
making sense
of the connected world

Instant Insight
insight

CCS

 

5 February 2016 © CCS Insight page 1 of 2 

Three's Bid for O2 Faces Severe Regulatory Scrutiny 

On 4 February 2016, CK Hutchison issued a series of pledges to appease European Commission 
objections to its planned acquisition of O2 in the UK. Below is our initial analysis. 

Insight 

 The move reflects growing regulatory concern over the deal's chances of approval, and 
is likely to have coincided with the publication of a statement of objections from the 
European Commission (EC). A similar document about the planned merger of Telenor and 
TeliaSonera in Denmark in 2015 ultimately proved a precursor to that deal's collapse. 

 CK Hutchison co-managing director Canning Fok set out three key commitments: a freeze 
on voice, SMS and data prices for five years; investment of £5 billion over the same time 
frame; and an offer to sell of slices of network capacity. The final pledge will be the 
most heavily scrutinised given Brussels' preference for structural remedies to satisfy 
competition concerns, but alone is unlikely to be sufficient for the deal to pass. 

 Mr Fok's promises are likely to represent the beginning of a long and intense period of 
negotiation with the EC. Competition chief Margrethe Vestager has repeatedly raised 
concerns over the prospect of higher tariffs and reduced incentives for the merged 
company to invest and innovate. This is particularly relevant as Three has successfully 
introduced a number of novel schemes in the UK, such as free roaming and inclusive 4G. 

 The EC's concerns centre on four main areas, concerning diminished retail competition 
among network operators, the effect of the deal on third-party resellers like Dixons 
Carphone, industry incentive to invest and the maintenance of a competitive wholesale 
market. The sentiment echoes comments from Ofcom's head Sharon White, who said the 
merger would shift the balance of power in the UK too far in favour of network operators. 

 The ball is now firmly in CK Hutchison's court to allay concerns, but it will need to 
carefully assess the extent to which concessions would erase the benefits of the deal. 
The EC's hard line was the main reason cited for the failure in Denmark, as compromises 
no longer made the move commercially viable. 

 However, CK Hutchison already has experience in negotiating similar deals with Brussels, 
and knows what it takes to achieve a favourable outcome. It is likely to have been braced 
for this tough stance, and will have planned for lengthy dialogue for some time. 

 We believe that CK Hutchison will go to significant lengths to make the deal happen, as 
backtracking would leave Three as a vulnerable sub-scale mobile operator in a market 
rapidly transitioning to multiplay. It could then be a target for firms such as Liberty 
Global, which is showing an appetite to buy mobile assets. 

 Facilitation of a new mobile network operator would be the approach most likely to win 
the EC's blessing. CK Hutchison would instead prefer to support new or existing virtual 
providers — a remedy that has been used in other European markets. However, the UK's 
already vibrant mobile virtual network operator landscape means this is unlikely to 
satisfy Brussels. 

 CK Hutchison would need to divest mobile spectrum to enable a new player. This would 
put the company at a disadvantage, as Ofcom estimates that it would only own 27% of 
the UK's mobile frequencies even after the merger. This would compare with 28% for 
Vodafone and 45% for the combined BT and EE. 

 The Statement of Objections could present opportunities for companies such as Sky and 
Virgin, allowing either or both to acquire spectrum, gain access to network infrastructure 
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or purchase retail stores. This would enable them to offer more fully fledged mobile 
services as part of a wider push into multiplay. Virgin could consider following an 
approach outlined by BT and TalkTalk, combining mobile connectivity into home routers 
to create a so-called "inside-out network". It could also seize the opportunity to strike a 
deal to offer LTE access, having failed to negotiate terms with current network partner 
EE. Sky plans to launch a mobile service later in 2016, in conjunction with O2. 

 These companies could alternatively seek to acquire Giffgaff or Tesco Mobile, which both 
offer services over the O2 network. This would reduce the merged company's market 
share, but alone is unlikely to allay the EC's fears over diminished competition. 

 Another scenario is that CK Hutchison facilitates the launch of a new player from outside 
the UK. The market would appear unattractive to many, but recent reports suggest that 
Xavier Niel — the billionaire backer of French operator Free Mobile — would relish the 
challenge. 

 Such an outcome would be bad news for UK providers given Mr Niel's reputation for 
offering cut-price services. Free Mobile completely transformed the French mobile 
market when it launched as a fourth operator in 2012, though the UK is less prime for 
such severe disruption. Mr Niel has subsequently expanded Free Mobile into Switzerland, 
taken a stake in Telecom Italia and launched an audacious — albeit unsuccessful — bid to 
acquire T-Mobile USA. 

 A company from outside Europe could also see an opportunity to enter the UK, though 
only an elite group including the likes of America Movil and Softbank would have 
sufficient funds and ambition to pull off such a move. 

 We believe CK Hutchison would be most willing to support Sky, TalkTalk or Virgin as a 
new national operator. These all have heritage in fixed-line broadband or TV, and mobile 
would form only a complementary part of their longer-term multiplay strategy. This 
would be of less concern to Three than facilitating a rival pure-play mobile operator such 
as Free Mobile, and it might decide that the benefits of the merger do not outweigh the 
risk if this was its only option. 

 Such an outcome would prove bad news for Telefonica, as the deal offers an opportunity 
for the Spanish company to reduce its net debt of about €50 billion while exiting one of 
Europe's most competitive markets. Telefonica's ability to invest in Spain and Latin 
America could be compromised should the acquisition fall through. Other bidders such as 
Liberty Global could then come forward to buy O2, but it is unlikely that any would be 
prepared to match the £10.25 billion price tag agreed with CK Hutchison. 

 Three's acquisition of O2 is a vital test case for future consolidation in the European 
telecoms sector. The EC's tough stance casts doubt over CK Hutchison's intended merger 
with Wind in Italy, a deal that would also reduce the number of mobile operators from 
four to three. Orange is seeking to acquire smaller rival Bouygues in France, but this 
move seems more likely to be reviewed by the French competition authorities. 


