the Channel Islands Stock Exchange.

“Rather than selling Jersey Telecom to a global telecom provider the interests of stakeholders would be better
served by retaining majority local ownership in a commercial environment.”

In addition, the Minister received several requests to investigate a possible break up of Jersey Telecom and the
sale of the various business subsidiaries separately and at the same time several expressions against the notion. It
is unclear at this stage that a break up of Jersey Telecom would bring tangible benefits outweighing potential
risks. The Minister is grateful of al respondents views and can confirm he is reviewing al these options in the
preparation of his proposition.

6.3 Size of Staketo be Sold

In his Discussion Paper, the Minister stated his opinion that a sale of the States entire stake would be the preferred
option as it will maximize the value that can be obtained from the disposal of Jersey Telecom and involves a clear
and transparent way forward.

There were several responses that were in agreement with the Minister's views for the entire stake to be sold for
the same reasons cited by the Minister.

“A partial sale would only be beneficial to the shareholder if it were to be the case that some significant
restructuring would lead to a substantial increase in value over time. Additionally, because the regulatory



environment is advanced and competition is intense, the future value of the Jersey-based revenuesis increasingly
under threat and the maintenance of a partial shareholding in the Company will not lead to any change in that
position. *

There were also responses that believed the States should retain a majority (51%) stake in Jersey Telecom. These
people believed that it would be beneficial for the States to retain some control of an important asset and service.

“| ask that a partial sale be considered so that Jersey is able to retain some control on its telecoms infrastructure
and services, and ultimately, be able to protect the terms and conditions of the local people it employs.”

There were severa advocates for a “golden share” to be retained by the States. Such an arrangement would enable
the States, despite not having any economic ownership, to veto any decision by Jersey Telecom which it felt
contravened the strategic interests of the States. The feasibility and implications of such an arrangement are under
consideration by the Minister in the preparation of his proposition.
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A2.1 Background to the Discussion on Structural Separation

Understanding that the sale of Jersey Telecom could potentially have major implications for Jersey’s
telecommunications market and for the economy of the Island, the Minister for Economic Development, wrote to
the JCRA on 2nd October 2006, requesting advice regarding a structure for Jersey Telecom, in the event of any
sale, that would promote competition and thereby economic growth.

Due consideration and analysis was given to the prospect of structural separation of Jersey Telecom by severad
parties: the JCRA, Jersey Telecom, the Chief Minister’s Economic Advisor, and the telecom consultants Analysys
advising the Minister. These reports of the various parties have been included in Annexes A2.4, A2.5, A2.6 and
A3.1 of this document.

Structural separation can take place along many boundaries, for instance, between the fixed line and mobile
businesses, between the businesses in Jersey and Guernsey or between the wholesale and retail businesses.

In the JCRA report, the JCRA states that it is satisfied with the level of competition in the mobile sector and the
objective of any form of structural separation contemplated would be to promote competition in the retail segment
of the fixed line telecoms market.

Hence, the scope of any discussion on structural separation in this report relates to separation of the wholesale and
retail fixed line services of Jersey Telecom to bring about increased competition in the retail of fixed line services.

The theory behind structural separation is as follows. Facilities/infrastructure-based competition (i.e. competing
networks) and to a certain extent access-based competition (i.e. leased lines from a dominant network operator,
otherwise known as local loop unbundling (ULL)) are not viewed by the JCRA to be sustainable forms of fixed
line competition in the long run owing to the economics of rolling out multiple networks on a small island. The
aternative is hence to operate a single network in Jersey, and to provide wholesale access to the network to all
retail operators. Currently, Jersey Telecom is the network operator and already provides wholesale access to other
retail operators. However, this gives rise to a conflict of interest as in the retail market, Jersey Telecom acts as
both a supplier and a competitor. It is argued that structural separation of the wholesale and retail businesses of
Jersey Telecom would align the incentives of the wholesale business to deal with any retail operator on exactly
the same terms.



A2.2 Viewson Structural Separation

The views of the JCRA, Jersey Telecom, the Chief Minister’s Economic Advisor together with extracts from their
comments have been noted and summarised in this section.

The JCRA explores forms of structural separation as possible regulatory solutions and the benefits of structural
separation to the telecoms market and economy. The main benefit of structural separation is that it removes the
incentives for the incumbent network provider to discriminate in favour of its own downstream retail business and
against other retail providers.

The monopoly network provider will thus be incentivised to maximise profits through the provision of wholesale
services to all retail operators equally. In this process, the JCRA believes the monopoly network provider will be
incentivised to invest in network capacity to cater for the increased demand in downstream markets brought about
by intensified retail competition, rather than restrict network capacity.

With the removal of the incentive to discriminate in the retail market, the need for regulation designed to prevent
such conduct can be expected to decrease, allowing for alighter-handed form of regulation in this regard.

The JCRA also acknowledges that operational and structural separation would both incur ongoing economic
costs. The primary disadvantage of structural separation is the loss of economies of scope that currently derive
from vertical integration such as efficiency of information flow, reduced transaction costs within a single business
entity and centralised corporate and other functions.

The loss of synchronisation of demand and supply for telecommunication services, through the loss of direct
communication between retailers who have greater understanding of customer requirements and the wholesale
network provider supplying the services, may result from structural separation. In addition, the welfare enhancing
effects of efficiently pricing assess to networks (such as peak-load pricing and differentiation between different
classes of customers and demand) may diminish given that lower transparency under a separated structure would
reduce the ability to price differentiate.

In addition to the loss of any economies of scope, vertical separation may involved a substantial one-time cost
associated with the break-up of the integrated firm. This cost would also need to be considered in the cost-benefit
trade-off associated with separation.

Whilst JCRA’s approach to evaluating structural separation may be considered philosophical and conceptual, and
focussed on the overall impact on competition and the economy, Jersey Telecom, in presenting their views on the
subject, sought to address, at a more practical level, the costs, feasibility and implications of implementing
structural separation on Jersey Telecom and the wider market.

Jersey Telecom currently operates as a single entity, Jersey Telecom Limited, in Jersey with no separation
between the various business segments at an organisational level. Its fixed and mobile networks are co-located
(e.g. duct and trench sharing between transmission and access networks, transmission network sharing between
fixed and mabile operations) and many services are provided through shared divisions within Jersey Telecom
(e.g. IT, billing, call centres and network maintenance). The existing sharing of business functions would lead to
significant one-off separation costs.

Structural separation would entail significant duplication of network and business functions resulting in
significant ongoing diseconomies of scale and scope. The duplication of staff required in the various functions
would make recruiting scarce talent all the more difficult due to the limited pool of people with the relevant
experience. Furthermore, the number of transactions between the separated entities (e.g. supplier and vendor
contracts and invoices, inter-company transactions and customer redirection) would increase the cost of doing
business.

Jersey Telecom also argues that there is little evidence that structural separation would reduce the cost of



regulation. Given the existence of a dominant operator, it is likely that regulation of the retail market would still
be required to ensure healthy and sustained competition, as regulatory measures favouring new entrants will likely
continue and require active supervision. Moreover, structural separation does not remove the requirement or cost
of regulating the network facilities.

Stephen B. Pociask, in his paper“Structural Separation of BellSouth Telecommunications and its Effects on
Florida Consumers”, estimated that a separated wholesale operator in Florida would need to raise wholesale
prices by over 45% to make a modest rate of return and if costs were passed to end consumers, retail prices would
increase by at least 11%. Given the size of Jersey, the ongoing costs of implementing structural separation is
likely to be much greater.

The Organisation for Economic Co-operation and Development (OECD) has strongly advocated careful cost
benefit analysis and informed decision making with regards the subject, emphasising that there is inadequate
evidence to be comfortable that separation would enhance competition to a degree necessary to justify the cost.
Consequently, the OECD concluded that the more sensible option would be to persevere while making
improvements to the current regulatory approach, backed by sanctionsto deal with anti-competitive behaviour.

Jersey Telecom is strongly of the view that structural separation should only be considered as a last resort. A
decision to implement structural reform is a highly burdensome and significant obligation that will have far-
reaching and irreversible consequences and as such, should not be taken lightly.

The JCRA, whilst arguing that a optimally structured Jersey Telecom would aid the competitive landscape,
refrains from recommending any particular option for the structure of Jersey Telecom. However, it points towards
the version of structural separation employed in Faroe Island.

The Chief Minister’s Economic Advisor, having considered the views of various parties, including the JCRA and
Jersey Telecom, concludes that there is little evidence to suggest the benefits from structurally separating Jersey
Telecom would outweigh the costs. The scale of potential benefits — additional competition and reduced
regulation — are less certain, whilst the cost of lost of efficiencies and costs of effecting a break-up are clearer.
The Economic Advisor believes that the Faroe Island precedent is of limited relevance given the different nature
and size of the economy and telecoms industry. The Chief Minister’s Economic Advisor’s recommendation is
thus to pursue a sale of Jersey Telecom as asingle entity.



A2.3 Experience of Other Incumbent Operators

In order to encourage competition in the telecommunications market, Faroese Telecom, the incumbent telecoms
operator on Faroe Island, was restructured into three parts — a holding company, a network company and a service
company after lengthy debate between the regulator, Faroese Telecom, the new entrants and the Ministry. This
was considered largely a pre-emptive move rather than in response to specific issues. The network company is
focussed on supplying infrastructure to the service company and its competitors on the same basis. To achieve
this Chinese walls separate the two divisions. However it should be noted that in terms of governance, the Boards
of the holding company, the service company and the network company are made up of the same people.

The cost of the separation of Faroese Telecom is estimated to have been around £500,000 to date, although further
costs may be incurred (both companies still co-locate in the same building for the time being). There is very
limited investment in fixed line infrastructure by the main competitor and competition is solely on price and
pricing structures. This is despite the fact that the main competitor has achieved a 20-30% market share in fixed
line services and operates a mobile network. It should be noted that Faroese Telecom remains as one entity owned
by the Faroese government and the implications of such separation on a potential sale have not been accessed.

Owing to the uncertainties involved in structural separation, operators have gone to great lengths and undertaken
significant remedies to avoid the prospect of structural separation.

For instance, BT agreed to significant undertakings including the voluntary operational separation of its wholesale
and retail divisions to pre-empt possible regulatory recommendation to structurally separate the wholesale
business. The creation of the wholesale division cost £70m. Results of the separation to date have been mixed —
implementation issues included less efficient customer service levels at BT, and the Openreach wholesale division
encountering a lack of technically skilled staff. Residential customers were presented with lower cost bundled
products and faster broadband speeds, driven in part by deeper infrastructure investment, but businesses
experienced difficulty in comparing offerings and in switching suppliers for advanced data services. BT continues
to work closely with the regulator, the Office of Communications (“OfCom”), in meeting its obligations.

In Australia, discussions on the structural separation of Telstra began in 2003 and amidst much public debate.
Telstra estimated that the process would have an estimated one-off cost of AUD 2 hillion (equivaent t
£1 billion). This estimate included the cost of development of certain duplicate operational support systems tc
enable structural separation costing, which added between AUD400-500m. Telstra further estimated that the
incremental ongoing operating costs would be of the order of AUD 80 million per annum. A substantial obstacle
to the structural separation of Telstra would have been compensating the existing shareholders of Telstra.
Consequently, in 2006, Telstra announced a voluntary Operational Separation Plan, similar to that implemented
by BT.

In August 2006, Telecom New Zealand announced plans to voluntarily separate its wholesale and retall
businesses, again along lines similar to BT’s separation. Telecom New Zealand expects that the transition to the
new operating model to incur costs of £70 million. This cost is equivalent to that estimated by BT, however, in the
case of Telecom New Zealand, this amount represents over 35% of its annual capital expenditure budget.

There is an exception in Ireland, where the incumbent operator, eircom, under private ownership by Babcock &
Brown, is considering structural separation, mainly for financing reasons. The key motivation for undertaking the
separation is to use proceeds from the disposal of the retail arm to pay off part of the debt burden of the network
business. It would also be easier to raise financing on the retained network business owing to its stable and
predictable cash flow. 94% of eircom’s shareholders voted in support of a potential separation, under which
eircom’s employee share ownership trust would take control of the retail division and the network infrastructure
would be put into a Babcock fund. The processis still ongoing and at an exploratory stage.
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Introduction

We have underaken an inmial review of Jersey Telecom, and this decument provides
preliminary recommendations on potential future ewnership options that might be open to
Jersey Telecom, including consideration of the option of structural separation. Chur work in
this preliminary phase has been based on mectings with the management of Jersey
Telecom, and consideration of high-level operating and financial mformation that Jersey

Telecom has provided us with,

We have interviewed Jersey Telecom's management tcam and guned an understanding of
Jersey Telecom’™s plans and strategics in arcas mcleding marketing and distnbution,

products and services, network coverage and performance
This document summarises our findings, and, n particular, includes:

« an ontline of the principles underlving the concept of structural scparation of an
incumbent telecommunicalions sperator;

« a discussion of structural separation, and operator, regulator and markel perspectives
on structural separation;

« adiscussion of structural separation i the context of Jersey Telecom;

« annexes that detail examples of vertical, horizontal and geographic separation,
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Perspectives on structural separation

General Perspectives

Intriduciion

Therc are varving degrees of separation that have been implemented {either by the national
regulatory authority (MEAS, or voluntanby by the incumbent operator). These range from
accounting scparation — the least mirusive form of separation to structural or ownership
separation, which is the most radical form of separation, Between these two forms of
separation 15 operational scparation, under which the whelesale division 15 operated
separately, however the company retains ownership of both its network and refanl
businesses, Operational scparation within  the existing corporate  structure is  less

controversial than structural separation, These types of separation are outlined in Exhabit 1.
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Accounting separaban  Operafions separstion  Ownership ssperalion
Drescription Production of Separate wholesale Requires the splitting of
accounting information  wnit the telecom company
Information dsclesure  Company retaing inte: twn separate
on performance of pwnership of both jits GEMPAMES
regulatad services v network and ratail Separation ownenghip
retail perfarmanca businessas. of whalesale and retail
Provision of information Clear rules on how the  Perabions - separste
enables effective two parts of the CECs and separate
rmanitoning of the business intersct (e.g. boards
company “Chinese walls”, "arms-  Prohibiion on retailing
length” basis, and non- by whalesale aperation
discriminatory sarvice
delivery)
Indepandent monitaring
Examples Telstra (Australia), ET Raochester Telecom
TeleDanrmark Telecom New Zealand  (U5A)
{Denmark), FI[:I'E[‘Id. Farcese Telacom
Ceafetal (Mexico),
Telenor (Morway),
Telefonica (Spain),
Switzerland
Exhibit 1: Types of separabon [Sounce. Analysys]

In the following scctions, we discuss three tvpes of structural scparation:

= Vertical Separation: the separation for wholesale and retanl businesscs.

=  Horizontal separation: the separation of businesses along service lines, for instance

inte separate mobile and fixed operating units

#  (eographic separaiion: the separation of a company on the basis of geographic

loeations

4
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Vertical separation

The vertical structural separation of incumbent telecoms providers (o date has typically
been drven by regulaiory concerns and either imposed by regulators, or miroduced by

incumbents attcmpling to pre-cmpt regulation

A verfically infegraied incumbent ielecoms operator may be viewed as having siznificant
competitive advantages, ansing in large part from a monopoely m the local loop, enabling
that operator o leverage s dommance mto retal services. Such advantages are usually
considered as being anfi-competiive, and as being io the detriment of the overall

functioming of the telecoms market

From a regulatory perspective, the mam purpose of structural scparation 15 to remove
behavioural obstacles to compeition.  Struciurally  separating  retal and  wholesale
busincsses 1s a way of splitting an organisation mie scparate, funcuonally independent

business units,

A regulator’s intent when enforcing structural separation 15 typically to:

+ cncourage ielecoms service providers do take up the incumbent telecoms operator's
wholesale access network services, particularhe LLL
+ ancrease compeiition mo the wholesale tclecoms market duc to service providers

repackaging the incumbent’s wholesale access network services.

However, as stated m the Hogan & Hartson and Anabvsvs's recent paper’ for the ELL

structural separation should be considered as a remedy of last reson for national regulsony

authoribies n ex ante regulation, due to the inherent complexiiies of such a transformation.

Harizomial separation

Hortzontal structural separation (for instance when a fixed operator divesis 1is micrest in a

mohile division), however, has typically been driven by operators cither locking to refocus

Frespaning the Medt Steps in Regulation of Electronic Communioations” {Hogan & Hartson and Analysys)
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business operations, or i raise cash. An exception to this general trend 15 m lialy where the
rcgulaior has resincicd the roll-ont of fxed-mobile converzed (FMC) products, on the
basis that Telecom Italia (TIVs FMC plans amounted to anb-competitive behaviour, since

no other operator was in a position to compete with TI's FMC offering,

Grepgraphic Separation

Ceographic structural separation 15 a much more commonplace occurrence, gencrally

driven bv commercial prionifies and generally taking place at an intemational level

The one example of geographic separation at national level 15 Amercan Telephone &
Telegraph (AT&T), where AT&T agreed to divest the REegional Bell Operating Companics
{RBOCs) m retum for opportunitics o participate m the emerging miemet services market,

Operator perspectives on structural separation

Advaniares

Despric the fact that operators usually consider structural separation either becanse they
have been required to do se by a regulator, or o pre-cmpt such a request, there are a
number of potential benefiis to operators for undergoing some form of structoral

separation,

The Insh mecumbent, circom, recently purchased by private cquity fund Babeock & Brown
15 currcnily considening & voluntary vertical structural scparation which wounld result n
circom s employvee share ownership frust takimg control of the retnil business whalst the
network infrastructure would be placed in a Babeock & Brown fund. Such a separation has
the benefits of scparating the potentially high growth retal divisions from the more stable
and cash-generative wholesale divisions, and increasing the overall value of the entity by

betier matching assets with mvestors.

@ Analysys



Pergpachves an struchural separation | 7

Bv mandating that the wholcsale organisation needs to be scparate to that of the retal amm,
it allows the management of a structurally separated incumbent o focus on the wholesale
porticn without the need 1o consider the impact of iis policics on the retanl division, and

which should theoretically mprove efficiencics

In addition, m exchange for adopiing strectural scparation, incumbents could potentially

nceotiate with regulators and  seek greater regulatory freedom on therr retail-only

Opcralions

Lastly, it should be noted that an mewmbent that voluntarily undergoes a degree of vertieal
structural separation mav aveid, or at least delay, a more comprehensive level of structural

separation that could otherwise potcnially be imposcd by the relevant regulator

The main bencfit of honzontal strectural scparation te an operator 15 the gencration of
short-term cash to fund growth and product and service development, additionally, a
honzontally separated company will enable both management teams o focus more on each

of the scparated entitics.

Additionally, in many markeis, an mcumbent that divests isell’ of a2 mobile business can
cxpect 1o be able to re-cnter the market for mobile scrvice provision either via an MYNO,
or the purchase of a smaller maobile operator. In some circumstances, this approach may
enable the divesting incumbent o ncrcase overall returns, mainly by leveraging the cross-
selling of mobile services to corrently cxasting fixed costomers. However, the mowmbent
mayv subsequenily be lmited m the range of services it can offer and may not be able 1o

lead the market in offering FMC scrvices,

The advaniages of geographic separabion to operators are well known, and melede,

amongst other things:

« clficiencies of management time
« alignment with corporate siralcgy
« divestilure of unwanied exposures, or operaizonal problems

+ cash generation
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Disgavantages
The disadvantages to an incumbent operator of struciural scparation can be significant.

Probably the most significant disadvantage to an mcumbent of vertically separating is the

cosl:

« the creation of BT Openreach {an operational separation only) in 2006 cost
GBPT mullion, and a full separation could be expecied o cost more

+ Telsira esimated that full structural separation would cost an estmated ALUD2 billion
in 2003, and would require an annual incremental operating cost of AUDS0 million per
annum

+ in August 206, TCNZ estimated that creating an operational scparation along the lines
of BT Crpenrcach wounld have cost TONZ GBPTO million, which amounts to 35% of
TCMEZ s annual capital expenditure budget.

Many of the implementation costs of structural separation are well understoed. These costs
include: branding (stabonary, vehicles cic); buildings; communications (adveriising,
PR/media relations, website cic); financial and management reporiing systems; hardware
and software; information svstems; legal; office cquipment; recruiiment; and transiion

plannmg,
(her disadvantages mclude:

+  loss of scale

+ the crganisational incfficiencies implicd in implementing and managing Chinese walls
within an organisation

+ reduced scale and abilite fo move resources within the business

+« reduced flexability: once an incumbent has divested atsclf of an assct, it can be difficult

10 gain access o any expericnce, or capabilitics, that have been divested,

Lastly, it should be noted that although BT received twoe bids for its wholesale business
{Earthlcase m 2001, offening GBPE hillion or BT s local loops, and West-Deuatsche
Landesbank in offering GBPLS billion for BT s entire fixed network), BT accepted neither

offer. This may be seen simply as a falure o agree commercial terms, but could also be
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regarded a5 a measure of the value that BT places on control of its supporting Facilities —
cither direetly, or due to the perceived risks to s’ retail businesses should supporting

nebwork infrasiruciure service levels fall

Regulatory perspectives on structural separation

Achvemitages

From a regulatory perspective, arguments for vertical structural separation of the local loop
are based on the premuse thai it removes the meuwmbent’s behavioural opposition o
competiton, resulting in mercased competition levels and in furn promoting innovation, It
does this by forcing the incumbent’s wholesale arm te deal with its retal arm on a non-

discriminatory basis, Le. on the same terms that it deals with anv other retail competitor,

Structurally separsting the incumbent’s operations in this way allows the regulator to focus
on the wholesale network to guaranice service quality, network reliabaliy, and access to
essenfial network facilities at cosi-based prices. In particular, structural separation helps o

climmate cross-subsidization from the access rovenucs to the retal prices

Some commentators view verical structural scparation as the most efficient tool to cnsure
local competition where a large meumbent monopoly contrels the market. In addition, a
number of proponents of structural separation sugoest that it will ease the burden of
regulation because the change in mcentives decrcases the requirement for government

oversight.

Dsadvantares

Several orgamsations and commentators have identiflied several potennal and clyimed costs

to structural separation

The process of splitting an integrated tclecoms operator 15 hkely o be difficult, There 15 no

guaraniee that the separation will result in the desired regulatory cuicome. 1t can also be
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argucd that structural separation will result m a loss of efficiency due o a reduction n
coonomics of scale and scope, which may lead to an mercase m prices. Addienally,
regulating a structurally separaicd incumbent mav be ne less resource inlensive, nor

cheaper, than regolating a vertically integrated operator,

Chrgamisations  across the world — mcluding UK regulator (Meom, the US Federal
Communications Commussion (FCC), the Organization for Economic Cooperabion and
Development (OECD) and the New Zealand Minstry for Economic Development (MED)
— have noted that the case for structural separation 1s hard fo prove. Inoits Strategic Review
of Telecommunications document, the UK regulator, Ofcom, concludes that the arpuments
in Tavour of and agminst structural scparabon arc “Tincly balanced”, while practical

considerations suggest that 1t mav be wise to aveid the cost and disruption of a break-up

The gencral view, as confirmed by two recent OECD reports™, 15 that complete structural
separation 15 rarcly justified m the commumications sector — the QECD's 2003 report
concluded: “Vertical separation is a significant interveniion in the markeiploce, with
substantial and — unlibe behaviowral regulation which can be reversed — irreversible cosis.
It showld mot be wnderiaben fishtly, Seemingly simple in conce, structural separation of
the focal loop is in practice complex with nncertain owlcomes and many guestions fo be
amswered. The benefits of structural separation of the focal loop are uncertain while the
cirEly are ceriain and appear patentially farge. There i litdle evidence thar the berefits of
structieral separation of the local lvop are sfficiently in excess of costs. " This view 15 also

shared by the ELL*

The MED sharcs the wview that there arc matenal nsks mvelved with implementing
structural separation. The MED in s 28 April 2006 Siock-lake paper concluded: “Jr view
of the likelv costs relative to the benefits in a small market like New Zealand, ownership or
aperational separation may not be the preferred sofution where befavioural modiffcations

can be achieved by less intrusive inlerventions "

The Eznells and Cosis of Struclwal Separaton of e Lol Loop” Working Farty on Telecommunication and Information
Serdaces Policies. DECD {03 Movemniber 2002

‘Struciural Sepanation in Reguiaied Indusines”™. OECD {10 Apnil 200}

Impaict Assesement” Communioation Trom the Cammission (o the Councl, the European Farkament, the Eurnpean Econamia and
Spoial Commisze and the Commifies of the Regons (28 June 2006
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(Meom believes that there is no cvidence that operational scparation has resulied in an

increase in take-up of broadband services in the UK.

(ther cconomists have cmphasised the case agmnst structural separation, for example,
Crandall and Sidak m ther 2002 paper stale: “Mandatary structral separation is
wmnecessary becauve the puiative benglits that it would produce are in facl non-existent.
No malady exists Jor mandatory strectiral separation fo onre. Mandatory strectural
separation, however, wonld clearly impose substantial costs en the ILECs flncimbent
Local exchange Carriers]. Becouse those costs gre wnnecessary fo advance any public

interest phjective, they are also social costs — a waste of econonric resources.

Lastly, a move to implement vertical siruciural separabion may aciually distract from the
overall sim of such an mitiative — regulator effort and moumbent management fime may be
more cffcctively spent addressing the perccived competitive barmers that  structural

separation 15 infended (o resolve

Market perspectives on structural separation

Achvamiapes

From a market perspective, verical structurzal separaton {whether in accounting,
operational or ownership form) is gencrally scen as bemng beneficial to competiion, since
an ncumbeni operator that s free to leverage a local-loop (near-} monopoly into a retal

advantage does so to the detinment of competitors.

A consequence of this increased level of competition is that overall service levels tend to
increase in related markeis, and prices tend to decrease. These two Factors can combine to
produce an overall competive advantage for cconomics that efficientlv structurally

separate the operations of ncumbent operators.

ks Structural Separation of inourkent Looal Exchange Camers Mensssary far Compettion™ Robert W, Crandall and 1 Gregony
Sidak 2003}

@ Analysys



Perspaclives on siructural separation | 12

D¥isadvamiares

There are also a number of potential disadvantages 1o structural separation.

Onee an meumbent has undergone vertical structural separation then, imally &t least, there
is a mnsk of operational incfficiencies affecting  service  levels  throughout  the
telecommunicattons market, duc to the complexites inherent m splittng wp work

functions, processes and svstcms

Particularly amitially, the scrvice provided to customers may be less cfficient and less

coordinated, at least until adequate support systems are m place and ranning efMciently,
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Structural separation in the context of Jersey

Telecom

In this section, we discuss the feasibility of structural separation i the case of Jersey
Telecom. We focus particularly on the most exireme form of structural separation, that of
separation of ownership, since this is the form of structural scparation that s most relevant
to the current discussions regarding the privatisation of Jersey Telecom. It shonld be noted
that Jersey Telecom already has obligatons to produce defmled scparsicd sccounts
providing the regulator with the abilitv o wdentifv potential uncompetitive cross subsidies

between retml and wholesale services.

COur overall conclusion 15 that whilst vanous forms of structural scparation conld be
implemented any form of structural separation 15 hkelv o mewr sigmificant costs and
inefTiciencics, Moreover there 15 sigmificant unceriainiy as to whether any of the potential
benefits are significant cnough to outweigh these costs and incfficiencics.

In the followmg sections, we discuss cach of the allemative approaches 1o structural
separation in tum,

Vertical striectural separation

The mest significant obstacle to implementing a vertical separation of Jersey Telecom will

b the required orgamsational change and the cost of that change.
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It 15 not clear what the overall benefits of such an approach would be, since JT 15 currently
required to offer all services st wholesale level, and, thus far, there has been little market

nierest in such services

It should ke noted that vertical struciural separation in terms of changed ownership of
cither wholesale or retail divisions has not vet happened, and several incumbent operators

have gone to substantial lengths to avord such an eventuality

Harizanial siruchiral separation

The main difficuly with a potential hornzontal separation of Jersey Telecom into scparate
f[ixed and mobile lines of business 15 the degree to which the networks supporiing these

services arc shared andfor co-located, The difTiculty arises due 1o the need to cither:

= [mplement a second disinibution network to suppor cither the fixed or the mobile
busmess. It 15 expected that i would be both cheaper, and simpler, 1o migrate the
cxisting mobile services (o the new network, than it would be o migrate fixed

= Allow engincers from both fixed and mobile operators to access shared facilines,
in terms of shared ducis and shared equipment rooms. There are clear commercial
issnes and nsks mnherent moallowing competing organisations access © nebwork

support clements
It should be noted that such a structural separation of ownership would run counter to the
wider trend for closer integration within the telecoms mdustry,
Hvbrid vertical and harizontal structeral separalion
Aliematively, 1t may be possible to combine elemenis of both vertical and honzonial

separation o ecnable, for instance, the separatton of a retml mobile business from a

combimed fixed retail and wholesale business,
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Such a separation would probably be casier io implement than either a full honzonial or
vertical separation. However, the separated retail business would be heavily dependent on

the regulator of the States of Jersey to scl fair rates for wholesale capacity

An addiional benelit would be thai the scparaicd retal enuiy would be able 1o
incrementally invest i proprctary Tacilitics o lower s cost base as and when such

opporunifics arise.

Due io the cosis inherent in duplicating svstems to support a separated mobile business, if
such an option was offered o potential investors in Jersey Telecom, then it may be that an
overscas mobile group would purchase simply Jersey Telecom™s mebile customers and
basc station locations and cquipment, rebuilding a Jersey operation as an exicnsion of

exisiing overseas operalions.

It should be noted that this tvpe of structural scparation has not vet been implemented
anywhere, and mns contrary o wider industry trends fowards fixed-mobile infcgration and’

ar CoOnvergonce

Greographic separalion

Ceographic separation 15 probably the casicst way to structurally separaic Jersey Telocom.

However, such a separation would result in the duplication in Guemsey of a number of

functions that arc currently located centrally in Jersey, including:

« BS(Cs
«  swilch equipment
¢« NMC

+« call centres
+«  billing

+« adminisirative and govemance funclions

Az discussed carlier, geographic structural scparabon at an Citemational’ level s

widespread and commonplace, however, such transaciions have generally concemed
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“standalone” busmesses, rather than businesses that are as integrated as Jersey Telecom's

operations m Jersey and Guernsey.

In fact, JT management belicve that their Guemsey operations would bocome unviable, i it
were to be necessary o replicate switch and other equipment and personnel m Guernsey.
CEW and Bharti both follow the same model: serving the Channel Islands as a combined

entitv.

Iniernaiional " separation

From an operational perspective, Jersey Telecom's shares in the micmational facilibes
landing m the Channel Islands could be scparated and sold scparatclv. However,

commereially, this may not be a viable option:

# It will be very hard to place a value on Jersey Telecom's share of infernabional
facilitics, since the traffic flowing over these facilities is heavily mfluenced by
Jersey Telecom's own business. Addisonally, some of the contracis for operating
these hinks arc unatiractive i that they do not allow for services to be upgraded

without the agreement of all cwners.

# Jersey Telecom's retall business could potentially be unacceptably exposed to
faults m intermational connectivity, wnless Jersev Telecom purchasces significant
amounts of redundant capacity for backup purposes, which would to some extent

offset the gains made by sclling the international business,

Alvernaiive approaches to dividing the business

Altematively, 1t would be possible o structurally separale out the remaiming lmes of

business:
& (SM on ships (Mavitas) could be sold, if not as an Intcllccinal Property nght

{IPR), then the cxisting contracts could be sold to a compenior m the market. The

service currently relics heavily on Jersey Telecom's interconnect agreemenis, but
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any other mobile operator could provide this capability. Alicrnatively, the line of
business could be operated as a scparatc entitv, purchasing whelesale capacity

from Jersey Telecom

Bulk 55 could be sold by Jersey Telecom, but it 15 unlikely that there would be
anv value m such a move. Almost any existing mobile operator could operaie a
similar service, and there are no barriers to entry or [PRs that would prevent other

operators cntenng this line of busmess,
Low cost roaming could potentially be sold as an PR, 1f a buver could be found,

since there are considerable risks to the future cashflows of such a busimess, duc to

vulncrabilitics o regulatory change or retaliatory actions by operators,
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Annex A: International examples of vertical

separation of retail and wholesale operations

A.l United Kingdom — BT*

In order to aveid full structural separation, BT announced an operational scparation
restmcturing plan under which it would voluntanbe separate parts of 1ts wholesale division
from its retail division, Ofcom mitially opposed BT s proposal but later agreed fo allow i

to procecd.

Following discussions with Ofcom, BT agreed to adopt the following main changes in its

wholesale business praciices:
+ The establishment of a separate wholesale division (new known as BT Openreach).

« The cstablishment of proper procedurcs to effectively split the Access Services
division and other divisions — this includes the separate disclosure of results, separate
headquarter tcam accommedation, scparatc operational support systems, code of

practice specific gusdance for Openrcach, and no group clement to pay plans,

« BT's wholesale services must be supplicd on a2 non-discnminatory basis between BT
and therd-party competitors. BT also undertook to offer price stability between its ULL

and |PStream services

Operweach [Z005). & new era of regulation. 22 Seplember 2005 Available af waew Diplo com
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« BT's planned 21st Century Metwork must be offered on an non-discriminatory basis to
both BT retal and third-pariy competitors.

« A new miemal compliance board known as the Equality of Access Board (EAB) was
established. The EAB “monitors, reports and advises on BT's compliance with the
Undertakings with a special focos on eguivalence of input and the operation of
Orpenreach),

Accordinglv, BT created an Access Services division branded “Openrcach’ which began
operaiions on 1 Janpary 20006 — over fve years aller 1is scparabion plans were Tirst
mnnounced. BT s new organisational structure is shown below:

Main BT PLC Board

Management reporting
Compliance oversight
i
Y Wholesale Retail Global
A Board Board Board
L
i
openreach Wholesale Retail Glebal
Services
Exhibit A.1: BTz new orgamizations structure [Source: BT}

Under its agreement with Ofzom, Openrcach is operated under a “Chinese walls” policy,
which

requires sirict policies to be implemented, i particular:
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+« noone within BT, outside Openrcach can influence Openrcach Commercial Policy

« no onc within BT, outside Openreach can have access to Openrcach commercial
information

« Openreach can not disclose s Customer Confidential Information to other BT
businesses

+« noone cmploved by Openrcach can at the same time work for another BT business.

However, BT s process of operational separation has encountered several problems over its

first vear of implementiation.

+ Less than a month after it had officially launched, BT Openrcach faced a formal
investigation by (fcom, browght about by Opal Telecom {2 pant of Carphone
Warchousc). According to the mvestigation, which was opencd on 2 Februarv: "Crpal
has claimed that the refusal by Openrcach to extend the offer rate of £20 per customer
ling (offered for migration i bulk of customer lines (o “shared’ loops, or 'shared bulk
migration’) to full MPF 15 discriminatory, m contravention of Openreach’s obhigations
under its Significant Market Power Conditions, sct following Ofcom’s review of the
wholesale local access market Following failure to resolve the mafter through

commercial negotiation, Opal has referred the matter to Ofcom for reselution.”

¢ There was concern that — while access o Openreach might be fair and non-
discnminatory — overall levels of service may be poor due to the near-monopely status

of Openreach,

«  On 26 October 2006, ndustry parties voiced concem about the independence of BT
Openreach when it breached its Chinese walls pelicy o order to “borrow™ up to
150 engineers from across the rest of the company. Although (Moom agreement had
been given to the request, there was a concern in the marketplace that following the
completion of their work, the engincers will be taking competifively advantagcous

information with them when they retumn io their previous roles.”

it O Timmaeoinl ing: o0 ulcatichedd,, 52424000, 00 himidcid=CTC-RECLatir=Business
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¢ In tcrms of a financial mmpact en BT, the creation of Openrcach has cost BT
GBPT0 mullion — this was a important coninbuting factor to a 14%, fall m BT s pre tax
profits from GEPATL million to GERP48Y million compared to the previous vear,

+« In s review of Openrcach’s performance”, Ofcom stafed that although BT has got on
with the job of implementing operational separation, “service performance across a
range of wholesale producis has at times been poor, and promised improvements have
nod always been fullv delivered, or mamianed”. BT has attributed these problems o
complexities invelved m the setiing up of new work practices and suppont sysiems,
includmg difficulties with the new equivalence management system (EMP) IT svstem
that 1= designed o ensure OpenReach operates on a non-discriminatory basis between
BT Eetail and other tclecoms companics

# (Meom has alse noted that the requirement for Openreach and BT Wholesale to work
independently of onc another with "Cluncse walls" between the divisions has also

made the company less efficient i providing some services lo customers,

#  According to a recent Ofcom review, so far there 15 ne cvidence that the separation has

increased the take-up of broadband in Britain,

Although BT had considered divesting its fixed line business:

«  Ajthe end of July 2001, a US-based consorium, “Eanhlease™, oifered GBPR billion o
buy BT s local loops. Althoogh this bid was endorsed by Ofizl {because the consortium
promiscd to wvest GEP3O milllon annually for at least scven vears (o promote the

deplovment of broadband services), 1t was rejecied by BT,

# Followmg this rejection, BT recoived a buvout proposal from  West-Deutsche
Landesbank (West LB — West LB offered to buy BT's entire fixed line infrasiructure
for GBP 1S billion. This bid was similarky rejected by BT,

Evahating ihe impact of ihe Teleooms rewiew — AN ineim report ore year on”, Ofoom, 18 Oclober 2006
it e orfoom. ong. ukbelecomsbhunde tak ngsdmpact] 0058 m pact 1005 pof.
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From its actions, it appears that BT had surmuised that these effers were not adequate to
compensale the company for the value of iis mirasimciure assets within s vertically

integrated operations and the costs associated with dismantling 15 intcgrated business.

Australia — Telstra

Mscussions of the structural separation of Australian mcumbent fixed line operator,

Telstra, began at the end of 2002,

In January 2003, the government of Westem Ausiralia stated that ““Vertical scparation of
natural monopely infrastructure from service provision functions Tacilitates and, some

claim, is essential for effective compefition in service provision markets,™

However, there was debate not only from Telstra, but within Australia’s own govemment
a5 to the suitability of structural scparation plans. Certamn government officials felt that
“forced structural separation of Telstra would consign services m rural and regional

Ausiralia to the dark ages.™™

When stmctural separation was being discussed in 2003, Telstra had estimated that such a
process would have an ecstimated one-ofT cost of the order of AUD2 ballion (cquivalent to
GEPI billion). This estimate was stated to inclode the development of certam duplicate
operational support systems 1o cnable structural separabion costing, which would cost
between AUDSO0-500 mallion." " Telstra further estimated that the ongoing operating costs
of such a process would be of the order of AUDED million per annum. Consequently, it 1s
clear that the dismantling of Telstra would have had a considerable potential mmpact on the

value of sharcs held by mvestors

Submission io House of Representaives Slanding Comminee on Communications, Information Teohnology and e Arts; " Inguiry
imio the: Struoture of Telsta® (January 2003} Govemment of Yeshern Ausiraia
hitpe e doir wa oo sub siressandindustry 4 B30 1 3CE A S2CEANDEXF BEIDDEEAC . asp

Commant by Sydney Senator Soonan hipcdfess. abo. netsusvoridndayioonient 200551343325 him

Tedstra Submission no. 52 o the Telsin Inquiry, Jan 2003
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However, similar to BT, Telsira avoided structural separation by announcing a voluntary
Operational Separation Plan m June 2006, Under this plan, with the cooperation of the
Australian government, Telstra intends to scparate its wholesale business from the rest of

the group. The plan has the following kev objectives™:

+« Telstra must provide separate retal, wholesale and kev network business units, There
must be the establishment of proper procedurcs o effectively split the divisions. Thas

includes separate premises and stalf imcentive programs to ensure equivalence,

+ Telsira’s wholesale services must be supplicd on a non-discniminatery basis, with
cquivalent standards of service, to both Telstra's retml busmess and Telstra's

compelitors.

+  Sensitive wholesale customer information must be kept confidential and inaccessible 1o

Telstra’s retml business umis.

+« |mproved service quality and mformation fo Telstra’s wholesale customers, meluding
regular reviews, information on network deplovment, a whelesale service improvement

plan and reporing on access to Telstra’s exchanges.

+ Establishment of an intemal Director of Equivalence within Telstra, whe monitors,
reports and advises on Telsira’s perfonmance against its operational separation
obligatons. This monitoning will be backed by an external audit of Telstra's
compliance. Subscquently, an annual compliance report must be presented by Telstra

o the government setting ont detals of is compliance

If the Australian government were fo foree the structural separation of Telstra, a substantial
obstacle would be that of compensating existing sharcholders of Telstra. This 1ssue 15 of
particular complexity smee Telstra’s shares currenthv have a market value of approximately
AUD3 &0 a share, whilst investors pad approximately AUDT a share at the time of

Telstra’s flotation.

O MA (2005). Operabional separation. hitpotswwe. dota.gore. auficommunioafions for beosiressdunding ograms  and it
fconneci susilafpemtioral sepamtion
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A3 Faroe lslands - Faroese Telecom

During 2004 the potenial break-up of Farcese Telecom was discussed. Mew entrants
argucd that a network company should be established with scparate ownership from the
retarll compamy, The regulator agreed o some exient but did not insist on scparate

ownership. Faroese Telecom argned that a separate wholesale unit would be adequate.

At the beginning of 2005 Faroese Telecom established two 100% owned subsidianes FT
Met and FT Commumications Lid.

FT Met gives all providers access to the nctwork on egual terms, includmmg FT
Communicabions Lid. FT MNet's services include landline usage service, connection io
broadband, leased lines, lease of dark fibre, lease of raw copper and co-hosting, At the end
of 2005 extending broadband coverage from 93% to 98% of Farocse houscholds was listed

a5 one of the most important tasks for FT Met donng 2004,

On the other hand FT Communications deals with all customer care, sales and
communication for both private and business customers, the emire GSM arcn, all the

central cquipment for fixed landling service and broadband.

[t 15 micresting to note that Faroese Telecom's marketshare has not changed considerably
since the introduction of the new structure. Document published by the regulator show that
it has mamtamed a 79% markeshare of access lincs since the end of 20404 (before the
introduction of the new structure), Similarky s marketshare of domestic ralfic siood at
78.6% at the end of 20035 vs T8_4% at end 2004 and for broadband the figures are 68% and
6% respectively,

A4 America, New York — Rochester Telephone
Amn older example of structural separation 1s that of Rochester Telecom in Mew York.
In February 1993, Rochesier Telephone submiticd a proposal with the New York Staic

Public Service Commission (NYPSC), to open s Rochester, Mew York local exchange

market to compettion, in exchange for relicl from regulatory rules. In 1994, Rochester
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Telephone's “Open Market Plan™ proposal was accepied, and Rochester Telephone
voluntanly scparated stsell into a retaill company (Frontier) and a whelesale company
{Rochester Telephone). The wholesale company was o sell its services at non-
discriminatory rates. In exchange for this separation, Fronticr was penmitied 1o scll retal

services free of regulation, but faced open competition from new cniranis.

However, the structural scparation process encountered scveral problems:

«  The NYPSC levied of more than USD] mallion in fincs agmnst Frontier for missmg iis
performance benchmarks in 1996 and 1997,

+« The mitially agreed wholesale discount rate of 3% were found to be insufficient. The
MNYPSC had to revise Bochester Telephone’s wholesale discount rate to 135 percent
19496, and then followmg further complamts bv AT&ET revised it o 17%.

+ Rochester Telephone's customers such as AT&T suffered from slow handling of new
subscriptions and fault reparrs that had o be handed m by fax and were dealt with by
Rochester on an mdividual basis, ATET could not take a customer order or complaint
and directhy respond to it Rather, AT&T had to ask Rochester firsi for spare capacity
and dates and then call back its (prospeciive) customers.

The structural separstion plans were approved on the premise that they would promote
competition in the retail market, Although increased competition did ocour — Tome Wamer
Cable, AT&ET, Teleport Communications and Cifizens Telecom all entered the market — in
194949 the NYPSC stated that “competitton hald] vet to develop to any noticeable extent™,

This led coriain indusiry commentators o conclude that that: “sirucieral separation is noi

efficacions jor developing competition in local felephome. "

Robert W Crandall and J Gregary Swdak (2002} "Is Struotural Separation of ncumbent Looal Exohange Camers Neoessary for
CompetRon 7
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A5 United States, Pennsylvania — Verizon

In September 19949, the Public Unhitics Commission {PUC) of the state of Pennsvlvania
dirccted  Bell Atlantic-Pennsylvania (Venzon) to structurally separate its retaill and
wholesale businesses through a compleie transfer of asseis. The Commission had
concluded that “structural scparaiion is the most cfficient ool to ensure local telephone

competition where a large incumbent monopoly contrels the market”

However, the order was subscguently modified (aficr a state court challenge by Venzon) to
require accounting scparation only, In March 2000, the PUC acknowledged that the
structural separation it had origmally suppored would mvolve substanial costs and would

require af least as much ongomg regulatory monitoring as the existing access arrangements

As a result, the Commission offered Verizon a process of operational scparation under
which s wholesale and retml divisions muost be separsted under a principle of non-
discnminaiory access o 1is wholesale division’s services. The Commussion did however
reserve the right to seck full structural scparation if Verizon's anticompetitive behaviour

did not improve.

A6 Examples where vertical separation has been considered, but not yet
im plem ented

Several other counines have discussed plans to operationally separale incumbent ficed line

telecoms operators. A bricl overview of cach of these 1s given m the following subscctions,

New Zealand — Telecom New Zealand

In Auvgost 2006, Telecom Mew Zealand announced plans o voluntarily separate 1ts
wholesale and retml busmesses. Telecom MNew Zealand’s plans are simular 1o the
operaiional separaiion of BT s wholesale and retail divisions in that they are based on non-
discrimination, restricted information flows between its wholesale and retail divisions,
separate phivsical premises, and an independent Owersight Group that 15 responsible for

monitorng and reporting Telecom Mew Zealand s compliance with its separation policies.
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Telecom MNew Zealand expects that transition to 115 new operating model will meur costs of
the order of GEPTO million, This cost 15 cquivalent to that estimated by BT, however, m
the case of Telecom Mew Zealand, this mewrred cost represents over 35% of is annual

capex budget.

Ireland — eircom

In Ireland, where the incumbent operator, circom, has been acquired by Babeock & Brown,
structural scparation of circom is bemg considercd. Baboock and Brown has developed a
plan to split circom mto mfrastructure and retail operations. Indecd, 94% of circom
sharcholders voted to support a pofential structural separation, under which circom's
emploves share ownership trust would take control of the retail division of the business and

the network infrastructure would be put mio a Babeock fund.

This process is stll on-going,

Framce — France Telecom

In France, debate concerning structural separation has cocurred, however, the French
regulator ARCEP has concluded that “aocowunting separation, combined with Chinese
walls arond the monopaly ot the heart of the vertically imtegrated enterprize offers good

T

assprance of pridection against anli-competitive belavionr”

Norway — Telenar

Separation plans of the lixed meumbent operator, Telenor, have been discussed by the

Morwegian Parliament, however proposals for its separation were rejected in 1998

v, cend orgidatace ndMoH B AT A5 pdl
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Annex B: Horizontal separation of fixed and mobile

Q [’JCI’HtiDIlS

Structural scparation has thus far been discussed in the context of a retaill-wholesale
vertical separation which i1s generally. However, it can also be considered in terms of a

horizontal separation of an operator’s lxed and mobile operations.,

In this context, two particular examples will be discussed: BT and circom.

BT

BT onginally established a mobile anu i 1985 (through a jomnt venture with Sccuricor),
called “Cellnzt’. It subscquently acquired 100% ownership i 1999, and the mobile
operation was renamed BT Cellnet”.

However in Movember 2001, BT Group demerged 1ts mobile phone business as part of 1is
plan io sirengthen its {inancial position following over-expansion i the [19%90s — 1L was a
move designed te reduce BT's debt burden. BT Cellnet was subsequenthy renamed mm(2
{subscquently rehranded 02},

However, since divesting itself of the Cellnet mobile division, BT has explored alicmative
rontes 1o secure revenues from mobile telephony markets, and has pursued the following

imitiatives:

¢ ascrics of MYNO deals, with mmO2, T-Mobile and most recently with Vodafone
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#  a lixed—-mobile convergence product, called BT Fusion,

B.2 Eircom

Similardy, m Ircland, circom demerged s mobile arm, circell, which was purchased by

Vodalone m 2001

However, following the demerger of 1is mobile division, crcom was belicved 1o be
undervalued and became the subject of a bidding war between two consortia; E-Island, and
Valenirta. The company was subscquently taken over m June 2000 by Valentia. It was
delisted and became a private limited company. In March 2004, 1t was re-listed as cireom

Group ple

However, as with BT, circom quickly returncd to pariicipate in the mobile sector. In Julv
2003, caircom anncunced that i had agreed to purchasc the third mobile operator n Ireland,
Metcor Mobile Communications, for EUR420 million, The purchase was completed m
Movember 2005, makmg 1t a wholly owned subsidiary of circom Group ple, giving circom

an mmportant presence i the Irish mobile market.

B.3 Fixed-mobile integration {FMI)/fixed-mobile convergence (FMC)

However, it should be noted that the wider trend within both fixed and mobile industnes 1s

towards a higher level of mtegration between fixed and mebile services, not a scparation.

The convergence of fixed and mobile services is a key strategy of both fixed and mobile

operators across the world.

The trend for FMC has been increasing, and generally takes place as one of the following

four approaches:
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Approach to FMC Descrghon Busineszs opportunitieschallenges
Converged billing Fized and mobile services are Convenience of 2 single bill for
billed by & single provider e.g. custorner

corparate mobile end fized
telephany on a single kil

Comverged tanffs Geazening to provide fized tariffs at  Single device convenience with low-
fized locations on existing mobile  cost home-foffice-zone calling, but
devices technically difficult to implement with

riak of revenue leakage

Converged devices  Terminals allow the usage of fized  Single-device convenience for

and mobile services through a custorner with low-cast home-foffice-
single device — a.g. BT Fusion, zone calling, enhancing in-building
DoCoMo Passage Duple, network coversge and cpportunity to
LivePhone, BeautifulPhone reduce broedband chum

Converged senvices  Exploit the capabilites of existing  Single device convenience for the
network capsabilities (includng customer, but potential wasteful
cepacity, routeing) and could use  utilisation of the network to route calls
existing or new devices or non-optimurn technology (mobile

broadband from home)

Exhibit B.2 Approaches fo fived-mobile convengence [Source: Anslyeys]
Both revenue and cost drivers have been cited as reasons for closer integration of fixed and
mobile operations, Revenue drivers meclude:

« An  imlcgrated  fixed and  mobile offer can be used o differentisie
broadband services, especially in corporate and SME markets,

s Opporioniiv 1o enhance overall mobile ERITDA through improved ARPU, lovaliv and

market share
Whilst cost drivers include:

¢ A wider range of content can be negolated st better prnces when an operstor 1s

negotiaiing content for both broadband and 3G mobile services together,

+ A combined distnbution channel can be created m a more cost effective manner,

mcluding cross-selling opporunitics.
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Enhanced imdoor mobile coverase and mobile phone  functionality for FMO

subscnbers, allowing befier service at lower cost.

Cost efficiencics can be achicved through a commen IT, billing or CEM platform and

core network can be shared between both the fixed and mobile businesses.

As shown in Exhibat B 2, FMI has enabled the launch of new ARPU-cnhancing services

which arc expected to mmprove customer lovaliy:

» Dl mada deviea
U ——— Target markets  Fisad rata caliisg
_ Trom heimss, esing
Q:qaaﬂ = Busincss. Mass market broadoand
~ Qasin marke chars
i e mokik
arkat
Value France Telecom!Orange -
snhameemment Bussiness Evarywhone BT- Fuscn
Free » Busdid wits cear
iF1 for additiona
Trvaf1oaE

France TelecomiOrange =  Telecom Ralia =

Value
profection LivePhona/FamityTalk Alice Mia
= Benidid

Enadha i and
miobda talaphony

= Iniagraie b dband vl bk STV BNt

= Tam ooak o6 g bateea n Tamily Tead = Protact broadhand

market chares

e s b i e
= Cong 10 cvisill il i prodaction sategy

Exthibit B.3: Fivi dewelopments i Europe [Source: Anslysys]

As shown in Exlubit B 3, mobile-only eperators have been focusing on value enhancement

with fixed-line replacement in the mass market and value protection in the busmess market:
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v Foud it suli=g from home
ponng sl - Taed-ine

e Target markets
v i v o el w0 ol
s iham Lkin B - Mz
+ Dhrtiviness Sflar 1o b gt fosd- B
b=t
Germarny - ‘Wodafane
akie &, Germany
1 " Ganian Gemmany ZuHause
= UNTE b i
itk it
Wiedafone i el e i
‘Wiireless Office © Feoaeh- bt
izl protectin DaCaMo - i i
" mp mw ITLTHWEE N L
» Idsgrabrg ki wih
+ Spuacifie WIF WISM Tl PEXeplacing
phan for eompon s ]
+ Fiteet corpatili » Plinsed husch of DEL
it shira 12 fren Suslisii

Exhibit B.d: FMC developments [Source: Anslysys]

The main counterexample to this idustry trend 15 in laly, where the Italian regulator 1s
constraining Teleocom ltalia’s ability to offer FMC services, due to a perecived inabality of

Telecom ltalia’s competitors o offer similar services
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Annex C: Geographic separation

The only cxample of geographic separation of an mcumbent operator 15 that of AT&T. The
Regional Bell Operating Companics (RBOCs) arc the result of 2 US. Deparment of
Justice anfitrust suil agminst the Amencan Telephone & Telegraph Company (AT&T). The
onginal RBOCs melude:

+  Ameritech

«  Bcll Atlantic

+ BellSouth

« MNYNEX

« Pacific Telesis

+«  Southwestern Bell
« LIS West

Whilst the regulator ordered the break-up of AT&T primarily to increase competiion m
long distance and intcrnatonal markets, AT&T serecd to the creation of the RBOCs m

refurn for the opportumity o enier the Intemet mdustry,

With ownership scparate from AT&ET, the BEBOCs no longer had an incentive o favour
ATET over its long distance competitors, such as M1 and Sprint

Although ATET s divestiture of the RBOCs 15 regarded as a success, 1t 15 only appropriats

i situations where large operators have overwhelming dominance in large economics,

Creographic separation within the same country has not been repeated since.
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aswhole

10 January 2007
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Executive Summary
I ssue — structure JT so as to best promote competition

In the context of the proposed sale of JT, the JCRA has been asked to advise on what JT structure would best
promote competition and economic growth (e.g., sold as an integrated company or with its wholesale network and
retail service functions separated).

This paper focuses on promoting competition in the local loop of the fixed-line sector since competition in the
wireless sector is developing on a sustainable basis under current regulatory rules. Further, the JCRA recognises
that there are pan-Channel Islands issues which may need to be addressed in the future as far as the structure of
competition in Jersey is concerned. However, the legislation does not allow such issues easily to be taken into
account.

Types of competition
Fixed-line competition can be introduced and promoted in three main ways.
o facilities-based competition (i.e., competing networks);

e access-based competition (i.e., leasing lines from a dominant network operator, otherwise called local loop
unbundling (LLU) or Bitstream access); and

e resale competition (i.e., where the retailer essentially resells the services of the incumbent with little value
added).

The first two forms of competition are considered the most sustainable forms as the operator has, to varying
degrees, control over network costs. Resale is the least effective form of competition because the operator isto a
large extent dependent on the costs of the network operator upon whom it relies for service delivery.

The problem — lack of sustainable competition

In Jersey, the problem is that the small size of the economy combined with the economies of scale typical of
network industries like telecommunications mitigate against the two most sustainable forms of competition. To
date, no facilities- or access-based competition has emerged. Newtel, the sole fixed-line competitor to JT, is
largely areseller of JT’s network services and provides minimal service differentiation (e.g., its bandwidth is the
same as JT’s).

In the future, Newtel plans to gain more control over network functions (and, therefore, the types of services it
can deliver to customers) by investing in network facilities and obtaining Bitstream access to JT’s new generation
network (NGN) currently being rolled-out.

However, in the circumstances of Jersey’s small economy and the industry economies of scale, international
experience would strongly suggest that optimal competition is unlikely to emerge in the future under the current
structure of JT, even with the current regulatory framework which can compensate to some degree but not totally
for the problemsinherent in vertical integration.

Thisisfor anumber of fundamental reasons:

¢ the economic self-interested incentives of an integrated company to favour its own downstream businesses
when providing access given that providing access to third-parties is providing access to its competitors;

o thefiduciary duty to maximise corporate profits, where legal;



e industry-specific law (including accounting separation) is not optimal in countering incentives to
discriminate; and

e general competition law is too broad a tool to compensate for the difficulties in regulating a vertically
integrated dominant operator and to deal effectively with the intricacies and dynamics of
telecommunications, particularly when it comes to introducing competition (as opposed to promoting
existing levels of competition).

Accounting separation is an integral part of Jersey industry-specific law but it is not optimal because of the
following problems (which consistently occur internationally where accounting separation has been adopted):

¢ the accounts are not separated enough to enable separate identification of costs attributable to specific
services and to show any below-cost predatory pricing, price discrimination or cross-subsidisation;

¢ the accounts do not necessarily show full economic costs (being based on historic costs rather then current
costs); and

o there are well known arguments over the level of access charges and the most appropriate costing
methodology (e.g., historic-v-current, long run-v-short run, incremental-v-avoidable, etc.).

All of these problems lead to inevitable regulatory cost and delay in progress to more competitive markets. They
are already areality in Jersey, and are likely to continue to be.

Potential solutions

Revising the structure of JT may have a significant influence on how competition develops. Three particular
solutions present themselves:

0) Structural separation

The most clear-cut solution is to remove the incentive to discriminate. This can effectively be done through
‘structural separation’ (i.e., the complete ownership and management separation of the wholesale and retail arms
so that there is no commonality of interest between the two).

Indeed, under structural separation, and the appropriate price regulation of the wholesale business, there will be
incentives to supply network services to as many access-seekers as possible in the interests of maximising profits.
In turn, this can lead to increased levels of competition in retail markets and all the benefits that competition
brings in terms of lower prices, higher quality and more innovative services.

Furthermore, because of the effective removal of incentives to discriminate, significantly less regulation (and the
resources to enforce it) would be required.

Of course, this requires the restructuring of the incumbent and the one-off costs from this need to be factored into
the overal analysis. Any economies of scope from vertical integration may be reduced or lost. However, the
existence and the extent of these economies should not be taken for granted. Further analysis is required. For
example, there may be dis-economies of scope from a lack of management focus on core activities. Further, a
company may stay vertically integrated to exploit its “monopoly premium’ and, as such, this should not be
considered alegitimate ‘economy of scope’.

Another disadvantage of structural separation is that there may be aloss of synchronisation between supply and
demand (i.e., there is aloss of direct communication between the retailers who have first-hand knowledge of what
customers want and the wholesaler who provides the underlying network needed to provide services demanded).
However, should ‘deep-level” competition (i.e., facilities- or access-based competition) develop as a result of
structural separation, there is the potential for greater synchronisation between supply and demand as such
competition results in greater control over the network and the ability to configure the network to meet the variety



of customer demands (for example, greater bandwidth, greater security and reliability, data streaming, data
broadcast, always-on point-to-point data connectivity, video streaming, video-on-demand, pay TV, etc).

(i) The Faroes version of structural separation

To the extent there is concern as to the speed with which competition will develop, there is a variation on
structural separation which has been adopted by the Faroe Islands which deals with the incentives to discriminate
by providing positions for representatives of retail competitors on the Board of the separated wholesale company.

It is proving successful in providing competitive outcomes at the retail level, in synchronising demand and
supply, and in focusing management on their core activities (for example, the retail company has reduced costs
and increased revenues). The Director of Telecommunications in the Faroes has expressed his willingness to meet
States’ Ministers to discuss the Faroes experience with their version of structural separation.

(iii) Operational separation

The third potential solution is operational separation (i.e., separation of the wholesale and retail operations but
kept under the same corporate ownership). This option is increasingly being adopted in a number of countriesin
attempts to overcome the lack of effectiveness with accounting separation in dealing with the economic incentives
of incumbents to discriminate.

However, as indicated by the UK experience, there are continuing problems with operational separation, largely
because this option does not remove the incentive to discriminate. Furthermore, the option may not replace the
burdens of accounting separation but add to them by imposing new regulations on the vertically integrated
incumbent (e.g., regulations to establish Chinese walls and arms-length transactions). In a Jersey context,
however, there would be likely to be less undertakings required.

Conclusions

Pulling together the various and at times complex issues and arguments outlined in the paper:

¢ the States objective in telecommunications is to meet demand (particularly the demands of the financial
sector) for telecommunications services, wherever appropriate by competition;

e competition occurs in the dimensions of price and quality but the States have expressed a preference for
quality servicesin view of the demands of the financial sector and its importance to the Jersey economy;

o resale competition typicaly results in price competition but it does not always provide for high quality
services since it involves minimal investment in the necessary infrastructure (however, such competition
may play an important role in facilitating market entry and the transition to more investment-based
competition);

o if competition is to result in high quality services, it can only be provided by ‘deep-level” investments in
network infrastructure such as that afforded by facilities- and access-based competition;

o of the two, facilities-based competition is not economically feasible in Jersey given the small market size,
high capital costs and economies of scale;

e access-based competition is the only potentialy feasible form of competition in Jersey that will meet the
demand for high quality services;

o however, on the basis of international experience and despite the best intentions of regulators, it appears
that access-based competition is unlikely to develop on an effective, timely and sustainable basis while JT
is structured as a vertically integrated supplier of network and retail services under the current regulatory



regime;
o the JCRA notes Newtel’s plans to become an access-based competitor;

o if access-based competition is successful, it would be expected to deliver significant on-going benefits for
the Jersey economy as awhole in both quality and price of services;

¢ there may be a one-off loss in States revenue from structurally separating JT rather than selling as a whole
but the JCRA understands that there may be market interest in acquiring separated entities; and

o there are aso likely to be on-going costs stemming from the loss of vertical efficiencies, reduced
synchronisation of demand and supply, and loss of welfare-enhancing ability to price discriminate; but

o thereisthelikelihood of greater resale competition to keep downward pressure on retail prices.
) Unique opportunity

Ofcom has commented on the ‘once-in-a-generation’ opportunity to restructure BT for the benefit of future
competition during its strategic review of telecommunications:

This is a once-in-a-generation opportunity to ensure that the fundamental network and regulatory structures

[7]

are aligned to ensure opportunities for fair competition in future.*—

The States of Jersey has, indeed, a greater opportunity than the UK to restructure appropriately JT because it is
still in States ownership. Restructuring does not preclude the ultimate sale of JT but, once sold without
restructuring, that opportunity islikely to be lost for future generations.

(i) Options

The Economic Development Minister has requested the JCRA to advise him on the structure of JT that the JCRA
believed would best serve the States policy of promoting competition in telecommunications and thereby
economic growth as awhole.

The JCRA concludes from the information presented in this paper that the current regulation (in particular,
accounting separation) is not optimal from the point of view of promoting effective and sustainable competition.

The JCRA does not conclusively recommend any particular option for the structuring of JT because it is aware
that there are other policy objectives in addition to the promotion of competition (such as maximising returns to
the shareholder) as well as the possible disadvantages outlined earlier to be put into the equation.

However, it has pointed out the benefits and costs of both operational and structural separation. The costs of
structural separation include the productive efficiency losses from separating a vertically integrated enterprise.
But the benefits could be significantly greater because, by allowing for more effective and sustainable
competition to develop, alocative and dynamic efficiencies are spread throughout the economy, including
essential high quality telecommunications services for the finance sector.

The JCRA particularly points to the version of structural separation adopted in the Faroes Islands which is
proving successful in operation by largely removing the incentives for discrimination but does not have the
downside of wholly losing economies of scope from vertical integration. As mentioned, the Director of
Telecommunications in the Faroes has expressed his willingness to meet States’ Ministers to discuss the Faroes
experience.



In conclusion, it should be emphasised that the payoffs in terms of consumer welfare, efficiency and economic
growth are likely to be far greater in small economies from getting JT structurally right in the interests of
promoting competition. We conclude with Michal Gal:

Even small economies that enjoy some unusual comparative advantage must have the capacity to benefit from
these hazards of fortune and to make them a basis for sustained economic development. Moreover, in small
economies the importance of an appropriately structured and efficiently enforced competition policy may be

greater than in large economies. 8



Confidential
Proposed Sale of Jersey Telecom

Advice on the structure of Jersey Telecom which best promotes competition in telecommunications and
thereby
economic growth asa whole

1 INTRODUCTION

On 13 July 2006, the Minister for Treasury and Resources (the Treasurer) issued a Discussion Paper proposing

the sale of Jersey Telecom (JT).Lgl As noted in the Paper, the Treasurer is legally obliged to maximise the value
of the States shareholding in JT and exercise the States interest in the company solely on a commercial footing.

[10]

Apart from providing an opportunity to maximise returns to the shareholder, the Treasurer and the Minister for
Economic Development (the Economics Minister) both subsequently agreed that the proposed sale of JT would
also provide a valuable and perhaps unique opportunity to achieve an industry structure which maximised the
benefits to the Jersey economy through competition and economic growth.

Accordingly, on 2 October 2006, the Economics Minister requested the Jersey Competition Regulatory Authority
(the JCRA) to advise him on the structure of JT that the JCRA believed would best serve the States policy of
promoting competition in telecommunications and thereby economic growth as a whole. A copy of the full
Terms of Reference may be found at Annex A.

2. POLICY OBJECTIVES
Given the competition focus of the Terms of Reference, the JCRA considers it appropriate to commence this
paper with an outline of the objectives of competition policy in telecommunications and the nexus with economic
growth. For, somewhat counter-intuitively, competition may not always be the best means of achieving its policy
ams.
() Competition policy
To promote consumer welfare, efficiency and economic growth
The first point to note about competition policy is that competition is not an end in itself. Rather it is a means to
other ends, in particular the ends of consumer welfare, efficiency and, ultimately, economic growth. As was
noted during the passage through the States of the Competition (Jersey) Law 2005:
International experience demonstrates that the enactment and enforcement of competition law helps
create and promote conditions for healthy competition and promote consumer welfare by increasing

efficiency ... aswell as several other effects and consequences including -

(&) areduction in prices for businesses and consumers alike because the forces of competition usually
tend to reduce prices - this will help to reduce inflation;

(b) anincreasein service levels for businesses and consumers alike because suppliers are stimulated to
compete on the basis of the service offered;

(c) anincreaseininnovation within an economy because of the stimulus of competition;



(d) an increase in productive efficiency within the economy because only those goods and services for
which there is a demand will be purchased (this eliminates inefficiency or wasteful production);

(e) an increase in allocative efficiency within the economy because resources will be allocated to only
those goods and services for which thereisa demand.fill

Given its focus on economic ends, competition policy has been recognised internationally as a key element of
economic policy.

To regulate as a proxy for competition

The second point to note is that competition may not always be the most effective way of achieving the ultimate
ends of consumer welfare, efficiency and economic growth. This may particularly be the case in small island
economies like that of Jersey where small markets and economies of scale may combine to make monopolies the
most efficient way of meeting demand. As Michal Gal has commented:

A critical feature of small economies is the concentrated nature of many of their markets, resulting from
the presence of economies of scale and high entry barriers. Smallness has adverse implications for
domestic market structure and performance. The size of some industries is sub-optimal to the extent that
limited demand constrains the development of a critical mass of domestic productive activities necessary
to achieve the lowest costs of production. But even when productive efficiency can be achieved, small
economies cannot support more than a few competitors in most of their industries. Competition is often
characterized by monopoly or oligopoly protected by high entry barriers. These market conditions have
an adverse impact on prices and output levels of many goods and services, that may carry over to

vertically inter-connected industrias.fi21

Accordingly, in its broadest sense, competition policy not only seeks to promote competition but also
accommodates situations where competition is not economically feasible by regulating as a proxy for competition
in the interests of consumer welfare, efficiency and economic growth. The States of Jersey have recognised this

and the recognition isimplicit in the title and powers of the JCRA.IL:31

Michal Gal also recognises that the size of a market necessarily affects the competition policy it should adopt.
[14]

... finding the balance between productive efficiency and competitive conditions in small economies is
challenging. In the presence of scale economies, a balance should be struck between firms large and
integrated enough to enjoy these economies and firms numerous enough and with sufficient opportunity
for effectiverivalry.

These salient characteristics require small economies to devise appropriate endogenous policies that
offset at least some of the adverse effects of their small size. Competition policy can either increase or
reduce the disadvantages of small size. To reduce them, competition policy has to be designed to deal
effectively with the unique obstacles to competition that are inherent in an economy, including those that
stem from small size. Even small economies that enjoy some unusual comparative advantage must
have the capacity to benefit from these hazards of fortune and to make them a basis for sustained
economic development. Moreover, in small economies the importance of an appropriately structured

and efficiently enforced competition policy may be greater than in large economies.[l—51 [emphasis
added]

A good illustration of the points emphasised in the quotation above is the Jersey finance sector, its key role in
Jersey’s economic development and the importance of an appropriately structured competition policy in
telecommunications for that sector. This paper now turns to a discussion of telecommunications policy in Jersey



and how it is particularly focused on ensuring that high quality telecommunications services are provided to the
finance sector in the interests of promoting Jersey’s economic devel opment.

(i) Competition policy in telecommunications
To satisfy business and consumer demand

The primary duty of the JCRA under the Telecommunications (Jersey) Law 2002 (the ‘Law’) is to ensure that

demand for current and prospective telecommunications services is met so far as is reasonably practi cable.[g31
In seeking to meet this demand, the JCRA has a secondary duty to promote competition wherever appropriate:
[17]

... the JCRA ... should have the duty to exercise [its] relevant functions in the manner best calculated to
ensure the provision of ... telecommunication services for the Island. Subject to this primary duty, the
JCRA should have a secondary duty to act in a manner best calculated to further the interests of

customers, wherever possible by promoting competition between service provi ders.J-L81

It also has another secondary duty to promote efficiency when seeking to meet demand.[E1 In deciding whether
demand is satisfied, either through competition or otherwise, the JCRA must have regard to whether the services

are affordable, innovative, of high quality and reliabl e.[z—01

A critical issue here iswhat sort of demand is sought to be met? Isit demand for affordable low prices services or
demand for quality services? A reading of the extrinsic materials associated with the passage of the Law would
indicate that there is a strong preference for quality services given the demands of the financial sector and its key
role in the economic welfare of Jersey.

To focus on high quality services for the finance sector

It is clear from the following statement by the Treasurer that quality is to be preferred over price given that the
economic interests of Jersey are to alarge extent the economic interests of the finance sector:

As an international finance centre operating from an Island location, the provision of resilient and
reliable telecommunications networks across which world-class services are available is fundamental to
the continued success of Jersey. Business and residential consumers alike demand, and have come to
expect, the availability of these services, and telecommunications companies in Jersey must invest

heavily to ensure that they remain the provider of choice. (21 [emphasis added]

And further:

The continued need for investment in essential infrastructure to ensure the provision of all current and
prospective demands for high-quality services to residential and business consumers is a key feature of

the Telecommunications (Jersey) Law 2002.12l [emphasis added]
Competition largely occurs in the dimensions of price and quality. A further critical issue is therefore what type of
competition can satisfy demand for quality services (rather than just low-price services) or whether regulatory
intervention is required to meet that demand?

3. SATISFACTION OF DEMAND THROUGH COMPETITION

States policy isthat demand in telecommunicationsis to be met wherever appropriate by competition, and that the
demand to be satisfied is for high quality services in view of the demands of the finance sector. This section



discusses how demand can be met through competition. If it cannot be met through competition, we discuss later
how it may be met though regulation.

Discussed first in general terms are the forms of competition in telecommunications and whether they can deliver
on quality services. In telecommunications, whether fixed-line telecommunications or wireless, competition
typically occursin three main ways:

o facilities-based competition (i.e., competing network infrastructure);

e access-based competition (i.e., leasing lines from an incumbent network operator and co-locating
transmission and switching/router equipment in the incumbent’s exchanges to transmit services over those
lines); and

o resale competition (i.e., where the retailer essentially resells the services of the incumbent under another
brand name with limited value added).

() Facilities-based competition

Facilities-based competition allows for complete control (either through ownership or long-term interconnection
contracts) over the necessary network infrastructure and its associated costs. In particular, network ownership
alows for the installation of the latest and most efficient technology and the supply of new services or increased
bandwidth in response to shifts in demand. This is particularly important in telecommunications because of the
range and complexity of service offerings and their dynamic nexus with technological progress.

(i) Access-based competition

Access-based competition allows for varying degrees of control — but not complete control — over the underlying
network depending on the type of access acquired. In general, local loop unbundling (LLU) offers greater control
than Bitstream access because it essentialy involves the leasing of un-configured local lines which are then
configured to satisfy demand. With Bitstream access, the access provider still provides the underlying
transmission service and the access-based competitor is constrained by the specifications of that basic service.

(iii) Resale competition

On the other hand, resellers do not have any meaningful degree of control over the quality and type of
telecommunications services they re-supply. This is because they rely largely on retail margins being maintained
above the wholesale rate at which services are acquired (i.e., they rely on arbitrage opportunities). Sometimes
limited value is added to these basic wholesale services (such as billing and customer support) but because
resellers have little control over the network and its associated costs, they are ultimately circumscribed in the
competitive services they can offer in response to shifts in demand.

As aresult, resale competition occurs largely in the dimension of price competition but it can play an important
role in facilitating ‘quality’ market entry and the transition to the more effective and sustainable form of facilities-
and access-based competition.

(iv) Preferred type of competition for Jersey telecommunications

We have noted that there is a strong preference in Jersey for competition which delivers high-quality services.
However, only facilities- or access-based competition can satisfy demand for such services as it is only those two
which allow for the necessary degree of control over service quality and innovation. As Ofcom has noted:

Our market research and consultation suggested that businesses and consumers want much more than



basic, reliable telecoms services at low prices: they also want choice, and rapid innovation and
introduction of new services. Our assessment was that the most effective way of delivering this is through

competition at the deepest level of infrastructure where competition will be effective and sustainabl e.[gl

In other words, the aim is not simply ‘low-level’ price competition but rather ‘deep-level’ quality competition
which is effective and sustainable. To quote further from Ofcom:

... whilst downward pressure on pricing can be achieved by a combination of regulation and arbitrage-
based services competition, we concluded that the choice, diversity, and innovation required by
consumers in today’s much more diverse and fast-moving market could not be achieved in this way.
Innovation in particular cannot be imposed on a market as a regulatory requirement. Services-based
competition does encourage innovation in relation to branding, billing, and packaging of services, but
much of the innovation that consumers value in telecoms stems from the ability to combine both network

and service capabiliti es.[grl

4. SATISFACTION OF DEMAND THROUGH REGULATION

Should competition not satisfy demand for high quality telecommunications services, the JCRA is required to
regulate:

The Law provides that if demand for a certain service, in terms of quality or type, is not being met by
licensed operators in the industry, the JCRA is legally required to take stepsto deal with thisissue. To do
so, it has the powers to require licensed operators to make or contribute to investment in any
infrastructure that is required for the purposes of ensuring that these current and prospective demands

for telecommunications services are provided for .@

However, it is problematical whether the JCRA can require such investment. Regulators cannot create
investment, nor are they well placed to micro-manage such investment. That is for the industry and the market.
[26] In the words of Michal Gal:

Competition is also trusted because there is little basis for faith that regulators possess the knowledge
and the motivation required to fine-tune business behaviour on behalf of consumer s.[gl

As discussed later, it may be that a regulated monopolist at the network level is the most efficient way to meet
demand, particularly if that demand is for high quality network services which require significant upfront

investments that may be stranded if market entry fails.[@1 The reason that it may be the preferred option is the
evidence of international experience that effective and sustainable competition is proving difficult to introduce at
the network level. First discussed is international experience generaly, followed by the experience in the UK and
then Jersey.

5. EXPERIENCE WITH DEVELOPMENT OF COMPETITION
() I nternational experience

Internationally, competition has tended to develop differently in the two broad telecommunications sectors: the
wireless (including mobile telephony and wireless broadband access such as Wi-Max) and the fixed-line sectors.



Wireless competition

In wireless (particularly the mobile sector), competition is emerging on an effective and sustainable basis.@
This is largely because wireless networks are not as capital intensive as fixed-line networks, thus making it
economically feasible to roll-out competing vertically integrated networks on a sustainable basis.

Jersey is a good example in respect of mobile telecommunications where there is already one new competitive
operator with a second about to enter the market. The new mobile entrant, Cable & Wireless Jersey operating
under the brand name “Sure’, obtained a market share of approximately 9 per cent by 1 December 2006. It is a
vertically integrated company providing mobile services over its own network (and JT’s mobile network through
an interconnection arrangement negotiated under the auspices of the JCRA).

The second entrant is Bharti trading as “AirTel’. Asfor Cable & Wireless, Bharti intends to enter the market on a
vertically integrated basis with its own mobile network but when current environmental problems over the
placement of transmission masts are resolved.

As both Cable & Wireless and Bharti will have control over their own networks and associated costs, effective
and sustainable competition appears most likely to emerge in the mobile sector under the current regulatory rules.
Accordingly, the JCRA sees no apparent reason to change those rules to facilitate greater levels of competition in
this sector.

In relation to broadband wireless access, the technology is still largely at a developmental stage internationally
and it would be premature to intervene in this market, particularly given that the economics may be similar to that

of the other wireless sector, maobile. In Jersey, broadband wireless access has not been introduced.[@1

As competition in the mobile sector is developing (or indeed, has devel oped) on an effective and sustainable basis
and it is too premature to consider regulatory intervention in the broadband wireless sector, the rest of this paper
focuses on promoting competition in the fixed-line sector of telecommunications. Discussed first is how the
different forms of fixed-line competition have developed internationally. Then we discuss the situation in the UK
and then in Jersey.

Fixed-line competition

In fixed-line telecommunications, a distinction should be made at the outset between core networks and the
customer access network (otherwise known as the ‘local loop’ or the ‘last mile’ from the local exchange to the

customer) .@

Core networks have better economics than local loops (largely because of the amount of traffic they carry) and

competition internationally has developed on a sustainable basis in this area,@ However, Jersey’s small
economy and industry economies of scale have tended to preclude that form of competition locally. As core
networks have not in themselves raise competition issues under the existing regulatory framework in Jersey, the
rest of this paper focuses on the devel opment of competition in the customer access network.

Turning to international experience with the development of competition in the customer access network, that
experience tends to show that competition has not developed in the local loop on an effective and sustainable
basis. Thisisthe general outcome in both large and small economies.

With respect to facilities-based competition in the loca loop, ‘cherry-picking’ in premium markets (typically
CBD markets serving high value business customers) has occurred but ubiquitous network roll-out is rare.

The JCRA is aware of only two instances where facilities-based competition in the local loop has occurred on an



effective and sustainable basis: the US and Hong Kong. In both cases there are specific factors responsible. In
the US, it is the existence of urban cable networks originally designed for pay TV which can now, with
technological developments such as IP telephony, compete strongly with the networks of the incumbent
telecommunications companies. In Hong Kong, it is the economies of density which have enabled multiple
network roll-out.

In relation to access-based competition in the local loop, there are on-going problems with equality of access that
make development of this form of competition difficult. As Ofcom, the UK telecommunications regulator,
commented during its Strategic Review of Telecommunications conducted over 2004 and 2005:

... despite twenty years of regulatory intervention, competition in fixed line telecoms remains fragile...
[Thereis] an unstable market structure in fixed telecoms, dominated by BT and with alternative providers

that are, in the main, fragmented and of limited scal e.@l

The reasons are discussed in the next section but, combined with the lack of facilities-based competition, it would
appear that the local loop remains a natural monopoly so far as effective and sustainable competition is

concerned.M

Resale competition has emerged but, as discussed, this is not an optimal form of competition. Indeed, even this
form of competition appears to be diminishing. This is an important point with much relevance to Jersey so it is
worth quoting extensively from Ofcom on this point:

... the degree of competitive pressure exerted on BT by alternative carriers and service providers today
may even diminish in the medium term if the regulatory status quo is maintained. Much of the competition
that has emerged has done so because of the existence of high prices resulting from BT’s historic
monopoly position. Competitors have been able to enter the market and make returns by competing
against those high prices. But as prices fall, the inherent advantages accruing to BT as a result of its
scale and its ability to exploit its vertical integration will become increasingly important. This problem
has been compounded by entry focusing on short-term arbitrage opportunities which result from the
structure of pricing.... As prices fall and arbitrage opportunities diminish, entrants must develop the
scale to compete with BT and the ability to overcome the inherent advantages of vertical integration. At
the moment, neither of these conditions exist in the market, which we believe is one reason why so many

of BT’s competitors are currently experiencing very difficult trading conditions.J-:i51

There is an issue of whether wireless networks, particularly 3G and the new breed of broadband wireless
networks such as Wi-Max, will increasingly become close substitutes for fixed-line local loops because of
technological convergence. However, in the JCRA’s opinion, wireless networks are not sufficiently close

substitutes so as to constrain the pricing power of dominant fixed-line local loop network operanrs.[s—61 Nor isit
considered that they are likely to be in the near future given the current advantage of fixed-line networks in
providing reliable and resilient broadband telecommunications services to customers who demand those types of
high quality services (e.g., banks and other financial institutions).

(i) Experiencein Jersey

Jersey is no different to the international trend. Understandably, no facilities-based competition has developed in
the provision of fixed-line services over the local loop given the small size of the market, high upfront capital
costs and the resulting economies of scale.

A local independent licensee, Newtel, does own and operate a cable TV network which it acquired from
Jersey Cable (a subsidiary of Channel TV). It currently supplies cable TV servicesto social housing estates

over this network.[g—71 However, it is not of a suitable grade for the delivery of modern digital
telecommunications. Further, the costs of upgrading its network (involving upgrading all its nodes and
reconfiguring its customer access lines) would far outweigh the economic returns from its limited location



and likely customer base. Accordingly, this cable network is unlikely to develop as an effective and
sustainable sour ce of competition to JT s network (nor its planned next generation network or NGN).[@1

Further, there is no access-based competition in the local loop. While the JCRA has the power to require JT to
provide local loop access, a consultation in 2005 proved inconclusive as JT at the same time announced its
intention to roll out a NGN which could affect the way that access may be achieved. Even so, there has been nc
market demand for such access (i.e., there has been no requests made to the JCRA for it to use its powers to order
access). Presumably this is because access-based competition, while not involving the high upfront capital costs
of rolling-out a network, still requires significant investments in transmission and routing equipment and backhaul
links to its core network.

As discussed below, Newtel’s current business is largely as areseller of JT’s Internet access services with plansto
provide voice telephony over the Internet (VolP) services. However, it does have plans to invest in network
facilities and obtain access to JT’s NGN so that it can gain more control over the type and quality of services it
supplies, particularly in relation to VolP which requires a high standard of quality to be competitive with the

traditional voice telephony services provided by JT .@1

However, even if access is achieved, international experience would strongly suggest that effective and
sustainable competition is unlikely to emerge in the future under the current structure of JT and with the current
regulatory rules. The reasons are central to this paper and are discussed at length in the next section.

The only current form of competition in Jersey is resale competition. Newtel’s current business is largely as a
reseller of JT’s network services. In particular, it currently provides broadband access services (e.g., Internet
access) using JT’s network and retail broadband service as a base. It currently has around 4,500 broadband
customers. However, because it relies on JT for service delivery, there is minimal service differentiation (e.g., its
bandwidth is the same as JT’s).

In addition, Newtel and Cable & Wireless currently provide legacy pre-select national and international
voice telephony services. However, their customer numbers are relatively insignificant: Newtel’s customer
base has dwindled from several hundred down to about 120, of which 20 are business users, while Cable &
Wireless has about [confidential] customers of which around [confidential] are business users. Moreover,
as discussed, resale competition is not the most effective and sustainable form of competition because
resellershave minimal control over their service quality and costs.

6. THE PROBLEM: LACK OF SUSTAINABLE COMPETITION
The strong conclusion from the preceding overview of international experience is that competition in the local
loop has not developed on an effective and sustainable basis in most jurisdictions where liberalisation of
telecommunications has been undertaken. The reasons for this are now discussed.
() High capital costs and economies of scale
In relation to facilities-based competition, international experience demonstrates that it is generally not
economically feasible for local loop networks to be duplicated or overbuilt because of the high capital costs
involved. Combined with economies of scale, these upfront costs constitute formidable barriers to entry. Indeed,
they often prove insurmountable when the incumbent also:

¢ has aubiquitous and operationa network;

o isvertically integrated reaping economies of scope;

¢ has advantages of incumbency; and



o benefits from customer inertia and high switching costs.

When the small market size in Jersey is added to the list, it becomes clear that they may well constitute an
absolute barrier to facilities-based competition in Jersey.

And if further reason is needed, the shift to NGNs and the necessary investments required will make it more
difficult till:

The technology shift to | P-based networks requires new investment, to supply what are likely to be products
with lower margin than was available in the legacy products and services. There s little appetite for new
investment to compete with BT Group plc at the local access level, and in some areas even in backhaul

from the Local Exchange to the core network. Thisisa challenge.fﬂ1

Accordingly, the remainder of this paper will focus on access-based competition as a means of satisfying demand
for high quality services in telecommunications.

(i) Lack of equality of access

International experience also demonstrates that access-based competition is proving an elusive object. Put smply,
for access-based competition to develop on an effective and sustainable basis, there must be equality of access
(sometimes called ‘equivalence’) but regulation has failed fully to ensure such access. In the UK, for example,
Ofcom has made the following comments on regulatory failure in that country:

We believe that UK telecoms regulation has yet to overcome the problems of enduring economic
bottlenecks combined with lack of equality of access to these parts of the network. The problem of enduring
economic bottlenecks is that the economies of scale and sunk costs of telecoms networks, especially for
fixed access networks, are particularly hard for new entrants to overcome. Yet if new entrants do not build
their own fixed access or backhaul networks, they are reliant instead on BT to provide wholesale access to
its network. They then face the problem of inequality of access. Those who rely on BT to provide such
access have experienced twenty years of:

*  dow product development;

y inferior quality wholesale products;
. poor transactional processes; and

* ageneral lack of transparency.

While individually each issue might seem immaterial, cumulatively they make the reality of competing
against a vertically-integrated player an economically unattractive propositi on.Iﬂl

In attempting to provide equality of access, jurisdictions around the world have resorted to increasingly complex
and detailed regulatory rules which, in several respects, result in micro-management of the incumbent’s
commercial activities by the regulator. This is not optimal for any of the interested parties. In another example
from the UK, Ofcom comments on this point:

This outcome [complex and detailed regulatory rules] is not optimal for citizens and consumers, for BT’s
competitors nor for BT itself. It is restrictive and costly to all parties, and at this stage of network and
technology development it is potentially damaging to our long-term competitiveness as a nation. This will
become an even more critical issue with the deployment of next generation technologies, where current
rules of interconnection and many of the related wholesale products will no longer apply.



For all of these reasons a continuation of the status quo is neither acceptable nor desi rable.ﬂ

(iii) Competition and incentives

Economics is the science of incentives and it is no more true than in the area of competition economics. In
economics, incentive is the pursuit of self-interest. As Adam Smith points out, self-interest is no bad thing
because it is ultimately in the public interest, absent any market failure. Michal Gal comments:

The economic theory underlying competition laws is based on the belief that the market’s invisible hand is,
potentially at least, a far more powerful guardian of the social welfare than any other form of regulation.
Competition draws competitors into the market to remove excess profit. It stimulates incumbentsto greater
productive and dynamic efficiency. It weeds out the inefficient by the objective test of market survival, and

[43]

it assures the optimal allocation of resources in productive activities*—

In addition, there is an additional legal incentive created by fiduciary duty where public companies are involved:

e publicly-owned companies are under an obligation to its shareholders to maximise profits, provided that
they do so by legal means; and

e it isabreach of fiduciary duty for a company’s directors to knowingly manage a company in a way that
- [44]
reduces profits.

Telecommunications is an almost unique industry in that, to achieve the necessary ‘any-to-any connectivity’,
competing telecommunications network companies must reach agreement on the terms and conditions of

[45]

interconnection to each other’s networks— However, to do deas with competitors is likely to raise issues
under general competition law and, more self-interestedly, it may not be in a company’s commercia interest to
willingly reach agreement with its competitor because it may mean lost customers and lost profits.

Here lies the crux of the problem in telecommunications:

e there is aneed for regulations requiring access to be granted on ‘fair and reasonable’ terms to overcome
commercial incentives and override fiduciary obligations; but

o like leading a horse to water, incumbents will have a strong incentive to favour its own at the expense of
new entrants when forcibly obliged to grant access against its own commercial interest.
In the words of Alfred Kahn, if one was the Almighty and in full possession of the facts, one may regulate to

successfully overcome such incentiveﬁ.m—61 However, mortal regulation has simply not been up to the task. This
has amply been demonstrated by the above discussion of international experience in respect of local loop access
over fixed-line networks.

The particular reasons why regulation has been sub-optimal in developing access-based competition first needs a
discussion of the broad range of regulatory tools available to regulators.

(iv) Regulatory toolsin general

Of course, the ultimate regulatory tool is the market itself. However, as mentioned, there are clear incentives to
inhibit the free working of the market for private gain. Adam Smith in an oft-quoted passage spoke about the

tendency for competitors to agree amongst themselvesin a conspiracy against the public:

People of the same trade seldom meet together, even for merriment and diversion, but the conversation



ends in a conspiracy against the public, or in some contrivance to raise prices.m

Similar tendencies are equally true with respect to the unilateral exercise of market power by, for example,
leveraging it into downstream markets for private gain.

The States of Jersey have adopted a number of regulatory tools to promote competition in telecommunications
where there is market failure or the potential to create market failure:

o the Competition (Jersey) Law 2005 which prohibits ex post anti-competitive arrangements, abuse of
dominance (such as leveraging of market power, refusal to supply, price discrimination and predatory
pricing) and anti-competitive acquisitions and mergers; and

o the Telecommunications (Jersey) Law 2002 which prohibits ex ante certain conduct (such as unfair cross-
subsidisation, undue preference and unfair discrimination) and imposes certain obligations (such as

reguirements to provide network access, to separate accounts).@

These laws may be referred to as ‘behavioural’ rules in that they attempt to deal with market conduct. Another
form of regulation which is discussed later as a possible option to behavioural regulation is structura regulation.

(V) Regulatory tools not optimal

The current regulatory framework in Jersey can compensate to some degree but not wholly for the issues inherent
in vertical integration. First, in relation to the Competition (Jersey) Law 2005, this general competition law is not
optimal for the following reasons:

o it is designed to promote and protect existing levels of competition in industries across-the-board but it
cannot guarantee an introduction of competition into previousy monopolistic markets such as
telecommunications; and

e being ex post in nature, it deals with conduct after the event and may encourage a ‘cheat and chase’
mentality in interests of getting away with it or, if not, del ay.[@1

In relation to the Telecommunications (Jersey) Law 2002, this industry-specific law is not optimal for the
following reasons:

e in requiring access to be granted on ‘fair and reasonable’ terms, it has to deal with the incentives not to
grant such access (as discussed above);

¢ the accounting separation provisions, which are an integral part of the Law, are not wholly sufficient to
guarantee equality of access (for the reasons discussed below); and

e in general, industry-specific regulation is ex ante in nature which necessarily is heavy-handed despite the
States policy of light-handed regulati on.[@1
(vi)  Accounting separation
Initially, most jurisdictions (including Jersey’s) required incumbents to ‘separate their accounts’ so that any unfair
cross-subsidisation or undue preference would become transparent and be dealt with swiftly by the regulator.

Accounting separation has become an integral part of telecommunications law (including Jersey’s). However, it
has proven to be particularly problematical for the following main reasons:

e given the multiplicity of telecommunications services that can now be provided by one telecommunications



company (sometimes marketed as ‘triple play’ or ‘quadruple play’ packages), it is extremely difficult to
properly alocate the joint or common costs (such as network rollout and maintenance costs, corporate
overheads, etc) between the various services;

o it imposes substantial regulatory burdens on both the regulator and the regulated because the costs sought
to be identified are ‘economically efficient’ costs (e.g., they include ‘opportunity costs’) which have little
bearing on commercia decision-making and require the creation of a new set of accounts in addition to
‘management accounts’ (for company budgeting and strategic planning purposes) and ‘statutory
accounts’ (e.g., for tax purposes) — partly because of this, the JCRA temporarily waived last year the

requirement for JT to update their accounts on a current cost basi s;[5—11

¢ the accounts are not sufficiently separated so as to enable separate identification of costs attributable to
specific services and to show any below-cost predatory pricing, anti-competitive price discrimination or
unfair cross-subsidisation;

o there are well known arguments over the level of access charges and the appropriate costing methodol ogy
(e.g., should it be historically based, current cost or forward looking; what should be the time frames, long
run or short run; should it be incremental cost or avoidable cost; etc?); and

o in respect of enforcement, the incumbent has clear informational advantages over the regulator on the most
relevant costs and levels of demand.

To give a flavour to the on-going and well-known problems associated with accounting separation in particular
and behavioural rules in general, at Appendix B may be found extracts from a commentary on a judgment in
Australiainvolving their application.

(vii)  Regulatory experiencein Jersey

There have been a large number of complaints received by the JCRA about alleged anti-competitive conduct by
JT since the introduction of fixed-line competition in 2003 and mobile competition in September 2006.
Confidentiality prevents the JCRA from divulging the particulars of these complaints but many can be traced back
to JT’s control of the ubiquitous local loop in Jersey and the market power that derives fromit.

From the JCRA’s experience with dealing with these complaints, the regulations have not always been optimal
largely for the reasons discussed above. Further, dealing with these complaints is proving demanding of the

JCRA’s resources and, presumably, those of JT too.[5—21 For example, JT in itslast Annual Report estimated that
its costs of regulatory compliance were in excess of £1 million per annum.

7. INTERNATIONAL RESPONSESTO THE PROBLEM

Telecommunications laws initially designed to introduce competition were, as discussed, generally of the
‘behavioural’ type. However, as demonstrated by international experience, this form of regulation has not been
fully successful in introducing access-based competition.

Apart from behavioural regulation, another form of regulation is structural regulation. This regulation attempts to
restructure markets or market participants so as to make them more structurally competitive. It may initially be
more interventionary than behavioural regulation but the underlying rationale is that restructuring is a one-off
intervention designed to remove the incentives for anti-competitive behaviour and be less reliant on behavioural
regulation and the high on-going costs it necessarily entails.

There are two broad forms of structural regulation — operational separation and structural separation — designed
with the aim of making the telecommunications industry more structurally competitive. These are discussed in



general terms before turning to a discussion of how they have been adopted in a number of countriesin an effort
to make access-based competition more effective and sustainable.

() Operational separation

Operational separation involves the separation of the wholesale and retail operations of a dominant
telecommunications company but the separated entities remain under the same corporate ownership. This option
is increasingly being deployed in a number of countries in attempts to overcome the lack of effectiveness of
behavioural regulation in dealing with the incentives of incumbents to discriminate in favour of their own.

The UK

One example is the UK where operational separation was adopted following the Strategic Review of
Telecommunications conducted during 2004 and 2005 by Ofcom. A singular feature of operational separation as
it has been adopted in the UK is that it is more regulatory intensive than the old behavioura regulation it
replaced. For example, it involved:

o the drafting of more than 230 separate |egally-binding undertakings with British Telecom (BT);

¢ the development by Ofcom of indicators to measure compliance with the undertakings and the publishing
by Ofcom of regular updates on implementation of the undertakings;

o thedrafting of new codes of practice and building of Chinese Walls within BT; and
¢ thecreation of an Equality of Access Board (EAB) to monitor compliance with the undertakings.
The regulatory intensiveness of operational separation has been acknowledged by Ofcom:

In local access and other wholesale access products, efficient and sustainable competition is likely to
require some continuing regulation to secure genuine equality of access, right through from product design
to customer handover. Such regulation needs to be focused on a more limited range of wholesale products
than to date — where there are real bottlenecks that are likely to endure. However, where it is focused, it

also needs to be more intensive than hitherto.lﬁl

Furthermore, one year after been put in place, there are still problems in introducing effective and sustainable
access-based competition:

... the actual implementation, particularly of equivalence, has raised a number of issues, for instance in the
way in which equivalence was applied and the quality of the equivalence management platform used to
deliver equivalence. In addition, during the implementation of the Undertakings over the last 12 months,
service performance across a range of wholesale products has at times been poor, and promised
improvements have not always been fully delivered, or maintained.

There is clearly a significant amount of work still to do both in terms of addressing outstanding issues as
well as on the delivery of upcoming mile'stones.[z1rl

New Zealand

The New Zedland Government has recently introduced legidation to require Telecom New Zealand to

operationally separate its retail and wholesale business activities in the interests of promoting competition and
efficiency for the long term benefit of users:



In order to ensure that all the competitors in the telecommunications markets have equivalent access to
Telecom’s key network services, the majority recommend that Telecom create an operationally separate
network access services unit with an independent oversight group. The majority are concerned that
Telecom would still have the ability and incentives to favour its own retail units over its competitors if its
network access services were not operationally separate from its other wholesale units and its retail units.
In our opinion, it is difficult to guarantee a Chinese wall between entities that are not operationally

separate.[5—5l

As the enabling legislation was only introduced in November 2006 and has yet to pass through Parliament, it is
too early to judge the New Zealand version of operational separation.

Australia

In 2005 the Australian Government passed legislation for the operational separation of Telstra’s retail and
wholesale businesses to promote equivalence in the supply of network services. However, despite the
Government’s approval of Telstra’s operational separation plan, implementation is still problematical and
resource intensive:

... the implementation of operational separation is not yet complete. Telstra is now required to implement
the dtrategies for service quality, information equivalence, information security and customer
responsiveness, which relate to Telstra’s wholesal e services generally, and notional internal contracts, key

performance indicators and the price eguivalence framework, which relate to designated servi c&.@

It is interesting to note that structural separation of Telstra had been originally recommended by a Committee of
Inquiry as part of the telecommunications liberalisation processin Australiain the 1990’s:

... the preferred response to this concern [the incentive of vertically integrated owners of essential facilities
to inhibit competitors’ access to the facility] is usually to ensure that natural monopoly elements are fully
separated from potentially competitive elements through appropriate structural reforms. Inthisregarditis
important to stress that mere “accounting separation” will not be sufficient to remove the incentives for
misuse of control over access to an essential facility. Full separation of ownership or control is required.
In fact, failure to make such separation despite deregulation and privatisation is seen as a major reason

why infrastructure reformin the UK has been disappoi nting.[gl

However, that opportunity has been largely lost with the subsequent privatisation of Telstra. The Government’s
only practical option has been operational separation. There may be lessons for Jersey given the proposed sale of
its incumbent telecommuni cations company, JT.

Italy

In June 2006, the President of the Italian communications regulator, AGCOM, announced that he was currently
investigating the operational separation of Telecom Italia’s network and commercial operati ons.[@1

(i) Structural separation

The most clear-cut solution is to remove the incentive to discriminate. This can effectively be done through
structural separation (i.e., the complete ownership and management separation of the wholesale and retail arms so
that there is no commonality of interest between the two).

Possible structure



There are many ways to structure the separation of wholesale and retail operations but, as aworking model for the
purposes of analysis (i.e., a possible model but not necessarily a recommended model in the detail), the JCRA
adopts the example of a wholesale arm (referred to as ‘NetCo’) which would own all local loop fixed network

assets and infrastructure on the island of Jerse'y.li91

In addition to the local 1oop, NetCo might also own and operate the core network as there is a strong economic
case for keeping the two networks together:

Telecommunication networks are complex systems consisting of many components, which require close
coordination in their design and operation, which plausibly can give rise to significant coordination

[60]

economies if these networks are owned and operated as a single entity.*—

In the example, the retail business (referred to as ‘RetaillCo’) might initially be an asset-light entity focusing on
sales, marketing and customer care of retail telecommunications services to business and residential users in
Jersey. RetailCo could initially develop service requirements and specifications for NetCo but, in the interests of
promoting ‘deep-level’ competition, it would not be precluded from developing its own network infrastructure

(e.g., LLU co-located equi pment).[6—11

Under structural separation, and with the appropriate price regulation of the wholesale business, there would be
incentives to supply network services to as many access-seekers as possible in the interests of maximising profits.
In turn, this could lead to increased levels of competition in retail markets and the benefits that competition brings
in terms of lower prices, higher quality and more innovative services.

The JCRA is not aware of any jurisdiction that has yet adopted pure structural separation. The option was
actively considered by Ofcom but ultimately it accepted as a more proportionate measure operational separation
undertakings that were offered by British Telecom (BT) in lieu of structural separation:

Ofcom believes that it would not be proportionate to break up BT at this time, because we think the
package of undertakings that we have accepted is sufficient to address the problems that we identified in
the market. Ofcom accepts that there are certain benefits to BT s vertical integration. It isimportant to note
that Ofcom does not have the power to break up BT; Ofcom would have to refer the issue to the
Competition Commission. If the issue was referred, the Competition Commission might or might not think

that break-up was a suitable remedy.@l

Europe

While the option of operational separation was ultimately accepted in the UK, the European Commission is
currently actively inquiring into structural separation as an option in the context of its current review of EU
electronic communications regul atory framework in view of the continuing problemsit is experiencing with other
measures in promoting competition:

| believe that the policy option of structural separation could answer many competition problems that
Europe’s telecom markets are still facing today. Perhaps we have to be asradical as regulators werein the
US in the 1980s to make real progress? Of course, we will have to find our own European solutions,
adapted to the needs of our continent. But “a European way of structural separation” is certainly a policy

option that needs to be discussed intensively in the forthcoming months.fi31

(iii) Faroes version of structural separation



The Faroe Islands has a population of nearly 50,000. In June 2005, it implemented a version of structural
separation in the light of continuing competition complaints from new entrants about gaining access to the fixed-
line network and basic infrastructure of the incumbent, Feroya Tele.

The Faroese version does not separate the ultimate ownership of the wholesale and retail divisions as would occur
under full structural separation but it effectively deals with the incentives to discriminate by providing positions
for representatives of retail competitors on the Board of the wholesale network company and by making the
wholesale and retail companies ‘sister’ companies rather than having them in a parent/subsidiary relationship.
Both companies remain in government ownership. This form of structural separation is also proving successful in
synchronising demand and supply.

In view of its potential relevance for Jersey, the Faroese version of structural separation is now described in more
detail from information provided to the JCRA by the Faroe Islands national telecommunications agency,
Fjarskiftis Eftirlitid.

The process leading to adoption of structural separation was commenced with the establishment of a working
group following complaints about access to Faroya Tele’s network. The working group comprised representatives
from the relevant Government policy department, the regulator, the incumbent Faroya Tele and the new entrants.

The group put forward three proposals. operational separation (by Faroya Tele), full structural separation (by the
new entrants) and a version of full structural separation (by the regulator). The Government adopted the
regulator’s proposal in June 2005. It has the following key elements:

o Faroya Tele kept in government ownership (privatisation was being considered at the time but not
proceeded with as it was recognised that if privatised, the opportunity would be lost to structurally separate
FaroyaTele);

e Faroya Tele became the ‘parent company’ with two ‘sister companies’ at the same level (i.e., neither is a
subsidiary of the other) created underneath it: FT Net as the network company and FT Samskifti as the
retail services company;

o Foroya Tele, FT Net and FT Samskifti have separate boards, separate Chairmen and separate external
audits; and

¢ the Chairman of FT Net is independent of Fegroya Tele (i.e., he comes from outside the company group)
and representatives from downstream competitors have positions on the Board of FT Net;

The Director of Fjarskiftis Eftirlitid, Jogvan Thomsen, has informed the JCRA that this form of structural

separation ‘works very well” in providing equal access to service providers. In addition he has informed the
JCRA of the following benefits:

o there is a synchronisation of demand and supply of telecommunications services with having a
representative on the Board of FT Net

e FT Samskifti has become more cost-focused and productively efficient by concentrating on its core
activities of retail service provision and, as aresult, its net revenue has increased;

o Kall the new entrant is doing better in terms of market share than before structural separation;

o there are fewer complaints about access (complaints are more to do with the complaints typically made
under general competition law, e.g. bundling); and

¢ thereisno need for resource intensive accounting separation.



Jogvan Thomsen has also expressed his willingness to meet States Ministers to discuss the Faroes experience with
their version of structural separation.

8. BENEFITS OF STRUCTURAL SEPARATION
The benefits of structural separation are now discussed in more detail.
() Removal of incentives to discriminate — more competition and demand

The primary advantage of structural separation is that it removes the incentive of avertically integrated incumbent
network provider to lessen competition in downstream retail markets by discriminating in favour of its own
downstream operation when providing accessto its essential network facilities.

Removing the incentive to discriminate through structural separation would be likely to encourage a profit-
maximising monopoly network provider to supply as much of its network services as possible provided the access

prices of the monopolist are regulated to allow for recovery of economic costs but no more.[@r1

With access openly encouraged across-the-board, competition in the downstream market would, in principle, be
enhanced as existing competitors compete on a more level playing field and potential competitors seek to enter

the market in the knowledge that they will not be discriminated against.[6—51 Positive feedback loops could be
created as the increased level of competition would be likely to enhance demand for network services and, in turn,
expand the market.

By promoting competition, allocative and dynamic efficiencies are promoted for the ultimate benefit of the
economy. While the enforcement of competition law can result in trade-offs between alocative and productive
efficiencies, with structural separation there may well be a symmetry of interest: the Faroes exampl e indicates that
productive efficiencies can well increase in concert with alocative efficiencies as the separated entities

concentrate on their core activiti es.m

(i) Less need for regulation

With the removal of the incentive to discriminate, there is obviously less need for regulation designed to prevent

such conduct.[6—71 The Organisation for Economic Co-operation and Development (OECD) has commented on
the easing of the regulatory burden in the following way:

The regulation of an integrated firm must overcome the incentive of the incumbent to deny access. This
form of regulation is therefore an on-going battle against the actions and information advantage of the
incumbent as it seeks to use whatever means it has available to it to restrict access to itsrivals. In contrast,
by eliminating the incentive to deny access, vertical separation permits a lighter-handed form of regulation
(such as price cap regulation, or regulation of baskets of prices), which allows greater discretion to the

regulated firm, allowing it to use the information that it has more effici ently.@ [emphasis added]

The ‘on-going battle’ occurs in respect of both ex ante regulation and ex post competition law enforcement. As
the OECD has commented in respect of ex ante regulation:

An integrated firm, in contrast to a separated firm, benefits from any action which delays the provision of,
raises the price or lowers the quality of access. An integrated firm will therefore use whatever regulatory,
legal, political or economic mechanisms arein its power to delay, restrict the quality or raise the price of
access. Furthermore, the integrated firm has strong incentives to innovate in this area, constantly
developing new techniques for delaying access. Although the regulator can address these techniques as



they arise, it is likely to always be "catching up" with the incumbent firm. Regulation, despite its best
efforts, is unlikely to be able to completely offset the advantage of the incumbent.[@l [emphasis added)]

And as the OECD has commented in respect of ex post competition law enforcement:

In most countries the competition authority will also have a role to play in controlling the ability of the
incumbent to restrict competition in the non-competitive activity. But, for the same reasons (the information
advantage of the incumbent, the slowness and imperfection of competition law enforcement processes, the
incentives on the incumbent to innovate in anticompetitive behaviour, the incentives of an incumbent to use
legal processes to delay enforcement decisions and the competitive disadvantage of the new entrants in the
face of delay and imperfect enforcement), antitrust enforcement is also unlikely to be able to completely

offset the advantage of the incumbent relative to the new entrants.[l)l

In addition, structural separation makes it relatively easier for the regulator to obtain reliable information about
network costs as it reduces the opportunity to shift costs and profits around the enterprise through internal transfer
pricing (as would occur with unfair cross-subsidisation, for example). In short, it is easier to regulate a separated
monopolist than a vertically integrated one.

The OECD concludes on the regulatory issue;

In summary, effective regulation of an integrated firm increases the demands on the regulator and the
regulatory regime, requires a tighter control on the behaviour of the integrated firm and is unlikely to be
fully successful at offsetting the incentives of the incumbent to act anti- competitively. Vertical separation
lightens the demands of the regulator, allows a lighter, more efficient control of the behaviour of the

incumbent and is more successful at promoting competition overall. ]

(iii)  Investment incentives

Positive feedback loops can also create incentives for further network investment. For example, while avertically
integrated dominant network provider has an incentive to restrict capacity, an appropriately price-regulated and
separated dominant network provider is likely to have an incentive to invest in additional network capacity to
cater for any increased demand in downstream markets brought about by intensified retail competition.

(iv) Increased value to shareholder

The JCRA is aware that, should the proposed sale of JT proceed, there may only be interest in purchasing JT on
an integrated basis and that that interest may only come from another telecommunications company. However,
from a competition perspective, there would appear to be advantages in letting the market decide this issue,
particularly since there are economic and commercial reasons why there may be market interest in bidding for
separate entities.

Economically, vertical separation may, in some cases, enhance the value of the separated firms. In other words,
there may be vertical dis-economies of scope. One possible source of alossin efficiency from vertical integration
is a loss of management focus, as the skills required to operate the two components may be distinctly different.
For example, the JCRA isinformed that in the Faroe I slands the retail operator has become more cost-focused and
efficient by concentrating on its core activities of retail service provision and, as a result, its net revenues have
increased since structural separation.

Commercialy, the JCRA observes that there are specialist infrastructure investors and operators who, with
regulatory oversight, are capable of operating NetCo on an efficient basis. For example, there is Babcock &
Brown who have acquired Eircom in Ireland and have indicated that splitting Eircom’s wholesale and retail arms

was a likely option because of the higher earnings multiples from separating the busi nessnes.fﬁ1 Two others are



Macquarie Bank of Australia and TPG-Newbridge of the US, both of whom have made separate bids for the
infrastructure assets (i.e., not retail businesses) of PCCW, the incumbent telecom in Hong Kong.

These firms are driven by returns to investors and have the incentive to operate efficiently. Accordingly, they may
view telecommunications infrastructure and its steady cash flows as an ideal addition to its many infrastructure

trusts.[B1 Although in a different industry, the JCRA understands that, following the separation of British Gasin
the UK, the combined value of the separated businesses increased to more than double the value of the integrated

busi nessw—41 On the other hand, if the investment is highly geared it might also imply risky equity and a greater

likelihood of financial distress. 2

9. COSTSOF STRUCTURAL SEPARATION
() On-going loss of economies of scope

The primary disadvantage of structural separation is the potential loss of economies that derive from vertical
integration (i.e., the economies of scope or the productive efficiencies that arise from providing wholesale and
retail services together).

There are three main sources of these economies:

o greater availability of demand information allowing for more informed and efficient network investment
decisions; and

o reduced transaction costs for the business entity; and [76]

o the consolidation of corporate head office, finance, legal, human resource and IT functions across severa

business activities 711

Economies of scope from vertical integration may be reduced or lost through structural separation. However, the
existence and the extent of the economies that may be lost should not be taken for granted. Further analysis is
required for, while wholesale and retail operations are co-specialised (i.e., neither can exist without the other),
they are essentialy distinct business activities. The network arm requires particular engineering and technical

expertise which is quite distinct from the marketing and sales skills required for retailing.m Further, there may

be dis-economies of scope from a lack of management focus on core activities. As mentioned, the retail services
business in the Faroes became more cost-focused and efficient by concentrating on its core activities following
structural separation. Finally, a company may stay vertically integrated to exploit its ‘monopoly premium’ and, as
such, this should not be considered alegitimate ‘economy of scope’.

In addition, the advantages of vertical integration can be partially exploited through long-term contractual
arrangements between the network provider and retailers. Where there are vertical contractual arrangements
which can achieve the same efficiency benefits as integration, the loss of economies of scope may be small.

On the other hand, it is recognised that there are real costs involved in structurally separating a vertically
integrated company reaping economies of scope from that integration. There may also be some business
drawbacks in setting up two smaller organisations because, for example, they may be less attractive to some
quality staff. On the other hand, these drawbacks can be alleviated if the acquirers are large companies offering
greater career opportunities in Jersey and possibly elsewhere. Of course, actua corporate headquarter costs and
other shared costs (e.g., IT systems) are not likely to comprise a major component of costs because of the
essentially distinct nature of the two business activities (which, in any event, may be subsumed into the overheads
of any larger acquiring organisation).

The fundamental issue, as in any cost benefit analysis, is whether the costs of losing economies of scope (which



may be limited for the reasons outlined above) outweigh the benefits of structural separation, particularly the
wider benefits to the economy as awhole.

(i) Less synchronisation of demand and supply

Another disadvantage is that there may be a loss of synchronisation between supply and demand (i.e., thereis a
loss of direct communication between the retailers who have first-hand knowledge of what customers want and
the wholesale who provides the underlying network needed to provide services demanded).

However, should ‘deep-level’ competition (i.e., facilities- or access-based competition) develop as a result of
structural separation, there is the potential for greater synchronisation between supply and demand as such
competition would result in greater control over the network and the ability to configure the network to meet the
variety of customer demands (for example, greater bandwidth, greater security and reliability, data streaming, data
broadcast, always-on point-to-point data connectivity, video streaming, video-on-demand, pay TV, etc).

(iii) Loss of welfare-enhancing effects of price differentiation

Efficient pricing of access to networks may involve quite complex schemes, involving multi-part pricing, peak-
load pricing, and differentiation between different classes of customers and demands. Structural separation may
remove the ability to engage in welfare-enhancing price differentiation.

However, with any loss of the ability to differentiate, the regulator could allow a degree of discretion to the
regulated firm to set its prices efficiently, perhaps through a cap on a basket of prices.

(iv) One-off transitional costs

In addition to the loss of any economies of scope, vertical separation may involve a substantial one-time cost
associated with the break-up of the integrated firm. This cost is an important part of the cost-benefit trade-off
associated with separation.

The JCRA’s preliminary work done on the costs of restructuring JT estimate that the one-off costs could be in the
vicinity of £ [confidential]. This figure is likely to be much less than the wider benefits to customers and the
Jersey economy, particularly the financial services sector, from an increase in effective and sustained competition
in the telecommunications sector. The costs of restructuring appear reasonable in relation to JT’s estimated annual
(i.e., on-going) regulatory compliance costs in excess of £ [confidential] (plus around £ [confidential] annually if
it had been required to adopt current cost accounts) and incremental staff costs of £ [confidential]. They are aso
relatively small when one takes into account the overall annual revenue of the Jersey Telecom Group of £84.5

million in 2005.[7%1

10. OECD RECOMMENDATION

In April 2001, the OECD adopted a recommendation urging member countries to consider separating the
monopoly and the competitive parts of public utilities (including telecommunications), especialy during the

process of privatisation (the Recommendation on Structural Separati on).@

The Recommendation was adopted after a substantial study and report by the OECD which explored the benefits
and costs of structural separation (and which has been quoted from extensively in this paper). This report, entitled
‘Restructuring Public Utilities for Competition’, concluded that there should be a presumption in favour of
separation:

An integrated firm has a strong incentive to discriminate against its downstream rivals. Behavioural
regulation to overcome this incentive faces an uphill task and is unlikely to be fully effective. Experience
shows that the level and quality of competition may be higher under a policy of vertical separation or
operational unbundling. The benefits and costs to be balanced include the effects on competition, effects on



the quality and cost of regulation, the transition costs of structural modifications and the economic and
public benefits that arise from vertical integration, based on the economic characteristics of the industry in
the country under review. ... Given the benefits of separation in promoting competition and enhancing the
guality of the regulation, there are grounds for a presumption in favour of separation. ... SQuch a
presumption minimises the risk of inefficiently restricting competition in the competitive activity and
enhances the incentives on advocates of integration to produce evidence of the economic efficiency benefits

of integration.fi11

It should be noted at this point that some proponents of vertical integration look for support to a report written for
the OECD Working Party on Telecommunications and Information Services Policy (TISP) which concludes that
there is little evidence that the benefits of structural separation of the local loop convincingly exceed the costs.

182 The report was written by an academic, a lawyer and an officer from the OECD Secretariat but it was only
written for discussion and was not in any way endorsed by the TISP, members of the OECD or the Council of the
OECD.

Moreover, the report for TISP focused on analysing a form of structural separation called ‘LoopCo’ which
separates the local loop assets from core network assets. As mentioned in this paper, the JCRA is using the
NetCo model for analysis where both local loop and core assets are combined into the one network company. As
the authors of the TISP report themselves acknowledge, LoopCo is not mentioned in the OECD’s report on

Restructuring Public Utilities for Competition, nor has it been adopted by any member country.@ Presumably
this has been largely for the reason mentioned earlier in this report — there is a strong economic case for keeping
different parts of the network together rather than splitting them up into separate entities.

The OECD'’s official position is set out in its report on Restructuring Public Utilities for Competition (which
presumed in favour of separation) and its Recommendation on Structural Separation. Further, the OECD has
recently reviewed member countries experience in implementing the Recommendation and concluded that the

Recommendation is still important and relevant and should remain in place as it is.[8—41

11. CONCLUSION
Pulling together the various and at times complex issues and arguments outlined in this paper:

o the States objective in telecommunications is to meet demand (particularly the demands of the financial
sector) for telecommunications services, wherever appropriate by competition;

e competition occurs in the dimensions of price and quality but the States have expressed a preference for
quality servicesin view of the demands of the financial sector and its importance to the Jersey economy;

o resale competition typically results in price competition but it does not always provide for high quality
services since it involves minimal investment in the necessary infrastructure (however, such competition
may play an important role in facilitating market entry and the transition to more investment-based
competition);

o if competition is to result in high quality services, it can only be provided by ‘deep-level” investments in
network infrastructure such as that afforded by facilities- and access-based competition;

o of the two, facilities-based competition is not economically feasible in Jersey given the small market size,
high capital costs and economies of scale;

e access-based competition is the only potentially feasible form of competition in Jersey that will meet the
demand for high quality services;



o however, on the basis of international experience and despite the best intentions of regulators, it appears
that access-based competition is unlikely to develop on an effective, timely and sustainable basis while JT
is structured as avertically integrated supplier of network and retail services;

¢ the JCRA notes Newtel’s plans to become an access-based competitor;

o if access-based competition is successful, it would be expected to deliver significant on-going benefits for
the Jersey economy as awhole in both price and quality of services;

o there may be a one-off loss in States revenue from structurally separating JT rather than selling as a whole
but the JCRA understands that there may be market interest in acquiring separated entities; and

o there are aso likely to be on-going costs stemming from the loss of vertical efficiencies, reduced
synchronisation of demand and supply, and loss of the welfare-enhancing ability to price discriminate; but

o thereisthelikelihood of greater resale competition to keep downward pressure on retail prices.

(1) A unique opportunity

Ofcom has commented on the ‘once-in-a-generation’ opportunity to restructure BT for the benefit of future
competition during its strategic review of telecommunications:

This is a once-in-a-generation opportunity to ensure that the fundamental network and regulatory
structures are aligned to ensure opportunities for fair competition in future.fg1

The States of Jersey has a greater opportunity than the UK to restructure appropriately JT because it is still in
States ownership. Restructuring does not preclude the ultimate sale of JT but, once sold without restructuring,
that opportunity islikely to be lost for future generations.

(i) Options

The Economics Minister has requested the JCRA to advise him on the structure of JT that the JCRA believed
would best serve the States policy of promoting competition in telecommunications and thereby economic growth
asawhole.

The JCRA concludes from the information presented in this paper that the current behavioural regulation (in
particular, accounting separation) is not optimal from the point of view of promoting effective and sustainable
competition.

The JCRA does not conclusively recommend any particular option for the structuring of JT because it is aware
that there are other policy objectivesin addition to the promotion of competition (such as maximising return to the
shareholder) as well as the possible disadvantages outlined in this paper to be put into the equation.

However, it has pointed out the benefits and costs of both operational and structural separation. The costs of
structural separation include the productive efficiency losses from separating a vertically integrated enterprise.
But the benefits can potentially be significantly greater because, by alowing for more effective and sustainable
competition to develop, allocative and dynamic efficiencies are spread throughout the economy, including
essential high quality telecommunications services for the finance sector.

The JCRA particularly points to the version of structural separation adopted in the Faroes Islands which is
proving successful in operation by largely removing the incentives for discrimination by the monopoly network
provider but does not have the downside of wholly losing economies of scope from vertical integration. The



Director of Telecommunications in the Faroes has expressed his willingness to meet States Ministers to discuss
the Faroes experience should Ministers wish to take this option further.

On the issue of whether the structurally separated network business should be kept in States ownership or
privatised, the JCRA is neutral from a competition perspective for it is most likely that the structurally separated
network business will remain a monopoly.

On the issue of whether the retail mobile and fixed-line operations of JT should be separated, the JCRA is of the
view that there is no clear benefit in doing so, particularly in view of the previously mentioned trends in
telecommunications to supply a multiplicity of services and market them increasingly together as an optional
package.

Similarly, there does not appear to be any clear benefits in separating the network and retail mobile operations of
JT since competition has developed in this market on a vertically integrated basis.

In conclusion, it should be emphasised that the payoffs in terms of consumer welfare, efficiency and economic
growth are likely to be far greater in small economies from getting JT structuraly right in the interests of
promoting competition. To finish where one starts, we conclude with Michal Gal and her quotation presented at
the beginning of this paper:

Even small economies that enjoy some unusual comparative advantage must have the capacity to benefit
from these hazards of fortune and to make them a basis for sustained economic development. Moreover, in
small economies the importance of an appropriately structured and efficiently enforced competition

policy may be greater than in large economi es.I&31 [emphasis added)]



Appendix A
Terms of Reference
for advice on

the structure of Jersey Telecom which best promotes competition in telecommunications and thereby economic
growth aswhole

It has been proposed that the States sell its shareholding in Jersey Telecom (JT). | have agreed with the Treasury
and Resources Minister that | would examine how such a sale (assuming the States decides to proceed with it)
could be structured in away which would maximise the benefits to the Jersey economy.

| refer to the 2001 OECD Recommendation concerning Structural Separation in Regulated Industries, to the effect
that, in the context of privatisation, a cost-benefit analysis of structural separation, as compared with other
regulatory controls such as accounting separation, should be carried out. After a review of experience with
implementing this Recommendation, the OECD only a few weeks ago confirmed that it is still important and
relevant. While Jersey is not of course amember of the OECD, | believe that the proposed sale of JT provides the
States with a valuable (and perhaps unique) opportunity to achieve an industry structure which maximises the
benefits to the economy, in particular through competition and economic growth.

| therefore request the JCRA, under Article 6(4) of the Competition Regulatory Authority (Jersey) Law 2001, to
advise me on the following issues:

1. The structure of JT that the JCRA believes best serves the States policy of promoting competition in
telecommunications and thereby economic growth as awhole, including:

a) selling JT initscurrent form, i.e. atransfer of ownership in JT asawhole;

b) retaining JT under State ownership but structurally separating the network (wholesale) business from the
fixed retail and mobile businesses;

c) retaining JT’s network (wholesale) business and selling its fixed retail and mobile businesses (separately
or together);

d) selling JT’s network (wholesale) business to one purchaser, and its fixed retail and mobile businessesto a
second purchaser;

e) selling JT’s network (wholesale) business to one purchaser, its fixed retail business to a second
purchaser, and its mobile business to a third purchaser.

2. The economic costs of each of the scenariosin 1(a) to 1(e) above, including:

i)  on-going costs of regulation for both the JCRA and JT;

ii) one-off transitional costs of structural modifications; and

iii) theefficiency losses from structurally separating a vertically integrated business.
You will appreciate that | am not asking you to comment on the financial aspects of the proposed sale, on which
the States is being separately advised. | am also not asking you to comment on whether the proposed sale may

giverise to any issues under the Competition (Jersey) Law 2005: clearly you would only be able to advise on such
issues once the identity of any potential purchaser(s) becomes known.



Senator Philip Ozouf
Minister for Economic Development
2 October 2006



Appendix B
An illustration
of

on-going problems with behavioural regulation in telecommunications

To give a flavour to the on-going and well-known problems associated with behavioural regulation (including
accounting separation) in telecommunications, quoted below are extracts from a commentary on a judgment of
the Australian Competition Tribunal in which the incumbent (Telstra) lost an appea against a decision by the
Australian Competition and Consumer Commission (the ACCC) to reject its proposed charges for network
access.

The other night | curled up in a comfy chair with some strong black coffee and last week's judgement by
Goldberg J, Robin Davey and Professor David Round in the Australian Competition Tribunal on Telstra's
appeal against the ACCC'srejection of its undertakings on what is called the line-sharing service (LSS).

But before | lost consciousness towards midnight, | couldn't help thinking: Boy oh boy, what a nightmare
this all is. How many of the best legal minds in the nation are trying to force Telstra to behave like a
happy wholesaler, when it all it wants to do isremain the ruling retailer?

Telstra said the cost of supplying LSS totals $11.75, consisting of 77c network costs plus $10.98 LSS
specific costs. It generously proposed to charge only $9. This was rejected by the ACCC and then again
last week by the tribunal because it involved "levelising” the costs over too short a timeframe (the four
years of the undertakings), and loading unreasonable costs on to LSS,

That's a gross simplification of the legal equivalent of the General Theory of Relativity. And the result is
grosdy inferior to the two alternatives. having a network owner that is nothing but a wholesaler and
having infrastructure competition.

There will now be a similar process with unconditioned local loop (ULL).

In a few weeks Telstra will submit a proposal. There will then be eight weeks of public consultation. The
ACCC will then reject Telstra's proposal. They will then troop along to Messrs Goldberg, Davey and
Round at the tribunal. Sometime next year | will sit down with another cup of coffee and read the

i udgement.[g1
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Executive Summary

This paper outlines some of the key considerations that should be taken into account when considering the
optimal structure of Jersey Telecom if the current and prospective demands for telecommunications services in
Jersey are to be provided for — this being the primary duty of the Minister for Economic Development and the
Jersey Competition Regulatory Authority (“JCRA”) under the terms of the Telecommunications (Jersey) Law
2002.

Proponents of structural separation claim that it is necessary to avoid an alleged conflict of interest when a
company is both a competitor and a supplier to the same organisations. Such proponents have also claimed that
structural separation might reduce the cost of regulation in the long term by focusing regulatory scrutiny on the
parts of the business most in need of it.

A decision to implement structural reform will have far-reaching and irreversible consequences and as such, any
decision to engage in such reform should not be taken lightly but only after a careful analysis of the relative costs
and benefits of the structural options under consideration.

A magjor disadvantage when evaluating some of the more radical structural options is the lack of empirical
evidence of its effect. There are no known examples where network and retail elements of a telecommunications
operator have been completely separated. Whilst there is some limited experience of a fixed incumbent operating
without a mobile division, it has failed to provide any evidence that doing so is beneficial to competition.

Below, we outline Jersey Telecom’s recommendations for the costs and benefits that must be taken into account
when evaluating options for structural reform. In particular, we consider the following:

*  Thetheory behind structural separation and claimed public benefits (Section 2.1);
*  Thecriteriathat should be used for evaluating the structural options (Section 2.2);
*  Thestructural options that should be evaluated (Section 2.3); and

*  Section 3 undertakes a qualitative evaluation of the benefits and costs of the structural options in terms of
their effect on competition, the cost of regulation, the cost and time of implementation, efficiency,
investment, effect on options for the future and the ability to attract scarce talent.

Overdll, the benefits of structural separation are unknown given the lack of evidence, whilst the costs are both
high and known with much greater clarity.

Consequently, we conclude that structural separation represents significant risk for no benefit whatsoever and that
the most appropriate course of action would be to utilise regulatory tools such as accounting separation to manage
conflicts, perceived or otherwise. It should be accepted that Jersey Telecom’s current structure as a vertically
integrated supplier is the most appropriate for Jersey and we note that competitors entering this market do so in
the full knowledge of this structure. These new entrants are experienced, globa players, and none have, to our
knowledge, suggested that such a course of action would be appropriate or required. Whilst this would be true in
any market, we argue that such risks would be particularly high in Jersey, given its small size.

1. Introduction

1.1  Background

A licence to operate a telecommunications network in Jersey was granted to Jersey Telecom Limited (“Jersey

Telecom™) on 1 January 2003 by the JCRA. Prior to this date the States of Jersey held the role of operator,
regulator and owner of Jersey Telecom, the monopoly telecommunications provider. However, the States of
Jersey endorsed a new approach to telecommunications in Jersey when it passed the Telecommunications (Jersey)
Law 2002 (“the Law™). The effect of this Law was that the three roles of the States of Jersey were divided. The
States of Jersey, through the Minister for Treasury and Resources, remained the shareholder; the regulatory role
was divested to the newly formed JCRA and the operational activities were incorporated into JT Group Limited,
under the direction of an independent Board.

The operation of the JCRA and the Minister for Economic Development in the telecommunications industry is



governed by the primary duty set out in Article 7(1) of the Law which requires each to “perform its functions
under this Law in such manner asit considersis best calculated to ensure that (so far as reasonably practicable)
such telecommunication services are provided, both within Jersey and between Jersey and the rest of the world,
as satisfy all current and prospective demands for them, wherever arising”.

In addition Article 7(2) states that they must also, in so far asis consistent with their primary duties:

€)) “perform their functions under this Law in such manner as it considers is best calculated to protect and
further the short-term and long-term interests of users within Jersey of telecommunication services and
apparatus, and perform them, wherever it considers it appropriate, by promoting competition among
persons engaged in commercial activities connected with telecommunications in Jersey”;

(b) perform its functions under this Law in such manner as it considers is best calculated to promote
efficiency, economy, and effectiveness in commercial activities connected with telecommunications in
Jersey,

(©) perform its functions under this Law in such manner as it considers is best calculated to further the
economic interests of Jersey;

(d) perform its functions under this Law in such manner as it considers is beats calculated to impose a
minimum of restriction on persons engaged in commercial activities connected with telecommunications
in Jersey,

(e in performing its functions under this Law, have regard to the need to ensure that persons engaged in

commercial activities connected with telecommunications in Jersey have sufficient financial and other
resources to conduct those activities; and

® in performing its functions under this Law, have regard to any special needs of persons who are disabled
or have limited financial resources to conduct those activities.”

It is important, for a moment, to reflect further on Article 7(2)(a), where both the offices of the JCRA and the
Minister for Economic Development are to perform its duties “wherever it considers it appropriate” by
promoting competition in the telecommunications industry.

This specific form of wording was approved by the States of Jersey in recognition of the fact that competition, in
al its forms, was not necessarily the best way of ensuring that all current and prospective demands were provided
for in ajurisdiction the size of Jersey. That is not to say that competition does not have a role to play; clearly it
does. However, it is the form and degree of competition that is appropriate to Jersey’s circumstances that must be
balanced by the JCRA and the Minister for Economic Development in their deliberations on matters related to
telecommunications.

The current discussion on the possible sale of Jersey Telecom has potentially major implications for Jersey’s
telecommunications market and it is on this basis that the Minister for Economic Development, Senator Philip
Ozouf, wrote to the JCRA on 29 October 2006, requesting advice regarding the costs and benefits of the different
options the States of Jersey has for either maintaining or selling its stake in Jersey Telecom.

Of particular consideration and concern is the impact of structurally separating different parts of Jersey Telecom,
either as part of a sales process, or as a means of maximising the benefits to the economy whilst Jersey Telecom
remainsin state ownership.

The Minister has requested advice on a number of structural options, namely;

* selling Jersey Telecominits current form, i.e. atransfer of ownership in Jersey Telecom as awhole;

. retaining Jersey Telecom under State ownership but structurally separating the network wholesal€)
business from the fixed retail and mobile businesses;

. retaining Jersey Telecom’s network (wholesale) business and selling its fixed retail and mobile
businesses (separately or together);

* selling Jersey Telecom’s network (wholesale) business to one purchaser, and its fixed retail and mobile
businesses to a second purchaser; and



* sdling Jersey Telecom’s network (wholesale) business to one purchaser, its fixed retail business to a
second purchaser, and its mobile business to a third purchaser.

Jersey Telecom is an important stakeholder in this process and has valuable insights into the pros and cons of
various structural options. In view of this, it is surprising not one single question or request for information has
been submitted by the JCRA, notwithstanding that its deliberations must by now be close to completion. In the
absence of any involved discussion on the matter, which this subject clearly requires, this paper sets out our views
as to the analysis that we believe is required in order to understand the costs and benefits of each of the above
options, as well as our opinion as to which of these options is most desirable from an economic development and
competition perspective.

1.2  Objectives: what arewetrying to achieve?

As with all significant regulatory decisions, the first question to be asked must be “What is the problem that we

are trying to address?[@”. In this specific instance structural separation has been mentioned by the Minister for
Economic Development in the context of the sale of the Company and the JCRA has been asked to prepare a
response to them considering the implications to the business and the economy of implementing such. What is not
clear, however, iswhat problem they think structural separation is the answer to.

The question of structurally separating an integrated company is not one to be decided lightly. The structure of the
Company has been considered by the Board previously. Specifically, it was considered in depth when the
wholesale product portfolio was being developed, as was reflected in Jersey Telecom’s comments contained
within its Impact Statement.

In the Impact Statement we stated,I&1 “Jersey Telecom considers that the most effective means of liberalising the
telecommunications market in Jersey is through encouraging competition in the service market. Through
adopting this approach, Jersey Telecom believes that the JCRA can achieve its core aims of providing the
consumer with a choice of service provider, maintain the high level of quality that the consumer currently enjoys,
stimulate new product and application development and continue to drive down the overall price of
telecommunications”. However, subsequent to that submission, the JCRA stated that they believed infrastructure
based competition would be most appropriate for the Island.

On this basis, the JCRA has supported infrastructure roll-out by the new entrants as it believes that such aroll-out
offers the greatest benefits by each operator controlling its own portfolio and service quality, thereby alowing
them to compete on a completely equal basis.

The question of whether structurally separating the dominant operator, is well recognised throughout the industry
and it is generally agreed that such action should only be considered as a last resort option; there are many
regulatory remedies that can be utilised in lieu of such an extreme measure, such as accounting separation and

forms of operational separation that are already in place within Jersey Tel ecom@. If there is a problem, and it
should be noted that no-one has yet identified one, then the first step would be to consider dealing with it utilising
light touch approaches.

The JCRA first raised the question of whether structural separation would lead to inefficiencies, in its paper

“Consultation paper on Accounting Separation and Costing Methodol ogi es”@. In this paper it considered what

structural separation was and how it would impact a small market such as Jersey. They stated that:

“In a small market such as Jersey, the imposition of structural separation could result in significant inefficiencies
with central functions having to be duplicated, and extra resources having to be used to manage intra-operator
billing”.

This view is consistent with analysis carried out by other bodies that considered whether it was a cost effective
regulatory strategy. In the paper “Preparing the next steps in regulation of electronic communications” by
Analysys, they consider that structural separation is:

“...adrastic regulatory intervention that does not sit comfortably within the Regulatory Framework’s provisions
and principles” and they go on to state that it could be considered by a member state only in “exceptional



circumstances” asit is a *““disruptive measure that can reduce the efficiencies of integration”.

1.3  Typesof Separation

There has been alot of recent debate regarding different types of separation for incumbent tel ecoms operators and
what degree of separation, if any, is optimal in ensuring that there is an appropriate level of competition in the
sector, recognising that unnecessary separation can damage economic development and consumer surplus as a
result of creating unnecessary costs and barriers to innovation and product devel opment.

Jersey Telecom isimplacably opposed to structural separation being enforced upon the business, as there has been
no failure in the manner in which the business is regulated or operates in the market. We are however, happy to
discuss what the various structural options mean for the States of Jersey. We believe that an open debate is
essential to ensure that any final decision is appropriately informed and has considered the views of all relevant
stakeholders. Such open debate will ensure that the key objective of this process is met, namely, that the future
structure of Jersey Telecom isthe one that is optimal for the States of Jersey.

In forming our views, we have had regard to, among other papers, the 2003 Organisation for Economic Co-
operation and Development (“OECD™) paper titled, “The benefits and costs of structural separation of the local

Ioop@”. The focus of this paper is mainly on a particular structural model, namely, the separation of the local
loop from the rest of the business. As such, not all of its conclusions are directly relevant in the current context.
Because of this, we focus more on the analytical framework presented in the paper, which is relevant regardless of
the structural model being considered.

The OECD paper notes that the outcome of market opening has been unambiguously positive with improvements
in quality, falling prices and a wealth of new services. However, the paper goes on to say that problems faced by
new entrants in obtaining access to incumbent network facilities have led to calls for structural remedies on
incumbents (in particular, the separation of the local loop from other services). Such problems include “price

squeeze”, “foot dragging” and raising rivals’ costs, among other things.

The theory behind structural separation as the OECD, the European Commission and others have noted, is to
resolve a perceived inherent conflict of interest involved when the incumbent acts both as a supplier and as a
competitor. It is argued that structural separation can, inter alia, align the incentives of the main wholesae
operator with those of a non-integrated carrier by forcing it to deal with any retail operator on exactly the same
terms. Jersey Telecom, however, aready has a variety of options available to Other Licensed Operators
(“OLO’s”) enabling them to compete on the same terms as itself. A range of wholesale products is available
encompassing leased lines, xDSL and International Simple Voice Reseller options. In addition, a Reference
Interconnect Offer (“RI10O”) has been made to OLO’s which enables them to take products and compete on equal
terms. This RIO was issued following extensive consultation by the JCRA regarding the framework and product
offerings. To date there have been no requests supported by the JCRA for additional products, or changes to
existing products to be made, by any of the OLO’s, to either the RIO or wholesale offerings, that are not already
being met, which isindicative, broadly, of satisfaction with the offerings.

1.4  Framework for evaluation — Cost Benefit Analysis
The most valuable contribution of the OECD paper in the current context was its strong advocacy of careful cost

benefit analysis to inform decision making on structural options and the range of costs and benefits that might be
considered.

Initsanalysis, the OECD appeared to be most concerned about the possibility that structural separation might:
*  Delay or impede network upgrades, including the extension of fibre closer to the customer;

* Introduce significant problemsin coordinating investment between wholesale and retail; and
*  Threaten the various efficiencies enjoyed by an integrated firm, including economies of scale and scope.

Meanwhile, the OECD concludes that there is inadequate evidence to generate confidence that separation would



enhance competition to the degree necessary to justify the cost. Consequently, the OECD concluded that against
such an assessment, the more sensible option would appear to be to persevere with making improvements to the
current regulatory approach, backed by sanctions to deal with anti-competitive behaviour.

Jersey Telecom agrees broadly with the above and notes once again that the current legislation gives the JCRA
more than sufficient powers to address any activities that it deems are anti-competitive. Together with the
extensive powers conferred upon the JCRA under the Law, the Competition (Jersey) Law 2005 is also available to
assist where necessary. The development of legislation in this area has been consistent with liberalisation of the
market and the mechanism to challenge any actions deemed anti-competitive is aready in place.

1.5 Structure of this submission

The remainder of this paper deals with the specific factors that should be taken into account when considering if
there is any need for any form of separation.



2. How should the structural options be evaluated?

As stated in section 1.2 above, it is imperative that from the outset al parties must be clear regarding what
problem they are seeking to remedy. It is not sufficient to regard structural separation as the answer to an
undefined problem, simply because “it seems to be a good idea”. In this particular case, there does not appear to
be any failing of the regulatory regime currently being adopted and as such whilst it is compelling to discuss the
issues surrounding the implication of physical separation of a business, it should be done so in the context of

addressing an issue.
In this section we outline our recommendations for:

¢ Our understanding of the basis for considering structural separation in theory;

e The criteria that we recommend the JCRA should take into account when evaluating the options for
separation; and

¢ The structural options that we recommend the JCRA evaluates (our suggestions are broadly consistent with
those set out in the Minister’s letter but we propose one additional option as well as a minor simplification
to thelist).

One spurious reason sometimes offered for structural separation is that “they are separate businesses and can be
run separately”. The fact that businesses could be run separately is not sufficient justification for why they
should. The benefits of running the businesses separately should be clearly seen to outweigh the one-off and
ongoing costs of separation.

An example is a fixed-mobile business. Evidently, fixed and mobile businesses can be- and are-— provided
separately or together. But this fact alone is insufficient evidence for saying that they should be provided

separately.

By contrast, a valid argument for structural separation might be that separation would increase competition or
lower the costs of regulation (and that such benefits can be demonstrated to outweigh the costs). Unfortunately
whilst this argument is consistently posed there is no evidence to suggest that this is in fact the case. It is more
likely that the costs involved with structural separation would raise the regulatory costs and consequently prices to
the consumer in the long term. One of the key benefits of the business being fully integrated is that savings can be
made due to core infrastructure being apportioned over both fixed and mabile products. Should the business be
forced to separate structurally, the cost of duplication of key activities/parts of the business would be significant.

In addition, the buying power of each business part would be reduced even further than it is now, which would
have a significant impact to the competitiveness of the business and would directly affect the roll-out of key
services due to the practice of vendors giving preferential treatment to those with high capital and spend. As has
already been mentioned, the buying power of Jersey Telecom is significantly lower than that of the new entrants
in the market. Should structural separation occur, then the business could be left in a position whereby for a
period of time it holds market share, but lacks buying power to operate and compete effectively. In this case, the
overal costs to the business would rise and ultimately the cost to the consumer would have to be raised to cover
it.

21  Theory behind structural separation and claimed public benefits

The conjecture that structural separation would increase competition is based on an inherent conflict of interest
that is seen to arise when a telecoms’ operator is both a competitor with and a supplier to other operators. Such
conflicts of interest have allegedly involved discrimination, price squeeze, “quality squeeze”, “foot dragging” and
so on.

There are a number of claimed benefits of structurally separating an incumbent vertically integrated operator,
although it is worth noting that there is very little agreement, even among proponents of structural separation, as
to whether al of these benefits will be realised, or the extent to which they will be realised. The claimed benefits
include:



o Potentialy aligning the incentives of the incumbent with those of a non-integrated carrier, thereby
guaranteeing non-discriminatory access and enhancing competition;

Potentially, allowing regulators to focus on the parts of the business most in need of regulation,
wholesale pricing and access, reducing the need for regulation in potentially competitive areas;

Potentially promoting innovation in terms of service delivery;

Potentially eliminating conflicts between retail and wholesale arms@;

Potentially allowing greater effectiveness than behavioural remedies that run counter to an incumbent’s
incentives;, and

Potentially improving information and eliminating cross-subsidisation.
2.2  Criteriafor Evaluation
Having briefly set out the theoretical benefits of separation, we consider here the criteria that we recommend the

JCRA take into account when evaluating the structural options for Jersey Telecom. There are seven criteria that
we recommend the JCRA use for evaluation. These are as follows.

Tablel
Criterion Notes
1. Impact on competition. Will the proposed structural option improve

competition or worsen it? How much?

2. Cost of regulation (state and regulated | What will be the effect of the proposed
entity). structural option on the cost of regulation for
the state and for the regulated entities? What is
the magnitude of the effect (if any)?

3. Cost/time of implementation. What will the proposed option cost and how
long would it take?
4. Efficiency (scale and scope). What is the effect of the proposed option on

economies of scale and scope? What is the
magnitude of the effect (if any)?

5. Impact on investment and innovation. Will the proposed option affect incentives to
invest and innovate? If so, how much?
6. Loss of option. Will the proposed option restrict options for

further behavioural and/or structural options in
the future? If so, how important isthis?

7. Impact on ability to attract scarce talent. Will the proposed option affect the ability of the
entities’” ability to attract scarce talent? If so,
how much?

2.3 Which structural options should be evaluated?
The Minister’s letter set out five options for considerations, as follows:

1. selling Jersey Telecominits current form, i.e. atransfer of ownership in Jersey Telecom as awhole;

2. retaining Jersey Telecom under State ownership but structurally separating the network wholesale)
business from the fixed retail and mobile businesses;

3. retaining Jersey Telecom’s network (wholesale) business and selling its fixed retail and mobile businesses
(separately or together);

4. selling Jersey Telecom’s network (wholesale) business to one purchaser, and its fixed retail and mobile



businesses to a second purchaser;
5. seling Jersey Telecom’s network (wholesale) business to one purchaser, its fixed retail business to a
second purchaser, and its mobile business to a third purchaser.

We have two comments on these options. First, we would recommend that the list should include the separation
of core and access network functions as this model has been the subject of much discussion in a number of
countries (for example, the UK, Australia, New Zealand and Italy). Second, we believe that the JCRA can
simplify its analysis by considering the effects of each of the structura options in isolation rather than attempting
to analyse al the possible permutations.

For these reasons, we recommend that the JCRA analyses the following options:

Retaining Jersey Telecom in its current form;
Separation of retail and network;

Separation of fixed and mobile; and
Separation of core and access.

NN o

3. Evaluating Benefits and Costs of Structural separation

The structural options should then be evaluated against the criteria. This is not an easy task as the costs and
benefits must as far as possible be quantified. It is beyond the scope of this submission to attempt to quantify the
costs and benefits. Instead, in this section, we consider some of the qualitative costs and benefits that we suggest
the JCRA takes into account when evaluating the separation options against the criteria discussed above.

3.1  Effect on competition

To determine whether structural separation would improve competition, it is necessary to proceed through two
steps as follows:

o First, it is necessary to diagnose the problem correctly; and
e Second, the correct solution must be found.

With regard to the first, those favouring structural separation have argued that the disappointing progress of
competition in some markets (particularly local loop unbundling) is the result of anti-competitive conduct by a
powerful vertically integrated incumbent. Of course, the current discussion is broader than Local Loop
Unbundling (“LLU™) but it is useful to consider how the arguments have been applied and evaluated in relation to
LLU, because thisis the context in which most discussion has taken place.

There is no doubt that in many countries, LLU has been disappointing. However, such disappointment is not
universal. In France for example, LLU is well recognised to have been a success story. Furthermore, the
disappointment with the progress of LLU cannot be used as evidence for the allegedly harmful effects of vertical
integration as there are many other areas— voice, for example— in which competition has been established
successfully despite the presence of a vertically integrated incumbent. In most liberalised markets, competition in
fixed voice services depends on a mixture of new infrastructure build, carrier pre-selection and wholesale line
rental. The latter two are supplied by the verticaly integrated operators to their competitors and have in most
cases been very successful in introducing competition. Of course, the fact that it has been successful in some
countries and not in others demonstrates conclusively that it is not the vertical structure of the market that
determines the success of competition but other factors (for example, the quality of regulation and market specific
factors).

We should also remember that LLU is only one of many possible technical solutions to establishing competition
in broadband. In some countries, a regulated “bitstream access” product has been successfully deployed as an
aternative to LLU as a platform for broadband competition in a vertically integrated market. In the UK, for
example, while LLU has been slow to take off, broadband competition is considered to be remarkably successful
with the incumbent enjoying one of the lowest retail market shares in the world (this being a measurement of



success in the UK market). In Jersey, penetration levels for broadband access currently sit at 51.5%M. It is

interesting to note that since June 2006 Jersey Telecom’s broadband competitor has matched, if not exceeded
subscriber take-up in this area.

The important point is that in markets with vertically integrated incumbents, competition has both succeeded and
failed. As stated above, this demonstrates that the success or failure of competition is not the result of the vertical
structure of the incumbent but of other factors. The OECD concurs with this view, stating that ineffective
regulation, the difficulty of obtaining the scale to justify the capital expenditure necessary to compete in the local
loop and limiting the funding for new entrant competitors all provide equally plausible explanations of the slow
progress of competition. Summarising, it states, “the extent to which the source of the problem is anti-
competitive conduct is not clear”.

The question of funding is a key point particularly when considering the initial funding of the new entrants. In
Jersey we have already seen significant capital being invested in order to provide infrastructure to the new
entrants thereby enabling them to compete independently of the Jersey Telecom network. C& W reported a market
share of 7% of mobile market share within 6 weeks of launching, providing powerful evidence that in the Jersey
market the bottleneck described as being the reason for structura separation will not necessarily be experienced.
Indeed, even though the new entrants are focusing predominantly on mobile, with the advent of wireless
broadband solutions these new entrants require only minimal access to the network and this is provided through
current interconnection arrangements.

Furthermore, with new services being provided over varying platforms, such as Vol P, competition takes place at a
different level in the network and is not as dependant on the traditional platforms and physical infrastructure as it
was previously.

Even if it had been conclusively demonstrated that anti-competitive conduct was the primary cause of the
difficulty in developing competition, it would remain to establish that structural separation is the correct remedy.
In this regard, it is worth noting that the theoretical benefits of structural separation are at best are unproven.
Thereisvery little (if any) evidence on which to base aview on the benefits of structural separation.

In Table 2 below, we provide a brief summary and evaluation of the likely performance of the four structura
options on competition.



Table 2.

Evaluation of the four options effect on competition

Selling Jersey Separation of retail Separ ation of fixed Separation of core
Telecom initscurrent | and network and mobile and access
form
Positive. Greater Inconclusive. No Neutral/inconclusive. Inconclusive. No
confidence in Jersey evidence that separating | Limited vertical evidence that separating
Telecom being retail and network rel ationships between core and access
independent of functions will improve | fixed and mobile and functions will improve
government and competition. therefore limited scope | competition.
regulation may increase for vertical leverage.
the propensity of new Vertical relationships
entrants to invest. may increase as

fixed/mabile

convergence (FMC)

gathers pace but lack of

fixed network facilities

have not prevented

European mobile

operators from

developing FMC

products.

3.2 Impact on cost of regulation (state and regulated entity)

A benefit often attributed to structural separation isits ability to reduce the costs of regulation to the state and the
regulated entity. The basis for this argument is that the progress of service competition would alow the regulator
to withdraw from regulation in downstream markets (such as residential voice). This is hot necessarily the case.
As has been experienced in other markets, new entrants will always complain to a regulator about alleged anti-
competitive behaviour as it assists their campaign to slow down and tie up the incumbent in investigations and
regulatory responses, all of which have an associated cost. In Jersey there have been several instances where
investigations have been carried out on the basis of an unsubstantiated complaint by a new entrant. One such
example is the ongoing XDSL investigation regarding margin squeeze that was commenced in October 2003. This
investigation was commenced as a result of a complaint by a new entrant, however not only has the scope of the
investigation changed three times, but it has cost Jersey Telecom a significant amount of time, resource and
money and yet still remains unconcluded, It is imperative that the JCRA utilises its powers provided under the
Law to ascertain within a reasonable period of time whether an aleged abuse is prevalent or not.

This power provided under the Law is contained within Article 9(2) the Law provides that “the Authority shall
consider any representation made to it (other than one that is, in the opinion of the Authority, frivolous or trivial,

or more appropriately dealt with by another person)....”.

Using the terms of this Article appropriately, as opposed to giving great weight to each and every complaint from
new entrants to the telecommunications market about the aleged abuse of Jersey Telecom’s dominance, would
likely to have afar greater impact on reducing costs of regulation than the consideration of structural separation as
an answer to all regulatory issues.

A difficulty with the argument that structural separation reduces the cost of regulation is that it requires another
premise — that structural separation would improve competition — to hold true. However, as should be clear from
Section 4.1 above, it is far from clear that it would.

A further issue is that — even as the most ardent advocates of structural separation admit — structural separation
does not remove the problem that the regulation of network facilities (which account for most of the costs of



regulation) is designed to address.

Moreover, as we have aready mentioned, structural separation may even increase the costs of regulation. As the
OECD notes, “there are concerns over whether there will be adequate investment in network infrastructure when
providers are denied the revenues and consequent incentives that flow from vertical integration. This problem is
acute in the telecommunications industry, where technological change is rapid and where investment demands are
pressing.” To address these problems, regulators would need to design an incentive framework to ensure the
network operator receives due reward from making welfare enhancing investments. The result is likely to be
complex, opaque, unwieldy and costly.

Table 3.

Evaluation of the four options on the cost of regulation (on Jersey Telecom and the States of Jer sey)

Selling Jersey Separation of retail | Separation of fixed Separation of core

Telecom in its and network and mobile and access

current form

Neutral. Thereisno | Inconclusive, Neutral/inconclusive. Inconclusive.

evidence that possibly adverse. Limited vertical Possibly adverse.

ownership of the Thereisno evidence | relationships between Thereis no evidence

regulated entity that separation of fixed and mabile and that separation of

affects the cost of retail and network therefore limited scope | access and core will

regulation. will changethecost | for changing the cost of | change the cost of
of regulation. Partly regulation. Vertical regulation. Partly
depends on whether relationships may depends on whether
the desired effect on | increase as the desired effect on
competition (see fixed/mabile competition (see
above) isrealised. convergence (FMC) above) isrealised.
Cost of regulation gathers pace but lack of | Cost of regulation
may increase to fixed network facilities | may increaseto
provide the right have not prevented provide the right
incentivesto investin | European mobile incentivesto invest in
network upgrades. operators from network upgrades.

developing FMC
products.

3.3 Cost of Implementation

As with any regulatory remedy of this significance, rather than pre-determining that a particular course of action
is necessary or required, a cost benefit analysis and Regulatory Impact Assessment should be carried out in order
to determine the likely cost and impact of any action.

In the JCRA’s case a cost benefit analysis would also be required in order to ensure compliance with their duties
under Article 7 of the Telecommunications Law. This Article specifies that the JCRA’s primary duty is to
“perform its functions under this Law in such manner as it considers is best calculated to ensure that (so far as
reasonably practicable) such telecommunication services are provided, both within Jersey and between Jersey
and the rest of the world, as satisfy all current and prospective demands for them, wherever arising™.

They would need to consider this Article in the context of whether Structural Separation was the best way in
which to provide such telecommunications services. In addition, the Article goes on to discuss the secondary
duties that they have, including, among other things, “...protecting the long term and short term interests of
users...” and being mindful of the need to “...promote efficiency, economy and effectiveness in commercial
activities...”. In doing so it would be insufficient to simply state that they believe it would help competition if the
business were separated, for example without providing any evidence of where this has successfully been the
case.



There must be clear benefits seen with such a regulatory act and this is why a full and detailed cost benefit
analysis has to be completed. It should be noted that there is little hard evidence to show that structural separation
has been a success anywhere. The imposition of a highly burdensome and significant obligation such as structural
separation cannot be regarded as reasonable, proportionate or consistent with the JCRA’s duties under Article 7,
in the absence of proper analysis by the JCRA of the expected benefits against the expected costs. Comparisonsin
other jurisdictions suggest that this would not be beneficial move.

In this section, we consider, in qualitative terms, the likely costs of implementing structural reform. A cost impact
islikely to be seen both in terms of one-off costs of implementation and ongoing costs of operation.

With regard to the ongoing costs of operation, Poci ask[%1 identified a range of costs, which he categorised into
“Increased Transactions” and “Duplicate Staff”, as follows:

Increased Transactions Duplicate Staff

More vendors Human resources

More contracts Labour relations

More purchasing agents Legd

More purchase orders Regulatory

More spot purchases V ehicle maintenance
More invoices Building maintenance
More supplier payments Administrative services
More hilling Material transport/storage
More regulations Finance and corporate
More customer calls Security, information systems

In total, Pociask estimated that a separated wholesale operator in Florida would need to raise its wholesale prices
by over 45% to make a modest rate of return and if costs were passed through to consumers, end user prices
would increase by at least 11%.

We expect that all of these cost impacts would be experienced in the Jersey market following any structural
reform of Jersey Telecom. Furthermore, the relative impact of such cost increases in Jersey would almost
certainly amount to much more than in Florida owing to the scale of Jersey Telecom and the consequently greater
effects of duplicating such functions.

The OECD considered a range of possible costs and other disadvantages of structural separation including impact
on broadband deployment, loss of scope, high implementation costs and loss of bundling advantages. Its overall
assessment was that:

“The benefits and costs identified above cannot be quantified and evaluated to provide a clear conclusion as to
whether benefits exceed costs. This inconclusiveness raises serious doubts as to whether there is sufficient
evidence for the structural separation of incumbent carriers to be confidently supported. The costs of structural
separation in divestment costs, .lost innovation and inefficiency might make this approach far less desirable than
non-structural regulatory safeguards. Even though behavioural regulatory constraints would place some
restrictions on incumbents’ activities, they would largely avoid imposing regulatory limitations on the design and
implementation of new services.”

The costs identified by Pociask above, principaly concern recurring costs on a separated entity. These are
considered in greater detail in Section 3.4 on efficiency below. Structural reform would also have very substantial
one-off costs. Because of the limited experience of structural remedies imposed by regulators in the
communications industry, very little data exist that allow an informed judgement of the likely cost in Jersey. A

study in Australia,[%1 however indicated that the one-off implementation costs might cost “hundreds of millions
of [Australian] dollars”, whilst it indicates the quantum’s involved, it is difficult to know exactly how robust this
estimate is for Telstra but it is difficult to find any other data that would alow us to make a more informed
estimate.



How might such an estimate translate to Jersey Telecom? The critical question here is how the implementation
costs would scale between a larger operator (Telstra) and a smaller one (Jersey Telecom). To what extent should
we expect such costs to scale with size? It is instructive to consider what activities would be necessary to
implement structural separation. A (non-exhaustive) list of the areas in which structural reform would create one-
off costs might be as follows:

Costs directly affecting Jersey Telecom:

Find a(nother) buyer for the separate entities, if the States decides to dispose of itsinterest;

Separate operational support systems (OSS) and other I T systems;

Conduct financid, legal and commercia due diligence;

Implement separate billing systems;

Novate employment contracts;

Novate customer contracts;

Relocate staff and I T systems to separate buildings;

Establish ownership of assets where there is no unambiguous dividing line between them (an example of
such would be shared infrastructure or network facilities); and

e Oncethat isall completed the whole manner of how the business operates would need to be considered.

Cost Directly affecting third parties:
e Technical, legal, financial and commercial due diligence;
e Advisors and brokers’ feesin preparing for the sale (these costs would apply even if Jersey Telecom
were sold as awhole, but would be multiplied if it were sold in two or more parts); and
e Advisors’ feesinto the choice of the correct demarcation between the businesses to be separated.

Some of these cost categories, particularly the first three will be largely invariant with respect to size. Other
costs, such as legal costs in relation to contract novation will also be invariant with respect to size (although it is
reasonable to expect the implementation of new contracts to scale with numbers of employees and customers).

Proportionately, it is therefore reasonable to expect that the cost of implementing structural separation would be
much greater for Jersey Telecom than for Telstra.

Table 4.

Evaluation of the four optionson regarding cost of implementation

Selling Jersey Separ ation of retail Separ ation of fixed Separ ation of core
Telecom initscurrent | and network and mobile and access

form

High. Significant Very high. Very high. Very high.
restructures this would

have a high cost.

34  Efficiency

As outlined above, structural reform would have substantial one-off and ongoing costs. In evaluating the impact
of structural options on efficiency, it may be helpful to divide the costs into their various categories, which might
include (but are not necessarily limited to):

o Effect on economies of scae; and
o Effect on economies of scope.

An organisation is said to have “economies of scale” if its average cost (cost per unit of output) diminish with the
organisation’s size. Costs that are fixed, or approximately fixed, are one of the strongest sources of economies of
scale. Buildings, central compliance functions (such as legal, regulatory and financial) and IT systems are all
examples of functions that comprise a significant element of fixed costs. Jointly, they comprise a high proportion
of total cost. The cost-benefit analysis would need to quantify the impact of structural reform on such costs.



An organisation is said to have “economies of scope” if it can produce two or more products at a lower cost than
would be possible by comparable organisations producing the products separately. In telecoms, operators enjoy
substantial economies of scope particularly in network operations, IT systems and research and development. The
cost-benefit analysis would need to quantify the impact of structural reform on such costs.

3.4.1 Ongoing efficiency (scale)

Separating Jersey Telecom would by definition, create two or more organisations of a smaller scale. To analyse
the impact on cost, it isimportant to consider whether structural separation would result the loss of economies of
scale.

As a small operator in a global market, Jersey Telecom already enjoys fewer economies of scale than most
incumbent operators. Another way of putting this that there are some cost categories for which the cost per unit of
output is much higher for Jersey Telecom than for larger operators. Examples of such costs are:

Human resources,
Regulatory compliance;
Buildings;

oSS,

Operating separate boards;
Audit;

Legd;

IT systems; and

Billing

All of these functions are subject to strong economies of scale. This means that for a small operator, such as
Jersey Telecom, such costs would comprise a relatively higher proportion of revenues than for a large operator
(BT for example). Regardliess of the size of the organisation, there will always be a minimum amount of cost
necessary to perform each of the functions above. For example, a certain minimum number of staff is necessary
to provide a suitable human resource or a regulatory compliance function. Also, the cost of buildings typically
increases less than proportionately with the square metres of space. Furthermore, IT and billing systems have
development costs associated with them, which are both high and fixed.

For a number of the cost categories above, a two-way split of Jersey Telecom would double costs, whilst a three
way split would treble them.

Thiswould lead to substantial cost increases, which ultimately would have to be borne by the consumer.
3.4.2 Ongoing Efficiency (scope)

Structural separation should be analysed in terms of its impact on economies of scope. Areasin which economies
of scope could be affected are as follows:

e R&D synergiesfor new product development;

o Network synergies (e.g. duct and trench sharing between transmission and access networks, transmission
network sharing between fixed and mobile); and

e OSS and other systems.

Developing new products (especially the new wave of converged fixed, mobile, voice and Internet services)
requires significant coordination between retail functions (to understand customer requirements and demand) and
network functions, which are responsible for the developing and implementing the technology necessary to
support new services. Loss of coordination between the functions could result in an increase in costs of
developing new services (or prevent them being developed at all).

Traditionally, new companies do not spend a significant amount of resource on research and development and



therefore the quantity of new products on offer would undoubtedly be restricted with focus being placed in far
fewer areas. The quality and quantity of products on offer by Jersey Telecom is currently high with extensive
portfolios for each area of the business, it is likely that this would be lost.

Another area in which a separation between fixed and mobile or core and access could erode scope economies is
in the area of network economics. Today, a substantial proportion of networks are shared. Core, access and
mobile networks share common facilities such as duct and trench with substantial cost savings. In reality, these
scope economies would not be lost immediately following separation. After establishing ownership of shared
network facilities (itself no easy task), different functions would lease facilities between each other. Although the
transactions costs in doing so would themselves involve a loss of scope economies, leasing infrastructure would
help mitigate the loss of economies of scope in the short term. A potentially greater concern would be the longer
term risk that as networks grow and evolve, they would not do so in a cost minimising manner.

Tablebs.

Evaluation of the four optionson efficiency

Selling Jersey Separation of retail Separ ation of fixed Separ ation of core
Telecom initscurrent | and network and mobile and access
form
Positive. Stronger focus | Negative. Separation of | Negative. Separation of | Negative. Core and
on profit might create network and retail fixed and mobile would | accesswould resultina
greater incentivesto would resultin a result in adilution of dilution of economies
improve efficiency. dilution of economies economies of scaleand | of scale and scope.

of scale and scope. scope.

35 Impact on innovation/ incentivesto invest

The cost benefit analysis should consider how structural separation would affect incentives and ability to invest
and innovate. Commentators frequently refer to the possibility of a “coordination problem”, referring to the
coordination between vertically related but structurally separate business units. Asthe OECD putsiit:

“The problems of co-ordinating investment between the wholesale and retail parties could be
considerable. The effect might be, in the worst case, to delay or even impede network upgrading,
including the extension of fibre closer to the customer.”

A coordination problem can occur in the communications industry when, for example, a retail function wishes to
supply a new product, such as higher bandwidth, more functionality, superior reliability etc. Even where it does
not involve new infrastructure build, product development in the communications industry is a highly technology
intensive process and the necessary technical capability resides with the network functions rather than retail
functions.

It isimportant to note that network and retail functions are necessary to develop new products. Network functions
cannot, on their own, have sufficient information to determine customer demand for new types of products and
how much they are willing to pay.

A separation between (for example), network and retail would necessarily prevent or network and retail functions
operating as one unit, which would restrict the flow of information necessary to ensure that the network function
is fully responsive to the needs of the retail function. This is sometimes (in the UK) referred to as the “Railtrack
problem”, referring to the problems experienced in the UK following the structurally separated rail and train
operating functions.

Unlike current generation voice and data networks which are built around long-established global standards, next
generation network technology is rapidly evolving and has few standardised technologies. Furthermore, demand-
side preferences for new types of services are still unknown. For these reasons, there is now a greater need than



ever to coordinate network and retail functions to ensure that the inevitably risky investment decisions are the
right ones from the point of view of the end-user.

Investment coordination problems would not only be seen with a separation of network and retail. Similar
problems are likely to seen in a separation between core and access and between fixed and mobile.

With regard to a separation between core and access, it is well understood that substantial investment is required
to deliver the higher bandwidth required to support converged and multimedia services increasingly demanded by
customers. An access network operator may be more risk averse than an integrated operator if it lacks direct
access to information on customer demand or indeed the expertise to deploy new products.

For similar reasons, a separation between fixed and mabile would threaten the development of converged fixed-
mobile products. It is worth nothing that BT sold its mobile assets to address its cripplingly high debt but has ever
since been desperate to get back into the mobile market in order to maximise the opportunities for FMC.

Table6.

Evaluation of the four options on theinnovation/incentivesto invest

Selling Jersey
Telecom in itscurrent
form

Separation of retail
and network

Separ ation of fixed
and mabile

Separ ation of core
and access

Positive. Stronger focus
on profit and access to
capital markets may
Create greater
incentives to invest and
innovate.

Negative. Separation of
retail and network
would result in
difficulty in
coordinating product
needs and investment
plansresulting in a
dower rate of
convergence between
voice, data, internet and
multimedia services.

Negative. Separation of
fixed and mobile would
result in difficulty in
coordinating product
needs and investment
plans, resulting in a
dower rate of fixed-
mobile convergence
and innovative bundles
involving fixed and
mobile services.

Negative. Separation of
core and access would
result in difficulty in
coordinating product
needs and investment
plans, resulting in a
dower rate of
investment in access
network required to
deliver higher
bandwidth services.

3.5.1 Lossof option

As the OECD noted, any separation between core and access would require a definition of the scope or border
that would be considered the local loop and related access elements of the incumbent’s network to be separated.
They highlighted “particularly intractable problems at a technical level, given the growing complexity of modern
systems and the presence of intelligence in different network layers”.

Most importantly, the vertical layers in modern communications services are increasingly interdependent with
service design features being embedded in the software and technology in the network. The implication of this, as
the OECD noted is that:

“Drawing a line between services and infrastructure may also be complicated by the increasing
technological sophistication in telecommunications. It may be difficult to excise particular services that
are effectively embedded in the infrastructure and which could readily be characterised either asretail or
wholesale activities.”

It should be clear from the above that if a decision were made to separate Jersey Telecom into two or more
businesses, there is no unambiguously “right” place to draw the line. There is no clear dividing line, for example,
between core and access, network and retail or even fixed and mobile. Furthermore, deciding where to draw the
line would entail ajudgement about the future development of technology and in particular, would involve taking
arisk that technologica developments may proceed in away that renders the chosen dividing line inappropriate.



Separating core and access networks, for example, using the current location of the main distribution frame
(MDF) could prove a very expensive mistake if the boundary changes over time as projected. The intended result
of a separation of core and access would be for alternative carriers to interconnect at the point a which the
networks are separated. But, as is widely recognised, the boundary between core and access will have to change
over time as incumbents replace copper with fibre in the loop in order to provide higher speed services.

The boundary between fixed and mobile is aso likely to change over time. New technologies such as Wimax that
promise to alow high-speed connectivity over relatively wide areas is expected to enable fixed network operators
to provide mobile services. Another technology that could blur the distinction between fixed and mobile is the use
of Wifi phones such as those provided by Rabbit Point. Technologies such as Unlicensed Mobile Access (UMA)
are also on the horizon and could further blur the distinction between fixed and mobile services.

For these reasons, a dividing line that may appear logical at the time (if one can be found at all) could easily cease
to belogical as technology changes over time, whilst any structural separation would most likely beirreversible.

Table?.

Evaluation of the four options on the loss of option for the future

Selling Jersey Separ ation of retail Separ ation of fixed Separ ation of core

Telecom in itscurrent
form

and networ k

and mobile

and access

Neutral. Selling Jersey
Telecom inits current
form would retain the
ability to consider
various structural
optionsin the future.

Negative. Separation of
retail and network
would be difficult or
impossible to reverse if
the effects were not as
intended, if the
boundary between retail

Negative. Separation of
fixed and mobile would
be difficult or
impossible to reverse if
the effects were not as
intended, if the
boundary between fixed

Negative. Separation of
core and access would
be difficult or
impossible to reverse if
the effects were not as
intended, if the
boundary between core

and access were
defined incorrectly or
if, due to technologica
evolution, the logical
boundary changed over

and mobile were
defined incorrectly or
if, due to technological
evolution, the logical
boundary changed over

and network were
defined incorrectly or
if, due to technological
evolution, the logical
boundary changed over

time. time. New wireless time. Theintroduction
technologies on the of fibre in the loop will
horizon are likely to affect the boundary
affect the boundary in between core and
due course. access.

3.5.2 Impact on ability to recruit scarce talent

Finaly, it isworth nothing that breaking Jersey Telecom into two or possibly more structural entities would create
very small entities, which could impact its ability to attract scarce talent.

Jersey Telecom already experiences difficulties of appropriate staffing due to the limited market available with
telecommunications/engineering experience and knowledge. On several occasions Jersey Telecom has struggled
to meet in-house projects as well as demands caused by regulatory intervention. One such example is the Mobile
Number Portability project, which demanded constant input from key technical and IT staff over a period of
several months. This intervention caused in-house projects to be affected, some of which had been planned for
months, or even years (particularly those impacting the core network). There is only a handful of staff in the
business that possesses the technical ability, together with the level of experience required. This fact is re-iterated

by the figures provided in the latest Census@, which illustrate that only 7% of the total economically active
working age adult’s fall within the engineering bracket.



Table 8.

Evaluation of the four optionson the ability to attract scarce talent

Selling Jersey
Telecom in itscurrent
form

Separ ation of retail
and network

Separ ation of fixed
and mobile

Separ ation of core
and access

Neutral.

Negative, separating
into two or more
smaller entities could
reduce the perception
of the entities as
“prestige employers”,
increasing the difficulty
of recruiting scarce
talent.

Negative, separating
into two or more
smaller entities could
reduce the perception
of the entities as
“prestige employers”,
increasing the difficulty
of recruiting scarce
talent.

Negative, separating
into two or more
smaller entities could
reduce the perception
of the entities as
“prestige employers”,
increasing the difficulty
of recruiting scarce
talent.




4. Conclusion

In conclusion therefore, there appears to be little evidence to support a case for the structural separation of Jersey
Telecom. However, proposals that suggest such a move would have merit would need to be fully assessed by
means of a cost benefit analysis and Regulatory Impact Assessment, in order to establish the costs of such and the
impact to the economy.

Within such an assessment, the complexities raised by separation should be discussed. The benefits remain
unclear and certainly seem to not exceed the associated costs, costs that seem to be very large, even at this initial
review stage.

In addition, where the line should be drawn across a fully integrated company is also unclear and the
developments in technology are constantly changing the logical boundaries between functions such as between
fixed and mobile, retail and network and core and access.

Furthermore, structural separation should only be introduced in the specific instance where the regulatory
measures, which were introduced to govern any dominance issues in the market, are failing. This does not appear
to be the case in the Jersey market. Regulatory measures such as separated accounting practices, price capping,
transparent pricing, etc have all been imposed by the JCRA without any further consideration as to whether they
are meeting the needs of the market and the regulator. As stated earlier, two sets of accounts have been submitted
to the JCRA and not one question has been raised by them over in this regard. Until such time as it has been
established that these regulatory practices are failing or ineffective, then extreme measures such as structural
separation should not be adopted. It should be remembered that the competitors made their business cases on the
basis that effective regulation exists in this market. They made their case knowing Jersey Telecom’s structure and
determined that they would be able to effectively compete with us.

The JCRA should also be mindful that in accordance with the Telecommunications Law they have the power to
review the market at any time and intervene where they feel that any abuse of a dominant position is taking place.
It would seem, at this time, to be a more pragmatic approach to complete areview of the regulatory measures that
have already been introduced by the JCRA in order to ascertain whether they have been successful in their current
form or whether amendments need to be made to ensure their objectives are achieved.



Annex 3: States Economic Adviser’s Recommendation

A3.1 Economic Adviser’sreport on the structure of the proposed sale of Jersey Telecom

Background: The attached paper has been prepared by the Economic Adviser to assist Ministers in
reaching a decision on the proposed structure of the privatisation of Jersey Telecom.

It considers the various reports and comments that have been made on the proposed sale of Jersey
Telecom including those by Professor Florio, Citigroup/Analysys, JCRA, David Parker and JT.

The report intends to distil al the information to give the Council of Ministers the best possible
understanding of the economic implications of the proposed sale.

Recommendation: On the basis of the information available it would be a high risk strategy for
the Council of Ministerstoimpose structural separation on JT before privatisation. On that basis,
the right approach would be to follow the recommendation of the Treasury and Resources
Minister and proceed to privatise JT through a 100% sale.

Economic Adviser

Date: 1 February 2007



Economic Adviser’sreport on the structure of the proposed sale of Jersey Telecom

Summary

The following sections of this paper analyse in more detail the broad range of research that has been
undertaken looking specifically at the privatisation of JT and that which looks more generally at the issues of
privatisation and structural separation. This summary pulls together the key points made elsewhere in the
paper and at the same time relates them to the options facing the Council of Ministers in terms of the
privatisation of Jersey Telecom.

Privatisation consistent with economic objectives

There is a broad body of research that shows privatisation in general and of Telecoms in particular can help
deliver efficiency improvements, particularly if backed by the right regulatory structure. With the new
competition law in place and JCRA as the regulator the privatisation of Jersey Telecom is therefore consistent
with the States economic objectives. The States should however, keep the competition law under periodic
review to ensure that the JCRA has the necessary powers to enforce the optimum competitive outcome.

100% salev structural separation

There are two main options open to the Council of Ministersin terms of the manner in which JT is privatised.
The Treasury plans to proceed with a 100% sale, while the JCRA has suggested that JT should be structurally
separated before sale and sold as two separate companies.

100% sale

Citigroup provide a clear strategy for how they are going to achieve the objectives set them by the Treasury of
achieving the optimum valuation, the best possible basis for the long term growth and development of Jersey
Telecom/the telecommunications industry and the maintenance/ enhancement of the competitive environment
and quality of telecommunications services. They do not support a break-up of the company as it could
destroy value and recommend a 100% sale.

However, their objectives do not include consideration of maximising the economic benefits from the sale. It
was with this question in mind the Minister for Economic Development asked JCRA to give their advice on
what structure of JT would best serve the States policy for promoting competition and economic growth. This
leads to the question as to whether structurally separating JT might lead to wider (ongoing) economic benefits
(which exceed the on-going costs) to the extent that it might be worth jeopardising some initial value from the
sale (a one-off cost)?

Structural separation

A decision to structurally separate a company must involve an in-depth consideration of the potential costs
and benefits. The theoretical arguments are well rehearsed and centre on whether the benefits of additional
competition and any reduction in regulation will outweigh the loss of efficiencies and cost of separation.

The JCRA argue that the benefits outweigh the costs but at the same time are unable to provide specific
evidence that this will be the case in Jersey. This reflects the nature of such a calculation which is hard to do
in any economy and probably more so in a small one like Jersey. However, there is a significant risk to
pursuing such an approach without any evidence as to the scale of the benefits and costs.

JCRA’s analysis provides little indication of exactly how JT should be structurally separated. Isit at the retail
and wholesale level or some other separation? If it is at the retail level then how much additional competition
islikely to be generated given that there will still be an incumbent monopoly of the infrastructure?

The competition benefits will be greater if it takes place at a deeper level (incorporating some elements of the



network) but the JCRA argue that it is for these elements that the economies of scale mean that only one
supplier will emerge. This would suggest that structural separation will only deliver increased competition in
the retail sector and such competition at the billing/consumer interaction level is not the same as competition
at a deeper level in the telecommunications network. The benefits of such limited competition are also likely
to be smaller.

There is a significant risk that with potential limitations on the benefits from competition that the costs of
structural separation will outweigh the benefits.

On the information provided by the JCRA, the example of the Faroes seems of little direct relevance to Jersey
given the different nature and size of the economy and their telecoms industry.

Future investment in the infrastructure is vital for the continued success of the Jersey finance industry and the
economy in general. Thereis little reason to think that structural separation would make that investment more
likely and there are risks that it could undermine certain types of investment. Ensuring the right level of
future investment in telecommunications will be akey challenge for the regulator under either scenario.

To summarise, there is little if any real evidence to suggest that the benefits from structurally separating
Jersey Telecom would outweigh the costs. There is some uncertainty as to the scale of the key potential
benefits — additional competition and reduced regulation — while the costs are clearer in terms of loss of
efficiencies and costs of the break-up.

There are the additional risks that structural separation would also reduce some of the value of the sale. This
in itself would not be a problem if this loss of value could be recovered elsewhere through other economic
benefits. However, as already outlined above there is significant risk that this would not be the case.

On the basis of the evidence available the right way forward is to privatise JT in its current form through a
100% sale.

Jer sey’s economic objectives

Jersey’s economic policy is focused on delivering sustainable economic growth in alow inflation environment. In
an Island economy with a fixed amount of land and labour at its disposals this means policy is primarily focused
on boosting productivity and efficiency across the economy.

Given the importance of the finance industry to the Island economy and it’s very high productivity per head an
important part of meeting these economic objectives is to ensure that the finance industry is able to enhance its
competitiveness and develop and diversify. A state of the art telecommunications network is clearly critical to
creating these conditions and that means that telecommunications providers in the Island must invest significant
amounts of capital in updating the network at key points in the future as new technology is developed and rolled
out.

The States Economic Growth Plan makes it clear that the government role in economic policy should be focused
on correcting market failure. There is little reason to think that state ownership of Jersey Telecom is correcting a
market failure. The objectives of privatisation in most countries have been to:

1. Raiserevenuefor the state

Increase economic efficiency

Reduce the role of government in the economy
Promote share ownership

Introduce competition

o b~ WD

Subject state owned enterprises (SOEs) to market discipline.

It is clear that five of these six objectives are consistent with Jersey’s economic objectives, with the promotion of



share ownership the exception.

The casefor privatisation

The purpose of this paper is to focus on the economic implications of the proposed sale of Jersey Telecom, it is
not a paper on the economic arguments for or against privatisation. However, the Telecoms Scrutiny Sub Panel
recently invited Professor Florio from the University of Milan to give a presentation in the Island on the divesture
of British Telecom and Telecom Italia. His research questioned whether privatisation had any impact on
efficiency.

It isimportant to make three key points for clarification at this stage. Firstly, his analysisis of two examples from
large countries which even Professor Florio admitted did not bear much comparison with Jersey. Secondly, that
his research is highly regarded but is based on a number of assumptions which could be open to debate, for
example in the area of estimating consumer benefits. Thirdly, his work is only two pieces of research from a vast
array of research from across the world on privatisation in general and in telecomsin particular.

On this latter point Megginson and Jetter in 2001 compiled a comprehensive survey of all the empirical studies on
privatization in the 1980s and 1990s. Their survey has wide coverage across many countries and different
privatisations and their work concludes:

*  Research now supports the notion that privately owned firms are more efficient and more profitable than
otherwise comparable SOEs

. Privatisation works in the sense that divested firms amost always become more efficient, more
profitable, increase their capital investment spending and become financially healthier.

Particular mention is made of studies from across the globe on the telecommunications industry. They conclude
that privatisation and deregulation/liberalisation of telecommunications is associated with significant
improvements such as operating efficiency, and improvements in quality and price of telecom services.

Another survey of the literature by Bortolotti et a, examines the financial and operating performance of 31
national telecommunications companiesin 25 countries that were fully or partially privatised through public share
offering between October 1981 and November 1998. Using pre-versus post privatisation comparisons they find
that profitability, output, operating efficiency and capital investment spending increase significantly after
privatisation. They also conclude that the financial and operating performance of telecommunications companies
improves significantly after privatisation, but that a sizable fraction of the observed improvement results from
regulatory changes — alone or in combination with ownership changes — rather than privatisation alone.

David Parker, adviser to the Scrutiny Sub Panel looking at the privatisation of JT has written a report for them on
“The privatisation and liberalisation of Telecommunications systems in small countries”. The report looks at the
experience in Estonia, Latvia, Cyprus and Slovenia (countries with populations of between 800,000 and 2.2m).
He concludes that technological change in telecommunications is rapid and the case for having a national
telecommunications monopoly supplier has disappeared. He also covers a number of other issues highlighting
some common themes in the approach of these countries.

The Council of Ministers should therefore be clear that empirical research supports the case for
privatisation and that Professor Florio’s work should be put in context. The fact that efficiency gains are
one of the key improvements post privatisation is an important prize for an economy like Jersey pursuing
economic growth through productivity improvements.

Privatisation coupled with the right regulatory and competitive environment delivers the most benefits and
it will be important that the States keeps competition law under periodic review to ensure that the JCRA
has the necessary power s to enfor ce the optimum competitive outcome.



Thestructure of privatisation

Given that most economic evidence tends to point in the direction of privatisation of telecommunications provider
as being in line with the economic objectives of the Island, the real question is whether one form of structure of a
privatised JT might bring more economic benefits than another?

The Treasury’s proposal

The Treasury’s four key principles governing the sale of Jersey Telecom are:

*  ensurethat therights of Jersey Telecom’s employees are saf eguarded

o provide for the achievement of the best possible basis for the long term growth and development of Jersey
Telecom and the wider tel ecommuni cations industry on the Island

¢ enable the optimum valuation to be achieved for reinvestment on behalf of taxpayers

e provide the basis for an outcome that will contribute to the maintenance and enhancement of the
competitive environment and quality of telecommunications services to the benefit of both today’s and
tomorrow’s Islanders

On the basis of these abjectives Citigroup were appointed to assess the optimal strategic alternatives for the sale
of JT and recommend away forward. Their conclusion was that:

“the current status quo is a non-viable (and potentially value destructive) long-term option against a
backdrop of accelerating liberalisation of the Jersey telecoms market and the states financial objectives”

In terms of the structure of the sale they conclude that:

“a break-up solution (although attractive from a purely competitive standpoint) would not provide clear
benefits to the market overall against limited economies of scale in the Jersey telecom market and would
prove risky from a valuation per spective”

Their views on the structure are based on concerns that a break-up would involve significant costs (including
legal) and inefficiencies due to common facilities, systems and employees. In value terms the ‘sum of the parts’
would be unlikely to exceed the value of the consolidated group.

From arisk portfolio management perspective Citigroup also highlight that Jersey Telecom is too large an asset
for the States to remain fully exposed to and that there is a need to diversify investments into a variety of asset
classes.

Citigroup recommend on the basis of these arguments that Jersey Telecom represents an attractive candidate for
investors and that a 100% sale should be pursued. They point out that this will allow the States to organise a sde
to meet their stated objectives and be able to retain the ability to preserve world-class telecom infrastructure vital
to the Jersey economy in general and the finance industry in particular.

Given that the Treasury proposes to adopt these proposals as the best way forward to proceed with the sale, the
appropriate guestion to consider is whether an alternative approach could deliver wider economic benefits without
imposing additional (and of similar scale) costs. This then translates into a more specific question as to whether
the main alternative to such an approach — structural separation would deliver such net economic benefits.

Structural separation: the benefits and costs

The OECD (2001) point out that introducing competition in different parts of public utility industriesis not just a
matter of removing barriers to entry. There is a need to ensure that new firms have access to any key inputs or
services that can only be obtained from the incumbent monopoly firm. In telecommunications this means ensuring
that retail competitors are able to have equal access to the network. The incumbent firm may not willingly provide
these inputs, especially where doing so means the potential loss of a profitable line of business. The incumbent
firm can resist such competition by refusing to supply essential inputs, supplying them at (an often hard to



distinguish) lower quality or at a higher price.

The basic problem is that when the owner of essential inputs such as the telecommunications network also
competes in the downstream market it typically has both the ability and incentive to restrict competition in that
down stream activity.

The ability to restrict competition comes through being able to restrict access through raising the price, lowering
quality or the timeliness of services relative to that it provides to its own downstream arm. The incentive arises
when it would lead to a reduction in profits for its down stream arm or when the monopoly aspect of the business
is more tightly regulated than the downstream activity.

The OECD point out that regulators can and do try to prevent such behaviour but the task is difficult. The
regulated firm has many tools at its disposal and its is very difficult for the regulator to be able to limit the anti-
competitive behaviour as much as competition would.

There are a number of different forms of structural separation (where the monopoly is separated into parts with
separate ownership) but given that horizontal separation between fixed and mobile is not common in
telecommunications and is not advocated by any of the parties looking at the case of JT (including JCRA), this
analysis looks solely at vertical separation. Vertical separation is where the incentive to discriminate is removed
by separating the non competitive element of the monopoly (e.g. the telecoms infrastructure) from the competitive
element (e.g. retail). The incentive to discriminate is removed because the separate companies have different
ownership.

The costs and benefits of vertical separation

In choosing between structural separation and vertical integration with regulation the OECD explains the choice
as being about balancing several factors.

1. Separation limits the need for regulation that is difficult, costly and only partially effective. This is
because it reduces the incentive of the provider of the non-competitive activity to restrict competition in the
competitive activity. Regulation is difficult and costly because efficient pricing can involve complex pricing
structures that the regulated firm will have better information about than the regulator.

2.  Separation improves information and eliminates cross-subsidisation. It is easier to obtain reliable cost
information about the regulated business and is therefore easier to regulate. Vertical separation by definition
separates the two businesses and therefore al so prevents cross-subsidisation from occurring.

3.  Separation forces loss of economies. Integration can bring cost economies through the availability of
information, reduce transaction costs and improve investment in specific assets relating to the two businesses.
Often referred to as the loss of economies of scope which are similar to economies of scale but where
average costs fall as a result of increasing the range of products e.g. through joint marketing, distribution.
These costs are likely to be ongoing costs when the two businesses are separated. In some cases though,
vertical separation may enhance the value of the separated firms for example, where it allows better
management focus.

4, Separation may involve substantial one-off costs associated with the break-up of the integrated firm.
Separating businesses is not costless and the OECD suggest this cost is an important part of the cost-benefit
trade-off associated with separation.

On the basis of this analysis the OECD Council adopted an OECD recommendation in 2001 urging member
countries to serioudy consider stronger forms of separation when in the process of liberalisation and regulatory
reform. In detail their recommendation was that:

“When faced with a situation in which a regulated firm is or may in the future be operating
simultaneously in a non-competitive activity and a potentially competitive complementary activity,
Member countries should carefully balance the benefits and costs of structural measures against the



benefits and costs of behavioural measures.”
The benefits and costs to be balanced are those outlined above.

The following sections summarise the key findings from the various reports that have looked at the issues
surrounding the privatisation of JT.

JCRA

Being aware of the OECD’s findings outlined above, the Minister for Economic Development asked for advice
from the JCRA on what structure of JT the JCRA believes would best serve the States policy for promoting
competition in telecommunications and thereby economic growth as a whole. In particular, to look at the
economic costs of the various scenarios open to the states in terms of ongoing costs of regulation, one-off
transitional costs and efficiency losses. The JCRA concludes from the information in their paper that:

“the current regulation (in particular, accounting separation) is not optimal from the point of view of
promoting effective and sustainable competition.”

However, they go on to explain that the JCRA does not:

*“conclusively recommend any particular option for the restructuring of JT because it is aware that there are
other policy objectives in addition to the promotion of competition (such as maximising returns to the
shareholder) aswell as the possible disadvantages outlined earlier to be put into the equation.”

Mention is made of the example of the Faroe Islands. However, on the information provided by the JCRA, the
example of the Faroes seems of little direct relevance to Jersey. Their Island economy is smaller in terms of
population, the telecoms company is significantly smaller in terms of turnover, it does not have a large financial
services industry and the structurally separated telecoms companies remain in public ownership. There is aso
little indication as to what ‘problem’ the approach in the Faroes was seen to be addressing. It is therefore difficult
to see how their experienceis relevant for Jersey.

To make a strong economic case for structural separation the JCRA would need to meet the OECD
recommendations of conducting a proper cost benefit analysis of the two main options of structural separation or
behavioural regulation. However, they have not done so. Rather than being a criticism of JCRA thisis actualy a
reflection of the reality of the situation. It is very hard to calculate all the information required for such an
analysis. Thisistruein the larger economies and is probably even more the case in small economies like Jersey.

Jersey Telecom

Jersey Telecom, perhaps not surprisingly as the incumbent firm, have some reservations about whether the
benefits of structural separation will outweigh the costs. They have some important points to add to the debate:

*  The JCRA in making their recommendation have not discussed the issue of structural separation with JT.
This may reflect concern from the regulator’s perspective about approaching the incumbent firm.
However, it does mean that JCRA are unable to make a proper assessment of the impact of structura
separation on JT and the wider telecoms market in Jersey.

* There is no guarantee that the costs of regulation will be reduced and in certain circumstances may
increase.

* JT make a comprehensive list of the potential ongoing costs which range from increased transactions
costs such as more contracts, purchase orders, invoices, hilling etc to duplicate staff in areas such as
human resources, finance and transport/storage.

* Thereis also along list of the one-off costs to Jersey Telecom which include separating operational
support systems and IT system, additional due diligence, separate billing systems, replace



employment/customer contracts and relocate staff.

* A key consideration is the impact on innovation/incentives to invest. JT point out that separation between
network and retail would restrict the flow of information necessary to ensure that the network is fully
responsive to the needs of the retail function. JT point out that next generation network technology is
rapidly evolving with few standardised technologies and that there will be a greater need than ever for
coordinate network and retail functions.

These comments identify what are commonly agreed as the key costs of structural separation and make it clear
that in Jersey these costs are significant.

Analysys

Analysys have been appointed as expert advisers on telecoms privatisation to the Treasury as part of the Citigroup
consortium. In their paper they provide a thorough discussion of al the arguments for and against structural
separation and from the various angles of the regulators, the incumbent and the market. They also held detailed
discussions with the management of JT.

Analysys point out that from aregulatory angle ‘complete structural separation israrely justified’. They arrive at
this conclusion after consideration of the views of the UK regulator Ofcom, the US Federa Communications
Commission (FCC), the OECD and the New Zealand Ministry for Economic Development (MED).

An OECD 2003 paper from the Working Party on Telecommunications and Information Services Policies from
2003 is aso quoted by Analysys. Whileit is not OECD policy like the document considered above it draws some
firm conclusions:

“that the structural separation approach of the local loop is risky with benefits that seem limited, uncertain,
indeed, conjectural, and with potentially significant costs including potentially adverse effects on network
development. Certainly thereis little evidence that benefits would be convincingly in excess of costs.

Against such an assessment of structural separation proposals, it would seem sensible to persevere with
improvements to the current regulatory approach, backed by sanctions to deal with anti-competitive
discrimination.”

Previous work undertaken by Analysys for the EU suggests that structural separation should be considered as a
remedy of last resort for national regulatory authorities in regulation, due to the inherent complexities of such a
transformation.
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Annex 4: P.133 2006 — Strategic Reserve Policy

A4.1 Establishment of a Stabilisation Fund and Policy for Strategic Reserve
[Approved by the States on 5 December 2006 by a majority of 40 votesin favour and 4 against]

STATESOF JERSEY

[

ESTABLISHMENT OF A STABILISATION FUND AND
POLICY FOR STRATEGIC RESERVE

L odged au Greffe on 24th October 2006
by the Minister for Treasury and Resour ces

STATESGREFFE



PROPOSITION

THE STATES are asked to decide whether they are of opinion —

to refer to their Act dated 20th April 2005 in which they approved the Economic Growth Plan and agreed,
inter alia, that proposals for a counter-cyclical Stabilisation Fund should be brought forward, and to their
Act dated 27th June 2006 in which they approved, in principle, the States Strategic Plan and agreed, inter
alia, the establishment of a Stabilisation Fund and the need for a new policy for the Strategic Reserve;

and

1.

to agree, in accordance with Article 3(3) of the Public Finances (Jersey) Law 2005, that a special
fund, to be known as the Stabilisation Fund, be established, with —

@ the purpose of the Fund being to make fiscal policy more countercyclical and create in the
Island a more stable economic environment with low inflation;

(b) the Minister for Treasury and Resources to be responsible for proposing to the States the
transfers between the Consolidated Fund and the Stabilisation Fund having regard to the
advice of a new independent Fiscal Policy Panel appointed by the States on the
recommendation of the Minister and following advice from the States Economic Adviser;
and

(© the fund to be set up with the transfer of the £32 million surplus funds currently available
from the Dwelling House L oans Fund.

to agree that the Strategic Reserve Fund, established in accordance with the provisions of Article 4
of the Public Finances (Jersey) Law 2005, should be a permanent reserve, where the capital valug
is only to be used in exceptional circumstances to insulate the Island’s economy from severe
structural decline such as the sudden collapse of a major Island industry or from major natural
disaster.

MINISTER FOR TREASURY AND RESOURCES



REPORT

A new fiscal framework for Jersey

Summary

This paper develops a new fiscal framework for Jersey as required by the Economic Growth Plan and following
the States’ decision to create a Stabilisation Fund earlier this year during the Strategic Plan debate.

The objectives in setting up this new framework are to —

. Contain inflation.
. M aximise the economic potential of the Island.
. Create an effective macroeconomic policy framework that can improve economic stability in a

small island in a currency union.
. Put in place atransparent and credible framework that is both pragmatic and clear to all.

. Make fiscal policy overall more countercyclical and manage the revenue streams from the
financial servicesindustry in a manner that enhances economic performance.

. Make provision for review of the framework as experience is gained in its operation in order that
it can be strengthened and improved.

The paper illustrates that to date States economic policy has not operated in such a manner and puts forward the
following key recommendations to focus policy on meeting these objectives:

Strategic Reserve

1

The Strategic Reserve should be clearly put to one side and the capital value only used in exceptional
circumstances to insulate the Island from severe structural decline (such as the sudden collapse of a major
Island industry) or major natural disaster.

Over the medium and long-term continue to grow the Strategic Reserve (as a proportion of government
spending and GDP) through reinvesting the return on the reserve and where possible paying in part or all
of fiscal surpluses from the Consolidated Fund.

A suitable long-term aspiration is to grow the Strategic Reserve by another £100-£120 million, to a
minimum level of around £600 million, so that it equates to about 20% of GDP.

Stabilisation Fund

4.

The purpose of the Stabilisation Fund will be to make fiscal policy more countercyclical and create in the
Island a more stable economic environment with low inflation.

The final decisions on what proposals are to be taken to the States for taxation and spending and
withdrawals from/or payments into the Stabilisation Fund would continue to lie with the Treasury and
Resources Minister. The Fiscal Policy Panel’s report and advice would though be made public to ensure a
transparent and credible process.

Establish an independent panel of leading economists to form the Fiscal Policy Panel and for them to
publish an annual report in early September each year covering their views on economic conditions and



the States’ finances. The report would comment on the need for running surpluses/deficits and whether funds

7.

10.

could be withdrawn from/paid into the Stabilisation Fund.

The Treasury and Resources Minister would have the option of asking for an additional report/update at
any point in the year should he/she feel that economic conditions have changed significantly to potentially
merit adifferent approach.

Panel members will be appointed by the States on the recommendation of the Minister and following
advice from the States Economic Adviser. They will be appointed on a fixed 3 year basis with the
contract being open for renewal by the States on the recommendation of the Minister for Treasury and
Resources and following further advice from the States Economic Adviser.

A suitable target level (guideline rather than a cap) for the Fund would be 15-20% of total States net
expenditure, equivalent in today’s money of £75-£100 million. This would mean a further £40-£70
million will be needed on top of the £32 million transfer from the Dwelling House L oans Fund to meet
thistarget level in coming years.

Once the framework has been established and is in operation its effectiveness should be reviewed by the
Economic Adviser (seeking input from Fiscal Policy Panel members and the Treasury and Resources
Minister). It is important that as experience is gained in the operation of the framework then where
possible it is strengthened and improved. Developing the right macroeconomic policy framework for
Jersey will be a process of evolution but implementing these recommendations will be a big step forward
for the Island.



A new fiscal framework for Jersey

Introduction

The States Economic Growth Plan (EGP) sets out the importance that macroeconomic stability has in creating the
conditions for economic growth and low inflation.

A critical part of the Economic Growth Plan is to provide a new macroeconomic framework for Jersey
that represents a clear break with the past. If sustainable economic growth is to be achieved with low
inflation then the States of Jersey must ensure that fiscal policy - the one macroeconomic tool available -
is focused on delivering the stability required. A transparent and credible framework is required to
support stability and control inflation.

This paper builds on this recommendation in the EGP and sets out the details for such aframework.
Theneed for stability

One key requirement for economic growth is the need to provide a stable economy for businesses and consumers
to make decisions in, and this involves getting the macroeconomic policy framework right. A volatile economic
cycle of boom and bust imposes costs on the economy which is likely to undermine efficiency and economic
growth in the medium and long-term.

While it may be tempting in the short-term to allow the economy to grow rapidly there are real risksto doing so in
the long-term, especially if there is limited (or no) spare capacity in the economy. A sustainable growth policy
will focus on consistent growth close to trend (only alowing above trend growth when there is significant spare
capacity in the economy) and ensuring that attention is paid to improving the supply-side of the economy and not
just the demand-side.

The danger of not pursuing such a policy is clearly that excessive growth will lead to accelerating inflation and
that the only way for the economy to adjust is through a recession. Inflation is therefore bad for economic growth
and a sustainable economic growth plan must also include maintaining low and stable inflation.

Many years of experience across different economies have shown that one of the main consegquences of high
inflation has been greater instability in economic conditions. Periods when demand has been growing more
rapidly than output and inflation has risen have been followed by periods when demand and output (and
employment) have fallen sharply (the boom and bust cycle). These falls were probably greater than would have
been the case had demand and output grown at a steadier and more balanced pace.

In the Jersey sense (and in fact for any economy in a currency union) this implies an important role for fiscal
policy in providing stabilisation and controlling inflation. There may be some questions about the efficacy of
fiscal policy but when you have no control over interest rates it is the best and in fact only real alternative.

Why a new framework?

With the Island now focused on delivering sustainable economic growth, a prerequisite is that inflation must be
kept on target. A new framework is needed to achieve this goal as the current one has failed to keep inflation on
target over the economic cycle. In Jersey, the emphasisis on fiscal policy for two key reasons —

. In a currency union where interest rates are set relative to conditions in the U.K., fiscal policy is
the only macroeconomic tool the Island has at its disposable. This means it must take into account
the impact of interest rates on the economy and set fiscal policy relative to the economic
conditionsin Jersey.

. The specific nature of the Jersey economy which is dominated by the performance of the finance
industry and the revenue it generates. This can mean that when the finance industry is performing



strongly, the higher taxation receipts this delivers can simply feed back into demand in the economy
(through higher government expenditure) and create inflationary pressure. The impact is similar
to spending windfall gains.

Putting a new framework in place is necessary but not sufficient. Further consideration needs to be given as to
how the automatic stabilisers (where tax and expenditure naturaly adjust to be counter cyclical) work in the
Jersey economy and whether they could be strengthened. Also, how best to use discretionary fiscal policy to help
smooth out cyclical variations in the economy. Work by the U.K. Treasury as part of the 5 EMU tests has shown
that expenditure taxes can be one of the most effective discretionary tools because of their direct impact on
consumption and the fact that in the U.K. legidation is such that VAT and excise duties can be changed at any
point in the year.

In Jersey any consideration of fiscal policy must also take into account policy for the Strategic Reserve (SR).
There would be little point in running fiscal surplusesif at the same time there were significant draw downs from
the SR or vice versa. The other key components of fiscal policy in Jersey are the new Stabilisation Fund (SF) and
the balance between States’ taxation revenue and expenditure.

Past experience

The chart below shows that in recent times there has been little evidence of a counter cyclical approach being
adopted by the States. In fact the opposite holds. When the economy was growing strongly in the late 1990s and
inflation was above target the States allowed expenditure to increase strongly. This meant that when the economy
slowed in the early 2000s expenditure also slowed and provided further pro-cyclical impact.

Chart 1: Trendsin growth, inflation and gover nment spending
% change in States expenditure, RPIX, real GVA
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Source: States of Jersey Statistics Unit, Treasury and Resources

It is important to remember that balancing the books in Jersey does not necessarily equate to the government not
adding to demand in the economy. For example in 1998, the economy was growing strongly and inflation was
above target. This was at a time when the States withdrew £17 million from the SR, States spending grew by 8%
but revenue actualy grew by 11% allowing the States to run a small surplus of £13 million. The correct approact
should have been to contain expenditure growth at a significantly lower rate allowing revenues to be put aside for
harder times (which were only 3 years away) and at the same timing helping to contain inflation and sustain
economic growth.

The new framework must be designed in such away that it is able to prevent arepeat of the situation in the late



1990s and early 2000s and ensure that fiscal policy (including the SR) is implemented in a counter cyclical
manner.

As aready mentioned fiscal policy in Jersey terms should include the approach applied to both the SF and the SR.
These are considered in turn below.

The Strategic Reserve

The Strategic Reserve was set up by the States in 1986 to provide the Island with some level of insulation from
external shocks. The Public Finances (Jersey) Law 2005 reiterates that the reserve cannot be used for any purpose
other than one specifically recommended by the Treasury and Resources Minister and approved by the States.

The SR has not always been used in the way it was originally intended and at different times has funded capital
projects when the Island was in recession but has also been used to fund tax cuts and/or expenditure increases at
times when the economy was growing strongly. At other times it has been used for investment in economic
development. Over the course of the 1994-2000 period transfers totalling £57 million were made from the SR to
the capital and tourism investment funds. As already pointed out, this was during a period of sustained economic
growth and above target inflation.

What isthe Strategic Reserve?

In order to make sensible decisions about the use of the Strategic Reserve it is important to consider in a little
more detail exactly what — economically — it is.

Fundamentally the Strategic Reserve represents consumption foregone in previous years by the residents of the
Island. Adding to the Strategic Reserve reduces current consumption in the Island and increases the potential for
consumption in the future. Spending the Strategic Reserve increases current consumption, but removes the
potential for increased consumption in the future.

It is similar to the opposite of borrowing — which has the effect of increasing current consumption but requires
future taxpayers to pay interest on the loan, and to repay the capital, thus reducing future consumption. However,
the Strategic Reserve differs from borrowing in the following ways —

. It reverses the intergenerational payment pattern. Those who have paid for it may well not be
around to benefit from the future benefits.

. Strategic Reserve financing is generally cheaper than borrowing — by the difference between
interest paid on debt and interest/return earned on assets [but can ill have the same negative
consequences such as increasing inflationary pressure and crowding out private sector activity as
outlined below].

The Strategic Reserve and borrowing also have a number of similar traits —

. Spending the SR and borrowing will both increase inflationary pressure in the economy.

. Both can be used to finance counter-cyclical spending.

. Both can be used to smooth the impact of external shocks.

. Both can be used to finance direct current consumption, or real economic investments.

. Both can lead to a larger public sector than would otherwise have been the case and ‘crowd out’

activity in the private sector.

Theinternational experience



Both Guernsey and the Isle of Man have Strategic Reserves. The Isle of Man has been making substantial
contributions to its Strategic Reserve in recent years. It currently has a stated policy of planning for annual budget
surpluses of at least 5% of net spending, though there appear to be no explicit policies on the use of the Strategic
Reserve.

Guernsey has a Contingency Reserve Fund of £176 million, the purpose of which “is to provide protection against
major emergencies including economic downturns having a severe adverse effect on the Island”. More recently it
has decided to spend at least haf of its reserve in meeting the initial impact of their move to 0/10, which could
seriously undermine its capability to meet its purpose.

Apart from our competitor offshore finance centres the other countries identified as possessing Strategic Reserves
are mainly those which benefit from significant oil revenues. Norway is often cited as the best example of a
country which has used its windfall oil revenues wisely. It created the State Petroleum Fund (SPF) in 1990 into
which oil revenues are transferred. The stated purpose of the SPF is to “serve as a tool for coping with the
financial challenges from the ageing population and the expected decline in oil revenues by transferring wealth to
future generations”. Drawdowns from the SPF are governed by long-term sustainability considerations and are
approved by Parliament in the annual budget. Financial assets in the fund are expected to reach 120% of GDP
2010.

Ancther interesting example is Kiribati (a small island in the South Pacific with a population of 100,000). It
possesses a sizeable stock of financial assets which are called the Revenue Equalization Reserve Fund (RERF)
which was established in 1956 and into which were paid phosphate mining royalties. Although phosphate mining
finished in 1979 a tradition of sound fiscal management has allowed Kiribati to increase the financial assetsin the
fund and by 2000 the fund was worth 800% (eight times) of GDP.

The Kiribati government now faces one of the most volatile revenue bases in the world as it is largely dependent
on fishing licence fees and donor grants. As a result since 2000 there have been significant drawdowns from the
RERF and as a result the advice of the IMF was sought on a sustainable fiscal framework. The conclusions
included a rule that seeks to preserve the real per capita value of the RERF (and therefore permits the use of the
real per capita return to smooth Kiribati’s extreme revenue volatility) and a smoothing mechanism that requires
the budget to build up savings by running surpluses in good times and enabling fiscal policy to offset the bad
times.

Problemsto avoid

The above analysis of what the SR is, past experience with the reserve and the experience of other countries spells
out lessons for its future operation. There are a number of pitfalls to avoid -

. Using the reserve to boost spending at times when the economy is performing strongly (and is
close to/above full capacity).

. An unclear framework which alows continua calls for the use of the reserve which waste time
and distract attention from other issues.

. Using the reserve but never making repayments.

. Trying to use the SR to meet structural (ongoing) expenditure.

. Funding inappropriate government intervention.

. Inadequate provision for future generations that could face adifferent lifein Jersey.

The Strategic Reservein Jersey



In 2005 the SR amounted to £456 million which equated to 97% of total States expenditure (the highest it has
been since 1998) or about 13% of GVA (14% of GNI and 16% of GDP). The Strategic Plan in 1998 set a broad
target of one year’s tax receipts but until now paymentsinto it have largely been at the discretion of the Finance
and Economics Committee (now the Treasury and Resources Minister) and to some extent by the residual of each
years’ spending and taxation decisions.

If the SR is to meet its objectives of insulating the I1sland from a major external shock or downturn then it is
important to consider exactly what such an external shock could be. There are two potential causes of such a
major external shock: a major natural disaster and severe structural economic decline. Given that the SR is
consumption forgone by Jersey residents in the past, care should be taken as to when and how it is used. However,
it would be hard to argue that circumstances of natural disaster or severe structural decline would not be an
appropriate use of such revenues. If the SR is to really be effective in insulating against such shocks then how
large should it be?

Natural disasters

Work done by the IMF shows that natural disasters are becoming much more common. There are two reasons for
this: an increased concentration of population in high risk areas and an increase in the frequency and intensity of
extreme weather. Small island economies are seen as particularly vulnerable but this largely reflects the incidence
of hurricanesin the Caribbean. Developing countries are also much more prone to natural disasters.

Studies have shown that natural disasters tend to be associated with an immediate contraction in economic output,
a worsening of external balances, deterioration in public finances and an increase in poverty. From 1970-2002
there were 6,480 incidents of natural disaster. For 2,036 of those there are estimates of cumulative damage which
range from 1-132% of GDP but with an average of 21%.

Although there is no reason to think that Jersey will ever face a natural disaster and that even if it did to what
extent GDP would fall, if the SR is to really provide some re-assurance and insulation against any such disaster
whether it be from weather or bird-flu, then a figure of 20% of GDP would offer some guidance. There are a
number of caveats around such afigure (not least that the States may not have to offset the total fall in GDP) but
there is always going to be a great deal of uncertainty around trying to determine what funds might be required
should a natural disaster hit the Island.

For Jersey to build up its SR to around 20% of GDP would require additional funds in the region of £100-£120
million.

Severe structural decline

A major shock that could emanate in the Island is if one or more of its key industries were no longer competitive
and that as aresult there was going to be a significant reduction in States revenue, public services and the standard
of living. It must be recognised that the SR could only help smooth the transition from the period of structural
strength to weakness and is unlikely to be able to alleviate the problem permanently (it would be unsustainable for
afund of afixed value to meet ongoing commitments from anything other than the real return).

It is important to recognise that the SR would not be used to meet any revenue shortfall brought about by a
cyclical downturn (that is the role of the SF). Also that it would not simply be used to meet any form of structural
decline — it would have to be significant in nature to the extent that it will manifest itself in a significant fall in
States revenue/employment/living standards in the Island.

What would severe structural decline look like? The easy example to consider is what would happen if the
financial services industry became uncompetitive for what ever reason and it left the Island? A rough estimate is
that it would lead to an initial loss of between £100-£200 million in government tax revenue (depending on
whether that was before or after introduction of 0/10). Thisis before the impact on the wider economy of the loss
in financial servicesis considered, which would be significant and could amount to another £100-150 million loss
in tax revenue (and excludes any second round effects from the development of new or existing businesses
outside finance). For the Island to have to deal with that and to try to smooth the process out, £450 million is



clearly only afew years worth of insulation against the loss of tax.
What level?

The analysis above shows that at nearly 100% of government expenditure the current level of the SR is significant
but there is a great deal of uncertainty as to whether it is sufficient to insulate the Island from structural decline
and natural disasters, particularly if both were to occur close to each other, or indeed one was to precipitate the
other. Jersey is not alone in having a fund of this nature and a number of countries have built up funds of far
greater value (relative to the size of the economy) while there are many others that have squandered such funds
(with little to show for it).

But what doesthismean for policy for the SR in Jersey? The pragmatic and prudent approach should beto
build up the SR further where returns on the fund allow and where economic conditions allow further
paymentsinto the fund. This will reduce (but not remove) the probability that the SR istoo small to meet
its aims. The overarching aim is to continue to build the fund as a proportion of annual expenditure and
GDP. The opportunity to make withdrawals such as those made in the second half of the 1990s should be
removed.

Until the SF meets its required level (or at times when it needs replenishing) there may be a tension between
making payments into the SR and/or SF. To some extent the Treasury and Resources Minister will have to decide
which has the political priority. However, where surpluses are the result of cyclical improvement and have been
planned to meet payments into the SF then this could take priority. Where surpluses are above those needed to
replenish the SF then there would be scope to pay into the SR. The FPP (as discussed below) should also be able
to provide guidance as to when is the right time to contribute to the SF.

Policy for the Strategic Reservein Jersey
It is recommended that the guiding principles for the SR under the new fiscal framework are —

1. The overall aim of the SR is to provide the Island with some insulation from an external shock such as
severe structural decline (such as the collapse of amajor Island industry) or a major natural disaster.

2. The aim in the medium and long-term should be to continue to grow the SR (as a proportion of
government expenditure) through re-investing the return in the reserve and paying in part or al of
surpluses from the Consolidated Fund when the economy is performing strongly.

3. A suitable long-term aspiration is to grow the SR by another £100-£120 million, to a minimum level o
around £600 million, to equate to about 20% of GDP.

It is possible that the States may decide to sell assets currently outside the SR e.g. privatisation and add the
revenue received to the SR. In some cases the income stream from the assets e.g. past dividends may have funded
States expenditure. The Treasury and Resources Minister could use this as an opportunity to curtail expenditure
(e.g. invest the income stream back in the SR). Where the Minister deems that it is not appropriate to do this then
it should be possible to transfer the return (preferably in real terms) into the Consolidated Fund (CF). Thisis the
only payment possible (outside conditions being met to use the SR) from the SR to CF. It could be monitored on a
gtrict basis e.g. a privatisation receipts = £10 million, return on SR=5%, either £500k (nominal) or £300k (real
approx) can be transferred from the SR to CF to meet expenditure commitments.

Stabilisation Fund

The SF was alluded to in the EGP and is in the process of being set up with an initial payment of £32 million from
the Dwelling House Loan Fund (DHLF). This Report and Proposition, presented alongside this year’s Budget,
will set the rules and principles governing its use. It is worth considering whether there are things to learn from
the use of such funds elsewhere.

Theinternational experience



During the 1990s U.S. States created budget stabilization funds to help provide countercyclical support. Today 46
States have such rainy day funds although many have failed to adopt either contribution or expenditure rules that
would create significant balances in the funds. Such funds have some general properties —

. They are designed to accumulate revenues during periods of strong economic performance.

. They can improve a State’s credit rating by demonstrating that a State has significant reserves to
weather a moderate recession.

. They are designed to be counter cyclical but not to address a structural budget deficit.

. They sometimes have contribution rules.

. Withdrawals are often part of the political process and only sometimes based on specific rules.

. Suitable levels for such funds to be able to provide counter cyclical aid is estimated by some

analysts to be in the region of 15-20% of state spending.

The experience from the U.S. is that States will not draw on such funds if the rules are too mechanical i.e. they
will not draw down funds in year 1 if there is an immediate requirement to repay them in year 2.

The U.K. Treasury has identified the need for a more flexible fiscal regime if the U.K. entered EMU and while
they are not in favour of a stabilisation fund as such they do recognise the need to strengthen automatic stabilisers
and discretionary fiscal policy. Their fiscal rules are already based over the economic cycle and therefore allow
the flexibility that the approach outlined below would give to Jersey.

The IMF’s advice to Kiribati stated that the island needed to build up savings in good times to provide a buffer for
fiscal policy in bad times so that the government can sustain its expenditures without having to resort to
procyclical cuts. Such an approach would allow fiscal balances to expand and contract (breathe) around the long-
run sustainable level. They recommend that the mechanism is simple and involves having a benchmark for actual
revenue and where revenue exceeds that benchmark the additional revenue should be saved. In years of poor
revenue collection the government could draw on the surpluses that it accumulated in earlier years to bring
revenues back up to the benchmark.

What level for Jersey?

For the SF to be effective it will need to have sufficient funds to be able to offer some real insulation against an
economic down turn. That is not to say that the SF will prevent an economic downturn, just that it would allow
funds to be used to either maintain valuable expenditure programmes or reduce taxes that might partly offset some
of the negative consequences of a downturn.

The real question iswhat isthe most suitable level for the SF? The exact same question has been asked in the U.S.
where States have their own ‘Rainy Day’ funds that are in place for this purpose. Research there has tended to
point to a suitable level being in the region of 15-20% of annual government expenditure. Is this relevant for
Jersey?

It is worth considering what the implications might be of an economic slowdown in Jersey for government
income. In 2003 and 2004 States income grew by 1.8% and -0.2% respectively. It is therefore not beyond the
realms of possibility that the States could experience for a number of years very weak or in fact no growth in
income. Where this was attributable to a cyclical economic downturn there would a case for the States to use the
SF to smooth out expenditure and prevent expenditure cuts or tax increases.

It would be useful to consider how this might impact on government finances in Jersey. Take the hypothetical
example below looking at an initial scenario where Jersey balances the books in year 1 through to year 6 as



expenditure and income rise in line at 3% per year. Assume that the Island then faces an economic downturn
which either keeps income flat in nominal terms (income 1) for 3 years or sees it grow at only 1% for 3 years
(income 2) between year 1 and year 4. Assuming that expenditure growth is unchanged and that revenue returns
to previously forecast levelsin year 5 (see next paragraph) then a deficit opens up of between £60-£90 million or
12-18% of annual expenditure. This coincides with the recommendation in the U.S. that Rainy Day funds amount
to between 15% and 20% of annual expenditure.

Chart 2: How a slowdown might impact on gover nment finances
States income and expenditure, £m
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The example above could be considered in certain circumstances to be an under estimate of the deterioration in
government finances because it assumes that expenditure grows at the same rate as that expected before the
slowdown took hold. It may well be the case that expenditure actually rises at a faster rate during the slowdown
e.g. outlays on benefits increase and that the SF would need to have more funds in place to meet these
requirements. Similarly it assumes that in Year 5 States income recovers to the previously forecast level. It could
well be that in reality income does not return to this level and there is larger deficit to address.

The recommendation is that the target leved for the SF should be 15-20% of government expenditure
(measured as total States net expenditure). The most appropriate level for the SF is somewhat uncertain
and the 15-20% target level should beinterpreted as a guideline. It isnot a cap and should be seen more as
the lower level for the amount of money in the SF and for it to have some real potency in the event of a
cyclical economic slowdown. Thiswould suggest that the SF should be built up to level of £75-£100 million.

Operation of the fund

If the target leve for the SFis set at 15-20% of expenditure then what would determine whether money should be
paid into or withdrawn from the SF? The overall guiding principle should be the prevailing economic conditions.
When the economy is performing strongly money should be paid into the SF (and SR) and when the economy is
performing more weakly then money should be withdrawn.

There are two ways in which this could happen. The first would be based on fixed rules that indicate when the
economy is performing strongly and when it is performing weakly e.g. when States income falls/rises by a certain
% or reaches a certain benchmark, employment falls/rises by a certain % or economic growth falls below/above
certain rates. The second is that independent economic advisers assess the performance of the economy and
advise whether economic conditions justify payments into or from the SF. This could be done through an annual
report published at Budget time and which the Treasury Minister could draw on to make his budget decisions and
those surrounding the SF.



The nature of the Jersey economy and the information available on it means that it is very hard to devise one or
two rules that could be used to govern policy for the SF. While the quality and depth of statistical information is
greater than in many small island economies, it is nowhere near as great asin most advanced economies and there
is no detailed economic model for forecasting economic performance. It is therefore harder to determine the
economic performance of the economy than it is in most advanced countries at any point in time. This suggests
that it therefore requires a significant degree of experience and sound judgement to analyse the economic
performance of the Jersey economy, itslikely direction and the underlying state of government finances.

Experience across the globe has shown that bringing some independence into macroeconomic policy making can
improve credibility and effectiveness. Given that in Jersey the only macroeconomic tool available is fiscal policy
there is a fine line to tread in terms of bringing more independence into decision making. A balance is needed
between giving more weight to independent economic advice (to act as a check on political objectives) but at the
same time alowing elected paliticians to take the decisions on taxation and spending.

It is for these reasons that it is recommended that the mechanism for determining the circumstances for
making payments from and to the SF is through an objective assessment of the economic climate at the
time. An independent panel of at least three economists — The Fiscal Policy Panel (FPP) - should be
appointed by the States on the recommendation of the Treasury and Resources Minister and following
advice from the States Economic Adviser to ensure an independent and transparent appointment process.

How the FPP would operate

The FPP would be commissioned to publish an annua report in early September each year which will set out
advice and recommendations for the Treasury and Resources Minister. An Interim Report would be prepared by
the end of July each year for the Treasury and Resources Minister which the Minister could use for making
decisions concerning the annual Business Plan. The Minister would have the option of asking for an additional
report/update at any point in the year should they feel that economic conditions have changed significantly to
potentially merit a different approach.

The FPP will be made up of independent economists that the Economic Adviser and Treasury and Resources
Minister feel can bring together the right mix of experience and skills. They could be current or ex-Monetary
Policy Committee of the Bank of England members, public or private sector economists or academic economists.
Panel members will be appointed by the States on the recommendation of the Minister and following advice from
the States Economic Adviser. They will be appointed on a fixed 3 year basis with the contract being open for
renewal by the States on the recommendation of the Minister for Treasury and Resources and following further
advice from the States Economic Adviser.

The FPP’s reports should cover such issues as —

. The strength of the Jersey economy.

. Position in the economic cycle.

. The outlook for the Jersey and world economies and financial markets.

. The appropriateness of the States financial position/forecasts given the above.

. A recommendation as to whether this translates into conditions which merit withdrawals

from/payments into the SF or if conditions are broadly neutral and there is no need for payments.
Where payments are needed the FPP will be expected to give some indication of the scale of
payments.

. If withdrawals are to be made what would be the best way to mitigate the economic slowdown —
tax cuts v spending increases or indirect v direct tax cuts.



. When the SF may be at sufficient levels and therefore payments made into the SR.

The types of issues covered in the report would be trends in GVA, financial services profitability (and
expectations), non-finance business conditions, employment/unemployment, inflation, interest rates and
government revenue/expenditure. The Statistics Unit are already planning to expand the amount of information
available by producing a quarterly retail sales release and an annual business enquiry.

The States Economic Adviser would not sit on the Panel but would act as Secretary to the Panel acting as its
Jersey support — arranging/preparing for meetings, providing the information needed to write the report and arrive
at a conclusion. The FPP could draw on any other sources of information that it sees fit and may require. The
Economic Adviser would continue to work with the Head of Statistics to improve (where feasible) the amount of
economic data available and to meet the data requirements of the FPP.

The current level of the SF

The current level of the stabilisation fund with the initial transfer from the housing loan fund is £32 million which
equates to about 7% of 2006 expenditure. If the projected balance in the Consolidated Fund at the end of 2006
was transferred to the SF that would amount to another £43 million which would take the SF up to 15% of 2006
expenditure.

If the CF is transferred to the SF then this would require the States to run a tighter fiscal policy in subsequent
years as the CF would be lacking the funds to balance the financial position over the 2007-2011 period. Without
such atransfer the SF is insufficient to meet its intended purpose and payments into it would be required. When
this is combined with the fact that the latest GVA data shows that the economy was performing strongly in 2005
with real economic growth of 3% (and inflation above target in 2006) it is clear that the current financial forecasts
need to be adjusted to take into account payments into the SF, at least for 2006 and 2007.

Policy for the SF
Drawing this analysis together the key principles governing the SF should be -

1 The purpose of the Stabilisation Fund will be to make fiscal policy more countercyclical and create in the
Island a more stable economic environment with low inflation.

2. The final decisions on what proposals are to be taken to the States for taxation and spending and
withdrawals from/or payments into the Stabilisation Fund would continue to lie with the Treasury and
Resources Minister. The Fiscal Policy Panel’s report and advice would though be made public to ensure a
transparent and credible process.

3. Establish an independent panel of leading economists to form the Fiscal Policy Panel and for them to
publish an annual report in early September each year covering their views on economic conditions and
the States’ finances. The report would comment on the need for running surpluses/deficits and whether
funds could be withdrawn from/paid into the Stabilisation Fund.

4, The Treasury and Resources Minister would have the option of asking for an additional report/update at
any point in the year should he/she feel that economic conditions have changed significantly to potentially
merit adifferent approach.

5. Panel members will be appointed by the States on the recommendation of the Minister and following
advice from the States Economic Adviser. They will be appointed on a fixed 3 year basis with the
contract being open for renewal by the States on the recommendation of the Minister for Treasury and
Resources and following further advice from the States Economic Adviser.

6. A target level (guideline rather than a cap) of 15-20% of total States net expenditure, equivalent in today’s
money of £75-£100 million. This would mean a further £40-70 million will be needed on top of the £32
million transfer from the Dwelling House L oans Fund to meet this target level in coming years.



7. Once the framework has been established and in operation its effectiveness should be reviewed by the
Economic Adviser (seeking input from Fiscal Policy Panel members and the Treasury and Resources
Minister). It is important that as experience is gained in the operation of the framework then where
possible it is strengthened and improved. Developing the right macroeconomic policy framework for
Jersey will be a process of evolution but implementing these recommendations will be a big step forward
for the Island.

Theframework in practice

It is necessary to consider in a little more detail how the framework would operate in practice and in particular
what the relationship would be between the SF, SR and the Consolidated Fund (CF).

In general terms the CF would operate like a current account being the day to day fund for operating the
government’s finances. The SF would be the savings account and payments would go to and from the CF under
specific circumstances and based upon advice from the FPP. The SR would effectively be the long-term savings
account (akin to a pension fund) and would accumulate any surplus from the CF and SF.

Financial and manpower implications
There are no manpower implications of this proposal and the intention is that the costs of the proposed Fiscal

Policy Panel will be absorbed within the existing budgets of the Treasury and Resources and Chief Minister's
departments.
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