W ork ing papers prepared for t e Productinaty Com m ission

The ProductiMty Commission distributd a confidentialpre-re lase draft of it report
“IntrnatonalBendim arking of Austtalan Te Bcom m unications Services™ in Decem ber
1998, and asked for conment . Te Btra asked NECG o con menton te reportIn so doing,
we prepared six w orking papers:

“Hnanciallperformanc and com parabi lty”” exam ines some ofte factors t at
drine difErencs in € Bcom m unications sernMas in difkerent countries, and
conment on te prob Ims of using prices as an indicator of producti\e
effidency;

“Nom inallexchange rats and PPP3%” discusses tie use ofdifRrentexch ange
rak measures in com paring € BIcom m unications ser\iGs prices;

“The USO and the impact of geography on costs” addresses te im pact of
dem ograph y on € Bcom m unications cos® ;

“Rebalncing™ discusses how price re-balkndng sud t atprices reflct st
im pacton re ktine prics in te diferente Bcon m unicatons m ark e & ;and

Wwo papers, “Commentary on the Hnnish ® Bcommunications marke€” and
“Commentary on tie Swedish & Bcommunications market’ describe some oftie
fatures oftie tw o bwestpriced countries in e Commission’ analsis.

The matrialv as proMded o tie Commission for te folbw ing purposes:
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o pointoutareas where tie analsis was an insufidentbasis for te initiall
conclisions.Forexam p l,in tie pre-re Base draftt e Com mission conclided

tatte price diferenas betw een Scandinavan countries and Austtala w ere

te resulk of difErences in productine effidency, yet e Commission

pronided no m akriallon inputas® or inputquantities whid woull sustain

sudi a\Mew ;

tsuggestareas where te balbhne oftte Commission3 argument cou B be
improxed. For examp I, e pre-re Base draft dow n-p hyed te im pact of
dem ograph ic on coxs®, in contrast® te weigh tofevidene tatsuggest®
tathbhw customerdensity (lrge median distancs betw een subscribers)h as a
significantim pacton cos® ;and

1 provide som e back ground inform ation on Swedenand Fnkhnd, te bwest
priccd countries in tesampl.We specdfical asked te Commission © not
teir Igh thanded regu lktion, teir ke, in practice, ofany industy spedfic
beh amourall regu ktion, teir re lane on generall com petton hw, teir
wilngness ® sustain significant prie re-balkndng, and teir strong
pre®frenc for con merda ¥ negotiatd outoom es oner regu lked outoom es .



Our m ostim portantonclision is tatte babhna ofte enddenc suggest® beter outoom es
occur when ® Bcomm unicatons fall under te same competiton rulls as any otier
business in te economy.The eMdenc, O te exentt atone can draw po Bcy conclisions
from prie comparisons, does not prouMde an unequivocal endorsement of
€ Bcon m unications spedficbeh avoura Bregu htion.

Wehaw notatem ptd tbdraw togetertie w orking papers intoasingll report butinclide
tem Brge b in te same form as tiey were originalf provided b e Commission. As a
resulk e papers inclide some repetiion.And inenstab b, e Commissionw i lh axe m ade
danges itk pre-re Base reporttowhich we are notprivy . H ence,some ofth e obsenations
wehawe made may nothe germane o tieir finallreport
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FHnandallperform ance and com parabi Ity

In it pre-re Base draft €t e Com mission identifies considerab | € Bcon m unicaions servcs
price \ariaton aaoss a sam p I of countries, and ten draws conclisions wit respectto
producti\e eflidency from t ose diferencs.Insodoing, t e Com mission:

il © adequak ¥ address im portant factors tat mightresulkin pric
diferencs t atare unre lhed © productie e flidency ;and

erroneous § staks bt atte finandalperform ance ofsome oft e con parator
com panies is sim i br, and on t atbasis, conchides t atprice difErences must
be afunction ofproductivity difRrences .

We strong ¥ suggest tat Commission rexiew teir report © ke into acoount tese
shortwom ings. In partcu br, we woull ask e Commission © undertke a mud m ore
exh austine analsis of finanda Bperform ance before making teir conclisions. A deeper
exam ination oft e Commission3 data suggest tatte mostp husib I conclision © atan
be drawn is tatdiferencs in finandallperform anc is a significant factor in te pric
difErentaB.Thisis nott e conclision t attey reach .

Factors b atinflienc prices

The Tebos in ©te sampll are alrequired © remain free-standing, finanda ¥ \ab I,
® Bcom m unications com panies . This clar¥ means t© att ey m ustearn suffidentre\xenue ©
coer alloft eir operating costs, m ake an appropriat return on te capitaland be assured
ofbeingab I © financ in\estmentast .Given tis, te mostw e can conclide is t atah igh
pricc com pared it peers (assuming we hawe used appropriat exch ange rats) cou B be
te resukofseneraldiferentfactors, intr ala:

difErencs in e costofcapitalforeach oftie firms or tie returns t ateach
firm mustpay it sharehoBers — ie finanda bperform ance ;

exernallfactors sud as dem ographic tatare outide e controlofte
Te bo,butwhid none te Bsshaw anim pactoncost;

difErencs in t e accounting connentions used in price det®rm inatons, ote
exkentt atitan pass tiese cost on o custom ers ;and

diferencs in e average age oftie asse em p byed in e network,whid
in wrn depends on t e accounting con\entons used .

NECG 3
22 February 1999



1. Hnanda Bpe rfom ance

The Commissionstaks t at

“A number ofcarriers hawe simikr financialperform ances. This suggest tatproductivity
difErences are approximat ¥ reflictd in teir re htive prices subjgctto ... . qualfications and
assum ptions”

This stakmentis questionab I on te basis ofte data presentd in tie reportite FEWe
doubtwhetersuad dinergentreturns w oull be described as “simihr’’by m ostin\estors .

The obsenation @t at bw returns may be asignificantdriner of bw prics in Fn knd and
Swedenis in accords wit generaly aceptd ews ontese market;tey haw historicaly
earned bw raks ofreturn.In te case of Hn Bnd, ow nership arrangement® t atefectine ¥
pay dindends in tie form of bwer prics (see our discussion paper on FHn lknd) furter
supportt is obsenation.

Fnall, tiere woull appear o be at Bastsom e re htionsh ip betw een finanda lpe rform ance,
as measured by EBIT, and te pric baske® presentd by tte Commission, as shown in
Hgure 1.

Hgure 1. Re htionshipbetw een EBIT and price basket
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Of oourse, e foregoing anabsis is simphktc and it woull benefit as woull te
Com mission?’ study, from a rigorous analsis.This shoull inclide economicwvalie added
(EVA), whia woull ke into accountm any ot er factors, not Bastofw hid is te risk free
inkrestrak ineach market
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There isnodisaussion atany stage in te reportas owheter tie prices ofapartcu br Te ko
drine areturnis t atis eflidentin tie sense t atitrew ards in\estors appropriat ¥ .H ence:

sine finandalperform anc is ke ¥ o be akey drixer ofprices, buth as not
beenaddressed proper ¥ by te Com mission;and

sine from an econom icperspective itis notpossib l, a priori, ©osaywheter
bw prices are beter t ath igh prices,

te Commission is in no position © judge wheter prices are effident Btabne wheter
Te kos are productine ¥ eflident

We woull urge e Commission t undertake a much more exhaustive analbsis of financial
performance before making any conclisions. A deeper exam ination oftie Comm ission 3 data suggest

tattie mostp husib I conclision tatcan be drawn is tiatdifErences in financiallperformanc are a
significant factor in te price difErentiaB. Itis easy o see tie economicdamage tat wu i

resu kfrom fai Ing 10 recognise tis issue .A regu htor t atonfused produdte ineflidency
wit pric diferencs resu ling from an eflidentbuthigher return on asset cou Bl be ke ¥
im pose price regu ktions t atstfll efidentin\estment

2.0 ter factors t atinflienc perform ance

Producti\e effidency

The Commission conclides tat productine inefidency exphins te obsened pric
diferences.H owexer, te Commission cannotreasonab ¥ do so w it outa m ore rigorous
ana lsis oftie alErnatives.

Exen ifone were © assume tat pricc diferences were te resulk of a productivity
difErentall(and we haw compe lng enMidence tattis is notte case), ten itdoes not
folbw tatte productine eflidency is contolb I in tie shorterm . Forexampll, ifte
productine ineffidency were te resulk of Bgacy asset in te network or regu hktory
inenentonitisunke ¥ t atprice diferental w i lbe eroded quick ¥.

Exte rnalfactors

There are arange ofextrnaHactors t ath ane a hrge infllence ona Te Eos cost.The most
im portantis probab ¥ popu htion density .\Ary bw density areas sud as ruraBAustralh are
considerab F more expensixe © sene tan urban or inner dty areas, an issue we hawe
disaussed in our prexjous paper on tie USO, butwhid is inadequat ¥ addressed by tie
Com mission.

Oterfactors may allo phy an im portantrol insome market . Forexam p 0, arequirement
 pkx cab s in underground ducts as opposed T owerhead cab Bs can dram atca Wy
inaease costs, as can te nature ofte €rrain ©be sened .Whillttese migh tnothe hrge
factors in respect ofan inkgratd nationallTe ko sening a het®rogeneous customer base,
tey are kel tohe ofsome im portance when com parators do noth axe tis d aracteristc.
We understand tat in te case oftte USand Anhnd, tatte figures presentd by te
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Comm issionwere based soll ¥ on urban and m e tropo Han districts . Th ese, ofoourse, cannot
easi ¥ be com pared ©Te Ira,whid hasamud more dinerse customer base .

D ifferences in accounting connentions

Te bos tatderive teir prices based on a return on historic costassetvallies are ke ¥ ©
dexe bp atime profill ofprices somew h atdiferentfrom t ose using aurrentastvallies, or
1 ose forw ard boking costm ode B.There is nodiscussion oft is issue in ©e Commission?
study, exceptbriefl in secion 84 where ey stak t ataccountingdiférencs [in Tab 1 81]
reduc te com parabi y oft e finanda lperform ance measures .

Differences in tie age of asse®

The average age oftie asset can be an im portantde € rm inantofprices, partcu br¥ where
asset are bng- Ned and regu lkkd prices are based on a backw ard rater t an forw ard
bok ing costm ode 1

Summ ary

This is justasub-setofte factors t atan infllena perform ance general and finandal
perform ance spedficall. The Commissiont report woull greath benefit from a full
ana Fsis ofti ese factors before draw ing any inrenc from obsened pric difRrencs.

NECG 6
22 February 1999



Nom inalkexch ange raks and PPP3%

Init draft, te Com mission uses PPPexch ange raks 1 com pare € Bcom m unications prices
across diferentountries . This nokt conment® on te issues innvoled in using PPPs re htine
 nom ina ke xch ange raks .

As a generallm anner, nom inallexch ange raks provde te markets bestestmat ofte
inernatonalhallie of chims in domestic aurrency .Use ofthese exch ange raks minimises
te risk ofover- orunder-stating ti e intrnationa Bpurc asing pow er ©t atcou Bl be obtined
for a ginen unitofdomesticresources. H owe\er,in tie pre-re Base draft e Commission
pre®rred PPP,stating t at

“the impactofdifErences in inputprices among countries is com pensatd for by te
use of Purchasing Pow er Parity exchange rats, ratier tian marketexchange rats...
The PPP comparisons measure te burden on consumers of & Bcom m unications
prices in re htion t tie generall Ine Bof prices in the economy, and allo giwe an
indication of tie re htive productivity of tie & Bcommunications industry Mis-a\s
te generalllhe Bofindustry productivity.”

PPPY are notdesigned o reflctti e inkrnatona halie ofdom estic resources ;nor do t ey
albw any infErencs © be made conerning productine eflidency ;nor do t ey com pensat
fordiferencs in inputprices .Rater, ey are an atem ptt Ppric *a ginen bask e tofgoods
and senices across a range ofm arkes .A BaPPPexch ange rak does isindicak te €rms on
whidh te bendimark basketis availb I in tie marke® being con pared . This indicator is
usefullote exentowhidh aneconomicinerpretation can be puton t athasket and on¥
tatexent!

ITte PPPoonered price ofa particu hr conm odity turns outt be higherin one country
tananotier,itmeans tatte pricc oftie conmodity in questionishigherre htinxe tbotier
domestic pries. Thus, PPP conwersion com pares re Rtinve prices of goods in te Wwo
countries .Re htine prices ofgoods can \vary betw een countries for m any reasons ot er t an
diferentall in productivity . For exam p I, popu ktion density and ot er factors mean t at
Bnd prices in Apan €nd 1 be higher, re lhtine O ot er domesticprices, tan in Australa.
This is reflcted in re Btine h ousing prices .Butt e obsenation © atw e can purd ase m ore
phone call fron a foregone knd purd ase in &pan tan in Austtalh £ B us Il about
€ Bcon m unications.

ITPPPis 1 be used, itis important® know why, and 1 ensure tatte app Ication is

appropriat . Ifthe purpose is simp¥ © awid te flictuatons t at d aractrise nominal
exch ange raks, ten tis cou M be achiened by using an axerage oft e nominallraks &ken

over some period oftime .Con\erse ¥, ifthe purpose is © pric te good re htine © some

basket ten te nature oft athasketsh oull be setout

For exampl, where inErencs are being sough tabout productine effidency, itmay be
m eaningfu o com pare outputprices for € Bcom m unications ser\iGs across countries using

1 The OECD uses PP tensure tatreallmeasures ofexpenditure on te com ponent of GDP reflct
on¥ vollme dranges. The OECD cautions tat tey are notre Inantas measures of equilbrium
exd ange raks (ken from te OECD 3 Ted nicallNo®s on GDPm easures).
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an exch ange rat t attakes accountofintrnatonaldifErences in te prices oftie input
used  produc tose senia@s.On te (strong) assum ption © at® Bcon m unicatons uses
aboutte same inpuk as economic activity as a wholl, tis coull be te PPP rak for
nationa lincom e atfactor cst A EErnatine ¥, recognising t att BIcon m unications ser\vias
are high ¥ capitalinensine, t e PPPrat form ach inery and equipm entcou Bl be used .

IT e atemptis ©© make comparisons of re ktinve output pries (tat is, of how

® Icom m unications pries com pare © prices for otier goods) tan te PPP basis used

shoull reflcttie demand patern for € Bcom m unications. It can be seen from te Input
Output &b Is t at € Bcon munications is primari¥ an inermediat input wit final
dem and accounting for Iss tanatird ofallkalls .As aresulk tie appropriak PPPrat is

t atorresponding intrmediak input.

Itis noteasy t putan econom icinerpretaton on te intrnatonallpric ofasingll i€m,
when domesticprices for t atiem are trans hed using PPPs .Sua a com parison w i Mpartl
reflctte exentowhid te pric fortatiem ishigh or bw re htinve Ot e domesticpric
forte basketWhattismeansineconomictrms is notclar.

Assume forexam p I, tath ousing cos® in Australa are bw re htine 0 t ose in Gpan, and
tattis difErenc is pided up in PPP% butnotin nom inallexch ange rats.Com pared t©
Jpan, USH in Austtala wilterefore buy more when envallakd at PPR t an atnominal
exch ange raks.Now, assume tatte cost ofsupp ¥ing widget do notdepend © any
significantexenton h ousing cost, B atw idge s are nottraded and t atprodudivty e 1l
inwidget are e same in Austtalh and Gypan.As aresulkte pricc ofw idget expressed in
trms oftraded resources, forwhich tie nominalkxch ange rat is used,willbe tie same in
bot countries 2H owe\er, trans lhed at PPP%, widget willbe m ore expensive in Australa
1 anin &pan.No norm atinxe consequenc follbw s from 1 is obse nation.

The prob Ims ofinkrpretation are particu hr¥ acu® when te good being priccd difErs in
im portantrespects from t ose com prising te basket Anexamp Ul iswhen te good being
priczd is an inermediat inputwhill ©e baske® is designed o capture te patern offinal
consum er outhys . Expressing e worll pricc ofte inermediat inputin €rms of PPP
exch ange raks defined from com parisons of finalconsumer good prices will ke ¥ h ae
Il e conom icm eaning.

Inshorgte Commissionneeds tom ake itclar:

why ithas chosen 10 use PPP% rat er ©t an nom inalkxch ange raks,and why
t atpurpose is betersened by PPP3 tan by some average oftie nominal
raes;

what PPP basis it has used for tie con\wersion, and what economic
inkerpretation can be puton te basis ith as & osen ;and

wheterteresulswoull be alkered by usingadiferentbasis.

2 Henca,forexam p B, ifwe exd anged G&panese widgets for Yen and Yen foroiBwe w ou Bl getexacth te
sam e am ountofoi bas ifw e exa anged Australlan w idget for A$and AS$Proill
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The USO and t e im pactof geograph y on cos

1. Introduction

Insection 31 ofit report, e Comm issionh as discussed te im pactoftie Uninersalsenic
Ob Kgation (e USO) on cos . The Com mission righ th point outt attie USO is designed
 ensure access © a minimum standard of essentia Bcom m unications servcess for all
persons in Australa.Te Itrais ©e nom inaktd USO provder, alb ough ot ers carriers are not
preclided from prowvding te sernvic . The Te Bcon municaton Actdoes notspedfy te
pridngoft e USO, butsugges® t att e question ofaffordabi My shou ll be tack Id t rough
med anism s sud as com petiton, pricc contro land targe €d assistanc .

We woull ask e Commission o consider a num ber ofconerns tatwe hawve wit teir
disaussion oftie USO:

te Commission does nottake a position on t e various estim aks oftie USO

t athawe been presentd .H owever,insodoing ithas producd asomewh at
singulr reportin tatitdoes not appear o acept tat dem ographics,
partcu bhr¥ popu ktion density, is a majpr driner of cost . This is despit

considerab B enidence t atsubscriber density has ah uge im pacton cost and

tatAustralan dem ographics are particu br¥ extreme in tis regard. The

reader cou Ml easi ¥ in€r, incorrectly, tatte Commission acept te \ew

1 atUSO cost shoull be chbse 10 1% ofre\enues in allcountries, irrespe cti\e

of teir demographics. The Commissiont study woull benefit from an
exp Batanabsis ofti e im pact ofAustralan conditions on cos & ;

te Commission fall into te trap of making conclisions in respect of
eflidency sol ¥ on te basis ofprice com parisons, © rough it staementt at
exen ifone were O aceptte upperestmats oftte USO, tere woull st
be a performanc gap-The Commission simp ¥ has no enidence t sustain
tis positon;

inbendmarking studies, itis usualto ad justm easures ofperform anc t ke
accountofexernallfactors . Notw it standing our con@rns o\er pries as a
measure of performanc, tie reportwoull be mud more vablabl ifte
im pacts ofe xt rna Hactors w ere rigorous ¥ exp bred ;and

te Commission shoull consider tat tere are significant and costh
uninersallsenia ob lgatons in UK, and 1 a Nsser exentin FHnknd and
Sweden, alh ough tey do nothawe exp Idtmed anisms for sharing te cost
oftie USO across carriers .

3 The Ministrisempowered ©change te type and Ie Bofsenic tatshoull be inclided witin te
USO .



2. Structure of t is nok

This nok contains te folbw ing additiona kections:

§3 outlines envidenc tatshows tatAustrala faces high cos® as a resu kof
it dem ography,and te impacttis mighthave onte USO .We woull urge
te Commissiontobui B tis disaussionintoteir reportand

§4 outlines som e Batures oftie USO in tree oftie sam p I countries .

3. Factors inflienangte USO in Australla

The Commission correctl staks tattere issome disagreementower te true exentofte
cstoftie USO, and present sexeraldifErentassessment®.H owe\er, in our \dew te
Commission fail o adequat ¥ refllctte babna oftie enidenc ineiterit disaussion of
e USO insection 3, and in tie conclisions t atitdraw s in respectofit im pacton prics.
Aswe nokd in our otier discussion papers, e Commissionsh oul notm ake any inErence
concerning efidency sol ¥ from prie difkrences. Sud conclisions are of particu bhr¥
conern when a hrge componentofte apparentdiferenes can be asaibed t factors
outide e conttolof e Tekos. The impact of e demographic of e Australan
popu ktion is justsudr a factor. We spedfical} wish © draw t© te atenton of tie
Commissiontotiree areaswhere te draftreportw ou Bl bene fitfrom re\sion:

it d aractrisation ofthe currentUSO payment
te bakhne ofit argument in respectofestim aks oft e USO ;and

te envddena in respectoftie im pact of geography and cost, and on te
im pact of tiese factors on te sampl ofintrnatonallTe bos used in te
study .

The aurrentUSO payment
Insection 31 ofthe report(page 46), t e Com missionstaks t at

“In 1996-97 the costoftie USO was estimatd at$252 milon which representd
around 1.3% oftie totalindustry re\enue in tatyear.”

This is misBading. The $52m figure w as agreed  be con\enientt rough a procss of
con m erda Inegotiaton. There is no generallagreement(and crin ¥ no acezptanc by
Te Itra) tatte figure is a reasonab I estmat ofte USO cst.0n te contrary, te
ongoing disagreementas © te I\e Boftte USO triggered e ACA dedsion o de\e bp a
new mode R The expldtobpctine ofthis exerdse was t deve bp a beter estimat ofte
under¥ing cost oftie USO . The initallresu ks ofthis exerase resuled in te . 8bn USO
estimak .Acoording¥,we woull urge te Commissiontrenise ttewordinginte reporto
reflcttis.
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The balbnc ofte enddence

The Commission discusses a num ber ofalernatine estim aks ofte USO incliding tie 1989

estim aks prepared by t e Bureau of Transportand Com m unicatons Econom ics (BTCE) and

teresuls from te ACA supendsed Be ltore mode Bing, w hich yie Bed te 9 8bn figure .In

addition, te Commission des areporthy Oxvum,whia purports oshow tatin te US,
te USO represent Bss tan 1% oftie industtys toallrenenue, and Ofe I estim ak ofthe

UK USO, beingbetween £50m and £100m com pared w it an industry turnover off 16bn, or
Iss tan 1% ofindustry rexenue .In respe ctofO fie Ba com paratine study prepared for O fe i
exp lath noks te im pactofpopu ktion density on Australla 4

The Commission staks tatitis notin a position t assess which ofte estimats is
appropriat, nor ofthe USO 3 im pacton prices, alb ough itappears © aczptt atitdoes
hawe an impacton cos®.In so doing, te Commission Bawes te falle im pression O te
reader t att e cost oftte USO in ot er jurisdictions are agood guide 1o t e costofte USO
in Austtala. This is reinforced by te ko of a detaild disaussion of te im pact of
popu ktion density on cos & .

The Commission seems 1 seek 1 supportte imp Bdt onclision tatdem ograph ics are
re htine ¥ unim portantby tie use ofOwum % anabsis ofaccess d arges and inerconnection.
Owum 3 anabtcalapproaa, partcu br¥ in it rexjew of e Te Btrta Undertking, has
sexeralkerious sh ortcom ings -

Most im portanth for te present purpose, Ovum 3 atem pt t© correct for diferencs
between countries in te factors afecting cos® are deep ¥ fhwed. The study does not
inchide two key exphnators of cost, totall knd area and popu bhtion density. More
egregious ¥, itappears 1 use tie proportion ofti e popu ktion residentin te fine biggest
dties as a measure of urbanisaton (and hene ofte exent® whidh cost shoull be
infliencd by te need o sene areas wit bw popu ktion densities). Iftiswere © be a
reasonab 1 exp knatory factor, itw ou B require © atoountries are broad ¥ simi brin €rms of
te populton density witin towns. This is paenth unreallstic as can be seen from a
sim p B com parison ofurban popu ktonsin te US, UK and Australa .5

Fgure 2 sh ow s t e proportion ofpopu ktion Mingin te hrgests dties —t e indicator used
by Onum _Iftis measure is assumed ® representsome measure ofurbanisation, itw ou i
imp¥, quit unreasonab ¥, tat Australla is substanta ¥ more urbanised t an countries
such as The Neterbhnds and e UK whidh haw \ery high popu kton densites.
Furtermore, itfail O ke accountofte density oftte popu ktion witin t ose urban
centres .Australlan dties are general mud Bss dense tante Rrger dties in Europe .

4 Mason Com m unications, “Bendm arking Studies for Ofe F 1996 whidh staks tat“Australla has high
costt Bcomm unications infrastructure due t its need for wide geograph ic cowerage across a \very bw popu ktion
density.”

5 By w ay ofi Mistration: suppose e UShas 8% Ingin te Rrgest5 dties, butead oft ose dties w as

20m peopl (ie -100m ), and e rem aining 180m peopl Ked in 72 dties of25m peop I .Com pare tis
wit Austtala where 55% ofpeopll (say 10m) Re in 5 dties, butte remaining 75m K in 10,000
conurbations of750 peopBead Whid oftiese wois kel ©hawe te higher bcalbop unitast?
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Hgure 2. Proportion ofpopu ktion in te Hrgests dties
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Hgure 3. Aoxss Ene density (EnesAq km)
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The contrasthetw een Hgure 2, Hgure 3and te datapresentd in

Tab B 2,which show access Ene density (an indicator ofAustrallan dem ograph y) is € Eng.It
provdes a clar indication t atinappropriak measures ofurbanisation are ke ¥ lad ©
unreasonab B resuls .
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Evidence t atgeograph y h as significantim pacton cos

There are a number ofim portant Ines ofexidenc tatte Commission shoull ke into
accountwhich clarl suggestt att e cos ofproviding senic are significanty inflienced
by dem ography .These inclide:

in te reentanabsis underteken for te ACCC, NERA estmatd tatte
costofaccess \aries as betw een CBDs and Ruralland Rem ot areas by a factor
ofnear¥ four, wit annuallper Ene cos® being ofAH25 in e former and
$71 in te hter (Wit an awerage costofaccess of AS339 per year). This
com pares wit te standard Te Itra residentia Blne rentaBofA H40 per year
and business Bne rentall of AR40 per year, bot of whidh te same
t rough outAustralg;

US evidenc from regu Rtory hearings suppors te notion tatawerage subsaiber Ene
density h as asignificantim pacton cost . Tab B 1show s te re htionsh ip betw een subsariber
Ine density and cost derined from tw ow ide § used US forw ard boking costm ode B, bot
ofwhid show asignificantre htionsh ip.

Tab B 2 shows e Ene densities in Australlh, and shows t ata significant
proportion ofsubscriber Enes (26%) are in bw densityareas inwhicd awerage
Ine costs woull be expected tohe we labowe anerage ;

ana bsis of Te Ira’ ow n datashow s aclar re lktionsh ip betw een subscriber
Ine density and cos® per Bne _This is i Mstrakd in FHgure 4;and

econom etricstudies confirm te re ktonship.Forexam p I, Christtansen et al
stak t at“Be Bore deve bped measures ofoutputand inputfor tie Be MO perating
Com panies, covering e years 19 72 10 19 82. The econometricmode B estim atd from

tese data inclide measures ofnetw ork size. The estimatd mode B show substantiall
econom ies ofdensity, butconstantreturns oscall.”

The foregoing clar¥ indicak t atdem ograph ic factors, particu lhr ¥ popu ktion density,
hawe a profound im pacton cos .

6 Laurit R .Christiansen, Phillp E.Sch oed, and Mark E_Meiten, “Produdivity oft e LocallO perating
Te Iph one Com panies Subpctto Price Cap Regu ktion™, Ch ristiansen Associats, May 3, 1994 . Page 20.
The Be BEore study refrred  is "Econom etric Estim ation of t e MarginalCostof Inerstae Aoxss™
Speda ReportSR-FAD-000552, May 19 87.
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Tab B 1. Typicallllne cos® hased onm ode B used in US regu ktory h earings?

Line density Anerage Ine cost Anerage Ine cost
Lines/sqmill] US¥mont| USHmont A% year A% year
H Al\bDa BCPM 31 H Al\bDa BCPM 31
05 131 162 2,529 3,142
5 100 41 63 786 1,227
100 © 200 22 3 433 761
200 1o 650 17 33 338 643
650 © 850 14 32 279 610
850 1o 2550 12 29 232 553
2550 10 5000 10 27 194 521
5000 1o 10,000 g 24 177 461
>10,000 6 21 123 400

Tab B 1shows te re hionship between subsaiber Ene density and axerage Ene costderined from W o US
mode l, te H atie @ Mode B(H Al) and te Bendimark Cost Proxy Mode B(BCPM) de\e bped by Be BSout ,
IndetclintrnatonalSprintand USWestThe datain te b B is derined sol ¥ from te US_The figures ginen
in Aare simp¥ te mont ¥ US figures connerted © annuaBAS$using an USHR 62 exd ange rak . The figures are
presentd bshow tattere is asignificantre htionsh ip betw een cost and Ene density whidh has beenheav ¥
scarutinised in US regu lktion H ow e\er, tere are shortmomingsin te mode Bwhich mean tatte resulk cannot
be directh app kd in Austala. Forexampll, tie H atfic B m ode Bhas been aitidsed for under-estim ating te
dispersion ofaustomers in ruralareas, and in consequence, itunder-estim aks cos® .

Tab B 2. Australlan Ine densities?®

Region Area Areal Servces Senvias| Line density

Sg km Sqgmils Est% No |Lines/sqgmill
CBD 52 20 5% 464,334 23,1274
Metro 56,121 21,668 68% 6,551,196 3023
Provinda 163,59 6 63,164 16% 1,501,073 238
Rura 7,366,564 2,844,230 11% 1,063,307 04
Total 7,586,333 2,929,083 100% 9,580,000 33

Tab B 2shows te distribution of Bne densities witin AustraBa.A significantproportion oft e popu htion Ke
in bw density proMndalland ruraldistrics whid, cost ofservingwhich, on te basis ofte datain Tab I 1 and
FHgure 4w oull be substantia ¥ abowe te average cost ofa llnes .

7 Estim aks by Charlls Rixer Associats using standard m ode Binput for U S_stats of Fbrida, Georgia,
Mary bnd, Missouri and Montana using a A 62/ $JSexd ange rak .

8 Sourc: Te Itra
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Hgure 4. Re htionsh ip betw een costper SIO and SIO density (R2=0.8)
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Source: Artur D Littll ana ¥sis of Te lrtadata for 40 sam p B regions nom inakd by e ACA .
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Customer EIne densityintesanph

In te time anvaillbl © conmenton e Commission’ report we haw notbheen abll
exhaustine b examine te impact of customer density on te aceess diarge ranking and,
folbw ing tat te olallsenia ranking.H owexer, we woull urge te Commission
rexjew teiranalsis forte folbwingreasons:

in e report te US Te bos appear  rank high ¥ on tbtalsenic for
residentia Bcustom ers, drinen itappears by te second bwestaccess d arges -
Wehaw tree conerns:

> first itis tie pracice ofUS uti Hies o h axe aseries ofdifErent becal
access padkages,whidh difErintesize oftie zone inwhid tere are
no bcalusage d arges.As aresulkitis im portantto se Icta bcalcall
zone d arging padcage whiad is consisentw it bcallcalkones across
teoterTe bos;

> US Te ks haxe additiona ld arges for vallle added services sud as
tone dia ling, callv aiting e tc_#0 and

> te USregions tatwere se Bcted were for \ery high density regions
ofNew York and Los Ange Bs.An anabsis by CRA rexeall tatte
Ine density in tese areas is 4981 and 3,053 and HEnes/sq mil
respectine ¥ . This com pares wit 302 Enes/sq mill for metropo Han
Austala;and

we woull ask e Commission o chedk te access darges for Hn khnd and
Sweden toensure tattey conerbot bw and high density areas, and do not
sol ¥re ke ©te hrge popu ktion entres.

4. USO requirement inte inkernationakan p B

The Commission staks tatt e UK, Hnknd and Sweden do nothawe a USO med anisms .
Whill we agree tattisis te case,we woull ask te Commission © noe tattere are
costh uninersakendc ob lgations.

41. The UK

BTS aurrentlenc (whid is being rew ritkn o conform ®© EU directines) h as t o prim ary
conditions, and sexerallsubordinak ones cosering e USO and various oter social
ob Igations.Condition 1 staks © atBTh as © provide € Eph one senias 1 rough outt e UK,
whill condition 2 ob Bges BT to provde tese senices allo o te rurallcon m unity . These

10 One high ¥ p husib B exp knation for tis practic is t att ese sernies €nd ©incarease t e proportion of
call t atare suozessfulin a flktrak priang regime, tere is an argum entfor extra a arges for \valie
added servies whid haw tis efect. In timed bcalcaBMregimes sud as Anknd and Sweden, te
rexerse is e case .
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provsions are supporked by a detrminaton by te DG ofOfe Bt attis servic shoull
inclide te abily o make wic grade call, bw speed data and fax call, and 1 obtain
‘access o digialservaes”sua as CLL. Conditions 24, 31 and 32 spedfy egh tuser and in
contactsaemes, and services for PW Ds respectine . The price oftiese w o hter bw cost
servics is detrmined by O fie Band by regu htion.The Ngh tuser discountis currently up ©
60% off te standard residentall ine ren®@l BT In Contactsadieme (which jstalbws
outgoing call) cos® £9 99 per mont, e\xen ifitrequires a new connection © supp ¥,
regard Bss ofth e costofprowvsion.

Where e UK difErs from Australla is tattiere is noexplldtmea anism for sharing te
USO cos® across carriers otier ©an BT.Itis im portantto not t atBT acceped tis hrge ¥
as anexp lattade-offfor obtaining te freedom ©re-babna it d arges.

4.2. An Bbnd

In An knd, Soneraand ot er dom inantope rators are carriers of hstresortin as muad as tey
are required by te Te Bcom m unications Act; as dom inantope rators, 1 sene aBaustom ers
in teir €rritory. There is no costsharing med anism t© cowver bss making customers.
H owexer, e impacton te Hnnish Te bos is substantaly Bss sexere tanwoull be te
case in Austral, for t ree reasons:

re-balkndng and geographicallde-aneraging in Hnlhnd haw reducd te
proportion ofcnnections t atw oull be bss m aking under uniform trifk ;

acxess prices are general bund Bd wit a number of bcallcall, presening
rexenue fron bw volime users. Furttermore, e grow & ofinernettaffic
in combinatton w it tmed bcallcall h as significanty increased bcakenic
rexenues ;and

a bw income usersakty netis provided by te stak ratert ante Te ko.

4.3.Sw eden

Licncs in Sweden ob Bge Te bos © provMde senvics . Te Ba is considered to allinent® and
purposes o be a supp kr of Bstresort!! Again, tiere is no costsharing med anism, but
bebw cost austomers are Bss ofa prob Im in Sweden ginen te significantre-baknang
and de-averaging tathas taken phce in tatmarket Furtierm ore, itis notunusuallfor
Te bos o seek aone-offconnection aarge for new services inhigh costareas .

Pressure to form allse tie USO

We gater from our discussions wit Te la tatte danges in regu lktions under te EU
whid necssitak costhased tariff may we HMresu kin a anges in bot FHn knd and Sveden.

u Thishas resuled in some odd ”outmom es . Forexam p I, ifone customerin abui Bing seeks sernic from
Te b, butte remainder oftie bui Ming is supp ked by a difErentarrier, ten Te Ba is st lob lged ©
proMde te servic .
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Neiter Hnlhnd nor Sveden are fu ¥ re-babncd in respectofusage and acceess, so notall
aistomers pay teirway’22Whillttishas notbeenaprob Im inaregime ofcommerda ¥y
negotiakd diarges wit \ery Il regu htory inenenton, itmay we lbecome a prob Im

under rigid ¥ enfored costhased pridng.In efect, tere may be a requirementfor an
exp BIAtUSO reconery mech anism in te future .

12 They are more re-balhned taninmostotermarkes, particu hr¥ in Sveden.H owe\er, te scope for
furterre-balknang tiere has been somewh atairtai BId by t e im position ofa pricc cap on acss -
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Rebalbnang

Summ ary

We are concerned tatte Commission does notp bhce suffidentw eigh ton te im pactof
regu ktory constraint on pricc I\e L.In particu br, itisnotb I t attwv oofthe bwestpricd
countries, Hn bnd and Sweden, hawe mowd furter tan any oftie oter market 1o re-
bakhne and de-average tarifE. The reportwoull add additonalvalie © te regu ktory
debat iFthe Commission were © in\estigak te degree © whidh Bbw pries can be
atiributd  tis re-balkndng.ltmigh tallo address e otier effidency benefit tatresuk
from re-babndng.

Sw eden and Hn Bnd

Telkos in te bwestpriced market in te sampll hawe re-balkncd tarifk (in te sense tat
prics forindividuakendcs are chbse Ot e forw ard boking costs ofprovsion) © agreater
degree tante otierTebosintesampl.They haw done sobot in €rms ofaccess \ersus
usage d arges, and t rough geographicalde-axeraging.JPMorgan in areniew ofte Nordic
® Icom m unications m ark e €3 pronided som e indication oft e exentofre-bakhndng across
difRrentmarke® .Their com parisons are sum m arised in Tab I 3.

Tab B 3. Exentofre-balbnangin differentm ark e (a lin USHH4

Rentall] Localcal| Regiona STD IDD

(Fmont)| (FFminue) (FFminue) (Fminuk) (FFminuk)

Targe t(costre Flctine ) tari f{ H500 P 05 P 08 ® 10 ® 15

BT H263 P 04 P 06 P 09 P 63

Franc Te Bcom B 62 P04 P14 ®72

Fn knd HOT77 P 03 P 06 ® 37

Teh H450 P 03 ® 07 P 09 P 63

Te Itra |75 P 03 ® 17 P75

13 NordicTe Bcom m unications, Tom orrow s W or B Today, JPMorgan, Noxem ber 199 6.

14 P Morgan? estim aks for allexept Te Itta and Fn bknd .Data for Finknd (1396) is &&ken from te

Ministy of Transport and Com m unications pub lcation. The Te Btta dat is aurrent and is for
residentaBaustomers - The bcallcalld arge is based on an average bcallcalduration of7 minuts.

19



There are four factors t ath anve albwed tis re-balhndng o take p bee:

neitter AN hnd and Swedenhawe had pricc conttolwhid Emitte exentof
re-balkhnangis

regu ktors and governmenthawe acceptd te valie of re-balkndng, een
tough ithas significant distibutonallim pacts. The distributiona Nefkcts
hawe been offetby te approad tsociakeaurity in tese econom ies, and by
te high penetration of mobills which has reducd re Bne on fixed Wne
SENAQs ;

in Anhnd partcubr¥, but © a EImiked degree allo in Sweden, te
fragnent®d nature of bcall serice prowusion has fored bcall servc
provders 1 coner alltieir costs trough becall(acess and usage) ch arges .
Locallproniders are unab I 1o ofetaccess aarges t rough STD or IDD ;and

te high coverage and penetration ofmobills reduces te re lane on fixed
Ine senvics.

This im porantdifRrenc is notimmediat ¥ clar from te ana¥sis or disaussion presentd

by te Commission.Forexam p I, itis notpossib 1 ©© make any inErenc from te rato of
fixed O usage based charges on te PSTN.W hill access d arges for residentia Baustomers in

Australh are 91% of bcallusage darges,'s tie equinvalntratios in Hn bhnd and Sweden are

74% and 59 %7 (in adispersion ranging from 26% © 159% in tie samp D). There isnow ay of
assessing te degree  whidh prices refllct cos® in e study. Nor is tiere any clar
staementto te efREcttt atte costrefllctine nature ofprics is adistinguish ing €ature of
some ofte bwer priccd Te bos - Thus,some readers w ou l be uninform ed aboutone oftie

key factors driving € Bcom s usage, com petitine beh anvfour and pridng.

This is unfortunat, because te Commission? reportwoull add considerab ¥ 1 debat
wit amore comple disaussion ofre-balbndng tan tatpresentd in Box 32.Sud a
discussion woull nok, as can be readi ¥ gatered from discussions wit te Te kbos in
guestion, © att e Scandinavan countries h ave acceptd te need forand ten imp Imentkd
re-balkndng and de-axeraging b agreakrdegree tananyotermarke® . This re-babnang
has a hrge im pacton prices .

15 Fn knd has no pric conttol.Sw eden im posed a price cap on a basketofsernvcs, butdid notim pose
sub-caps, Baving Te ba free ©re-babne,whidh freedom itused .Reentd, Sweden rem oved e cap on
te basket butim posed an acess price cap-H ow e\er, re-balkhndnghad m oved a considerab I distanc
before t e acxss capw as im posed .

16 le exchidingcal ©omobi B, IDD butinchliding Inernet

1 We are allo conerned tatfactuallerrors in te Commission’ reportcontribue 1 te disparity . For
exam p I, Te Ba Ijes additiona bone-offconnection d arge for fixed Enes @ atare \ery costh ©install
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Te Itra cannotre-babne it tariff O tie same degree because of e structure of pric
regu kton:

sub-caps witin te overalpricc cap Imitte degree owhich Te Itra can
increase access d arges - Te Itrais Imited init abi iy © bwer priccs onoter
senics, ginen t atith as bcover te toalty ofit cost ;and

Telta is oblged © offer untmed bcal al, whia is partcubrly
prob Im atic ginen te inaease in bcalcaBduraton drixen by grow @ in
Inernettrafficis This is a regu htory constraintw h i has adirectim pacton
cst wit no conmensurak impact on rexenues. The cost must be
reconered e Bewhere .

The Industry Com mission, in it paper on pollgy issues® undertook asimp I analsisonte
econom icim pacts ofrebalkndng, and came 1 te conclision t ateflidency gains2 w ou B
be between $B50m and BOOm from comple rebakndng?t This was based on te
assum ption tatte bng-run marginallcostofaccess was 35/ Ine/year.|1fone takes te
NERA estim ak of$339/ Ine/year, ten te eflidency gains w ou ll rise by a furter 80m ®©
$B0m . Aazess Economic in it reentReview of Price Controll, 1998, indicakd tatte
eflidency gains from fu lrebalkndng ofbetw een $800m and $2,000m 22

Re-balkndng oftie type described by e ICalloafEcts te re htive pric oftie each sernic

witin abasket The pric aianges for each seenario prepared by te IC are present®d in
Tab B 4,whid can be inkrpretd as folbws.The firsttw o rows gine te a\erage pries of
bcal STD, IDD and access in 1995/1996, and te IC3 assessmentofte bng-run marginal
costofprovding t ose services.The remaining row s show te price d anges across each

senvic type tatwoull resulkfrom te re-balbndng repored by te IC.The second section
oftie b B shows te dranges in volimes ofsenic soll as aresulkoftie price a anges,
ginen te e bstidty measures in ©ie IC reportineach wb l,we haw added an additional
case, Aoxss atast,inwhich tie maximum prie foraoczess isequaloit LRMC.

Itis clar from tese volime dhanges t atre-balbnang w oull h axe asignificantim pacton
te constitution of e basketofsernices tateach customer woull consume .H enc, in

18 Te Ita’ bcalcaBduration has risen from 63 mins in Mard 1998 © 695mins in Nowember 1998
(sourc: Te Itra) . Itis inkresting  nok te contrastbetw een Te Brtaand it Scandinavan countrpart .
In Austtal, tie grow t in Inernettraffic raises Te Itat cos® w it outraising it rexenues and is a
soure offinanda lconern.In Scandinava, t e grow t in Intrnetraffich as been aboon © bcalTe Eos
because call are imed .Itis notsurprising t att e pridng structure in Scandinama h as fad Hatd entry
of com peting bcal bop infrasttudure, notah ¥ wit bcallgovernmentde\e bping cab I netw orks in

Sweden.

u Te Bcom m unicatons Econom ics and Pollcy Issues, Industry Com m ission, 1997

20 Reductions in dead-w eigh tbsses .

2 The Industty Com mission presentd 5scnariosw it diferentoonstraint on re-balkndng.

22 The to figures were based on a Bner demand assum ption and a constante hstidty assum ption
respectine ¥ .
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com paring prices itis appropriak 1 use tie price baskettatwoull arise afer tie re-
bahkndngh as occurred .

Tab B 5shows te dhange in basketprice one cou B expectas aresu kofre-bakndng, tking
into acoountt ese volime shifs .Itcom pares t e pricc ofte basketbot before and after re-
bakndng using te volimes one woull expectunder te re-babnad prics 2 Sxenario 1
resuls in substantiaBinaeases in sm aWbusiness basketprices because te IC assumes t at
te prie e bstidty ofdem and for acess for @ is group is zero,24 an assum ption itguestions
inteotersanarios.

One conclision t atawull be draw n from tissimp 0 analsis is t atre-balkndng sud t at
access aarges refllced ©e LRMC ofprovsion cou B resu Kin reductions in tie overalbrice

ofa basketofsenias for sm albusiness of about16%, com pared wit te same basket
priccd ataurrentprices .

Tab B 4. Im pactofre-babndngon residentialprices and o lim es

Call © Customer
Locaka il STD ISP IDD A GBS
199571996 prices P23 P31 P23 H 13 $3830
LRMC (from IC study) P10 P12 P10 P76 $£3500
Scenario 1 43% 40% 43% 67% 169 %
Sce nario 2 103% 48% 103% 71% 253%
S nario 3 126% 51% 126% 73% 169 %
Scenario 4 101% 68% 101% 81% 169 %
S nario 5 101% 88% 101% 92% 101%
Aczss ataost 137% 52% 137% 73% 169 %
Locaka il Long-distanc ISP R Intrnationa A Gmss
call call
Quantity 11,200,000,000 9,510,000,000 - 638,000,000 | 6,450,000
Scenario 1 103% 136% 103% 130% 97%
Sce nario 2 100% 131% 100% 135% 94%
Scenario 3 98% 130% 98% 133% 97%
Scenario 4 100% 120% 100% 122% 7%
Scenario 5 100% 107% 100% 110% 100%
Acxss atast 98% 129% 98% 132% 97%
23 Not t atte re-halbhndngassumes @ atTe Btra® netrexenue does notd ange -
24 As aresulk te we Bare maximising soliton is © reconer alpintand common cos® from business

acess,and b ch arge alot er servies atm arginallcost
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Tab B 5. Im pacton t e price ofabask etofsenics forresidentialland sm albusinesses

Residental S1 S2
Scenario 1 63% 103% 147%
Scehario 2 98% 78% 86%
Scenario 3 95% 86% 93%
Scenario 4 96% 89 % 96%
Scenario 5 95% 100% 105%
Aoxss ataost 99% 84% 86%

These aianges occur because re-balkndng €nds © increase prices for whidh demand is
ine hsticwhill albw ingsubstantalpricc Tall forte more ¢ Bsticsernics . This suggest t at
rebalkndng brings significantgains in consumerw e Kare .

The abowe exam p Bs are notdesigned ©indicak tie predse im pact ofre-bakhndng.Rat er,
tey are inended B indicak some oftte forms ofanalsis tatte Commission cou l
undertak e prior o form ing any conclisions in respectoft e causes ofte price difErentiall.

Oterissuesinre-bakbnang

Re-balkndng in Sweden and Fn knd, particu lkr te former, has no doubtheen aided by
te aceptana ofit benefit by gonernment and by teir approad fordealngw it social
benefit for bw income groups.The same draumstancs simp ¥ donotholl in Australh at
present This is, in ite I an im portant contributing facor whia te Commission might
addressinit report

H aving said t at, itis w ortt noting t att e distributiona Bconsequencs oftie currentprice
distortions are far from being simp B.Itis ttue t atm any bw income h ouseh ols generak
Il tafficper Ine,and henc benefitfrom te im p Idtsubsidy 1 aczss (whid is funded
1 rough ataxon usage).H owe\er, itis allo true t athigh income h ouseh oMs are far m ore
ke¥ © haw second Enes (which allo benefit from te access subsidy) and b make
exknsine use ofte Inkernet(and henc obtain asubsidy under aurrentarrangement for
bcallcalld arging).Moreover, © tie exentto whid te geographicallcross-subsidies are
capitalsed into bnd prics (as ey are kel ©obe), tiey benefit hnd-ow ners, wh o are on
axerage more wealy tan tie populktion as awholl.This underscores tie pointtattie
trans®rs bui Kinto te aurrentd arging arrangem ent are \ery poor ¥ focussed, and henc
are not ke ¥ tobe agood means ofm eeting socia lpo Boy ob p ctines .

Tote exenttowhidh sudh obpctines are now being pursued by means ofprice controll,
tey coull alobe achiened t rough targe®d and transparentpo loy insttument.

2 The resulk for S1and S2depend assum ptions concrning num ber of Ines . This tab B assumes 1 Ene and
3 Ines respectine ¥ foread business chss .
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Sua achange h as scope o bring significantgains in albcati\e e fiidency .Additona ¥, price
re-balknang cou B bringot ergains whid are allo ofgreatim portanc, sud as:

re-balknaed tarifB considerab ¥ reduc te prob Ims associaktd w it access
and intrconnection, not Bastbecause tiere cou l be no need for an aocxss
defidtd arge (ADC);

itooull incease te inentwes forinvestm entin infrastructure t atcom pe€s
wit te bcallbop,aswoull appear obe tking p kce in Sweden;

eflident substtuton from fixed Enes © mobill woull be encouraged,
partcu hr¥ in bw use areas sud as hollday homes.Mobill penetration in
Fnhnd and Sweden is highestin e worll .By extnsion, tis cou l allo
improve te inenti\es forsupp krs ©im prove m obi I coverage ;and

rebalkndng cou B fosereflidentam petition in tie sense © atentry —be itin
bcallor bng distanc sernice —cou B no bngerbe based on exp bitng a tariff
distortion, butwoull hawve ®© be based on innovation or a realleflidency
ad\vantage .

Fnaly, boking t© te bnger €rm, itis wort noting tat rehakndng is of ental
im portanc © prom oting £ no bgicalld ange in € Bcon m unicatons.The coststructure of
® Icom m unications is shifting o one in whid te fixed (or non-traffic sensitine) cos®

predominat,whill e marginallcost ofusage hawe become \ery bw . This aeats scope

for new , usage-inensi\e, app Ications, sud as tose tatre ¥ on high ¥ disttibutd data
bases .H owe\er, e aurrentpridng structures for usage (needed 1 fund te shortalon

access) cou l distortte depbymentof tiese usage-inensine app lcations. As a resulk
countries whia de Ry in acepting price rebalkndng w i lpoenta ¥ draw HNss benefitt an

tey coull from te €anobgicalde\e bpment now underw ay.
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Commentary on te FHnnish € Bcommunications mark et

This conmentary on te Fnnish & Bcommunicatons markethas been prepared from
disaussionsw it and m aeriall proMded by MrArno W irzenius, a Fnnish consu lant

1. Introduction

The Commission? drafthendimarking reporton Australlan € Bcom m unications seeks
con pare te prices of baskets of € Bcons seniaes across nine countries. The report
identfies tat Hnknd has te bwestpries in e sampl across bot residentaland
business basket.Forexampll, te residentalbasketprice for Austtalla is repored as 496
con pared wit abasketprice of384in Hnhnd,a2!% diferenc .

The Comm ission expresses tie \dew tatte price difErencs indicak tattiere is a 30%
productivity gap between Austrtalla and e Bbwestpricd in ©ie sampl. For reasons w e
hawe presentd to e Commission,we do nott ink itis possib I o reach sud aconchlision
on te basis ofprices abne .H owexer,we dotink tatte Commission’ reportw oull be
mud more usefulifitwere © address factors in te markettatwoull drive te
diferences .We donotdisput te generaly aceped ew t ate Bcom m unications coss in
Fn hnd are amongstte bwestinteworl.

This paperaddresses some ofthe d arackristics oftie FHnnish marketwhict woullheb te
reader © understand wheter te factors t at contribue © bw pries in Fnknd are
applicab 1 in Australa.

Inteintress ofbalhne te Commission shoul considerhow itaddresses tiese issues in
i report sotatte price con parisons can be p bhced in a fram ew ork usefu Hor inform ing
po oy .

Sum m ary ofconclisions

The factors t atappear o contribut ot e bw pries in FHn knd are:

Fnhnd has albw ed considerab B pridng freedom ,whia has resu led in de-
ameraging and som e re-balkndng ofprics in respectofacceess and usage o a
greakrdegree tanAustralh, New Zeahnd and ot er Europeanmarke s ;

priang flixibi Hy and re-babhndng hawe been faci Hakd by a number of
factors incliding t e historicalseparation of bcalkenias from m obill, STD
and IDD, te high penetraton of mobill, te aceptanc of direct social
seaurity payment todealw it bw income subscribers,and te Mgh €handed
sysem ofregu ktion;

te regu htory approad is bestd arackrised as Egh €handed in com parison
 regimes in te UK and Austtalh, and consisentw it HFnnish general
com petiton regubtion.The regu lktor has shown a prefrene 1 encourage
industry partdpant 1 resolle issues i rough com merdallnegotiation.The
regu lktorh as rare ¥ inktnened in pridng practies, and ten on ¥ on grounds
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tatwoull be consisentw it generallcom petiton Bw .There is no spedfic
pric regu lktion, nor are ©ere any Bensing requirement® oukide m obill.

whill ©e history ofdinerse ow nership has ginen rise © re-balknced and
geographical¥ de-aneraged prices, tere is now a considerab I degree of
verticall inegraton between bcal mobill, STD and IDD. Stucural
separation per se is nott e driner of bw prices in Fn knd .Indeed, one ofthe
key aranges at Eberalsation was 1 rem ove frandiises and constraint on
v ricalintgraton;

te CAN is notunbund Id in Fn bnd, nor are prices of Based Enes regu ktd
inany way.Neiter oftiese appear © hawe resu led in excessine prices or a
Bck ofprie com petition;and

te nature ofownership oftie bcallTe bos has directh contribued t©© bw
priccs. Specfical, many bcal Te Ekos are community ow ned, paying
dindends in e form of bwer prics © customers. This is set 1o ch ange
underte EU.

2. The exentofre-bakbnadng

Summ ary

In tis section we obsernve tatFHn khnd % prics are bot re-babhnced and de-averaged © a
greakr degree tan Australa and mostot er European markes . This is reflced in bcal
access d arges, bcallusage d arges, STD diarges and Based Ene diarges.This is, O some
degree, a historicall Bgacy resu ling from te diverse ow nership of bcallprovsion. Itis
wort noting tatte womarket tatare generall acezped ohaw re-babnad and de-
axeraged te most Hn hnd and Sweden,are alotiose wit te bwestpriesintesampll.
Faci Hation of re-balkndng, wheter fosktred by a stucturall BIgacy or Hgh €handed
regu ktion whidh guages outmom es by generallcom petition rulls, appears t be a factor in
bwer prices.

Re-balbndng

Itis difficu Eto obtain definitine measures oftariffbabne w it outsom ¢ inform atton on t e
under¥ing cos® ofprovsion.Sud inform ation is notreadi b anai b B ineitier Sweden or
Fnhnd. Tab B 6 shows te ratio of bcallca Busage expenditure © aoc®ss c arges across t e
Te bos in ©e Commission’ sam p I © atdo noth ave asignificantb bck ofzeropricd call 26
When one considers © atFHnnish bcallTe Eos mustreconer alft eir cos® from bcalld arges
(incontrastio Australh) and t atSwedenis fu ¥ re-balkned ten, Ot e exeEntt atone can
draw any infrenc on cost from price one cou B conclide t at Fnnish re-balkndng ks
somewhere between Swedenand Australa.

% Eg Canada, New Zeahnd and te US.
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Tab B 6. Ratio of bcallcall b acess hased on Com m ission data
Fanc 159 %
Austrab 91%
Fn khnd 74%
Sweden 59 %
Jpan 50%
UK 50%

There are o oter pieces ofevidence whidh suggestt atre-balbnang in Hn knd has
mowed furter tan Austala. Tabl 3 shows Fnhknd and Te Btra tariff against an
idealked *pridng structure sugges®d by JPMorgan 27 Hn hnd w ou Bl appear ©o be as chbse

tte Tdealas any ofte sampl.Indeed, ginen t© atHnnish Te bos cannotsubsidise from

STD and IDD, itsuggest® tatHn hnd may be chbse to fu ¥ re-balhnced butofa bwer cost
base. One probab l reason for tie apparenth bwer costis kel © be te unusual
ow nership sttucture of bcakenvcs in Hn knd .

Tab B 7. Exentofre-balbnangin differentm ark e (a lin US$ye8

Rentalll Localkcal| Regiona STD IDD

(Fmont)| (Fminue) (Fminue) (Fminuk) (Fminuk)

Targe t(costre flctine ) tari Tl H500 P 05 P 08 P 10 P15
BT H263 P04 P 06 P 09 P 63
Franc Te Bcom B 62 P04 P 14 P72
Fn knd HO77 P03 P 06 P 37
Teh $450 P03 P07 P 09 P 63
Te Itra BI5 ¥ 03 P17 PI5

Fnall, we nok t atongoing rebabkhndng oner te Bst5 years has been modest, despit
tere being no prie regu ktion and considerab B com petiion witin tie market® Aoxss
d arges h a\e risen by, typical¥, 22% per annum ,w h i Ftusage d arges h axve falln by about
25% perannum _Thisis show nin FHgure 5.

Whill tisemMdenc isindirectand kcks costdata, itends o supportt e prevalntopinion
on Fn Bnd, t atprics in t atm arketare more costrefllcline tan most albough tere is
st lMsome room for furtier drange . Butin contrastto Australh, tiere is no rebalkndng
necessary in respectofSTD or IDD .

2 NordicTe Bcom m unications, Tom orrow s W or B Today, JPMorgan, Noxem ber 199 6.

28 P Morgan? estim aks for allexept Te Itta and Fn bknd .Data for Fn knd (1996) is t&ken from te
Ministry of Transportand Com m unications pub Ication.The data for Australba (current) is from Te Itra.

2 The key phyersin te marketare te members ofte FnnetGroup, Sonera, and Te ln.Buttere h axe

been a number ofreententrant sud as RSL.Com whid are st linew and smalbutwhid haw been
particu br ¥ aggressine in teirentry strakgies -
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Hgure 5. Com parison of bcallaccess and usage darges (1997 HM)in Hn bnd
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D e-a\eraging

The oter noteb I ®ature of Fn knd is e significantgeograph icalde-averaging. Hgure 6
shows te disttibution of access diarges across Hnnish Te Eos 30 The mean pric is
HM730/year3 The maxim um \valie is 25% abowve tis Ive BREAMI 16;t e minimum d arge
is HM441, 40% be bw te average -The same distribution is apparentin te totah ouseh ol
expenditure on bcabkenvias (see Hgure 7).H enc, te exp hnation for t e spread ofaccess
d arges is notre hed © te sttucture ofindivddualtarifE in respect of fixed and usage
senics .ltis aloclar t atsubscriber Ine density does notexp hin mud m ore © an 20% of
te obsened \ariaton. FHgure 8 shows tie re ktionship between bcallexpenditure and
subsariber Ene density across te Fnnish Te bos,whid yie Bs anR20of021.

30 Pric Le\e Bof Te Bcon m unicatons Charges in 1997. Ministty of Transport and Com m unications
Fnknd, 16 April998.

31 The 730 figure difers from te 799 figure used earlkr in te report The former is unw eigh €d by
numberof Ines,whill hterisweigh®d.
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Hgure 6. D istribution ofaccess d arges across Hnnish Te Eos (1997 HM)
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Hgure 7. D istribution ofh ouseh ol bcalle Bcom expenditure across Te bos (1997 HM)
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Fgure 8. Re ltionsh ip betw een subscriber Ene density and bcalld arges (1995 HM)2
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Prices of Based Enes

Pridng of Based Enes has tohe costre lkkd, based on accountng data (re gu bhtion 1300), and
d arges o operators m ustnotbe higher ttanend-user prices .No otier pricc controkxist .
Leased Ene dharges wentup considerab ¥ when te ob lgaton o Base O ot er operators
was introduced .

Sonera Based Enes for copper are e same as for connections. FnnetRased Ene a arges are
general higher t an acess d arges (see Tab B 8and Tab B 9).

Tab B 8. TypicallFinnetaoccess and copper Based Ene tariffs (Kymi Te ko)
Aocxssl Aoxess2 Aoxss3 Leased Ene, copper
Connection 3600 1200 350 1220
Mont ¥ €e 45 80 125 11470
Localcal inchlided 15 15 125 n/a
32 Sourc: Arno W irzenius, 1995 based on Fnnish Te Bcom s Statistics - The average subsaiber Ene density

intisaartcanhbe compared wit te average bne densityin AusttalboflIss tan15/sqkm .
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Tab B 9. TypicalFHnnet Rased Ene tarifls (Kym i Te ko)

Subsariber conne ction, Connection 1220, rentall1470 / m ont
norm alua ly

Subscriber conne ction, Connection 1403, renta 13180/ m ont
beterqua My

Subscriber conne ction, 4- Connection 1403, renta 219 60/ mont
wire

Subscriber conne ction 2 Connection 10,004, renta 1464 / mont up © 3km, additonakm

Mbits 146 40 / m ont

Leased Ene 2-wire inkr- RentaBO5/ mont perkm

exd ange

Leased Ene 2 Mbit/s Connection 12,200, rentallup © 1km 1220/ mont , rentalbeyond 1

km 305/ mont perkm ©10km,tereafier 13420/ mont perkm

3. Factors contributing o pricng TExibi Ity

Summ ary

Intissection,we identify some oftie factors wh id provide significantpridang freedom for
te market partidpant. The key factors are tie Ngh €handed regu Btory regime based
prim ari b on generallcom petiton Bw ,tie Bgacy ofdinerse ow nership,tie high penetration
ofmobill and te socialseaurity sysem . The mostim porantof tiese is tie nature of
regu lktion.Hn knd sh ow s © atregu ktors need notinknene in pridng or ot erdedsions in
order for te markett de her bw prices, excepthy refrenc t norm allcon petition hw .
We be lexe itw ou Bl be usefu Hor t e Com mission o consideritin it study .

3.1. Ligh th anded regu htion.

There are tree main agendes tathaw some responsibi My for regu lkting te Fnnish
® Icom m unications sector:

Ministry of Transportand Com m unication (MoTC) responsib I for € Bcom
po oy ;

Te Bcom m unicaton Administraion Centre (TAC), a section witin te
Ministry, responsib B for m any supenvsory tsks sud as type appronal,
standardisation, num bering and a lbcation ofradio frequendes ;and,

Fnnish Com petiion Aut ority, responsib B for anti-trustissues ofwhid te
TAC and Competiton Autority are te most im portant In additon,
Te Bcom s is gonerned by The Te Bcom m unication A ct.

The Act appears 1 supportsignificant powers © regulbe € Bcons. It p bhees spedfic
pronsions in dominantp Ryers, sud as supp ¥ of kstresort Itpreclides criain types of
bund Ing actinMity, spedfies requirem ent for costhased tarifl in respectofdom inantTe bos,
requires price dischbsure and spedfies e rtain accounting proczdures .Buttie w ording ofti e
Actdoes notgive a flivour oftie way inwhia ittrans bhes into regu ktion.
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Licensing

FnBhnd abandoned te requirementfor Bensing mid 1997. Liensing is needed on¥ for
some servias needing radio frequendes, sudh as GSM and oter similr mobill sernics.
There is a requirement® hotify” te MoOTC, on one page, buttere are no conditions
atlached ot e notice .

Priang
The Bck ofregu lktion is m ostapparentin pridng 3 The rulls appear stringent

Pries have o be dinvided into instalktion a arges, rentall, and otier d arges
(main ¥ usage);

raks setby dominantoperators in e marketsegmentwitinwhich tey are
dom inantm usthe costbased, buttiere are no rulls or guide Ines on whattis
means, and in practice prices vary significanth (see Hgure 6 # rough Hgure 8)
and dom inantsupp Eers can discounts4

Fn knd has aconsum er tarifFpub Bcation requirem ent3 Tarif m ay inclide
bull discount ;and

te Actpreclides bund Ing ofequipmentand ot er servics, buttere is a
greatdeallofanecdota levidence tat justsudh bund Ing occurs in tie Rrge business
marketas ameans ofm odifying pub khed tarifk .

There are allo tarifB in pha whidh appear © constructine ¥ bund B senices . Locallusage
and access are conmon ¥ bund Bd, butin addition, e FnnetDiana tariffre kEs discount
on senices 0 totallbi Msize, duraton of contract and range ofsernvias, as i Bistraktd in
FHgure § 36

33 The offidalregu ktion on d arging in pub Ic € Bcom s netw orks is setoutin te folbw ing document
htip://www ik fi/eng Bnti/docum ent¥ bk 31a3 7 pdf.

34 For instanc H e Binki Te Bphone offrs a 9% discounton subsaiber Bnes for inwoias exaeding 4
m i lon AM and 6% form ore t an 4,000 HEnes.

35 MoTC regu ktion 1300 section 6

36 The Com petition Adm inisttaton is presentd w orkingon t e FnnetDiana bund Ingsysem .They h awe
yetoestah Ih te prindplls ohe folbwed onsud matkrs.
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Hgure §. The FnnetD iana tariff

Diana is a business discounting pad age based on bi Bsize and te duraton ofte contract, as shown in
Tab I Bland Tab I B2.

Tab B Bl. Inemationaldiscount

Inoiced Discount% w it outSTD agreement Discount% w it STD agreement
am ount Agreem entduration years Agreem entduration years

e\ery 2

monts (AM) | 1 2 3 4 5 1 2 3 4 5
200 —499 4 5 6 7 8 7 8 9 10 11
500—999 5 6 7 8 9 8 9 10 11 12
1000 —1999 6 7 8 9 10 9 10 11 12 13

Tab B B2. STD discount

Invoiced am ount | Agreementduration years

exery2mont s

(AIM) 1 2 3 5
200 —500 9 11 13 15
501 —1000 11 13 15 17
1001 —2000 13 15 17 19
2001 —5000 18 19 20 21
5001 - 10,000 20 21 22 23
10,000 - 20,000 22 23 24 25
20,000 - 50,000 24 25 26 27
50,000 —100,000 25 27 28 30
100,000 —200,000 | 31 32 33 34
O\er 200,000 32 33 34 35

Anadditonaldiscountof2% is avai kb I for frequentd used num bers (subsaibed, abbrensjatd dialing © a
maxim um ofY numbers).There are alodiscount form obi I, Based HEnes,etg and for call betw een a PABX
and acon pany mobiBwhen tere isa Based Ene from PABX tom obi I sw it .

Dischbsure

Thereisarequirementto pub kh tarifB 3. There is no pub Bcdischbsure ofaost .Noris tiere
any prowsion for dischbsure ofsudh data o com petitors ©irough e TAC.H owe\er, tie
MoTCand te TAChaw te righ to getany needed inform ation forenforementofte Act
(Actsection 40). To dak, no acoounting resuls are regulr¥ repored © MoTC or TAC,

37 MoTC regu ktion 1300 section 6
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exceptannua lprofity bss stakment for separaton ofsenias.Ewen in respectofsenia
separation, tiere are nohard and fastrulls as ohow tis shoull be done, exceptitshoull
be consisentacross time . This B Ldatais notm ade pub Bc.

The MoTChas mandatd a re htine ¥ sim p I accounting descaiption3 t atis issued © all
operators as ameans ofmeetingt e EU requirement

Te bos w it significantm arketpow er are required to setintrconnectd arges on te basis of
costH ence,te MoTChas re Based asim i lhr acoounting description for cabu bhting tie cost
base for inkrconnection tarifk . Te bos t ath axe significantm arketpow er are required ©
pub kh Refrena Intrconnect OfRrs, whid mustbe avaibb I © all butwhid may
inclide bu I discount .

3.2. The Bgacy ofseparation

As prenjous ¥ nokd, te historic separation of bcalsenice provders from STD, IDD and
mobill has necssitaktd costrecovery from bcalld arges.As a resulk Fn bhnd m anaged ©
awoid te Hhrge subsidies seen between STD, IDD and access prenalntin \erical¥y
inegrakd Te bos.H owe\er, as nokd in section 5, reentewvent in FHnknd suggestt at
v rtcallintgration 10 exp biteconom ies ofscope is te naturalexoliton from te inita
separakd structure .

3.3.H igh penetration ofmobi ks

Fnhnd has a \ery high penetration ofm obill phones, in excess ofF55% abng wit near
uninersallge ograph icallconerage 3 This h as significanth reduced re lane on fixed Enes for
basicserMas,wit te resulktat

demand for fixed Enes atholday homes (whia are conmon yetofen in
sparse ¥ popu ked areas) is bw ;and

dem and forsecond Enes is bw .

These bot contribu® toawider aceptanc ofhigh access and bw usage d arges, because
te ad\erse consequencs ofe Bcting notto take a fixed Ene senic are bwered.

3.4. Soda keaurity

In An Bbnd and Scandinava genera ¥, directsocia lseaurity payment for senices for bw
incom e or disadvantaged mem bers oftie conm unity are pre®rred o subsidy de Rered by
senia provders.H enc, pridng fllxibi Ry is notonstrained by t e need ® provide be bw
costsenias.This is in marked contrastto te UK and Australg, where bw volime users
are genera ¥ subsidised by oter customers.As aresulk te uninersallsernie ob Igation4

38 See MOTC regu ktion 1300, section 5.
3 Onreason for tishigh penetration m ay be t e nationa bd am pioning ofNok ia.
40 The USO is an ob lgation on dom inantTe kos © provMde servias on request
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p Bced on tie Hnnish Te bos is easy © manage, and does notrequire a spedfic recovery
med anism .

4. Factors t ath ave notheen im portantin respectof price

Summ ary

The foregoing section outlines te regu htory factors tathaw faci Haked bw prics in
Fn lnd .Itis alow ort reew ing factors © atdo notseem thawe been im portant These
inclide:

proh ibition onintgration, whid is disaussed in section 5;
bund Ing,whid isaddressed in section 31;
unbund Ing oftte CAN and regu ktion of Based Ene pric ;and

user pays tarifk for bcablhum ber portabi Hy .

Unbund Ing ofth e CAN

There is no com pu Bory unbund Ing oftte CAN as sud, butany operator or userhas te
righ tto Base Enes, inchiding copper bops at Based Ene a arges .Any Te ko, notjustt ose
wit significantmarketpower, has te ob lgaton © Base sud capadty ifitis avai hb I 4
There is noob lgaton insta Badditiona bkcapadty -

Sine tis ob lgation w as im posed, tiere has been asignificantincrease in Based Ene prices,
whid are general equalo or higher t an ac®ess prics (see section 2).There has been no
regu htion oft ese prices .

Num ber portabi Ity

Num ber portabi Hy42 has been mandatory witin a Te bosine 1997, and between Te bos
witina bcakalreasine 10ct1998.There is aloaseparat natonw ide portab I range of
num bers, butte subsaiber mustfirst d ange 1 tatnumber range . Operators haw 1
condition teir netw orks butcdarge portabi Bty users for tie service .Generally tie Te bow h ose
number wilbe used in anotier operator netw ork in te same bcallcalarea ch arges te
austomer a connection e HM 600 — 1,200. In addition te operator darges a mont ¥
servic e HM 30 - 150.Prices for nationa lhum ber portabi My are show nin Tab 1 10.

“ See Actsection 15 (1) (2) and regu htion 468.

42 See TAC regu htions 32A and 33A
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Tab B 10. Ch arges fornationallportabi Ity (HM, inclisixe of VAT)

HPY Sonera Turku Kym i
Connection £e¢ 450 390 610 0 peing \erified]
Connection fe, ISDN Notofkred 780 610
Mont ¥ ke 60 36 29 49
Mont ¥ €e,ISDN NotofEred 73 29 49
Call © 071 num ber 048/ calk 024/ 037/ min+ 048/ ol 058/ [ 071/ calk 049 /
from bcabv ired min+ bcalcall bcalcald arge | mint+ bcalcall min
connedtion d arge d arge
Call from 071 015/ mint normall | normalcall 008/ min+ 071/ al 049 /
conne ction cala arges d arges norm allcall min calld arges?

d arges

Call from 071 048/ ol 039 / 037/ min+ 048/ calk 066/ | 048/ calk 066/
connection 1o 071 min+ bcalcall bcalcaldiarge | min+ bcalcall min+ bcalall
connectionw it in bcal | d arge ad arge a arge
operator new ork

H PYmeansH e Binki Te Bph one Com pany, capitaliregion
Turku means Turku Te Eph one Com pany,in te sout -west
Kymimeans Kymi Te Bph one Com pany,sout -east, some 33,000 subscribers

5. Trends in industry structure

Deregu ktion in Fn hnd albw ed \erticalland h orizontalinkgration 1 take p ke .Bot h ave
ocaurred . Fom te Com mission? perspectine, itis mostim portant not tat\ertcal
integraton intom obill, STD and IDD has been a €ature oftie dereguled marketH enc,
regu ktory solitions t atsuggeststructurallseparaton run countr o te trends ofte
sector, and w ou ll cause substanta kflidency bsses.

The Hnnetgroup has a number of comm on com panies, on a €deratine basis (ow ned by
group members). The four most important are Radiolhp (GSM), STD operator
Kauk onerkko Ysi, Datatie (bng distane network, data netw orks etc) and Hnnet
Inernatonall(inernatonallsenices). The hrgest Hnnet Te ko H PY (capitallregion) has
alkeady conered o a Ik&d, profitm aking com pany.lthas stared  buy some stkes in
otersmallr lked Te bos, and is justnow buying outot ers from RadioInjp.Ewen tough
tere is some structura Iseparation between bcalland oter services in Hn Bnd, the trend isnone the
Iss bintgrat bcalwit STD,IDD and mobil.

The FHnnetgroup is ke ¥ ©©see anumberofmergers.The smaMstoperators w i llke ¥ be
merged into te hrger operators.in te bngruna Te kowit a ®w tousand subscribers
and astaffof2 © 20isun ke ¥ © be \iab B.Atpresentt ey suni\e because ofthe group
supportw it in Hnnet
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6. The nature ofow nership contributes © bw prices

Many bcallTe kos in te Fnnetgroup are unusuallin t att ey are cooperatine ¥ ow ned by
teir subscaibers. These cooperatinves do notearn profit and pay dinvidends as woull a
privat ¥ ow ned com pany, butratier pay an efEctinve dinvidend trough bwer pries ©
teiraustomers.Tab I 11 i Mistraks te case using pub khed access tarifk fro Kymi Te ko).
The connection a arge identified in e Aomssl package isashare intie Te Bo,whid canbe
trans®rred ©anew customer fora d arge ofHM 100-350 (depending on te bcation oft e
redpien®.The £e appearsonte Te Bot babnc sheetrater tanas rexenue.

Tab B 11. TypicalFHnnetaocxess and copper Based Ene tariffs (Kym i Te ko)
Aoxssl Aoxss2 Ao®ss3

Connection 3600 1200 350

Mont ¥ &e 45 80 125

Locabkcal inclided/ m ont 15 15 125

The Share”efBct a 35HM/mont reduction in e mont ¥ €e,whia trans hed into a
USY/mont reduction in te mont ¥ £e_.We understand tatin some otier Te kos, te
ad ustmentw ou ll be as hrge as USHO/m ont per Ene _Th us, price com parisons are ke ¥
o be misBading iftey fai Io ke accountofbot te pricc ofte Share”as we lMas te
mont ¥ Ene rentalIn respectofte residentalprice basket® in Commission? report a
$B/mont / Ine increase in FHnnish charges woull reduc te pricc gap from H12 ©© B0
(from 29% I %).

The cooperatinve arrangementw as in p lhee in Rbruary 1998, when tie Com mission study
exam ined prics, butis being unw ound under EU regu ktions.
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Conmentaryon te Swedish € Bcommunicaions m ark et

1. Introduction

The Commission? draftbend m arking reporton Australlan € Bcon m unications atem pt ©
com pare te prices ofbask e ofte Bcom s senias across nine countries . The reportidentifies
tatSwedenis te tird bwestpriced marketfor residentallsendces (behind USA4 and
Fnknd), and te second bwestpriccd across m ostchsses ofbusiness, once again behind
Fnhnd .Forexamp I, te residentalbasketprice for Australla is repored as 496 com pared
wit abasketprice of404in Sweden,a23% difkerenc .

The Commission expresses tie Mew tatte pric diferencs between Austtala and te
bwer pricc marke®t was indicatnve of a 30% productinvity gap. For reasons we hawe
presentd ©te Commission,we donott ink itis possib B toreach sud aconclision on tie
basis ofprices abne .H owexer,we dotink tatte Commission3 reportw oull be m ore
usefulifitwere ©address factors in te markett atw oull drine te diferences.We do not
disput te general aczptd Vew tate Bcomm unicatons cost in Sweden are am ongst
te bwestinteworl.

This paper addresses some ofte darackeristicc oftte Swedish marketwhich woull he b
te reader o understand whetier te factors t at ontribut © bw pries in Sveden are
applicab 1 in Australa.

We suggesttatte Commission addresses tese issues in it report so tatte pric
com parisons can be p keed in afram ew ork usefu Hor inform ing po Moy .

43 Wehawe some conernsin respectoftie USwhid hawe been dealkwit e Bewhere.
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Sum m ary ofoonclisions

The factors t atappear to contribut totie bw prics in Sweden are:

22/02/99 17:06

Swedenhas allbwed considerab B pridng freedom ,whid has resu led in re-
bakndng ofprices in respectofaccess and usage © agreakr degree tanin
allcon parab B market;

pridng Tlixibi By and re-balkndng hawe been faci Hakd by a number of
factors incliding te high penetraton of mobill, te acceptane ofdirect
socia lseaurity payment o deallwit bw income subsaibers,and te Ight
handed sysem ofregu ktion;

te regu Bhtory approad is bestd arackrised as Bgh €handed, partcu bhr¥ in
com parison 0 te regimes in e UK and Australa. Te Bcom m inucations
reguktion may be d arackrised as consisentwit regubhton of otier
Swedish market®,in Ine wit generallcon petition Bw .The main regu htorin
respect of prics and behavour in Sveden is te competition aut ority
(KKV).The KKWVhas inenened in te market butshown a prefrence ©
encourage industry partdpant ®© resolle issues. There is Mrtual® no
industry spedficconductregu ktion;

tere issome Imitd prie regu bhtion and \ery basic Bensing requirement.
The prie regu ktion h as notprexent®d significantpric re-balkndng © ke
pBce;

Te lais\ertical}l intgrakd, and is ©e hrgestprovded in Sweden.H enc,it
cou B notbe said in Sweden t atstructuraBseparation has been required
foser bw prics;and

te CAN isnotunbund Bd in Sveden, nor are prices of Based Enes regu hed .
Neiter oft ese appear o hawe resu led in excessine prices or a bck ofprice
com petiton.
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2. The exentofre-bakbnang

Summ ary

In Bis section we obsene tatSveden’ prics are re-babhnced o agreakrdegree tanall
ober market we hawe examined. This is reflced in bcallaccess darges, bcallusage
a arges, STD diarges and Based Ene dharges.The re-balkndnghas been tie directresu kof
significantincreases in access d arges and significantdecreases in usage drarges tatTe b
coull impEmentunder it pric cap whid contained no sub-caps of e type seen in
Austtala. Furtermore, te KKVhas notprexentd tese pricc d anges-Re-balknang h as
beenam ajpr contributor © bwer prices .

Re-balbndng

Re-balkndng in Sweden has been disaussed at Ingt in our paper on Hn bnd, and alloin
our paperon re-babhndng,sotiere isnoneed o reproduc te matrialin deti bone again.
Itan be sum m arised in Hgure 10,wh ich show s:

t atfixed diarges in Sweden and Hn Bhnd are bw in com parison wit most
ot er European d arges ;and, justas im portantl, t at

fixed darges make up a greatr proportion oft Eph ony d arges in Sweden
and Fnhnd tane Bewhere.

Hgure 10. Com parison offixed d arges in Europe
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Sourc: Carnegie reporton Te b, Bnuary 1997, based on Analsis m akerial
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There has been considerab I re-balbnang w it access darges rising 3 foll sine te 1993
Te Bcom m unications Act# There has been a conmensurat reduction in tie prics ofotier
servias,  ensure tatprie remained under te oneralprice cap imposed in 1993.The
initalpricc cap w as a CPI-X (X=1%) cap im posed on a bask etofsernics incliding acess -
H owexer, tiere were nosub-caps t© atnstrained re-hbalkndng w it in tatbasket In 1997
teinitalpric capwas abolshed ©be rep keed by a cap on acxss abne .H ow e\er, as can
be seen from Hgure 11, e capisunke ¥ © resukin distored access pries, sine access
prics in Swedenare now generall considered o fu l¥ refllctaoss .

Hgure 11. D eNndation ofprices from “fu Wy com petitine tariffs”
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Source: NordicTe Bcon m unications, Tom orrow s W or B Today, PMorgan 1996

Rebahndng did notinitia ¥ h axe a hrge im pacton dem and for acess .Butw it te higher
penetration ofmobill, tis has changed.There has been some declne in fixed Ene access,
partcu bhr¥ in te high costareas sud as te aradipe hgo (wWhere second homes are
conmon).H owvexer,te declne is offettoadegree by tie dram aticinaease in dem and for
Inernetserices,whid isinaeasingdem and for fixed Enes insome areas.

One facetoftis re-balkndngh as been e grow t in provsion of bcakendics, particu br ¥
by bcallaut orities t atow n fibre netw orks, and bcallenergy com panies.Whillttis has
been Emitd in te pastwe understand t att ese servics are now de\e bping rapid ¥ 45 In
te time avaibb I © respond 1 te Commission, we hawe notheen abl © gatier more
inform ation on tis.H owvever,we wou ll ask the Commission 1 in\estigat this issue, because it
may shed some Hghton one ofthe main benefits ofre-ba bnced prices, name ¥ incentiwes o inwestand
innovatk in the access service.

4 Amended in 1997 ©bringitinto Ine wit EU requirement.

45 P rsona Blcon m unication w it Bert ITh orngren, Stockh ol Sa oo BlofEconom ics
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Prie re-balkndng is continuing.Recnth Te B significanth m odified it tarifFstructure, as
shown in Hgure 12, whid had te efct of rem oving a substantia Bcom ponentof the
disane re hed d arges for natonallcall, and atte same tme incaeasing calse€up
darges.-This woull appear © be a reaction © te inceasing com petitton on bng-distanc
callin Sweden.

The calketup drarge w as introduccd on¥ recentd by bot Te laand it com petitors .Som e
oftie com petitors darge more ttan Te Ba.ltis understood tatt ere h ave been surprising ¥
£w negatine reactions from customers.

Hgure 12. Te Ba tariffc ange from Novem ber 1997

07

06

OPre 7/11/97
B Fom 7/11/97

05

04

03

02

Charge per minute (SEK ex VAT)

01 —

LocalCaB witin Locakall © Regiona lcall Long distance Call Calketup d arge
same areacode neigh bouring area
code

Geograph icalde-a\eraging

There is no geograph icallde-axeraging in respect of difErentnationalrouts. Indeed, as
disaussed abowe, Tela has recenth amended it tarifE © remowe te distane re hed
con ponent. H owexer, Based MWnes are ful¥ re-balkndng wit fuM geographical de-
aseraging.
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3. Factors contributing o pricng TExibi Ity

Summ ary

In tiis sectionw e identify some oftie factors whid provde significantpriang freedom for
te market paridpant. The key factors are e Ugh thanded regultory regime based

prim ari § on com petitton Bw ,tie high penetration ofm obil and t e socia keaurity sysem .
The mostim portantoftese is e nature ofregu khtion_Sweden, abngw it FHn knd, sh ow

t atregu ktors need not, indeed shoul not inknene in pridng or otier dedsions in order
forte markettode Ner bw prics,exceptby refrence t norm allcon petition Bw _This is a
conclisionwe be le\e isw ort in\estigatingin ©te Com mission’ study .

3.1. Ligh th anded regu htion.

The marketis gowverned by te 1993 Te Bcom m unicatons Act amended in 1997 (whid
inchides algnmentw it EU & Bconm unication requirement), butwas introducd  a
marketwhicdh hiterto had Htl or no proscriptinve regubtion. There are tree agendes
involled in regu ktion:;

t e Nationa lPostand Te Bcom m unications Agency (PTS), whia is a sector
spedfictad nicalliregu htor deallng w it issues sua as num bering, Iensing,
radio frequency a lbcation, com p lance w it standards etc;and

te Svedish Competition Aut ority (Konaurrens\erketor KKN) whid can
inenene in te € Blconmunications marketin respect of anti-com pe titive
behavour, simikr ©© te powers of inenenton by te Commerc
Commissionin New Z eaknd ;and

The Ministry of Com m unications, whidh has onl¥ 4 em p byees innolled in
€ Bcon m unications.

The PTShas about180 em p byees alin alofw hidh some 20 are engaged in € Bcom po Moy

m aters, inchiding representing Sw eden in intrnationa Moraetc. Th e rem aining 160 or so are

engaged in adm inistratinve functions suad as frequency a bcation, adm inistration ofnum ber
p kns or arbittating on inkrconnect d arging issues. In it arbitraton roll ithas full
mandatory acxss t© aBlaccounting inform ation from Te B4 This inform ation is kept
confidentall

The Governmenthas te power under Section 19 ofte Act O impose prie caps on
partcu brsenias,alh ough otierttan te instanca sh ow nabowe, itdoes notappear toh ae
used tie power:

“Notw it standing the provisions of Section 18, tie Governmentmay prescribe tat
tarifc for & Iphony services between fixed ®rmination points witin a publc
£ Bcommunications netw ork mustnotexceed acertain he I’

46 In accordanc w it EU regu ktions, Te as adom inantsupp krm ustsupp ¥ tis acoountingdatatote
PTS.
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This is consisentw it our obsenation © atprice inenention,  tie exentt atitoccurs, is
confined  pridng arrangement® t atan be shown  be anti-com petitine under general
com petiton hw .

The Com petition Aut ority (KKV)

There are no spedfic regu ktions concrning € Bcom m unications prices, but Com petiton
Law appEs.The Swedish Bw isidentcalo EU Com petition Law .Th us,dom inanc is nota
prob Im per se, buton¥ ifitis demonstraktd tattere is an abuse ofm arketpower (on a
case by case basis).The KKWVis a generallcom petiton aut ority, and is notspedficto tie
® Icomm unications sector.W e understand tie KK\ ®kes no action in respect of prices
unllss tiere isacredib l case tatt ere are anti-com petitinve conerns.

The KKWVhas been actine in te £ Bcon munications sector as a resu kofa considerab I
volime ofcom p kint by com petitors .Many oftie cases h ave gone o court, alh ough tere
appears 1 be a gradualldeclne in te number ofsua cases, whicd may suggestt atte
inita Bactions w ere im portantin estab khing precdent Forexamp l, Te la ofered m obi ll
and fixed Enes as a bundl earl¥ in te dexe bpmentofmobill.This was popubr wit
austomers butw as notacceptab | © te KK\ Itis notab I tatoter Te kos are inareasing ¥
offring bund Bd products, so itwoull no be surprising 1o see Te B being ginen m ore
Rttude ©bundlinte future.

Liensing

The Liensing regime is Mgh €handed .A Banse is a mater ofone page, wit ah ostno
conditions atlach ed e\en for basic’® Ephony.Te bos require Licnces issued by te PTSfor
fixed and mobill € Bcom munications. The Bencs are grantd pronided tie app Bcantis
con pekentas folbws:

A Ieenee according 1o Section 5 t pursue t Bcom munications activities may be
subpctto conditions concerning ob Bgations for tie Bcence-holer

1.  provide on certain conditions & Ephony services t a fixed
trmination pointto anyone requesting such service,

2. B provide, having regard t© awaibbl capacity and on certain
conditions, netw ork capacity to anyone so requesting,

3. 1 provide inform ation aboutthe owner ofthe activity,

4,  conduct tie activity permanentld and with good capacity and
qualty,

5. o fulilin acertain way thatprescribed in Sections 17aand 20 b,

6.  pubBsh on reasonab I conditions in its own € Ephone directory

inform ation about individuall'® Bcom m unications subscriptions at
entities subjgct © mandatory notification, © tie exenttatsud
inform ation is notsubjctto ob Igation of confidentia Ity according
t hw, and

7. 1, with outspeciallcom pensation, m aintain autom atic € Ephones, ©
te exentwhich as regards number and geographicall coverage
satisfies pub Bc needs.
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Dischbsure

Te Ba is required 1 provde re lhtine ¥ detai Id accounting inform ation ©© te PTS, butte
PTS does nottien dischbse tis inform ation.Indeed,when te PTS conmissions it annual
rexiew oftie stak oftte marketitdoes notalbw te consu blant access otismakrial

Section 18 ofthe Actrequires t at

“The tarif6 of a NBcence-holer for tie use of & Ephony services between fixed
trmination points within a pub lc € Bcom m unications netw ork and for the provision
ofnetwork capacity within such a network shalbe based on te costs oftie Beence-
hoWMer. Licence-hoMers shallkeep tie tariff pubich avai bbb 1.

H owexer, itappears tat hrge customers are ab I © negotia® teir ow n raks from sernic
providers,s”tie €rms ofwhid are notpub kshed .

Inkerconnection is mandatd by te Act, which requires t attarifk are pub khed . The EU
Com m issionh as promMded bendim arks”for in®rconnectpridang.

“In addition o thatprovided by Section 20, a party supp king € Bcom m unications
services subjpctto tie ob Igation o notify under Section 4 a and which is notified in
accordance with Section 4 b, is Babll

1. b meet every reasonabl  demand for acxss 1t  the
€ Bcomm unications netw ork for tie purpose ofinterconnection,

2. 1 pub Ish tarifk for inkrconnection,

3. ofErequivalnterms everybody who requests intrconnection,

4.  provide, on request, allinform ation necessary for agreements on
intrconnection,

5.  supp ¥ te supervisory autiority with agreement concerning

intrconnection, and

6. 1, in teir accounts of tie business keep rexenue and expenditure
re ked  intrconnection separat from other activities.”

3.2.Mobibks

Swedenhas axeryhigh penetration ofm obi l ph ones (in excess of50% ofh ouseh o Ms, 36%
oft e popu ktion) abng w it near uninersallge ograph icallconerage (see FHgure 13).As is
te casein AHnhnd, tese bot contribut awideraczptanc ofhigh access and bw usage
a arges, because te ad\erse consequencs ofe Bcting nott ke a fixed Ene sernic are
bwered .Asaresulk

47 The Te Bcom m unications Marketin Sveden.Se lhcon 1997 defines te hrge used group as com panies
wit more tan 100 em p byees, and noks t att is group is ab I © negotiat individualrates .

48 Source: The Te Bcom m unications Marketin Sveden .Sk hcon 1997
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demand for fixed Enes at holday homes (whidh are conmon on te
ard ipe hgo) is bw .Indeed, tiere has been a fallin tie num ber offixed Enes
inuse otese types ofh ouseh ols ;and

dem and forsecond Enes is bw .

Hgure 13. Num ber ofm obi B connections in Sw eden
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3.3. Sodakeaurity

In Svweden, as in Anlnd and m ost of Scandinava, direct socia Bseaurity payment for
senics for bw income or disadvantaged members of e conmunity are prefrred ©
subsidy de Nered by senic provders.H ence, pridng flixibi Hy is not@wnstrained by te
need 1 provide be bw costsenAces .

Howewer, Tela is oblged t© de Ner servias anywhere in Sweden, but tiere is no

requirementfor prie uniform ity.There is no com pensaton mecd anism for any bsses tis
USO im poses .

4. Factors t ath ave notheen im portantin respectof price

Summ ary

The foregoing section outlines tie factors tathawe been insttumentallin de Rhering bw
prices in Sweden.H owexer,we woull allonoe tatte folbwing facors do notseem ©
hawe been im portantin de Rering bw prics:

industry spedficconductregu htion, disaussed in section 31 ;and
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unbund Ingofttie CAN .There is nospedfic Bw requiring unbund Ing ofti e
bcalbop.Te B does notse Munbund Bd copper, abh ough itdoes provde a
whollsall sernic t atanbe used for bcallcalresall.
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