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973435 1
EXECUTIVE SUMMARY

Introduction

1. In the mobile termination access services (MTAS) Investigation the Commerce
Commission (the Commission) has considered whether or not to recommend to the
Minister for Communications and Information Technology (the Minister) that the MTAS
should become a regulated service under the Telecommunications Act 2001 (the Act).'
As part of the MTAS Investigation the Commission has also considered whether the Final
Undertakings submitted by Telecom and Vodafone” should be recommended for
acceptance as an alternative to regulation.

ii. This Final Report provides the recommendations of the Telecommunications
Commissioner and the views of two other members of the Commission, as required under
section 10(1)(b) and clause 4(3)(d) of Schedule 3 of the Act. These recommendations,
views and the reasons, are set out immediately following this Executive Summary.

iii. The MTAS is a wholesale input used by fixed-line and mobile networks to complete calls
and short-message-service (SMS) to other mobile networks. For the purposes of this
Investigation, MTAS incorporates mobile-to-mobile (MTM) voice termination, fixed-to-
mobile (FTM) voice termination and SMS termination.

iv. The MTAS is depicted in Figure 1 below. The call or SMS originates on the fixed or
mobile network to which the calling party is connected. The call or SMS will at some
stage be handed over to the mobile network on which the receiving party is located, and
will be ‘terminated’ or completed on that network.

Figure 1: Mobile termination access services

Mobile origination service supplied by
mobile operator

FTM Handover point

Mobile termination access services

supplied by mobile operator

v

Fixed line origination service supplied by
fixed line operator

V. Adding the MTAS as a regulated service under the Act would enable the Commission to
set the prices and terms on which mobile network operators (MNOS), such as Vodafone,
Telecom and 2degrees terminate calls and SMS on their networks.

' The Commission has concluded that the format of regulation to be considered is designation, which would involve
setting both price and non-price terms for the MTAS.

? Telecom’s Undertaking of 11 February 2010 and Vodafone’s Undertaking of 16 February 2010, collectively referred
to as the Final Undertakings.
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Currently the terms and prices on which the MTAS are provided are governed by Deeds
entered by Telecom and Vodafone, and commercial interconnection agreements.

This Executive Summary sets out the Commission’s conclusions in relation to the MTAS
Investigation. Detailed reasons for these conclusions are set out in the body of this Final
Report.

Market definition and competition assessment

Viil.

IX.

X1.

Xil.

Xiii.

Xiv.

The Commission has concluded that the following markets are relevant to the MTAS
Investigation:

» the wholesale MTAS market;*
= the retail mobile services market; and
= the retail FTM/tolls market.

The Commission has concluded that mobile network operators (MNOS) are subject to
limited competition in the wholesale market for MTAS on their respective networks
(paragraphs 334 to 335 of this Final Report).

In the retail mobile services market, the Commission notes that the entry of 2degrees into
the market is a positive development. However, the Commission still has a number of
competition concerns in relation to this market.

The larger MNOs often set retail prices for calls and SMS that remain on the same
network at a level that is considerably lower than for calls and SMS between networks
(referred to as on-net discounting). Such on-net discounting makes it more attractive for
subscribers to belong to a large network.

The Commission has concluded that a combination of wholesale mobile termination rates
(MTR)’ that are significantly above cost, with significant on-net discounting, creates a
barrier that restricts the ability of a small entrant MNO to compete with the larger MNOs.
This conclusion applies to both MTM voice and SMS services.

The Commission has also concluded that, faced with this barrier, the entry of 2degrees is
unlikely to materially constrain the other MNOs in the retail mobile services market in
New Zealand.

The competition problem that the Commission has identified in the retail FTM / tolls
markets is the barrier to competition created by above-cost MTRs. The difficulties faced
by fixed-only operators in supplying FTM calls are particularly evident where integrated
operators have offered retail FTM prices close to or below the wholesale MTRs.

3 See paragraph 122 for the full definitions of the markets assessed in this Final Report.

* MNOs and fixed network operators must purchase the wholesale service of MTAS to be able to provide their
customers with the ability to make calls or send SMS to the customers of other MNOs.

> The wholesale charge to terminate calls and SMS on a mobile network.
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Summary of Final Undertakings and likely outcomes under regulation and
without regulation

XV.

XVvi.

XVil.

XViil.

XiX.

For the purposes of this Schedule 3 Investigation, the Commission has used a range of
cost benchmarks in order to determine the likely MTRs that would be set under
regulation. The Commission considers that cost-based MTRs for FTM and MTM in New
Zealand are likely to lie within a range of between 5.4cpm and 8.3cpm.® The
Commission has also allowed for a reduction in these costs over time during the five year
period being considered.

The Commission’s assessment has considered two scenarios in relation to glide-paths:’
one in which the cost-based MTR is achieved immediately on the completion of the STD,
which is assumed to be from the start of 2011 (ie no glide-path); and, one in which the
cost-based MTR is achieved from the start of 2012 (ie a regulatory glide-path of 12
months).

The SMS termination rates offered by Vodafone and Telecom have also been reduced
during this investigation. The current wholesale SMS termination rate is 9.5 cpSMS. The
wholesale termination rates for SMS contained in the Final Undertakings are OcpSMS
where traffic is within 7% of balance; 2cpSMS for traffic balances of 7% to 12%; and
4cpSMS for traffic imbalances in excess of 12%.

Based on benchmarking, the Commission has used a cost-based MTR for SMS
termination of 0.95 cpSMS as the likely outcome under regulation, reducing over time.

Figure 2 and Table 1 illustrate the differences between the MTRs for voice that were
offered under the Final Undertakings, compared to the MTRs that are likely to apply
under regulation and the MTRs that would likely to be charged without regulation.”

® The Commission’s benchmarked MTRs, for voice and SMS, relate to benchmarked MTRs for 2009.

7 A glide-path is a regulatory provision for a transition from one price to another.

¥ Figure 2 and Table 1 do not include the terms of commercial interconnection agreements (ICA), such as the 2degrees
/ Vodafone ICA. The terms of ICAs have, however, been considered as a part of the assessment in this Final Report.
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Figure 2: Comparison of MTRs for voice under the Final Undertakings, and likely
outcomes under regulation and without regulation (all rates on a second+second
basis)
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Table 1: MTRs for voice under the Deeds and Final Undertakings, and likely
outcomes under regulation and without regulation (all rates on a second+second
basis)

2010 2011 2012 2013 2014

Existing FTM Deeds

Telecom Deed 17.53 15.38 14.76 n/a n/a

Vodafone Deed 17.90 17.34 16.30 n/a n/a
Final Undertakings 16.47 10.00 9.00 8.00 6.00
Likely outcomes under regulation

Upper bound (no glide-path) 18.45 6.72 6.05 5.45 4.90

Upper bound (with glide-path) 18.45 10.18 6.05 545 4.90

Lower bound (no glide-path) 18.45 4.77 4.49 4.22 3.96

Lower bound (with glide-path) 18.45 9.14 4.49 4.22 3.96

Likely outcome without regulation 17.72 16.42 15.14 13.91 13.11
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Assessment of whether there are grounds to recommend regulation of the

MTAS

XX.

xxi.

XXil.

XX1il.

The Commission has assessed whether regulation of the MTAS (at prices based on
benchmarking the costs of providing the MTAS in other countries’) or the outcomes that
would likely occur without regulation, based on current MTRs, would best or be likely to
best give effect to the promotion of competition in telecommunications markets for the
long-term benefit of end-users of telecommunications services within New Zealand.

Based on this assessment, the Commission has concluded that there are grounds for
recommending regulation of the MTAS,'” as regulation is likely to promote competition
in both the retail mobile services market and the retail FTM/tolls market, and will produce
significant net long-term benefits for end-users in New Zealand.

The Commission has concluded that regulation is likely to remove the barrier to efficient
entry and expansion in the retail mobile services market described above, and will allow
an entrant MNO such as 2degrees to vigorously compete for subscribers. (The estimated
benefits in the retail mobile services market are set out in paragraphs 628 to 646 of this
Final Report).

The Commission has also concluded that regulation of the MTAS is likely to promote
competition in the retail FTM/tolls market by enabling fixed-only operators to compete
more effectively with integrated fixed-mobile network operators, and result in more
competitive outcomes for end-users. (The estimated benefits in the retail FTM/tolls
market are set out in paragraphs 691 to 706 and Table 25 of this Final Report).

Assessment of whether undertakings should be recommended for acceptance as
an alternative to regulation

XX1V.

Having concluded that there are grounds to recommend regulation, the Commission has
then assessed whether regulation of the MTAS (at prices based on benchmarking the costs
of providing the MTAS in other countries) or the Final Undertakings offered by Telecom
and Vodafone (summarised at paragraphs 783 to 835 and Table 31 of this Final Report),
as an alternative to regulation, would best or be likely to best give effect to the promotion
of competition in telecommunications markets for the long-term benefit of end-users of
telecommunications services within New Zealand.

’ The Commission has benchmarked against the costs of providing the MTAS, based on a forward-looking cost-based
methodology, rather than against regulated prices. The Commission’s final benchmarking set is provided in Table 13
of this Final Report.

' The full text of the proposed regulatory change that the Commission has assessed in this Final Report is set out in
paragraph 366.
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Recommendations of the Telecommunications Commissioner and views of two
other members of the Commission

XXV. Section 10(1)(b) of the Act and clause 4(3)(d) of Schedule 3 of the Act require that this
Final Report include the Telecommunications Commissioner's recommendation and the
views of two members of the Commission (other than the Telecommunications
Commissioner) regarding the recommendation. These are set out in the Recommendations
and Reasons section of this Final Report.
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RECOMMENDATIONS AND REASONS

Introduction

xxvi.  In this Recommendations and Reasons Section, the Commission sets out its
recommendations as to whether:

= there is a case for regulation of the MTAS; and

= if so, whether the Final Undertakings are acceptable as an alternative to regulation
(together with any of the recommendations open to it pursuant to the Act).

Framework for assessment

xxvil. The Act requires the Commission to make recommendations in the MTAS Investigation
which it considers best gives or are likely to best give effect to the promotion of
competition in telecommunications markets for the long-term benefit of end-users of
telecommunications services within New Zealand."' In making these recommendations,
the Act requires that the Commission consider the efficiencies that will result, or will be
likely to result, from its proposed recommendations, as well as submissions received.

xxviii. When faced with possible recommendations which the Commission is satisfied may each
promote competition in telecommunications markets for the long-term benefit of end-
users, it must make the recommendation which it considers best or is likely to best give
effect to the stated objective of promotion of competition.

Recommendation of the Telecommunications Commissioner

xxix.  For the reasons set out in paragraphs 531 to 781 , while there are grounds to recommend
the mobile termination access services should be made a designated access service by
adding the item set out in paragraph 366 to Subpart 1 of Part 2 of Schedule 1 of the Act
(the proposed regulatory change), I recommend that the Final Undertakings are
accepted under Schedule 3A of the Act as an alternative to the proposed regulatory
change.

Reasons of the Telecommunications Commissioner

XXX. For the reasons set out in this Final Report and outlined below, I am of the view that
acceptance by the Minister of the Final Undertakings is likely to best give effect to the
purpose of promoting competition in telecommunications markets for the long term
benefit of end-users of telecommunications services within New Zealand.

Glide-path

xxxi.  As my assessment, in paragraphs xxxvii to liv, has taken into account the effect of a glide
path on the Commission’s analysis of the proposed regulatory change and the Final
Undertakings in this Final Report, I have set out my views on the appropriateness of a
glide path for the MTAS Investigation in the following paragraphs.

xxxil. I have considered the effect of a regulatory glide-path on the analysis of the factual of
regulation. Glide-paths are commonly used by regulators to balance the short term welfare

' See sections 18 and 19 of the Act.
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gains of immediate price reductions with the long term interests of protection of efficient
investment incentives. Glide paths allow time for operators and customers to adjust to
new price levels and structures,'” and allow operators sufficient time to unwind business
decisions made in reliance on a previous regulatory approach." It is unusual for
regulators to impose new pricing without a glide-path."

In considering whether a glide-path would be appropriate for New Zealand, I have taken
into account specific New Zealand conditions, discussed at paragraph 516.

In weighing these factors, I conclude that where there is a transition from one ‘quasi-
regulatory’ regime (i.e. under the Deeds) to another ‘regulatory’ regime (ie under
regulation), all other things being equal, a three year glide-path would be appropriate. In
this case, however, having regard to the specific market conditions described at paragraph
516 I would reduce the glide-path to 2 years. Under the Schedule 3 process, the new
regulatory regime is not expected to come into effect for a period of approximately 12
months. [ would regard this ‘forbearance’ year as the first year of the glide-path (ie from
2010 to 2011 - which would involve a two-thirds reduction to a cost-based level, as
discussed in paragraph 518). The regulatory period would then have a one year step
representing the remaining one third reduction (ie from 2011 to 2012). This is the
‘regulatory glide-path’ scenario set out in this Final Report.

In coming to this view, I have placed significant weight on the fact that business decisions
have been made by operators based on the agreement reached in 2006 (as reflected in the
Deeds). In this case, it is in the best long term interests of end users that a transition
period be allowed where investment and other decisions have been made on the basis of
an existing regulatory regime.

In the assessment that follows, I have therefore had regard to the analysis in this Final
Report that relates to the scenario that includes a regulatory glide-path.

Assessment

XXXVil.

XXXViil.

As set out in paragraph 781 of this Final Report, the Commission has concluded that
‘when compared to the prevailing MTRs (and those which are estimated to apply in the
future in the absence of regulation) cost-based regulation of the MTAS is likely to
promote competition in both the retail FTM/tolls market and the retail mobile services
market, and produce significant net long-term benefits for end-users in New Zealand.’

In Section VI of this Final Report, the Commission has compared cost-based regulation of
the MTAS with the Final Undertakings, for the purposes (as provided by clause 3 of
Schedule 3A) of deciding whether to accept an undertaking and recommend that the
Minister accept the undertaking, together with any of the recommendations listed in
clause 3(2)(b) of Schedule 3A. To make such a recommendation, the Commission must
be of the opinion that acceptance of the Final Undertakings would better give effect to the
purpose set out in section 18 than cost-based regulation.

12 Ofcom, Mobile call termination statement, 27 March 2007.

13 ACCC, Mobile Services Review: Mobile Terminating Access Service — Final decision on whether or not the
Commission should extend, vary or revoke its existing declaration of the mobile termination access service, June 2004.
'* Analysys Mason, Final report for Vodafone: Assessment of the position of the Commerce Commission of New
Zealand in determining MTAS prices, 27, July 2009
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In my view, the first threshold question to consider in deciding whether to recommend
acceptance of the Final Undertakings is whether the competition issues which the
Commission identified in the Draft Report and throughout the MTAS Investigation would
be addressed if the Final Undertakings were accepted. The Commission has concluded its
concerns would be addressed by cost-based regulation; clearly if those

concerns remained unaddressed with the Final Undertakings in place, it could not be said
that acceptance of the Final Undertakings would better meet the purposes of section 18
than cost-based regulation.

In the MTM market, the competition issue of concern to the Commission was the
combination of above cost MTRs and significant on-net discounting, where over 80% of
MTM voice traffic and a higher proportion of SMS traffic was on-net, which had the
effect of limiting an entrant's ability to compete effectively. The Commission has
concluded at paragraph 806 that while the MTRs in the Undertakings ‘exceed

the Commission's benchmark range of cost-based MTRs, the MTRs in the Undertakings
generally lie within the range of estimated on-net rates over the period. This indicates that
a small entrant such as 2degrees should be able to offer retail off-net MTM services -
where it originates the call on its own network, and terminates the call on Vodafone's or
Telecom's network at the MTR contained in the Undertaking - at prices that are
comparable to the average retail on-net prices of Telecom and Vodafone.’

The conclusions at paragraph 806 are premised on an assumption that on-net rates will
fall by an amount of 5% annually for the next five years. I am satisfied that the
assumption of a 5% annual reduction in retail on-net prices in New Zealand is reasonable.
As noted at paragraphs 617 to 627, while there may be more significant reductions in
retail off-net prices, I do not think that a steeper fall in retail on-net prices is likely in the
current New Zealand market..

Further, when comparing benchmarked MTM rates in this Final Report with the Final
Undertakings (such as in Figure 24), I do not consider that the differential is sufficiently
material to warrant rejection of the Final Undertakings, having regard to my conclusion
that the MTRs in the Final Undertakings will allow a small entrant to compete with the
average retail on-net prices of Telecom and Vodafone.

In relation to SMS, the Final Undertakings offer a Bill and Keep pricing structure, with
the actual MTR payable dependant on the traffic imbalance between networks. If traffic
is balanced, or within an imbalance of 107%, no termination fee is paid. As noted in
paragraph 814, even at a traffic imbalance of 145%, the average termination rate paid
under the Final Undertakings would be 0.98cpSMS, compared with

the Commission’s cost-based benchmark of 0.95cpSMS.

2degrees has in its submissions to the Commission characterised SMS as ‘a key platform
to market entry’"> and ‘an essential mechanism for market entry’.'® At the MTAS
conference 2degrees explained that ‘SMS is critically important for us to get into the
market because what you find is that the mobile services that are offered in New Zealand
are a combination of voice and text.””

1 2degrees, Submission on Draft Report, page 8.
' Ibid para 1.19.
' Transcript p105, 123 — 125.



xlv.

xlvi.

xlvii.

xlviii.

xlix.

18
973435 1
A termination charge of zero up to a 107% traffic imbalance, and which does not reach
the level of the Commission's cost-based benchmark until an imbalance of 145% (which
early indications of traffic imbalance suggest are unlikely to be reached) would remove
any likelihood of the continuation of the foreclosure effect of on-net SMS bundles
referred to by 2degrees.'®

The Commission accordingly concluded at paragraph 823 that ‘the MTM and SMS
termination rates proposed by Telecom and Vodafone in the Final Undertakings should
enable a small entrant such as 2degrees to enter and expand in the retail mobile services
market.’

In relation to the FTM market, the competition issue of concern to the Commission was
that above-cost MTRs have the potential to place non-integrated fixed line operators at a
significant competitive disadvantage in the retail FTM/tolls market, as it creates the
potential for integrated operators to effectively cross-subsidise the provision of fixed-line
services. While the rates in the Final Undertakings are higher than the Commission's
benchmarks, the Commission has concluded, as set out in paragraph 833 that

the reductions provided by the Final Undertakings will likely enable a non-integrated
fixed line operator to compete with the current retail on-net prices, such as those offered
by Vodafone."

The analysis in Section VI of this Final Report shows that, in the FTM market, if the
factual included a regulatory glide-path as discussed in paragraph 518, as I believe it
should, the Commission’s modelling suggests that the Final Undertakings would deliver
between 78% and 99% of the consumer surplus benefits of regulation, and between 88%
and 102% of the total surplus benefits of regulation.”’ The percentage of benefits of
regulation differ depending on whether one adopts the upper or lower bound benchmark
and a 0% or 25% waterbed effect. For example, adopting the upper bound benchmark
with a 25% waterbed effect, the FTM MTRs in the Final Undertakings would deliver 99%
of the consumer surplus benefits and 102% of the total surplus benefits of regulation.”' In
my judgment acceptance of the Final Undertakings will in the longer term deliver greater
benefits to end-users of telecommunications services generally compared to the short term
static benefits suggested by the FTM model.

Further, when comparing benchmarked FTM rates in this Final Report with the Final
Undertakings (such as in Figure 25), I do not consider that the differential is sufficiently
material (particularly having regard to my views in paragraph xlviii) to warrant rejection
of the Final Undertakings, having regard to my conclusion that the reductions provided by
the Final Undertakings will likely enable a non-integrated fixed line operator to compete
with the current retail on-net prices, such as those offered by Vodafone.

It is therefore clear that the competition concerns identified by the Commission would be
addressed in a timely manner by acceptance of the Final Undertakings. It being the case
that both cost-based regulation and acceptance of the Final Undertakings will address
those competition concerns, it is necessary to consider which of those two options will
better meet the section 18 purpose of promoting competition in telecommunications

'8 2degrees, Cross Submission on Draft report, pages 29-33

1 See paragraph 831 for an example of such retail on-net FTM prices.
20 Under constant elasticity demand conditions.

2! Under constant elasticity demand conditions.
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markets for the long term benefit of end users of telecommunications services within New
Zealand.

l1. As a general principle, it is recognised that it is the operation of competitive forces
which provides the best allocation of economic resources, and delivers the lowest
prices, highest quality and greatest consumer choice. Regulation is imposed to attempt to
replicate competitive outcomes in markets where competitive pressures are weak or non-
existent. Where regulatory intervention is required, it is in my view in the best long term
interests of end users that the least intrusive means to address an identified problem is
applied, so that market forces can continue to operate in areas outside the scope of the
intervention. This concept is recognised in Europe in the concept of proportionality (any
regulatory intervention should be proportionate having regard to the issue being addressed
and the options available to address the issue). In my view, a proportionate intervention in
the MTAS market by acceptance of Final Undertakings which I am satisfied address the
Commission’s concerns will best promote competition for the long term benefit of end
users. Such an intervention will provide greater certainty to end users and the industry in a
faster timeframe than regulation can offer and without the inherent risks often associated
with any regulatory process.

lii. It is also in the long term interests of end-users in all telecommunications markets in New
Zealand that the undertakings regime in Schedule 3A is effective, and that operators
know that undertakings are likely to be accepted by the Commission if they
address competitive concerns identified by the Commission in future Schedule 3
investigations. As noted in the Explanatory Note to the Telecommunications Amendment
Bill, the process was described as an alternative mechanism that avoids the need for
regulation. In my view, a conclusion in this case that regulation would better meet the
section 18 purpose than acceptance of the Final Undertakings on offer, when I am
satisfied that the Final Undertakings address the Commission’s competition concerns,
would undermine the undertakings process and consequently would not best serve the
promotion of competition for the long-term benefit of end-users.

liii. An industry solution which addresses the competition concerns which the Commission
has identified is in my view to be preferred to regulation. In this case a number of
undertakings were received from mobile operators over the course of the regulatory
process. Earlier undertakings did not address the competition issues, and in the Draft
Report none of them were recommended for acceptance. Now that the Final
Undertakings do address the competition concerns, it is appropriate in my view that they
be accepted by the Commission, and be recommended for acceptance by the Minister in
accordance with clause 3(2)(a) of Schedule3A.

liv. In summary, I am satisfied that the Final Undertakings will best address the competition
concerns identified by the Commission. Under those circumstances, a more intrusive
intervention (such as recommending regulation) is neither necessary (to address those
concerns) nor in the best interests of giving effect to the promotion of competition for the
long term benefit of end users.

Views of Associate Commissioner Pickering

lv. I fully concur with the recommendations of the Telecommunications Commissioner in
paragraph xxix and his reasoning, as set out in paragraphs xxx to liv above.
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Views of Commissioner Mazzoleni

lvi.

lvii.

lviii.

lix.

Ix.

Ixi.

Ixii.

I fully concur with the analysis set out in this Final Report. However I do not concur with
the recommendation to accept the Final Undertakings from Vodafone and Telecom. My
view is that the MTAS should be added to the Act as a designated service. In my view,
for the reasons set out below, regulation as a designated service is the outcome that will
best promote competition in telecommunication markets for the long term benefit of end
users, and therefore the one that meets the statutory test.

The case having been made for a regulated outcome, as fully set out in this Final Report,
my comments are limited only to assessing whether the difference between the Final
Undertakings and regulation best promotes competition.

I fully appreciate that there are benefits in recommending acceptance of the Final
Undertakings. This will deliver an earlier reduction in MTRs compared to finalisation of
an STD which is assessed to be completed 3 months later (paragraph 518). The trade-off
for this benefit is that MTRs will remain up to 110% above current estimates of
benchmarked TSLRIC (referred to herein as TSLRIC) MTRs during the period of the
Final Undertakings, and remain 20-50% above these at the end of the Final Undertakings
in 5 years.

I also note that the Final Undertakings are expected to deliver at least 70% of the benefit
in the FTM market that regulation is expected to achieve. In my view however, the level
of above TSLRIC MTRs in the Final Undertakings leaves in place a barrier to efficient
competition in both the MTM and FTM markets. This barrier is removed under the
pricing principle proposed for the regulated outcome.

The Draft Report concluded that the critical point of the Commission’s concerns with
mobile termination is to remove barriers to efficient entry and expansion, as only then will
the benefits of competition for mobile services be available to New Zealand end users. In
my view some unique features have developed in the New Zealand mobile market that
mean there will continue to be a barrier to competition where MTRs remain above
TSLRIC at the level permitted by the Final Undertakings. These are well set out in this
Final Report, so only the conclusions relevant to my recommendation are restated here.

In the New Zealand MTM market an extremely high level of mobile traffic occurs on the
same network. Currently on average more than 80% of all voice and 90% of SMS traffic
is made and received on the same network. As this Final Report describes, this is
significantly higher than other OECD countries. This position has resulted from the tariff
structures of the large mobile networks, which each have an equivalent share of the
market (by customer). This is because there has been a correspondingly high differential
between the prices that the large mobile networks charge themselves when on net calls are
terminated on their own networks, compared to the prices they charge for off net calls
terminated on their networks by other networks. Such tariff mediated network
externalities, including on net price discrimination, are neither unusual nor necessarily a
cause for concern. However, in New Zealand, not only the level of on net traffic, but also
the differential between on net and off net prices, is significantly higher than other OECD
countries.

In New Zealand SMS has more extreme features than for voice, with the current
differential between on net and off net SMS pricing being many times that for voice.
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New Zealand also has one of the highest levels of SMS usage in the OECD (paragraph
235). SMS is therefore a critical product offering for any network and if an entrant is to
be able to compete for SMS customers and thereby the wider mobile market, it must be
able to offer SMS off net prices no higher than the on net SMS prices of the large
networks.

For these reasons, the current New Zealand mobile market is largely closed (paragraph
306) with only 20% of mobile voice calls and 10% of SMS made across other mobile
networks. This is an average, and off net traffic on one network is less. The asymmetry
in network sizes, and particularly the significantly low level of off net traffic in New
Zealand, has the effect of making expansion by a new entrant very difficult.

The consequences of the current environment are also well articulated in this Final Report
- currently more than two thirds of New Zealanders pay some of the highest mobile prices
in the OECD. Important developments occurred in 2009. Although later than many
countries, 3G services are now capable of being offered to all New Zealand end users and
new market entry occurred with a third network operator and MVNOs securing resale
agreements with incumbent networks. These developments suggest that competition has
arrived, particularly as new entrants must price at least equivalently to current mobile
service providers in order to compete for customers and, provided there are no barriers,
price and innovative service competition should now occur.

However, currently a fixed or mobile network operator’s wholesale costs, particularly
termination, can exceed, often significantly, retail prices for the majority of mobile traffic.
Competitors cannot offer competitive prices in these conditions nor survive (paragraph
584), without cross subsidisation and New Zealand end users will remain with the same
services and prices as currently experienced. Commendably, the Final Undertaking prices
go some distance to rebalance this situation. Nevertheless, where wholesale MTRs
exceed TSLRIC, any mobile provider attempting to efficiently compete for customers will
face a barrier in the form of wholesale MTRs above those that the terminating party incurs
when providing the same service to itself. In the MTM market, if a competitor is not to
be marginalised it must be able to compete for all traffic, not just the significantly small
volume in New Zealand that currently flows off net. Furthermore, the terminating
network can always maintain a price barrier which cannot be efficiently competed away,
maintaining prices above those that would otherwise be achieved in a competitive market.

Where MTRs are above cost in the MTM market, this Final Report observes that large
network operators are unlikely to retaliate to vigorous competition by dropping on net
prices to cost because the size of such reduction would be substantial. I have significant
difficulty with the outcome if the assumptions upon which this observation is premised do
not play out. Firstly, it assumes a greater level of confidence in estimates of on net prices
than this Final Report indicates (paragraphs 462, 464 and 590). Regard also needs to be
had to the response likely from each large network, rather than simply a weighted average
response. It is conceivable that the market outcome from vigorous competition once
barriers are removed could exceed estimates at paragraph 625. Furthermore, in my view
it is not in the long term benefit of end users in telecommunication markets that if average
on net prices were to reduce to the extent that the small network is not able to compete
effectively the Commission will consider whether further regulatory attention is
warranted (paragraph 880). Given the Commission has been concerned about
competition issues in this market since 2004, it is unacceptable to not now correct this
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issue once and for all. As the parties concur, TSLRIC termination prices do this.
However, MTRs proposed in the Final Undertakings, which are up to 110% above current
estimates and which remain 20-50% above current estimates at the end of the Final
Undertakings, are high enough to retain the barrier to competition (paragraph 476).

Exactly the same situation currently occurs in the FTM market. Fixed only networks pay
above TSLRIC MTRs for all calls to mobile networks whilst integrated operators pay
MTRs only for off net calls to another mobile network. The consequence of this currently
is limited competition as integrated operators offer retail prices below wholesale MTRs
whilst fixed line operators ability to compete prices down to the cost of supply is limited
by above cost MTRs.

The size of the barrier, being the differential between likely TSLRIC MTRs and those in
the Final Undertakings, is a significant improvement from the current position. However,
in the tightly held New Zealand market described above, competitors will need a level
playing field, or very close to it, from which to be able to efficiently compete for
customers. In this situation MTRs above TSLRIC to the degree in the Final Undertakings
will continue to impede competition.

In coming to this view I am not required to make any decision on glide-paths, something
which will need to be addressed in setting the IPP. However, I note that asymmetric
MTRs have been implemented in favour of new entrants by overseas regulators to
overcome less difficult entry environments than described above. In these circumstances
glide-paths are used to phase out asymmetric rates over a period of up to 4 years. In my
view such a glide-path should also provide another scenario for the factual. This would
provide benefits additional to those set out in this Final Report.

Equally in my view there is no downside from TSLRIC MTRs:

= All 3 mobile network operators have spent considerable sums on money on their
infrastructure and it is the foremost role of a regulator to ensure incentives to invest
are encouraged. TSLRIC MTRs ensure dynamic efficiency by providing a return of
and on capital invested, whilst MTRs above these in the Final Undertakings provide
additional compensation and the adverse effects on competition as outlined above.
TSLRIC MTRs also ensure allocative and productive efficiency whereas MTRs in
the Final Undertakings allow costs to remain higher than would otherwise be
competed away.

= All parties made it clear that a move to TSLRIC MTRs would cause significant
change to current mobile offerings especially for the majority of New Zealand
prepaid customers. In my view any difference in impact on this from regulation
compared to the Final Undertakings will be addressed by the unimpeded competition
that will eventuate when barriers are removed.

= In my view the benefit from removing barriers to competition in the mobile market
far outweigh any potential consequence for the undertakings regime, if any. The
undertakings regime is available for all situations where undertakings provide a
better outcome than regulation.

Therefore whilst undertakings will deliver a reduction in MTRs some months earlier than
a regulated outcome, the consequence is that MTRs will remain up to 110% above current
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estimates during the period of the Undertakings, and remain 20-50% above these at the
end of the Undertakings in 5 years. In my view the barrier arising from the level of above
TSLRIC MTRs in the Final Undertakings continues to ensure a playing field that is not
level and this will impede the benefits competition will otherwise deliver to New Zealand
end users. Thus in my view the outcome that best meets the statutory test is regulation as
a designated service on the basis of the proposed regulatory change set out in paragraph

366.

DATED this 22nd day of February 2010

e

v
Dr Russﬁ’ﬂﬁersnn
Telecommunications Commissioner
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Confidential information cited in this Final Report is subject to the confidentiality order made by
the Commission under s 15(i) of the Act and s 100 of the Commerce Act 1986 (‘the Order’). The
Order in relation to the MTAS Schedule 3 Investigation is dated 6 November 2008.

Information in relation to Telecom’s, Vodafone’s and 2degrees’ restricted information is denoted
as[ ] TRL,[ ]VRI and [ ] 2RI respectively. Other interested parties’ restricted information is
denoted in a similar way, for example, TelstraClear’s restricted information is labelled [ ] TCLRI.

Telecom’s, Vodafone’s and 2degrees’ information that is subject to additional protection
classification is denoted [ ] TAP, [ ] VAP and [ ] 2AP respectively.

Where information relates to multiple parties, for example, the restricted information has been
provided by both Vodafone and 2degrees, then this is denoted [ ] VRI / 2RI.

Where the Commission has derived information from restricted or additional protection
information provided by multiple parties, then this is denoted [ ] CRI or [ ] CAP.

Commission only information is denoted as [ ] COI.

All restricted, additional protection and Commission only information is subject to the Order and
has been extracted from the public version of this Final Report.

Key documents are available on the Commission’s website at:
http://www.comcom.govt.nz/IndustryRegulation/Telecommunications/Investigations/MobiletoMo
bileTermination/mobiletomobiletermination.aspx
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SECTION I: BACKGROUND
Introduction
1. This Final Report provides the recommendations of the Commerce Commission (the

Commission) to the Minister for Communications and Information Technology (the
Minister) in relation to the Commission’s investigation pursuant to Schedule 3 of the
Telecommunications Act 2001 (the Act) into whether the mobile termination access
services (the MTAS) should be regulated as a designated service® or specified service™
under the Act (the MTAS Investigation).

2. The MTAS incorporate mobile-to-mobile (MTM) voice termination, fixed-to-mobile
(FTM) voice termination and short-message-service (SMS) termination. The MTM and
FTM termination services are the termination of voice calls on a mobile telephone network
which originate respectively on another mobile telephone network or fixed telephone
network and are handed over to the terminating mobile telephone network. The SMS
termination service is the termination of a SMS on a mobile telephone network which
originates on another mobile telephone network and are handed over to the terminating
mobile telephone network.

Structure of this Final Report

3. This Final Report sets out the Commission’s assessment of, and recommendations as to,
whether the MTAS should be regulated as a designated or specified service under the Act
and, if so, whether or not the two undertakings before the Commission should be
recommended for acceptance as an alternative to regulation.

4. This Final Report is divided into the following eight sections:
= Section I: Background;
= Section II: Framework for the MTAS Investigation;
= Section III: Market definition and competition assessment;
= Section IV: Determining the factual and counter-factual;
= Section V: Are there grounds to regulate?;
= Section VI: Should undertakings be recommended for acceptance?;

= Section VII: ~ Non-core price and non-price terms and other issues; and

= Section VIII: Conclusions and recommendation.

22 Designated service, for the purposes of this Final Report, means a designated access service described in subpart 1
of Part 2 of Schedule 1 of the Act. The terms on which a designated service must be supplied by an access provider
pursuant to a determination may include the price payable by the access seeker for the service. This Final Report does
not address designated multinetwork services,

 Specified service means a service described in Part 3 of Schedule 1 of the Act. The terms on which a specified
service must be supplied by an access provider pursuant to a determination must exclude the price payable by the
access seeker for the service.
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5. Attached to this Final Report are the following appendices:
= Appendix 1: Process of MTAS Investigation;
=  Appendix 2: Executive summary from the Draft Report;

=  Appendix 3: Submissions on market definition and competition assessment
issues;

=  Appendix 4: Submissions on benchmarking issues;

=  Appendix 5: Submissions on assessment of whether there are grounds to regulate
and whether the undertakings should be recommended for
acceptance; and

Appendix 6: Submissions on non-core price and non-price terms and other issues.

6. The presentation of this Final Report differs from that in previous Schedule 3
investigations. The approach adopted is designed to focus on the key issues in the body of
this Final Report while Appendices are used to discuss background material such as the
process of the investigation and submissions.

7. The Commission has fully considered all issues raised in submissions on the Draft Report™*
and during the MTAS Conference® together with other relevant and admissible
submissions made during the MTAS Investigation. Detailed summaries of relevant
submissions grouped by theme are contained in Appendices 3 to 6.

8. This Final Report does not repeat the Commission’s preliminary views from the Draft
Report. A copy of the Executive Summary of the Draft Report is attached as Appendix 2
and, where relevant, the Commission’s preliminary views are noted both in the body of this
Final Report and in Appendices 3 to 7. Where this Final Report does not indicate that the
Commission’s preliminary views on a matter discussed in the Draft Report (and not
discussed in this Final Report) have changed, those views should, where relevant, be taken
to remain unchanged for the purposes of this Final Report.

Current market conditions

0. Mobile termination rates (MTRS) in the wholesale FTM market in New Zealand are
currently set in accordance with deeds entered into by Telecom and Vodafone (Deeds)*°, at
the rates set out in Table 2 below.

#* Commerce Commission, Draft Report on whether the mobile termination access services (incorporating mobile-to-
mobile voice termination, fixed-to-mobile voice termination and short-message-service termination) should become
designated or specified services, (30 June 2009) (Draft Report).

2> Mobile Termination Access Services Conference, 2-3 September 2009 (MTAS Conference).

%6 See Telecom, Deed Poll by Telecom New Zealand Limited relating to fixed to mobile termination rates, 11 April
2007 (Telecom Deed), available at http://www.med.govt.nz/upload/45931/telecom-deed.pdf; and Vodafone, Deed of
Undertaking by Vodafone New Zealand Limited, 20 April 2007 (Vodafone Deed), available at
http://www.med.govt.nz/upload/45929/vodafone-deed.pdf.
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Table 2: FTM MTRs under the MTR Deeds
Maximum FTM
Annual Period termination rate

(cpm, excl. GST)
Telecom Vodafone

Effective Date to 31 March 2008 17.0 17.0
1 April 2008 to 31 March 2009 16.0 16.0
1 April 2009 to 31 March 2010 15.0 15.0
1 April 2010 to 31 March 2011 14.0 14.4
1 April 2011 to 31 March 2012 12.0 14.0

10 Wholesale MTM MTRs are set commercially by Telecom and Vodafone at the same level

as FTM MTRs. In its submission on the Issues Paper27, Vodafone stated that, at present, it
offers a standard market rate for MTM voice termination that is consistent with the prices
for FTM voice termination contained in the Vodafone Deed.*® Similarly, Telecom noted
that its current wholesale voice termination rates for FTM services match the MTM tariffs
contained in its standard mobile interconnection agreement.*’

11. The current prevailing rate for SMS termination on Vodafone and Telecom’s networks is
9.5 cpSMS.”*
12. Vodafone has entered into a commercial interconnection agreement (2degrees/Vodafone

ICA) with 2degrees. [ ] VAP / 2AP. The FTM and MTM MTRs that Vodafone pay
2degrees to terminate calls on 2degrees’ network under the 2degrees/Vodafone ICA are [ ]
VAP [ 2AP. The rates that Vodafone pay 2degrees to terminate SMS on 2degrees’
network under the 2degrees/Vodafone ICA [ ] VAP / 2AP.

Undertakings being assessed in this Final Report

13.  During the process of the MTAS Investigation, the Commission has received a series of
undertakings from 2degrees, Telecom and Vodafone, as detailed in Appendix 1. For the
purposes of this Final Report, the Commission is considering final undertakings submitted
by Telecom on 11 February 2010 (the Telecom 11 February 2010 Undertakings) and
submitted by Vodafone on 16 February 2010 (the Vodafone 16 February 2010
Undertakings).

14. Telecom submitted revised undertakings to the Commission on 16 December 2009 (now
superseded). Telecom noted in submitting their 16 December 2009 Undertaking that:*'

‘We have engaged in discussions with Vodafone over the last week. We understand that they are not
prepared to commit to the price path set out in the 28 October letter, unless the start of the glide-path

7 Commerce Commission, Telecommunications Act 2001: Schedule 3 Investigation Into Regulation Of Mobile
Termination - Issues Paper, 8 August 2008.

28 Vodafone, Submission on Schedule 3 Investigation into Regulation of Mobile to Mobile Termination Issues Paper,
September 2008, page 55, para 40.

% Telecom, Schedule 3 Investigation into regulation of mobile termination: Submission on issues paper, 5 September
2008, page 26.

3% Vodafone, Telecommunications Act 2001: Submission on the Schedule 3A Undertakings provided on 12 January
2009, 13 February 2009, page 65, para 225; and, Telecom (Wholesale), Interconnection Agreement, available from
http://www.telecomwholesale.co.nz/f543.253191/253191 M2M_ICA_Final 23.7.08.pdf, Schedule 4, clause 4.1ee,
page 75.

°! Telecom, MTAS — Final Revised Undertaking, 16 December 2009, page 2.
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can be postponed until 31 October 2010. Our understanding from the Commission’s public statements
on this matter is that an early start to an undertakings-based outcome in 2010 is one of the key
advantages of such an outcome over regulation. That said, six months in the context of a five year
undertaking may not be material, so if a 1 October 2010 start is acceptable to the Commission it would
also be acceptable to us.’

Subsequently Telecom advised the Commission on 9 February 2010 that:*

‘As Vodafone has publicly confirmed that it does not intend bringing forward the start date of its MTR
reductions to match our Undertakings, we have no choice but to push back the start date of our MTR
reductions to match Vodafone’s.

....the importance of aligned terms as between Undertakings offered by Vodafone and Telecom has
been widely canvassed and generally accepted by all parties to the MTAS discussions. Unfortunately,
the consequence of the misalignment of start dates would be to drive asymmetry into the market, if the
Commission were to accept both sets of Undertakings as they stand.’

Telecom formally provided final revised undertakings to the Commission on 11 February
2010 which aligned the implementation dates for reductions in MTRs in its final revised
undertakings with those provided in Vodafone’s 16 December 2009 Undertakings.

Vodafone also submitted revised undertakings to the Commission on 16 December 2009
(now superseded).

On 11 February 2010 the Commission requested that Vodafone clarify a number of matters
in relation to their 16 December 2009 Undertaking, relating to changes that Vodafone had
indicated would be made to Vodafone’s undertakings® and missing text in Vodafone’s 16
December 2009 undertakings.

On 16 February 2010 Vodafone provided final revised undertakings to the Commission
which addressed these issues.

Telecom’s 11 February 2010 and Vodafone’s 16 February 2010 Undertakings are
collectively referred to in this Final Report as the Final Undertakings.

References to NZ Communications and 2degrees in this Final Report

21.

On 11 May 2009 NZ Communications Ltd changed its legal name to Two Degrees Mobile
Ltd, and on 13 May 2009 announced that it would operate under the brand name
‘2degrees’. These changes occurred after NZ Communications had provided its initial
undertaking and submissions on the initial undertakings to the Commission. For
consistency, NZ Communications Ltd/Two Degrees Mobile Ltd is referred to as 2degrees
throughout this Final Report.

32 Telecom, MTAS — Amendment to Final Revised Undertaking, 9 February 2010.

33 Vodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services, 16 October 2009, and Telecom / Vodafone, Process to address alignment of revised MTAS undertakings, 23
November 2009.
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SECTION II: FRAMEWORK FOR MTAS INVESTIGATION

Introduction

22. This Section outlines the legislative and assessment framework for the MTAS
Investigation.

23. In respect of Schedules 3 and 3A of the Act, this Section set outs the general approach to
the Commission’s assessment of whether to recommend inclusion of the MTAS as a
regulated service in Schedule 1 of the Act and/or to recommend acceptance of
undertakings.

24. This section also discusses the Commission’s views on parties’ submissions regarding the
appropriateness of the MTAS Investigation in the context of the Deeds.

Legislative framework

Schedule 3 of the Act — proposed regulatory change

25.  Schedule 3 of the Act contains the procedure for altering regulated services. Under Part 1
of Schedule 3, the Commission may undertake an investigation into a proposed alteration
to Schedule 1 of the Act, and recommend to the Minister whether or not the proposed
alteration should be made. The Commission commenced the MTAS Investigation pursuant
to Schedule 3 of the Act on 6 November 2008.*

26. The Commission is required to prepare a Draft Report, which must include the detail of the
proposed alteration, and identify any recommendations that the Commission considers to
be sufficiently related to each other that they ought to be considered together.”> The
Commission’s Draft Report was published on 30 June 2009.*°

217. The Commission must make reasonable efforts to hold conferences in relation to the
proposed alteration or public hearings in relation to the proposed alteration (where the
Commission is satisfied that it is in the public interest to do so) within 10 working days
after the closing date for submissions on the Draft Report.”” The Commission held the
MTAS Conference on 2 and 3 September 2009°® and a public meeting to provide requested
clarification on 23 September 2009.* As outlined in Appendix 1, the Commission has,
throughout the MTAS Investigation, undertaken additional consultation to that required by
the Act.

28. The Commission must make reasonable efforts to prepare and deliver a Final Report to the
Minister regarding the proposed alteration no later than 120 working days after the date of

* See Appendix 1 for details of the Process of MTAS Investigation.

35 Schedule 3, clause 2 of the Act.

36 See footnote 24.

37 Schedule 3, clause 3(1) of the Act.

¥ See footnote 25.

% MTAS Investigation Public Meeting Re Clarification of Matters for Submission of Revised Undertakings, 23
September 2009.
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giving public notice of the investigation.*” On 19 February 2009, the Commission wrote to
the Minister informing him that the Commission would not be able to meet this timeframe.

29. In preparing this Final Report, the Commission must consider all submissions made on the
Draft Report and all information and opinions presented or expressed at any public hearing
on the Draft Report.*!

30. The requirements for the Commission’s Final Report for this Schedule 3 investigation are

set out in clause 4(3) of Schedule 3 of the Act, which provides:*

‘4 Final Report of recommendation of Commission

(3) A Final Report must include—
(a) the detail of the proposed alteration; and
(b) arecommendation by the Commission as to—
(i) whether or not the proposed alteration should be made:
(i1) in the case of a proposed alteration to a designated service, whether or not the Minister’s
decision regarding the proposed alteration should be deferred for any period the
Commission thinks fit; and

(¢) the reasons for the Commission’s recommendations; and

(d) the views of 2 members of the Commission (other than the Telecommunications Commissioner)
regarding the recommendation.’

Schedule 3A of the Act — undertakings

General provisions

31. Schedule 3A of the Act contains a regime that allows access providers to submit
undertakings as a potential alternative to regulation. The purpose of Schedule 3A is set out
in clause 2, which provides:

‘2 Purpose of clauses 3 to 16

The purpose of clauses 3 to 16 is to provide, as an alternative to a proposed regulatory change, a
mechanism for an access provider to supply a service to all access seekers—

(a) on a voluntary basis that avoids the need for regulation; and

(b) on terms and conditions agreed between the access provider and the Commission.’

32.  While a number of undertakings and revised undertakings were submitted to the
Commission throughout the MTAS Investigation,* the Commission is considering the

0 Schedule 3, clause 4(1) of the Act.
*I'Schedule 3, clause 4(2) of the Act.
> Schedule 3, clause 4(3) of the Act.
* For discussion of undertakings, see Section VI and Appendix 1 of this Final Report.
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Final Undertakings from Telecom and Vodafone pursuant to Schedule 3A for the purposes
of this Final Report.

Clause 3 of Schedule 3A to the Act provides:

‘3

(1)

2)

)

Commission may accept undertaking
While the Commission is considering a proposed regulatory change, the Commission may accept an
offer from an access provider to supply a service to all access seekers on the terms and conditions of
a written undertaking (an undertaking).
If the Commission accepts an undertaking, a Final Report may include—
(a) arecommendation by the Commission that the Minister should accept the undertaking; and
(b) any of the following recommendations by the Commission:
(1) that the proposed regulatory change should be made:
(i1) that the proposed regulatory change should not be made:

(iii) that the Minister’s decision on the proposed regulatory change should be deferred.

However, an undertaking that the Commission accepts under subclause (2) has no legal effect unless
it is registered under clause 6.”

Clause 6 of Schedule 3A requires the Commission to register an undertaking if the Minister
accepts the Commission’s recommendation that the Minister should accept an undertaking.

Clause 4 of Schedule 3A provides that the Commission must not make a recommendation
in its Final Report unless the Commission is satisfied that the undertaking:

complies with the Act and any regulation made under the Act; and

complies with the standard access principles set out in clause 5 of Schedule 1 of the
Act and any limits on those standard access principles set out in clause 6 of that
schedule.

Clause 5 of Schedule 3A of the Act contains the requirements for any undertaking:

‘5

(1

Requirements for undertaking

An undertaking must—

(a) be signed or executed by the relevant access provider; and

(b) specify the terms and conditions of the supply of the service; and

() specify the date by which those terms or conditions must be complied with by the relevant
access provider; and

(d) specify a mechanism for the resolution by the Commission or a suitably qualified and
experienced independent person of any issues or disputes that arise after the undertaking is
registered; and
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(e) provide for any other prescribed matters.

(2) An undertaking must not be amended after the Commission has made a recommendation under
clause 3(2) in respect of that undertaking.’

37.  The Commission’s assessment of the compliance of the Final Undertakings with the Act is
detailed in Section VII of this Final Report.

Timeframe for undertakings

38. Clause 7(1) of Schedule 3A of the Act provides that the registration of an undertaking is
effective for a period of 5 years from the date of registration and any further period that the
Commission and the relevant access provider may agree. Before agreeing to a further
period,‘&he Commission must consult with every person who has a material interest in the
matter.

39. The Commission may make a recommendation in the Final Report to the Minister that the
registration of an undertaking should expire earlier than the five year period having regard
to the following matters:

= the reasonable needs of potential access seekers;
= the commercial lifetime of the service delivery technology concerned; and
= any other factors that the Commission thinks relevant.

40.  The Commission’s assessment of the appropriate recommended duration of the Final
Undertakings is detailed in Section VII of this Final Report.

Enforcement of the registered undertakings

41.  Itis noted that, were the Minister to accept a recommendation that undertakings be
accepted, registered undertakings would comprise “enforceable matters” under section
156N(g) of the Act. Section 1560 of the Act would apply to entitle access seekers to make
a written complaint to the Commission alleging breach of the registered undertakings and
the Commission would in that case be entitled to exercise any of the powers open to it
pursuant to section 1560 of the Act. Similarly, the remedies available to enforce the
registered undertakings in the High Court would be open to the Commission and parties in
appropriate cases under sections 156P and 156Q of the Act.

Statutory purpose and considerations

42. Section 18 of the Act describes the purpose of Schedule 3 as follows:

18 Purpose

(1) The purpose of this [Part 2] and Schedules 1 to 3 is to promote competition in telecommunications
markets for the long-term benefit of end-users of telecommunications services within New Zealand
by regulating, and providing for the regulation of, the supply of certain telecommunications services
between service providers.

(2) In determining whether or not, or the extent to which, any act or omission will result, or will be
likely to result, in competition in telecommunications markets for the long-term benefit of end-users

* Schedule 3A, clause 7(2) of the Act.
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of telecommunications services within New Zealand, the efficiencies that will result, or will be likely
to result, from that act or omission must be considered.

(3) Except as otherwise expressly provided, nothing in this Act limits the applications of this section.

(4) Subsection (3) is for the avoidance of doubt.’

43. Section 19 of the Act provides as follows:

‘19 Commission and Minister must consider purpose set out in section 18 and additional matters

If the Commission or the Minister (as the case may be) is required under this [Part 2] or any of Schedules
1, 3, and 3A to make a recommendation, determination, or a decision, the Commission or the Minister
must—

(a) consider the purpose set out in section 18; and

(b) if applicable, consider the additional matters set out in Schedule 1 regarding the application of
section 18; and

(¢) make the recommendation, determination, or decision that the Commission or Minister considers
best gives, or is likely to best give, effect to the purpose set out in section 18.’

44. Section 19A of the Act provides as follows:

“19A Commission to have regard to economic policies of Government

(1) In the exercise of its powers under Schedule 3, the Commission must have regard to any economic
policies of the Government that are transmitted, in writing, to the Commission by the Minister.

(2) The Minister must, as soon as practicable after transmitting a statement of economic policy of the
Government to the Commission under subsection (1),—

(a) arrange for a copy of that statement to be published in the Gazette; and
(b) present a copy of that statement to the House of Representatives.

(3) To avoid doubt, a statement of economic policy of the Government transmitted to the Commission
under this section is not a direction for the purposes of Part 3 of the Crown Entities Act 2004.”

45. On 5 February 2009, the Minister transmitted a statement of the economic policy of the
Government to the Commission, pursuant to section 19A of the Act. The operative part of
this economic policy statement is as follows:*

‘It is the economic policy of the Government that decisions concerning the regulation of
telecommunications services should be consistent with, and take full account of, New Zealand’s
relevant international commitments, as expressed in bilateral and multilateral international
instruments in effect in New Zealand.

In the Government’s view, compliance with these commitments facilitates trade in
telecommunications goods and services, assists the development of telecommunications
infrastructure, and promotes competition in telecommunications markets for the long-term benefit of
end-users of telecommunications services within New Zealand.’

46.  The Commission has considered the Government’s statement of economic policy as part of
its decision making in reaching the conclusions outlined in this Final Report, as discussed
in paragraphs 889 to 898 in relation to the approach to be taken to internationally-
originated calls. The Commission’s view is that this is the only issue relevant to the

* The full version of the Economic Policy Statement is available on the Commission’s website at
http://www.comcom.govt.nz//IndustryRegulation/Telecommunications/Investigations/ContentFiles/Documents/Letter
%20from%20Minister%20-
%_20International%20commitments%20in%20telecommunications%20%205%20Feb%202009.pdf
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Government’s statement which it has been necessary to take into account in the MTAS
Investigation.

47. In carrying out its assessment for the purposes of and making its recommendations in this
Final Report, the Commission has taken account of the statutory purpose and all required
considerations pursuant to the Act.

Assessment framework

Two stage approach to assessment

48.

49.

50.

In the Draft Report the Commission adopted an assessment framework which, in summary:
= identified relevant markets and assessed the state of competition in those markets;

* having determined that there were competition issues which warranted consideration
of regulation of the MTAS, proposed an initial pricing principle and final pricing
principle for regulation of the MTAS;

= identified, based on the results of benchmarking forward-looking, cost-based
estimates, the likely regulated price for the MTAS for the purposes of the factual;
and

» undertook a cost-benefit assessment of the factual of regulation compared against a
counter-factual based on the undertakings submitted by Telecom and Vodafone as at
the date of the Draft Report.

In its submission of 6 May 2009, Vodafone stated:*®

‘Given that Vodafone, Telecom and NZC have submitted undertakings to the Commission pursuant to
Schedule 3A, the Commission must apply the factual-counter-factual test twice:

= one test in which the net benefits of regulation are compared to the net benefits of non-
regulation (i.e. relying on commercial contracts and the MTR deeds); and

=  one test in which the net benefits of regulation are compared to the net benefits of an
undertaking.’

The Commission agrees that this two-stage approach to the assessment of whether the
MTAS should be regulated as a designated or specified service under the Act is appropriate
in this case. While a two-stage approach does not alter the assessment that the Commission
is undertaking (or undertook in the Draft Report*’), it more clearly identifies the rationale
for the Commission’s recommendation in this Final Report.

# Vodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services, May 2009, page 28, paragraph 78.

" In the Draft Report, Vodafone’s and Telecom’s undertakings were based substantially on the rates applicable
pursuant to the Deeds (as extended to apply until 2014). A comparison of the net benefits of regulation to the net
benefits of non-regulation was therefore a substantially similar comparison to the comparison of the net benefits of
regulation against the net-benefits of the undertakings offered at that time. Such a two stage comparison approach was
not undertaken in the Draft Report. Such an approach however applies more appropriately in this Final Report given
the reductions in rates offered in the Final Undertakings from those offered at the Draft Report stage.
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51. In the first stage of assessment in this Final Report (discussed in Sections III to V), the
Commission:

= has assessed whether there are competition issues which warrant consideration of
regulation of the MTAS; and

= having determined that there are competition issues which warrant consideration of
regulation of the MTAS, has assessed whether:

. the factual of regulation (looking at a range of costs derived from benchmarks
of forward-looking cost-based MTRs)

when compared to

. the counter-factual of the outcomes that would likely occur without regulation,
based on current MTRs (i.e., the Deeds and ICAs, including the
2degrees/Vodafone ICA)*

would best or be likely to best give effect to the promotion of competition in
telecommunications markets for the long-term benefit of end-users of
telecommunications services within New Zealand.

This is referred to in this Final Report as the stage one assessment.

52.  Inthe second stage of assessment (discussed in Section V1), if a case for regulation has
been established under the stage one assessment outlined above, the Commission assesses
whether:

= a counter-factual of recommending acceptance of the Final Undertakings™®
when compared to
= the factual of regulation

would best or be likely to best give effect to the promotion of, competition in
telecommunications markets for the long-term benefit of end-users of
telecommunications services within New Zealand.

This is referred to in this Final Report as the stage two assessment.

53. The Commission has taken into account the range of options open to it pursuant to the Act
in making its recommendation in this Final Report™.

* The Commission has been provided with information regarding the various ICAs that 2degrees, Telecom and
Vodafone are party to. These ICAs are subject to additional protection classification. Broadly, the ICAs [ ] 2AP /
VAP, VAP, TAP, with the exception of the 2degrees / Vodafone ICA, which provides [ ] 2AP / VAP.

* See paragraphs 66 to 72 for discussion of selection of the appropriate counter-factual for this Final Report.

%% See paragraph 55.
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Application of the Commission’s factual/counter-factual analysis
General approach
54. In this Final Report, the Commission assesses the likely benefits and detriments of the

proposed recommendation using its standard analysis of the factual (the Commission’s
view of what is likely to occur where the service under consideration is subject to
regulation) and the counter-factual (the Commission’s view of what is likely to occur in the
absence of regulation).

55.  Inthis case, where there are three monopoly access providers for MTAS on each mobile
network, and two undertakings being considered, there are a number of potential counter-
factuals. In addition, the Act empowers the Commission to make a number of decisions,
including decisions to:”'

= not recommend acceptance of any undertakings, and recommend a proposed
regulatory change;

= recommend acceptance of one or more undertakings as an alternative to a proposed
regulatory change;

= recommend acceptance of one or more undertakings in addition to a proposed
regulatory change; or

= recommend that the Minister’s decision on the proposed regulatory change should be
deferred (in combination with recommending acceptance of undertakings or

otherwise).
56. These permutations create a number of potential counter-factual scenarios.
57.  In the context of the Commission’s decision making for merger clearances under section 66

of the Commerce Act 1986, the courts have provided guidance to the Commission on the
correct approach where there are multiple counter-factuals.”® In that context, the
Commission’s approach is to:

identify the potential counter-factuals;
= climinate any counter-factuals that the Commission considers are not likely;
= consider each of the remaining counter-factuals; and

= assess whether any of the remaining and likely counter-factual(s) is likely to result in
a lessening of competition compared to the factual of clearance.

58. The Commission considers that that, while applicable to a different statutory function, this
approach provides relevant guidance on how the Commission can deal with multiple
counter-factuals as part of the framework for analysis in its decision making for the MTAS
Investigation.

3! Schedule 3, clause 4(3) and Schedule 3A, clause 3(2) of the Act.
32 See Woolworths Ltd v Commerce Commission (2008) 8 NZBLC 102,128 (HC).
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Identifying the counter-factual for the stage one assessment

59.

60.

61.

62.

63.

For the stage one assessment, the factual being considered is recommending regulation of
the MTAS. The counter-factual scenario for the stage one assessment is based on the
prevailing MTRs contained in the Deeds, and information available to the Commission on
commercial interconnection agreements (ICAs), such as the 2degrees / Vodafone ICA. The
Deeds are due to expire in 2012.”

The Commission has identified the following potential counter-factuals for the purposes of
the stage one assessment in this Final Report:

= extending the trend in reductions in the MTRs for FTM and MTM from the
Deeds through to 2015, while maintaining the SMS rate from ICAs as at 31
March 2012; and

= 1o change in the MTRs from the Deeds or ICAs as at 31 March 2012.

The Commission considers that it is reasonable to assume that, absent regulation, there
would continue to be gradual reductions in the MTRs for FTM and MTM, having regard to
the following considerations:

= the Deeds generally provide for annual reductions in the FTM MTR of 1-2cpm;

= while the Deeds only applied to FTM MTRs, the MNOs have in practice applied the
same MTRs to MTM traffic; and

= the initial undertakings received from Vodafone and Telecom during this
investigation (which were based substantially on the Deeds) allowed for annual
reductions in the FTM MTR of 1cpm beyond March 2012.>*

For the counter-factual in the stage one assessment, the Commission has therefore extended
the MTRs for FTM and MTM in the Deeds through to 2015 (i.e to the end of the
assessment period being considered), based on the annual reductions implicit in the
undertakings from Vodafone and Telecom dated 6 May 2009.

For SMS traffic, the Commission noted in the Draft Report that the prevailing rate for SMS
termination on Vodafone and Telecom’s networks is 9.5¢cpSMS.” The Commission
understands that this MTR has remained unchanged in recent years and it is reasonable to
assume that, absent regulation, such a rate is unlikely to decrease in the relevant timeframe
covered by the counter-factual The Commission has therefore used a constant MTR of
9.5¢pSMS for SMS termination under the counter-factual of no regulation.

>3 The FTM rates applicable pursuant to the Telecom Deed and the Vodafone Deed apply until 31 March 2012 (unless
either of the Deeds are terminated earlier due to early termination triggers).

* Telecom and Vodafone Undertakings, 6 May 2009.

> Draft Report, paragraph 162.
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64. For the counter-factual assessment in the stage one assessment, the Commission has also
had regard to the MTRs contained in the 2degrees / Vodafone ICA. The 2degrees /
Vodafone ICA provides for [ J°VAP / 2AP.
65. While other potential counter-factuals (for example, with differing annual reductions) could

in theory be considered, the Commission does not consider these to be likely having regard
to the reasons discussed in paragraphs 61 to 63 above. The Commission’s analysis in
Section V of this Final Report therefore takes the counter-factual described in paragraph 62
into account in reaching its recommendations.

Identifying the counter-factual for the stage two assessment

66. The Commission has received a series of undertakings and revised undertakings from
2degrees, Telecom and Vodafone throughout the process of the MTAS Investigation.
Currently the Commission has before it two undertakings from Telecom and Vodafone,
being the Final Undertakings.

67.  For the stage two assessment, the factual being considered is recommending regulation of
the MTAS and recommending that the Final Undertakings be rejected.

68. The Commission has identified the following potential counter-factuals for the purposes of
the stage two assessment in this Final Report:

Counter-factuals involving one undertaking:
= Acceptance of one undertaking and recommending regulation of MTAS;

= Acceptance of one undertaking and recommending regulation of MTAS for
only certain Access Providers;

= Acceptance of one undertaking and not recommending regulation of MTAS;
Counter-factuals involving both undertakings:

= Acceptance of both undertakings and not recommending regulation of MTAS;
= Acceptance of both undertakings and recommending regulation of MTAS; and

= Acceptance of both undertakings and recommending regulation of MTAS for
only certain Access Providers.

69.  Itis noted that other potential counter-factuals involving recommending acceptance and
registration of undertakings for a period shorter than 5 years or recommending that
regulation be deferred could also be considered. The Commission has not considered these
options as potential counter-factuals for its stage two assessment for the reasons set out in
Section VII of this Final Report.”’

%% See further, paragraph 12.
7 As discussed in paragraphs 932 to 940 and 945 to 947.
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As Telecom have aligned the implementation of the price terms in their undertaking with
Vodafone’s implementation of price terms, there are no material differences between the
Final Undertakings®®. The Commission considers that, in the absence of some material
difference between the Final Undertakings®’, there are no grounds to treat these
undertakings differently for the purposes its stage two counter-factual analysis. The
Commission does not therefore consider that assessment of any of the counter-factuals
involving one undertaking (as identified above) is appropriate for the purpose of this Final
Report.

The Commission has considered the potential counter-factuals involving both undertakings
(as identified above). For the reasons discussed in Section VII of this Final Report60, the
Commission does not consider that assessment of a counter-factual involving acceptance of
two undertakings and recommending a form of MTAS regulation is appropriate for the
MTAS Investigation.

The Commission therefore considers that the appropriate counter-factual for the stage two
assessment in this Final Report is acceptance of both the Final Undertakings and not
recommending regulation of MTAS. The Commission’s analysis in Section VI of this Final
Report therefore takes this counter-factual into account in reaching its recommendations.

Cost-Benefit Analysis

73.

74.

75.

The Commission’s decision-making for the MTAS Investigation is informed by the
requirement that the Commission make the decision that best gives or is likely to best give
effect to the promotion of competition in telecommunications markets for the long-term
benefit of end-users of telecommunications services within New Zealand.®'

Further, in assessing whether or not or the extent to which the options being considered by
the Commission for recommendation, such as regulation of MTAS or acceptance of
undertakings will result or will be likely to result in competition in telecommunications
markets for the long-term benefit of end-users of telecommunications services within New
Zealand, the Commission is expressly required to consider the efficiencies that will result,
or will be likely to result, from the proposed change.®> The term ‘efficiencies’ is not
defined in the Act, though the Commission generally assesses a full range of efficiency
effects, including productive and allocative efficiencies (sometimes referred to together as
static efficiencies) and dynamic efficiencies. Static efficiencies generally lend themselves
more readily to quantitative analysis than dynamic efficiencies.

The Commission is not limited to considering efficiencies, and may also consider other
relevant factors. The Act does not direct the Commission as to the appropriate weight to be
given to efficiencies or to other considerations. The appropriate weight to afford each
consideration is, accordingly, a matter for the Commission.

%% The Commission notes that while there are a number of differences between the non-core price and non-price terms
between the Final Undertakings, as discussed in Section VII of this Final Report, these differences are not material.

%% As was the case with Telecom’s 16 December 2009 Undertaking, which provided an earlier implementation date
than Vodafone’s 16 December 2009 Undertaking.

60 As discussed in paragraphs 941 to 944.

6! See ss 18 and 19 of the Act.

62 See s 18(2) of the Act.
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In assessing the extent to which the regulation of MTAS or acceptance of undertakings will
promote competition for the long-term benefit of end-users of telecommunications services
in New Zealand, the Commission’s analysis is based on both qualitative and quantitative
factors. The overall assessment that the Commission is required to undertake is, however,
necessarily reflective of value judgements, not least because of the long-term, forward-
looking nature of the Commission’s assessment. This is equally true for more quantitative
forms of analysis, such as quantitative modelling, as the assumptions that inform such
analysis are often based on particular value judgements which may not be shared by
submitting parties. Accordingly, the overall assessment of costs and benefits that the
Commission is required to undertake in order to ensure it is best giving effect to section 18
of the Act is largely qualitative, even where informed directly by quantitative modelling or
evidence and views provided by submitting parties. During this investigation, the
Commission has focused on whether current MTRs have resulted in a barrier to entry
and/or expansion in the downstream markets, and whether MTRs that better reflect the cost
of supplying the MTAS would reduce any such barrier and in so doing, promote
competition in those markets for the long term benefit of end-users.

Role of quantitative analysis

77.

78.

The Commission considers that, in order to aid its assessment of the promotion of
competition for the long-term benefit of end-users, it should, where appropriate, quantify
the costs and benefits of the regulation of MTAS or acceptance of undertakings. As
discussed in paragraph 76, a quantitative analysis of the likely costs and benefits of the
regulation of MTAS or acceptance of undertakings informs the Commission’s overall
assessment in reaching its recommendations in a Schedule 3 investigation. One important
set of costs and benefits that can sometimes be quantified is the price effects of the
regulation of MTAS or acceptance of undertakings. Changes in the MTAS price can be
expected to lead to changes in retail prices of those services that rely on, or are related to,
the MTAS. On this analysis, a decrease in retail prices resulting from the regulation of
MTAS or acceptance of undertakings represents a benefit to end-users, whereas an increase
in retail prices may represent a detriment. Quantitative analysis of the price effects of the
regulation of MTAS or acceptance of undertakings is one part of the Commission’s overall
assessment, and is used to identify potential direct and tangible benefits and detriments for
end-users.

The Commission’s approach to using quantitative analysis to inform its overall decision
assessment was set out in the Commission’s final determination in the Qantas/Air New
Zealand authorisation:®’

‘The Commission’s view is that the value of a [quantitative] model is in its ability not to produce
‘proof” of a substantial lessening of competition, nor to supplant the Commission’s exercise of
judgement, but rather in providing support to the Commission’s deliberations by:

e focusing parties’ attentions on verifiable economic arguments;

63 Commerce Commission, Determinations pursuant to the Commerce Act 1986 in the matter of an application for
authorisation of a business acquisition and in the matter of an application for authorisation of certain restrictive
business practices and involving Air New Zealand Limited and Quantas Airways Limited, Decision 511, (23 October
2003), para [909].
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e making transparent the values of the key parameters and assumptions in the analysis;
and

e producing quantitative estimates of the results of a given transaction or arrangement.”

While stated in a different context (authorisations under sections 61 and 67 of the
Commerce Act 1986), the Commission considers that it is appropriate to adopt a similar
approach to quantitative modelling in the MTAS Investigation. Accordingly, the use of
quantitative models and examples has informed the Commission’s overall qualitative
analysis by focusing attention on (and thereby testing) key economic assumptions,
providing context for the related economic arguments, and providing tangible estimates of
the costs and benefits of the regulation of MTAS or acceptance of undertakings.

Consumer surplus and efficiencies

80.

81.

82.

83.

In this Final Report, the Commission sets out its views on how competition in the relevant
downstream markets will be promoted by the regulation of MTAS or acceptance of
undertakings. Strengthened competition will be likely to deliver a number of benefits to
end-users, including lower prices for retail services that use the MTAS. Such price effects
lead to an increase in what is sometimes referred to as ‘consumer surplus’.

In this Final Report, the Commission’s consideration includes the extent to which the price
reductions arising from lower MTRs and increased competition, and the consequent
increase in consumer surplus, are likely to be sustainable in the long-term. In attempting to
replicate the outcomes of a competitive market, where MTAS is supplied at cost-based
prices into the downstream markets, the Commission considers that it is appropriate to
place significant weight on the resulting gains in consumer surplus. In the absence of a
competitive market, suppliers are likely to exercise significant market power that enables
those suppliers to capture surplus gains that would otherwise be passed on to end-users
through the pressures of competition. In assessing the long-term benefit to end-users in this
Final Report, the Commission has therefore included the price effects from the regulation
of MTAS or acceptance of undertakings that result directly from the promotion of
competition.

The Commission is also required to have regard to efficiencies. To the extent that the
regulation of MTAS or acceptance of undertakings promotes competition for the long-term
benefit of end-users, the regulation of MTAS or acceptance of undertakings is likely to also
increase efficiencies. The Commission considers that, in order to fully account for
efficiencies, it should where appropriate attempt to quantify those efficiencies directly.

Efficiencies represent a net gain to the total New Zealand economy, which includes both
end-users (as consumers of telecommunications services) and the telecommunications
industry (as producers of such services). Accordingly, to the extent that competition is
promoted, the efficiency gains from the regulation of MTAS or acceptance of undertakings
are likely to complement, but are not equivalent to, the direct benefits end-users gain
through the price effects of the regulation of MTAS or acceptance of undertakings.
Analysis of the efficiency effects of the regulation of MTAS or acceptance of undertakings
is sometimes referred to as ‘total surplus’ analysis.
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Accordingly, the Commission has undertaken some quantitative analysis of the potential
static price effects (on both a consumer surplus and a total surplus basis) resulting from the
regulation of MTAS or acceptance of undertakings.

The Commission notes that the benefits to end-users from preventing suppliers from
exercising significant market power, as discussed in paragraph 81, are sometimes presented
as transfers from producers to consumers. The Commission’s view is that the significance
given to such transfers may depend on the potential dynamic implications of the regulation
of MTAS or acceptance of undertakings and in particular how the regulation of MTAS or
acceptance of undertakings might affect the incentives for efficient investment over time.
In the Draft Report, the Commission considered the dynamic efficiency implications of a
cost-based MTR (as compared to the counter-factual), and concluded that a move towards
cost-based MTRs is likely to promote competition in the downstream retail mobile services
market and thereby increase incentives for ongoing innovation and investment.** As
discussed later in this Final Report, the Commission's has concluded that the regulation of
MTAS or acceptance of undertakings will increase competition in both the retail mobile
market and the retail FTM/tolls market, and encourage efficient investment and innovation
over time. The dynamic efficiency implications of the regulation of MTAS or acceptance
of undertakings are not readily quantifiable. Accordingly, the Commission has considered
the potential dynamic effects of the regulation of MTAS or acceptance of undertakings in a
more qualitative manner.

Assessing the impact of regulation in downstream markets

86.

87.

The Commission’s quantitative analysis focuses on the potential competitive impact of the
regulation of MTAS or acceptance of undertakings in the downstream retail market in
which FTM services are supplied. The Commission considers that it is useful to quantify
the potential competitive impact for FTM services because this can be done with a
significantly higher degree of precision than for other MTAS services, and can focus the
debate on key economic arguments and assumptions to inform the wider assessment of the
proposed regulation of each of the MTAS services. The Commission has also made some
allowance for potential detriments in the form, for example, of direct and indirect
regulatory costs and the costs of the regulatory process, as well as some offsetting price
increases (waterbed effect) as a result of lower MTRs.

In assessing the impact of the regulation of MTAS or acceptance of undertakings in
promoting competition in the downstream retail mobile services market, the Commission's
approach is based largely on qualitative analysis. While this approach does not allow for a
quantitative estimate of the costs and benefits of MTM regulation as conducted for FTM
services, the Commission considers that such analysis is appropriate in the retail mobile
services market having regard to factors specific to that market which make quantitative
analysis significantly more difficult to undertake accurately than that the FTM market.
This means that any quantified results from such an exercise (of the type conducted for
FTM services) would be of very limited value, and the Commission considers therefore
that any quantitative assessment would be neither useful nor appropriate. These factors are
discussed in Section V of this Final Report.

% Draft Report, paragraph 826.
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Approach to price-point and other parameters for assessment

88.

&9.

90.

The MTAS Investigation has been conducted under Schedule 3 of the Act which has
different requirements compared to a standard terms determination (STD) process.

For example, while the Commission would be required under an STD process to determine
a specific price for a designated service, the Commission does not consider that it is
required to specify a precise price point for the purposes of defining a likely factual
scenario in a Schedule 3 investigation. The Commission has determined that, for the
purposes of this investigation, it is appropriate to use a range of benchmarked costs within
the benchmark set, and has established an upper and lower bound of cost-based
benchmarks within which it considers that the cost of supplying the MTAS in New Zealand
is likely to lie.

Similarly, while the Commission would be required under an STD process to determine if a
glide-path should be incorporated into the price for a designated service, the Commission
does not consider that it is required to decide as a final matter for the purposes of a
Schedule 3 Investigation whether a glide-path is appropriate in the event of regulation.

The Commission has therefore considered the range of results which may apply in the
event that a glide-path either is or is not incorporated into the factual of regulation.

MTRSs on a second+second basis

91.

92.

93.

In this Final Report, all MTRs are presented on a second+second® basis for comparability
purposes, unless otherwise stated. Where the source for an MTR expresses rates on a
minute+second®® basis (eg the Deeds and the MTRs in the initial undertakings from
Telecom and Vodafone), the Commission has scaled the MTR up by 23 percent in order to
reach an equivalent second+second rate. The 23 percent scale up rate was referred to by
CallPlus”’ at the MTAS Conference and was accepted by Telecom as reasonable at the
MTAS Conference.®® The Commission notes that this 23 percent figure is broadly
consistent with the data responses the Commission has received during the MTAS
Investigation.

Telecom have provided in its 11 February 2010 Undertakings for minute+second charging
until the Rounding Date, which is defined as:*’

‘Rounding Date means the date upon which Telecom becomes technically able to invoice a per-second
charge of 1/60th of the per-minute charge for each second of the duration of the Call. Telecom will
notify such date to the Commission. Such date will be no later than 30 September 2010.’

Telecom’s 11 February 2010 Undertaking will apply minute+second charging until the
Rounding Date by dividing the per-minute charge payable by 1.237°, the same factor as

65 Second+second charging means that a call is charged at a per-second charge of 1/60™ of the per-minute charge, for
each second of the duration of a call.

5 Minute+second charging means that a call is charged at the per-minute charge for the first minute of a call and then
a per-second charge of 1/60™ of the per-minute charge, for each second of the duration of a call after the first minute.
7p 171-172 of the MTAS Conference transcript

68 p 172 of the MTAS Conference transcript.

% Telecom, Undertaking in favour of the Commerce Commission under Schedule 3A of the Telecommunications Act
2001: Annexure 1 — Mobile Termination Terms: Schedule 4 — Charges, 11 February 2010, page 52, clause 1.2.

" Ibid, page 53, clause 2.2(b).
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applied by the Commission in converting minute+second MTRs to second+second MTRs.
The Commission notes that the MTRs charged under the Telecom 11 February 2010
Undertaking prior to the Rounding Date are comparable to those that would result using the
scaling up proposed by the Commission to convert minute+second MTRs to
second+second MTRs in this Final Report , notwithstanding the actual charging
methodology in the Telecom 11 February 2010 Undertaking not changing until the
Rounding Date.

Appropriateness of the MTAS Investigation

94.

95.

96.

97.

98.

As discussed in Section I, FTM termination rates are currently set with reference to the
Deeds. A number of parties have raised concerns with the appropriateness of the MTAS
Investigation against the background of the Deeds i.e. that the Commission should not
investigate or seek to recommend regulation of the MTAS (which includes FTM
termination) prior to the expiry of the Deeds in 2012.

Telecom submitted that:

“Telecom entered into the mobile termination rate deed with the Government for fixed-to-mobile
termination services...for a period of 5 years in good faith. This investigation, less than two years
into compliance with these commitments, significantly undermines that earlier outcome....{and}
sends a negative signal to the industry as it materially increases the uncertainty around any future

9971
agreements.
Vodafone submitted that:

“We have also, reasonably, operated under the expectation that if we meet our obligations under the
MTR Deed, the Minister of Communications and the Commission will not seek to change the
regulatory settings agreed around FTM voice termination during the period covered by the Vodafone

MTR Deed.””?

The New Zealand Business Roundtable submitted that:”

‘under no circumstances should the Commission recommend regulation of fixed-to-mobile voice
termination because designation would overturn the provisions of the deeds for 2011 and 2012. This
would be a flagrant breach of rule of law principles’.

Business New Zealand submitted that the Commission should:”*

‘(a) {give} greater weighting to the potentially harmful impact of its recommendations on future
Deeds ...;

(b) {allow} the current Deed to be seen through in its entirety given the relatively small difference in
timeframe between the application of the Commission’s recommendation and when the Deed
ends ...}

! Telecom, Submission accompanying proposed undertaking, 12 January 2009.

72 Vodafone letter to Osmond Borthwick of 12 January 2009 accompanying its undertakings of 12 January 2009.

3 New Zealand Business Roundtable, Submission on the Commerce Commission's Draft Report on Mobile
Termination Services, July 2009, page 13, para 7.6.

™ Business New Zealand, Submission by Business NZ to the Commerce Commission on Mobile Termination Access
Services, 28 July 2009, page 1, para 2.1.
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99. The Commission is an independent regulator and accordingly is required to make the
recommendations that it considers will best or be likely to best give effect to the promotion
of competition in telecommunications markets for the long-term benefit of end-users of
telecommunications services within New Zealand. The Commission commenced and has
conducted the MTAS Investigation with this objective of promoting competition in mind.

100.  While the existence of the Deeds, as a ‘quasi-regulatory’ outcome, is relevant to the
Commission’s decision making, the Commission does not agree that this means it can not
or should not have undertaken the MTAS Investigation.

101. The Commission notes that both the Deeds expressly contemplate regulatory intervention
by the Commission into FTM termination rates, as both Deeds are expressly provided to
terminate if FTM termination becomes a designated service or subject to an undertaking
under the Act.” Further, the Commission has considered both the Deeds, along with the
undertakings received by the Commission, in assessing the costs and benefits of the
Commission’s recommendations.

Process considerations

102.  Throughout the MTAS Investigation, the Commission has actively managed its process
with a view to balancing fairly the competing tensions of access providers, access seekers
and end-users. The Commission is satisfied that its process has been consistent with the
principles of natural justice and the Act and has been fair and reasonable to all parties
involved in the MTAS Investigation.

103.  Vodafone, Telecom and 2degrees raised concerns at various points throughout the MTAS
Investigation over the Commission’s process for certain aspects of the MTAS
Investigation’®. The following paragraphs discuss some general process submissions made
by those parties regarding the application of the undertakings process set out in Schedule
3A of the Act and timeframes generally for the MTAS Investigation’’ together with the
Commission’s views with respect to such process considerations.

Parties’ submissions on timeframe for process

104.  Vodafone has argued that the Commission has arbitrarily (i) limited the number of
opportunities access providers may have to submit revised undertakings and (ii) set the
deadlines for such submissions. Vodafone has also argued that access providers have not

75 See Vodafone Deed, clause 2.3, and Telecom Deed, clause 6.4.

76 See, for example, Letter from David Kreider (Vodafone) to Osmond Borthwick (Commission), Re: Investigation
into Mobile Termination Access Services (MTAS), (3 April 2009); Letter from Vanessa Oakley (Telecom) to Osmond
Borthwick (Commission), Investigation into Mobile Termination Access Services (MTAS): Process Issues, (8 April
2009), letter from David Kreider (Vodafone) to Dr Mark Berry (Commission), Re: Investigation into Mobile
Termination Access Services (MTAS), (14 July 2009), letter from David Kreider (Vodafone) to Dr Ross Patterson
(Commission), Re: Investigation into Mobile Termination Access Services (MTAS), (20 August 2009); Letter from
Juliet Jones (Vodafone) to Dr Ross Patterson (Commission), Re: MTAS process and conference, (25 September 2009
2009); Vodafone New Zealand Submission on the Discussion Paper “A Guide to Regulatory Decision Making by the
Commerce Commission for the Telecommunications Sector” dated 31 July 2009, (2 October 2009), 2degrees
submission on Revised Undertakings (16 October 2009), paragraph 1.2 and 7, Letter from Bill McCabe (2degrees) to
Dr Ross Patterson (Commission), Process for the final stage of the MTAS Investigation (16 December 2009)

77 See the Commission’s website for all relevant correspondence with parties on process issues during the MTAS
Investigation.
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been given sufficient time to prepare and make submissions during the MTAS
Investigation, for example prior to and at the MTAS Conference’.

2degrees has argued that the Commission’s process for the MTAS Investigation has been
longer than intended by the legislature when enacting the undertakings provisions in
Schedule 3A of the Act”

The Commission has an obligation to ensure a fair process for all interested parties,
balancing the interests of access providers who may be affected by a regulatory change,
with the interests of access seekers and end-users who may wish to see a regulatory change
implemented promptly in order to address a competition concern.

The scheme of the Act, and in particular Schedule 3 and Schedule 3A, strongly indicates
that the undertakings process is designed to be expeditious by providing opportunities to
resolve key issues at the front end of the Schedule 3 process. Further, the Commission
considers it is likely to be of significant benefit to end-users, thereby giving effect to
section 18 of the Act, if the issues under consideration in the MTAS Investigation are
resolved in a timely manner.

In setting the process for the MTAS Investigation, the Commission has also had regard to
the benefits that a satisfactory commercial undertakings solution can provide. These
benefits include a reduction in the costs of the regulatory process and earlier achievement
of benefits for end-users.

The Commission has sought to give effect to all of these considerations in setting its
process for the MTAS Investigation. For example, these competing timing considerations
were taken into account by the Commission when reaching its decision as to whether
additional invitations to submit revised undertakings should be afforded to the parties
during the final stages of the MTAS Investigation® . The Commission considers that the
additional time associated with the process for addressing reciprocity between and
acceptability of undertakings was appropriate in this respect for the long-term benefit of
end-users.

Commission feedback and preliminary/final views

110.

Telecom and Vodafone have argued that access providers did not have sufficient
information about the proposed regulatory change and other matters (such as the
Commission’s cost-benefit assessment) and the Commission’s “final” views on various
matters in order for them to submit appropriately informed revised undertakings either
before the Commission released its Draft Report or thereafter®.

78 See footnote 76.

7 See, for example, 2degrees submission on Revised Undertakings (16 October 2009), paragraph 1.2 and 7, Letter
from Bill McCabe (2degrees) to Dr Ross Patterson (Commission), Process for the final stage of the MTAS
Investigation (16 December 2009).

%0 See Letter from Dr Ross Patterson (Commission) to 2degrees, Telecom and Vodafone, Process to address
reciprocity issues in relation to revised MTAS undertakings, (9 November 2009) and Letter from Dr Ross Patterson
(Commission) to 2degrees, Telecom and Vodafone, Process for the final stage of MTAS investigation, (3 December

2009).

81 See footnote 76.
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While the Commission has expressed preliminary or current views throughout the MTAS
Investigation with a view to assisting parties in their submissions and preparation of
undertakings, it is required to and has at all times maintained an open mind on the matters
under consideration.

Any views expressed by the Commission prior to its Final Report for the MTAS
Investigation have been clearly identified as preliminary or current views only. It would not
be appropriate for the Commission to express “final” views or positions to parties prior to
the Commission reaching its views in this Final Report.

The Commission is satisfied that, at each stage of the process, it has provided sufficient
feedback to access providers who have submitted undertakings, in particular in relation to
the adequacy and importance of the price terms and reciprocity in the price and non-price
terms in the undertakings , so that an opportunity to substantially revise those undertakings
in an appropriately informed manner prior to the release of this Final Report has been
provided.
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SECTION I1l1:  MARKET DEFINITION AND COMPETITION
ASSESSMENT

Introduction

114.  This section assesses whether there are grounds for regulation of the MTAS. It forms part
of the stage one assessment discussed in Section I. The structure of this section is as
follows:

= the wholesale MTAS service is briefly described, along with the services for which it
is used as an input;

= the relevant markets are defined, including the market in which the MTAS is
supplied and the related downstream markets in which the MTAS is used to supply
services to end-users; and

= competition in each of the relevant markets is assessed in order to determine whether
there are competition concerns that could be addressed through regulation.

115. A more detailed summary of the Draft Report, and submissions and cross-submissions on
the draft with respect to Market Definition and Competition Assessment issues, is set out in
Appendix 3.

Mobile Termination Access Services

116. The mobile termination access services are wholesale inputs used in the supply of various
downstream end-to-end services such as SMS, FTM and MTM calling services. The
various traffic flows between different telecommunications networks is summarised in
Figure 3 below:

Figure 3: Traffic flows between telecommunications networks
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Source: Commerce Commission, 2010.
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For FTM and MTM voice calls, the call originates on the fixed or mobile network to which
the calling party (the A-party) is connected. The call will at some stage be handed over to
the mobile network on which the called party (B-party) is located, and will be ‘terminated’
or completed on that network. The same applies for text messages, however, like an MTM
voice call, an SMS is both originated and terminated on a mobile network®.

The use of the MTAS to supply retail FTM, MTM and SMS services is outlined in Figure 4
below.

Figure 4: Use of MTAS to supply retail calling and SMS services
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Source: Commerce Commission, 2010.

Under the calling party pays (‘CPP’) billing system that currently exists in New Zealand,
the end-user making the call pays for the cost of making the call at the retail level. At the
wholesale level, the originating fixed or mobile network operator makes a termination
payment to the terminating mobile network operator, in order to cover that operator’s costs
of terminating the call.

Market Definition

Introduction

120.

121.

Market definition provides a framework within which competition can be assessed by
defining the boundaries of the markets relevant to the MTAS Investigation. As noted in the
Draft Report, the Commission usually considers markets to have five dimensions:

e the goods or services supplied or purchased (the product dimension);

e the geographic area from which the goods or services are obtained, or within which the goods or
services are supplied (the geographic dimension);

e the level in the production or distribution chain (the functional dimension);

e the timeframe or timing within which the market operates, where relevant (the temporal dimension);
and

e the different customer types within a market, where relevant (the customer dimension).

Throughout this MTAS Investigation the Commission’s consideration of the relevant
markets has focused on the product, geographic and functional dimensions.*

%2 The Commission notes that the Final Undertakings from Vodafone and Telecom adopt a more detailed definition of
SMS which incorporates web-to-text messages (or similar services). However, the Final Undertakings specifically
exclude a number of other message types (for example, push-to-talk, WAP-push, enhanced message service and
instant messaging are excluded from Vodafone’s undertaking).

%3 As noted in paragraph 111 of the Draft Report, the Commission does not consider the customer and temporal
dimensions to be of particular relevance to the market analysis.
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Summary of market definition

122.  In the Draft Report, the Commission’s preliminary view was that the following markets are
relevant to the MTAS Investigation:

= the national wholesale market for mobile termination access services on each mobile
network (“wholesale MTAS market”);*

= the national retail market for mobile services, including mobile subscription and
origination services (encompassing MTM calling, SMS, MMS and data services)
(“retail mobile services market”);* and

= the national retail market for FTM and toll call services (“retail FTM/tolls
market”).*

123.  The Commission has concluded that the markets defined in the Draft Report remain
appropriate for the purposes of this MTAS Investigation. The Commission’s conclusions
on the relevant markets, and the key issues considered in reaching these conclusions, are
summarised below.

124. The Commission notes that submissions on the market definition tended to focus on the
product and functional dimensions of the relevant markets. Few submissions were received
in relation to the other market dimensions.®’

Wholesale MTAS market

Two-sided market

125.  In the Draft Report the Commission defined a national wholesale market for MTAS on
each mobile network. A separate downstream market for the provision of retail mobile
services was also defined, as well as a downstream retail FTM/tolls market.

126.  Submissions from Vodafone and Telecom suggested that the Commission reached
incorrect conclusions in its assessment of the level of competition in the relevant markets
by failing to account for the two-sided nature of telecommunications markets when
conducting its analysis.®

127.  Atthe MTAS Conference, it was agreed that the following definitions capture the key
characteristics of two-sided markets:®

‘A mobile operator is a provider of a platform that allows the exchange of communications between the
two different sides, the senders and the receivers. In this sense, a mobile firm should be analysed in the
context of the ‘two sided markets’ framework.’

 See paragraphs 128 to 138 of the Draft Report.

% See paragraphs 144 to 146 of the Draft Report.

% See paragraphs 140 to 143 of the Draft Report.

¥7 In relation to the geographic market, the Commission defined a national market for mobile termination in paragraph
137 of the Draft Report. The Commission’s conclusion is that a national market is appropriate for the purposes of this
investigation.

% Telecom, Submission on the MTAS Draft Report, 28 July 2009, paragraphs 38-67; and Vodafone, Submission on the
MTAS Draft Report, 28 July 2009, paragraphs 490-496.

% MTAS Conference Transcript, 2 September 2009, p 30-31.
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‘A market is two sided if the platform can affect the volume of transactions by charging one side of the
market more and reducing the price on the other side by an equal amount; in other words the pricing
structure matters.’

In the Draft Report the Commission recognised that, in considering the product dimension
of the wholesale MTAS market, the market is two-sided. The Commission does not agree
with Vodafone’s and Telecom’s submissions that the two-sided nature of the market
requires a broader product market definition. Furthermore, the Commission does not agree
with Telecom’s submission that the two-sided nature of the market eliminates the
termination bottleneck™.

In its submission on the Draft Report, Telecom referred to a number of previous
Commission decisions regarding newspaper/media mergers, which are typically regarded
as examples of two-sided platforms.”' In that context, the value to parties of subscribing to
one side of the platform (e.g., advertisers) increases with the number of parties on the other
side (viewers or readers). While recognising this interdependency, in those decisions the
Commission nevertheless defined distinct markets on each side (due to the different
competitive dynamics on each side of the market).

For example, when considering an application from Fairfax New Zealand Limited
regarding the acquisition of the Times Media Group Limited’s mastheads; the Rodney
Times, the Coaster and the Outlook and associated assets (Decision 561), the Commission
stated (emphasis added):**

“Community newspapers compete against other community newspapers, and they also compete against
other news/information providers and other advertising providers. Community newspaper advertising
services compete against other forms of advertising services. Similarly, community newspapers
compete against other media in respect of the provision of news and information. The sides of the
platform operate in distinct markets. While community newspapers are a platform, the sides of
the platform exhibit different, though linked, competitive dynamics.

Accordingly the Commission has analysed both sides of the platform, the print advertising
market and the print news/information market.”

In the context of MTAS, the Commission recognised in the Draft Report that there is likely
to be some interdependency between termination and subscription services. However,
consistent with the market definition approach taken in the merger decisions referred to
above (and with other regulators around the world that have looked at mobile
termination),”® the Commission defined a termination market that is distinct from the
subscription/origination side. The Commission acknowledged the inter-relationship
between the two sides of the market in the Draft Report through its consideration of the
waterbed effect and the factors that are likely to influence this.

% This is discussed further in paragraphs 168 to 175 below.

*! Telecom, Submission on the MTAS Draft Report, 28 July 2009, footnote 10.

92 Commerce Commission, Decision No. 561: Determination pursuant to the Commerce Act 1986 in the matter of an
application for clearance of a business acquisition involving Fairfax New Zealand Limited and Times Media Group
Limited, 14 October 2005, p 9-10, paragraph 55-56.

% For example, the Commission noted in the Draft Report that the European Commission, the European Independent
Regulators Group and the Australian Competition and Consumer Commission have all demonstrated support for the
view that wholesale call termination on individual networks is the appropriate market when considering mobile
termination.
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Telecom has argued that MTRs are set to ensure the efficient operation of the two-sided
market by balancing the demands of the two types of user (i.e. the calling and receiving
parties).”* It is implied in this submission that above-cost termination rates may be an
efficient way of maximising overall demand for mobile services (across both sides of the
market), by subsiding mobile subscription (for example, through handset subsidies).
However, as Concept Economics note”, relying on two-sided market arguments to justify
above cost termination charges requires the existence of a positive network externality, the
strength of which outweighs any calling externality®.

Positive network externalities arise where subscribers to a mobile network benefit from
being able to communicate with a large number of mobile subscribers. Mobile subscribers
therefore generate a private benefit (that accrues to themselves) from being able to make
and receive calls, as well as an external benefit that accrues to others from being able to
contact and be contacted by them. However, in making a decision whether or not to
subscribe to a mobile network, customers generally take their own private benefit into
account but not the external benefit. This difference is the source of a network externality.

Calling externalities, on the other hand, arise where the benefits of a call are enjoyed not
only by the party making (and paying for) the call, but also by the recipient of the call. In a
similar manner to that described above, the party making the call will typically take into
account their own private benefit when deciding how many calls to make (and their
duration). To the extent that the receiving party also benefits, the level of calling may be
too low from a societal perspective.

The presence of calling and/or network externalities could potentially be used to justify
departure from a cost-based termination rate. For example, a positive network externality
implies that the level of mobile subscription may be lower than the socially optimal level.
One possible way of addressing this is to increase the mobile termination rate above cost in
order to cross-subsidise subscription services. Conversely, in the presence of a calling
externality, it might be appropriate to reduce the termination rate below cost in order to
lower call prices and stimulate increased demand for calls.

No evidence has been presented to the Commission regarding the relative strength of
calling and network externalities in the New Zealand market.”” The Commission has
concluded that neither calling nor network externalities are likely to justify any departure
from cost-based termination rates.”

Furthermore, the Commission notes that during this investigation, Vodafone and Telecom
have agreed with the Commission’s view that TSLRIC-based MTRs will result in efficient

% Telecom, Submission on the MTAS Draft Report, 28 July 2009, paragraph 52.

% Concept Economics, Cross-submission on the MTAS Draft Report, 18 August 2009, p 27-28.

% Concept also argued that this would require advancing a second best argument, because the most direct way of
addressing the network externality would be to set retail prices (rather than wholesale termination rates) to reflect
marginal social cost.

°7 As noted in paragraph 363 below, 2degrees’ economic experts appeared sceptical that there was a significant calling
externality that needed to be taken into account. In addition, as noted in paragraph 138 below, Vodafone has stated
that there is no evidence to depart from TSLRIC.

% This is consistent with the Commission’s conclusion in the Draft Report. See paragraph 400 of the Draft Report.
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and competitive outcomes. For example, in its cross-submission on the Commission’s
Draft Report, Vodafone argued that it is crucially important that the Commission:”

‘... sets an access price for the MTAS that best promotes competition and efficiency more generally in
all relevant markets. We agree with the Commission that such a pricing principle is TSLRIC.’

At the MTAS Conference, Vodafone repeated its view that:'*

‘... our position remains that there is no evidence, I don't think we've seen it in the last two days really, to
depart from TSLRIC as a basis for thinking about what sensible and efficient termination rates should be

>

In its closing statement at the conference, Telecom also referred to the consensus that had

been achieved on a number of important principles:''

‘The most important of those is that I think everyone agrees with the principle of TSLRIC price
termination rates. What’s at issue here is how we get there.’

The Commission considers that the view that TSLRIC-based MTRs are efficient, and that
there is no basis for departure from TSLRIC rates, supports the view that it is appropriate to
focus on costs on the termination side of the market and that neither calling nor network
externalities justify a departure from cost-based termination rates in this investigation. This
contrasts with the argument put forward by Telecom (referred to in paragraph 132 above).

In relation to the functional dimension of the market, the Commission noted in the Draft
Report that there are some complementarities between mobile termination and retail mobile
services on the supply side, as network operators will supply mobile termination,
subscription and calling services together. However, the Commission also noted that, on
the demand side, wholesale customers purchase mobile termination services, while retail
customers purchasing subscription and calling services. This discontinuity on the demand
side supports the view that the market for mobile termination should be analysed separately
from the market for retail mobile services.

Furthermore, the Commission notes that the two-sided nature of the mobile market does
not eliminate the termination bottleneck on each mobile network, as mobile network
operators face little constraint when setting prices for termination on their networks. This
is discussed further in paragraphs 168 to 175 below.

In summary, while the Commission acknowledges the two-sided nature of the mobile
market, and has explicitly considered two-sided market issues throughout this investigation
(for example, the waterbed effect), the Commission’s view remains that it is appropriate to
define a wholesale market for termination on each mobile network that does not include
mobile subscription and origination.

The Commission has concluded that:

= neither calling nor network externalities justify a departure from cost-based
termination rates;

% Vodafone, Cross-submission on the MTAS Draft Report, 18 August 2009, paragraph 217.
1% MTAS Conference Transcript, 3 September 2009, page 223.
""" MTAS Conference Transcript, 3 September 2009, page 231.
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= there is a significant discontinuity on the demand side between purchasers of the
service, where mobile termination is a service purchased by wholesale customers,
and subscription and calling services which are purchased by retail customers; and

= the two-sided nature of the market does not negate the termination bottleneck on
each mobile network.

for SMS termination

145.

146.

147.

148.

In the Draft Report, the Commission defined a national wholesale market for mobile
termination access services on each mobile network which encompassed both voice
termination and SMS termination. The Commission noted that:'*

¢...the individual mobile network operator supplying the termination service is the sole supplier of that
service, and therefore has a monopoly over provision of MTAS on its own network. This is because,
by definition, calls and SMSs made to that operator’s subscribers cannot be terminated by another
mobile operator.’

In its submission on the Draft Report, Vodafone argued that SMS termination needs to be
analysed differently from voice termination due to a number of specific features of SMS
communication.'” Fundamentally, Vodafone’s argument appears to rely on two main
features of SMS:

= the two-way nature of SMS communication, where both parties send messages back
and forth to each other thereby sharing the cost of the conversation; and

= the existence of close substitutes for SMS, such as instant messaging.

The Commission agrees with Vodafone that the two-way nature of SMS communication is
likely to influence the traffic flows between networks.'® In particular, the Commission
considers that, all other things being equal, due to the use of a one-way communication
channellogor two-way communication, SMS traffic is more likely to be balanced than voice
traffic.

However, as discussed further in paragraphs 272 to 289, other factors may result in a net
outflow of SMS traffic from a small network. For example, heavy on-net discounting by
large networks may result in a small entrant having to lower its prices, especially for oft-
net traffic, in order to be able to attract subscribers.'® In this event, the relatively low retail
off-net SMS price may stimulate relatively high volumes of off-net traffic from the small

192 Commerce Commission, Draft Report on whether the MTAS should become designated or specified services, 30

June 200

9, p 57, paragraph 158.

19 v odafone, Submission on the MTAS Draft Report, 28 July 2009, paragraphs 369 and 385-390.

104 This i

s because in order to converse via SMS, end-users need to send messages back and forth to each other,

whereas with a voice call, the originating party bears the cost but both the originating and receiving parties are able to
fully participate in the conversation.

19 Data supplied by Vodafone in its submission on the Draft Report indicates that if an SMS is sent off-net, an SMS
will be sent in return with a probability of [ ] VNZRI. See paragraph 377 of Vodafone’s submission on the Draft

Report.
1% As no

ted in paragraph 229 below, a comparison of headline pre-paid prices shows that the off-net calling price

offered by 2degrees (44cpm) is significantly below the off-net calling prices offered by Vodafone and Telecom

(89cpm).
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entrant’s subscribers to the established operators’ networks, potentially leading to traffic
imbalance in the favour of the established operators.

At the MTAS Conference, Covec acknowledged that the probability of receiving an SMS
in response to sending one will be influenced by prices.'”” This supports the view that a
small entrant may be faced with a traffic imbalance should it be required to offer a lower
off-net SMS price than the established operators in order to compete in the market.

The Commission’s view remains that, as with voice termination, a mobile network operator
has monopoly control of termination of SMS messages sent to its subscribers. The
Commission considers that this is likely to be a significant contributing factor to current
prevailing SMS termination rates being well in excess of the Commission’s estimate of the
cost of providing the service.'”®

The Commission considers that instant messaging services are likely to act as a relatively
weak alternative for SMS services. Instant messaging relies on both parties having web-
enabled handsets with instant messaging applications. As a result, many handsets currently
in circulation are unlikely to support this form of messaging as an alternative to SMS.

Furthermore, the Commission considers that there is a lack of consumer awareness of
instant messaging services, which is likely to further reduce any potential for instant
messaging to act as a constraint on the pricing of SMS at the retail level.

Consequently, the Commission considers that instant messaging is not a significant
constraint on SMS.

In conclusion, the Commission considers that the competitive dynamics associated with
voice termination and SMS termination are sufficiently similar for these two termination
services to be captured together under the wholesale mobile termination access services
market.

Retail mobile services market

155.

156.

157.

In the Draft Report, the Commission defined a downstream market for mobile services,
including mobile-originated calling services and mobile subscription services. The
Commission noted that given that end-users have to purchase MTM services together with
mobile access (through a subscription charge) and from the same supplier, these retail
services can be considered to be supplied as a bundle.'”

As noted in paragraphs 125 to 144 above, the Commission considers that separate
wholesale mobile termination markets and retail mobile services markets are appropriate
for the purposes of this MTAS investigation.

Accordingly, the Commission has defined a downstream retail mobile services market that
is consistent with that used in the Draft Report.

7 MTAS Conference Transcript, 3 September 2009, p 209.

1% As discussed in Section IV of this Final Report.

1% The Commission also noted that SMS, MMS and data services are often sold as a bundle of retail mobile services,
including mobile-originated calling and subscription services, and therefore, that these services are all provided in the
same retail mobile services market. See paragraphs 144 to 146 of the Draft Report.
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Retail FTM/tolls market

158.  In the Draft Report, the Commission defined a downstream fixed-to-mobile and tolls
market, which included national and international toll calling. This was consistent with the
approach taken in the Commission’s previous mobile termination investigation.' '’

159. An important consideration in the adoption of a joint FTM/tolls market in the previous
mobile termination investigation was evidence that a high proportion of customers tend to
purchase both tolls and FTM calls from the same supplier. For example, TelstraClear had
previously noted that well over 90% of its customers using pre-selection take national and
international tolls and fixed-to-mobile calls as a single basket.'"!

160. Submissions and discussion at the MTAS Conference indicated that competition in the
fixed-line market is increasingly occurring across broader bundles of services, including
components such as local access, broadband and television, as well as FTM/tolls services.
This suggests that it may be appropriate, at some stage in the future, to broaden the
downstream FTM and tolls market that was defined in the Draft Report.

161. Although the Commission notes the increased prevalence of bundling of fixed-line
services, it considers that the evidence presented is not sufficiently compelling to justify
broadening the market definition at this time. Accordingly, the Commission has concluded
that the downstream FTM/tolls market defined in the Draft Report remains appropriate for
the purposes of this investigation.

162. The Commission notes that this approach is consistent with the view reached by the ACCC
when reviewing the declaration of the mobile terminating access service in May 2009.''?

163.  When declaring MTAS in 2004, the ACCC found that FTM calls are provided in the same
market as national long-distance (NLD) and international direct dialling (IDD) calls on the
basis that they were part of the same single basket of preselected services offered nation-
wide at a retail level. The ACCC did not include internet services in the same market as
the preselected bundle of services because they were not usually offered in the same
bundle. In its May 2009 report, the ACCC retained the same downstream markets that
were defined in its original 2004 report.

Commission’s conclusion on relevant markets

164. The Commission has concluded that the following markets are relevant to this MTAS
investigation:

= the wholesale MTAS market;
= the retail mobile services market; and

= the retail FTM/tolls market.

"% Commerce Commission, Schedule 3 investigation into regulation of mobile termination: Final Report, 9 June 2005.
""ibid, p 38, paragraph 129.

"2 ACCC, Mobile terminating access service: An ACCC Final Report on reviewing the declaration of the

mobile terminating access service, May 2009.
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Competition Assessment
Introduction

165.

166.

167.

In determining whether or not to recommend that MTAS become a regulated service under
Schedule 1 of the Act, the Commission has assessed the level of competition within the
markets that are relevant to this investigation. As noted in the Draft Report, the factors that

the Commission generally considers to be pertinent to the assessment of whether there is

limited competition in a market are listed below:'"

Existing Competition:

= the number and relative size of competitors in the market, including where possible
an assessment of trends in shares over time;

= the extent to which there is product differentiation;

= the degree to which competitors engage in independent rivalry;
= the degree of vertical integration;

= the absence of barriers to customer switching;

= the movement in prices over time, and any evidence of their broad relationship to
underlying costs; and

= evidence that the access provider is acting inefficiently or achieving excess returns.

Potential Competition:

= the potential for entry and the significance of any barriers to entry and expansion that
may exist, and evidence of recent entry and/or expansion;

= the movement in prices over time, and any evidence of their broad relationship to
underlying costs; and

= evidence that the access provider is acting inefficiently or achieving excess returns.

Other Competition Factors:

= the existence of any countervailing power; and
= the constraints imposed by the regulatory environment.

The Commission’s conclusions on the level of competition in each of the relevant markets,
and the key issues considered in reaching these conclusions, are summarised below.

Appendix 3 contains a summary of the competition assessment contained in the
Commission’s Draft Report, as well as a summary of submissions and cross-submissions
received in response to the Draft Report with respect to competition assessment matters.

'3 See Commerce Commission, Decision No. 497: Determination on the TelstraClear Application for Determination
for “Wholesale” Designated Access Services, 12 May 2003.
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Wholesale MTAS market

Existing competition

168.

169.

170.

171.

172.

173.

174.

In the Draft Report, the Commission’s preliminary view was that mobile network operators
are subject to limited competition in the wholesale market for mobile termination access
services on their respective networks, as:

= other mobile networks provide little or no constraint in each of the wholesale MTAS
markets; and

= countervailing buyer power in the hands of fixed network operators is unlikely to
constrain the mobile networks in supplying termination services.

In its submission on the Draft Report, Telecom stated that the Commission’s preliminary
view in the Draft Report that “the two-sided nature of the market does not imply that
mobile networks are constrained when setting prices for termination on their networks” is
incorrect. In support of this view, Telecom submitted that market power in a two-sided
market is the ability to earn economic rents by sustaining prices on both sides of the market
above competitive levels, rather than the ability to sustain prices above marginal cost on
one side of the market. Telecom submitted that, provided that the market is sufficiently

competitive, the feedback effect will drive MTRs down to economically efficient levels.'*

As noted in paragraph 128 above, the Commission agrees with Telecom that the market is
two-sided, and acknowledges that this has a number of implications for competition
analysis. However, the individual mobile network operator supplying the termination
service is the sole supplier of termination of traffic to its subscribers, and consequently,
each mobile network operator has a monopoly over the provision of MTAS on its own
network.

In addition, due to the presence of calling party pays billing (as is the case in New
Zealand), mobile subscribers do not pay to receive calls and consequently are unlikely to
take the price faced by other end-users (in order to call their number) into account when
selecting the network that they wish to subscribe to. As a result, the Commission’s view is
that there is no constraint from existing competition in any of the termination markets.

This aligns with the view expressed by Concept Economics, who noted that the existence
of substantial market power in the case of termination is entirely consistent with the
literature on two-sided markets.''> This is on the basis that the terminating network has a
monopoly over call termination to its customers.

The Commission notes that during discussions at the MTAS Conference, NERA and Covec
acknowledged the existence of the termination bottleneck, noting that the relevant network
acts as the gateway to reach a particular subscriber.''®

The Commission considers that mobile network operators are subject to limited
competition in the wholesale market for MTAS on their respective networks.

"% Telecom, Submission on the MTAS Draft Report, 28 July 2009, paragraph 57.
'3 Concept Economics, Cross-submission on the MTAS Draft Report, 18 August 2009, p 28.
" MTAS Conference Transcript, 2 September 2009, p 35-37.
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The Commission considers the termination bottleneck, and the corresponding market
power associated with this bottleneck, has led to current termination rates being well in
excess of cost. The prevailing MTM and FTM termination rate is 15¢cpm (on a
minute+second basis, or 18.45cpm on a second+second basis), while the prevailing SMS
termination rate is 9.5 cpSMS.'"” These MTRs are significantly above the Commission’s
2009 estimate of the cost of providing the termination service of 5.4-8.3 cpm for voice
termination and 0.95 cpSMS for SMS termination (as set out in Section IV of this Final
Report).

Potential competition

176.

177.

178.

As outlined earlier, the relevant wholesale market has been defined as the national market
for MTAS on each mobile network. In the Draft Report the Commission noted that:

= no other party is able to terminate calls to subscribers of a particular mobile network;
and

= under the CPNP billing method, an increase in termination charges is unlikely to
incentivise the call recipient to switch to another mobile network.

As a result, in the absence of technological developments that might allow direct access to
a mobile subscriber for the purposes of terminating voice calls, there appears to be an
absolute barrier to entry in the wholesale MTAS market.

Accordingly, the Commission considers that existing suppliers of mobile termination
services will not be constrained by potential competition to any significant extent.

Other competition factors

179.

180.

181.

182.

The Commission has also considered whether there are other factors which may act as a
constraint on existing participants in the market. These factors include whether customers
of, or suppliers to, existing participants in the market possess any countervailing power.

Purchasers of termination services from a mobile network operator include other fixed and
mobile network operators. These same operators are also likely to supply (fixed and
mobile) termination services, and therefore, may be a source of countervailing power.

For example, a mobile subscriber calling a fixed-line subscriber involves a call which
terminates on the fixed-line network of the called party. In this case, the fixed network
operator supplies the termination service to the mobile network originating the call.
However, as fixed interconnection is a regulated service under the Act, the Commission
considers that the countervailing power in the hands of fixed network operators is unlikely
to constrain mobile networks in supplying termination services.

Similarly, in respect of MTM termination, in order to enable cross-network traffic, mobile
network operators must obtain interconnection services from competing mobile networks.
The Commission considers that Vodafone and Telecom may possess some form of
countervailing power in respect of interconnection with each others network, given that

""" However, the Commission notes that Vodafone has a commercial interconnection agreement with 2degrees which
contains MTRs that differ from these rates.
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these operators are established in the marketplace and have approximately similar customer
bases.

The Commission considers, however, that a small new entrant is unlikely to possess
countervailing power that will significantly constrain the established operators in supplying
MTM termination services.

Commission’s conclusion on competition in the wholesale MTAS market

184.

185.

The individual mobile network operator supplying the termination service is the sole
supplier of termination of traffic to its subscribers, and consequently, each mobile network
operator has a monopoly over the provision of MTAS on its own network. As a result, the
Commission considers that existing and potential competition will not provide any
significant constraint in the wholesale MTAS market.

Accordingly, the Commission has concluded that mobile network operators are subject to
limited competition in the wholesale market for mobile termination access services on their
respective networks.

Retail mobile services market

Existing competition - Market overview

186.

187.

188.

189.

Since release of the Commission’s Draft Report, 2degrees has launched New Zealand’s
third mobile phone network. Accordingly, there are now three mobile network operators in
New Zealand; the new entrant, 2degrees, and the two established operators, Vodafone and
Telecom.

2degrees launched its network on 4 August 2009, and currently provides coverage using its
own cell sites in Auckland, Wellington, Christchurch, and Queenstown, while relying on
roaming via Vodafone’s GSM network to provide coverage outside these areas. In a media
release prior to its launch, 2degrees stated that it has committed over $250 million in
investment and is building a 2G and 3G network that is HSPA+ capable.'"’

As noted in the Commission’s latest telecommunications market monitoring report, mobile
phone connections grew by three per cent in the year to 30 June 2009, reaching 4.7 million.
This equates to a penetration rate of 109 per cent of the population.'® The number of
mobile phone connections is illustrated in Figure 5 below.

Vodafone’s market share of subscribers is estimated to be 53% as at the end of June 2009,
while Telecom’s market share is estimated to be 47%. As 2degrees had not yet launched as
at 30 June 2009, accurate market share information is not yet available. However, on 12

"8 The Commission considers that this may be exacerbated by the high proportion of on-net traffic carried on the
networks of the established operators, Vodafone and Telecom.
9 http://www.2degreesmobile.co.nz/c/document_library/get_file?uuid=57f85444-cb00-4bbc-8c3d-

a49¢924bf81&groupld=10128.

120 Commerce Commission, Telecommunications market monitoring report: Six months to June 2009, 12 November
2009, p 7, paragraph 18.
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This equates to approximately 4.4% of a total mobile subscriber base of 4.7 million.

Figure 5: Mobile Phone Connections
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190. The Commission has also calculated the market shares of mobile revenue and average
revenue per user (ARPU) based on information from Telecom and Vodafone in response to
the Commission’s MTAS data questionnaire. Vodafone’s market share of mobile revenue
has increased slightly over the period from 2006 to 2008. The results are set out in Table 3

below.

Table 3: Mobile market share and average revenue
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2006 2007 2008
Telecom total mobile revenue ($m) [ 1TRI [ 1TRI [ 1TRI
Telecom market share [ TICRI [ TICRI [ 1CRI
Vodafone total mobile revenue ($m) [ 1VRI [ 1VRI [ 1VRI
Vodafone market share [ TICRI [ TICRI [ 1CRI
Telecom overall mobile ARPU [ 1TRI [ 1TRI [ 1TRI
Vodafone overall mobile ARPU [ TVRI [ TVRI [ TVRI

Source: Telecom, Vodafone (2009).

121 See http://blog.2degreesmobile.co.nz/media/206000-new-zealanders-join-2degrees-mobile-in-first-six-months/
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Mobile penetration rates in 2007 across the 30 OECD countries are presented in Figure 6
below. This indicates that New Zealand’s mobile penetration rate of 102.5% in 2007 was
broadly in line with most OECD countries. As noted in paragraph 188 above, New
Zealand’s mobile penetration rate in June 2009 is estimated to be 109%.

Figure 6: OECD Cellular Mobile Penetration (2007)
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Source: OECD Communications Outlook (2009)

In its cross-submission on the Draft Report, Vodafone conceded that when the Commission
first started considering mobile termination rates in 2004, there was room for improvement
in the retail mobile market in New Zealand. This however, is at odds with statements made
by Vodafone in 2004, where Vodafone argued that:'*

‘The mobile services market is workably competitive — We present data on retail prices, the development
of services, and churn between the networks that sheds further light on the nature and extent of
competition for mobile subscribers. We criticise the use of the OECD figures, arguing that they do not
present a reliable picture of domestic competitive conditions.’

In its cross-submission on the Draft Report, Vodafone argued that competition in the
mobile market is significantly more healthy than it was in 2004. In support of this,
Vodafone pointed to a number of changes that have occurred since that time, including:

= the launch of a third mobile network by 2degrees and the introduction of a number of
mobile virtual network operators (MVNOs);

= anumber of regulatory, government and commercial activities such as mobile
number portability, mobile co-location, national roaming, and its commercial mobile
termination deal with 2degrees; and

122 yodafone, Submission on Schedule 3 investigation into regulation of mobile termination, 30 November 2004, p 14.
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= significant improvements in retail market outcomes, such as decreases in average
. . . . 123
revenue per minute and per SMS and corresponding increases in usage.

194. Many of these issues, as well as other factors which are relevant to the level of competition
in the retail mobile services market, are addressed throughout this competition assessment.

Existing competition - Industry concentration

195. The market share of mobile network operators in OECD countries in 2007 is presented in
Table 4 below. Based on the data presented in the 2009 Communications Outlook, New
Zealand is the only OECD country reported to have only two mobile network operators as
at 2007.'**

Table 4: Market share of mobile network operators in the OECD, 2007

Percentage market share based on number of subscribers

Number of operators: 1 2 3 4 5
Australia 43.3 32.6 16.7 7.4

Austria 40.4 33.4 20.9 5.3

Belgium 45.6 314 23

Canada 37.8 29.2 28.7 2.3 2
Czech Republic 40.4 39.3 20.3

Denmark* 34.3 21 20.3 10.6 53
Finland 39.2 38.4 20.3 211

France* 43.8 33.9 17 6.3

Germany 36.8 34.7 15.2 13.3

Greece 38.6 335 27.9

Hungary 44 35.1 20.9

Iceland 60.1 38.2 1.3 042

Ireland 445 32.3 18.9 4.3

Italy 40.5 33 17.4 9.1

Japan 49.7 28.1 17.4 4.3 0.5
Korea 50.5 315 18

Luxembourg 52.6 36.6 10.8

Mexico 73.3 18.3 5.9

Netherlands

New Zealand 52.2 47.8

Norway 57.1 23.4 9.2 7.6 2.7
Poland 34.2 325 311 2.1 0.1
Portugal* 46.7 38.7 14.6

Slovakia

Spain 45.3 30.7 22.6 0.9 0.5
Sweden

Switzerland 61.8 18.7 18.7 0.8

Turkey 57.1 26.9 16

12 Vodafone, Cross-submission on MTAS Draft Report, 18 August 2009, p 21-23.

'2* No information is provided for the Netherlands, Slovakia, or Sweden. In paragraph 187 of the Draft Report, the
Commission noted that New Zealand and Slovakia were the only two countries in the OECD that had only two
competing mobile network operators.
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United Kingdom3 27.2 23.6 22.4 21.4 54
United States 314 29.4 20.3 12.9 6
*Secretariat estimates.
1. Includes subscribers for a small network based mobile operator and two
MNVOs.
2. Includes two small operators.
3. Includes MVNO subscribers.
Source: OECD Communications Outlook (2009)

196.  With the launch of 2degrees, New Zealand now has three competing mobile network
operators. The Commission notes, however, that the majority of OECD countries were
reported to have four or more MNOs as at 2007.'%

197. The Commission has used the Herfindahl Hirshman Index (‘HHI’)'?°, which is a standard
measure of industry concentration that takes into account both the number of firms in a
market as well as differences in their sizes, to estimate the level of concentration of the
New Zealand mobile market. The Commission estimates the HHI as at 30 June 2009 to be
5018'?’, indicating that the New Zealand mobile market is highly concentrated.

198.  Asnoted in the Draft Report, the Commission considers that this high concentration is
likely to limit the degree of competitive pressure in the New Zealand mobile market.

Existing competition - Network evolution

199. In the Draft Report, the Commission summarised the evolution of the mobile networks of
Telecom and Vodafone.'®

200. Interms of Telecom’s evolution, the earlier analogue AMPS network was superseded by its
digital D-AMPS (or TDMA) network, which enabled Telecom to supplement basic voice
services with advanced services such as Caller ID. Telecom launched its CDMA network
in 2001, allowing a greater range of data applications. Subsequent upgrades of the CDMA
network supported higher data speeds.

201. BellSouth entered New Zealand with its digital GSM network in 1993, which had a
competitive advantage over Telecom’s prevailing AMPS-based services. BellSouth’s
network could offer a broader range of services (including SMS or text messaging), and
also provided customers with greater roaming options outside of New Zealand. Vodafone
purchased BellSouth’s network in 1998, and upgraded the GSM network in response to
Telecom’s CDMA roll-out.

12517 of the 27 countries for which data is reported in Table 4 had four or more MNOs.

126 The HHI is defined as the sum of the squares of market shares. A duopoly involving two firms of equal size has a
HHI of 5000 (sometimes expressed as 0.5), while a duopoly involving one firm with 75% and the other with 25% has
a higher HHI of 6250 (0.625). A monopoly market would have a HHI of 10000 (1.0).

127 Based on the information contained in paragraph 189 above, the Commission has also estimated the HHI post the
entry of 2degrees. Assuming market shares of approximately 50%, 46% and 4% for Vodafone, Telecom and 2degrees,
respectively, the HHI is estimated to be 4632. A value of the HHI above 1800 is typically considered to refer to high
concentration.

128 See paragraphs 192 to 197 of the Draft Report.
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202. In 2005 Vodafone launched its 3G UMTS network, which utilises Wideband CDMA (W-
CDMA) as the underlying air interface. Higher speeds and a wider range of services were
made available as a result of the introduction of 3G technology in New Zealand.'”’ In
October 2006, Vodafone upgraded its 3G network with the introduction of High Speed
Downlink Packet Access (HSDPA), leading to increased connection speeds.'*’

203. In June 2007, Telecom publicly announced plans to develop a UMTS (3G) network, based
on the same W-CDMA technology used by Vodafone."*! The XT network was launched in
May 2009 and provides nationwide 3G coverage primarily utilising spectrum in the 850
MHz band."*? As a result of the launch of the XT network, Telecom and Vodafone are now
competing in the mobile market using the same technology for the first time.

204. In February 2009, Vodafone announced plans to extend its 3G coverage to 97% of the
population'* by 31 May 2009 using 900 MHz spectrum.'** Vodafone had previously
announced that it would offer nation-wide 3G coverage by April 2010. The accelerated
expansion of Vodafone’s 3G coverage appears to have been in response to the launch of
Telecom’s XT network in May 2009.

205. In August 2009, 2degrees launched a GSM 900 MHz network, with data provided using
both GPRS'" and EDGE"* technology. The 2degrees network is 2100 MHz 3G capable,
however, 3G services are yet to be enabled.”’ In a recent media release, 2degrees
indicated that 3G services will be offered in the market “throughout 2010”.'**

206. In its submission on the Draft Report, NERA argued that the Commission presented
evidence of the evolution of network technology in the Draft Report, but failed to recognise
this as a form of vigorous competition between Telecom and Vodafone."*® Similarly,
Telecom submitted that competitive pressures in the New Zealand market have played out
more in relation to coverage-based competition than in many other markets, but there has
also been service-based and price-based competition.'*

207. Vodafone submitted that New Zealand is now world leading in terms of product innovation
and 3G network deployment, noting that there are now two fully developed 3G mobile
networks in New Zealand that both cover 97 per cent of the population. Vodafone noted

129 For example, video calling and mobile TV.

130 http://www.vodafone.co.nz/personal/about/media-centre/2006-media-releases/redefines-broadband-services.jsp

B1 http://www.telecom-media.co.nz/releases_detail.asp?id=3455&page=14&pagesize=10

2 http://www.telecom-media.co.nz/releases_detail.asp?id=3593&page=1&pagesize=10

'3 The Commission notes that land area coverage is significantly lower, being estimated at approximately 40% in
2007. See, for example, the file Public version of results of 2005-06 and 2006-07 TCF telecommunications industry
questionnaire, cells A17-H17 on sheet 2006-07, at
http://www.comcom.govt.nz//IndustryRegulation/Telecommunications/MonitoringandReporting/ContentFiles/Docum
ents/Public%20version%200f%20results%200f%20Telecommunications%20Industry%20Questionnaire%20for%2020
05-06%20and%202006-070.XLS.

% http://www.vodafone.co.nz/about/media-centre/2009-media-releases/3g-coverage-for-all-new-zealanders.jsp

1% General packet radio service (GPRS) is a packet oriented mobile data service. 2G cellular systems combined with
GPRS are often described as 2.5G, providing data rates of 56-114 kbit/s.

13 Enhanced Data rates for GSM Evolution (EDGE) is a backward-compatible digital mobile phone technology that
allows improved data transmission rates, as an extension on top of standard GSM.

17 See the FAQs page on the 2degrees website: www.2degreesmobile.co.nz

18 2degrees media release, 2degrees Mobile broadens network with 3G Spectrum, 5 November 2009.

9 NERA, Submission on the MTAS Draft Report, 28 July 2009, p 4.

10 Telecom, Submission on the MTAS Draft Report, 28 July 2009, paragraph 28.
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that, in contrast, Vodafone’s 3G network deployment is only in the metropolitan areas of
Australia and Ireland; and only covers 90 percent of the population in the UK.'*!

Although there is some evidence of competition between Vodafone and Telecom in
relation to the deployment of new technologies and expansion of coverage, the
Commission notes that if the New Zealand mobile market was workably competitive,
competition would be expected to flourish across a much wider range of dimensions,
including service quality, coverage and price.

Further, as Concept Economics noted in its cross-submission, Vodafone New Zealand was
relatively slow in adopting 3G technology, with its 3G network launch in 2005 coming two
years after near simultaneous launches by Telstra and Hutchison in Australia.'*

Concept also demonstrated in its cross-submission on the Draft Report that average
investment per subscriber is low in New Zealand compared to other OECD countries. This
is illustrated in Figure 7 below.

Figure 7: Mobile investment per subscriber, average over the years 2003 to 2007
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Source: Concept Economics (2009)

Although this indicates that investment in mobile networks may have been historically low
in New Zealand, the Commission notes that since 2007 significant investment has been
undertaken. In 2009 alone:

= Vodafone completed the expansion of its 3G network to cover 97% of the
population;

4

» Telecom launched its XT network based UMTS technology'**; and

! yodafone, Cross-submission on the MTAS Draft Report, 18 August 2009, p 31, paragraph 95.

12 Concept Economics, Cross-submission on MTAS Draft Report, 18 August 2009, p 14.

'3 Concept Economics, Cross-submission on MTAS Draft Report, 18 August 2009, p 15. Data sourced from OECD
Communications Outlook 2009, Tables 4.11 and 4.18.
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» 2degrees launched New Zealand’s third mobile network'*.

The Commission considers that the increased investment in recent years by Vodafone and
Telecom is likely to have been driven to some extent by the anticipated entry of 2degrees
into the New Zealand market. In addition, as noted in the Draft Report, Vodafone appeared
to accelerate the expansion of its 3G coverage in response to the launch of Telecom’s XT
network in May 2009.

The level of competition across a range of other dimensions, including price, is discussed
in the following sections.

Existing competition - Pricing and usage of voice services

214.

215.

In the Draft Report, the Commission’s preliminary view was that the volume of outgoing
mobile minutes in New Zealand is relatively low while average revenues per minute are
relatively high.'*®

Data from the OECD Communications Outlook 2009 on mobile traffic per subscriber is
depicted in Figure 8 below. This indicates that NZ had the third lowest cellular mobile
traffic per subscriber in the OECD in 2007.

' In a media release dated 27 April 2009, Telecom noted that it “is investing over $574 million in the new network
over a two year period which reflects investment in the core network, retail stores and services, and extensive
investment in fibre to ensure an unparalleled customer experience”. See Telecom media release, World class 3G
mobile network comes early, 27 April 2009.

145 As noted in paragraph 187 above, 2degrees has indicated that it has committed over $250 million in investment in
its network.

146 Commerce Commission, Draft Report on whether the MTAS should become designated or specified services, 30
June 2009, p 73, paragraph 225.
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Figure 8: Cellular mobile traffic per mobile subscriber per year (2007)*’
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In its submissions, Vodafone acknowledged that voice usage is low in New Zealand
relative to some other parts of the world, however, disagreed that this is due to high retail
prices for voice calls. Rather, Vodafone argued that the low mobile voice usage in New
Zealand is due to the presence of free local calling and relatively low retail prices for SMS.
For example, Vodafone submitted that the presence of free local calls is likely to lead to a
natural bias towards consumers making more calls using landline networks where
possible.'®

The Commission notes, however, that Concept Economics submitted that in the US fixed
local calls are almost universally free (and monthly fixed line rentals are significantly lower
than in NZ), yet despite this mobile usage is by far the highest in the OECD.'*
Furthermore, although it is possible that some end-users will use text messaging as a
substitute for voice calls'’, the Commission considers that this alone is unlikely to explain
New Zealand’s voice usage relative to other OECD countries.

In its cross-submission on the Draft Report, Vodafone noted that its average retail price per
minute for voice calls has fallen by 18 percent on average across each of the years between
2004-05 and 2008-09. Vodafone also noted that its volume of voice calls per customer has
increased on average by 15 percent each year over the same period.""

147 No data was available for 2007 for Australia, Canada, Czech Republic, Germany and the Netherlands.
18 yodafone, Cross-submission on MTAS Draft Report, 18 August 2009, p 27.

' Concept Economics, Cross-submission on the MTAS Draft Report, p 12.

1% particularly price-sensitive end-users, purchasers of bundles of SMS and younger end-users.

131 Vodafone, Submission on the MTAS Draft Report, 28 July 2009, p 21, paragraph 65.



219.

220.

221.

222.

69

973435 1
The Commission considers, however, that the increases in volumes/decreases in prices in
recent years in New Zealand are likely to have largely been driven by the introduction, and
increasing uptake, of cheap on-net plans such as Bestmates and Family. The Commission
considers that such plans may create the illusion of increased competition by generating
significant increases in usage and decreases in average revenue per minute. However, on-
net pricing plans such as these can actually have the effect of making entry and expansion
more difficult for a new entrant due to the creation of closed networks.

In relation to OECD benchmarking, the Commission notes the submission from Concept
Economics suggesting that the Vodafone Base plans (now referred to as Vodafone ‘Easy’
plans) artificially inflate New Zealand’s ranking as they appear to have been developed
purely to fit the OECD benchmarking methodology.'**

The Commission agrees with Concept Economics that these plans could potentially have
been designed to perform well in the OECD benchmarking. However, the restrictive
conditions on these plans have recently been removed and accordingly the Commission
now includes the Vodafone Easy plans when reporting the results of the OECD
benchmarking. The Commission notes, however, that it was recently reported that
approximately 14,000 customers subscribe to the Easy plans'>, which only equates to
approximately 0.5% of Vodafone’s mobile subscriber base.

Figure 9 below depicts the percentage of pre-paid subscribers across all 30 OECD countries
in 2007. With 68 percent of mobile subscribers as pre-paid customers, New Zealand has a
higher proportion of pre-paid customers than most mobile markets in the OECD.

132 Concept Economics, MTAS: Cross-submission, 18 August 2009, p 9.
133 http://www.stuff.co.nz/the-press/news/2750803/OECD-figures-make-mobile-rates-look-good



223.

224.

225.

70

973435 1
Figure 9: OECD Mobile Pre-paid Subscriptions (2007)
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In order to reflect the importance of pre-paid plans in New Zealand, the Commission now
separately reports the results of OECD benchmarking for pre-paid and post-paid plans.

In the Draft Report the Commission reported the results of the February 2009 OECD
benchmarking, noting that Vodafone’s Base plans were typically ranked in the top half of
the OECD countries. However, in respect of pre-paid benchmarking, the Commission
reported that New Zealand ranked poorly, being amongst the five most expensive countries
in the OECD."* Specifically, based on the February 2009 benchmarking, New Zealand’s
pre-paid ranking was 27 out of 30 for the low and high user baskets, and 26 out of 30 for
the medium user basket.'>

The results of the August 2009 benchmarking, as reported by the Commission in its latest
telecommunications sector monitoring report'*°, are summarised in Table 5 and Table 6
below.

13 See paragraphs 215 to 220 of the MTAS Draft Report.
133 See Table 17 of the Draft Report.
1% Commerce Commission, Telecommunications market monitoring report: Six months to June 2009, 12 November

20009.
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Table 5: OECD Rankings, August 2009 (Pre-paid)**’
Cheapest NZ | Annual price Ranking (out | % of OECD
Plan of plan ($NZ) | of 30) average
Low user 2degrees $213.93 12 79%
Medium user | 2degrees $367.23 10 68%
High user 2degrees $805.19 16 80%
Source: Commerce Commission (2009)"®
Table 6: OECD Rankings, August 2009 (Post-paid)

Cheapest NZ Plan | Annual Ranking (out | % of OECD
price of of 30) average
plan ($NZ)

Low user Vodafone Easy 20 | $188.52 9 71%
Medium user | Vodafone Easy 60 | $329.17 11 80%
High user Vodafone Easy 150 | $553.71 12 90%

Source: Commerce Commission (2009)

159

Following the launch of 2degrees, for the first time in the Commission’s analysis, New
Zealand is ranked below the OECD average for both pre-paid and post-paid plans.
However, the Commission notes that there is typically a significant increase in price from
the cheapest New Zealand plan to the second cheapest New Zealand plan for each usage
basket. For example, if 2degrees is omitted from the pre-paid benchmarking and the
Vodafone Easy plans are omitted from the post-paid benchmarking, New Zealand’s

performance in the benchmarking diminishes dramatically.

160

Significantly, when 2degrees is excluded from the August 2009 pre-paid benchmarking,
New Zealand’s ranking drops to 24 out of 30 for the low user basket, 27 out of 30 for the
medium user basket and 28 out of 30 for the high user basket. This indicates that in the
absence of the 2degrees pre-paid offering, New Zealand has some of the highest pre-paid
prices in the OECD.

In addition, the Commission notes that only a very small proportion of New Zealand’s
mobile subscriber base is served by those plans which perform well in the OECD

benchmarking (i.e., the pre-paid offering from 2degrees and the Vodafone Easy plans).

161

The Commission also notes that 2degrees’ pre-paid plan offers a significantly lower off-net
calling rate than the pre-paid plans of Vodafone and Telecom. Specifically, 2degrees’
headline off-net rate is 44cpm, while the headline off-net rate for Vodafone and Telecom
pre-paid subscribers is 89cpm.'® As noted in paragraph 288 below, the Commission

7 In reporting the results of the OECD benchmarking, the Commission has supplemented the Teligen data by adding
the 2degrees pre-paid plan.
138 Based on analysis of data from Teligen T-Basket, August 2009.
13 Based on analysis of data from Teligen T-Basket, August 2009.
1% See Figure 3 to Figure 8 of the Commission’s Telecommunications market monitoring report for the six months to
June 2009.
1! See paragraphs 189 and 221 above.
192 Although Telecom’s prepaid plan has the same headline 89cpm calling rate as Vodafone’s, Telecom prepaid top-

ups of $20 on its XT network attract a bonus credit of 25 per cent (making prices effectively 20 per cent cheaper) and




230.

72

973435 1
considers that in lowering its off-net price below that of Vodafone and Telecom, 2degrees
is likely to stimulate greater volumes of outgoing off-net traffic, resulting in net termination
payments to the other operators. As discussed in paragraphs 272 to 289, such a traffic
imbalance, when combined with significantly above-cost MTRs, is likely to have an
adverse impact on the ability of a small operator such as 2degrees to continue to compete
effectively in the market.

Although there have been significant decreases in price, corresponding increases in usage,
and New Zealand now performs relatively well in the OECD benchmarking, the
Commission considers that this does not imply that the competition issues identified in
earlier reports have been resolved. Rather, the headline off-net pricing offered by
2degrees, relative to that offered by Vodafone and Telecom, indicates that significant
traffic imbalances in favour of the established operators could be expected. Where the
MTRs that apply to this traffic are significantly above cost, such traffic imbalances will
lead to a substantial transfer of resources from the small entrant to the larger mobile
networks, thereby limiting the ability of 2degrees to compete in the mobile market.

Existing competition - Pricing and usage of SMS services

231.

232.

233.

234.

235.

Throughout this MTAS Investigation, 2degrees has repeatedly noted that SMS is a key
platform for market entry. For example, in its submission on the Draft Report, 2degrees
stated:'®

"The Draft Report does not, in our view, place sufficient weight on the role of SMS as an essential
mechanism for market entry. It is not possible to be a full-service provider from day one. Rather, entry
begins at the “value-based” end of the market, with the lowest cost service being SMS."

Similarly, in its cross-submission on the Draft Report, 2degrees stated:'®*

"A feature of the New Zealand market is the relatively high incidence of SMS relative to voice. Putting
aside the fact that this is arguably due to the extremely high cost of voice, SMS has become an
accepted and common form of communication. Notably at the more value-based end of the market."

Vodafone, however, has submitted that there is limited justification for regulating SMS as
this service already has very low prices and high usage in New Zealand. In order to
support these assertions, Vodafone presented information on average revenue per SMS and
SMS usage comparing Vodafone New Zealand to other Vodafone operating companies.

With a view to comparing SMS usage in New Zealand with other jurisdictions, the
Commission has supplemented information contained in the 2008 Ofcom report on the
international communications market with data received as part of the MTAS data
questionnaire.

Figure 10 displays SMS usage per month in 10 countries. In 2007, SMS usage in New
Zealand was approximately [ ] CRI messages per capita per month, indicating that New
Zealand has higher monthly SMS usage per capita than each of the countries included in
the Ofcom report.

Telecom’s plan bills per second after the first minute rather than rounding up to the nearest minute as is the case with
Vodafone and 2degrees prepaid plans.

19 2degrees, Submission on the MTAS Draft Report, 28 July 2009, p 8, paragraph 1.19.

1% 2degrees, Cross-submission on the MTAS Draft Report, 18 August 2009, p 29, paragraph 6.1.
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Figure 10: SMS usage per capita per month (2007)
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236. Ofcom has also published data on the relationship between pricing and usage of SMS
services for a number of countries. This is depicted in Figure 11 below.

15 Ofcom, The International Communications Market 2008, 20 November 2008, Figure 5.16, p 204.
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Figure 11: SMS messages per mobile connection and average revenue per SMS, 2007
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As noted above, in 2007, SMS usage in New Zealand was approximately [ ] CRI

messages per capita per month. In addition, average revenue per SMS was approximately [
] CRI pence'”’. Accordingly, when compared to the countries included in Figure 11 above,
New Zealand has the lowest price and highest usage. This appears to support Vodafone’s
statements that, in respect of SMS, prices are low and usage is high in New Zealand
relative to other countries.

Despite New Zealand exhibiting relatively low retail pricing and high usage for SMS, the
Commission has a number of concerns regarding the competitive conditions in the current
retail market for SMS services.

In particular, the Commission notes that the prevailing SMS termination rate of 9.5 cents is
well in excess of the Commission’s cost-based estimate of 0.95 cents. Furthermore, as
noted in Table 7 below, off-net retail SMS prices remain well in excess of on-net prices.

In the Draft Report the Commission stated that:'®®

‘...above-cost pricing at the wholesale level has flowed through to the downstream retail market,
particularly in relation to the average prices for off-net SMS messages, which for both Telecom and
Vodafone are significantly in excess of the average prices for on-net SMSs...

The Commission is concerned that the price difference between on-net and off-net prices, and the above
cost nature of SMS pricing, particularly for off-net SMSs, is likely to create a significant barrier to
market entry and competition.’

The Commission is still concerned by the combination of above cost SMS termination rates
and the on-net/off-net pricing differentials observed in the retail market. On-net and oft-
net average revenue per SMS figures for 2008 are presented in Table 7 below.

1% Ofcom, The International Communications Market 2008, 20 November 2008, Figure 5.17, p 205.

17 Calculated by converting the NZ industry average revenue per SMS for 2007 of approximately [ ] CRI to pence
using an exchange rate of 0.3876 (as at 31 December 2007). Source: www.oanda.com.

1% Commerce Commission, Draft Report on whether the MTAS should become designated or specified services, 30
June 2009, p 74-75, paragraphs 230 and 233.
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Table 7: On-net and off-net average revenue per SMS in New Zealand (2008)
Vodafone Telecom Industry

On-net [ ]VRI [ ]TRI [ ]CRI
Off-net [ 1VRI [ 1TRI [ ICRI
Average [ 1VRI [ ]TRI [ ]ICRI
On-net/off-net

differential [ 1VRI [ ]TRI [ ICRI

Source: Telecom, Vodafone (2009).

These on-net/off-net differentials appear to have caused the vast majority of SMS traffic in
New Zealand to remain on-net. Based on information received in response to the MTAS
data questionnaire, the Commission estimates that, in 2008, more than 90% of SMS traffic
in New Zealand was carried on-net.'®

The lack of cross-network SMS traffic suggests that the retail market outcomes in respect
of SMS may not be as competitive as Vodafone suggests. As noted in paragraphs 272 to
289 below, the Commission’s view remains that the combination of significantly above-
cost termination rates and on-net discounting is likely to act as a barrier to entry and
expansion in the mobile market. As with voice termination, the Commission considers that
in the presence of above-cost SMS termination rates and on-net discounting, a small entrant
may need to offer off-net services at prices that are comparable to on-net prices charged by
the established operators. The Commission considers that this has the potential to generate
traffic imbalances in favour of the established operators.

This is reflected in submissions from 2degrees. For example, in its cross-submission on the
Draft Report, 2degrees argued that the prevalence of on-net SMS bundles in New Zealand
has had a foreclosure effect on the market. 2degrees stated that:'”

“...for many target customers SMS is a “must have” and we cannot access those potential customers as
they use SMS bundles and are tied into closed-net calling circles.”

In its written opening statement provided prior to the MTAS Conference, Vodafone argued
that, since 2003, traffic flows between Vodafone and Telecom have been largely invariant
to different on-net and off-net pricing offers. In addition, Vodafone stated that its rivals
have provided no data to support their conceptual arguments to show what might happen if
SMS termination rates remain at current levels.'”'

Although the Commission notes the information presented by Vodafone regarding SMS
traffic flows, it considers that traffic between two established operators, with roughly equal
market shares, is unlikely to be representative of the likely traffic flows between
established operators and a small new entrant. In particular, as Vodafone and Telecom
each already had a substantial subscriber base prior to the introduction of the various on-net
offers referred to by Vodafone'”?, the impact on traffic flows is unlikely to be as
pronounced as it would be in the case of a new entrant.

19 See Table 8 below.

179 2degrees, Cross-submission on the MTAS Draft Report, p 33, paragraph 6.26.
! Vodafone, MTAS Written Opening Statement, 31 August 2009, p 27-29.

172 Quch as free text weekends, TXT2000, BestMates and Family.



76
973435 1

247.  Traffic data supplied to the Commission following the launch of 2degrees indicates that the

SMS traffic from 2degrees to Vodafone as a proportion of SMS traffic from Vodafone to

2degrees across August and September 2009 was [ ] RI. This supports the view that, in

order to compete in the SMS market, 2degrees is likely to face a traffic imbalance in favour

of an established operator engaging in significant on-net price discounting, for example,

Vodafone with plans such as BestMates and TXT2000.'"

248.  Accordingly, the Commission considers that the significantly above-cost nature of SMS
termination is likely to act as a barrier to efficient entry and expansion in the mobile
market.

Existing competition - On-net/off-net volumes and pricing differentials

249. The Commission stated in the Draft Report that above-cost MTRs are likely to limit the
extent to which an entrant will be able to compete with existing retail on-net prices in New
Zealand. While the Commission acknowledged that plans offering discounted on-net
prices are likely to offer significant benefits to end-users who subscribe to the same
network, its preliminary view was that on-net discounting may also form a significant
barrier to entry by locking subscribers into a particular network as they, and other people in
their calling circles, benefit from low on-net calling rates.'”

250. In the Draft Report the Commission noted that retail prices for on-net services have
generally been significantly lower than for off-net services between networks. The
Commission also noted that, in 2008, on-net traffic accounted for more than 80% of all
MTM voice traffic, and a higher proportion for SMS. The volumes of on-net and off-net
MTM traffic for 2008, as reported by Vodafone and Telecom in response to the
Commission’s data questionnaire, are summarised in Table 8 below.'”

Table 8: MTM on-net and off-net traffic volumes (2008)

Vodafone Telecom Total

Voice

Outgoing MTM calls on-net national | [ ] VRI [ ]TRI [ ]CRI
Outgoing MTM calls off-net national | [ ] VRI [ ]TRI [ ICRI
Total MTM voice traffic national [ TVRI [ ]TRI [ ICRI
% voice traffic on-net [ TVRI [ 1TRI [ ICRI
SMS

SMS messages sent on-net national | [ ] VRI [ ]TRI [ ]CRI
SMS messages sent off-net national | [ ] VRI [ ]TRI [ ICRI
Total SMS traffic national [ TVRI [ 1TRI [ ICRI
% SMS traffic on-net [ 1VRI [ 1TRI [ 1CRI

Source: Telecom, Vodafone (2009).

'3 Further discussion regarding the possible levels of SMS traffic imbalance between 2degrees as the small entrant,
and the larger mobile operators, is included in paragraphs 812 to 813 below.

' See paragraph 286 of the Draft Report.

' The voice usage reported is based on actual (rather than billed) minutes.
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Telecom submitted that on-net pricing is reflective of marketing strategies adopted by
various operators and bears no relationship to MTRs. Telecom noted that on-net price
discounting exists in 27 out of the 30 OECD mobile markets.'”

The Commission has compared the prevalence of on-net calling in New Zealand to a
number of European countries using publicly available data. The shares of on-net and off-
net mobile minutes (as a percentage of all mobile-originated minutes) for each of these
countries is outlined in Table 9 below.

Table 9: Proportion of on-net and off-net mobile calls (2008)*"

UK Spain France | Sweden | NZ
On-net calls 34.45% | 55.99% | 52.25% | 48.48% | [ ] CRI
Off-net calls 27.12% | 27.63% | 26.66% | 24.90% | [ ] CRI
Ratio 1.27 2.03 1.96 1.95 ] CRI

[
Source: Ofcom (2008)' ", CMT (2008)"”, Arcep (2009)'™, PTS (2009)"*, Telecom and
Vodafone (2009)

This indicates that the ratio of on-net to off-net mobile traffic in New Zealand is
significantly higher than that observed in these European jurisdictions. Accordingly, the
Commission considers that any barrier to efficient entry and expansion that is created by
on-net discounting is likely to be of particular concern in the context of the New Zealand
market.

The high level of on-net traffic in New Zealand is likely to be driven by the introduction of
pricing plans that offer cheap on-net calling and texting, such as Vodafone BestMates,
Vodafone Family, Vodafone TXT2000 and Telecom My Favourites. The Commission
notes that the introduction of these plans appears to have led to a dramatic increase in the
level of on-net traffic over the period from 2006-2008, particularly with regard to
Vodafone’s network.

With the launch of its XT network, Telecom has moved away from on-net discounting on
that network, with headline pricing on both pre-paid and post-paid XT plans applying to
calls to any network. However, the Commission notes that lower-priced on-net calling is
still offered to XT customers through the MyFavourites add-on. Furthermore, Telecom
customers on its legacy CDMA network still have access to plans which encourage on-net
calling, through the inclusion of a significantly greater number of on-net minutes than off-
net minutes.'**

17 Telecom, Submission on the MTAS Draft Report, 28 July 2009, paragraph 75.

"7 The figures in Table 9 are based on on-net and off-net MTM minutes as a proportion of total mobile-originated
minutes (including, for example, mobile-to-fixed calls).

178 Ofcom, The Communications Market 2008, p 339, figure 5.71.

179 CMT, 2008 Annual Report — Chapter 3: Industry Statistics, p 277.

1% Arcep, The electronic communications services market in France in the 4™ quarter 2008, May 2009, p 25.

181 pTS, The Swedish Telecommunications Market 2008, 9 June 2009, p 79, table 20.

182 For example, ‘Freetime 125’ includes 100 off-peak minutes to NZ landlines and Telecom mobiles, and 25 off-peak
minutes to other NZ mobiles. See http://www.telecom.co.nz/mobile/yourmobile/cdma/changeplan
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2degrees also offers on-net discounting in the form of a reduced voice rate of 22cpm to
2degrees mobiles and landlines in 22 countries as part of its ‘Magic Top Up’ scheme. This
on-net rate is half of the standard headline any-network calling price of 44cpm.

Table 10 below displays the level of on-net discounting for voice and SMS in 2008 by
Vodafone and Telecom. The on-net discount is calculated by comparing the on-net and
off-net average revenue per minute (ARPM) for voice, and the on-net and off-net average
revenue per SMS (ARPSMS) for SMS.'®?

Table 10: Retail on-net discounting in New Zealand (2008)

Vodafone Telecom

Voice

On-net ARPM [ JVRI [ ]TRI
Off-net ARPM [ ]VRI [ 1TRI
On-net Discount [ 1VRI [ ]TRI
SMS

On-net ARPSMS [ JVRI [ ]TRI
Off-net ARPSMS [ ]VRI [ 1TRI
On-net Discount [ 1VRI [ ]TRI

Source: Telecom, Vodafone (2009)

This indicates that the average on-net discount for voice on Vodafone’s network in 2008
was approximately [ ] CRI, while the corresponding discount for Telecom is [ ] CRI.
The Commission notes, however, that these figures are unlikely to capture the effect of
Telecom MyFavourites, which allows unlimited calling between certain Telecom (mobile
and landline) numbers, as this plan was introduced in mid-late 2008.

In an article provided to the Commission as part of Vodafone’s submission on the Issues
Paper, Dr. Jonathan Sandbach presented a simple theoretical model which predicts the on-
net pricing discount as a product of two components:

= the ratio between the marginal costs of on-net and off-net calls (the latter including
the other network’s termination rate); and

= afactor that is only important if there are call externalities.

Assuming that the marginal cost of on-net call termination is approximately one third of the
termination rate, Sandbach noted that:'®

“Ignoring call externality effects, we would...expect to see on-net discounts of around 50%, when
averaged across all tariffs offered by an operator. Comparing this value to Chart 4 [graphs showing
thelevel of on-net discounting in each OECD country], we see that very few MNOs have effective on-net
discounts as high as this.”

'8 The ARPM figures are based on actual minutes and include an apportionment of subscription revenue as referred to
in paragraphs 591 to 594 below.

'8 Dr. Jonathan Sandbach, Theory and practise of on-net pricing, Vodafone Policy Paper Series: Number 8, April
2008, p 41.
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261. The Commission notes that Table 10 above indicates that the level of on-net discounting in
New Zealand is generally greater than the 50% referred to by Dr. Sandbach, suggesting that
the level of on-net discounting in New Zealand may be relatively high compared to other
OECD countries.'®

262. Vodafone and Covec have argued that low on-net pricing is unlikely to foreclose entry into
the New Zealand mobile market. According to Vodafone:'®

‘In New Zealand, the extent of on-net price discounting for voice is mainly limited to closed user group
offerings such as BestMate and Family that are targeted to groups of 2 or 4 consumers. Importantly, a
large proportion of our customers do not subscribe to an on-net pricing bundle. Of our subscribers:

= less than [ ] VNZCOI pre-pay customers subscribe to BestMate;
= there are approximately only [ ] VNZCOI “Family” hubs; and
= over[ ] VNZCOI active pre-pay customers do not subscribe to an on-net bundling offer.’

263. Covec submitted that blanket discounted on-net voice prices are not offered by
Vodafone.'®” According to Covec, low on-net prices are driven by closed user groups, such
as Vodafone’s BestMates and Family plans, each of which typically involves a small group
of subscribers:'**

‘Low prices are only available for calls to small groups. The task would be very much tougher for a new
entrant if these voice plans were available to anyone on-net. Under the current structure of prices, it is not
necessary for an entrant to offer low any-net pricing to compete with the existing on-net pricing.’

264. Vodafone has indicated that a relatively small proportion of its pre-pay customers subscribe
to the BestMates plan. The Commission notes, however, that Vodafone’s on-net offers
extend beyond BestMates for pre-paid customers. For example, a significant number of
Vodafone’s contract plans include a free BestMate within the monthly subscription
price."® Vodafone has informed the Commission that the total number of pre-pay and
contract BestMates subscribers as of June 2009 was [ JVNZRI.'°

265. Following the MTAS Conference, Vodafone also provided data to show that:

= of all its BestMate customers, [ ] VNZRI are exclusively reciprocated so that both
parties pay to be each other’s BestMate, and do not pay to be any other person’s
BestMate;

= afurther [ ] VNZRI are exclusive one-way BestMates, where one party pays, and
the receiving party does not pay to be any other person’s BestMate;

= overall, [ ] VNZRI of BestMate customers are in calling circles sized two; and

185 Although New Zealand is already included in Chart 4 of the Sandbach paper, the Commission considers that the on-
net discounts referred to in Table 10 above are likely to provide a more accurate reflection of the level of on-net
discounting in this country. In particular, this is because Table 10 provides industry average on-net discounts, while
the Sandbach paper relies on data collected by Teligen regarding a limited number of certain retail plans.

18 yodafone, Written Opening Statement, 31 August 2009, page 19.

187 Covec, Comments on the MTAS Conference ‘Whiteboard” Examples, 9 October 2009, paragraph 16.

188 ibid, paragraph 17.

1% According to Vodafone’s website, of the 16 on-account plans offered by Vodafone, 12 include a free BestMate
within the subscription price.

190 Letter from Vodafone (Richard York) to the Commission (Shane Kinley), RE: request for additional information
after the MTAS Conference, 1 October 2009.
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= a further [ ] VNZRI pay for more than one (two or three) BestMates and are
therefore part of calling circles sized three or four.'”!

Accordingly, the Commission acknowledges that, when viewed in isolation, Vodafone
BestMates generally involves relatively small calling circles. However, the data presented
in paragraph 265 above ignores linkages with the Vodafone Family plan and other broader
on-net offerings.

Contrary to Covec’s assertion, a number of Vodafone’s contract plans include a monthly
allocation of on-net voice minutes (as well as on-net texts) that can be used to call any
Vodafone mobile subscriber. For example, Vodafone’s Mega 20 plan includes 20 any-
network minutes per month, and 200 on-net minutes per month. Vodafone’s Talker plans
include unlimited free on-net minutes over weekends.'”?

Furthermore, Vodafone’s pre-pay plans include other forms of on-net discounting, in
addition to BestMates. Under the Free Weekends offer, pre-pay subscribers who spend $5
during a Monday-Friday period receive unlimited free on-net texts over one weekend,
while those who spend $10 receive unlimited free on-net texts and calls over a weekend.
Vodafone pre-pay customers can also make on-net calls of up to 2 hours for $2 during oft-
peak periods. In addition, Vodafone’s popular SMS plan, TXT2000, offers 2000 on-net
text messages for $10 per month.

The Commission also notes that Vodafone offers a range of business-specific on-net plans,
including its talkZone plans.

Accordingly, many on-net pricing offers that currently exist in the marketplace are not
limited to traffic between certain subscribers who form part of a ‘small’ calling circle. The
Commission therefore considers that the submissions from Vodafone and Covec discussed
above understate the importance and prevalence of on-net pricing in New Zealand.

The Commission considers that the on-net/off-net differentials referred to in Table 10
above are likely to have strengthened the incentives for end-users to congregate on a
particular network, potentially creating a significant barrier to entry in the New Zealand
mobile market. This is addressed further below.

Existing competition - Third entrant and the impact of on-net discounting and above-cost MTRs

272.

273.

2degrees has now entered the New Zealand mobile market, and there are now three mobile
network operators in this country. As the Commission noted in the Draft Report,'”” the
entry of 2degrees as a third mobile network is a significant development in the retail mobile
market in New Zealand, with the previous instance of network-based entry occurring with
BellSouth’s (now Vodafone) entry in 1993.

However, the Commission’s view remains that the ability of 2degrees to compete and
expand is likely to be limited as long as MTRs remain significantly above cost.

! Letter from Vodafone (Richard York) to the Commission (Shane Kinley), RE: request for additional information
after the MTAS Conference, 1 October 2009, p 5.

192 yodafone’s Talker plans also include a free BestMate.

1% Commerce Commission, Draft Report on whether the MTAS should become designated or specified services, 30
June 2009, p 87, paragraph 301.
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In their submissions, Vodafone and Telecom have argued that changes in MTRs will have
little impact on competition and on retail outcomes for consumers. These submissions
appear to be based on the view that traffic flows between the mobile operators are likely to
be roughly in balance.'” However, in the Draft Report the Commission raised concerns
about the potential effect of heavy on-net discounting combined with high MTRs to impair
or prevent efficient expansion by a small entrant such as 2degrees.

Similar concerns have also been raised in submissions made by and on behalf of
2degrees.'”” These submissions suggest that low on-net retail pricing may lead to a traffic
imbalance in favour of a large mobile operator. In the presence of on-net discounting,
customers will tend to place greater value on subscribing to a larger network, as they are
able to take advantage of the lower on-net price for calls to a large subscriber base.

Covec’s cross-submission on the Draft Report argued that on-net discounting intensifies
competition between mobile networks by creating network effects. While this may be true
in respect of competition between networks of a similar size, such pricing can also reduce
competition by limiting or deterring entry or expansion by smaller networks. In its earlier
submission on the Draft Report, Covec noted that on-net discounts will make subscription
to a larger network more valuable for consumers. This is likely to create a competitive
advantage for larger networks.

This has been recognised by a number of submissions on behalf of 2degrees, as well as by
other regulators such as the ERG. In addition, the competitive implications of on-net
discounting have been increasingly recognised in the literature. For example, Armstrong
and Wright note that:'*°

‘By setting above-cost MTM termination charges, incumbent networks can induce network effects which
make entry less attractive for the newcomer. With high MTM termination charges, off-net calls will be
more expensive, which particularly hurts a small network since the bulk of its subscribers’ calls will be
off-net. An additional effect of high off-net call prices will be to reduce the number of calls received by
a small network’s subscribers, thereby further reducing its ability to compete when call externalities are
important.’

Covec’s submission also stated that if all mobile customers are identical, then traffic flows
between mobile networks will be balanced regardless of market share. However, this view
seems to overlook the implications of different prices for calls between networks. As
highlighted in submissions by Concept and Dr Haucap on behalf of 2degrees, in the
presence of on-net discounting by large operators, a small mobile entrant is likely to have
to lower its off-net prices in order to attract subscribers.'”’” If the entrant’s off-net price is
lower than the incumbent’s off-net price, this is likely to create a traffic flow in favour of
the latter, as the entrant’s subscribers make relatively more calls or send more messages to
the incumbent’s subscribers. If MTRs are above-cost, the entrant operator will end up
transferring resources to the established operators.

194 yodafone, Submission on the MTAS Draft Report, 28 July 2009, paragraphs 354 to 366.
195 For example; 2degrees, Submission on the MTAS Draft Report, 28 July 2009, paragraphs 5.25-5.27.
196 Armstrong, M., and J. Wright, “Mobile Call Termination”, in The Economic Journal, June 2009, pages 288 and

289.

7 Concept Economics, MTAS: Cross-submission, 18 August 2009; Haucap submission, Short report on the
assessment of the expected costs and benefits of lower mobile termination rates in New Zealand, 18 August 2009.
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279. Atthe MTAS Conference, Covec acknowledged, at least in respect of SMS, that the
probability of receiving an SMS in response to sending one will be influenced by prices.'”®
Vodafone also referred to the high probability of symmetric SMS flows in its submission
on the Draft Report,'”” although again this appears to relate to its experience with Telecom,
and may not be as relevant where a small entrant is competing in the manner described
above.

280. Inrelation to SMS, the Commission also notes Vodafone’s earlier submissions that SMS
traffic will be largely in balance, and that as a result, changes in SMS termination rates will
have little impact on any operator’s cashflows.”*’ If this were the case, it might be
expected that the pass-through rate for SMS (i.e. the reduction in retail SMS prices for a
given reduction in SMS termination rates) would be close to zero, as there would be
nothing to pass through to end-users. However, in attempting to demonstrate the consumer
benefits from its revised SMS undertaking of 2 October 2009 relative to regulation,
Vodafone subsequently used a pass-through rate of between 50% and 124% for SMS.*"!

281. Both Concept and Dr Haucap have provided examples demonstrating how on-net
discounting at the retail level combined with high wholesale MTRs can constrain the ability
of a small entrant to expand and compete with larger established mobile operators.””
Similarly, WIK has noted that:***

‘It is a well established result in the regulatory economic literature that the combination of high MTRs
and on-net/off-net price differentials can generate strategic barriers to entry.’

282. The European Commission has raised similar concerns over the potential for high MTRs
and asymmetric traffic flows to disadvantage small entrants:***

‘Where regulated off-net termination rates are set above an efficient level of cost, this can have negative
competitive implications in the presence of asymmetric traffic flows between operators, in particular for
the ability of smaller operators to match the on-net offers of their larger competitors.’

283. In the Draft Report, the Commission also referred to comments made by the ERG on this

type of situation. According to the ERG (emphasis added):**

‘In some European markets, larger operators do often take advantage of the difference between internal
and external cost signals (respectively for on-net and off-net calls) to charge very different prices for on-
net and off-net calls, by offering:

= alower price towards any number of their own network

8 MTAS Conference Transcript, 3 September 2009, page 209.

1 Vodafone, Submission on the MTAS Draft Report, 28 July 2009, paragraph 377.

2% ibid, paragraph 376.

1 According to Vodafone’s analysis, the large benefits from the earlier reduction in SMS termination rates in its
revised undertaking of 2 October 2009 (where the SMS termination rate is reduced from 9.5cptxt to 1.2cptxt in April
2010) outweigh the subsequent smaller benefits from regulation. Vodafone submission, 16 October 2009, paragraph
26. See also Table 1, and Annex B for results and details of Vodafone’s SMS welfare analysis.

292 Concept Economics, MTAS: Cross-submission, 18 August 2009; Haucap submission, Short report on the
assessment of the expected costs and benefits of lower mobile termination rates in New Zealand, 18 August 2009.

23 WIK, Commentary on issues raised in submissions regarding the Commerce Commission’s MTAS investigation
and during the conference on 2 and 3 September 2009, February 2010, p 38.

2% European Commission Staff Working Document, 7 May 2009, page 13.

5 ERG(07)83, pages 97-98.
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= alower price towards a few numbers of their own network

=  unlimited calls toward a few numbers of their own network

These offers can induce a market situation where small operators have difficulties in attracting customers
towards their networks, in particular in saturated markets (which is currently the case in European
markets).

Such retail pricing structures alone are not necessarily a competition problem, and its prevalence and
nature varies between member states. This potential competition issue is, however, compounded
when MTRs (charged by large networks) are significantly above costs really due to terminate calls.
The extreme situation can appear when on-net prices are lower than MTR tariffs. As discussed, these
considerations highlight the importance of setting MTRs at cost. In the interim period, it is recognised
that the small operators, among other strategies, can try to overcome the network effect by
decreasing its off-net price — so that customers can compare it with the on-net price of the larger
network — it then faces the problem that it has to pay to terminate such a call a high wholesale
price -the MTR-, whereas it only receives a quite low retail price. If the MTR is above the retail price
(equal to the on-net price of the larger network), then the smaller operator may in the limit be forced to
incur a loss on its off-net calls, if it wants to be competitive.’

In their submissions on behalf of 2degrees, Concept Economics and Dr Haucap provided
illustrative examples of how a small mobile entrant may struggle to compete against large
operators where there is heavy on-net discounting at the retail level and high wholesale
MTRs. According to these submissions, a small entrant will earn lower margins on
customers than the larger networks, with a net traffic outflow likely from the small entrant
to the large networks.

Telecom, on the other hand, provided the example of Vivatel as a mobile entrant competing
successfully in the face of high MTRs.**® The Commission notes, however, that Vivatel
was actually launched by the incumbent fixed-line operator in Bulgaria, with a large fixed-
line customer base in excess of 2 million customers.”” The Commission does not see the
relevance of such an example to the entry conditions facing a small mobile-only network
operator such as 2degrees.

While the Commission has a number of reservations about some of the assumptions behind
the examples provided by Concept and Dr Haucap, the Commission nevertheless considers
that the examples provided usefully highlight the competition concerns posed by the
combination of on-net discounting and above-cost MTRs.

In terms of the assumptions used in the examples provided by Concept and Dr Haucap, the
Commission notes the following:

= in both examples, the market shares of both the entrant and the incumbent appear to
be held fixed. This seems to reflect the presumption in the Concept and Haucap
analyses that the entrant aims only to replicate the existing retail revenues earned by
the incumbent. However, to the extent that the entrant gains customers from the
incumbent, the differential in margins is likely to move in the entrant’s favour;***

206 Telecom, Submission on MTAS Draft Report, 28 July 2009, paragraphs 71-72.

27 http://www.vivacom.bg/en/residential/about_us/company_information/

2% This can be seen from the example provided by Dr Haucap, where the entrant captures not only the new subscriber,
but also one of the incumbent’s existing subscribers.
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in the Concept example, Concept make some assumptions around the relative
importance of off-net traffic. Concept assume that 15% of Vodafone’s SMS traffic is
off-net, while 88% of 2degrees’ SMS traffic is off-net. As a result, the volume of
SMS traffic from 2degrees to Vodafone as a proportion of the volume of SMS from
Vodafone to 2degrees is 586%. This level of imbalance seems to be excessive and
unlikely, especially in light of actual traffic flow data between 2degrees and
Vodafone;209

for MTM traffic, the Concept assumptions result in an even higher imbalance, of
770%. Concept also assume that while Vodafone’s Best Mate traffic is entirely on-
net, 2degrees has to offer an equivalent plan with a high proportion (88%) of off-net
traffic. This results in a relatively high volume of off-net MTM traffic for 2degrees,
which in turn influences the margins (retail prices less wholesale interconnection
payments) available to 2degrees. The resulting imbalance of off-net MTM traffic
between the 2degrees and Vodafone networks in the Concept example is 770%. As
with the case of SMS, such an imbalance seems excessive in light of actual traffic
data between 2degrees and Vodafone.*'® If the proportion of off-net traffic for the
entrant’s plan is lower, the margin available to 2degrees increases;

in subsequent analysis conducted for 2degrees, the authors of the Concept
submission have moderated the SMS imbalance, from 586% to 122%.2'" However,
the MTM imbalance is unchanged;

finally, the Concept analysis is based on a single Vodafone retail plan (Vodafone’s
Starter 2000 plan). Concept justifies this on the basis that such a plan is attractive to
the price-sensitive, low demand customers that are likely to be targeted by a new
entrant such as 2degrees. However, the Commission notes that there is a wide
variety of retail plans offered by both Vodafone and Telecom, and that 2degrees is
likely to compete against both the established mobile operators. Therefore, a focus
on a single retail plan of one of the existing mobile operators is likely to be unduly
narrow. As discussed later, the Commission has instead used aggregate retail
revenue and volume data to assist in the Commission’s analysis of wholesale MTRs.

The reservations identified in paragraph 287 above relate to a number of the assumptions
used by Dr Haucap and Concept. However, the Commission considers that the examples
illustrate the potential difficulties generally faced by a small entrant in competing in the
above circumstances, especially where the wholesale MTR is such that the entrant cannot
compete with the on-net retail prices of the incumbents. In order to be able to offer a
competitive level of on-net coverage, a small entrant may have to offer off-net services at
on-net prices, or at least lower its off-net price below the off-net prices of the incumbents,
in order to attract customers. In lowering its off-net price below that of the large mobile
operator, the small operator is likely to stimulate greater volumes of outgoing off-net
traffic. If the MTR is set above a level that is consistent with the retail on-net price of the

299 Traffic data supplied to the Commission indicates that the SMS traffic from 2degrees to Vodafone as a proportion
of SMS traffic from Vodafone to 2degrees in September 2009 was [ ] CRI.

219 According to the traffic data supplied to the Commission, the actual level of MTM imbalance in September 2009
was [ ] CRI.
I See Ralph and Lanigan, 16 October 2009, p 2, footnote 3.
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larger operator, the small entrant may be forced to incur losses on the off-net traffic
volumes terminating on the larger network.

289.  Accordingly, the Commission has concluded that significantly above-cost MTRs are likely
to limit the extent to which an entrant will be able to compete with existing retail on-net
prices in New Zealand. Although the entry of 2degrees into the mobile market in New
Zealand is a positive development for competition, the competitive impact of 2degrees is
likely to be constrained given the prevailing level of MTRs.

Existing competition - Mobile Virtual Network Operators

290.  As the Commission noted in the Draft Report, there are a number of MVNOs*'? currently

providing retail mobile services in New Zealand. MVNOs rely on wholesale access to
network infrastructure of facilities-based mobile network operators, such as Vodafone and
Telecom, in order to provide mobile services to retail customers.

291. Inits cross-submission on the Draft Report, Vodafone noted that there are now six
individually-branded MVNOs operating on the Vodafone network®'?, another MVNO
(Digital Island) operating on Telecom’s network, and one more individually-branded
MVNO (Orcon) set to enter the market later in 2009°'*. The Commission understands that
Orcon is still yet to launch its mobile offering.*"

292. Vodafone argued that the introduction of MVNOs is likely to have a positive impact on
competition in the retail mobile market. Vodafone also stated that its agreements with
MVNGOs allow significant flexibility to design retail offers.

293.  While the Commission agrees that MVNOs are likely to have some positive effect on the
level of competition in the retail mobile services market, the Commission’s view remains
that MVNOs are unlikely to have the same impact as facilities based competitors. This is
because, as noted in the Draft Report, MVNOs are limited in their ability to engage in
independent rivalrous behaviour, especially when compared to facilities-based entry.*'®

Existing competition - Barriers to switching networks

294. Barriers to customers switching mobile networks is another factor that is relevant to the
level of competition in the retail mobile services market in New Zealand.

295. In the Draft Report, the Commission noted that in the past there had been significant
barriers to customers switching networks. Prior to the launch of Telecom’s XT network in
May 2009, Vodafone and Telecom were operating different technologies (GSM/UMTS and

12 A mobile virtual network operator (MVNO) is a company that provides mobile phone service but does not have its
own licensed frequency allocation of radio spectrum, nor does it have all of the infrastructure required to provide
mobile telephone service.

213 TelstraClear, M2, Compass, Black and White, Callplus and Slingshot

214 yodafone noted that on August 5 2009, the NBR reported that Orcon is due to launch its mobile offering within 60
days. See:
http://www.nbr.co.nz/article/vodafone-s-heavy-artillery-callplus-confirms-mobile-launch-orcon-way-107003

215 See http://www.orcon.net.nz/support/page/does_orcon_do_mobile/

*16 The Commission notes that, at present, many MVNOs in the New Zealand market already have an established
presence in the fixed-line telecommunications market and appear to rely on bundling mobile services with voice
and/or broadband services.
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CDMA, respectively), meaning that in order to switch from one network to the other, an

end-user would be required to purchase a new handset.

296. In the present situation, there are now three MNOs in New Zealand, each of which are
operating GSM-compatible networks. This means that customers are now potentially able
to switch between these three networks without needing to change handset.”’” However,
the Commission noted in the Draft Report that due to the different spectrum used by

Vodafone and Telecom, handset compatibility issues are likely to prevent many existing
Vodafone handsets from operating on Telecom’s XT network.*'®

297. Mobile number portability was implemented in New Zealand in April 2007. As a result, it
is now possible for an end-user to switch networks whilst retaining the same phone
number. The Commission considers that the introduction of number portability has
reduced barriers to switching networks, potentially leading to increased competition.

298. The number of mobile numbers that have ported each month since April 2007 is set out in
Figure 12 below.

Figure 12: Ported mobile numbers
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Source: TCF ported number data (2010)

299. This indicates the there has been a significant increase in the number of mobile numbers
being ported since the launch of 2degrees in August 2009. 17,313 mobile numbers were

*!7 providing that the handset is capable of operating in the relevant frequency band(s) utilised by Vodafone, Telecom
and 2degrees.

1% See paragraph 240 of the Draft Report.
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ported in September 2009, the highest of any month since the inception of number
portability in New Zealand. In a media release dated 12 February 2010, 2degrees noted
that over 53,000 customers have ported their 021 or 027 number to the 2degrees
network.”"”

Accordingly, the Commission considers that barriers to switching networks are now
relatively low in the New Zealand market given the inception of number portability and
that the three MNOs are all operating GSM-compatible networks.

Potential competition

301.

302.

303.

304.

In the Draft Report, the Commission noted that a potential competitor in the mobile market
will have four main requirements in order to be able to provide retail mobile services:

= access to spectrum, which is the frequency range over which a mobile network
operator can transmit and receive signals between its network equipment and
customer equipment;

= anetwork of cell sites, in order to provide network coverage to end-users, thereby
enabling end-users to send and receive calls and SMSs;

= anational roaming agreement, to enable the provision of nationwide coverage to end-
users whilst the entrant expands its own network deployment; and

= interconnection agreements with other network operators, in order to enable traffic to
be sent between networks.

The Commission noted that these four elements of a mobile network can potentially give
rise to a number of structural and regulatory barriers to entry. In particular, a potential
entrant who does not have access to spectrum, roaming and interconnection on reasonable
cost-reflective price and non-price terms is likely to face significant barriers to entry or
expansion in the mobile market.”*

The Commission also noted that strategic barriers can arise where incumbent businesses
intentionally act in such a way to discourage prospective entrants. The Commission
considered in the Draft Report whether subscriber acquisition costs and pricing practices of
established operators may form barriers to entry.”?' For the reasons outlined in paragraphs
249 to 289 above, the Commission considers that heavy on-net discounting from the
established operators, in combination with significantly above-cost MTRes, is likely to act
as a significant barrier to subscriber acquisition and, therefore, will limit the ability of a
new entrant to effectively compete in the market.

As noted earlier, 2degrees launched its mobile network following release of the
Commission’s Draft Report. Although a number of regulatory, government and
commercial activities such as mobile number portability, mobile co-location, national
roaming, and Vodafone’s commercial mobile termination deal, may have reduced barriers
to entry to some extent, for the reasons outlined earlier, the Commission’s view remains

219 See http://blog.2degreesmobile.co.nz/media/206000-new-zealanders-join-2degrees-mobile-in-first-six-months
20 See paragraphs 252 to 279 of the Draft Report for further discussion on these factors.
2! See paragraphs 280 to 292 of the Draft Report.
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that existing MTRs represent a significant barrier to entry and expansion in the retail
mobile services market.

Commission’s conclusion on competition in the retail mobile services market

305.

306.

307.

The launch of New Zealand’s third mobile network by 2degrees in August 2009 is a
positive development for competition in the retail mobile services market. The
Commission expects the entry of 2degrees to place increased competitive pressure on the
established operators, Vodafone and Telecom. However, the extent to which 2degrees is
able to actively compete in the market will depend on the significance of any barriers to
entry and expansion.

Although a number of barriers to entry to the market have been reduced to some extent in
recent times, current pricing practises of the incumbent operators are of concern. In
particular, on-net pricing that is prevalent in the market, in combination with significantly
above-cost termination rates, has lead to the creation of closed networks, with in excess of
80 percent of voice traffic, and over 90 percent of SMS traffic in New Zealand carried on-
net. The Commission considers that this is likely to make it difficult for a new entrant to
attract subscribers to its network.

In the presence of significant on-net price discrimination, the extent to which an entrant is
able to compete in the market is likely to be highly dependent on the termination rates it
faces. Faced with MTRs that are significantly above cost, a new entrant such as 2degrees
is likely to be limited in its ability to constrain established operators in the retail market.

Retail FTM/tolls market

Existing competition - Market overview

308.

309.

In the retail FTM and tolls market, at least eight competitors provide FTM and toll calling
services. The main participants include Telecom, TelstraClear, CallPlus, WorldxChange,
Vodafone, Woosh, Orcon and Compass, along with a number of other smaller operators.
Of these suppliers, only Telecom and Vodafone operate both a fixed and a mobile network.

In the Draft Report the Commission noted that retail fixed line connections in New Zealand
totalled approximately 1.9 million as at September 2008. The Commission also noted that
Telecom remains the most significant operator in terms of market share, with a revenue
market share of approximately 74.4% and a volume market share of approximately 76% in
2008.

Existing competition - Relationship between retail prices and underlying costs

310.

In the Draft Report the Commission considered the extent to which average retail prices for
FTM and toll calls exceed the cost of supplying such calls at the retail level. The
Commission concluded that retail prices are currently significantly above its estimate of the
cost for national tolls and FTM services.**

22 See paragraphs 324 to 328 of the Draft Report.
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In its submission on the Draft Report, Covec noted that if reductions in the MTR increase
the intensity of competition in the FTM market, we should expect to see FTM pass-through
increasing and FTM price-cost margins reducing.””> However, Covec submitted that:

= there is no evidence that reductions in the MTR have led to an increase in the rate of
pass-through in the FTM market; and

* margins have not been decreasing.

Covec submitted that over the entire period from 1997 to 2008 the MTR decreased by
about 33 cents per minute, while the FTM margin increased by more than 7 cents per
minute. Accordingly, Covec submitted that:***

“The Commission’s conclusion that average retail prices for FTM calls are substantially above the cost
of supplying these services due to above-cost MTRs is therefore quite incorrect. MTRs have fallen
substantially while FTM margins have not. If there is any lack of competition in the FTM market, it
does not appear to have been caused by the level of the MTR.”

Although the margin between the average retail FTM price and the MTR may have
increased by “more than 7 cents per minute” over the period from 1997 to 2008, the
Commission considers that the submission from Covec incorrectly focuses on FTM prices
in isolation from other services that are typically provided in conjunction with FTM
calling.

For the purposes of this investigation, the Commission has defined a retail FTM and tolls
market, which includes national and international toll calling, as well as FTM calls. In the
Draft Report, the Commission noted that the industry average price of national and
international toll calls has declined by approximately 25% and 35% respectively since
2004.

By focussing solely on FTM prices and margins, Covec incorrectly ignores pass-through of
reductions in MTRs to other services provided in this market, such as national and
international tolls.

Furthermore, the Commission has received a number of submissions indicating that
competition in the fixed-line market is increasingly occurring across wider bundles of
services. For example, at the MTAS Conference, TelstraClear noted that these bundles
typically include components such as local access, broadband and television, as well as
FTM and toll calling.**’

Accordingly, as noted in paragraph 663 a focus on retail FTM prices only will overlook
other ways in which end-users have benefited from lower MTRs. As Covec’s analysis fails
to capture these other forms of pass-through, the Commission considers that the conclusion
that “if there is any lack of competition in the FTM market, it does not appear to have been
caused by the level of the MTR” is likely to be misleading.

3 Covec, MTAS regulation quantitative analysis, 27 July 2009, p 23, paragraph 109.

224

ibid, p 24, paragraph 112.

3 MTAS Conference Transcript, 3 September 2009, p 185, lines 13-22.
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Existing competition - Impact of above-cost MTRs

318.

319.

320.

321.

322.

323.

324.

In the Draft Report, the Commission noted that as long as MTRs exceed the MTAS cost,
fixed network suppliers of FTM calls are likely to be constrained in their ability to compete
in the retail market.”*

Fixed-to-mobile calls originate on a fixed-line network and terminate on a mobile network.
An integrated operator, who operates both a fixed-line network and a mobile network, will
only pay the applicable wholesale MTR in respect of off-net FTM calls (i.e. calls from its
fixed-line network to another operators’ mobile network). On-net FTM calls, on the other
hand, will not incur a wholesale termination charge.

In contrast, as a fixed only operator does not have its own mobile network, it is required to
pay mobile operators the applicable MTR in respect of all FTM calls supplied to its retail
customers.

As the mobile termination service is an essential input into the provision of retail FTM
calling services, above-cost MTRs have the potential to place fixed-line operators (in
particular, non-integrated fixed-line operators) at a significant competitive disadvantage in
the retail FTM/tolls market. The ability of fixed-line operators to compete retail prices
down towards the cost of supply, which is what would be expected in a workably
competitive market, is likely to be limited in the presence of above-cost MTRs.

In the Draft Report, the Commission noted that the integrated fixed and mobile operators in
New Zealand, Vodafone and Telecom, have been offering retail packages to business
customers with retail FTM prices close to or below the wholesale MTR.**” For example,
the Commission noted that Vodafone offers a business landline and calling package called
Business Tolls Plus, under which the retail price for FTM calls to a Vodafone mobile
subscriber is 13 cpm (excluding GST). The Commission noted that this is below the
wholesale price for termination on Vodafone’s mobile network, in accordance with the
Vodafone Deed.

Concerns regarding the impact of above-cost MTRs on the level of competition for the
provision of fixed-line services have previously been expressed by CallPlus, who stated

that:**8

13

...‘fixed to mobile convergence’ means that integrated fixed & mobile providers can bundle and cross
subsidise if mobile termination rates are held ‘artificially’ high. The commission has already noted that
bundling, calling circles and on-net pricing are becoming increasingly prevalent in the market. In
CallPlus’ experience this has become the ‘norm’ particularly following Vodafone’s purchase of iHug.
By adopting a cost based approach to termination rates and aligning MTM & FTM rates the
commission can create a level playing field for competition in the fixed line market.’

At the MTAS Conference, CallPlus elaborated on this, stating that:**’

‘...by artificially high I mean to a point where they can do things like have on-net pricing and still
make a healthy margin and then have off-net pricing and make a huge margin, and I think 2degrees

26 See paragraph 330 of the Draft Report.

7 See paragraphs 690 to 691 of the Draft Report.

228 CallPlus, Submission on the undertakings, 13 February 2009, p 5.
2 MTAS Conference Transcript, 2 September 2009, p 51, lines 13-22.
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alluded to a penalty rate. And the ability by having those huge margins to also be able to cross-
subsidise across into other product lines like broadband with like 12 month free offers and so on and so
forth.

So it's simply a matter of using strategies of cross-subsidies on-net and bundles to make price points in
other products as part of a bundle when they're selling to a customer. And typically, you know,
customers tend to buy a bundle of products these days far more than they used to ten years ago. It's
very difficult for a fixed line only operator to compete with that.’

The Commission agrees with CallPlus that above-cost MTRs create the potential for
integrated operators to effectively cross-subsidise the provision of fixed-line services,
generating a significant competitive advantage over non-integrated fixed-line operators.

The Commission’s conclusion is that significantly above-cost MTRs will limit competition
in the retail FTM/tolls market.

Potential competition

327.

328.

329.

In the Draft Report, the Commission noted that entry into the FTM and tolls market will
generally rely to some extent with interconnection with Telecom’s fixed PSTN. Fixed
interconnection is regulated under the Act, providing a cost-based regulatory constraint
which is likely to enhance conditions for new entry.

Furthermore, the Commission noted that the introduction of local loop unbundling should
enhance prospects of further facilities-based competition in the retail FTM/tolls market.

However, the Commission notes that the prevailing MTRs are significantly above the cost
of supplying MTAS, which as noted in paragraphs 318 to 326 above, is likely to limit
competition in the retail FTM/tolls market, particularly for non-integrated operators.

Commission’s conclusion on competition in the retail FTM/tolls market

330.

331.

332.

In summary, Telecom is the main supplier of retail FTM and toll call services in New
Zealand, accounting for approximately three-quarters of the retail market in 2008.

Although prices for FTM and tolls services have been declining, they remain significantly
above the Commission’s estimate of the cost of providing these services.

The Commission has concluded that current wholesale MTRs are significantly above the
cost of supplying MTAS and that this is likely to limit competition in the supply of retail
FTM and toll calls, particularly for non-integrated operators.

Conclusion on market definition and competition assessment

333.

The Commission has concluded that the following markets are relevant to this MTAS
investigation:

= the wholesale MTAS market;
= the retail mobile services market; and

= the retail FTM/tolls market.
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Wholesale MTAS market

334.  The individual mobile network operator supplying the termination service is the sole
supplier of termination of traffic to its subscribers, and consequently, each mobile network
operator has a monopoly over the provision of MTAS on its own network. As a result, the
Commission considers that existing and potential competition will not provide any
significant constraint in the wholesale MTAS market.

335.  Accordingly, the Commission’s conclusion is that mobile network operators are subject to
limited competition in the wholesale market for mobile termination access services on their
respective networks.

Retail mobile services market

336. The launch of New Zealand’s third mobile network by 2degrees in August 2009 is a
positive development for competition in the retail mobile services market. The
Commission expects the entry of 2degrees to place increased competitive pressure on the
established operators, Vodafone and Telecom. However, the extent to which 2degrees is
able to actively compete in the market will depend on the significance of any barriers to
entry and expansion.

337.  Although a number of barriers to entry to the market have been reduced to some extent in
recent times, current pricing practises of the incumbent operators are of concern. In
particular, on-net pricing that is prevalent in the market, in combination with significantly
above-cost termination rates, has lead to the creation of closed networks, with in excess of
80 percent of voice traffic, and over 90 percent of SMS traffic in New Zealand carried on-
net. The Commission considers that this is likely to make it difficult for a new entrant to
attract subscribers to its network.

338. In the presence of significant on-net price discrimination, the extent to which an entrant is
able to compete in the market is likely to be highly dependent on the termination rates it
faces. Faced with MTRs that are significantly above cost, a new entrant such as 2degrees
is likely to be limited in its ability to constrain established operators in the retail market.

Retail FTM/tolls market

339. Telecom is the main supplier of retail FTM and toll call services in New Zealand,
accounting for approximately three-quarters of the retail market in 2008.

340. Although prices for FTM and tolls services have been declining, they remain significantly
above the Commission’s estimate of the cost of providing these services.

341. The Commission’s conclusion is that current wholesale MTRs are significantly above the
cost of supplying MTAS and that this is likely to limit competition in the supply of retail
FTM and toll calls, particularly for non-integrated operators.
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SECTION IV: DETERMINING THE FACTUAL SCENARIO

Introduction

342. In this Section, the Commission sets out its view on the reasonable range of MTAS prices
that would be likely to apply under regulation. This range of prices is then used in the
subsequent analysis of whether there are grounds to regulate (Section V) and, if there are,
whether undertakings should be recommended for acceptance as a potential alternative to
regulation (Section VI).

343. The Commission first sets out its conclusions on the appropriate form of regulation and
pricing principles that would likely apply if the MTAS were regulated. The Commission
then sets out its approach to establish a reasonable range within which the price that would
be set under regulation according to those pricing principles is likely to lie.

Form of regulation and pricing principles
344. In defining the factual scenario, the Commission must determine:

= which is the appropriate form of regulation for MTAS (i.e. designation or
specification); and

= the relevant pricing principles that would be appropriate for MTAS.

Form of regulation

345. There are two broad categories of regulated services in Schedule 1 of the Act. For
specified services, the Commission may determine non-price terms of access only, while
for designated services, the Commission may determine both price and non-price terms of
access.

346. In the Draft Report, the Commission noted that mobile network operators supply the
MTAS on their networks, and have done so historically.**® Existing supply of FTM
termination is in accordance with the Deeds, while MTM and SMS termination (and FTM
termination prior to the application of the Deeds) have been negotiated on a commercial
basis. The Commission noted in the Draft Report that this indicates that access to the
MTAS has generally not been a significant issue, nor have non-price terms, and that
specification of the service (where the price of the service is not subject to regulation) is
therefore unlikely to be a sufficient tool to promote competition in telecommunications
markets for the long-term benefit of end-users of telecommunications services in New
Zealand.

347. In the Draft Report, the Commission stated that the main issue around the MTAS has been
in relation to price, and formed the preliminary view that the appropriate form of potential
regulation to be considered during this investigation is designation of the MTAS.>'

29 MTAS Draft Report, paragraph 357.
1 ibid, paragraphs 358 and 359.
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In submissions on the Draft Report, parties did not comment on the Commission’s
preliminary conclusion that designation is the appropriate form of regulation under the
factual.

The Commission has concluded that designation would be the appropriate form of
regulation for the MTAS for the purposes of the MTAS Investigation and has reflected this
in its analysis of the factual in this Final Report.

Pricing principles

350.

351.

352.

353.

354.

For existing designated access services contained in Schedule 1 of the Act, the Commission
is responsible for setting both price and non-price terms of access. The price terms must be
set according to the Initial Pricing Principle (IPP), or the Final Pricing Principle (FPP) in
the event that the Commission undertakes a pricing review.

In the Draft Report, the Commission considered whether a cost-based pricing principle or a
bill-and-keep (BAK) pricing principle should apply to the MTAS. The Commission
concluded that a cost-based pricing principle was likely to give best effect to the purpose
statement in section 18 of the Act.”>* According to the Commission’s preliminary view set
out in the Draft Report, a cost-based MTAS price was likely to promote efficient
competition based on the underlying cost of supplying the MTAS, and that neither calling
nor network externality effects were likely to justify any departure from a cost-based
mobile termination rate.””’

The Commission did acknowledge that there may be circumstances in which BAK may
merit further consideration in the future, for example where cross-network traffic is
relatively balanced, where BAK pricing has emerged as a commercially negotiated
approach, or where calling externalities are present.”>* The Commission also noted that the
pricing principle for the existing fixed PSTN interconnection service in the Act includes
both cost-based and BAK pricing options, and proposed a similar pricing principle for the
MTAS. Specifically, the Commission proposed a FPP based on the forward-looking long-
run incremental costs of the MTAS, including a reasonable contribution to forward-looking
common costs, or the Total Service Long-Run Incremental Cost (TSLRIC) of the service.
The FPP proposed by the Commission in the Draft Report also included pure BAK and
hybrid BAK options where the Commission considers that the TSLRIC principle would not
give best effect to the purpose set out in section 18 of the Act.

In submissions on the Draft Report, both Telecom and Vodafone and their respective
economic advisors agreed that TSLRIC is the appropriate pricing principle for the
MTAS.?

TelstraClear also supported the Commission’s preliminary view that regulation be based on
the forward-looking costs of the MTAS, and that TSLRIC rather than LRIC should be the
relevant cost standard. According to TelstraClear:>*

232

ibid, paragraph 423.

33 ibid, paragraph 400.

234

ibid, paragraph 424.

33 See paragraph 137. See also MTAS Conference transcript, pages 96 and 98.
% MTAS Conference transcript, page 101.
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‘... the existing scheme of the Act, including PSTN interconnection, UCLL and subloops, was all
predicated on a TSLRIC basis not a LRIC basis. It’s not clear to TelstraClear why you would depart
from the TSLRIC principle which is set out in the Act simply for the purposes of mobile termination.’

In its submission on the draft, 2degrees argued that BAK is a more appropriate pricing
principle for SMS termination, given that the costs of SMS are likely to be low.”>” The
Commission notes that a form of hybrid BAK is provided for in the Telecom and Vodafone
undertakings assessed in Section V of this Final Report, although 2degrees did not consider
that this represented a true BAK approach to pricing.**

At the MTAS Conference, there was considerable discussion on the merits of BAK applied
to SMS traffic. According to Concept, while there is unlikely to be a strong calling
externality justification for below-cost SMS termination rates, the actual cost of
terminating SMS traffic is likely to be so small that BAK would be an appropriate
interconnection pricing principle for SMS.?° 2degrees noted that most of its international
agreements for SMS are based on BAK.**

NERA stated that its view on BAK for SMS was not firm, although submitted that the
TSLRIC of SMS termination will be greater than the pure LRIC.**' Telecom expressed
some concern over a sudden shift to BAK for SMS.**

Vodafone submitted that while the default for SMS termination in international agreements
often involves no charging, this primarily relates to person-to-person communication which
is usually in balance. Such commercial arrangements are monitored closely, and where
traffic imbalances do emerge, for example as a result of commercial spamming, the parties
may negotiate the implementation of charging regimes.**’

2degrees also argued that it is appropriate to include only the pure Long-Run Incremental
Cost (LRIC) in any cost-based pricing principle for voice termination.”** Elsewhere in its
submission, 2degrees indicated that the FPP should be based on LRIC, and that there may
be good reasons to reduce the MTAS price below cost to allow for a calling externality.**

A joint submission from Woosh and Kordia also supported the use of an FPP based on pure
LRIC, excluding any allowance for the recovery of common and fixed costs.?*°
Woosh/Kordia referred to the European Commission recommendation to set MTRs based
on LRIC.

7 2degrees submission, 28 July 2009, paragraph 1.23.
238 2degrees letter, 16 December 2009, paragraph 7(f).
29 MTAS Conference transcript, pages 103 and 104..
49 ibid, page 106.

1 ibid, page 104.

2 ibid, page 105.

3 ibid, pages 107 to 108.

*** ibid, paragraph 6.22(b).

245

ibid, paragraph 4.2.

46 Woosh/Kordia submission, 28 July 2009, paragraphs 2.6 to 2.8.
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The Commission considers that the use of a pure LRIC cost standard for the MTAS is
problematic, as it involves the recovery of common costs from services other than the
MTAS. As noted by WIK in commenting on the EC recommendation:**’

‘The crucial aspect of the approach {proposed by the EC} is that it considers termination as the service
that the operator has, as it were, taken into its portfolio as the very last service.

WIK-Consult considers this new interpretation of the LRIC cost standard as ill-founded. There is no
reason to assume that termination is the last service for which an operator provides capacity in its
network.’

As TelstraClear noted, TSLRIC is used as the basis for the fixed PSTN interconnection
service in the Act. The Act defines TSLRIC to include a reasonable allocation of forward-
looking common costs.

With regard to calling externalities and the implications for an efficient MTAS price,”*® the
Commission notes that at the MTAS Conference, 2degrees’ economic experts appeared
sceptical that there was a significant calling externality that needed to be taken into
account. Dr Haucap stated that while a calling externality could in principle justify an
MTAS price below TSLRIC, he was not convinced of such an externality in the present
case.”* Dr Ralph also noted that prices should only be adjusted where there was a calling
externality that created a market failure. Dr Ralph doubted that this could be demonstrated,
and was disinclined to place much weight on such an effect.”

As noted at paragraph 136 above, the Commission does not consider that it is appropriate
that any adjustments be made to TSLRIC pricing, either in relation to calling externalities
or network externalities. The Commission considers that the FPP for the MTAS should
therefore be based on TSLRIC, although as noted in the Draft Report, there may be
circumstances in which BAK may be appropriate in the future.”! The Commission has
therefore included BAK within the proposed pricing principles .>

In the Commission’s view, the form of the IPP should reflect that of the FPP. As the
relevant FPP for the MTAS is, in the first instance, based on the TSLRIC cost standard, it
is appropriate for the IPP to refer to benchmarking against a similar cost standard in other
jurisdictions, as the IPP is designed to be a cost-effective and timely way of approximating
the price for the service that would result under the FPP. The Commission has amended
the wording of the IPP from that used in the Draft Report to ensure that the benchmarking
appropriately reflects the TSLRIC-based FPP.>>?

T WIK, “Commentary on issues raised in submissions regarding the Commerce Commission’s MTAS investigation
and during the conference on 2 and 3 September 2009”, February 2010, pages 25 and 26.

% See paragraphs 134 and 135 above for a description of a calling externality and the potential implications for an
efficient MTAS price.

9 MTAS Conference transcript, page 97.

250 ibid, page 103.

! Draft Report, paragraph 424.

2 This is consistent with the current IPP and FPP for the designated fixed PSTN interconnection service.

3 Submissions on the issue of whether the Commission should benchmark against regulated prices or cost-based rates
are addressed at paragraphs 391 to 403.
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The proposed regulatory change

366. Based on the Commission’s conclusions regarding the form of regulation (discussed in
paragraphs 345 to 349), and the initial and final pricing principles (discussed in paragraphs
350 to 365), the full text of the proposed regulatory change that the Commission has
assessed in this Final Report is the addition of the following services to Part 2, Subpart 1 of
Schedule 1 to the Act:

Mobile termination access services (MTAS)

Description of service: Termination (and its associated functions) on a cellular
mobile telephone network of:

= voice calls originating on a fixed telephone network;

= voice calls originating on another cellular mobile
telephone network; and

=  short-message-service (SMS) originating on another
cellular mobile telephone network.

For the avoidance of doubt, this service includes the
termination of internationally-originated voice calls and
SMS, and voice-over-internet-protocol-originated voice calls,
where these are handed over at a mobile switching centre in

New Zealand.
Conditions: Nil
Access provider: A person who operates a cellular mobile telephone network
Access seeker: A service provider who seeks access to the service
Access principles: The standard access principles set out in clause 5
Limits on access principles: The limits set out in clause 6
Initial pricing principle: Benchmarking against the costs of providing similar services

in comparable countries that result from the application of —
(a) aforward-looking cost-based methodology; or

(b) if the Commission considers that a forward-looking
cost-based methodology does not best give effect to the
purpose set out in section 18, whichever of the
following methods that the Commission considers best
gives effect to that purpose:

(1)  apure bill and keep method; or

(i) a pure bill and keep method applied to two-
way traffic in balance (or to a specified
margin of out-of-balance traffic) and a
forward-looking cost-based methodology
applied to out-of-balance traffic (or traffic
beyond a specified out-of-balance margin).
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Final pricing principle: Either —
(a) TSLRIC; or

(b) if the Commission considers that TSLRIC does not
best give effect to the purpose set out in section 18,
whichever of the following methods that the
Commission considers best gives effect to that

purpose:
(1)  apure bill and keep method; or

(i1)  a pure bill and keep method applied to two-
way traffic in balance (or to a specified
margin of out-of-balance traffic) and TSLRIC
applied to out-of-balance traffic (or traffic
beyond a specified out-of-balance margin).

Requirement referred to in section 45 Nil
for final pricing principle:

Determining the Factual Price for the MTAS

367. In this section, the Commission sets out its approach to determining the factual price for the
MTAS for the purposes of its assessment in this Final Report. As noted above, the
Commission considers that no departure from a TSLRIC-based price for the MTAS has
been justified as a pricing principle for the factual of regulation. The Commission has
therefore sought to identify a factual price that is consistent with part (a) of the FPP in
paragraph 366.

368. In considering the likely cost-based price for the MTAS under the factual of regulation, a
number of approaches could be taken, such as the development of a full cost model to
directly estimate the costs of the MTAS in New Zealand, or the use of benchmarking to
establish a reasonable approximation of the New Zealand MTAS cost with reference to
forward-looking cost-based prices for similar services in comparable countries.

369. In the Draft Report, the Commission used a benchmarking approach to determine a likely
MTAS price under the factual. Most of the submissions on the Draft Report focused on
particular aspects of the benchmarking methodology used by the Commission in the Draft
Report, rather than on the use of benchmarking per se to establish a factual price.”>* In its
cross-submission, 2degrees submitted that a full-scale cost model is not required:**

‘Vodafone appear to be calling for a full cost model to be developed, which ignores the purpose of
conducting a benchmarking exercise. They also suggest that cost modelling should be conducted now,
and again if regulation is implemented,. This is clearly not the intention of the regulatory regime and
would unnecessarily delay and frustrate the process ...

In our view, it is entirely appropriate for the Commission to benchmark against costs. A benchmark
against prices will not provide any indication of the likely cost of the regulated service.’

% In a submission on behalf of Vodafone, Analysys Mason recommended that the Commission develop a cost model
in order to determine the actual costs of supplying the MTAS in New Zealand, or at least revise its benchmarking
analysis. Analysys Mason submission, 27 July 2009, page 1.

3 2degrees cross-submission, 18 August 2009, paragraphs 12.1 and 12.12.
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The Commission has concluded that a benchmarking approach is appropriate for the
purposes of this investigation. While the development of a full cost model would be
appropriate where a price was being set under an FPP (where a specific price point were
being determined), the Commission agrees with 2degrees that a benchmarking exercise can
adequately inform the Commission as to the likely factual price for the MTAS.

For the purposes of this investigation, the Commission has therefore used benchmarking to
establish a likely range within which a cost-based MTR for New Zealand would lie.

A more detailed summary of the Draft Report, and submissions and cross-submissions on
the Draft Report, in relation to benchmarking issues is set out in Appendix 4.

Benchmarking

Introduction

373.

374.

375.

The purpose of benchmarking is to establish a reasonable approximation of the cost of
supplying the MTAS in New Zealand, without having to undertake the lengthy and
complex task of developing a cost model. The benchmarking exercise establishes a cost
estimate by identifying cost-modelled rates for similar services in other jurisdictions with
comparable characteristics.

In the Draft Report,>® the Commission noted that the key components of the benchmarking

required under the proposed IPP are:
= gimilar services;
= comparable countries; and
= forward-looking cost-modelled rates.

On 16 July 2009 Vodafone wrote to the Commission seeking clarity in relation to the way
in which the Commission had assessed the countries included in its benchmarking
analysis.”>’ The Commission responded®® by clarifying that it:

* had a preference for MTAS prices to be based on bottom-up LRIC modelling based
on current or forward-looking costs;*’

= excluded benchmarks that relied solely on historical costs or top-down modelling;
and

= held the view that the scorched node and scorched earth approaches are both
appropriate.

26 Draft Report, p.114
»7Vodafone, Investigation into Mobile Termination Access Service (MTAS): Benchmarking, 16 July 2009.
¥ Commerce Commission, Investigation into Mobile Termination Access Service (MTAS): Benchmarking, 22 July

2009.

% Although the Commission accepted that models may include some historical cost.
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While the Commission would be required under an STD process to determine a specific
price for a designated service, the Commission is not required to specify a precise price
point for the purposes of defining a likely factual scenario in a Schedule 3 investigation.
For the purposes of this investigation, it is appropriate to use a range of benchmarked costs,
and the Commission has established an upper and lower bound of cost-based benchmarks
within which it considers that the cost of supplying the MTAS in New Zealand is likely to
lie.

In determining the range of benchmarked costs the Commission has had regard to whether
the benchmarks (and those proposed by other parties in submissions) are based on forward-
looking cost-based prices for similar services in comparable countries.

Similar services

378.

379.

380.

381.

382.

In undertaking a benchmarking exercise, the Commission has had regard to whether the
overseas services whose cost estimates are being compared are similar to the service for
which regulation is being considered.

In the current case, the MTAS is a relatively standardised service across different
jurisdictions. For example, the ACCC has defined the MTAS as follows:**

“The Domestic Digital Mobile Terminating Access Service is an Access service for the carriage of
voice calls from a point of interconnection, or potential point of interconnection, to a B-Party directly
connected to the access provider’s digital mobile network.’

One potential issue regarding similar services is whether transport between mobile
switching centres (MSCs) is included in the benchmarked service. This is further discussed
in paragraphs 902 to 908. In a letter to Vodafone, Telecom and 2degrees on 9 November
2009,261 the Commission noted that transport between MSCs is included, with one
exception (Norway), in services assessed in the countries in the Commission’s benchmark
set.

Subsequent to its letter of 9 November 2009, the Commission has noted that the Norwegian
modelling does in fact include transport between MSCs in its MTR calculation and that this
distinction is made at the regulatory level. The Norwegian cost modelled rate, which is
used as a benchmark, is therefore consistent with the modelling used for the other
benchmarks in the set so no adjustment to the Norwegian benchmark is necessary. This is
confirmed by the WIK Consult report of February 2010.%%

The Commission notes that voice and SMS services may be provided over 2G and 3G
networks and that the end product, regardless of the technology used to deliver the service,
is largely homogeneous.

260 ACCC, Mobile Services Review: Mobile Terminating Access Service, June 2004, Appendix A - Service description.
26! Commerce Commission, Process to address reciprocity issues in relation to revised MTAS undertakings, 9
November 2009.

262 WIK Consult, Commentary on issues raised in submissions regarding the Commerce Commission’s MTAS
investigation and during thev conference on 2 and 3 September 2009, February 2010, p.24.
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In the Draft Report™- the Commission noted that the significant costs of building a network
are already incurred when an operator makes the decision to migrate from a 2G network to
a 3G network.

263

The Commission noted that voice and SMS services are not impacted by a migration from
a 2G to 3G network and migration is a commercial decision made on the basis of a cost
benefit analysis of the additional services a 3G network allows. The Commission
concluded that any extra cost of running two networks concurrently should not be borne by
the voice and SMS services.

The Commission has had regard to the submissions regarding the benchmarking of the cost
of transitioning from 2G to 3G technology. Nothing in the submissions have however
altered the Commission’s view from the Draft Report. The Commission concludes that
voice and SMS services are not impacted by the migration from 2G to 3G networks so
should not bear the costs of such transition.

The Commission is satisfied that the cost-based benchmarks identified by the Commission
relate to mobile termination services that are similar to the MTAS considered in this
investigation.

Forward-looking cost-based prices

387.

388.

389.

390.

For the purposes of its factual/counter-factual analysis, the Commission must form a view
as to the likely price range of the service that would be set under the factual scenario of
regulation. In this instance, the proposed FPP is based on the TSLRIC of the service. As
discussed in paragraphs 350 to 365 the Commission considers that TSLRIC is the
appropriate cost standard for the MTAS, a view that is supported by Vodafone, Telecom,
and TelstraClear.

The Commission has determined that, to be included in the benchmarking set, the costs in
the benchmarked jurisdictions must have been determined according to a forward-
looking®®* cost-based pricing methodology. If the benchmarked costs are inflated above
the cost of supplying the MTAS in other jurisdictions, the results are unlikely to provide
useful information as to the likely costs of supplying the MTAS in New Zealand.

In considering forward-looking cost-based MTRs in other jurisdictions, the Commission
has identified those countries where updated and recent information on MTAS costs is
publicly available. This has typically been in the form of TSLRIC-based MTRs; rates
which are considered to be consistent with the pricing principle being considered for the
MTAS in New Zealand.

The Commission has also had regard to developments in European jurisdictions where
there has been increasing regulatory attention to the level of MTRs. The European
Commission (EC) has recently expressed concerns over the lack of harmonisation in the
application of cost-accounting principles to termination services.”®> The EC stated that the

263 Commerce Commission, Draft Report on whether the mobile termination access services...should become
designated or specified services, 30 June 2009, p.141-142.

264 The Commission notes forward-looking costs are generally regarded as being consistent with current costs.

265 EC, Commission Recommendation on the Regulatory Treatment of Fixed and Mobile Termination Rates in the EU,
7 May 2009, paragraph (4).
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implementation of bottom-up cost models based on current costs and efficient
technological choices is consistent with the concept of an efficient network, and that the
costs of termination services should be based on forward-looking LRIC.**

Regulated vs. Cost modelled rates

391.  Submissions from Vodafone®’ and Telecom®®® on the Draft Report focussed on what they
considered to be the correct MTRs to use in the benchmarking exercise. In these
submissions, Vodafone, Telecom and their experts questioned why the Commission as part
of the MTAS Investigation is benchmarking against cost modelled rates that are below the
regulated MTR set by the regulator for whom the benchmarked models were built.

392.  Vodafone®® and Telecom®”° also submitted that there are risks surrounding cost model
outputs, with Vodafone noting that eight of the nine benchmarked countries in the
Commission’s sample set do not regulate MTRs at the cost modelled rate. Covec, on
behalf of Vodafone, submitted that the Commission should benchmark against current
regulated prices, rather than cost model estimates, to be consistent with the IPP.>""

393. The Commission notes that of these eight countries who regulate MTRs above cost, only
the three countries®’* are not on a glide-path that concludes within 5% of their cost
modelled rate. The purpose of the Commission’s benchmarking is to identify a cost-based
MTR; the inclusion of current regulated MTRs that lie on a glide-path moving towards cost
would result in a benchmarked MTR that itself is in excess of cost.””

394.  As the purpose of the benchmarking is to derive an approximation of the price that would
apply under the FPP, the Commission considers that the benchmarks should be based on
TSLRIC rates in other jurisdictions. In the case of the current MTAS Investigation, the
Commission’s benchmarking has therefore focused on TSLRIC-based cost modelled rates,
rather than current regulated MTRs which have often been set in excess of TSLRIC. The
Commission notes that while current regulated MTRs in a number of other jurisdictions
(especially in the EU) are above their cost modelled rates, they are on a glide-path down
towards cost modelled rates. Where this occurs, the Commission has benchmarked against
the cost-modelled rate, as to do otherwise would risk double-counting glide-paths should
the Commission consider one appropriate. This would also lead to a divergence from cost
and would thus be inconsistent with the TSLRIC-based FPP. A discussion on the
implementation of glide-paths is set out in paragraphs 505 to 518.

395. Asnoted by the Commission in the Draft Report, there is a significant margin between the
cost model estimates and regulated MTRs in a number of the countries in the

2% ibid, paragraphs (9) to (13).

267 yodafone, Vodafone New Zealand Limited Submission to the Commerce Commission, 28 July 2009, p.44, para 139.
%8 Telecom, Schedule 3 Investigation into Regulation of Mobile Termination Access Services - Submission on draft
Report, 28 July 2009, para 85.

269 Vodafone, Vodafone New Zealand Limited Submission to the Commerce Commission, 28 July 2009, p.44, para 140.
270 Telecom, Schedule 3 Investigation into Regulation of Mobile Termination Access Services - Submission on draft
Report, 28 July 2009, para 84.

211 Covec submission, 27 July 2009, paragraph 52.

272 Australia, Israel and the Netherlands.

7 The Commission separately considers whether a glide-path should be implemented in the New Zealand context in
paragraphs 505 to 518 Inclusion of benchmarks that incorporate a glide-path would risk double-counting such an
adjustment should the Commission consider a glide-path to be appropriate.
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Commission’s benchmarking set.>”* The Draft Report noted that while the regulated MTR
in Malaysia is set at the cost-based level, some prevailing MTRs in Australia, the
Netherlands, and France exceed the respective cost-modelled rates by more than 50%.
While regulators in those jurisdictions may have had valid reasons for this, the Commission
notes the general agreement in submissions and at the MTAS Commission that TSLRIC is
the appropriate measure of cost on which to set the MTR in New Zealand. The
Commission has concluded that where prevailing regulated MTRs and cost-based MTRs
diverge in other jurisdictions, benchmarking against the latter is more appropriate.

The Commission has clarified that, for the purposes of the MTAS, benchmarking should be
against costs, rather than regulated prices. Consequently the Commission has amended the
wording of the IPP contained in the Draft Report to require benchmarking against costs of
providing similar services in comparable countries that use a forward-looking cost-based
methodology. The Commission considers that Covec’s benchmarking®” has focused on
price and cost benchmarking, and Covec’s proposed benchmarks provide little guidance on
the likely costs of supplying the MTAS in New Zealand.

For example, the Commission notes that Covec’s benchmarking, based on prevailing
MTRs, includes an MTR of 9.39 €cpm for the Netherlands, as of January 2009. >’
However, by July 2009, the Netherlands MTR had declined to 7.33 €cpm. This fall in the
prevailing Dutch MTR occurred due to progression along a regulated glide-path.?”’

The Commission considers that because a glide-path is generally a price trajectory from an
above cost MTR to an MTR at, or near cost, the magnitude of MTR reductions is greater
than those exhibited in a cost-path. This is because a cost-path considers only changes in
cost and is independent of any notional adjustments that may be involved in setting a glide-
path or regulated MTR.

For this reason the Commission considers that it is unlikely that the costs of the MTAS had
fallen by 22% over a period of six months,*” and that reductions of this magnitude
illustrate one of the problems associated with using regulated MTRs as a basis for
identifying the costs of mobile termination in New Zealand.*”

At the MTAS Conference, Mr Antony Srzich from Telecom™ stated that the Commission

was deviating from past practice by benchmarking cost modelled rates.

There was also considerable discussion at the MTAS Conference regarding whether to
benchmark against the Australian cost modelled rate or the regulated rate.”®' Vodafone and
Telecom strongly argued that the regulated rate should be the benchmark for Australia.

™ See Draft Report, Table 25.

5 Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, p.10, Table 4

276 Covec submission, 27 July 2009, Table 5, citing ERG MTR Snapshot as of 1 January 2009

2T OPTA, Marktanalyse gespreksafgifte op de mobiele netwerken van KPN, Orange, Tele2, T-Mobile, en Vodafone,
15 May 2007, Table 12, p.143.

2”8 The Commission notes that Vodafone and others claimed that the Commission’s proposed cost path of 10% per
annum was unrealistic.

2" The Commission made similar observations about recent reductions in MTRs in other European MTRs surveyed by
ERG in the Draft Report. See Draft Report, paragraphs 485 and 486.

%0 Ibid, p.136.

1 See MTAS Conference transcript, p.125-135.
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402. In the Draft Report, the Commission also note there is a wide range of margins applied
across regulators between the cost modelled rate and the regulated rate. The Commission
held the preliminary view in the in the Draft Report that foreign regulators, in response to
their specific objectives and judgement, adjust their cost modelled rates for a wide range of
reasons and that there is no consistent approach to reconciling these adjustments.

282
d,

403. Having considered all submissions on the approach to benchmarking, the Commission has
concluded that it is appropriate to maintain the approach of benchmarking against TSLRIC
cost modelled rates used in the Draft Report. Benchmarking against MTRs that exceed
TSLRIC costs, such as regulated rates that include glide-paths or other adjustments, risks
overstating the likely costs associated with the MTAS and is less transparent and robust
than benchmarking against TSLRIC costs.

Benchmark set

404. In the Draft Report, the Commission’s benchmark set included nine countries from which
cost-based estimates of voice MTRs were publically available.® The Commission based
its draft factual MTR on the median of these benchmarks, resulting in an estimated cost-
based MTR of 7.2cpm. Cost-based SMS MTRs were identified in only two countries, Israel
and Malaysia and the Commission based its factual on the upper bound of the two
benchmarks.

405. The Commission received submissions on the benchmark set recommending a number of
inclusions and/or exclusions of countries in/from the benchmarking set contained in the
Draft Report. To be included in the benchmark set, a benchmark has to be cost-based
generated by a bottom-up, forward-looking®** TSLRIC modelling methodology. The
Commission did not include benchmarks, such as regulated rates, that differed from this
criteria, because regulated rates may incorporate any number of notional adjustments,
including a glide-path. The Commission’s view is that if a glide-path is to be included it
should be done after considering the New Zealand mobile environment. This assessment is
conducted is paragraphs 505 to 518.

406.  Vodafone® and its experts®*® claimed that the Commission omitted two countries,
Hungary and Greece, from the benchmarking set even though those countries meet the
benchmarking criteria. These submissions also requested that France should be excluded
from the benchmarking set as it did not meet the Commission’s benchmarking criteria used
for the investigation.

407. In their February 2010 report to the Commission,”®” WIK Consult addressed the issue of
whether the benchmark set from the Draft Report should be considered complete. WIK

%2 Draft Report p.120-121

¥ The Commission had these rates and model properties verified by the relevant regulator for each of the nine
benchmark countries.

2% The Commission has stated that a

% Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.47, para 150-
153

286 Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, p.9, para 45-49 AND Analysis Mason, Assessment
of the position of the Commerce Commission of New Zealand in determining the MTAS prices, 27 July 2009, p.7, para
11-12.

7T WIK Consult, Commentary on issues raised in submissions regarding the Commerce Commission’s MTAS
investigation and during the conference on 2 and 3 September 2009, February 2010, page 15.
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Consult state that the principles of sampling theory should make such questions moot. WIK
note that at the time the Commission settled on the benchmark set for the Draft Report, the
Commission had collected all benchmarks it was aware of that met the benchmark criteria.
WIK Consult then note that adding to the original benchmark set harbours the risk of
adding a bias to the benchmark.

The Commission considers that it would be inappropriate to have closed the benchmark set
after the Draft Report given the significance benchmarking plays in this investigation and
the number of submissions raised on this issue. The Commission considers a more
complete benchmark set would better help explain the costs of supplying the MTAS and
therefore if a new benchmark meets the benchmarking criteria it should be added to the
benchmark set from the Draft Report. The Commission does not consider that establishing
a more complete set will add material bias to the set.

In their cross-submission, Concept Economics™® advocate the use of a US termination rate
of USD 0.0007cpm. The Commission does not consider this to be an appropriate
benchmark because the MTR 1is not a cost modelled rate, so does not meet the
Commissions benchmark criteria.

The Commission had regard to submissions on the appropriate benchmark set and for the
reasons set out in the following paragraphs the Commission has concluded that it is
appropriate to retain France in the benchmark set, add Hungary to the benchmark set and
continue to exclude Greece from the benchmark set.

In its letter to Vodafone of 22 July 2009,”* the Commission stated that modelling that
relies solely on historical cost inputs will be excluded from the benchmarking exercise but
that cost models may include some historical costs. Submissions from Vodafone and its
experts stated that the French model should be excluded from the benchmarking criteria on
the basis that the modelling relies solely on historical cost inputs. The Commission
recognises that the cost modelled rates published by the French Regulator (ARCEP) are
based solely on historical costs.

However, the Commission notes that in 2006 ARCEP conducted two cost modelling
exercises, one based on historical cost and one based on current costs and found that there
was a cost difference between the two models of 2%.%° The small difference between the
two models was attributed to the relatively new capital stock in France. Given the limited
difference between the rates in the case of France, the Commission has concluded that
France should remain part of the benchmark set, subject to an adjustment of 2% to account
for the difference between the current cost model and the historical cost model.

88 Concept Economics, Cross-Submission, 18 August 2009, p.42.
% Commerce Commission, Investigation into Mobile Termination Access Service (MTAS): Benchmarking, 22 July

2009.

% ARCEP, Décision n° 08-1176 de I’Autorité de régulation des communications électroniques et des postes
en date du 2 décembre 2008, p.10.
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Additional information regarding the Hungarian and Greek benchmarks

413. The Commission was unable to obtain confirmation from the Greek or Hungarian
regulators on their respective models. However, the Commission did source two forms of
information on each of the Hungarian and Greek models*' No substantive submissions
analysing the modelling conducted in Hungary and Greece have been received by the
Commission.

414. Each year the EC publishes a report analysing the telecommunications market and
regulatory developments (Annual Telecommunications Report) in each member country. In
the latest edition of this, published 24 March 2009, the EC addresses the modelling
conducted by both Hungary and Greece. In addition to this EC report, each specific
regulatory measure proposed by EU member states are analysed by the EC*”

415. The Commission considers that, in addition to considering relevant source information, it is
appropriate to place some weight on the comments of the EC with respect to the Hungarian
and Greek modelling in making its assessment as to the extent to which the respective
models used in Hungary and Greece satisfy the Commission’s benchmarking criteria.

Hungary
416. The Commission has sourced the Hungarian model documentation which states:*”

‘The model is a 33% market share of a hypothetical efficient operator with voice call termination long-
term forward-looking incremental cost quantify.” and

‘The calculation of the cost of network devices from the network dimensioning based on the quantities
and the appropriate use of asset specific assets value serve as a starting point. The value of the assets
supporting the internal asset proportions produced from domestic providers through surcharges will be
determined. The value of the concession fees actually paid by service providers is determined.’

417. This indicates that the model is based on forward-looking costs, except for the concession
fees used in allocating spectrum, which is a historical cost. This is reinforced in comments
made by the EC on the Hungarian model.

418. Inits Annual Telecommunications Report, the EC made the following comments regarding
the Hungarian model:***

‘Following the designation of all MNOs in 2005 as operators with SMP in the wholesale mobile call
termination market, on 4 October 2006 the NCAH required the MNOs to gradually decrease their MTRs
following a specific glide-path towards symmetry between the operators and in cost-oriented MTRs by 1
January 2009 (at HUF 16.84 (about €0.067)). The glide-path is based on a bottom-up LRIC model.’

2! The documents obtained on the Hungarian model were the model documentation published in Hungarian, and
documents from the EC commenting on the regulatory measures undertaking in Hungary. The documents obtained on
the Greek model were a paper submitted to the EC by the Greek regulator outlining their regulatory measures and
comments by the EC on these regulatory measures.

2 Ewers Consult, Draft Measures by NRA: National Consultation and Review by EU Commission, August 2004.

2% NHH, Modelldokumentécié az NHH BU-LRIC modelljéhez, 2008, p.3, section 1.1.

** European Commission, Annex 1- Progress Report on the Single European Electronic Communications Market
2008.
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419. The Commission notes that the EC states that the Hungarian model is a bottom-up LRIC
model. This would appear to satisfy the Commission’s benchmarking criteria that the
MTAS price be based on TSLRIC modelling.*” No reference is made to whether the model
is based on current or historical cost. This aspect of the Hungarian modelling was analysed
by the EC when Hungary submitted its proposed MTR regulation to the EC in late 2008.%°

420. In its analysis of the proposed Hungarian regulation the EC noted the following description
of the Hungarian cost modelling process:

‘While the model takes asset costs at their gross replacement value into account, the costs relating to
concession fees — as part of the capital expenditures — are based on the values actually paid by operators,
i.e. on historic / sunk costs. {Footnote: In its reply to RFI, NHH explains that it decided to set historical
prices in the model and not to revaluate concession fee since concession is not tradable (without selling
the whole company), thus the calculation of market price holds great uncertainty. For the 900MHz
frequency band NHH used the price set by the minister in 2007...}’

421. The Hungarian model, when assessed against the Commission’s benchmarking criteria
meets the criteria in that it takes the asset costs at their gross replacement value (current
cost).””” The modelling is also based on a bottom-up TSLRIC cost standard that allows for
the cost recovery of common costs. However, costs used for spectrum appear to be
historical.

422. The Commission notes that in the case of the UK costs have been assessed including
spectrum valued at historical costs and spectrum valued on a current cost basis. The UK
cost model results differ by approximately 5% between a model with historical spectrum
costs and a model with current spectrum costs.

423. The Commission expects the difference in the Hungarian model between historical and
current spectrum costs to be of a similar magnitude to that found in the UK.**® The
Commission is not aware of a similar sensitivity being available for the Hungarian model.
Even in the absence of such information, the Commission does not consider a 5%
differential (which is considered to be a reasonable proximate for any differential) to be
sufficiently significant to not include Hungary in the benchmark set having regard to the
other factors which make it consistent with the Commission’s criteria for inclusion in the
benchmark set. Given that the Commission does not have information as to the actual
differential between historical spectrum costs and current spectrum costs for Hungary,””
the Commission has elected not to adjust the Hungarian benchmarked rate. The Hungarian
benchmark may therefore slightly overestimate the cost of the MTAS (but not in a material
respect).’”’

% The Commission notes that TSLRIC is a form of LRIC that allows for an allocation of shared network costs. In this
case the Hungarian model allows for these costs.

% European Commission, Case HU/2008/0829: Wholesale voice call termination on individual networks in Hungary,
08/12/2008. p2, section I1.3.

27 1bid, p3-4, section II1.

2% The cost differential between modelling current and historical spectrum costs is expected to be relatively small.
This is because spectrum accounts for a small proportion of the total cost of supplying the MTAS and the difference
between the historical and the current spectrum valuation is not expected to be a significant proportion of the total
spectrum costs.

% As is the case for the French termination rate with regards to basing the model on historical costs and current costs.
3% The Commission also notes that in their Cross-submission of 18 August 2009 (p.50), 2degrees believe that the costs
in Hungary are likely to be high due to being an ex-communist state. It is not clear to the Commission why this would
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424. The Commission considers that the difference between historical and current spectrum
costs does not constitute a large enough proportion of total cost to warrant the exclusion of
Hungary from the benchmark set. The Commission concludes that it is appropriate to
include Hungary in the benchmark set as the Hungarian modelling meets the benchmarking
criteria.

Greece

425. Inits Annual Telecommunications Report, the EC made the following comments regarding
the Greek model:*"!

‘October 2008, EETT took final measures on the analysis of the second round review of the market for
voice call termination on individual mobile networks....The termination rates were calculated on the
basis of a bottom-up LRIC model.’

426. As with the Hungarian model, the EC state that the Greek model is a bottom-up LRIC
model, but makes no reference to whether the model is based on current or historical costs.

427. The Commission notes that in a submission to the EC the EETT summarised the modelling

conducted by stating:***

‘Price control obligation, in the form of regulated termination rates, calculated on the basis of cost result
of a bottom up model, using, inter alia, data provided by MNOs.’

428. The Commission notes that this indicates that the Greek modelling has not been conducted
1n a manner that is consistent with the Commission’s benchmark criteria. This is reinforced
by observations of the Greek modelling made by the EC.

429. Inits assessment of the proposed MTR regulation in Greece the EC summarised the Greek
model:**

‘EETT (Greek regulator) intends to base its cost model on the historic costs of the actual operators.
However, in its response to the request for information EETT explained that, in setting the prices, it
corrects the costs in order for them to reflect an average scale operator and to compensate for the
differences in spectrum costs. Therefore, according to EETT, the proposed price control corresponds to
the costs of an average scale efficient operator. (Footnote: EETT further noted in its response to the
request for information that it uses an economic depreciation method to ensure that the cost recovery
profile calculated in the model is consistent with current and forward-looking costs.)’

430. According to the EC description, the Greek model is based on historical costs of the mobile
operators, as the EETT has made adjustments to the model to replicate a cost recovery
profile consistent with current and forward-looking cost recovery.

431. Consistent with their advice on whether to include Hungary in the benchmark set, WIK
Consult stated that the ambiguity of the comments from the EC and their belief that

be the case, given that CAPEX costs in the model are derived from replacement costs (current costs) which are
influenced by the global market for such goods.

%! European Commission, Annex 1- Progress Report on the Single European Electronic Communications Market
2008.

2 EETT, Notification of Draft Measures Pursuant to Article 7(3) of Directive 2002/21/EC (Framework Directive) for
the Market of Voice call termination on individual mobile networks, 4 July 2008, p.4 section 3.2

3% European Commission, Case EL/2008/0786: Voice call termination on individual mobile networks, 01/08/2008,
Section 1.4 p.4
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changing the original composition of the benchmark set will add a bias, WIK Consult
advised the Commission that the Greek cost model should not be included in the
benchmark set.

It is unclear whether cost modelling that uses an economic depreciation based on historical
cost methodology is consistent with a methodology based on current and forward-looking
costs. In the absence of information that transparently outlines the adjustments made by the
EETT,*™ the Commission is unable to assess whether the adjustments made are reasonable
or consistent with the Commission’s benchmark criteria.

The Commission has concluded that Greece should be excluded from the benchmark set,
as, in the Commission’s view, the Greek model is inconsistent with the Commission’s
benchmark criteria.

Currency conversion

434.

The Commission has not received any submissions regarding the appropriate method for
converting foreign currency termination rates into NZD that alters the view held in the
Draft Report. The Commission concludes it is appropriate to use an evenly weighted 10
year exchange rate and PPP rate for converting foreign currency MTRs into NZD.

Summary of benchmark set

435.

436.

The Commission sets out the final voice benchmark set in Table 11.

Table 11 Commission’s final voice benchmarks

MTR Home
Updated FX and | Currency (year of | Blended MTR NzD
PPP modelled rate) FX rate (Current)
UK £0.0478 0.383 0.125
Denmark kr 0.54 4.583 0.118
Hungary HUF 11.8600 108.216 0.110
Netherlands €0.056 0.536 0.105
Norway NOK 0.48 5.037 0.095
Israel ILS 0.173 2.426 0.072
Australia $0.058 0.887 0.065
Sweden kr 0.319 5.296 0.060
Malaysia MYR 0.0873 1.675 0.052
France €0.0270 0.548 0.049

The Commission did not receive any substantive submissions advocating for the inclusion
or exclusion of any benchmarks in the SMS benchmark set. The Commission has retained

3% The Commission is unable to verify the difference between the historical costs in the model and current costs, as no
information is available to the Commission regarding the adjustments made by the EETT or how they impact costs.
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the SMS benchmark set used in the Draft Report.’® The Commission sets out the final
SMS benchmark set in Table 12.

Table 12 Commission’s final SMS benchmarks

SMS

SMS rate (home currency) FX Rate | (NZcpSMS)
Israel 0.023%%° 2.426 0.95
Malaysia 0.00273 1.675 0.16

Comparable Countries

437. Comparability is important where conditions or factors that are likely to influence the cost
of supplying the service vary across jurisdictions. To the extent that such ‘cost drivers’ can
be identified, a benchmarking exercise should consider the effects of such cost
differentials to ensure that a resulting benchmarked price reflects the conditions in which
the service is supplied in New Zealand.

438. A key step in considering the comparability of countries for the benchmark set is to identify
the likely cost drivers for the MTAS service

439. The Commission engaged WIK Consult to provide advice on the sensitivity of cost-
modelled MTRs to changes in cost drivers, and to consider the question of comparability.
This enabled the key cost drivers of the MTAS to be identified, and has informed the
Commission as to what adjustments (if any) should be made to the cost-based benchmarks.
WIK Consult noted the following cost drivers:**

= equipment and facilities prices;

= volumes of voice calls and SMS;
= quality of service;

= spectrum band; and

= cost of capital.

440. WIK Consult further advised that:*"

‘In terms of network segments, the access network consisting of the base stations make up the most
important part, shown here with shares of total cost ranging in the WIK models from 63 % to 91 %, but
known by experience to usually range between 60 % and 70 %.’

3% The SMS benchmark set is discussed in pages 125-128 of the Draft Report.

3% Analysys, Response to Issues Raised Concerning the Analysys Cost Model, Report for the Israel Ministry of

Communications, 15 December 2004, p.V, exhibit 0.4. The Israeli SMS benchmark has been adjusted for inflation in

the same manner as the voice rate.

37 Malaysian Communications Commission and Multimedia Commission (MCMC), Access Pricing, A report on a

Public Inquiry, 30 November 2005, p.92, Table 6.3.

zgz WIK Consult, Cost Driver Sensitivity Analyses with Mobile Cost Models 22 December 2008, pages 17 and 18.
ibid, page 18.
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In subsequent advice provided to the Commission, WIK Consult comment on country-
specific factors that are likely to influence the costs associated with base stations. This is
further discussed in paragraphs 452 to 455 below. The Commission has taken this into
account when determining an appropriate cost-based benchmark for New Zealand.

Covec, on behalf of Vodafone, expressed concern that the Commission’s Draft Report
continued to ignore the issue of comparability, despite acknowledging its importance.®"
According to Covec, of the countries in the Commission’s benchmarking sample,*"!

‘... Norway is the most comparable to New Zealand, with similar population, land area and population
density. ... The estimated termination cost in Norway is NZ 9.5 cpm, which is greater than the median,
and so when comparability issues are taken into account this suggests that the median of the
Commission’s dataset will underestimate the cost of mobile termination in New Zealand.’

The Commission notes that none of the criteria used by Covec to conclude that Norway is
comparable to New Zealand were identified in Covec’s own earlier econometric analysis as
being significant determinants of mobile costs.’'? It is not clear why population or land
area, per se, will influence the costs of building and operating a mobile network. For
example, total land area is unlikely to be relevant, as mobile networks typically cover
relatively small geographical areas within any country.

The Commission’s Draft Report considered the question of comparability.*'® In the Draft
Report, the Commission reviewed Covec’s earlier benchmarking submission on
comparability, and outlined a number of concerns with Covec’s analysis. These included
concerns over the reliability of Covec’s econometric analysis of comparability given the
limited dataset, as well as concerns over the MTRs used by Covec as the dependent
variable, and the population per cellsite used by Covec as an independent variable.

In the Draft Report, the Commission noted that in terms of urbanisation, which Covec
identified as a relevant cost driver for the MTAS, New Zealand has a relatively highly
urbanised population, indicating a relatively low mobile network cost. The Commission
also observed that each of the countries used in the Commission’s benchmarking had
urbanisation rates within the 60% to 100% range used for comparability purposes in the
UCLL STD. The Commission notes that Hungary (which has now been included in the
benchmark set) also falls within this range, having an urbanisation rate of 66%.>"*

The other variable that Covec found to be significant as a cost driver for the MTAS was
population per Vodafone cellsite. However, as noted in the Draft Report, the use of
population per Vodafone cellsite assumes that the entire population in each jurisdiction is
served on the Vodafone network.’"> The Commission considered that the number of
mobile subscribers, rather than the entire population, per cellsite is likely to be a more
relevant driver of mobile costs, as the number of subscribers takes into account the market
shares of the mobile operators in each jurisdiction. A higher number of subscribers per

319 Covec submission, 27 July 2009, paragraph 41.

311

ibid, paragraph 42.

*12 Covec, Benchmarking Mobile Termination Rates, 6 May 2009, p.30-31.

313 See Draft Report, paragraphs 544 to 570.

3% United Nations, Urban Population, Development and the Environment 2007, 2008.
31 Commerce Commission, Draft Report, paragraph 565.
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cellsite will enable the mobile operator to spread the fixed costs of each cellsite over a
larger number of customers, thus reducing the average cost.

In the Draft Report the Commission noted that Vodafone New Zealand has a relatively
high number of subscribers per cellsite, when compared to Australia, the Netherlands, and
the UK (which are the three countries that Covec compared New Zealand to) which
suggests that mobile costs are relatively low in New Zealand.

In terms of comparability, the costs of providing the MTAS in Australia (as well as the
Netherlands and the UK) are likely to be higher than in New Zealand. This suggests that a
cost-based MTAS price in New Zealand is likely to be lower than the cost-based MTAS
price in Australia (6.5NZcpm), the Netherlands (10.5NZcpm) and the UK (12.5NZcpm).

In its initial report to the Commission,’'® WIK Consult ran three models based on a small
densely populated country (SD),*'” a medium sized densely populated country (MD)*'® and
a large sparsely populated country (LS)’"’. In commenting on its earlier analysis, WIK

Consult identified the resulting cost differentials between the SD and LS models:**°

‘The WIK bottom-up model was applied to two very different types of countries, one small and densely
populated, the other very large and sparsely populated, where one should expect that the latter has
conditions making for substantially higher costs. When keeping other things equal except these truly
exogenous conditions, the results are that the costs for the large and sparsely populated country are in
fact higher than those for the small and densely populated country, but they are higher by no more than
30%.’

WIK Consult noted that the variation in the benchmarks used by the Commission exceeds

the 30% variation that would be expected due to country-specific differences.

WIK Consult referred to the cost modelling work it had undertaken for the ACCC in
Australia, and advised that the WIK cost estimates for Australia should be considered an
upper value for the likely cost of the MTAS in New Zealand.”*' This was based on WIK
Consult’s analysis of the country-specific differences between New Zealand and
Australia.*?

Firstly, WIK Consult noted that New Zealand has a higher degree of population density
than is found in Australia, but a similar rate of urbanisation. This implies that Australian
networks will be less efficient than networks in New Zealand because there will be
proportionally more coverage-driven network elements, increasing average costs for a
given level of coverage. Having a greater proportion of coverage-driven network elements
in Australia will also result in average link distances being higher in Australia, resulting in
higher costs in Australia.’*

316 WIK Consult, Cost Driver Sensitivity Analyses with Mobile Cost Models, 22 December 2008.

317 Not unlike Austria, Switzerland or Slovakia

318 Not unlike Germany, France or the UK.

319 Not unlike Canada, Australia or Brazil.

320 WIK Consult, Commentary on issues raised in submissions regarding the Commerce Commission’s MTAS
investigation and during the conference on 2 and 3 September 2009, 13 November 2009, page 8.

321

ibid, page 11.

322 ibid, pages 16 and 17.

323

ibid, page 11.
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The Australian model estimates the cost of an efficient operator, based on a 31% market
share. This is significantly below the current market share for the incumbents in the New
Zealand market. Modelling conducted by WIK Consult shows that increasing the market
share to 44% and 50% decreases costs in the Australian model by 6% and 10%
respectively. The current market shares of the New Zealand incumbents are in excess of
44%, further indicating that costs in New Zealand are likely to be below those in Australia.

Finally, WIK Consult noted that information gathered from the Commission’s Draft Report
and from their own modelling experience indicates that Vodafone New Zealand has a
significantly more cost efficient network compared to the 31 per cent market share operator
in Australia. WIK Consult referred to Figure 11 in the Draft Report, which***

“... shows a number of around 2,200 subscribers per Vodafone cellsite in New Zealand while the
corresponding number of the 31 percent market share operator in Australia is lower. The more
subscribers there are in a cellsite, the more traffic is generated and the lower the cost per minute in a
cellsite. As the Commission correctly points out, a higher number of subscribers per cellsite enables the
MNO to spread the costs of each cellsite over a greater number of minutes per traffic.”

WIK Consult noted that the direct costs of cellsites account for around 65% of total
TSLRIC costs, and as a result, the number of subscribers per cellsite is a strong signal of
costs.

The advice from WIK Consult therefore indicates that an assessment of comparability
between New Zealand and Australia would result in the MTAS costs in New Zealand lying
below those estimated for Australia.

WIK Consult also addressed the significance that GDP per capita (GDP) plays in the cost
of supplying the MTAS, and concluded that higher GDP does not necessitate lower
costs.”” India and Bangladesh are example of countries which have low GDP and high
mobile traffic volumes.

The Commission has considered New Zealand with the countries used in the benchmark set
and concluded that no adjustments to the benchmarks are necessary on the basis of
comparability. The Commission has however had regard to comparability issues discussed
in this section to inform its price point range.

Cross-checks

459.

In the Draft Report’* the Commission used two cross-checks for the voice benchmark.

These were the EC’s indication that they expect MTRs in the EU to be reduced to
approximately 2.5€cpm by 31 December 2009 and the implied on-net termination rate**’ in
New Zealand.

324

ibid, page 17.

323 The chain of thinking being that low income means low demand, low demand means low traffic volumes and thus
higher costs.

326 See Draft Report, paragraphs 528-543

327 Calculated by removing an 18% charge for retail related costs, from the average on-net retail price and splitting the
remainder in two to account for both origination and termination.
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The Commission has concluded that the EC recommendation should no longer be used as
a cross-check in light of submissions received. Analysys®*® and Covec®” state that the EC
recommendation is not a formal target and therefore it is inappropriate to place any
weighting on such recommendation as a cross-check. Analysys Mason also state that
comparing the Commission’s costing methodology of TSLRIC with the pure LRIC used by
the EC is not necessarily straightforward.

In this Final Report the Commission has therefore used only the implied on-net termination
rate as a cross-check for the benchmarking.

The Commission has examined retail on-net prices in New Zealand, and has used these
prices as a cross check as to the reasonableness of the Commission’s cost benchmarks. On-
net voice (MTM) and SMS services involve the origination and termination of the call or
SMS on the same network, and the retail prices of these services are likely to at least
recover the cost of such origination and termination. By deducting the non-termination
costs from the retail on-net price, the Commission has compared the resulting termination
component with its cost benchmarks and the benchmarks submitted by other parties during
this investigation.

The Commission observes that on-net traffic accounts for the significant volume of traffic
sent in New Zealand. In 2008 mobile on-net voice calls accounted for over 80% of traffic,
whereas mobile off-net voice calls accounted for less than 20% of traffic (based on billed
minutes). Given these volumes, if the implied on-net termination rate was equal to cost,
each incumbent would be making a profit on less than 20% of all voice traffic carried on
their respective networks. The Commission considers this to be an unlikely scenario.

Under these circumstances the Commission observes that as costs are likely to be less than
the implied on-net average retail prices, it is reasonable to use the on-net termination rate
implied from these retail prices as a cross-check on the Commission’s benchmarking.

The Commission has estimated the average on-net retail price for MTM calls and SMS,
based on 2008 revenue and volume data supplied by Telecom and Vodafone. Calculating
average on-net prices is complicated by the nature of retail pricing in the mobile market, in
particular where fixed monthly prices provide for a number of different services, in which
case some apportionment of these fixed revenues is required. Given such complexities, the
Commission has derived a range of on-net retail prices, from which a range of implied on-
net termination rates has been estimated.

The resulting range of on-net MTM wholesale termination rates for 2008 is between [
]JCRI. For SMS, the range is [ ]CRI. As discussed later, the Commission considers it
likely that on-net prices will continue to decline over time, and has used an annual price
reduction of 5% to gauge the potential impact of entry.

The Commission notes that the advent of the Telecom ‘My Favourites’ offer and the ‘Non-
Stop Text’ offer are not sufficiently captured within the period the data was collected. The
‘My Favourites’ offer was launched near the end of the period the data was collected, and

2% Analysis Mason, Assessment of the position of the Commerce Commission of New Zealand in determining the
MTAS prices, 27 July 2009m p.18-19.
3% Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, p.11-12
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the ‘Non-Stop Text” offer was launched after the data collection period. The impact of
these offers are not therefore accurately reflected in the data. The Commission considers
that had these offers been captured in the data they would have the effect of reducing the
implied on-net termination rate.

The Commission refers to the benchmarking submitted after the Draft Report by Covec,**"
and Vodafone®' who propose voice benchmarks between the range of 12.38cpm and
14.30cpm. All of these benchmarks lie above the implied on-net termination rates for voice
in New Zealand.

Selection of Price Point for Voice Services

469.

470.

471.

472.

In recent determinations where access prices have been set according to a cost-based IPP,
the Commission, having regard to section 18 considerations, has selected a price point that
balances the likely risks to access seekers and access providers. The Commission selected
the median benchmark observations in the UCLL STD, and for the Sub-loop MPF Service
in the Sub-loop STD. The Commission moved above the median to the 75th percentile for
the Sub-loop Backhaul Service in the Sub-loop STD. In each case the Commission’s
selection of a price point has been undertaken on a case-by-case basis.

In both the UCLL STD and the Sub-loop STD, the Commission focused on the potential
asymmetric outcomes from setting a price that was either too high or too low. Where an
access price is too high, the take-up of the regulated access service by access seekers may
be impaired, with the result that competition in the downstream markets will be adversely
affected. Where an access price is set too low, the access provider(s) of the regulated
service may be discouraged from making further investments, as they would be unable to
recover their costs in supplying the regulated service. The long-term consequences of
under-investment are generally regarded as being potentially more severe, giving rise to the
potential for asymmetric outcomes.’

In the UCLL STD, the Commission noted that UCLL-based entry in other countries had led
to access seekers making significant investments in DSLAM equipment in order to be able
to offer new and differentiated broadband services to end-users. The Commission also
noted that UCLL-based entry has driven a competitive response from incumbents, such as
in Australia where Telstra followed access seekers in undertaking similar investments in
unbundled exchanges. In light of the significant investments that access seekers for the
UCLL service were expected to make, the Commission adopted the median benchmarked
observation in the UCLL STD.

In the case of the Sub-loop Backhaul service, the Commission again considered the
respective investments by the access seekers and access provider in respect of the regulated
service. In that case, the Commission noted that Telecom was undertaking significant
investment in new distribution cabinets and fibre, and that the potential access seeker

39 Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, p.11, para 54

31 yodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.47

332 For example, in the UCLL STD, the Commission noted that it had previously stated that where tensions exist
between static efficiency and dynamic efficiency, the Commission will generally place more weight on dynamic
efficiency, as this is considered to better promote competition for the long-term benefit of end-users. Commerce
Commission, UCLL STD, paragraph 207.



473.

474.

475.

476.

477.

116
973435 1

investment in cabinet-based active equipment was likely to be comparatively small. As a
result, the Commission decided to move above the median benchmark in that case.>*

The MTAS relates to interconnection between mobile networks where the access provider
of the service (where traffic is terminated on its mobile network) will also be an access
seeker (where its traffic is terminated on another mobile network). This creates a greater
balance between the investment incentives of the access seeker and access provider than
exhibited in the UCLL and Sub-loop services. The Commission therefore considers that the
price point selected should be no greater than the median.

Vodafone®** and Telecom submitted®*” that the presence of uncertainty and the asymmetric

risk of regulatory error should lead the Commission to exercise a cautious approach to
benchmarking and as a result set the benchmark above the median of the benchmark set.
Vodafone also submitted that for reasons of dynamic efficiency, choosing a benchmark
above the median is well justified.**

In order to gain further insight into the submissions made by parties regarding the
asymmetric risk of regulatory error, the Commission queried parties at the MTAS
Conference™’ for international evidence of detriment resulting from regulating MTRs too
low. The Commission did not receive any evidence of detriment from regulating MTRs
below cost.

While the Commission recognises that benchmarking provides only a proximate estimate
of the actual costs of mobile termination in New Zealand, the Commission does not agree
that this justifies a move above the median in this case. MTRs that are significantly above
cost are likely to harm a new entrant, such as 2degrees, which has made significant new
investment in mobile infrastructure in New Zealand. The Commission has therefore had
regard to the uncertainty implicit in benchmarking and its implications not only for
Telecom and Vodafone, but also for a new entrant making significant mobile network
investments in New Zealand.

In their advice to the Commission, WIK Consult commented on the appropriate benchmark
price point. According to WIK Consult, there are a number of possible reasons why the
variation in the cost benchmarks of the Commission are greater than the 30% variation that

is likely to be attributed to country specific factors:***

= The number of base stations underlying in the cost models may be larger than
required.

333 In the case of the Sub-loop Backhaul Service, the Commission used the 75th percentile feeder proportion of the
UCLL price.

334 Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.44-45.

335 Telecom, MTAS Investigation — Cross-submission, 18 August 2009 p.17, para 65.

336 Vodafone, Vodafone New Zealand Limited Submission to the Commerce Commission, 18 August 2009, p.54, para

191.

37 Commerce Commission MTAS Conference, p.144.
3% WIK Consult, Commentary on issues raised in submission regarding the Commerce Commission’s MTAS
investigation and during the conference on 2 and 3 September 2009, p.12.
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= Information asymmetries between operators and regulators regarding traffic volumes
mean that the regulators may be unable to verify the accuracy of the information.339

= Larger amounts of opex may have been used, and again the regulator may be unable
to verify such data.

= The costs of 3G operations may have been included in the cost of 2G operations.
This is known to have happened in the case of the UK.

As a result, WIK Consult concluded that the use of the median value of the Commission’s
benchmark set may overstate the actual costs, and recommended that the Commission
should instead consider the average of the lowest three benchmarked rates to set a cost-
based price for the MTAS in New Zealand. 2degrees®*” agreed with the WIK Consult
recommendation of using the average of the lowest three benchmarks because they believe
it more accurately represents the impact the entry of a third entrant will have on the market
in New Zealand. WIK Consult argued against the use of the 75th percentile as proposed by
Vodafone,**' Telecom®** and their experts because they believe using a benchmark at the
75™ percentile will overstate the true costs of termination.

The Commission notes, with regards to investment, that to the extent that cost-based MTRs
enable a new entrant mobile network operator to compete efficiently in the downstream
retail mobile services market, this is likely to increase the competitive pressure on the
mobile network operators to continue to innovate and invest.

The Commission also notes the developments in cost modelling taking place in Europe and
recognises that modelled costs are likely to continue to fall as regulators respond to the EC
recommendation. An example of this can be observed in the reduction of the Swedish rate
from that used in the Draft Report.**

In considering whether to use a measure of the average benchmarked observation, such as
the mean or median value, or whether to move above or below the average, the
Commission has had regard to the risks of setting an estimated cost-based MTR for the
purposes of the factual that is either significantly above, or below cost, and in particular the
implications of such risks for access seekers and access providers. The Commission has
also had regard to the comparability of the benchmarked countries in forming a decision on
the appropriate price point.

Finally, the Commission notes a comment made by Mr Feasey, from Vodafone, at the
MTAS Conference when explaining the thinking that regulators go through when setting a
regulated MTR. Mr Feasey stated:***

339 This can be highlighted in this investigation by the number of iterations that were required to finalise data
regarding traffic flows between operators and calculating traffic flows requires data from both operators (sending and
receiving) which allows reconciliation.

49 2degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, p.20-22.

! Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.40, para 118.
2 Telecom, MTAS Investigation — Cross-submission, 18 August 2009 p.17, para 65

3 Reduction in the benchmarked Swedish rate from the Draft Report to the Final Report is greater than 13%. This is
further discussed in the section of this Section III addressing Changes to Benchmarks.

3% Mobile Termination Access Service Conference, 2 September 2009, p135, lines 11-13.
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“...I think generally what regulators do is to say what is a TSLRIC price likely to look like, and they
start with a range. There is no single number that spits out, but they make a judgement within that.”

Having considered the submissions discussed above and Mr Feasey’s comments, the
Commission has concluded that, for the purposes of the MTAS Investigation, it is
appropriate to adopt a range of cost benchmarks within which it considers that the cost of
supplying the MTAS in New Zealand is likely to lie. The upper bound of the range is
defined by the median value of the Commission’s benchmarks of 8.3cpm (based on the
benchmark set used in the Draft Report, plus the addition of Hungary), and the lower bound
is based on the average of the lowest three benchmarks of 5.4cpm.

In setting these two bounds, the Commission has had regard to the cross-check of implied
average on-net retail prices and submissions on comparability of the benchmarks and the
risks of benchmarking. The cross-check supports the upper-bound of the benchmark range
as the median benchmark of 8.3cpm sits slightly below the range of the implied on-net
voice termination rates [ JCRI.** A benchmark at the 75" percentile (10.8 cpm) would sit
near the upper half of the estimated range of the implied on-net termination rates. MTAS
costs are likely to be less than the implied average on-net retail prices (for discussion on
implied average on-net termination rates see paragraphs 588 to 616). The Commission
concludes that the median of 8.3cpm is an appropriate upper-bound on the cost of
providing the MTAS in New Zealand.

The Commission concludes that the median used in the Draft Report is the appropriate
starting point for the price point. There is no reason to move the price point above the
median because the implied on-net termination rates indicate that the median of 8.3cpm is
an appropriate upper-bound.

At the other end of the range the Commission notes the advice from WIK Consult in
relation to the likely relative costs between Australia and New Zealand. WIK Consult
stated that they consider there are strong reasons to believe that the cost-based MTAS price
in Australia, which is NZ6.5cpm, is likely to be higher than the cost-based MTAS price for
New Zealand. The Commission also notes WIK Consult’s advice that the average of the
lowest three benchmarks best represents the likely cost of the MTAS in New Zealand.
Having assessed the analysis conducted by WIK Consult the Commission considers that a
benchmark made up of the average of the lowest three MTRs is an appropriate lower bound
on the cost of supplying the MTAS in New Zealand.

346

Selection of Price Point for SMS Services

487.

In the Draft Report,”*’ the Commission noted the sample size of two benchmarks and that

the degree of variation in the benchmarked rates generated a degree of uncertainty around
the benchmarking exercise for SMS. Due to these factors the Commission considered that
caution was necessary in establishing a benchmark for SMS and that it was appropriate to

5 Implied on-net termination rates are calculated from average retail on-net prices by removing 18% of the retail
price to allow for retail-related costs, and then splitting the origination and termination legs of the connection evenly.
The 2008 implied on-net termination rates have been adjusted by -5% to reflect expected cost reductions.

6 WIK Consult, Commentary on issues raised in submission regarding the Commerce Commission’s MTAS
investigation and during the conference on 2 and 3 September 2009, p.16.

**7 Draft Report, p.125-127.
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benchmark SMS termination rates using the upper bound observation of the data set. This
gave an initial benchmark of 0.95cents per SMS.

The Commission has had regard to the submissions on SMS benchmarks.**® Nothing in the
submissions have, however, altered the Commission’s view from the Draft Report that the
appropriate benchmark is 0.95¢/SMS.

The Commission considers that, with only two benchmarks available for SMS, there are
grounds for a different approach to be taken to the price point selection for the SMS service
to that taken for the voice service. Given the uncertainty arising from a small sample set
and the consequent risk that the median could under-recover the costs of the SMS service,
the Commission has concluded that adopting the upper bound rate remains appropriate. As
with the voice benchmarks, the Commission has used the implied on-net termination rate
range for SMS as a cross-check for the benchmarking of SMS rates. The SMS benchmark
falls within this range.

The Commission considers that adopting a lower rate as proposed by 2degrees®* is not

appropriate because of the risk that operators will not be capable of recovering the cost of
providing an SMS service if traffic is out of balance.

Further, the Commission does not consider that SPAM justifies an adjustment to the SMS
benchmark due to the Unsolicited Electronic Messages Act 2007.

Conclusion on price points for voice and SMS services

492.

The Commission’s final voice benchmarks for 2009 are the range from the median of the
benchmarked set, 8.3cpm to the average of the lowest three benchmarks, 5.4cpm. The
Commission’s final SMS benchmark for 2009 is the upper bound of the benchmark set
0.95cpSMS.

Cost-path

493.

494.

495.

In this investigation, the Commission is assessing the benefits and costs of MTAS
regulation over a period of time. The Commission has therefore considered how a cost-
based MTAS price is likely to change over time.

In the Draft Report, the Commission identified two jurisdictions in which cost-based MTRs
had been determined over a period of time. In Sweden, the regulator had estimated the
cost-based MTR for each year until 2012/13, with annual reductions of approximately

10%. In the case of Denmark, the cost-based MTR declined by 13% between 2008 and
2009. In the Draft Report, the Commission concluded that an annual cost reduction of 10%
was reasonable.

In submissions on the Draft Report, Vodafone® argued that cost-paths of around -5% are a
more appropriate representation of cost-paths. On behalf of Vodafone, Covec®®' submitted

¥ These are summarised in 1 to 66 in APPENDIX 4: SUBMISSIONS ON BENCHMARKING ISSUES
9 2degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, p.19, para 3.10

339 yodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.47, paras
154-156.

31 Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, pages 14-15.
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that a -4.7% cost-path is appropriate. In their analysis, Covec use cost-paths from Australia,
Denmark, Israel, Malaysia and Sweden and use the median to determine a cost-path of -
4.7%.

2degrees submitted that the impact of their entry into the market will create significant
initial cost savings that will taper off over time. 2degrees also noted that the Swedish model
estimated costs will fall most significantly over the next two to three years and more
gradually after that. 2degrees concluded that a 15% reduction in cost is appropriate for the
first two years, followed by 10% reductions for the following two years and 5% reductions
after that.

The Commission notes that all of the cost-paths used by Covec, with the exclusion of
Sweden, are historical. Of Covec’s benchmarks only Sweden’s cost-path of about -10%
estimated a cost-path beyond 2009. The Commission does not consider cost-paths that
estimate costs over historical timeframes such as in the analysis conducted by Covec, to be
determinative of future costs.

352

Since the publication of the Draft Report the Commission has been advised on this matter
by WIK Consult. WIK Consult observe that the updated UK model estimated a nominal
(inflation adjusted) cost-path reduction of 6% per annum and the Swedish model estimated
an average nominal reduction in costs of about 9%.>>* WIK Consult’* noted that the
Swedish model included forecasts for relatively strong increases in volumes of both voice
and data traffic which they believe explains the steeper cost-path. The Commission
considers that material increases in voice and data traffic in New Zealand are a likelihood
as a result of increased competition, driven by the launch of the 3G XT network and the
market entry of 2degrees.

However, Concept®>’ stated in their cross-submission on the Draft Report, that data will be

a significant driver in the reduction of termination costs. The mobile data market in New
Zealand still only has two competitors; 2degrees is not presently operating a 3G network.

The Commission considers that competition in the mobile data market will increase once
2degrees launches data services. Increased competition is likely to increase the growth of
data traffic, which will reduce the costs of supplying voice and SMS services on the mobile
networks. As 2degrees has not yet launched data services, the Commission considers costs
of supplying mobile services in New Zealand will not fall as quickly, in the short term, as
that provided for in the first two to three years in the Swedish model. This is because there
are at least three MNOs in Sweden with a significant proportion of revenue in the mobile
data market.>

352 In real terms.

353 The Commission notes that since the WIK Consult report was published, the Swedish regulator has since updated
its cost model and has estimated a new cost-path that, when the Commission has adjusted using the inflation forecasts
(annual average) published by the Swedish Central Bank, a cost-path of about -9% is generated.

3 WIK Consult, Commentary on issues raised in submissions regarding the Commerce Commission’s MTAS
investigation and during the conference on 2 and 3 September 2009, 13 November 2009, page 20-21.

%% Concept, MTAS: Cross-Submission, 18 August 2009, p.46

336 Bank of America / Merrill Lynch, Global Wireless Matrix - 1Q09: The Slowdown, 13 April 2009, page 173, Table
135: Sweden.
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501. The Commission considers it is appropriate to use a range of cost-paths, with greater
annual reduction applying to the upper band of the voice benchmark range, because there is
greater potential for future cost reductions from the upper bound.

502. The Commission concludes that a nominal cost-path of 10% is appropriate to apply to the
upper bound of the benchmark set. This is comparable with the Swedish cost-path, which
allows for relatively strong increases in volumes of voice and data traffic. The Commission
considers such increases in voice and data traffic are likely in the New Zealand market due
to significant future reductions in MTRs enabling greater competition in the mobile voice
and SMS markets.

503. The Commission concludes that a nominal cost-path, as recommended by WIK-Consult, of
-6% per annum should be applied to the lower-bound of the benchmark range. This is
consistent with the Commission’s acceptance of WIK Consult’s recommendation for the
lower bound of the benchmarking range.

504. The Commission has used the higher of the two SMS rates as the cost benchmark and
considers that a nominal cost-path of -10% per annum should be applied to this benchmark.

Glide-path

505. In the Draft Report, the Commission considered the issue of whether a glide-path should be
introduced into the Commission’s benchmarking for the purposes of its factual assessment.
The Commission’s preliminary view was that it would not be appropriate to include a
glide-path in the benchmarking, and that the merits of using a glide-path to move towards a
cost-based rate should be considered as an implementation issue within the context of an
STD in the event the MTAS is regulated.

506. Telecom™’, Vodafone, **® Analysys Mason > and NERA **° have submitted that a glide-
path should be applied to the factual. These submitters generally pointed to the need for a
balance between the harm that is caused to MNOs by a significant drop in the MTR and the
benefit to customers that is generated by the MTR drop. Submissions also stated that a
significant drop in the MTR will negatively affect the investment incentives of some
MNOs.

507. In contrast, Dr Haucap®®' submitted, on behalf of 2degrees, that glide-paths internationally
have generally been implemented as a tool to encourage and support market entry and are
associated with asymmetric rates in favour of new entrants.’*® Concept Economics

337 Telecom, Schedule 3 Investigation into Regulation of Mobile Termination Access Services - Submission on draft
Report, 28 July 2009, p.21.

%% Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.40, para 118
and p.67, para 231.

359 Analysis Mason, Assessment of the position of the Commerce Commission of New Zealand in determining the
MTAS prices, 27 July 2009m p.11-13.

30 NERA, Regulation of the MTAS: Review of the Commission’s Draft Report, 28 July 2009 p.9.

381 professor Dr. Justice Haucap, A Short Note on the Philosophy and Economic Rationale Underlying ““Glide-paths™
for the Regulation of Mobile Termination Rates, 2009.

362 The Commission notes that in their letter of 16 December 2009, 2degrees state they have “long argued that
asymmetric rates in favour of new entrants is of less appeal only in circumstances where termination rates are cost
based. If the market is distorted in favour of large networks through above cost termination rates, then in order to
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submitted, on behalf of 2degrees, that they believed that “the benefits of quickly aligning
MTRs with cost are not simply pass-through price reductions but of removing entry
barriers to enable competition”.”® 2degrees concurred with these statements by stating
“There is no justification for a glide-path to cost approach™** and reiterated their view that
insulating MNOs against the effects of sudden reductions in MTRs is not a valid reason for
a regulatory glide-path.*®® 2degrees*®® also note that both Vodafone and Telecom have
issued warnings about the potential for regulation in the MTAS market in their SEC filings.
2degrees states this indicates that both operators, and their investors, are aware of the
potential of regulation and its impact.

508.  Generally, glide-paths are used internationally for two purposes. One is to allow a new
entrant an asymmetric rate for a period of time upon entry to reduce and eliminate the
asymmetry over time, as referred to in 2degrees’ submission. At the MTAS Conference
parties generally agreed that it was not appropriate to apply asymmetric rates to the factual
of benchmarking cost modelled rates for this investigation.**” Mr McCabe, from 2degrees,
stated that 2degrees had not submitted that asymmetric rates were appropriate because they
assume the outcome will be true cost, but if this is not the case then their position may
change. Mr Matthews, on behalf of 2degrees, followed this up by clarifying that 2degrees
may have discussed the possibility of asymmetric pricing in one of their earlier
submissions, but it was not a position they were advocating.*®®

509. Accordingly, the Commission has concluded that asymmetric pricing should not be applied
to the benchmarks or in the factual of regulation.’®

510. The other purpose for regulatory glide-paths internationally is to allow a period of time for
the market to adjust to the new regulatory environment, as submitted by Telecom and
Vodafone.

511. In considering glide-paths in the context of the factual in this Schedule 3 Investigation, the
Commission has had regard to the welfare gains to customers stemming from an immediate
reduction of MTRs to cost and the detriment such an immediate regulatory change may
cause to MNOs.

512. An immediate reduction to a cost-based MTR, at the time regulation of the MTAS is
assumed to have effect, would ensure the competition issues identified in the competition
assessment in paragraphs 165 to 332 above would be alleviated earlier than if a glide-path
was implemented.

minimise those distortions it would be appropriate to allow the new entrant to enjoy termination rates at a higher level
to the incumbents” p.3, para 7(e)

363 Concept Economics, MTAS Cross-submission, 18 August 2009, section 4.3.7.

%% 2degrees, Process for the final stage of MTAS investigation, 16 December 2009, p.3, para 7(d)

365 2degrees, Submission on Revised Undertakings, 16 October 2009, p.2-3.

366 2degrees, Cross-Submission — Commerce Commission Draft Report on MTAS, 18 August 2009, p.41, para 8.29-
8.30.

37 MTAS Conference transcript, p.116-117.

368 Other submissions in relation to asymmetric prices are discussed in paragraphs [881 to 888] in Section VII of this
Final Report.

3% The Commission notes that in their letter of 16 December 2009, 2degrees re-raised the issue in the context of
Commission comments in its letter to parties of 3 December 2009 (Commerce Commission, Process for the final stage
of MTAS investigation, 3 December 2009) regarding reciprocity between and asymmetric pricing in undertakings.
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However, the Commission recognises that a significant reduction in the MTR may cause
disruption to the business plans of MNOs and, as noted above, glide-paths are often
allowed for internationally to reflect this. For example, Ofcom®’” has noted that an
immediate reduction to a cost based MTR does not allow adequate time for MNOs and
customers to adjust to new MTR environment and take these changes into account in their
business plans and planned capital expenditure.

The Commission also notes that MNOs are likely to have taken the MTR into account
when developing the terms of contract mobile plans, and immediate reductions in MTRs
may affect the profitability of some customers on longer term contracts. The Commission
notes that according to the data responses provided during this investigation, historically, at
least 10% of all retail mobile customers are on a contract longer than 12 months.

The Commission does note that both Vodafone and Telecom have issued a warning to
investors of the potential for regulation in their SEC filings, indicating that both operators
are aware of the potential for regulation. The Commission does not however believe that
awareness alone of potential regulatory change sufficiently mitigates the negative risk to
investment that a significant immediate drop in the MTR may cause.

The Commission is of the view that particular regard must be had to New Zealand specific
conditions when assessing whether it would be appropriate to include a glide-path in the
factual for the MTAS Investigation. These include the following::

= the prevailing MTRs are set through ‘quasi-regulatory’ Deeds entered by Telecom
and Vodafone with the then Minister in 2007, which conclude in 2012. MNOs have
based and implemented their business plans on the MTRs set out in those Deeds and
allowing a glide-path in the factual would take that into account;

= athird MNO, 2degrees, has recently entered the New Zealand mobile market, at a
time where there is 100%+ penetration and significant on-net discounting (with on-
net traffic accounting for 80%-90% of traffic), which presents a significant barrier to
efficient entry and expansion which will continue until such time as a regulatory
change takes effect. Allowing a glide-path in the factual would defer the timeframe
for these barriers to be addressed; and

= the regulatory environment in New Zealand has a lag between any decision to
regulate, should the Commission recommend regulation and the Minister accept the
recommendation, and the implementation of a regulated MTR through the
completion of the STD process. In the event that regulation is introduced, the time
taken to formulate an STD, assumed in this Schedule 3 Investigation to be 9 months,
would provide MNOs with some time over which to adjust to lower MTRs, which
effectively represents a glide-path of sorts such that a glide-path in the factual is not
appropriate (or the length and nature of any glide-path should reflect this).

The Commission has concluded that, while the Commission would be required under an
STD process to determine if a glide-path should be incorporated into the price for a
designated service, it is not required to determine finally for the purposes of a Schedule 3
investigation which, if any, glide-path would be appropriate in the event of regulation.

37 Ofcom, Mobile Call Termination — Statement, 27 March 2007, p.167, para 9.172
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518. Having had regard to submissions and the considerations discussed above, the
Commission’s has concluded that, for the purposes of the MTAS Investigation and in
particular the assessment in Sections V and VI of this Final Report, it is appropriate to
assess the following two scenarios:

= the first factual scenario involves an immediate reduction in MTR to cost once the
STD process has been completed, such that the cost-based MTR would take effect
from January 2011. This scenario involves no regulatory glide-path; and

= the second factual scenario involves a more gradual reduction in MTR to cost, such
that the cost-based MTR would be reached by January 2012. Under this scenario,
the MTR would be reduced in two steps, with the first occurring in January 2011
(accounting for two-thirds of the reduction to the cost-based level), with a second
reduction to reach the cost-based level occurring in January 2012 (accounting for the
remaining one-third).>”' This scenario involves a regulatory glide-path of one year,
which in effect provides for a two-year transition to cost-based MTRs.

Changes to benchmarks

519.  Since the publication of the Draft Report, the Commission has made the following changes
to the benchmark set:

= Foreign exchange rates used to convert foreign currency MTRs into NZD have been
updated from the Draft Report to cover the 10 year period from 4 November 2009;"

= PPP rates used to convert foreign currency MTRs into NZD have been updated from
2007 rates to 2008 ra‘[es;3 73

= The French MTR benchmark has been adjusted upwards by 2% to account for the

difference between forward-looking cost and historical cost model results®”*; and

= An adjustment has been made with respect to the Commission’s benchmarked rate
for Sweden. The Swedish regulator has updated their modelling,’” which has
resulted in lower cost modelled rates.

3" The Commission considers that it is appropriate to use this two-thirds/one-third combination for the purposes of the
second factual scenario. A number of other jurisdictions have introduced glide-paths that require a target MTR to be
achieved over a period of two to three years. In the New Zealand context, the regulatory STD process would be
expected to take a period of time to determine the cost-based MTR, and as noted above, the Commission has assumed
that this would occur by the end of 2010, with no earlier reduction in MTRs. In order to account for the MNOs
enjoying higher MTRs over the 2010 period in which the STD is prepared (because the glide-path can’t begin until a
regulated MTR is set, despite the decision to regulate being made), the Commission considers it appropriate that the
reduction from prevailing MTRs to the cost-based level under the regulatory glide-path be introduced in two steps with
the first reduction involving two-thirds of the total reduction required to reach the cost-based level, and the second
involving one-third of the total reduction.

372 All foreign exchange data has been sourced from oanda.com

373 IMF PPP (2008) rates, sourced from
http://www.imf.org/external/pubs/ft/weo/2009/02/weodata/weoselco.aspx?g=2001&sg=All+coun tries, using the
variable “Implied PPP conversion rate”.

3™ This adjustment is made to be consistent with the 2% difference ARCEP found between the estimate of their model
based on historical costs and their model based on current costs.
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Conclusions on Determining the Factual Scenario

520.

521.

522.

523.

524.

525.

526.

527.

528.

The Commission has concluded that designation would be the appropriate form of
regulation for the MTAS under the factual, and that the relevant pricing principle for a
designated MTAS would be based on TSLRIC.

The Commission has undertaken a benchmarking exercise to identify a price for the MTAS
that would likely be determined under TSLRIC-based regulation. In determining the range
of benchmarked costs the Commission has had regard to whether the benchmarks (and
those proposed by other parties in submissions) are based on forward-looking cost-based
rates for similar services in comparable countries.

The Commission has concluded that benchmarking against MTRs that exceed TSLRIC
costs, due to glide-paths and other notional adjustments, risks overstating the likely costs of
the MTAS.

The Commission has amended the benchmark set used in the Draft Report. The
Commission’s set of cost-based voice benchmarks used in this Final Report now includes
Hungary. The SMS benchmark set has not changed from that used in the Draft Report.

The Commission has considered New Zealand’s comparability with the countries used in
the benchmarking of cost-based MTRs in this investigation and has not made any
adjustments to the benchmarks on the basis of comparability. The Commission has used
comparability considerations to inform the price point range.

The Commission notes that both the voice and SMS benchmarks sit below the implied on-
net termination rates, while benchmarking conducted by Vodafone,’”® Telecom®’” and their
experts’ ' sit above the implied on-net termination rates. The Commission has concluded
that implied on-net termination rates for voice and SMS are appropriate cross-checks for
the benchmarking.

The Commission has taken into account the substantial investments being made by each of
the mobile operators, and the extent to which these investments are likely to be affected by
the level of the MTR. This is consistent with the Commission’s approach to selecting a
price point in previous Commission decisions.

For the purposes of this investigation, the Commission has established a range of cost-
based voice benchmarks within which a factual price for the MTAS in New Zealand is
likely to lie. The upper bound of this range is the median of the Commission’s entire
benchmark set, or 8.3cpm for 2009. The lower bound of this range is the average of the
lowest three benchmarks of the Commission’s benchmark set, or 5.4cpm for 2009.

For SMS termination, the Commission has used a 2009 cost estimate of 0.95cpm for the
SMS benchmark.

http://www.pts.se/upload/Ovrigt/Tele/Bransch/Kalkylarbete%20mobilnit/Samrad%20var2009/Prisrekommendation
_fran-1juli-2009.pdf

376 yodafone, Vodafone New Zealand Limited Submission to the Commerce Commission, May 2009, p.51.

377 Telecom, Submissions on the Schedule 3A Undertakings Received by the Commission, 13 February 2009, p.9.

7 NERA, MTAS Benchmarking — Response to Commission Comments on Undertakings, 6 May 2009, p.9; and,
Covec, Benchmarking Mobile Termination Rates, 6 May 2009, Table 7, p.25.
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The Commission’s benchmarked rates are calculated as declining over time to reflect likely
movements in cost. The Commission has also used a range within which the Commission
considers the appropriate MTAS cost-path lies. The Commission concluded that a cost
path of -10% per annum should be applied to the upper bound of the benchmarked range
and a cost-path of -6% per annum, should be applied to the lower bound of the benchmark
range. The final benchmarks being outlined in Table 13:

Table 13 Final Benchmark (NZcpm, second + second)

2009 2010 | 2011 2012 2013 2014 2015
Voice
Upper Bound
Benchmark 8.3 7.5 6.7 6.1 5.4 49 4.4
Lower Bound
Benchmark 54 5.1 4.8 4.5 4.2 4.0 3.7
SMS
Benchmark 0.95 0.86 0.77 0.69 0.62 0.56 0.50

The Commission concludes that for the purposes of assessing the impact of regulation
under a Schedule 3 investigation, it is appropriate to consider two scenarios which
represent appropriate bounds for what is likely to occur under regulation if a glide-path is
considered appropriate. The lower bound is an immediate implementation of a cost-based
MTR on completion of the STD and the upper bound is a two year glide-path, which
includes the timeframe required to complete an STD. The final factual is accordingly set
out in Table 14:

Table 14 Final Factual (NZcpm, second + second)
2010 2011 2012 2013 2014 2015

MTM/FTM

no regulatory glide-
path

Upper bound factual 1845 |6.72 6.05 5.45 4.90 4.41
Lower bound factual 18.45 |4.77 4.49 4.22 3.96 3.73

regulatory glide-path
Upper bound factual* 1845 |10.18 |6.05 5.45 4.90 4.41
Lower bound factual* 1845 |9.14 4.49 4.22 3.96 3.73

SMS
Factual (cpSMS) 9.50 0.77 0.69 0.62 0.56 0.50
Factual* (cpSMS) 9.50 3.63 0.69 0.62 0.56 0.50

* Includes a one-year regulatory glide-path.
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SECTION V: ARE THERE GROUNDS TO REGULATE?

Assessment to Determine Whether There Are Grounds To Regulate

Approach to assessment

531.

532.

533.

534.

In this section, the Commission considers whether there are grounds for recommending
regulation of the MTAS by comparing the potential impact of cost-based regulation of the
MTAS (the factual scenario) to what would likely occur in the absence of such regulation
(the counter-factual scenario). This assessment forms part of the stage 1 assessment. The
impact of cost-based regulation of MTAS is likely to be felt in a number of downstream
markets in which the MTAS is used to supply retail services to end-users.

In considering whether or not to recommend regulation of the MTAS, section 19 of the Act
requires the Commission to consider, amongst other matters, the purpose set out in section
18 of the Act and to make a recommendation that the Commission considers best gives, or
is likely to best give, effect to the purpose set out in section 18. According to sections
18(1) and 18(2) of the Act:

‘18 Purpose

(1) The purpose of this Part [2] and Schedules 1 to 3 is to promote competition in telecommunications
markets for the long-term benefit of end-users of telecommunications services within New Zealand
by regulating, and providing for the regulation of, the supply of certain telecommunications services
between service providers.

(2) In determining whether or not, or the extent to which, any act or omission will result, or will be
likely to result, in competition in telecommunications markets for the long-term benefit of end-users
of telecommunications services within New Zealand, the efficiencies that will result, or will be likely
to result, from that act or omission must be considered.”

The Commission has therefore had particular regard to whether regulation of the MTAS
would promote competition in each of the relevant downstream markets for the long-term
benefit of end-users in those markets. Increased retail competition is likely to result in
better outcomes for end-users, for example, through lower prices, greater innovation in
retail packages, and more efficient investment decisions by both fixed and mobile
operators:

* in the retail fixed market, in which FTM calls are supplied, the Commission has
considered whether regulation of MTAS is likely to promote competition between
existing and potential suppliers of calls that originate on fixed networks and
terminate on mobile networks; and

= in the retail mobile market, in which MTM calls and SMS are supplied, the
Commission has considered whether regulation of MTAS would promote
competition, not only between established retail competitors such as Vodafone and
Telecom, but also in terms of lowering barriers to entry and/or expansion facing a
new mobile entrant, such as 2degrees, and other potential suppliers.

As discussed below, in comparing a factual scenario of regulation to a counter-factual of no
regulation, the Commission has used both quantitative and qualitative analysis of the
potential consequences in the relevant downstream markets.
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For example, the quantitative analysis includes the model of FTM termination rates
developed by the Commission in the Draft Report, as amended by the Commission in light
of submissions on the Draft Report. A range of potential benefits and detriments for end-
users resulting from regulated FTM MTRs is estimated by the Commission using this
analysis.

The qualitative analysis of the likely impact of regulating the MTAS focuses on the likely
impact of such regulation in the downstream mobile services market, and in particular
whether termination rates for MTM and SMS traffic that more closely reflect the
Commission’s estimate of the likely cost of the MTAS in New Zealand will promote
competition and reduce the barrier identified in the competition assessment with respect to
the mobile services market.

A more detailed summary of the Draft Report, and submissions and cross-submissions on
the Draft Report, is set out in Appendix 5.

Quantitative and qualitative analysis

538.

539.

540.

As described at paragraph 116, the MTAS are wholesale inputs that are used to supply
retail calling and SMS services that terminate on a mobile network. A reduction in MTR
will therefore lower the wholesale costs of providing FTM and MTM calls and SMS. The
resulting impact on retail prices paid by end-users — and hence the level of consumer
surplus enjoyed by such end-users — will depend on a number of factors, including the
impact of lower MTRs on wholesale revenues, and the level of pass-through.

In respect of FTM calls, a fixed operator will pay the MTR in order to complete the call
from its fixed-line subscriber to a mobile subscriber. For a fixed operator, the MTR is
solely a source of cost,””” and so a reduction in MTR is likely to lead to a reduction in retail
prices, which can be quantified given reasonable assumptions around the likely level of
pass-through. However, as noted below, for a mobile operator supplying MTM calls and
SMS, the MTR is both a source of cost (on outgoing off-net MTM and SMS) and revenue
(on incoming off-net MTM and SMS). The impact of a reduction in MTR on retail prices
for MTM and SMS will therefore be more complicated, and will depend on the net flow of
traffic between mobile networks. Given the complexity of measuring this impact, in
assessing the likely impact of regulation in the downstream mobile market the Commission
has therefore focused on whether regulation would address the barrier to entry and
expansion in this market identified earlier’®” in a more qualitative manner.

In the Draft Report, the Commission used both qualitative and quantitative analysis to
evaluate the potential impact of regulation in the relevant downstream markets in which
FTM and MTM/SMS services are supplied. In the retail FTM/tolls market, the
Commission developed a quantitative model to estimate the potential benefits from
regulating FTM MTRs. As noted above, a reduction in the MTRs represents a reduction in
the cost of supplying FTM calls, and it is considered that at least some proportion of this is
likely to be passed through to end-users, for example in the form of lower retail prices,
which is assumed to stimulate increased demand for retail services. The Commission

37 The fixed operator will earn wholesale revenues on incoming mobile-to-fixed (MTF) calls, but the fixed
termination rate will be unaffected by the mobile termination rate.
%0 See paragraphs 272 to 289.
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quantified the potential changes in consumer and total surplus that could result from cost-
based regulation of the FTM MTR.

However, in the downstream mobile services market, the potential impact of cost-based
regulation of MTRs is more complicated, given that a lower MTR represents not only a
reduction in the costs incurred by a mobile operator for outgoing off-net calls (and SMS),
but also a reduction in wholesale revenues earned on incoming calls (and SMS) from other
mobile networks.”® The net effect of a reduction in MTRs on retail prices (for MTM and
SMS) will therefore depend on the traffic flows between mobile networks.

In the Draft Report, the Commission noted earlier submissions from Vodafone that call
traffic between mobile networks is typically balanced, with traffic flows unrelated to the
size of the respective networks.*®* As a result, Vodafone claimed that the net effect in the
mobile market of a reduction in MTRs will be close to zero, as a mobile network operator’s
reduction in outgoing termination costs will be cancelled out by a corresponding reduction
in incoming termination revenues, with nothing to pass through into retail mobile prices.

In the Draft Report, the Commission responded by noting that during 2006-2008, MTM
traffic flows between Vodafone and Telecom had shown an imbalance in Vodafone’s
favour. The Commission concluded that above-cost MTRs are likely to have resulted in
retail MTM prices in excess of the cost of supplying these services, and that a move
towards cost-based MTRs is likely to result in lower retail prices for end-users.

A significant concern identified by the Commission in the Draft Report in relation to
mobile markets related to the barrier to entry and expansion faced by a small mobile
network as a consequence of above-cost MTRs and retail on-net discounts. In reducing
MTRs towards cost, and lowering this barrier, the Commission concluded that competition
in the retail mobile market would be promoted, as the small entrant would be able to
compete more vigorously for subscribers. However, the Commission noted the difficulty
in quantifying the incremental effect of lower MTRs upon entry.”™

In its submission on the Draft Report, Vodafone argued that the Commission should
undertake quantitative modelling of the benefits and costs of regulation of MTM
termination rates.*®”

Vodafone has subsequently acknowledged the difficulties of quantifying the impact of

regulation:>®

‘Although we acknowledge that cost-benefit modelling is not always a straightforward matter, this does
not mean that the cost modelling cannot or should not be done. The reference [in a previous letter] to
other regulators having undertaken cost-benefit modelling addressed that point. We did not deal in the
letter with how modelling has been done by other regulators, or what aspects those models may have
sought to identify, because such details would not have been relevant to the point we wished to highlight.

3! For a fixed operator supplying FTM calls, there is no offsetting reduction in wholesale revenues earned on MTF
calls. Termination of such calls has been subject to regulatory constraint since the introduction of the
Telecommunications Act in 2001.

%2 Draft Report, paragraph 772.

383

ibid, paragraph 753.

¥ Vodafone submission, 28 July 2009, paragraph 294
3% Vodafone letter to Telecommunications Commissioner, 28 August 2009.
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Responding to your specific question [to identify the regulators to which Vodafone has referred as having
undertaken cost-benefit modelling for MTM, in particular modelling which identifies the impact of
regulation on efficient expansion and entry], Vodafone is aware that the EC and Ofcom are among those
regulators that have undertaken cost-benefit modelling. In the Netherlands, the Dutch Trade and Industry
Appeals Tribunal ordered OPTA to issue new decisions concerning mobile termination, in part because
of the absence of modelling.’

547. The Commission notes that the quantitative work undertaken by other regulators of which
it is aware typically does not consider the issue of how regulation might affect entry. Of
the examples referred to by Vodafone:

= the EC analysis of the mobile market focuses on the extent to which MTR reductions
would flow through into retail mobile prices and the resulting impact on welfare.
However, the EC analysis does not appear to quantify the impact of regulation on
entry, which is a key consideration in the Commission’s current investigation. The
EC does note that in addition to their quantitative estimations, ‘it is also important to
take account of the expected dynamic consequences of the Recommendation, in

particular for investment and competition’;>*

= in the UK, Ofcom’s quantitative welfare analysis only focuses on the structure of
mobile prices. Ofcom specifically stated that it has not attempted to quantify the
welfare gains from regulation removing the risk of anti-competitive behaviour
towards smaller entrants.”®’ Ofcom notes that its quantification of benefits will
therefore tend to underestimate the full benefits of regulation;*** and

= in the case of OPTA’s decision in the Netherlands, the Commission understands that
this case is yet to be resolved, and that the nature of any modelling to be undertaken
by OPTA remains unclear.

548. In addition, the ACCC’s assessment of the potential impact of regulating MTRs in the retail
mobile services market was largely based on qualitative considerations.”™

549. The Commission also notes that the Final Report of the Telecommunications Inquiry
(2000) commented on the place of quantitative and qualitative analysis when assessing the
potential benefits and costs of regulation (emphasis added):**°

“In both the Issues Paper and the Draft Report, the Inquiry requested that submissions include
consideration of the quantitative and qualitative costs and benefits of regulatory proposals. While
some submitters put forward qualitative insights, there was an absence of quantification of costs and
benefits, except for local-loop unbundling.

In the case of unbundling, the analysis has been contentious, largely as a result of differing views on
key assumptions, and the fact that the impact on dynamic efficiency was not estimated.

¥ EC Commission Staff Working Document accompanying the Commission Recommendation on the Regulatory
Treatment of Fixed and Mobile Termination Rates in the EU, “Implications for Industry, Competition, and
Consumers”, 7 May 2009, pages 28 to 29.
z:; Ofcom, “Mobile call termination statement”, 27 March 2007, paragraph A19.3.

ibid.
¥ ACCC, “Mobile Services Review Mobile Terminating Access Service”, June 2004, pages 125 to 130.
3% Ministerial Inquiry into Telecommunications, Final Report, 27 September 2007, pages 52 and 53.
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The dearth of quantification of costs and benefits in otherwise very thorough submissions illustrates that
such quantification is not always possible, particularly in the context of forward-looking regulatory
proposals.

Notwithstanding the difficulty of undertaking a quantitative cost-benefit analysis, the Inquiry, following
the release of the Draft Report, commissioned the Centre for Research in Network Economics and
Communications (CRNEC), among other things, to:

= provide a commentary on practical issues in undertaking cost-benefit analysis of
telecommunications policy, in particular the quantification of such analysis;

=  assess the costs and benefits of regulating specific services ... including both qualitative insights
and, where possible, quantification; and

= provide an analysis on the costs and benefits of other possible forms of government
involvement.’

The Inquiry also noted CRNEC’s view that it is not possible to quantitatively forecast
changes in productive or dynamic efficiency:

391

‘Productive efficiency improvements can be assessed ex post, and current efficiencies can be compared
across suppliers, but only qualitative predictions can be made on the effect that regulation will have on
production costs. Forecasts of the effect of regulation on dynamic efficiency are even less quantifiable. In
both cases, however, carefully designed regulation is capable of promoting efficiency gains. Moreover ...
the measures proposed in the Inquiry’s Final Report will have the effect of promoting productive and
dynamic efficiency. Our quantifications, which include no contributions from productive or dynamic
efficiency changes, are therefore conservative in their estimation of the benefits of regulation.’

392

‘Quantifying the benefits of allocative efficiency is sometimes possible and in such cases the Inquiry has
sought to do so. The Inquiry has also applied a qualitative cost-benefit methodology in testing its
regulatory proposals. Underlying this are the principles that additional efficient competition and
additional efficient investment in, and use of existing, infrastructure are desirable. This warrants actions
that will minimise barriers to efficient competition and investment.’

The Commission also notes comments from Dr Haucap in his submission on behalf of
2degrees. According to Dr Haucap,

393

‘... the welfare effects of enhanced competition are notoriously difficult to estimate due to the dynamic
nature of competition. Since it is often almost impossible to predict firms’ business strategies (e.g., with
respect to horizontal and vertical product differentiation) and the innovations they may come up with, it
is often considered a good approach for public policy to concentrate on market liberalisation and
safeguarding the competitive process. Hence, the focus should be on removing artificial barriers to entry
and preventing incumbent firms from erecting strategic barriers to entry as far as possible in order to let
the firms compete on a level-playing field without further Government intervention.’

At the MTAS Conference, Dr Haucap reiterated the difficulties in attempting to model the
dynamic effects of competition, and agreed that such modelling was likely to be more
difficult than the kind of cost modelling that would be required to establish a TSLRIC-
based price.

3% Both Covec and NERA agreed that modelling the dynamic welfare effects

391
392

ibid, page 53.
ibid, page 53.

3% Dr Justus Haucap, “Short report on the Assessment of the Expected Costs and Benefits of Lower Mobile
Termination Rates in New Zealand”, paragraph 11.
3% Conference transcript, pages 177 and 178.
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of competition would be relatively difficult, with NERA suggesting that empirical evidence
of the impact of entry in overseas markets may be useful.*”> Covec noted that Concept’s
analysis had gone some way towards analysing the potential welfare impacts of
competition in the mobile market. Covec also argued that it is important to have a
plausible explanation as to why competition would be enhanced (as a result of regulation)
and how this benefits consumers.*”®

The Commission notes that NERA’s suggestion of looking at the empirical impact of entry
in other markets is what the Commission did in the Draft Report, where pricing trends in
Australia and the UK were reported around the time at which mobile entry occurred in
those markets. Based on those pricing trends, the Commission considered that an
incremental price reduction of -5% p.a. would be reasonable to illustrate the potential static
benefits that may arise from a more vigorous entrant in the retail mobile market.

With respect to Covec’s comment on the Concept welfare analysis, the Commission notes
that Concept’s analysis is based on a given price effect which Concept attribute to
regulation. This is similar to the approach taken by the Commission in the Draft Report
and described in the preceding paragraph, although the price effect attributed by the
Commission to regulation is somewhat lower.*”’

The Commission agrees with Covec on the importance of explaining how competition
would be expected to be enhanced as a result of regulation. As noted at paragraph 544
above, an important implication for competition in the retail mobile services market of
moving MTRs towards cost relates to the removal of the strategic barrier to entry from
above-cost MTRs and on-net discounting. This is a dynamic consideration that facilitates
entry and expansion over time. In light of the above, the Commission considers that it is
appropriate to use a more qualitative analysis of the potential impact of regulation in the
mobile service market, with an important consideration being whether wholesale MTRs
will enable an efficient entrant to purchase wholesale termination services and be able to
compete with the retail prices of the established mobile operators.

The Commission has concluded that the impact of regulation on entry and expansion in the
mobile market is best assessed on a qualitative basis in this case, although the Commission
has had regard to the quantitative examples used in the Draft Report and in submissions on
the Draft Report.**®

In a letter to the Commission notifying its withdrawal of its undertakings, 2degrees claimed
that the Commission had reached critical conclusions without conducting a full welfare
analysis.”” 2degrees noted that Telecom and Vodafone had earlier criticised the
Commission’s lack of a full welfare analysis of the impact of regulation. According to
2degrees, Concept’s submission, in which it develops a welfare analysis of the benefits of

3% ibid, page 179.

3% ibid, pages 179 and 180.

37 For example, in Concept’s baseline scenario, a 60% price effect over 5 years is used, with a sensitivity around a
30% price effect. In the Commission’s analysis, an annual 5% price effect is used, based on evidence of entry in other
markets. This is further discussed below, at paragraphs 643 to 644.

3% As discussed later, these examples typically estimate the potential gains associated with a given price effect of
regulation. As noted in the last sentence of paragraph 544 above, the key difficulty is quantifying the likely price
effect in the mobile market that can reasonably be attributable to MTR regulation.

% Letter from 2degrees to Telecommunications Commissioner, 16 December 2009, paragraph 7(a).
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regulating MTM MTRs and highlights the distortions of above-cost MTRs, addresses
Telecom’s and Vodafone’s criticisms. 2degrees suggested that the Commission had placed
little weight on Concept’s evidence.

The Commission disagrees with 2degrees’ claim that little weight has been placed on the
Concept analysis. As discussed in paragraphs 284 to 288 above, the Commission has
considered Concept’s submission. In the Commission’s view, the analysis provided by
Concept highlights the potential competition concerns that the Commission identified in the
Draft Report, although the Commission does have some reservations about a number of the
actual assumptions used by Concept.*” In addition, as noted in paragraph 555 above,
Concept’s analysis of the price effect of entry is similar to the Commission’s analysis, with
the difference being the magnitude of the entry-induced price reduction that is attributed to
lower MTRs.

The Commission has also taken into account the direct costs of the regulatory process

associated with the preparation and application of a standard terms determination (STD).*"!

Conclusion on quantitative and qualitative analysis

561.

562.

563.

Any form of cost-benefit analysis in the context of a proposed change such as designation
of MTAS is inherently qualitative. The Commission's task is to determine which outcome
best or is likely to best promote competition for the long-term benefit of end-users,
pursuant to sections 18 and 19 of the Act. Any such assessment of the likely effects on a
long-term, forward-looking basis is subject to some assumptions, and therefore requires the
exercise of value judgements on behalf of the decision maker. That the decision maker has
had regard to quantitative examples and models as part of its assessment does not alter the
fact the overall assessment is inherently qualitative.

Many submissions received by the Commission appeared to conflate a cost-benefit analysis
with some kind of quantitative modelling that would definitively determine the extent of
any expected costs or benefits of the Commission's recommended position. The fact that
submitting parties have disagreed so strongly about the appropriateness of the qualitative
assumptions underpinning the various quantitative examples arising out of the decision-
making process demonstrates the range of value judgements that can be adopted for any
quantitative exercise. One of the key benefits of using quantitative examples is that it
focuses debate on these key underlying assumptions, and for this reason quantitative
analysis should be undertaken when it can be done effectively. The Commission has
benefited greatly from the debate around the assumptions underpinning its quantitative
analysis, and has sought to adjust its assumptions accordingly where appropriate.

The Commission has undertaken quantitative analysis to the full extent that such analysis is
useful to inform its decision making, and to assist it in making the decision that best or is
likely to best give effect to the section 18 purpose statement. Further, the Commission
considers that its overall qualitative analysis, including those aspects informed directly by

40 See paragraph 287 above. As noted in that paragraph, the authors of the Concept submission dated 18 August 2009
appear to have had similar concerns and subsequently moderated some of the traffic assumptions (for SMS, although
not for voice).

1 See paragraphs 765 and 766.
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quantitative examples, provide a reasonable and reliable basis for assessing the full costs
and benefits of the regulation of MTAS.

Two-stage consideration of regulation

564.

565.

The Commission has evaluated the likely benefits from cost-based regulation of the MTAS,
by comparing the outcomes that the Commission considers are likely to result from such
regulation, with what would likely occur in the absence of regulation. As discussed in
paragraphs 48 to 53 above, the Commission’s analysis of the benefits and detriments of
regulation involves two stages, the first involving a comparison of cost-based MTRs with
the prevailing MTRs (based on the Deeds), and the second involving a comparison of cost-
based MTRs and the Final Undertakings.

The first-stage comparison of cost-based regulation and prevailing MTRs is discussed in
this section. The second-stage comparison involving regulation and the latest undertakings
is set out in Section V.

Summary of the counter-factual for the stage one assessment

566.

567.

568.

569.

570.

As discussed in Section III, the Commission has defined the following as the relevant
markets for the MTAS Investigation:

= the wholesale MTAS market;
= the retail mobile services market; and
= the retail FTM/tolls market.

The Commission has concluded that mobile network operators are subject to limited
competition in the wholesale MTAS market, and that current MTRs are significantly above
the cost of supplying the MTAS. Under the counter-factual of no regulation, MTRs are
likely to remain significantly above cost.

MTRs that are significantly above the cost of terminating calls and SMS on mobile
networks are likely to have adverse consequences for competition and end-users in the
relevant downstream markets. In the retail mobile services market, while there has been
new facilities-based entry in the form of 2degrees, the Commission’s view is that above-
cost MTRs will limit the extent to which the entrant and any future potential entrants will
be able to compete with existing retail on-net prices in New Zealand. Although the entry of
2degrees into the mobile market in New Zealand is a positive development for competition,
the competitive impact of 2degrees is likely to be constrained under the counter-factual,
given the prevailing level of MTRs.

In the retail FTM/tolls market, above-cost MTRs create the potential for integrated
operators of fixed and mobile networks to effectively cross-subsidise the provision of
fixed-line services, generating a significant competitive advantage over non-integrated
fixed-line operators. Accordingly, the Commission’s view remains that current MTRs will
limit competition in the retail FTM/tolls market under the counter-factual.

The counter-factual MTRs for MTM and FTM traffic, expressed on a second+second basis
used in the stage one assessment in this Section V are summarised in Table 15.
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Table 15: Counter-factual MTRs (Deeds) (NZcpm, second+second for MTM/FTM) S
2010 2011 2012 2013 2014 2015
MTM/FTM 17.72 16.42 15.14 13.91 13.11 12.95
SMS* 9.50 9.50 9.50 9.50 9.50 9.50
* cpSMS

Summary of the factual for the stage one assessment

571.

572.

573.

574.

575.

402
2 In

Under the factual scenario, the MTAS is taken to be subject to cost-based regulation.
order to establish the likely cost of the MTAS, the Commission has undertaken cost
benchmarking of the MTAS in other countries, and has concluded that for the purposes of

this investigation, a range of cost-based MTRs is appropriate.

For the factual scenario, the Commission has assumed that a regulated cost-based MTR
would be determined through an STD process that would be completed by the end of 2010.
This allows for a period over which the Commission undertakes an STD for the MTAS,
with the price set according to the initial pricing principle set under Schedule 1 (as
amended).

As discussed in paragraph 518, the Commission has considered two scenarios for the
implementation of the reduction in MTRs to a cost-based level determined in an STD, the
first factual scenario involves an immediate reduction to the cost based MTR and the
second factual scenario involves a more gradual, two year transition to cost.

During the period over which the STD process is undertaken (i.e. April 2010 to December
2010 approximately), the Commission has assumed that the MTR would remain at 15cpm,
which is the rate in the Deeds applicable until 31 March 2010. In the event that the MTAS
is regulated, the Deeds will cease to apply, but the Commission considers it reasonable to
assume that the MTR as of the date of termination of the Deeds would continue to apply
(but would not be reduced further in 2010 as would be the case had the Deed continued to

apply).

For the purposes of this investigation, the Commission has determined that a range of cost-
based MTRs are an appropriate proxy for the likely MTRs that may apply pursuant to an
STD process under the factual of regulation (other than for SMS). The upper bound of this
range is based on a 2009 cost benchmark of 8.3cpm for calls terminating on a mobile
network, with an annual cost reduction of 10% (“upper bound factual”). The lower bound
of this range is based on a 2009 cost benchmark of 5.4cpm for calls terminating on a
mobile network, with an annual cost reduction of 6% (“lower bound factual”).*”

2 In the Draft Report, the Commission concluded that the appropriate form of regulation would be designation
(including price terms), with a pricing principle based on TSLRIC, or if TSLRIC is not considered to best give effect
to section 18 of the Act, pure or hybrid bill-and-keep. See Draft Report, paragraph 437.

93 See paragraphs 527 and 528.
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For SMS termination, the Commission has used a 2009 cost benchmark of 0.95cptxt, with
an annual cost reduction of 10%.**

The factual MTRs used in the Commission’s stage one assessment to determine whether
there are grounds to recommend regulation are summarised in Table 16.

Table 16: Factual MTRs (NZcpm, second + second)

2010 2011 2012 2013 2014 2015
MTM/FTM
no regulatory glide-path
Upper bound factual 18.45 6.72 6.05 5.45 4.90 4.41
Lower bound factual 18.45 4.77 4.49 4.22 3.96 3.73
regulatory glide-path
Upper bound factual* 18.45 10.18 6.05 5.45 4.90 4.41
Lower bound factual* 18.45 9.14 4.49 4.22 3.96 3.73
SMS
Factual (cpSMS) 9.50 0.77 0.69 0.62 0.56 0.50
Factual* (cpSMS) 9.50 3.63 0.69 0.62 0.56 0.50

* With a one-year regulatory glide-path

Potential Impact of Regulation of Mobile-to-Mobile Termination Rates

Potential Benefits of Regulation of Mobile-to-Mobile Termination Rates

MTRs and mobile competition

578.

579.

The Commission’s assessment of the potential benefits of regulation in the downstream
mobile market has focused on the extent to which above-cost MTRs are likely to create, or
contribute to the creation of, a barrier to entry and expansion in this downstream market.
While regulation of the MTAS may also increase competition between the larger
established mobile operators, due to the off-net traffic imbalance historically observed
between Telecom and Vodafone,*”” the Commission considers that the key way in which
regulation will promote competition in the retail mobile market in New Zealand is through
lowering this barrier to entry and expansion that would otherwise be faced by a small
mobile operator.

The MTAS is used as an input into the provision of retail MTM calls and SMS, and is both
a source of wholesale costs for a mobile network (where a mobile call or SMS is originated
by one of its subscribers and terminated on another mobile network i.e. an outgoing off-net
MTM call or SMS) and a source of wholesale revenues (where an incoming call or SMS
from another mobile network is terminated). The extent to which a reduction in MTRs will
promote or increase competition in the retail market in which MTM calls and SMS are

% See paragraph 528.
43 See paragraph 773 and Table 50 in the Draft Report.
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supplied to end-users will therefore depend on the net traffic flows between mobile
networks.

As noted in the competition assessment, the Commission considers that the combination of
a high wholesale MTR and on-net discounting at the retail level may result in a significant
barrier to expansion by a small entrant such as 2degrees.

This can be seen with respect to the hypothetical retail prices set out in Table 17 below,
where an incumbent mobile operator initially offers an on-net price of Scpm and an off-net
price of 10cpm. If a small entrant offered the same prices, the incumbent’s customers are
unlikely to have an incentive to switch, in particular due to the larger established customer
base on the incumbent network (and the greater value of being able to call this large
customer base at the lower on-net price).

Table 17: Hypothetical example

Incumbent Entrant
Retail on-net price | Scpm Scpm
Retail off-net price | 10cpm Scpm

In order to attract subscribers, the entrant is likely to have to offer lower retail prices. For
example, the entrant may decide to set its off-net price equal to its on-net price in order to
be able to break into the closed calling circles of consumers on the incumbent’s network.
This would provide existing subscribers on the incumbent’s network with an incentive to
switch, as they would still be able to call the incumbent’s subscribers at the low price
(5cpm), but would also avoid paying the incumbent’s higher off-net price (10cpm) to call
subscribers on the other network.*"

As the submissions from 2degrees and its experts have noted, the relatively low off-net
price of the entrant (Scpm) will lead to relatively high demand for off-net calls by the
entrant’s customers, and the relatively high incumbent off-net price (10cpm) will lead to
relatively low demand for off-net calls by the incumbent’s customers. This should result in
an expected net traffic flow from the entrant network to the incumbent network, and (in the
presence of symmetric termination rates) a net payment of wholesale termination revenues
from the entrant to the incumbent.*"’

If the wholesale MTR exceeds the implied termination component of the on-net retail price,
the entrant is unlikely to be able to recover its costs. In the above example, if the wholesale
MTR is 10cpm, the entrant will make a loss on every off-net call, and would have to either
increase its off-net price (and in so doing risk becoming unattractive to subscribers due to
its relatively small customer base), or maintain the lower price and continue to incur losses
on off-net calls. In either case, the entrant may be forced to exit, or at best would be
constrained in its ability to compete for subscribers.

% There is already some evidence of such a price effect, with 2degrees’ off-net price of 44cpm being considerably
lower than the pre-paid off-net prices of Vodafone and Telecom (89cpm).

7 Depending on the size of this traffic imbalance, there may also be a net payment in the presence of asymmetric
termination rates.
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585. However, where the wholesale MTR is set with reference to the retail on-net price shown
in Table 17, an MTR of 2.5cpm would be set.*” Given the retail prices in Table 17, the
entrant will be able to cover its costs, both in respect of on-net and off-net calls.

586. While the incumbent will earn a higher margin on off-net calls, as long as it maintains a
higher retail off-net price, it will also risk losing retail customers. To the extent that the
incumbent responds by lowering its retail off-net price, this would likely result in an
increase in off-net calls from its subscribers, and hence reduce any off-net traffic
imbalance.

587. Therefore, in assessing whether a MTR will promote or impede competition in the
downstream retail mobile market, the Commission has had regard to the level of on-net
discounting in the retail market, and how on-net retail prices relate to wholesale off-net
termination rates.

Average on-net rates

588. The Commission has analysed retail revenue, volume, and pricing data supplied by
Telecom and Vodafone, with a view to establishing an average retail on-net price (or at
least a plausible range of such prices). These prices are used to inform the Commission’s
assessment of what level of MTR will be sufficient to address concerns around potential
barriers to entry/expansion, and thereby allow an efficient entrant to compete with the on-
net pricing offered by the incumbent mobile operators.

589. The Commission first estimates the average retail on-net prices for MTM and SMS
services. The non-termination costs, including retail costs and call origination costs, are
then deducted in order to derive the implied on-net termination rates that Vodafone and
Telecom charge themselves in respect of on-net traffic.

Retail on-net prices

590. Retail tariffs are generally very heterogeneous. Some retail plans include a number of free
or discounted services (on-net MTM, off-net MTM, on-net SMS, off-net SMS, etc) for a
fixed monthly subscription charge, and in some cases include unlimited calling and texting
to a nominated on-net number(s). As a result, it is necessary to determine average prices
(rather than prices for individual plans), although such averaging is complex and, as
discussed below, can be subject to considerable sensitivity around a number of underlying
assumptions.

591.  One of the key issues relates to the treatment of fixed monthly subscription revenues from
retail plans that provide a number of services. Such revenues represent a significant
proportion of overall mobile retail revenues, and hence the way in which they are
apportioned across the various services can have a substantial effect on the resulting
average retail prices.

%% On the basis that call origination and termination costs are assumed to be the same, and there are no other costs of
supplying retail mobile services.



139
973435 1
592. Monthly retail subscription revenues have been apportioned across on-net and off-net calls
based on usage (i.e. the volume of minutes). This results in an average retail revenue per
minute for on-net MTM calls.

593. A further issue relates to whether billed minutes or actual minutes should be used in
deriving an average revenue per minute. If billed minutes are used, the resulting retail
price is effectively an average retail price based on minute plus second charging, whereas
the wholesale rates considered in this Final Report are generally expressed on a second plus
second basis. In order to ensure a consistent comparison, the retail prices have been
calculated using actual minutes.

594. In deriving average retail on-net prices, the Commission notes the following:

= subscription revenues are apportioned on the basis of usage. For example, for mobile
voice calls, subscription revenues are allocated across on-net MTM, off-net MTM,
and MTF calls, based on actual minutes. For SMS, subscription revenues are
allocated across on-net SMS and off-net SMS, based on the number of SMS;

= there may be other services which should bear some proportion of the monthly
subscription revenues. For example, subscription revenues are likely to provide for
some recovery of the costs of providing customers with access to the mobile
network. For pre-paid customers, who typically purchase unsubsidised handsets
(handset revenue is separately reported in the data provided by Telecom and
Vodafone), the above approach may provide a reasonable approximation of the costs
of terminating on-net calls and SMS; however, as contract customers typically
receive subsidised access (with the monthly subscription revenues contributing to the
recovery of the costs of acquiring such customers), it may be appropriate to take this
into account. This would reduce the apportionment of subscription revenues to
calling services (on-net and off-net MTM and MTF), and lower the implied
termination rates;

= the initial on-net prices derived in this section are based on 2008 revenue and volume
data. The on-net prices are unlikely to pick up the full effect of Telecom’s My
Favourites plan, which was introduced towards the end of the period for which
Telecom supplied data. Changes in revenues and volumes will result in changes in
average revenues per minute (or per SMS) from one year to another; and

= the retail on-net prices could contain excess margins (to the extent that there has been
limited competition in retail mobile market).

595. As aresult, the Commission has considered a range of implied on-net termination rates,
rather than a single point estimate. The range is bounded as follows:

= the upper bound is defined where subscription revenues are apportioned based on
actual usage; and

= the lower bound is defined where for contract customers (representing approximately
33% of total mobile subscribers in New Zealand), subscription revenues are excluded
(on the basis that the subscription revenues earned from contract customers may be
used to cover the costs of acquiring such customers, for example through subsidised
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handsets), while for pre-paid customers, subscription revenues are apportioned based
on actual usage.

The Commission notes that in its submissions on behalf of 2degrees, Concept focused on a
single Vodafone retail plan and assessed whether 2degrees would be able to compete with
such a plan.*®” Given that 2degrees is competing against both Telecom and Vodafone in
the retail mobile market, the Commission considers that it is more appropriate to use an
average retail price that takes account of other retail on-net plans offered by Telecom and
Vodafone.

Table 18 summarises the resulting average retail prices for on-net MTM and SMS services.

Table 18: Average Retail On-Net Prices for MTM and SMS (2008)

MTM SMS

(cpm) (cpSMS)
Lower Bound |[ ] CRI [ ]CRI
Upper Bound [ 1CRI [ 1CRI

Non-termination costs

598.

599.

600.

601.

From the retail on-net MTM and SMS prices shown above, the Commission has deducted
the non-termination costs of supplying retail MTM and SMS services. These include retail
costs, and origination costs.

In the Draft Report, the Commission deducted retail costs by applying a retail cost margin
of 18% to the retail price.*'® The 18% retail cost margin was based on a benchmarked retail
avoided cost margin used in previous STDs.*"!

2degrees has submitted that the 18% margin used by the Commission is likely to under-
estimate the costs associated with retail functions. In its submission on the 2 October
revised undertakings, 2degrees commented on the Commission’s benchmarks:*'>

‘In support of our view, the Commission has identified benchmarks which are clearly supported by the
Commission’s cross checks, notwithstanding the fact that those cross checks in our view are
conservatively high. They significantly overstate the rate that the incumbents charge themselves, as
implied by their retail on-net rates. (We consider that, among other things, the 18% deduction for sale
costs is overly generous to incumbents.)’

In a subsequent letter to the Commission, 2degrees again commented that:*"

‘... the Commission’s arbitrary 18% cost of sales allocation is, in our view likely to significantly
underestimate the real avoided costs of wholesale provision.’

499 See for example, paragraph 287, final bullet.

1% Draft Report, paragraph 761.

' For example, Decision 611.

12 2degrees submission, 16 October 2009, paragraph 2.4.
13 2degrees letter, 16 December 2009, paragraph 7(c).
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602. The Commission notes that in neither of the above instances does 2degrees substantiate its
claim with data on retail costs. However, the Commission has had regard to earlier
submissions by Concept on behalf of 2degrees, where Concept provides some indication of
retail-related costs.

603. In a submission on the Commission’s Mobile Termination Issues Paper, Concept estimate
the margins available to an entrant when replicating two retail mobile plans offered by
Vodafone.'* The first plan is Vodafone’s Mega Plan which is a contract plan, and the
second plan is Vodafone’s Supa Prepay plan.

604. Concept assume retail costs per customer to be $8 per month for contract customers, and $4
per month for prepaid customers.*"

605. For the Mega Plan, Concept noted that the monthly retail revenue is $39.95; while for the
Supa Prepay plan, Concept assumes an average retail customer spend of $20 per month
plus the addition of 1 Best Mate ($6 per month).

606. Table 19 summarises the retail revenue and retail cost assumptions used by Concept in its
September 2008 submission, and the resulting margin of retail costs as a proportion of the
retail revenue. For the contract plan, retail costs account for 22.5% of the retail revenue,
while for the prepaid plan, this proportion is 17.3%.

Table 19: Retail Revenues and Retail Costs (Concept, September 2008)

Retail Revenue (per month) Retail costs Retail cost margin
incl GST excl GST

Mega (contract) $39.95 $35.51 $8 22.5%

Supa Prepay $26.00 $23.11 $4 17.3%

607. Concept commented briefly on retail-related costs as part of the 2degrees cross-submission
on the Draft Report. According to Concept,*'

‘In the US market, post-paid customer acquisition costs, including handset subsidy, are in the range
USD270-420. Pre-paid customer acquisition costs are lower.’

608. The Commission has examined the data sources referred to by Concept. The figure of
USD270 appears to be sourced from T-Mobile’s reported results for its US operation for
Q2 in 2009.*"7 According to those results, the average cost of acquiring a customer (“Cost
Per Gross Add”, or “CPGA”) was USD270 in Q2 2009, down from USD320 in Q2 2008.

609. T-Mobile also reported monthly ARPU for contract customers of USD52 for Q2 2009 in
the US.*'®

14 Concept Economics, “Assessing the Effects of MTM Termination on Mobile Entry and Economic Efficiency”, 4
September 2008, Section 3.2 (“Margin Analysis”).
13 ibid, page 6.
416 Concept, “MTAS Cross-submission”, 18 August 2009, footnote 34.
ii; http://www.fiercewireless.com/press-releases/t-mobile-usa-reports-second-quarter-2009-results
ibid.
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610. While it’s not clear what the average contract life is for T-Mobile, Concept use a two-year
period over which to assess mobile margins.*'® T-Mobile’s CPGA of USD270 recovered
over two years equates to a monthly CPGA of USD11.3 per month, which represents
21.7% of ARPU for contract customers. This is similar to the retail cost margin of 22.5%
for the contract plan shown in Table 19.*°

611. Given the relative significance of prepaid subscribers in New Zealand (accounting for
around 67% of total mobile subscribers), the Commission considers that the data from the
Concept submissions on retail cost margins support the Commission’s use of a retail cost
margin of 18%.

612. Interms of the costs of originating an off-net MTM call or SMS, the Commission assumed
in the Draft Report that origination and termination costs are equal.**' This was based on
the view that the origination and the termination of an MTM call (or SMS) are broadly the
same.

613. According to 2degrees, the resulting implied on-net termination rates are in excess of
cost.*”> The Commission notes that during the course of this investigation, 2degrees
submitted an undertaking in which it offered an MTR for FTM and MTM calls of 5.6¢cpm
in 2010.** 2degrees has also submitted that the cost of carrying SMS traffic is close to
zero.** This indicates that 2degrees could price its off-net MTM calls and off-net SMS
below the average on-net MTM price of Telecom and Vodafone. For an off-net MTM call
from a 2degrees subscriber to a Vodafone subscriber for example, 2degrees would incur its
actual origination costs on its own network, and pay the wholesale MTR to Vodafone. If
actual origination costs are less than the wholesale MTR, then in replicating the on-net
retail prices of the incumbents in the retail mobile market, 2degrees would be able to retain

a margin equal to the difference between its origination costs and the wholesale MTR.**

614. As the Commission is deriving implied on-net termination rates from Telecom and
Vodafone retail on-net prices, in order to assess whether a wholesale MTR would enable an
entrant to replicate and compete with those retail on-net prices, the Commission has based
its analysis on origination and termination costs being equal.

419 Concept, “MTAS Cross-submission”, 18 August 2009, page 20.

20 The Commission could not verify the USD420 figure referred to by Concept. However, the sources provided in the
Concept submission (http://findarticles.com/p/articles/mi_mOEIN/is_2006_Feb 21/ai n16072670/pg_6/) refer to
financial results for Nextel for Q4 2005, in which Nextel report CPGA of USD449 (Nextel note that CPGA is an
industry term that is calculated by dividing “selling, marketing and handset and accessory subsidy costs by our new
subscribers during the period). Nextel reported monthly ARPU of USD68 for Q4 2005 and “lifetime revenue per
subscriber (LRS)” of approximately $4,857 for Q4 2005. Using a two year contract period, Nextel’s CPGA of
USD449 equates to a monthly CPGA of USD18.70, which is 27.5% of Nextel’s ARPU. However, Nextel’s CPGA
(USD449) as a proportion of lifetime revenue (USD4,857) is only 9.2%.

*! Draft Report, paragraph 761.

422 2degrees letter, 16 December 2009, paragraph 7(c).

23 2degrees undertaking of 2 October 2009.

424 2degrees submission, 28 July 2009, paragraph 5.2(a).

2 For example, assume that the average retail on-net MTM price in 2010 was 25¢cpm. Given a retail margin of 18%,
the net revenue available to cover origination and termination of the on-net call would be 20.5cpm. The implied
termination component would be 10.25cpm, assuming that call origination and call termination are approximately
equal. For a 2degrees off-net call, if 2degrees own origination costs are 5.6cpm (as per its undertaking of 2 October),
2degrees could offer a retail off-net price of 19.3cpm (i.e. (5.6+10.25)/(1-18%)), which is lower than the retail on-net
price of 25cpm.
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Summary of On-Net Termination Rates

615.

616.

The resulting implied termination rates for on-net MTM calls and SMS based on 2008 data
are summarised in Table 20.

Table 20: Implied On-Net Termination Rates for MTM and SMS (2008)

MTM SMS
Lower Bound [ 1CRI [ 1CRI
Upper Bound [ ]CRI [ ]CRI

Based on the above, the Commission considers that a reasonable range of on-net
termination rates for 2008 would be between [ ] CRI for MTM voice traffic, and [ ] CRI
for SMS traffic.

Movements in retail on-net rates over time

617.

618.

619.

620.

The Commission has also considered a reduction in the on-net rates over time. The
Commission notes that in their submission on behalf of 2degrees, Ralph and Lanigan have
argued that retail on-net prices are likely to continue declining over time as competition
intensifies in the mobile market.**® However, it is difficult to forecast such changes.

The Commission notes that Ofcom has observed that differentials between on-net and off-
net prices have decreased in the UK as MTRs have declined in recent years:**’

‘... the difference in the level of on-net and off-net call charges appear to have declined. Today there are
significantly fewer pre- and post-pay tariffs that have different call charges between on-net and off-net
calls than a few years ago when termination rates were substantially higher.’

It is not clear whether on-net prices have actually declined in the UK. While on-net prices
may decline further in absolute terms, it may also be the case that average off-net prices
decline, while on-net prices remain largely static.**

The Commission notes that in a competitive market, prices will be driven down towards
costs. An average retail on-net price that was based on the cost of supplying retail services
would result in an implied on-net termination rate that was also based on the cost of
supplying termination services. In terms of the figures below, the average on-net prices
would move down towards the cost-based termination rate. In other words, if the increase
in competition in the retail mobile market becomes sufficiently strong, Vodafone and
Telecom could conceivably respond by dropping on-net prices down to the point where the
on-net termination rates coincided with the cost of termination.

26 Ralph and Lanigan, 16 October 2009, page 4.

7 Ofcom, “Wholesale mobile voice call termination: Preliminary consultation on future regulation”, 20 May 2009,
paragraph 6.37.

% In its submission on the 2 October 2009 undertakings, Vodafone has assumed that off-net SMS prices decline as a
result of reductions in the SMS termination rate, while on-net SMS prices remain unaffected. Vodafone submission,
16 October 2009, paragraph 96.
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621. However, a reduction in on-net rates to cost would be a substantial reduction. As shown

below, the Commission’s range of factual cost-based MTRs for 2011 is 4.77cpm to
6.72cpm. Based on 2008 data, the range of on-net termination rates discussed above is [ ]
CRIto[ ] CRI. Toreach 6.72cpm by 2011, on-net rates would have to drop by around [ ]
CRI% per annum, while to reach 4.77cpm by 2011, on-net rates would have to drop by
around [ ] CRI% per annum.

622. In the Draft Report, the Commission used an entry-induced price reduction of 5% p.a. to
illustrate the kinds of benefits consumers might enjoy as a result of lower MTRs. This was
based on observations of price reductions following entry in a number of overseas markets.
For example:

= over the period when Telstra, Optus, and Vodafone were competing in Australia
(1993-1999), annual price reductions of around 8% were observed; in the year
following the entry, mobile prices dropped by around 15%; and

= in the UK, mobile telephony prices had fallen by around 10% p.a. in the early 1990s.
As the number of mobile networks increased from two to three, the annual price
reduction observed was around 20% (1992/93), with a further reduction of around
33% at the time of the entry of the fourth network (1993/94).

623. In the above cases, the incremental price effect resulting from new entry appears to be
around 7% in the case of Australia, and between 10% and 20% in the UK.

624. The Commission notes that the above observations relate to movements in mobile prices
generally, whereas for the current purposes, the Commission is interested in likely
movements in retail on-net prices. Given that the level of on-net retail price discounting in
New Zealand appears to be relatively high,**’ the Commission considers that the impact of
entry in New Zealand could be particularly significant in respect of off-net prices (as in the
example discussed earlier at paragraph 582). The impact of entry on what appear to be
relatively low retail on-net prices in New Zealand may be less significant. The
Commission has therefore concluded that an annual on-net price reduction of 5% is
appropriate.

625. Figure 13 summarises the Commission’s estimates of the average implied rates at which
Telecom and Vodafone terminate their own on-net traffic, based on the rates set out in
Table 20 and allowing a 5% annual price reduction.

29 See the earlier discussion at paragraphs 249 to 271.
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Figure 13: Implied On-Net Termination Rates for MTM and SMS
cpm (sectsec), cpSMS (Public version)
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626. The Commission has had regard to the rates shown in Figure 13 to inform its evaluation of
whether an MTR would allow an efficient entrant to compete in the retail mobile services
market, and in particular whether such an entrant would be able to offer prices for off-net
services (for which the MTAS is used as an input) that are competitive with the on-net
plans of the established mobile operators. A wholesale MTR that lies within the range of
implied termination rates for MTM and SMS shown in Figure 13 above should be likely,
absent other factors and behaviours by established operators, to enable a small entrant to
retail off-net prices that are comparable to the retail on-net prices of the larger mobile
operators, and in so doing allow the entrant to compete for subscribers in the retail mobile
market.

627. This comparison has been used by the Commission to assist in identifying and addressing
the kinds of concerns that the Commission raised in the Draft Report over the ability of a
small entrant to compete in the downstream mobile market. Similar concerns over high
MTRs combined with on-net discounting have been expressed by other regulatory agencies
such as the EC and the ERG.*"

Potential Benefits of Regulation of MTM/SMS MTRs

628. In assessing whether there are grounds for recommending regulation of the MTAS, the
Commission has compared the counter-factual MTRs (based on the Deeds and ICAs) with
the MTRs that the Commission considers could likely be set under cost-based regulation
and the Commission’s estimates of the average on-net MTM and SMS termination rates.
While the MTRs contained in the Deeds apply to FTM calls, the Commission understands
that MTM termination rates have been the same as or similar to FTM termination rates.

9 See for example paragraphs 282 and 283.
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629. In Figure 14, the Commission’s estimates of the implied average on-net MTM termination
rates are compared to:

= the counter-factual MTM MTRs that are estimated as being likely to apply in the
absence of regulation; and

= the Commission’s factual MTRs.

630. The average implied on-net MTRs provide an indication of the estimated termination rates
that the larger mobile operators implicitly charge themselves for completing an on-net
MTM call on their own network.

Figure 14: MTM Termination Rates — Counter-factual, Factual, and Implied On-Net
Rates

cpm (sectsec) (public version)
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631. As can be seen from,Figure 14 the counter-factual MTRs based on the Deeds remain
significantly above the estimated average on-net rates that the mobile operators implicitly
charge themselves to terminate on-net MTM calls and the Commission’s factual MTRs.

632. Figure 15 provides a similar comparison in respect of SMS termination, where the counter-
factual MTR is compared to the estimated average implied on-net rates and the
Commission’s cost-based factual MTR.
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Figure 15: SMS Termination Rates — Counter-factual, Factual, and Implied On-Net
Rates

cpSMS (public version)

$0.1000

$0.0900

$0.0800 -

$0.0700 -

$0.0600

$0.0500

$0.0400

$0.0300 -

$0.0200 -

$0.0100 -

$-

N N N S N S SN

RS O
SERPR X Qé‘ y’ & %@Q' Qé" y’ \\»\V %@Q'

P I PSP R
KN %Z'QQZ'V@\Q %Z’QQQ‘&\"

»
P ; ;
F

—— Existing On-Net MTM (upper) On-Net MTM (lower) Factual Factual (glidepath)

Ne)

®

%&l Qé"

As discussed earlier in this section, in order to address the barrier facing a small entrant, an
efficient entrant should be able to terminate its traffic on the other networks at a rate that
allows the entrant to compete with the existing on-net prices. According to Figure 14 and
Figure 15, the wholesale MTRs that are likely to prevail in the absence of regulation
exceed this level. Absent regulation, a small entrant will be faced with a wholesale MTR
that is considerably in excess of the rates implied by the on-net prices of the two large
mobile operators. As a result, the small entrant is likely to be constrained in its ability to
compete for subscribers in the mobile market.*’

The Commission has also had regard to the MTRs paid by 2degrees for MTM traffic
terminating on Vodafone’s network under the commercial interconnection agreement.
While the MTRs represent an improvement on the MTRs contained in the Deeds, that
agreement is a bilateral agreement, only applying to traffic between 2degrees and
Vodafone. In addition, [ JCAPI. Finally, the Commission notes that the MTRs contained
in the commercial interconnection agreement between 2degrees and Vodafone are [
]JCAPI. For example, in 2011 the commercial MTM MTR paid by 2degrees exceeds the
upper bound of the Commission’s cost estimate by [ JCAPI%, with this margin increasing
to [ JCAPI% the following year.

1 As discussed earlier, high MTRs are likely to have a detrimental impact on a small entrant in the event of a net
traffic imbalance from the entrant to the larger mobile operators. Such an imbalance is likely to emerge, given the use
of on-net discounting by the larger operators.
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While the counter-factual MTRs are likely to impair the ability of a small entrant to
compete in the mobile market, the Commission’s range of likely cost-based MTRs should
enable such an entrant to compete with the on-net rates offered by the established mobile
operators. In other words, MTRs that better reflect the cost of supplying the MTAS are
likely to remove the barrier to efficient entry and expansion that was identified in the
earlier competition assessment,** and in so doing, result in a more competitive
downstream mobile market than would be the case under the counter-factual.

In the Draft Report, the Commission used a 5% price effect to illustrate the potential
benefits from increased competition in the mobile market resulting from cost-based
regulation. The Commission noted that an incremental price effect of -5%, resulting from
a reduction in the MTRs set out in the Deeds to a level that reflected the likely cost of
supplying the MTAS, was reasonable, based on the price reductions that had followed entry
in other countries.*”

Submissions on behalf of 2degrees indicated that a -5% price effect may be conservative,
while submissions from Telecom and Vodafone argued that such an effect merely shows
the impact of entry, rather than the impact of regulation. According to the latter
submissions, if regulation does not facilitate efficient entry that would occur in any event,
the nexus between the resulting price effect and regulation would not exist.

However, as discussed earlier, the Commission considers that MTRs that are more aligned
with the likely cost of supplying the MTAS will result in increased downstream
competition in the mobile market. In the absence of such cost-based MTRs, a small entrant
is likely to struggle to compete with low on-net prices, and therefore may not be able to
overcome the network effects created by such on-net discounting. As noted by Concept’s
submission on the Draft Report, it is plausible that the entrant might be forced to exit the
market,”* or at best remain constrained. However, with cost-based MTRs, such an entrant
should be able to compete with on-net prices,*” and therefore offer attractive retail
packages to end-users.

NERA'’s cross-submission on the Draft Report referred to examples of sustained entry and
expansion in the face of above-cost MTRs and on-net discounting in other mobile
markets.**® NERA’s examples included Meteor’s entry into the Irish market in 2001,
Bouygues Telecom (France, 1996), E-Plus (Germany, 1994), Telefonica O2 (Germany,
1998), Wind (Italy, 1999), Optimus (Portugal, 1998), and Orange (Spain, 1999).
According to NERA, these examples demonstrate that new entrants can compete when
faced with on-net discounting and high MTRs.

However, the above examples provided by NERA relate to entry into mobile markets at a
time when mobile penetration levels were substantially lower than current penetration. At
low levels of penetration, the number of existing subscribers on the incumbent networks

2 See paragraphs 272 to 289 above.

43 See paragraph 622 above.

% Concept cited the example of such occurring in Slovenia.

3 A5 long as the retail on-net prices are at least cover the cost of supplying retail on-net services. Given the
prevalence of on-net traffic, this is likely to be the case.

O NERA cross-submission, 18 August 2009, pages 3-4 and Appendix A.
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(and in particular those on on-net plans) may be less of an issue for an entrant, who will be
able to target a larger proportion of the population without a mobile device.

In this regard, the Commission notes NERA’s own statement in its cross-submission, that
entry conditions in numerous other countries — including much lower mobile penetration
levels at the time of entry — are not comparable to those in New Zealand today, and that as
a result, little weight can be placed on the entry experiences in such countries.*’

According to the OECD,** the 1996 mobile penetration level in France was 4.2%; in
Germany, mobile penetration in 1994 was 3.0%, and had reached 16.9% by the time of
Telefonica O2’s entry in 1998. Penetration was higher in the examples of Spain (27.2% in
1999), Portugal (31.4% in 1998), Italy (42.8% in 1999), and Ireland (around 70% in
2001%?), although these levels are still considerably lower than the penetration level in
New Zealand at the time of 2degrees’ entry (109%).**

Given the significant barrier that would otherwise face the small entrant, and given the
concentrated nature and the level of penetration of the mobile market in New Zealand, the
Commission has concluded that a price effect of -5% resulting from cost-based MTRs is
reasonable.

As noted in the Draft Report, such a price effect could result in annual consumer benefits of
around $42 million, with an annual increase in total surplus of around $11 million. Over
five years, the total consumer benefits would be $169 million, with total surplus increasing
by around $44 million.*"!

In the Draft Report, the Commission considered the potential for increased productive and
dynamic efficiency in the retail mobile market as a result of MTRs that better reflect the
cost of supplying the MTAS.*** These gains in efficiency, including stronger incentives for
ongoing investment and innovation in new mobile technologies, would result from
increased competition in the retail mobile market, arising from the reduction in the barrier
to entry and expansion. The Commission has concluded that MTRs that reflect the cost of
the MTAS will result in additional benefits in the form of increased productive and
dynamic efficiency.

Having considered submissions received since the Draft Report, the Commission considers
that a move from the MTRs that are likely to prevail in the absence of regulation, to MTRs
that more closely reflect the likely cost of supplying the MTAS will promote competition

in the downstream mobile market, and result in significant long-term benefits to end-users.

Potential Detriments of Regulation of Mobile-to-Mobile Termination Rates

647. In the Draft Report, the Commission considered the potential for a waterbed effect to
operate in relation to FTM termination revenues. The Commission considered that any
7 ibid, page 8.

438 OECD, “Cellular Mobile Pricing Structures and Trends”, 16 May 2000, Table 4.

9 ComReg, “Quarterly Key Data December 20037, 03/144b, Figure 2.2.1.

0 See paragraph 188 above.

*! Net present values (2009) of annual benefits over 2011-2015, based on a 6% discount rate.
*2 Draft Report, paragraphs 820 to 826.
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incremental effect arising from reductions in MTM termination rates is unlikely to be
significant.

648. The effect of reducing MTM termination rates was discussed at the MTAS Conference,
where Covec accepted that a reduction in the MTM termination rate to a level that reflected
the cost of terminating MTM calls would not reduce the intensity of competition or lead to
higher mobile prices.**

649. During the MTAS Conference, the Commission referred to the position of the larger
mobile operators that a reduction in MTM termination rates was likely to have a largely
neutral effect on cashflows. This is because such a reduction in MTM termination rates
would lower both wholesale revenues earned on incoming MTM traffic, and wholesale
costs incurred on outgoing MTM traffic. As a result, the Commission suggested at the
MTAS Conference that a reduction in MTM termination rates would result in no
incremental waterbed effect, as there would be no need to recover anything through higher
mobile prices.***

650. Inresponse, Covec agreed that it would not challenge that view, and that if any MTM
waterbed effect does exist, it would not be very large.**’

651. The Commission therefore considers that any reduction in MTM MTRs is unlikely to result
in an incremental waterbed effect.

652. The Commission has taken into account the likely costs associated with regulation of MTM
and SMS termination rates. These costs would be incurred by the Commission and
interested parties in respect of FTM termination rates, with little or no incremental
regulatory costs for MTM and SMS. These costs are discussed at paragraphs 765 and 766
below.

Potential Impact of Regulation of Fixed-to-Mobile Termination Rates
Potential Benefits of Regulation of Fixed-to-Mobile Termination Rates

653. A summary of the Commission’s preliminary analysis contained in the Draft Report of the
potential benefits from cost-based regulation of FTM termination rates is set out in
Appendix 5. Submissions and cross-submissions on the Draft Report on this matter are
also summarised in Appendix 5.

654.  Much of the discussion in the submissions related to the extent to which cost-based MTRs
would promote competition in the relevant downstream retail market, and whether the
reductions in MTRs would be passed through to end-users.

655. In addition, Telecom commented on the Commission’s use of an FTM demand elasticity of
-0.60.

3 MTAS Conference transcript, page 40.
4 ibid, page 42.
3 ibid.
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FTM pass-through

656.

657.

658.

659.

660.

661.

In the Draft Report, the Commission assumed that 88% of the reduction in MTRs under the
counter-factual would be passed through into retail FTM prices.**® Under the factual, the
Commission allowed the rate of FTM pass-through to increase over time, from 75% in
2008 to 100% by 2015, to reflect the pro-competitive effect of cost-based MTRs.

The MTAS is a necessary input that is used to supply retail call services that terminate on a
mobile network. The Commission believes that cost-based input prices will contribute to
competitive and efficient outcomes for the long-term benefit of end-users. As noted in
paragraphs 137 to 139 above, parties have generally agreed with the Commission that
TSLRIC is the appropriate basis on which to set MTRs, and that doing so will promote
competition and efficiency.

A cost-based price for the MTAS is likely to result in more efficient outcomes in the
downstream markets, including the market in which FTM calls are supplied. Cost-based
MTRs will allow fixed-only operators to compete more vigorously with integrated
fixed/mobile operators in the supply of FTM calls. Fixed-only operators incur the
wholesale MTR in respect of all of their FTM calls (i.e. all calls are off-net), while
integrated fixed/mobile operators only incur the wholesale MTR in respect of some of their
FTM calls (off-net) and not others (on-net). As a result, high MTRs are likely to constrain
fixed-only operators in supplying FTM calls, especially where the MTR exceeds retail on-
net FTM prices. The Commission referred in the Draft Report to evidence of this
occurring, for example with Vodafone offering retail FTM calls from its fixed-line
customers to Vodafone mobile subscribers for 13 cpm. This retail price is lower than the
wholesale MTR of 15¢pm in the Vodafone Deed.**’

Where FTM calls are supplied within a bundle containing other retail services, it will be
more difficult to accurately quantify the impact of cost-based MTRs on retail prices, than
where FTM calls are supplied on a standalone basis. This is in part due to the complexity
of determining relevant measures of retail prices, especially where downstream competition
takes place across a diverse range of service bundles.

For the purposes of quantifying the potential impact of cost-based MTRs for this
investigation, the Commission has used data supplied by fixed-line operators to derive
average retail FTM prices. However, as noted in the Draft Report, and as evidenced by
submissions on the Draft Report, end-users are likely to benefit from cost-based MTRs in a
number of ways, such as through lower retail FTM prices but also through lower prices for
other services, and improved service quality.***

Vodafone has submitted that cost-based regulation of MTRs is unlikely to stimulate the
level of competition in the downstream market required to achieve the full pass-through
envisaged in the Draft Report. Vodafone noted that FTM margins had been increasing over
the period prior to the Deeds, and that even according to the Commission’s analysis of the
impact of regulation, such margins are expected to increase further.

¢ The 88% took account of the commitment in Vodafone’s undertaking to pass 100% of the MTR reduction through
into retail prices. In the absence of a similar commitment in Telecom’s undertaking, the Commission assumed a pass-
through rate of 75% in relation to Telecom’s MTRs.

*7 Draft Report, paragraphs 690 to 693.

*8 Draft Report, paragraphs 673 to 675.
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The increase in the margin between the retail FTM price and the wholesale MTR is a
consequence of the retail price declining by less than the MTR (i.e. less than full pass-
through). As noted by Covec,** much of the increase in this margin appears to have
occurred in the period between 1998 and 2001, when the margin increased from 5.49cpm
to 15.35¢cpm. Since 2001, the margin has gradually declined to 14cpm by 2007.

However, as noted by a number of suppliers of fixed-line services, FTM calls have been
increasingly offered as part of a bundle of services. While reductions in MTRs have
resulted in lower retail FTM prices, a focus only on retail FTM prices will understate the
ways in which end-users have benefited from lower MTRs. Both TelstraClear and CallPlus
stated that they have had to pass reductions in MTRs through into retail offers in order to
be able to offer value to customers and remain competitive.*’

The Commission has also noted that end-users are likely to have benefited from lower
MTRs in a number of ways other than lower FTM prices, such as lower prices for other
services. For example, in the Draft Report, the Commission observed that average retail
toll call prices had declined by around 35% between 2000 and 2008, and that it is likely
that some of the reduction in MTRs had contributed to this.**!

Retail service bundles often include other services, in addition to FTM and toll calls.
Vodafone, for example, has itself acknowledged that retail FTM services are being
increasingly supplied in conjunction with not only toll services, but also with other services
such as broadband.**

For example, Telecom’s Total Home plan includes broadband, landline, toll and FTM
calling services. Telecom also offers customers a $10 discount off its broadband plans if
calling services are also purchased from Telecom. Other competitors offer discounted
broadband prices where calls are also purchased.* Such discounted prices for bundles
that include FTM calls are consistent with the views expressed by fixed-line competitors
that reductions in MTRs have been passed through to end-users in ways additional to
reductions in standalone FTM prices.

The margin increase identified by Covec is therefore likely to overstate the extent to which
fixed-line operators have retained historic reductions in MTRs, and understate the way in
which consumers are likely to have benefited from lower MTRs.

The Commission also has a number of concerns about Covec’s estimation of the level of
pass-through in New Zealand. As noted in Appendix 5, Covec used a regression-based
approach in an attempt to isolate the impact of changes in MTRs on retail FTM prices.
Covec did this by estimating the relationship between changes in retail FTM prices,
changes in MTRs, and changes in other exogenous factors that may influence retail FTM
prices. Covec estimated that between 24% and 57% (with an average of 41%) of the
reduction in MTRs had been passed through into retail FTM prices.

49 Covec submission, 27 July 2009, Figure 2. This figure is based on data from the Commission’s Draft Report.

% MTAS Conference transcript, pages 185-187.

! Draft Report, paragraph 674.

2 yodafone submission, 28 July 2009, paragraph 186.

3 See for example, Orcon’s Purple broadband plan. According to Orcon’s website, the monthly retail price of this
plan is $39.95, or $34.95 where the customer takes toll call services from Orcon (with rates quoted for national toll and
FTM calls).
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The Commission’s main concerns with Covec’s approach to FTM pass-through are set out
below:

as noted above, changes in MTRs are likely to be passed through to end-users in a
number of ways, rather than solely through changes in retail FTM prices;

there are a relatively small number of observations upon which to conduct a formal
regression analysis, suggesting that the resulting estimates should be treated with
some caution;

Covec finds that there is no statistically significant relationship between changes in
MTRs and changes in FTM prices, and yet bases its proposed 41% on these results;
and

Covec includes a constant term (o) to capture exogenous factors, other than the
MTR, that nevertheless influence retail FTM prices. However, in the absence of data
on how these other factors have been moving over time, it is not clear what weight
can be placed on Covec’s analysis. For example, in commenting on the determinants
of retail FTM prices (and in referring to Covec’s estimated 41%), Vodafone noted
that changes in the cost of fixed origination, transport, and retailing over the period
between 1997 and 2006 should also be controlled for.*** While the Commission
agrees in principle that such factors should ideally be taken into account, these cost
components have been relatively small in relation to the costs that fixed-line
operators have historically incurred when purchasing mobile termination services.
For example, in the Draft Report, the Commission used a fixed origination cost of
Icpm (based on the Commission’s previous fixed PSTN interconnection
determination), and an average transport cost of 1.2cpm (based on the Commission’s
previous MTR investigation).*> However, for most of the period considered by
Covec, MTRs have been well in excess of 20cpm.*® Even the average MTR in 2007
(20.23cpm) represented more than 90% of the network-related costs of delivering an
FTM call. It is therefore difficult to conceive that changes in these other cost
components have had as significant an impact as that claimed by Covec.

In addition, the Commission notes that Covec’s lower bound estimate of 24% is based on a
regression model specification that assumes that the level of pass-through of MTR
reductions into retail prices is constant over time.*’ Covec also considered alternative
model specifications, including one where the level of pass-through changes as the MTR
changes. Covec dismissed this model on the basis that the theoretical link between the
MTR and the rate of pass-through is less clear.””® However, the Commission considers that
the level of MTR is likely to influence the competitiveness of the downstream market, with
above-cost MTRs limiting the ability of fixed-only operators to compete. As noted earlier,
Vodafone has also agreed that a cost-based MTR will best promote competition in all
relevant markets. Given that a more competitive market will result in greater levels of cost

4% yodafone submission, 28 July 2009, paragraph 177.

3 Commerce Commission draft MTAS report, paragraph 726 and Table 44.
¢ ibid, Table 40.

7 Covec submission, 27 July 2009, paragraph 99 and Table 8.

458

ibid, paragraph 102.
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pass-through, a cost-based MTR is likely to result in higher levels of pass-through, than
where MTRs are set in excess of cost.

671. The Commission therefore considers that a lower MTR can be expected to result in higher
levels of pass-through.

672. Table 21 summarises the results of Covec’s pass-through analysis.

Table 21: Summary of Covec estimates of FTM pass-through

Covec Model Lower Upper Average
Bound Bound

Model 2a (pass-through constant over time) | 24% 57% 41%

Model 2b (pass-through varies over time) 5% 31% 18%

Model 2¢ (pass-through varies with MTR) 62% 100% 81%

673. Using Covec’s Model 2c, where the level of pass-through is allowed to vary with the level
of MTR, the estimated pass-through rate increases considerably, with Covec’s lower-bound
estimate increasing from 24% to 62%, and the upper bound estimate increasing from 57%
to 100%. The average historic pass-through rate over the period from 1997 to 2007
increases from 41% to 81%. The average level of pass-through of 81% estimated by Covec
is similar to the Commission’s estimate of 75% over the same period.

674. Inrelation to Vodafone’s observation that smaller suppliers of FTM calls had passed
through only 30% of MTR reductions between 2006 and 2008, the Commission again notes
its observations and comments*>® on the way in which MTR reductions get passed through
to end-users, and in particular the comments made by operators such as CallPlus and
Kordia at the Commission conference.* In addition, Vodafone’s observations apply to a
short period. The Commission’s has concluded that the long-term average level of pass-
through 4i6s1 likely to be a more robust indicator than a measurement over relatively short
periods.

675. The Commission also notes the comments made by WIK in relation to the issue of FTM
pass-through. WIK notes that for the purposes of assessing the potential benefits of cost-
based regulation of MTRs, the Commission has assumed that pass-through levels increase
from the historic level (75%) to reach full pass-through by 2015. According to WIK,**

‘Given the level of FTM prices in New Zealand, this assumption might even be too conservative. In our
view, the Commission should not exclude the scenario of a decrease in price levels going beyond the
decrease in the termination rate. If competition in the fixed-line market increases there is no reason to
assume that the currently excessive margins earned with FTM calls will be unaffected. Under the 100%
pass-through assumption for 2015 the price of a retail FTM call is calculated by the Commission at
around 20 cpm compared to a cost of supplying a retail FTM minute of less than 10 cpm (including the
MTR). The net margin for a FTM minute of calls therefore amounts to 100%. It is unrealistic to assume
that such excessive margins remain unchanged if competition increases.’

49 See paragraphs 662 to 666.

0 See for example, Conference transcript, pages 186 and 187.

! Draft Report, paragraph 662.

2 WIK, “Commentary on issues raised in submissions regarding the Commerce Commission’s MTAS investigation
and during the conference on 2 and 3 September 2009”, February 2010, page 35.
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Furthermore, WIK supported the view that lower MTRs will increase competition in the
downstream fixed-line market:*®

‘There is reason to assume that lowering MTRs would increase the competitive position of a fixed-line
only competitor. Its costs for FTM calls will decrease while the costs of the integrated fixed-line
incumbent will be less affected. The competitor(s) has(ve) clear incentives to pass-through this decrease
in costs (or even more than that) to their customers to improve their competitive position. The intensified
competition in the fixed market and the increased competition in the mobile market will induce pressure
not only on the level of pass-through but also on the margins of FTM calls. This intensified competitive
pressure can and in our view will result in decreases of prices that relative to the decrease in mobile
termination rates may amount to more than 100%.’

Vodafone submitted that substantial barriers to entry and expansion remain in the fixed-line
market, and that in the presence of these barriers, MTR regulation is unlikely to increase
competition in this market. However, the Commission notes that the availability of a
number of new regulated wholesale access products, such as the UBA and UCLL services,
are likely to have had an increasingly pro-competitive impact in the downstream market.

In addition, as noted by WIK and fixed-line only operators,*®* wholesale MTRs that more
closely reflect the cost of supplying the MTAS are likely to increase the ability of existing
and potential non-integrated competitors to compete in the downstream market. These
factors in turn should result in conditions that are conducive to higher levels of pass-
through as MTRs are reduced towards cost.

The ACCC has recently commented on the level of FTM pass-through observed in
Australia, noting its disappointment with the reductions in retail FTM prices, given the
significant reductions in the wholesale MTR since 2004. The ACCC found that the trend
in Telstra’s average residential FTM price indicated a lower level of FTM pass-through,
with an increase in retail prices actually observed since 2007.*

For the current MTAS Investigation, the Commission has examined industry-wide average
retail FTM prices in New Zealand, based on data supplied by Telecom and its fixed-line
competitors. As noted in the Draft Report,**® this data indicated that the average retail
FTM price in New Zealand has continued to decline since 1997, and that the level of FTM
pass-through, while varying on a year-by-year basis, has been gradually increasing over
time, even when the period of the Deeds is excluded. The Commission considers that the
New Zealand evidence in respect of changes in wholesale MTRs and changes in retail FTM
prices reveals a different situation in relation to FTM pass-through in New Zealand
compared to that in Australia.

Covec also submitted that the Commission’s application of the pass-through level in any
year is unclear and inflates the actual level of pass-through. This is because in the draft

3 ibid, pages 35 to 36.
44 See for example TelstraClear submission, 28 July 2009, paragraph (vi); and CallPlus, conference transcript, page

186.

45 The ACCC has recently published a report by Analysys-Mason on regulatory approaches to FTM pass-through. In
addition to referring to the degree of pass-through observed in Australia, Analysys-Mason report the changes in
wholesale MTRs and FTM retention in ten European countries, and comment on the regulatory treatment of FTM
pass-through in those jurisdictions. See Analysys-Mason, “Regulatory treatment of fixed-to-mobile passthrough”,
October 20009.

¢ Commerce Commission draft MTAS report, Table 40.
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model, the change in FTM price in any one year is derived not only from the change in
MTR for that year (multiplied by the pass-through level), but also took into account
incremental changes in MTRs and pass-through levels in previous years. The Commission
notes that this was based on the pass-through mechanism used in the previous
investigation, which in turn reflected the profile of factual MTRs. For the current
investigation, the Commission considers that it is appropriate to simplify the pass-through
mechanism in this Final Report, such that the change in FTM price in a particular year is
based on the change in MTR for that year, multiplied by the pass-through level for that
year. This has the effect of slightly lowering the net benefits from regulation that were
evidenced in the Draft Report.

In summary, the Commission has concluded that the FTM pass-through levels used in the
Draft Report are reasonable assumptions for the purposes of estimating the potential
consumer gains resulting from cost-based regulation of FTM MTRs, and may even be
conservative for the reasons given by WIK.*’

FTM demand elasticity

683.

684.

685.

686.

687.

Telecom’s submission on the Draft Report commented on the Commission’s use of an
FTM demand elasticity of -0.60. This figure was based on the Commission’s previous
investigation into MTRs, in which the Commission had regard to a range of elasticity
estimates that had been submitted to the UK Competition Commission and the ACCC.**®

According to Telecom, a lower FTM demand elasticity of -0.10 would be more consistent
with the Commission’s data.*®”

It is not clear how Telecom derived an estimate of -0.10, or how Telecom’s estimate is
more consistent with the Commission’s data. The Commission has examined the changes
in actual FTM volumes and average FTM prices in New Zealand over the period from 1998
to 2008 in order to gauge whether the elasticity estimate of -0.60 might be too high or too
low.

Over this period, the average retail FTM price declined from 52.5¢cpm to 30.7cpm, a
reduction of -42%. Based on industry data collected as part of the current and previous
MTR investigations, the corresponding increase in FTM minutes was 185%.

These figures suggest an unadjusted FTM demand elasticity of -4.38.*”° However, the

demand for FTM calls is a function not only of the FTM price, but also of the number of
mobile subscribers. As a result, much of the increase in FTM minutes over the period
between 1998 and 2008 is likely to have been driven by increasing mobile subscriptions,*”"
rather than by lower FTM prices.

7 The Commission has made an amendment to the application of the pass-through under the factual, such that the
annual change in FTM price is based on the change in the MTR for that year, multiplied by the pass-through level for
that year.

8 Draft Report , paragraph 710.

49 Telecom submission, 28 July 2009, paragraph 110.

7 Based on —(185%/42%).

1 According to the OECD, New Zealand’s mobile subscription level increased from 1.25 million subscribers in 1998,
to 4.24 million subscribers in 2007. OECD, “OECD Communications Outlook 20097, Table 4.11.
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During the previous investigation, it was submitted by Marsden Jacobs Associates (on
behalf of TelstraClear) that around 80% of the growth in FTM minutes between 1997 and
2004 was due to shifts in the FTM demand curve (reflecting increasing mobile subscription
levels), and that only 20% was due to a price effect along the FTM demand curve.*’

Using the same 20% estimate of the price effect for the period 1998 to 2008, the
unadjusted elasticity estimate of -4.38 is reduced to -0.88. This suggests that the demand
for FTM services may be more elastic than the -0.60 used by the Commission in the Draft
Report, rather than less elastic as suggested by Telecom. The Commission notes that more
elastic FTM demand will result in greater benefits to end-users from cost-based MTRs.

For the purposes of this investigation, the Commission has retained the use of an FTM
demand elasticity of -0.60.

Potential Benefits of Regulation of FTM MTRs

691. The counter-factual and factual FTM MTRs used in the Commission’s analysis to
determine whether there are grounds for recommending regulation are summarised in Table
22.

Table 22: Counter-factual and Factual FTM Termination Rates (NZcpm,
second-+second)
2010 2011 2012 2013 2014 2015
Counter-factual 17.72 16.42 15.14 13.91 13.11 12.95
Upper bound factual 18.45 6.72 6.05 5.45 4.90 4.41
Lower bound factual 18.45 4.77 4.49 4.22 3.96 3.73
Upper bound factual* 18.45 10.18 6.05 5.45 4.90 4.41
Lower bound factual* 18.45 9.14 4.49 4.22 3.96 3.73
* With a one-year regulatory glide-path.

692. The MTRs contained in the Deeds are significantly above the Commission’s current
estimates of the forward-looking costs of supplying the MTAS over the period from 2011
to 2015. For example, in 2011, the MTR from the Deed (16.42cpm) is between 144% and
244% above the likely cost of terminating FTM calls.*’” By 2015, the Deed MTR is
between 193% and 248% above cost.

693. In addition to being significantly above cost, the MTRs contained in the Deeds are close to

and in some cases exceed the retail FTM prices offered by Telecom and Vodafone. In the
Draft Report,*’ the Commission referred to the example of Vodafone’s Business Tolls Plus
plan, where the retail price for an FTM call from a Vodafone fixed-line customer to a
Vodafone mobile customer is 13 cpm, which is lower than the current MTR of 15 cpm

472 Commerce Commission, “Schedule 3 investigation into regulation of mobile termination: Final Report”, 9 June
2005, paragraph 487.

73 Based on an assessment where a cost-based MTR is introduced from 1 January 2011 ie without a regulatory glide-
path. Even if a cost-based MTR is introduced gradually under regulation through a one-year glide-path from 1 January
2011 to 1 January 2012, the 2011 MTR in the Deed is between 61% and 83% above the factual MTR in 2011.

7% Draft Report, paragraph 691.
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contained in the Vodafone Deed. As the Commission noted in the Draft Report, once the
additional costs of supplying an FTM call are included (such as call origination),
Vodafone’s retail FTM price for business customers appears to be even lower, relative to
the costs that would be incurred by a competitor in supplying such a call.

As discussed above, the Commission has concluded that the pass-through and elasticity
assumptions used in the Draft Report are appropriate for the purposes of quantifying the
likely potential benefits of moving to a cost-based price for the MTAS.*”

The retail FTM prices that result from the above MTRs and the pass-through profiles used
in the Draft Report are summarised in Figure 16.*” In 2010, the retail price under the
factual of regulation is slightly higher (due to the higher MTR), than under the counter-
factual, where the MTRs continue to decline throughout 2010 as per the Deeds. In 2011,
the MTR under the factual is reduced as a result of cost-based regulation, with the
reductions resulting in lower retail FTM prices. Over the period from 2011 to 2015, cost-
based regulation of MTRs is expected to result in retail FTM price reductions of between
22% and 28%, compared to the retail prices where MTRs are set according to the Deeds.

Figure 16: Retail FTM Prices

Retail FTM Prices
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The above reductions in retail FTM prices will lead to increased demand for FTM calls,
based on an FTM demand elasticity.

5 Subject to the amendment noted in paragraph 681 above.
7% The factual FTM prices shown in Figure 16 are based on the factual scenario with no regulatory glide-path. Ifa
one-year regulatory glide-path is allowed, the factual FTM prices will be higher in 2011 than those shown in Figure

16.
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697. Figure 17 summarises the estimated reduction in FTM price and the consequent increase in

FTM demand for 2011.*”7 The retail FTM price falls from 28.1 cpm to 20.1 cpm. The

Commission’s quantitative model estimates the resulting changes in demand using both

linear demand and CED functions. With a linear demand function, FTM demand

increases from 1,087 million minutes, to 1,257 million minutes in 2011. With the CED

function, demand increases further, to 1,328 million minutes in 2011.

Figure 17: Changes in Retail FTM Prices and Volumes (2011)

PO = 402810

Pl =4%0.2014

linear demand

— -

108Tm  1,257m 1,323m

698.  Using a linear demand function, the sensitivity of demand to changes in price varies along
the demand curve. At high prices and low quantities, demand is relatively sensitive to
changes in price (i.e. elastic). In moving down the demand curve, demand becomes less
sensitive to price changes (i.e. more inelastic).

699. With a CED function, the price elasticity of demand remains constant along the demand
curve.

700. The implications of the different demand assumptions depend on whether a price reduction
or a price increase is being modelled. For a given price reduction, such as where the retail

7 Figure 17 shows the reduction in retail FTM price under the lower bound factual, again with no regulatory glide-
path, where the cost-based MTR for 2011 is 4.77cpm (i.e. using the Commission’s lower bound MTAS cost).
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FTM price falls as a result of lower MTRs, the increase in demand for the service whose

price has fallen will be greater under the CED function, as shown in Figure 17.

478

701.  The increase in consumer surplus and total surplus resulting from lower prices will
therefore tend to be greater under the CED function, as demand becomes relatively more

sensitive.*”’

702.  For a price increase, the contraction in demand for the service whose price has increased
will be lower under the CED.*** For example, to the extent that there is a ‘waterbed effect’
from lower MTRs, mobile subscription prices may be higher than they would otherwise
have been, resulting in lower mobile subscription levels. This in turn would lead to an
inward shift in demand in the related market for calls to mobile subscribers (FTM and
MTM). The resulting loss in FTM and MTM consumer surplus available to the remaining
fixed and mobile subscribers will tend to be greater under CED. The net effect on the CED
and linear results will therefore depend on the relative magnitudes of the higher benefits
and higher detriments under CED.

703.  While the Commission has modelled the impact of regulating the FTM MTR using both
linear and CED functions, the Commission’s view is that for large price changes, the CED
function is likely to better represent the demand response. However, the Commission also
notes that a CED function tends to have greater informational requirements than a linear

demand function.

481

704. Table 23 summarises the estimated gain in consumer and total surplus resulting from cost-
based regulation of FTM MTRs over the period 2010-2015, when compared to a counter-
factual based on the Deeds.

Table 23: Increase in FTM Consumer and Total Surplus 2010-2015 (2009 net present

value)
no regulatory glide-path one-year regulatory glide-path
consumer surplus  total surplus consumer total surplus
surplus

Upper bound factual

- linear demand $280 million $86 million $260 million $90 million

- CED $284 million $117 million $262 million $108 million

Lower bound factual

- linear demand $322 million $99 million $297 million $106 million

- CED $330 million $144 million $301 million $132 million

478 At point A in Figure 17, the linear and CED functions intersect, and the demand elasticity of both curves will be the
same. As the price is decreased, demand becomes less elastic along the linear demand curve, while the demand
elasticity remains constant under the CED. As a result, to the right of point A, demand is less elastic with the linear
function than the CED function, leading to a smaller increase in demand as shown.
7% This can be seen from Table 23 below.
* This is due to demand becoming relatively more elastic under the linear demand function compared to the CED to

the left of point A in Figure 17.

! This was noted by the Commission in its previous MTR investigation. For example, see Commission “Schedule 3

Investigation into Regulation of Mobile Termination Final Report”, 9 June 2005, paragraph 600.
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The Commission has estimated that a reduction in FTM MTRs from the levels contained in
the existing Deeds to a level that reflects the likely costs of the MTAS would result in a
substantial increase in consumer surplus and total surplus over the period between 2010
and 2015.

In addition to the above benefits from lower prices and increased demand for FTM
services, the Commission referred in the Draft Report to a range of additional benefits
resulting from MTRs that more closely reflect the cost of the MTAS.** These include
increased productive and dynamic efficiency arising from more competitive downstream
markets. The Commission has concluded that MTRs that better reflect the cost of
supplying the MTAS will result in additional benefits in the form of increased productive
and dynamic efficiency.

Potential Detriments of Regulation of Fixed-to-Mobile Termination Rates

707.

708.

709.

710.

In this section, the Commission sets out its views on the potential detriments of regulation
of FTM termination rates. These views take into account the submissions and cross-
submissions by interested parties on the possible rebalancing (waterbed effect) of retail
mobile prices in response to reductions in termination revenues earned by the mobile
operators on FTM calls. Further detail on these submissions is provided in Appendix 5.

A number of the arguments raised in submissions relate to the way in which the draft FTM
model used by the Commission calculated the impact of a given waterbed effect. These
issues, relating to the structure of the FTM model, include the impact of higher FTM
volumes and the recognition of a mobile subscription elasticity effect on the recovery of
lost FTM termination revenues.

Other arguments relate to the assumption made with respect to the strength of the waterbed
effect (i.e. the proportion of FTM termination revenues that are recovered through
rebalanced retail mobile prices).

The Commission also comments in this section on a number of other parameter values that
are used in the assessment of the potential detriments arising from lower subscription levels
under the scenario of cost-based regulation of the MTAS.

FTM Volumes

711.

712.

A number of parties have noted that cost-based regulation of MTRs will lead to lower retail
FTM prices, and higher FTM volumes. The increase in FTM volumes will offset some of
the reduction in FTM termination revenues experienced by the mobile operators as a result
of regulation.

For example, in its cross-submission on the Draft Report, Concept noted that:**’

‘... the decline in the FTM price will be at least somewhat offset by increases in FTM call volumes ...
reducing the extent to which the waterbed effect applies.’

2 See Draft Report, paragraphs 731 to 748.
8 Concept cross-submission, 18 August 2009, page 31.
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713.  Covec also recognise this offsetting effect in calculating the lost termination revenue, as
they apply the factual MTR to the factual FTM quantity.***

714. The Commission accepts that this is a reasonable assumption and has therefore amended
the FTM model to capture the likely higher FTM volumes under the factual of regulation.
The calculation of the loss in FTM termination revenues as a result of regulation is now
given by the following:**’

A FTM termination revenues = (MTR gequa X FTM minutes gaear) —
(MTR counter-factual X FTM minutes counter-factual)

715.  The resulting loss in FTM termination revenues is reduced under this amended formula.

Mobile subscription elasticity

716. In its submission on the Draft Report, Covec noted that the Commission had ignored the
likely reduction in mobile subscription levels in the event that mobile subscription prices
were higher as a result of regulation.*®® As a result, the actual level of recovery of lost
FTM termination revenues in the Commission model would be less than the targeted level
of recovery.

717.  The Commission accepts that for a given elasticity of demand for subscription services, an
increase in mobile subscription prices is expected to reduce the level of mobile
subscription. The lower level of mobile subscribers over which to recover lost FTM
termination revenues will require a greater price increase over the remaining subscribers.
The Commission has therefore amended the FTM model to allow for such an effect, along
the lines proposed by Covec.**’

Strength of the “Waterbed effect”

718.  In the Draft Report, the Commission considered a range of possible waterbed assumptions,
ranging from 0% (in which case none of the lost FTM termination revenues are recovered
elsewhere) through to 50% (where half of the lost FTM termination revenues are recovered
through higher retail mobile prices).

719. Inresponse, Vodafone and Telecom (and their respective advisors) argued that the
waterbed effect was likely to be more complex than the way in which the Commission had
modelled such an effect.*® Telecom argued that the actual range of price and quantity
changes resulting from lower MTRs will be difficult to predict, while Vodafone noted that
mobile operators might respond in a number of different ways, including increasing retail
mobile prices (or reducing such prices more slowly), introducing more stringent top-up
conditions and/or shortening credit expiry timeframes for prepay customers, and reducing
handset subsidies.

8 Covec submission, 27 July 2009, paragraph 147.

85 This corresponds to the formula set out in paragraph 147 of Covec’s submission, 27 July 2009.

48 Covec’s submission, 27 July 2009, paragraph 18.

87 This involves solving the increase in the mobile subscription price required in order to recover the targeted level of
recovery. See for example, Covec submission, 27 July 2009, paragraph 153.

¥ See for example, Vodafone submission, 28 July 2009, paragraph 198; Telecom submission, 28 July 2009,
paragraphs 104, 106.
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Both Vodafone and Telecom have also argued that to the extent that cost-based MTR
regulation increases competition in the downstream mobile market, as the Commission
belieXSegs it will, the magnitude of the waterbed effect must be allowed to increase over
time.

In addition, Covec argued that a level of 75% would be more appropriate than the
Commission’s range of 0% to 50%, while other parties argued that cost-based regulation of
MTRs would have little or no effect in terms of offsetting increases in retail mobile

. o 490
prices.

The Commission does not agree with Covec’s proposed waterbed effect of 75% for the
reasons set out below.

Covec justify a figure of 75% by reference to the results presented in the literature.*"
However, as discussed below, empirical attempts to determine the strength of the waterbed
effect of MTR regulation face considerable difficulties, including the need to control for
other factors that may be causing movements in various mobile prices. Vodafone has itself
noted the difficulties involved in such an exercise, submitting that the determinants of
mobile pricing are highly complex, and that in order to isolate the waterbed effect from
other factors that influence retail mobile prices, a comprehensive model of retail mobile
pricing would be required. Vodafone argued that even with sophisticated econometric
analysis, authors have found it difficult to isolate the waterbed effect.*

In the Commission’s view, there are a number of factors that are likely to mitigate against a
significant waterbed effect in the New Zealand mobile market.

First, any increase in mobile subscription prices or reduction in handset subsidies will risk
leading to some mobile subscribers dropping off the mobile networks. A consequence of
this will be that the mobile operator will lose incoming traffic to those mobile subscribers.
This reduction in incoming traffic may result in a loss of economies of scale for the mobile
operator, and a reduction in contributions to the operator’s common costs.

Second, an increase in retail mobile prices by either Vodafone or Telecom would make it
easier for a new entrant such as 2degrees, trying to establish itself in the mobile market, to
gain market share in New Zealand. While certain mobile subscribers may not be as
lucrative for a mobile operator in the event that FTM termination rates are reduced, higher
retail prices and lower penetration levels are likely to enhance the entrant’s prospects to
gain scale. At several times during the Commission’s conference, 2degrees indicated that it
would be happy to take mobile customers from Telecom and Vodafone in the event that the
larger mobile operators increased their retail mobile prices:*”

‘We will lower the price for prepaid customers and if other people put their prices up we are very happy
to take them from them if they find our offer more attractive.’

9 yodafone submission, 28 July 2009, paragraph 221, and Telecom submission, 28 July 2009, paragraph 9.

4 See for example, TUANZ submission, 28 July 2009, page 4; Dr Haucap submission, paragraph 30; Concept cross-
submission, 18 August 2009, pages 30 and 31.

1 Covec submission, 27 July 2009, paragraph 142.

2 Vodafone submission, 28 July 2009, paragraphs 218-219.

3 MTAS Conference transcript, page 87. See also conference transcript, page 12.
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Third, in the event that some mobile prices are increased (or reduced more slowly) where
MTRs are subject to cost-based regulation, the response of mobile subscribers will depend
on a number of factors. For example, Concept noted that mobile subscription is an
‘experience’ good, and that current subscribers who have experienced the benefits of
mobile telephony are likely to be less responsive to price increases than potential
subscribers (who have yet to experience such benefits) are to price reductions. This may be
increasingly the case as new services become available, including new mobile data
services. In the Draft Report, the Commission also noted that there may be reasons why
existing mobile subscribers would be less sensitive to changes in mobile subscription
prices, than prospective subscribers who have yet to purchase a mobile phone. The
Commission referred to the UK Competition Commission, which has recently noted that:**

¢... factors such as the high levels of mobile usage, the utility of mobile ownership, and the perceived
disadvantage of giving up a mobile phone after having used one would militate against subscribers
leaving the network if subsidies were reduced.’

This indicates that the level of mobile subscription may be relatively insensitive to
increases in subscription prices.*”

Fourth, the Commission has previously referred to the relatively concentrated nature of the
New Zealand mobile market, which indicates that any waterbed effect in New Zealand
would be relatively weak.*”® Other regulators have drawn similar conclusions. For
example, the ACCC has noted that the Australian retail mobile services market is unlikely
to be effectively competitive such that the mobile operators are subject to a zero profit
constraint. The ACCC concluded that any flow-on effect on mobile subscription prices
would be less than had been suggested by the mobile operators, and could even be zero.*’

In its recent consultation on the future regulation of mobile call termination services,
Ofcom commented that:*®

‘We recognise that a significant waterbed effect is likely, given that retail competition in mobile services
is strong, but we took the view in the March 2007 MCT Statement that it was unlikely to be complete.
However, given the lack of conclusive evidence, Ofcom decided not to rely heavily on any assumption of
an incomplete waterbed effect.’

Earlier in its consultation, Ofcom noted that many commentators regard the UK mobile
market as among the most competitive in the world,*”” with four established mobile
network operators, a smaller entrant mobile network, and a range of wholesale-based
competitors. The relative lack of competition in New Zealand suggests that the waterbed
effect will be less significant in New Zealand than it has been in other markets such as the
UK.

% Competition Commission, Mobile phone wholesale voice termination charges: Determination, 16 January 2009,
paragraph 4.10.

3 The Sunday Star Times (26 April 2009) reported “A Telecom survey of 2000 mobile users last year showed that
around 20 percent of respondents said they’d rather lose their hair than their mobile, while another 15 percent would
happily forgo a toe if it meant they could keep their cellphones.”

% Draft Report, paragraphs 839 and 847.

7 ACCC, Mobile Services Review Mobile Terminating Access Service, June 2004, page 160.

% Ofcom, Wholesale mobile voice call termination: Preliminary consultation on future regulation, 20 May 2009,
paragraph 5.13.
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ibid, paragraph 2.5.
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In addition, the Commission notes that cost-based regulation of FTM termination rates is
likely to have differing impacts on mobile operators, depending on whether the mobile
operator also has a fixed-line business. This is because while FTM termination rates are a
source of wholesale revenues for mobile operations, they are also a source of cost for fixed-
line operations. A reduction in FTM termination rates will therefore lower the revenues for
a mobile business, but will lower both revenues and costs for an integrated mobile and
fixed business.

During the Commission’s previous investigation into MTRs, Covec estimated the
profitability impacts of regulating MTRs on a pure mobile operator such as Vodafone, and
on an integrated operator such as Telecom. Covec noted that:>"

‘In almost all scenarios, fixed-line operators benefit from regulation while mobile operators are made
worse off.’

While the actual Covec results are confidential, Covec found that regulated reductions in
MTRs will leave mobile operators worse off, while integrated operators may actually
benefit from regulation (and will always benefit relative to pure mobile players).

The presence of Telecom as an operator of both a large fixed network and a mobile
network is likely to influence the potential magnitude of any waterbed effect in New
Zealand. As noted by Covec during the 2004-2005 MTAS investigation, an integrated
operator is likely to be better off relative to a mobile-only operator as a result of regulated
reductions in MTRs, particularly where the full reduction in MTRs is not passed through
into retail FTM prices. As a result, the integrated operator is unlikely to have an incentive
to raise retail mobile prices in order to recover lost termination revenues.

The ACCC has also noted that the existence of integrated operators in Australia is not
conducive to a waterbed effect. In considering an MTAS undertaking by Vodafone in
2006, the ACCC commented that Frontier’s attempts to model the effects of a regulated
reduction in MTR:>"!

‘... does not take into account the existence of both mobile-only and integrated fixed-line and mobile
operators in the Australian market. In this regard, a MNO with different circumstances with respect to its
balance of MTAS receipts and payments will not necessarily be affected in the same way as Vodafone.
That is, it is possible that a MNO that is a ‘net payer’ of MTAS charges could actually benefit from a
regulated reduction in MTAS charges. Such an MNO would neither have an incentive nor a requirement
to increase retail mobile prices in response to a regulated reduction in MTAS charges. Further, a mobile-
only carrier, such as Vodafone, would not necessarily increase its total revenue from its mobile
operations by increasing its retail mobile prices in response to a regulated reduction in MTAS charges.’

The ACCC also noted that Vodafone had previously submitted that a waterbed effect was
unlikely in Australia. In that submission,”’> Vodafone indicated that a full waterbed effect
might be expected in the UK, where there are only pure mobile operators and on the

3% Covec, “Profitability Impacts of Mobile Termination Regulation”, 29 November 2004, page 1.

3 ACCC, “Assessment of Vodafone’s mobile terminating access service (MTAS) Undertaking: Final Decision”,
March 2006, page 204.

3921 etter from Vodafone to ACCC, “Mobile Services Review”, 9 October 2003.
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assumption that the UK mobile market is competitive (and hence no excessive profits are
earned by the mobile operators in the long run). However, Vodafone submitted that:*"

‘Given the existence of integrated carriers, the same conclusion would not apply in Australia. That is,
Vodafone does not expect that there will be a corresponding increase in retail prices to mobile customers
if there were significant regulated reductions in mobile termination prices. This is due to the existence of
integrated carriers and the unbalanced impact that significant reductions in mobile termination prices
would have on the players that are competing in the mobile market.’

In its advice to the Commission as part of the current investigation, WIK make a similar
. 504
point:

‘A cut of the termination rate results in lower charges for incoming FTM and off-net MTM calls (and
therefore lower earnings) and in lower costs for outgoing off-net MTM calls (and therefore lower
expenditure.

The net effect on a given mobile operator depends on the relative balance among these factors.
Moreover, that balance is dynamic and complex — any changes in retail price will also influence usage
patterns, as a result of demand elasticity.’

WIK note that Telstra, which is the largest mobile operator in Australia, has claimed that
there is no waterbed effect in the Australian market.”” In a submission to the ACCC,
Telstra argued that there has been a continued increase in the number of mobile subscribers
in Australia, and that:*"

‘These considerations strongly refute the existence of any waterbed effect having occurred in Australia or
being likely to occur as a result of efficient cost based MTAS pricing.’

Vodafone has submitted that MTR reductions will have a significant impact on its
revenues, claiming that the MTR reductions proposed by the Commission in the Draft
Report will place more than $300 million of Vodafone revenues at risk over five years,””’
while the MTRs contained in its revised undertaking of 2 October 2009 will reduce its
revenues by more than $450 million over five years.”” However, the Commission notes
the following:

= the Vodafone revenue estimates referred to above appear to be inconsistent.
Vodafone claimed that its revenues will fall by a greater amount ($450 million) as a
result of its revised undertaking, than they would under regulation proposed in the
Draft Report ($300 million). This is despite the MTRs in the revised undertaking
from Vodafone of 2 October 2009 being higher than the regulated MTRs proposed in
the draft;

= the Vodafone figures appear to relate to the reduction in revenues as a result of lower
MTRs. However, Vodafone will also experience an offsetting reduction in its costs
of terminating MTM calls and SMS on other networks. Given Vodafone’s claims

503

ibid, paragraph 6.3.

3% WIK, “Commentary on issues raised in submissions regarding the Commerce Commission’s MTAS investigation
and during the conference on 2 and 3 September 2009”, February 2010, page 30.

3% ibid, page 33.

3% Telstra, “Response to the ACCC’s Draft MTAS Pricing Principles Determination and indicative prices for the
period 1 January 2009 to 31 December 2011”7, 15 December 2008, page 14.

7 Vodafone submission, 28 July 2009, paragraph 46.

3% yodafone submission, 16 October 2009, paragraph 7.
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that MTM and SMS traffic is typically in balance, these cost reductions will likely
cancel out Vodafone’s revenue loss on this traffic, at least in respect of traffic
between the established mobile operators; and

= the remaining revenue impact for Vodafone will be in the form of lower termination
revenues from incoming FTM traffic. The revenue impact of lower FTM MTRs will
be mitigated by the higher FTM volumes expected (as lower MTRs translate through
lower FTM prices into higher FTM demand).

Finally, a cost-based MTR is likely to lead to more efficient consumption of both mobile
subscription and mobile calling services in New Zealand.” In the Draft Report, the
Commission referred to one likely consequence of cost-based MTRs being a reduction in
the ownership of multiple mobile handsets. To the extent that this occurs and consequently
lowers the level of mobile subscription, this will represent an efficiency gain, rather than a
detriment, for consumers.

For the above reasons, the Commission considers that Vodafone is likely to have
considerably overestimated the impact of lower MTRs on its business. While the revenue
impact on Vodafone FTM termination revenue is still likely to be significant, in the
Commission’s view this reflects the extent to which existing MTRs are excessive.

In commenting on the strength of the waterbed effect, parties referred to a number of pieces
of empirical research into the relationship between MTRs and retail mobile prices (and
MTRs and profits).

WIK comment on the empirical work that has been conducted in relation to the waterbed
effect in mobile telephony. WIK note that the work by Genakos and Valletti,”"° who find
evidence of a strong but incomplete waterbed effect, is based on customer bill data from
the largest two mobile operators in each country. According to WIK, MTR reductions are
likely to have differing effects on larger mobile operators, who tend to carry a higher
proportion of on-net calls, than on smaller mobile operators, and the data used by Genakos
and Valletti fails to capture the effects on the latter.”"!

WIK also question whether the data used by Genakos and Valletti are a useful indicator of
mobile costs incurred by consumers. Referring to the Teligen data, WIK state that:*'?

‘They represent hypothetical prices for a hypothetical basket of services, using the least expensive
services for that basket from the two largest mobile operators in the market. They do not reflect (1) how
much service an average customer in a given country uses; (2) how customers are divided among
operators; (3) how customers are divided among pricing plans within an operator; (4) which customers
have which plans (and whether customers have plans that are appropriate to their usage — a number of
studies suggest otherwise); and (5) most likely, there are details of the price plans that are not fully
captured.’

399 As discussed below at paragraph 752, Ofcom quantify the efficiency gains arising from a more efficient structure of
mobile prices

>1% Genakos, C., and T. Valletti, “Testing the “Waterbed” Effect in Mobile Telephony”, April 2009.

S WIK, “Commentary on issues raised in submissions regarding the Commerce Commission’s MTAS investigation
and during the conference on 2 and 3 September 2009”, February 2010, page 30.

512

ibid, page 31.
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It is important to note that an increase in ARPU may be due to an increase in usage such as
that resulting from lower prices, or from the take-up of new services, in which case it
would be inappropriate to equate the ARPU increase with an increase in retail prices.

WIK also question the relevance of the findings of Andersson and Hansen, arguing that the
assumptions under which the authors derive their profit neutrality result are restrictive.’'?

WIK note that CEG conducted some research on behalf of Ofcom, testing for a relationship
between MTRs and various mobile market outcomes, including retail prices, penetration,
and usage. According to WIK, the most important finding by CEG was the lack of a robust
relationship between the level of MTRs and retail prices.”"*

WIK conclude that the structure of the mobile market in New Zealand, as well as
theoretical and empirical evidence, supports the assumptions used by the Commission in
the Draft Report with respect to the level of the waterbed effect.’’

It is also relevant to note that the rebalancing of mobile prices via a waterbed effect may
generate efficiency gains rather than detriments, to the extent that the resulting prices more
closely reflect the underlying costs of supplying mobile services.”'® The welfare analysis
conducted by Ofcom is particularly relevant in this regard.

In its 2007 statement on MTRs, Ofcom summarises the potential consumer detriments if
MTRs"'” are not regulated:'*

‘... These are:

i) Excessive prices overall;

ii) Inefficient structure of prices;

iii) Distortion of consumer choice;

iv) Inequitable distributional effects; and
v) Risk of anti competitive behaviour.

In order to provide an order of magnitude indication of the consumer welfare gain from regulating MCT
charges Ofcom has carried out a quantitative analysis that compares consumer welfare in two scenarios:
one where there is no regulation and no threat of regulation and one where mobile termination charges
are regulated ...

The approach adopted by Ofcom is to consider the case in which competition is so intense that firms’
economic profits are driven down to zero in both the regulated and unregulated scenarios. It is
therefore assumed that MNOs do not make excess profits overall as a result of setting excessive MCT
charges. As such, the analysis focuses solely on the second source of detriment listed above
(inefficient structure of prices) and does not capture the benefits to consumers if MNOs were to make
excess profits in the absence of regulation (which were then removed as a result of regulation).282 In

13 ibid, pages 31 and 32.

314 ibid, page 32.

13 ibid, page 34.

316 WIK also make this point. ibid, page 34, bullets 5 and 6.

37 Mobile Call Termination charges (MCT charges).

1% Ofcom, “Mobile call termination statement”, 27 March 2007, paragraphs A19.1-A19.3.
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addition Ofcom’s estimate does not include any quantification of the welfare gains from regulation
removing: distortions of consumer choice; inequitable distributional effects; or the risk of anti
competitive behaviour. Therefore, the quantification set out below is likely to provide an underestimate
of the full benefits of regulation.’

(emphasis added)

In other words, while Ofcom recognises that regulation of MTRs may result in a number of
benefits to consumers, Ofcom’s quantitative analysis only focused on the gains from a
more efficient structure of prices. The Commission notes that Ofcom does not attempt to
quantify the potential gains from a lower level of prices or from a more competitive
downstream mobile market.

Ofcom estimated the increase in consumer surplus resulting from a regulated reduction in
MTRs:

‘The analysis estimates the change in consumption of calls to mobiles and mobile retail services
following a move (via regulation) to a more efficient price structure. The welfare gain amounts to £1.4
billion in 2010/11 (in real 2006/07 prices and to the nearest £0.1bn) and over four years under the
assumption of a smooth glide-path down to the target charge from the monopoly charge amounts to
approximately £3.2 billion in present value terms at the beginning of 2007/08.’

As noted above, Ofcom estimated that these gains in consumer welfare would arise as a
result of cost-based regulation leading to a more efficient structure of prices.

The Commission also notes that both Vodafone and Telecom have submitted that a
TSLRIC-based price for MTAS will be efficient.’"”

The Commission considers that Vodafone’s submission in support of a relatively high
waterbed effect (with 75% of the lost termination being recovered elsewhere) is
inconsistent with its view that TSLRIC is the appropriate principle for establishing an
efficient price for the MTAS. The consensus that the TSLRIC pricing principle for MTAS
will lead to competitive and efficient outcomes in the relevant downstream markets
indicates that any detrimental effects resulting from a TSLRIC-based price for the MTAS
will be relatively small.

Having regard to all of the above factors, the Commission has concluded that in order to
estimate the potential detriments in the New Zealand market arising from changes in
MTREs, it is appropriate to allow up to 25% of the reduction in wholesale FTM termination
revenues to be recovered through higher mobile subscription prices. In the Commission’s
view, a waterbed effect based on the recovery of up to 25% of the reduction in FTM
termination revenues adequately allows for such an effect at any given point in time as well
as for any increasing effect that may occur over time as the mobile market becomes more
competitive.

Other parameters

758.

The submission from Covec referred to a number of other parameters used in the FTM
model, including the retail price and volume of MTM calls, the number of mobile
subscribers, and the annual ARPU.’ 20

319 See for example, Vodafone cross-submission, 18 August 2009, paragraph 217; Conference transcript, 3 September
2009, page 231.
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In the draft FTM model, the Commission estimated the level of consumer surplus enjoyed
by a mobile subscriber from being able to contact other mobile subscribers. This MTM
surplus was estimated with reference to the average retail price of MTM calls, and the
average volume of MTM calls made per subscriber.

The Commission has updated the MTM price and volume, based on the data responses
received as part of the current investigation.””' The Commission has also updated the
number of mobile subscribers used to derive average minutes of use per subscriber in New
Zealand.

Covec also noted that the Commission used an annual ARPU of $450, which exceeded
Telecom’s annual ARPU of $350. However, the Commission’s estimate of $450 is based
on data from both Telecom and Vodafone, and the Commission considers that it is
appropriate to retain this figure in the FTM model.

Potential detriments arising from the waterbed effect

762.

763.

764.

In order to estimate the potential consumer detriments arising from mobile subscription
prices that are higher where MTRs are regulated, the Commission has considered a
scenario in which the mobile operators recover some proportion of their lost FTM
termination revenues through higher subscription prices. The higher subscription prices
under the factual of regulation will likely result in lower subscription levels, as well as
lower calling to mobile subscribers (FTM and MTM calling). Based on the amendments
discussed above, the Commission has estimated the resulting loss in consumer and total
surplus for a waterbed effect of between 0% and 25%.

The reductions in MTRs resulting from a move to cost-based MTRs are summarised in
Table 22. These MTRs are applied to the expected volume of FTM minutes in order to
calculate the reduction in FTM termination revenues that result from cost-based regulation
of the MTAS.

Under a 0% waterbed effect, mobile subscription prices are unaltered as a result of the
reduction in FTM termination revenues, resulting in no consumer detriments from
regulation. Under a 25% waterbed effect, mobile subscription prices end up being between
1.3% and 2.0% higher under regulation, depending on the benchmarked cost. The resulting
range of estimated detriments are summarised in Table 24.

320 Covec submission, 27 July 2009, paragraphs 172 to 175.
321 The previous data used in the draft FTM model was based on Telecom information taken from an earlier annual

report.
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Table 24: Reduction in Consumer and Total Surplus 2010-2015 (2009 net present
value)
no regulatory glide-path one-year regulatory glide-path
consumer surplus total surplus consumer surplus total surplus
waterbed waterbed waterbed waterbed | waterbed waterbed waterbed waterbed
0% 25% 0% 25% 0% 25% 0% 25%
Upper bound
factual
- linear demand $0 -$113m  $0 -$19m $0 -$10lm  $0 -$17m
-CED $0 -$149m  $0 -$42m $0 -$135m  $0 -$37m
Lower bound
factual
- linear demand $0 -$133m  $0 -$23m $0 -$117m  $0 -$20m
-CED $0 -$176m  $0 -$50m $0 -$157m  $0 -$44m

Direct regulatory costs

765.

The Commission considers that it is appropriate to retain the estimates it used in the Draft

Report of the direct costs associated with regulation, including the estimated costs incurred
by the Commission in preparing and administering an STD, as well as an allowance for the
costs incurred by access seekers and access providers to participate in the STD process.

766.

The resulting annual direct regulatory costs are estimated to be $1.5 million.

Summary of Potential Benefits and Detriments of Regulation of Fixed-to-Mobile Termination

Rates
767.

Table 25 summarises the Commission’s estimated net benefits from cost-based regulation

of FTM MTRs, compared to a counter-factual of no regulation that is based on the Deeds.

Table 25: Increase in Consumer and Total Surplus 2010-2015 (2009 net present value)

Upper bound
factual

- linear demand
- CED

Lower bound
factual
- linear demand
- CED

no regulatory glide-path

consumer surplus total surplus
waterbed waterbed waterbed waterbed
0% 25% 0% 25%

$272m
$277m

$159m
$127m

$79m
$109m

$60m
$68m

$314m
$322m

$182m
$146m

$92m
$137m

$68m
$87m

one-year regulatory glide-path

consumer surplus
waterbed waterbed
0% 25%

$252m
$255m

$151m
$119m

$290m
$293m

$172m
$136m

total surplus
waterbed waterbed
0% 25%

$83m
$101m

$66m
$64m

$99m
$125m

$79m
$81m

768.

In the Commission’s view, the net benefits estimated above are of a level that leads to a

conclusion that regulation of the MTAS for FTM calls would best give effect to the
promotion of competition for the long-term benefit of end-users, compared to a counter-
factual of existing MTRs based on the Deeds.
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Conclusion

Summary of conclusion and reasons

769.

770.

771.

772.

773.

774.

The Commission has determined that the following markets are relevant to the MTAS
investigation:

= the wholesale MTAS market;
= the retail mobile services market; and
= the retail FTM/tolls market.

In the wholesale MTAS market, each mobile operator supplies termination services to other
mobile and fixed operators. The Commission has concluded that mobile network operators
are subject to limited competition in the wholesale market for MTAS on their respective
networks, and that prevailing MTRs are significantly above the likely cost of supplying the
MTAS in New Zealand.

In each of the relevant downstream markets, the MTAS is used as a wholesale input into
the supply of retail services to end-users. In the retail mobile services market, there are
now three mobile network operators, along with a number of wholesale-based MVNOs.
The entry of 2degrees is an important development in the New Zealand mobile market, and
has resulted in a significant improvement in New Zealand’s ranking within the OECD in
terms of pre-paid pricing.

However, in the Commission’s view the combination of prevailing MTRs and retail on-net
discounting represents a significant barrier to further entry and expansion in the New
Zealand mobile market, and is likely to limit the ability of a small entrant such as 2degrees
to act as a competitive constraint on the larger mobile operators. As long as MTRs remain
significantly above cost, the Commission considers that the competitive impact of 2degrees
or of any other future entrant is likely to be limited.

In the retail FTM/tolls market, prevailing MTRs are also likely to have an adverse impact
on competition, by limiting the ability of fixed-only operators to compete with integrated
operators of fixed and mobile networks and restricting the extent to which fixed-line
operators can compete retail prices down towards the cost of supply.

In order to estimate the likely cost of supplying the MTAS, the Commission has undertaken
a cost benchmarking exercise in which it has had regard to cost estimates of the MTAS in
other countries. The Commission considers that the cost of supplying the MTAS in New
Zealand in 2009 is likely to lie within a range of 5.4cpm to 8.3cpm for voice,”** and 0.95
cent per SMS, and that these costs are likely to decline over time. The prevailing MTRs
are significantly above these costs. Table 26 summarises the counter-factual MTRs, based
on the prevailing MTRs, and the factual MTRs, based on the range of cost benchmarks,

that the Commission has used in this section.

322 On a second plus second basis.
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Table 26: Counter-factual and Factual MTRs (NZcpm/SMS, second + second)

2010 2011 2012 2013 2014 2015
Voice (cpm)
Counter-factual 17.72 16.42 15.14 13.91 13.11 12.95
Upper bound factual | 1845 | 6.72 6.05 5.45 4.90 4.41
Lower bound factual | 18.45 | 4.77 4.49 4.22 3.96 3.73
SMS (cpSMS)
Counter-factual 9.50 9.50 9.50 9.50 9.50 9.50
Factual 9.50 0.77 0.69 0.62 0.56 0.50

In assessing the potential impact of cost-based regulation of the MTAS, the Commission
has examined whether such regulation is likely to promote competition in the relevant
downstream markets for the long-term benefit of end-users.

In the retail mobile services market, a reduction in MTRs towards the cost of supply is
likely to remove the barrier to efficient entry and expansion identified in the competition
assessment, and allow an entrant mobile operator such as 2degrees to vigorously compete
for subscribers. As a result, regulation of the MTAS is likely to lead to the promotion of a
more competitive downstream mobile market than would be the case if MTRs remained at
the level set out in the Deeds.

In particular, the Commission notes the significantly higher SMS MTRs under the counter-
factual, and that 2degrees has emphasised the importance of SMS to a new entrant being
able to compete in the mobile market.

In the Commission’s view, regulation is likely to result in significant additional benefits for
end-users of mobile communications services in New Zealand. For example, based on a
price effect of -5% resulting from cost-based MTRs, the increase in consumer surplus
resulting from regulation would be around $42 million per annum, or $169 million over
five years. The gain in total surplus would be approximately $11 million per annum, or
$44 million over five years.

In the retail FTM/tolls market, cost-based regulation of the MTAS is likely to promote
competition for the long-term benefit of end-users by enabling fixed-only operators to
compete more effectively with integrated fixed-mobile network operators, and result in
more competitive outcomes for end-users. The Commission has estimated the potential net
benefits of regulation, compared to the FTM MTRs contained in the Deeds, over the period
from 2010 to 2015, and these results are set out in Table 25 above..

In the Commission’s view, the net benefits estimated above are of a level that supports a
conclusion that regulation of the FTM MTAS would be in the long-term benefit of end-
users.

Are there grounds to regulate?

781.

In conclusion, the Commission considers that when compared to the prevailing MTRs (and
those which are estimated to apply in the future in the absence of regulation), cost-based
regulation of the MTAS is likely to promote competition in both the retail FTM/tolls
market and the retail mobile services market, and produce significant net long-term benefits
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for end-users in New Zealand, and will better give effect to section 18 of the Act than the
counterfactual of no regulation.

782.  Having concluded that there are grounds for regulation of the MTAS, the Commission
must consider whether regulation best gives, or is likely to best give, effect to the purpose
set out in section 18 of the Act compared to alternative options. The Commission has
therefore compared cost-based regulation of the MTAS, with the Final Undertakings. This
comparison is discussed in Section V.



175
973435 1

SECTION VI: SHOULD UNDERTAKINGS BE RECOMMENDED FOR
ACCEPTANCE?

Introduction

783. In Section V, the Commission compared a factual based on cost-based MTRs likely to
apply in the event of regulation with a counter-factual based on current and estimated
MTRs likely to apply in the absence of regulation. The Commission found that the
wholesale MTRs based on the Deeds are unlikely to allow competitors to compete with
retail on-net prices in the downstream markets. The Commission concluded that there are
grounds for recommending cost-based regulation of the MTAS. This comprised the stage
one assessment.

784. In this Section, the Commission has:

= considered the undertakings received from Telecom on 11 February 2010 and
Vodafone on 16 February 2010 (the Final Undertakings), which represent the
counter-factual for the stage two assessment; and

= assessed which of the recommendations open to it pursuant to the Act (e.g. pursuant
to clause 3(2) of Schedule 3A of the Act) would best or be likely to best promote
competition in telecommunications markets for the long-term benefit of end-users of
telecommunications services in New Zealand. This comprises the stage two
assessment.

Assessment Of Whether Undertakings Are More Favourable Than Regulation?

Summary of earlier undertakings received during the MTAS Investigation (prior to the Final
Undertakings)

785. The Commission received a number of undertakings from Telecom, Vodafone, and
2degrees during the course of the current MTAS Investigation. These included initial
undertakings received from 2degrees, Telecom and Vodafone in January 2009 (the MTRs
in the latter two being based on the Deeds, extended from 2012); revised undertakings
submitted by Telecom and Vodafone on 6 May 2009 (with unchanged price terms); and
furthesr2 3revised undertakings from 2degrees, Telecom and Vodafone dated 2 October
2009.

The Final Undertakings — the counter-factual for the stage two assessment

786. In response to feedback from the Commission on the undertakings,”** Telecom and
Vodafone each submitted the Final Undertakings.’> 2degrees notified the Commission
that it was withdrawing all previous undertakings. The Final Undertakings therefore form
the counter-factual for the stage two assessment.

523 Telecom had additionally submitted a further undertaking as part of its submission on the Commission’s Draft
Report on 29 July 2009.

524 Commerce Commission letter, 3 December 2009.

323 Both Vodafone and Telecom submitted revised undertakings on 16 December 2009. On 11 February 2010,
Telecom submitted a further revised undertaking in which it aligned its MTRs with those contained in Vodafone’s 16
December 2009 undertaking. Vodafone submitted a further revised undertaking on 16 February 2010, addressing
points of clarification raised by the Commission.
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The MTRs contained in the Final Undertakings are summarised in Table 27.
Table 27: The Final Undertakings
Telecom Undertaking Vodafone Undertaking
MTM/FTM SMS MTM/FTM SMS
(cpm, sectsec) | (cpSMS) (cpm, sectsec) | (cpSMS)
to 31 Mar 2010 18.45 9.5 18.45 9.5
1 Apr2010 —30 Sept 2010 | 17.71 9.5 17.71 9.5
1 Oct 2010 — 31 Dec 2010 | 12.00 0.0 for 100%-107% 12.00 0.0 for 100%-107%
2.0 for 107%-112% 2.0 for 107%-112%
4.0 for 112%+ 4.0 for 112%+
2011 10.00 as above 10.00 as above
2012 9.00 as above 9.00 as above
2013 8.00 as above 8.00 as above
2014 6.00 as above 6.00 as above

For the purposes of the quantitative assessment in this Section, the Commission has utilised
the MTRs and implementation dates in the Final Undertakings as the counter-factual.

For SMS, the Final Undertakings are based on a hybrid BAK pricing structure applying
from October 2010, where no termination charge is payable on traffic that is within 7% of
balance. For traffic imbalances of between 7% and 12%, the termination rate would be

2cpSMS, and for traffic imbalances in excess of 12%, the termination rate would be
4cpSMS.

The average termination rate paid under the hybrid BAK arrangement contained in the
Final Undertakings will therefore depend on the level of SMS traffic imbalance between
the mobile networks. Figure 18 shows the average SMS termination rate payable under the
hybrid BAK arrangement, for different levels of traffic imbalances.




177
973435 1

Figure 18: Average SMS Termination Rate, Final Undertakings
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791.  The Commission notes that during the course of this investigation, both Vodafone and
Telecom have offered progressively greater reductions in MTRs. The 2degrees initial
undertaking was based on pure BAK for both MTM and SMS termination rates.”* In an
undertakings submitted by 2degrees on 2 October 2009, 2degrees offered MTM and FTM
MTRSs starting at 5.56cpm for 2010, and SMS termination based on pure BAK.>’

792.  Vodafone’s offered progressive reductions in MTRs are illustrated in Figure 19. In its
undertakings of 12 January 2009 and 6 May 2009, Vodafone offered to reduce the MTR
from 18.45 cpm in the March 2010 quarter, to 13.53 cpm by the June 2014 quarter.”*®
Vodafone’s 2 October 2009 undertaking offered reductions in the MTR from 18.45 cpm in
the March 2010 quarter, to 3.69 cpm in 2015.°*° In its 16 February 2010 undertaking,
Vodafone offered to lower the MTR from 18.45cpm in the March 2010 quarter to 6.0 cpm
by 2014.

326 NZ Communications “Undertaking to the Commerce Commission under Schedule 3A in respect of mobile
termination access services”.

327 2degrees undertakings in respect of FTM call termination, MTM call termination, and text message termination, 2
October 20009.

2% The MTRs in Vodafone’s January and May undertakings are expressed on a minute+second basis. The MTR for
the March 2010 quarter is 15cpm, declining to 11cpm by the June 2014 quarter.

> The MTRs in Vodafone’s 2 October 2009 undertaking are again expressed on a minute+second basis, declining
from 15cpm in the March 2010 quarter, to 3cpm by 2015.
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Figure 19: Vodafone Undertakings (FTM/MTM)
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793.  For SMS termination, Vodafone’s undertaking of 12 January 2009 offered to reduce the
MTR from 9.5¢cpSMS in the March 2010 quarter, to 7.0cpSMS by December 2014. These
same SMS termination rates were contained in Vodafone’s 6 May 2009 undertaking. In its
2 October 2009 undertaking, Vodafone offered an SMS termination rate of 1.2cpSMS from
the June 2010 quarter. The SMS termination rates offered by Vodafone in the Final
Undertakings are based on a different pricing structure, involving a BAK arrangement with
rates applying to out-of-balance traffic (from October 2010). A consistent comparison of
the termination rate paid under the earlier undertaking with the termination rate paid under
the Final Undertakings therefore needs to take account of the level of traffic imbalance.
This comparison is presented in Figure 20 in respect of the Vodafone initial and Final
Undertakings.
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Figure 20: Vodafone Undertakings (SMS)
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794. For example,

= the SMS MTR in Vodafone’s undertaking of 12 January 2009 starts at 9.5cpSMS.
Where off-net traffic is in balance, the net termination payment will be zero. With a
traffic imbalance of 130%, the net termination rate would be 2.20pSMS;53 0

= according to Vodafone’s 12 January 2009 undertaking, the SMS MTR is 7.0cpSMS
by 2014. This is equivalent to an average termination payment of 1.6cpSMS at a
traffic imbalance of 130%;

= under the Final Undertakings, the average termination rate at 130% would be
0.6cpSMS.

795. Telecom’s offered progressive reductions in voice MTRs are illustrated in Figure 21.
According to its undertakings of 12 January 2009 and 6 May 2009, Telecom’s MTR would
fall from 18.45 cpm in the March 2010 quarter, to 12.30 cpm by the June 2014 quarter.”’
In its 28 July 2009 undertaking, Telecom offered to reduce the MTR from 18.45 cpm in the
March 2010 quarter, to 8.61 cpm in 2015.** In its 2 October 2009 undertaking, Telecom
offered to reduce the MTR from 18.45 cpm in the March 2010 quarter to 7.00 cpm in 2014,

339 To see this, assume outgoing off-net SMS traffic for a mobile operator is 130 SMS, and incoming SMS is 100 (i.e.
the mobile operator has an SMS imbalance of 130%). The mobile operator will pay 9.5cpSMS on the 130, and receive
9.5¢pSMS on the incoming 100, resulting in a net payment of 285 cents, or an average of 285cents/130 (2.2cpSMS).
3! The MTRs in Telecom’s January and May undertakings are expressed on a minute+second basis. The MTR for the
March 2010 quarter is 15cpm, declining to 10cpm by the March 2014 quarter.

332 The MTRs in Telecom’s 28 July 2009 undertaking are expressed on a minute+second basis, with an MTR for 2015
of 7.00cpm.
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while in its 11 February 2010 undertaking, Telecom aligned its MTRs with those offered
by Vodafone, resulting in an increase in MTRs that would apply in the June and September
2010 quarters (compared to Telecom’s previous undertaking of 2 October 2009), and lower

MTRs in 2014.

Figure 21: Telecom Undertakings (FTM/MTM)
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For SMS termination, Telecom’s 12 January 2009 undertaking included SMS termination
rates of 3.5cpSMS from the June 2009 quarter. The same SMS termination rates were
offered by Telecom in its undertakings of 6 May 2009 and 28 July 2009. In its 2 October
2009 undertaking, Telecom proposed a hybrid BAK arrangement for SMS termination,
with out-of-balance rates of 3cpSMS for SMS traffic imbalances of between 107%-112%,
and 8cpSMS for SMS traffic imbalances of greater than 112%. In the 11 February 2010
undertaking, Telecom reduced the out-of-balance rates to 2cpSMS (107%-112%) and
4cpSMS (112%+), applying from the March 2010 quarter. In the Final Undertakings,
Telecom deferred the introduction of the hybrid BAK rates until October 2010, with out-of-

balance traffic charged at 2cpSMS (107%-112%), and 4cpSMS (112%+).

Figure 22 summarises the SMS termination rates that would be paid at various levels of
SMS traffic imbalance under the initial Telecom undertaking and the Final Undertakings.




798.

181

Figure 22: Telecom Undertakings (SMS)
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Under the counter-factual based on the Final Undertakings, Telecom and Vodafone would
reduce MTRs more quickly and further than would be the case under the earlier
undertakings. This is shown in Figure 23 in the case of the MTRs applying to MTM and

FTM traffic.
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Figure 23: Initial and Final Undertakings, MTM/FTM (Telecom and Vodafone)
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799.  As shown in Figure 23, the Final Undertakings represent significant reductions in MTRs
when compared to the undertakings submitted by Telecom and Vodafone earlier in the
Commission’s investigation. The MTRs that would apply to FTM and MTM traffic in the
Final Undertakings from October 2010 are between 30% and 59% lower than the MTRs in
the 12 January 2009 undertakings submitted by Telecom and Vodafone which, as
discussed, are based on the current prevailing rates in the Deeds.

800. As also shown in Figure 20 and Figure 22 above, both Vodafone and Telecom have also
offered significant reductions in the MTRs applying to SMS compared to the undertakings
they submitted earlier in the MTAS investigation.

Summary of the factual

801. The Commission’s factual of cost-based regulation is discussed in Section IV.>*® The same

factual is used here to inform the Commission’s assessment as to whether regulation should
be recommended, or whether the Final Undertakings should be recommended for
acceptance (or any of the other options open to the Commission pursuant to clause 3(2) of
Schedule 3A of the Act should be adopted).

802.  Under the factual of regulation, the Commission has determined a range within which it is
considered a cost-based MTR would be likely to lie. The factual MTRs used in the
Commission’s assessment to determine whether there are grounds to recommend regulation
are summarised in Table 16.

>3 See paragraphs 571 to 577.
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Table 28: Factual MTRs (NZcpm, second+second)

2010 2011 2012 2013 2014 2015
FTM/MTM
no regulatory glide-path
Upper bound factual 18.45 6.72 6.05 5.45 4.90 4.41
Lower bound factual 18.45 4.77 4.49 4.22 3.96 3.73
regulatory glide-path
Upper bound factual* 18.45 10.18 6.05 5.45 4.90 4.41
Lower bound factual* 18.45 9.14 4.49 4.22 3.96 3.73
SMS
Factual (cpSMS) 9.50 0.77 0.69 0.62 0.56 0.50
Factual* (cpSMS) 9.50 3.63 0.69 0.62 0.56 0.50

* With a one-year regulatory glide-path

Potential Impact of Regulation of Mobile-to-Mobile Termination Rates

compared to the counter-factual
MTM voice

803.  Figure 24 summarises the MTRs that would apply to MTM traffic under the Final

Undertakings and the MTRs that could likely apply under regulation. In addition, the range
of estimated implied on-net MTM termination rates derived by the Commission is shown,

along with the [ ] CAPL.

804. Also shown in Figure 24 are the factual MTRs that would result in the event that the
Commission were to phase in the reduction to cost-based MTRs under regulation over a

period of 12 months following the completion of the STD process (i.e. a one-year

regulatory glide-path).
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Figure 24: Final Undertaking and regulation, MTM
cpm (sec+sec) (public version)
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* Factual MTRs including a one-year regulatory glide-path.

The MTRs in the Final Undertakings remain above the Commission’s range of
benchmarked costs. This is summarised in Table 29 below. For example, in 2011, the
MTRs in the Final Undertakings are 10cpm; the Commission’s range of cost estimates is
between 4.77 cpm and 6.72 cpm. In other words, the 2011 MTR offered by Telecom and
Vodafone is between 49% and 110% above the Commission’s estimate of the cost of the
MTAS for that year.

Table 29: Final Undertakings MTR as % of Regulated MTR

Factual Mar-10 | Jun-10 Sep-10 Dec-10 2011 2012 2013 2014
No glide-path

- upper bound 100% 96% 96% 65% 149% 149% 147% 122%
- lower bound 100% 96% 96% 65% 210% 201% 190% 151%
Glide-path

- upper bound 100% 96% 96% 65% 98% 149% 147% 122%
- lower bound 100% 96% 96% 65% 109% 201% 190% 151%

While the MTRs contained in the Final Undertakings exceed the Commission’s benchmark
range of cost-based MTRs, the MTRs in the Final Undertakings generally lie within the
range of estimated implied on-net rates over the period. This indicates that the MTRs in
the Final Undertakings have reduced the barrier to entry and expansion identified in
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Section III, and would allow a small entrant such as 2degrees to offer retail off-net MTM
services — where it originates the call on its own network, and terminates the call on
Vodafone or Telecom’s network at the MTR contained in the undertaking — at prices that
are comparable to the average retail on-net prices of Telecom and Vodafone. In being able
to offer retail off-net services at a price that is competitive with the retail on-net prices of
the larger mobile networks, 2degrees would be able to overcome the tariff-mediated
network effect on on-net discounting, and compete for and attract mobile subscribers.

While the MTRs in the Final Undertakings exceed the on-net range during 2010, the MTRs
that would apply in 2010 in the event that the MTAS is designated also lie above the on-net
rates.

In addition, the Commission notes that [ ] CAP contained in the Vodafone/2degrees ICA.
As shown in Figure 24, [ ] CAP. The Vodafone/2degrees ICA is likely to cover a
significant proportion of 2degrees off-net MTM traffic.”**

Under the hybrid BAK price structure for SMS termination in the Final Undertakings, the
actual MTR paid will depend on the level of traffic imbalance between the networks. As
noted earlier, if SMS traffic is within 107% of balance, no charge would apply. A
termination rate of 2cpSMS would apply for SMS traffic imbalances of 107% to 112%, and
4cpSMS for SMS traffic imbalances that exceed 112%. As a result, the average SMS
termination rate paid by the net originator will depend on the level of traffic imbalance, as
shown in Figure 18.

According to 2degrees:

‘The Commission seems of the view that Telecom’s “netting off” of text charges within a closely defined
range constitutes a form of Bill and Keep. 2degrees has made it clear that Bill and Keep means a price of
zero.’

While 2degrees preference is for a pure BAK pricing approach, the Commission considers
that hybrid BAK arrangement contained in the Final Undertakings is nevertheless a form of
BAK. The Commission notes that such a charging regime is clearly anticipated in the Act,
where the pricing principles for fixed PSTN interconnection explicitly provide for the
option not only of pure BAK, but for ‘a pure bill and keep method applied to two-way
traffic in balance (or to a specified margin of out-of-balance traffic) and TSLRIC applied to
out-of-balance traffic (or traffic beyond a specified out-of-balance margin).”*® The
Commission has evaluated the out-of-balance charges proposed by Telecom and Vodafone
for SMS termination, by having regard to the likely levels of SMS imbalance and the
resulting SMS termination payments that would be made by 2degrees.

334 For example, based on the traffic data provided to the Commission by Telecom, Vodafone, and 2degrees for the
months of August and September 2009, 2degrees outgoing off-net traffic [ JCRI. The 2006-2008 data provided to the
Commission by Telecom and Vodafone indicates that Vodafone terminated between [ JCRI% and [ JCRI% of off-net
MTM traffic over the period.

333 Letter from 2degrees to Telecommunications Commissioner, 16 December 2009, paragraph 7(f).

336 See Telecommunications Act, Schedule 1, Part 2, Subpart 1, Final pricing principle for Interconnection with
Telecom’s fixed PSTN.
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812. Regarding the possible levels of SMS traffic imbalance between 2degrees as the small
entrant, and the larger mobile operators, the Commission notes the following:

= in the two months of August and September 2009, the SMS traffic from 2degrees to
Vodafone was on average [ ] CRI % of the traffic from Vodafone to 2degrees;™’

= in the two months of August and September 2009, the SMS traffic from 2degrees to
Telecom was on average [ ] CRI % of the traffic from Telecom to 2degrees;>>*

= 2degrees headline off-net retail price for SMS is 9cpSMS; for Telecom and
Vodafone, their headline off-net retail price for SMS is 20cpSMS. The 2degrees off-
net price is 55% below those of Telecom and Vodafone, and an elasticity of demand
of -0.6, implies that demand for off-net SMS by 2degrees subscribers should be 33%
higher than demand for off-net SMS by Telecom and Vodafone subscribers, or, in
other words, an SMS traffic imbalance of 133%539; and

= the average on-net retail price for SMS (Telecom and Vodafone) was [ ] CRI
cpSMS in 2008, while the average off-net retail price for SMS was [ ] CRI cpSMS.
If 2degrees entered with an off-net price equal to the incumbents’ on-net price, in
order to break into the on-net calling circles, the off-net price reduction would be [ ]
CRI %. Following the above, this implies a level of SMS traffic imbalance of up to [
] CRI1%.

813. The above indicates that the level of SMS traffic imbalance could be expected to be up to
approximately [ ] CRI %, although early indications of actual SMS traffic volumes
involving 2degrees suggest a lower level of imbalance.

814.  Under the hybrid BAK pricing contained in the Final Undertakings, the average SMS
termination rate that would be paid by 2degrees at a traffic imbalance of [ ] CRI % would
be [ ] CRI cpSMS; at 133%, the average SMS termination rate paid would be 0.71cpSMS.

815. These average SMS termination rates compare to the Commission’s estimates of the
implied on-net rates charged by each of Vodafone and Telecom to terminate their on-net
SMS traffic, of between [ ] CRI. As shown in Table 13, the Commission’s cost-based
estimate for SMS termination in 2009 is 0.95cpSMS, declining to 0.86cpSMS in 2010.

7 In a report for 2degrees dated 16 October 2009, Ralph and Lanigan use an SMS traffic imbalance of 122% (i.e. the
volume of 2degrees’ outbound SMS is 122% of the volume of 2degrees’ inbound SMS traffic). According to Ralph
and Lanigan, the 122% ratio [ JRI the current imbalance that 2degrees has with Vodafone (of approximately [ ]RI, but
is [ JRI. Ralph, E., and E. Lanigan, “Submission to the Commerce Commission on the revised MTAS Undertakings”,
16 October 2009, footnote 3.

33 This level of outgoing SMS traffic from 2degrees to Telecom, relative to SMS traffic from Telecom to 2degrees,
appears to be very low. The Commission notes that according to Ralph and Lanigan, the SMS traffic imbalance
between 2degrees and Telecom is [ JCRI% (ibid, page 5), rather than the [ JCRI% derived from the traffic data
supplied to the Commission by the mobile operators.

339 The actual level of traffic imbalance would be moderated to the extent that the 33% increase in outgoing SMS from
2degrees is reciprocated through higher volumes going in the other direction.
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In commenting on the 2 October undertakings of Telecom, Ralph and Lanigan submitted
that the out-of-balance SMS termination rates would place a floor beneath retail off-net
SMS prices. According to Ralph and Lanigan:>*’

‘... under the Telecom Undertaking text termination rate structure {of 2 October} any carrier is unlikely
to cutting {sic} its retail off-net text prices below 2degrees current $0.08 (ex-GST). This is because such
a cut would risk pushing outbound texts beyond the 12% balance point, and then each additional text
would earn less than the text termination fee thereby incurring losses.

The preceding discussion demonstrated that the $0.08 marginal rate for terminating texts places a floor
under retail off-net text prices.’

Ralph and Lanigan also submitted that the average and marginal termination rates under
Telecom’s proposed hybrid BAK pricing structure would exceed the implied on-net
termination rate.”"’

The Commission notes that in the Final Undertakings, the out-of-balance SMS termination
rates have been reduced, with the 8cpSMS rate for SMS imbalances of greater than 112%
being lowered to 4cpSMS. This indicates that the floor referred to in the Ralph and
Lanigan submission is lower, allowing for the possibility of downward competitive
pressure on retail off-net SMS prices. The lower out-of-balance rates in the Final
Undertakings also suggest that the level of traffic imbalance required for the average
termination rate to exceed the implied on-net rates would have to be higher.>*

For example, given the higher out-of-balance rates in the 2 October undertaking (of
3cpSMS and 8cpSMS), Ralph and Lanigan estimated that the threshold imbalance would
be [ JCRI. However, given the lower out-of-balance rates in the Final Undertakings (of
2cpSMS and 4cpSMS), the traffic imbalance would have to reach approximately [ JCRI
before the average SMS termination rate exceeded the implied on-net termination rates.

In addition, the Commission notes that in focusing on the marginal termination rates of
2cpSMS and 4cpSMS contained in the Final Undertakings, Ralph and Lanigan do not take
account of the termination revenues that would be earned on incoming responses to
outgoing SMS. The average termination rates referred to by the Commission in paragraph
814 above are based on outgoing and incoming traffic flows.

At the MTAS conference, 2degrees commented on the importance of SMS:**

‘SMS is critically important for us to get into the market because what you find is that the mobile
services that are offered in New Zealand are a combination of voice and text.’

540
541

ibid, page 5.
ibid, page 6.

%2 The Commission notes that Ralph and Lanigan used the average SMS termination rate in their margins analysis
earlier in their 16 October 2009 submission (see footnote 3 of that submission). While the marginal rates (2cpSMS
and 4cpSMS, depending on the level of traffic imbalance) exceed the Commission’s cost estimate and implied on-net
termination rates, the use of the average termination rate paid takes into account the likely return traffic.

>3 MTAS Conference transcript, page 105.
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822. The SMS termination rates contained in the Final Undertakings from Telecom and
Vodafone represent a significant reduction from the prevailing SMS termination rate of
9.5¢cpSMS

Conclusion

823. Based on the above, the Commission considers that the MTM and SMS termination rates
proposed by Telecom and Vodafone in the Final Undertakings should enable a small
entrant such as 2degrees to enter and expand in the retail mobile services market. The
wholesale MTRs proposed in the Final Undertakings are generally consistent with the
implied termination rates at which Telecom and Vodafone each terminate their own on-net
traffic.

Potential Impact of Regulation of Fixed-to-Mobile Termination Rates
compared to the counter-factual

824. Despite the significant reductions in MTRs offered by both Telecom and Vodafone in the
Final Undertakings, under the counter-factual the MTRs that would apply to FTM traffic
remain above the Commission’s estimates of the cost of terminating such traffic, as shown
in Table 29.

825.  One of the potential advantages of an undertaking compared to regulation is the ability to
deliver earlier reductions in MTRs due to the time associated with determining a regulated
MTR under the STD process. As discussed earlier, for the purposes of this investigation
the Commission considers that a regulated MTR could take effect from January 2011. As
shown in Figure 25, the undertakings deliver lower MTRs in 2010 compared to the factual
of regulation, but higher MTRs later in the period.
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Figure 25: Final Undertakings and Regulation, FTM
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826. The Commission has estimated the potential net benefits from cost-based FTM MTRs
pursuant to regulation compared to the MTRs contained in the Final Undertakings. The
quantitative model used by the Commission in Section V to determine whether there are
grounds for regulation is used, with the new counter-factual scenario based on the Final
Undertakings.

827. Table 30 summarises the quantitative benefits from regulation, compared to the Final
Undertakings. The benefits delivered by regulation (compared to the Final Undertakings)
depend on the strength of the waterbed effect (0% to 25%), the range of the factual MTRs,
and whether a regulatory glide-path is used. For example, under the upper bound factual
with linear demand and no regulatory glide-path, regulation would increase consumer
surplus over the 5 years by between $16 million (25% waterbed effect) and $46 million
(0% waterbed effect). The level of benefits also depend on the form of demand that is used
to quantify the increase in FTM minutes resulting from lower prices.>**

% See paragraphs 697 to 703 above for a discussion of linear and constant elasticity demand.



828.

829.

830.

190

973435 1
Table 30: Increase in Consumer and Total Surplus 2010-2015 (2009 net present value)
no regulatory glide-path one-year regulatory glide-path
consumer surplus total surplus consumer surplus total surplus
waterbed waterbed waterbed waterbed | waterbed waterbed waterbed waterbed
0% 25% 0% 25% 0% 25% 0% 25%
Upper bound
factual
- linear demand $46m $16m -$3m -$8m $24m $6m -$1m -$4m
-CED $47m $8m $13m $3m $25m $1m $5m -$1m
Lower bound
factual
- linear demand $89m $39m $4m -$4m $62m $28m $10m $4m
- CED $92m $27m $34m $15m $63m $17m $22m $9m

Note: figures shown in red indicate a net detriment from regulation (i.e. a net benefit from the Final
Undertakings).

Table 30 shows that in most cases, cost-based regulation of the MTR that applies to FTM
traffic delivers positive net benefits when compared to the Final Undertakings. However,
the net benefits of regulation are considerably reduced from the levels estimated where the
counter-factual is based on MTRs contained in the Deeds (as was the case for the stage one
assessment).”* This reflects the lower MTRs that have been offered by Vodafone and
Telecom in the Final Undertakings.

The reduction in the MTRs contained in the Final Undertakings (compared to a factual
based on actual and estimated MTRs from the Deeds) has resulted in some of the benefits
of regulation being captured by the undertakings. Table 31 summarises the proportion of
the net benefits from regulation of the FTM MTR that would be achieved by the Final
Undertakings.

Table 31: Proportion of Net benefits of FTM MTR Regulation achieved via Final
Undertakings

no regulatory glide-path one-year regulatory glide-path
consumer surplus total surplus consumer surplus total surplus
waterbed waterbed waterbed waterbed | waterbed waterbed waterbed waterbed
0% 25% 0% 25% 0% 25% 0% 25%
Upper bound
factual
- linear demand 83% 90% 104% 114% 90% 96% 101% 106%
- CED 83% 93% 88% 96% 90% 99% 95% 102%
Lower bound
factual
- linear demand 72% 78% 95% 106% 79% 84% 90% 95%
-CED 72% 82% 75% 82% 78% 87% 82% 88%

For example, if the regulated MTR is set at the upper bound of the Commission’s cost
estimates, the Final Undertakings would achieve between 83% and 93% of the increase in

3% See Table 25
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consumer surplus resulting from the immediate introduction of the cost-based MTR, and
between 90% and 99% of the increase in consumer surplus where the cost-based MTR is
introduced over a period of 1 year. The corresponding proportions would be lower if the
regulated MTR is at the lower end of the Commission’s cost estimates.

In the Draft Report,”*® the Commission expressed a concern that above-cost MTRs may

constrain the ability of non-integrated fixed-line suppliers of calling services to compete
with integrated suppliers such as Vodafone and Telecom. The Commission noted that its
annual monitoring report for 2007 had reported both Telecom and Vodafone offering retail
prices to business customers that were close to or below the wholesale MTR, and that this
had continued to be the case. In the Draft Report, the Commission referred to Vodafone’s
business landline and calling package (“Business Tolls Plus”), where the retail price for
FTM calls to a Vodafone mobile subscriber was 13 cpm (excluding GST). The
Commission noted that the prevailing MTR under the Vodafone Deed was 15 cpm.

The Commission has estimated that the non-termination costs of supplying a retail FTM
call are around 3 cpm (including fixed origination costs of 1 cpm, transport costs of around
1.2 cpm, and retail-related costs (amounting to 18% of the retail price)). An “on-net” retail
FTM price of 13 cpm (minute + second) is equivalent to approximately 16 cpm (second +
second). Allowing for non-termination costs of 3 cpm implies that the FTM termination
rate should be no more than 13 cpm (second + second) in order for a non-integrated fixed-
line operator to be able to compete with the on-net FTM price offered by Vodafone.

As shown in Table 27, the Final Undertakings offer an MTR of 18.45 cpm in the March
2010 quarter, dropping to 17.71 cpm in the June and September 2010 quarters, and further
to 12 cpm in the December 2010 quarter. This indicates that beyond the September 2010
quarter, the MTRs contained in the Final Undertakings would likely enable a non-
integrated fixed-line operator to compete with current retail on-net FTM.

The Commission also notes that under the factual of regulation, existing and potential non-
integrated fixed-line operators would be faced with a relatively high MTR throughout
2010.

While the MTRs in the Final Undertakings would appear to allow non-integrated fixed-line
operators to compete with integrated operators such as Vodafone and Telecom in the
supply of retail FTM calls, the MTRs contained in these undertakings remain above the
Commission’s estimates of the cost of supplying the MTAS. As a result, the net benefits
from regulation of the MTR applying to FTM traffic generally exceed the net benefits from
the Final Undertakings, as shown in Table 30. In other words, while the Final
Undertakings achieve the proportion of the net benefits of regulation shown in Table 31,
the remaining benefits from regulation are estimated by the Commission to be up to 28% of
the total benefits of regulation when compared to prevailing MTRs.

Consequences if Final Undertakings are accepted

836.

The Commission’s conclusions with respect to the acceptability of the Final Undertakings
are set out in the Recommendations and Reasons section of this Final Report. The

3% See Draft Report, paragraphs 690 to 691.
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following paragraphs discuss considerations applicable if the Final Undertakings are
accepted by the Minister.

Reciprocity provisions in the Final Undertakings and provision of MTAS by 2degrees

837. The Commission noted in its letter of 9 November 2009 to 2degrees, Telecom and
Vodafone that:>*’

‘reciprocity is a requirement of all of the Revised Undertakings. ...

the Commission’s preliminary view is that symmetry in the price terms and services covered by each
of the Revised Undertakings is strongly desirable as it would avoid the potential distortions and
inefficiencies associated with asymmetric rates.

The Commission’s preliminary view is that a uniform set of non-price terms is not necessary in order
to address incompatibilities between the Revised Undertakings. However, as the reciprocity
condition currently applies also to non-price terms, any material inconsistencies between these terms
would need to be clearly resolved between the parties or the reciprocity condition would need to be
removed in relation to non-price terms.’

838. The Commission notes that the Final Undertakings provide that reciprocal services must be
provided both by and to Telecom and Vodafone.

839. The Telecom 11 February 2010 Undertaking provides that Telecom and any access seeker:

‘who provides a properly completed and executed Deed of Acceptance ... agree to provide to each
other the Services covered by this undertaking on the terms set out below ...">**

840. The substantive provisions of the Telecom 11 February 2010 Undertaking then provide for
reciprocity of terms and conditions, with some exceptions such as the non-reciprocal
charges discussed in paragraphs 897 to 901.

841. Under the Vodafone 16 February 2010 Undertaking, an access seeker is required to:>*

‘undertake to make available to Vodafone, at any time when we operate a cellular mobile network in
New Zealand and at any time requested by Vodafone, a telecommunications service that is the same
as the Vodafone Mobile Termination Access Services at prices no greater than those specified in
Schedule 2 of this Undertaking, and otherwise on reciprocal terms that are the same as the terms on
which Vodafone makes available the Vodafone Mobile Termination Access Services under the
Undertaking, mutatis mutandis.’

842. Telecom and Vodafone, in their joint letter of 23 November 2009, noted that:>>°

‘Telecom and Vodafone agree that the best approach to resolve the Commission’s concerns about
reciprocity would be for Telecom and Vodafone to submit undertakings with aligned terms on all
material issues. These undertakings would require reciprocity. It may be the case that 2degrees
need not submit an undertaking.

47 Letter from Dr Ross Patterson to 2degrees, Telecom and Vodafone, Process to address reciprocity issues in
relation to revised MTAS undertakings, 9 November 2009.

% Telecom 11 February 2010 Undertaking, Annexure 1 — Mobile Termination Terms.

¥ Vodafone 16 February 2010 Undertaking, Schedule 5: Deed of Acceptance - Vodafone Mobile Termination Access
Services, page 111, clause 7.

%0 Telecom and Vodafone, Process to address alignment of revised MTAS undertakings, 23 November 2009, page 1
and 2.
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=  For MTM and SMS, 2degrees could rely on its existing interconnection arrangements, or move
to the terms of the Telecom and Vodafone undertakings at its choice.

= Alternatively, the Commission may wish to give fixed access seekers certainty on the terms of
access to FTM services on 2degrees’ network by encouraging 2degrees to submit an
undertaking for FTM services only.

... Telecom and Vodafone are now aligned on all material non-price issues, as set out in the attached
table.’

Reciprocity between Telecom and Vodafone

843.

844.

The Commission notes that, as a consequence of the reciprocity requirements in the Final
Undertakings, directly or indirectly, there could be a conflict between the terms of the Final
Undertakings, in relation to the provision of the MTAS between Telecom and Vodafone,
where the parties choose to receive the MTAS from each other pursuant to the Final
Undertakings.

Having regard to Telecom and Vodafone’s statement that they consider the Final
Undertakings to be ‘aligned on all material non-price issues’ ' and given that, where
required, Telecom and Vodafone are in a position to negotiate any inconsistencies in non-
price terms between the Final Undertakings as a commercial matter as between them, the
Commission does not consider that the lack of complete reciprocity in non-price terms
between the Final Undertakings (with respect to the provision of MTAS between Telecom
and Vodafone) is a material issue that affects its assessment of the acceptability of the Final
Undertakings.

Reciprocity between 2degrees, Telecom and Vodafone

845.

846.

847.

In withdrawing its undertakings, 2degrees proposed that:*>*

‘... if the Commission is determined to recommend acceptance of Voluntary Undertakings we urge
the Commission to, as a minimum:

(a) Insist on Mobile to Mobile text pricing on a pure Bill & Keep basis;

(b) Insist on separation of MTAS Undertakings such that SMS, FTM and MTM voice services
are capable of acceptance individually; ...’

The Commission expressed a preliminary views in its letter to parties of 3 December 2009
that in relation to the pricing principle for SMS:**®

‘SMS pricing principle — the Commission considers that some form of bill and keep would be an
appropriate pricing principle for the Commission’s assessment for the factual for SMS’

The Commission also notes that following the MTAS Conference, when requesting that
parties submit revised undertakings, it stated that:>>*

> Tbid.

332 2degrees letter, 16 December 2009, paragraph 10.
>3 Commerce Commission, Process for the final stage of the MTAS investigation, 3 December 2009, page 6.
% Commerce Commission, Request for revised undertakings, 9 September 2009, page 2.
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‘The Commission also notes the discussion at the MTAS Conference in respect of the possibility of
different pricing principles for each of the MTAS services. The Commission encourages access
providers to consider submitting separate undertakings for each of the MTAS services.’

Notwithstanding the Commission’s comments noted above, Telecom and Vodafone have
submitted the Final Undertakings that each provide for a hybrid bill-and-keep pricing
principle for SMS and that incorporate SMS, FTM and MTM voice into one undertaking.
In relation to their choice not to provide separate undertakings, Telecom and Vodafone
have noted:>>

‘Telecom and Vodafone consider that their undertakings are commercial offers and that the proposed
prices are offered only as a package. Their view is that this is common with interconnection
arrangements.’

The Commission notes that the Final Undertakings offered by Telecom and Vodafone are a
package of commercial terms. The Commission has been clear through out the process of
the MTAS Investigation that the terms of parties’ undertakings are a matter for them to
determine. The Commission has assessed the Final Undertakings as submitted in their
totality. Schedule 3A of the Act does not permit the Commission to consider and
recommend acceptance of only those elements of the Final Undertakings which it and all
access seekers considers acceptable and to insist, as part of its recommendation to the
Minister, that the undertakings contain specific terms required by the Commission and
access seekers as a condition of recommending acceptance. Further, the Commission does
not consider it is appropriate to engage with parties further in relation to alternative
proposals, as proposed by 2degrees when withdrawing its undertaking (as noted in
paragraph 845 above) prior to finalising this Final Report. The Commission has assessed
the Telecom and Vodafone undertakings on that basis in this Final Report.

The Commission notes that, if the Minister accepts a recommendation to accept the Final
Undertakings, then 2degrees will have a choice over whether and, if so, when it moves
from current interconnection agreements to take up the MTAS under the Final
Undertakings. If 2degrees elects to request the MTAS under the Final Undertakings, it
would be bound by the reciprocity conditions in the Final Undertakings unless it were to
reach a commercial agreement (eg a new ICA) with alternative terms. The Commission
expects that, in line with Telecom’s and Vodafone’s statements throughout the MTAS
Investigation that 2degrees would have a choice as to whether to continue its existing
interconnection agreement or move to the Final Undertakings (and , if so, when) Telecom
and Vodafone will allow 2degrees an independent choice in this respect (notwithstanding
any terms of the ICA which might permit the contrary by Telecom and Vodafone).

Access by other parties to 2degrees’ MTAS

851.

If the Minister accepts a recommendation to accept the Final Undertakings, then the
Commission notes that would leave 2degrees’ MTAS as the only MTAS that would not be
subject to regulation (either by undertakings or pursuant to the Act).” Practically, as
2degrees would have the choice of taking up the MTAS under Telecom and Vodafone’s
Final Undertakings, the MTAS that would not be subject to regulation or undertakings
would primarily be FTM calls, and internationally originated MTM calls or SMS, to

%> Joint Telecom / Vodafone letter, 23 November 2009, page 5.
336 Unless the Commission were also to recommend regulation of the MTAS. The option of recommending
acceptance of undertakings and regulation is discussed more generally in paragraphs xx to yy below.
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2degrees’ end users.”’ As a consequence, the prices and terms on which fixed-only
operators obtain the MTAS from 2degrees will be determined under ICAs, as discussed in
paragraph 853 below.

852. The Commission notes that the choice to withdraw its undertakings is one that was open to
2degrees under the provisions of Schedule 3A of the Act.

853. The Commission expects in the absence of regulation or undertakings that the provision of
MTAS by 2degrees will occur on commercially agreed terms and conditions. 2degrees’
have submitted through out the MTAS Investigation that the costs of the MTAS were
below the rates being offered by Telecom and Vodafone, although the Commission also
acknowledges that 2degrees submitted that there may be grounds for asymmetry in its
favour.

854. The Commission considers that 2degrees’ ability to commercially negotiate MTRs above
those in the Final Undertakings is likely to be limited, as the rate charged by Telecom and
Vodafone is likely to be reflected in market expectations for 2degrees’ MTRs, and
2degrees may not have sufficient countervailing bargaining power to charge a higher rate,
unless they can demonstrate that they have genuinely higher costs than Telecom and
Vodafone. Other commercial factors, such as a likely reluctance to have fixed operators
charge higher rates for FTM calls to 2degrees’ customers, would also be likely to limit
2degrees from charging above cost MTRs.

855. In light of the above points, the Commission expects that the prices 2degrees charges for
the MTAS will be broadly consistent with the prices provided for under Telecom and
Vodafone’s undertakings. The Commission intends to monitor the mobile market in
relation to the provision of MTAS by 2degrees and will consider what, if any response, is
appropriate to any issues that may arise.

7 Termination of FTM, MTM calls and SMS by any subsequent new-entrant MNO would also not be subject to
regulation or undertakings.
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SECTION VII: NON-CORE PRICE AND NON-PRICE TERMS AND
OTHER ISSUES

Introduction

856.  This Section addresses the following non-core price and non-price terms:
* minutet+second / second+second pricing;
= on-net/ off-net price discrimination;
= asymmetric pricing;
= internationally-originated and VOIP-originated calls and SMS;
= reciprocal charges in Telecom’s undertakings;
= handover deductions;
= scope of the MTAS Investigation; and
= other non-core price and non-price issues raised in submissions.
857.  This section also addresses the following other issues:
= compatibility of undertakings with the access principles set out in the Act;
= compatibility of undertakings with other requirements set out in the Act; and

= Other matters.

Process for addressing reciprocity between other non-core price and non-price
issues

858. Following the MTAS Conference, at the invitation of the Commission™®, 2degrees,
Telecom and Vodafone undertook a process of dialogue to address reciprocity issues
between their revised undertakings and to address access seekers’ submissions on the
undertakings. As a result of these discussions, Telecom and Vodafone advised that:*>

‘Telecom and Vodafone are now aligned on all material non-price issues ... Note, however, that this
alignment between Telecom and Vodafone is without prejudice to views the parties may take in any
future process, especially a standard terms development process should MTAS be regulated.’

859. Telecom and Vodafone also advised that they had considered the submissions of Access
Seekers on their undertakings, and noted that a range of changes had been made to their
undertakings, primarily in relation to moving from minute+second to second+second
charging, the inclusion of internationally-originated and VOIP-originated calls and per-call

3% Letter from Commerce Commission to 2degrees, Telecom and Vodafone, Process to address reciprocity issues in
relation to revised MTAS undertakings, 9 November 2009.

%% Joint letter from Telecom and Vodafone to Dr Ross Patterson, Process to address alignment of revised MTAS
undertakings, 23 November 2009, page 2.
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rounding.”® Telecom and Vodafone also advised of a number of changes that they had
made in relation to other more detailed submissions.™"

860. In its correspondence with the Commission regarding the process to address reciprocity,
2degrees’ representative stated:>*

‘It appears that all parties are prepared to be pragmatic about non-price terms. Assuming that
acceptable price terms could have been reached, the parties are either prepared to amend
undertakings or treat them as non-material. From 2degrees perspective that is unsurprising, and it has
consistently signalled that the price terms are by far the most significant issue.’

861. However, 2degrees subsequently advised that:*®

‘the positions on non-price terms in [the reciprocity] process [were] without prejudice to any future
process.’

862. This Section summarises the outcome of the discussions between 2degrees, Telecom and
Vodafone, including any changes to non-core price and non-price terms in the Final
Undertakings submitted by Telecom and Vodafone, and being considered in this Final
Report. As 2degrees has withdrawn all undertakings, no non-core price and non-price terms
analysis has been conducted with respect to 2degrees’ previous undertakings. The outcome
of these discussions has addressed a number of the concerns expressed in the
Commission’s preliminary views and this Section also indicates the Commission’s views
on these outcomes.

863. While the qualifying statements, noted in paragraphs 0 to 861 above, from 2degrees,
Telecom and Vodafone are noted, the Commission considers that these terms and
conditions would represent a reasonable starting point in an STD process in relation to non-
price matters, should regulation of the MTAS occur such that any Standard Terms Proposal
would likely be expedited.

864. Where Telecom or Vodafone have changed their positions in the Final Undertakings, and
this substantially responds to the Commission’s or Access Seekers’ concerns, Telecom or
Vodafone’s original and final positions are noted, but earlier submissions from Telecom or
Vodafone on these issues are not discussed in detail either in this Section or in Appendix 6.
However, comments from other submitters supporting a change from Telecom or
Vodafone’s original position, or alternative approaches, have been included.

865. In relation to those issues where Telecom and Vodafone has not made changes to their
Final Undertakings, the Commission does not consider that these issues materially affect its
assessment of whether the Final Undertakings should be recommended for acceptance.
Were the MTAS to become regulated services in the future, the Commission would need to
consider these issues further at the time of any STD process. In relation to these issues,
Appendix 6 presents a summary of the Commission’s preliminary views, followed by
summaries of submissions, discussion of these issues at the MTAS Conference and
submissions on the revised undertakings provided after the MTAS Conference.

350 Ibid, pages 2-3.

%! Ibid, pages 5-7.

%62 Email from Andy Matthews to Commerce Commission, Report on discussions on undertakings, 20 November
2009.

%63 2degrees, MTAS — Undertakings — Telecom’s letter of 23 November 2009, 24 November 2009, page 4, para 20.



198
973435 1

Minute+second / second+second pricing

866. Initially both Telecom and Vodafone’s undertakings provided for a minute+second pricing
approach.

867. In the Draft Report the Commission noted ‘that second+second pricing is likely to be
preferable if mobile termination rates are to be regulated, and that adjustments would be
needed to benchmarks and rates in undertakings where they involve minute+second
pricing, to ensure that the rates remain comparable’.®* Recognising that it had previously
allowed minimum call durations, to recover call set-up costs, the Commission sought
submissions on ‘the significance and magnitude of call set up charges for mobile networks

and parties preferred approach to recovering call set up costs’.”®

868. 2degrees5 6 CallPlus, Woosh and Kordia®®’, submitted that minute+second pricing was
contrary to international best practice and should not be permitted.

869. Subsequently the Commission noted that ‘that second + second pricing is the predominant
method of pricing in other jurisdictions’*®® and indicated that ‘an adjustment would be

required for any minute+second pricing structure in any undertakings’.”®

870. Telecom and Vodafone’s Final Undertakings assessed in this Final Report provide for
second+second billing effective from the Rounding Date for Telecom (as discussed in
paragraphs 92 and 93)°"° and effective immediately for Vodafone.””' The Commission
notes that the MTRs charged under the Telecom 11 February 2010 Undertaking prior to the
Rounding Date are comparable to those that would result using the scaling up proposed by
the Commission to convert minute+second MTRs to second+second MTRs in this Final
Report, notwithstanding the actual charging methodology in the Telecom Undertaking not
changing until the Rounding Date.

871. The Commission notes that both Telecom and Vodafone have effectively maintained the
current minute+second rates in the Telecom Deed and Vodafone Deed until 30 September
2010, applying an uplift of 23% to these rates to convert these rates to second+second rates.
As a consequence, there are no differences between the prices in the Deeds and the Final
Undertakings until 1 October 2010.

364 Commerce Commission, Draft Report, page 195, para 889.

365 Commerce Commission, Draft Report, page 195, para 891 and page 205, para 949.

%66 2 degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, page 62, para 4.2.

367 CallPlus, Submission on the Draft Report and Revised Undertakings, 27 July 2009, page 4, section 3.1; Woosh and
Kordia, Submissions to the Commerce Commission in relation to MTAS schedule 3 Draft Report, 28 July 2009, page
10, para 8.1; and CallPlus, Woosh and Kordia, Cross-submissions to the Commerce Commission in relation to MTAS
schedule 3 Draft Report, 18 August 2009, page 4, paras 1.18-1.20 and pages 11-15, section 9.

38 Commerce Commission, Transcript of Public Meeting re Clarification of Matters for Submission of Revised
Undertakings, 23 September 2009, page 11.

3 Commerce Commission, Process to address reciprocity issues in relation to revised MTAS undertakings, 9
November 2009, page 4.

370 Telecom, Undertaking in favour of the Commerce Commission under Schedule 3A of the Telecommunications Act
2001: Annexure 1 — Mobile Termination Terms: Schedule 4 — Charges, 11 February 2010, page 52, clause 1.2.and
page 53, clause 2.2(b).

> Vodafone, Undertaking to the Commerce Commission under Schedule 3A in respect of the Vodafone Mobile
Terminations Access Services, 16 December 2009, page 9, Schedule 2 — Pricing: Vodafone Mobile Termination
Access Services, note 2.
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872. In conjunction with moving to second+second charging, Telecom®’> and Vodafone’” have
removed the provisions whereby no charge is made for calls with a duration of less than
two seconds. The Commission notes that this will have an impact on the costs to Access
Seekers of the MTAS, however, the Commission does not consider that this impact is
sufficiently material to substantially affect its assessment of whether the Final
Undertakings should be recommended for acceptance.

873.  As both Telecom and Vodafone have adopted second+second pricing (or equivalent prices)
in their Final Undertakings assessed in this Final Report, no adjustment was necessary to
the rates provided in those undertakings for comparability purposes.

874. The Commission considers that the amendments to Telecom and Vodafone’s Final
Undertakings to adopt second+second pricing address the Commission’s concerns in
relation to minute+second charging.

On-net / off-net price discrimination

875. In the Draft Report the Commission’s preliminary view was that:>"*

‘while undertakings may contain terms that prevent discrimination between on-net and off-net
pricing, provided MTAS prices are cost-based, non-discrimination provisions are not required as part
of the factual of regulation to ensure a competitive market in the interests of the long-term benefits
of end-users’.

876. The Commission notes that 2degrees have submitted that there should be some form of
prohibition related to on-net / off-net price discrimination or monitoring of on-net retail
prices.”” CallPlus, Woosh and Kordia®’® submitted that protections against margin
squeeze were also necessary. Vodafone®’’ submitted that such prohibitions were not
appropriate and Telecom®’® submitted that such prohibitions were beyond the scope of the
Commission’s jurisdiction and the purpose of the Act ie regulating wholesale supply
between service providers.

877. The Commission has concluded that where prices are reflective of cost and barriers to
efficient entry and expansion are addressed, non-discrimination provisions with respect to
on-net and off-net pricing are not required as part of the factual of regulation.

878. Telecom and Vodafone have not included non-discrimination provisions in the Final
Undertakings or in their undertakings at any point in time during the MTAS Investigation.

372 See, for example, Telecom, Annexure 1 — Mobile Termination Terms, 2 October 2009, page 52, Schedule 4 —
Charges, clause 2.2(b).

> See, for example, Vodafone, Undertaking to the Commerce Commission under Schedule 3A in respect of the
Vodafone Mobile Terminations Access Services, 16 December 2009, page 89, Annex 1 to Schedule 4 — Service
Specific Terms and Conditions: Vodafone Mobile Termination Access Services, clause 1, definition of Chargeable
FTM Call.

3™ Commerce Commission, Draft Report, page 197, para 897.

33 2degrees, Process for the final stage of MTAS investigation, 16 December 2009, page 4, para 11.

376 Wigley & Company submission on behalf of CallPlus, Woosh and Kordia, MTAS: Submissions on the Fixed and
Integrated Operators' data — Restricted Information version, page 3, paras 15, 17 and 18.

77 Vodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services — Submission, 28 July 2009, page 12, para 48.

7 Telecom, MTAS Investigation — Cross-submission, 18 August 2009, page 26, para 107. See also, Telecom,
Submission accompanying revised undertaking, 6 May 2009, page 17, para 79.
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879. The Commission has concluded that the absence from the Final Undertakings of any non-
discrimination provisions between on-net and off-net pricing does not raise any material
issues in relation to the assessment of the Final Undertakings.

880. The Commission notes, however, that were implied average on-net retail prices to decrease
more rapidly than the 5%pa that the Commission has assumed (in Figure 24 above), then it
is possible that a barrier to efficient entry and expansion in the mobile services market
could re-emerge to the extent that a small MNO is not able to compete effectively. As a
part of its monitoring programme, the Commission intends to monitor the mobile market to
ensure such a barrier to efficient entry and expansion does not re-emerge. If monitoring
indicates any issues in the mobile market, such as a reduction in implied average on-net
retail prices to the extent that such a barrier re-emerged, then the Commission will consider
whether further regulatory attention is warranted.

Asymmetric pricing

881. In the Draft Report the Commission sought submissions on whether there was ‘evidence of
differing cost structures for different operators which could be grounds for asymmetric
pricing, and the views of interested parties over the timeframe for any asymmetric pricing

to be phased out’.””

882. 2degrees submitted”™ that cost-based reasons and network externalities may justify

asymmetry in its favour for up to five years. However 2degrees’ primary submission for
the majority of the MTAS Investigation has been for BAK pricing, which asymmetric
pricing would not be consistent with. The final undertakings submitted by 2degrees™",
although subsequently withdrawn, did not include asymmetric pricing, although 2degrees
did note that ‘glide-paths were designed in other jurisdictions to provide asymmetric prices

in a new entrants’ favour.”>%?

883. Inits letter requesting final undertakings be provided, the Commission stated:**’

‘... its preliminary view that symmetry in the price terms and services covered by each of the
Revised Undertakings was strongly desirable to avoid the potential distortions and inefficiencies
associated with asymmetric rates.’

884. Telecom and Vodafone have not provided for asymmetric pricing in their undertakings at
any point in time.

885. 2degrees submitted, when withdrawing their undertakings, that:>**

‘If the market is distorted in favour of large networks through above cost termination rates then, in
order to minimise those distortions it would be appropriate to allow a new entrant to enjoy
termination rates at a higher level to the incumbents.’

37 Commerce Commission, Draft Report, page 205, para 950. See also pages 197-198, paras 898-902.

380 2degrees submission on Draft Report, page 62, para 4.3.

381 2degrees, Undertakings submission, 2 October 2009, page 9, para 10.

82 Ibid. See also Haucup, A Short Note on the Philosophy and Economic Rationale Underlying ““Glide-paths™ for the
Regulation of Mobile Termination Rates, 16 October 2009.

> Commerce Commission, Process for the final stage of the MTAS investigation, 3 December 2009, page 1. This
letter reiterated the Commission’s view on symmetry expressed in its earlier letter of 9 November 2009.

¥ 2degrees, Process for the final stage of MTAS investigation, 16 December 2009, page 3, para 11.
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The Commission considers that different cost structures could potentially justify
asymmetries between different operators, although there would need to be careful
consideration of the impacts that asymmetric pricing may cause more generally in the
mobile market. The Commission has not, however, been provided with any specific
evidence of different cost structures in New Zealand that enable it to reach a conclusion
regarding asymmetric rates.

Asymmetric prices have, therefore, not been included in the factual.

In addition, as the Commission does not have any undertakings before it providing for
asymmetric rates, it is not required to reach a final view on whether or not these would be
justified. Were the MTAS to become regulated services in the future, the Commission
would need to consider further at that time whether asymmetric rates were required as part
of an STD process.

Internationally-originated and VOIP-originated calls and SMS

889.

890.

891.

892.

893.

Telecom’s initial undertakings excluded both internationally-originated and VOIP-
originated calls, while Vodafone’s initial undertakings excluded internationally-originated
calls.

In the Draft Report the Commission’s preliminary view was that ‘the service description
for the MTAS should include internationally-originated and VOIP-originated calls and
SMS, where these are handed over at a MSC in New Zealand’.*%

TelstraClear *® and CallPlus, Kordia and Woosh®’ all submitted that there should be no
differentiation between call types and supported the inclusion of internationally-originated
and VOIP-originated calls in the MTAS service description.

Both Telecom and Vodafone®®® have confirmed that internationally-originated and VOIP-
originated calls and SMS, handed over at a MSC in New Zealand, will be covered by their
undertakings, and advised that they would make amendments to those their Final
Undertakings accordingly, stating:**

‘Telecom has agreed to include internationally-originated traffic (handed over in NZ) within the
scope of its undertaking in response to Access Seeker concerns. Vodafone and 2degrees (we
understand) have confirmed that they already treat all traffic handed over in NZ in the same way.
Vodafone has agreed to make this explicit in its undertaking terms.” (emphasis added)

The Commission considers that the amendments to Telecom and Vodafone’s Final
Undertakings address the Commission’s concerns in relation to the scope of the MTAS
including internationally-originated and VOIP-originated calls.

3% Commerce Commission, Draft Report, page 201, para 923.

3% TelstraClear, Schedule 3 investigation into regulation of mobile termination: Submission on Commerce
Commission Draft Report, 28 July 2009, page 8, paras 26 and 28.

387 CallPlus, Submission on the Draft Report and Revised Undertakings, 27 July 2009, page 5, section 3.2; and, Woosh
and Kordia, Submissions to the Commerce Commission in relation to MTAS schedule 3 Draft Report, 28 July 2009,
page 10, para 8.1.

>% Telecom and Vodafone, Process to address alignment of revised MTAS undertakings, 23 November 2009, pages 2

and 5.

¥ Ibid, page 2.
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894. The Commission notes, however, that the definitions of Text Message do not appear, on
their face, to expressly apply to internationally-originated SMS in Telecom and Vodafone’s
Final Undertakings. >

895. The Commission considers that the underlying costs of terminating internationally-
originated SMS that are handed over at a Text Message Handover Point™"' or Text Message
Termination Service Delivery Point™”> in New Zealand should be broadly the same as the

costs of terminating domestically-originated SMS.

896. In light of Telecom and Vodafone’s comments that their undertakings would be amended
to include internationally-originated traffic handed over in New Zealand, the Commission
has interpreted the Final Undertakings to apply to internationally-originated SMS and
expects that internationally-originated SMS will be treated and priced consistent with
domestically-originated SMS.

Reciprocal charges in Telecom’s undertakings

897. Telecom’s undertakings provide for two additional charges that an Access Seeker must pay
Telecom, which Telecom does not reciprocally have to pay an Access Seeker.””> Telecom
have submitted that these charges reflected the ‘one-off costs for building all the services
and interfaces necessary to establish interconnection with a new network operator’ and
were ‘set to cover the costs of establishing interconnection’.”*

898.  In the Draft Report the Commission’s preliminary view was ‘that the reason provided by
Telecom [for non-reciprocal charges for interconnection set-up costs], being a difference in
costs between Telecom as an access provider and the likely costs of an access seeker in
interconnecting, appears reasonable’ and the Commission invited ‘submissions on the
reasonableness of these non-reciprocal charges provided for under the Telecom

undertaking’.>”

899. 2degrees submission questioned the need for these charges™°, while CallPlus, Kordia and
Woosh submitted that costs should lie where they fall or where caused.”’

3% In the case of Telecom’s Final Undertaking, the definition of Text Message includes a requirement that the SMS
‘originates in the Originating Carrier’s Network in New Zealand’ — see, Telecom,. Annexure 1: Appendix A — Text
Message Service, page 63, clause 1.1. In the case of Vodafone’s Final Undertaking, the definition of Text Message
requires that the SMS ‘originates (i) in a network in New Zealand operated by the Access Seeker; or (ii) from a
subscriber of the Access Seeker ... who is roaming in a network operated by a person from who the Access Seeker
receives that message pursuant to an agreement for roaming services’ - Vodafone, Annex 3 to Schedule 4: Service
Specific Terms and Conditions — Vodafone Text Message Termination Service, 16 December 2009, page 98, clause 1.
> Telecom, Annexure 1: Appendix A — Text Message Service, page 64, clause 1.1.

%92 Vodafone, Annex 3 to Schedule 4: Service Specific Terms and Conditions - Vodafone Text Message Termination
Service, 16 December 2009, page 98, clause 1.

3% See Commerce Commission, Comments on undertakings received in relation to the MTAS Investigation, 25 March
2009, page 21.

3% Telecom, Submission accompanying revised undertaking, 6 May 2009, page 19, paras 89 and 90.

395 Commerce Commission, Draft Report, pages 201 and 202, paras 926 and 927.

3% 2degrees, Undertakings Submission, 2 October 2009, page 12, para 5.1.

97 CallPlus, Submission on the Draft Report and Revised Undertakings, 27 July 2009, page 8, section 3.7; and, Woosh
and Kordia, Submissions to the Commerce Commission in relation to MTAS schedule 3 Draft Report, 28 July 2009,
page 10, para 8.1.
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Telecom and Vodafone submitted that the set-up charges provided in their undertakings
were appropriate, noting that these charges only apply to new interconnects. In addition,
Telecom and Vodafone have amended their revised undertakings to provide for access to
their MSCs and co-location at their MSCs. Telecom have provided for co-location at
additional prices based on the UCLL Co-location STD, with reciprocal provisions for
Access Seekers, while Vodafone have provided a flat-rate charge for co-location, which
appears to be broadly comparable to the Telecom prices.””®

The Commission considers, in the context of assessing the acceptability of Telecom and
Vodafone’s Final Undertakings, that the non-reciprocal charges in Telecom’s undertaking,
where they apply, and the provisions for access to and co-location at Telecom, Vodafone
and Access Seekers’ MSCs, appear reasonable.

Handover points / transit costs

902.

903.

904.

905.

Telecom’s initial undertakings provided, as the default option, for handover of the MTAS
from the Access Seeker to Telecom at a handover point in Telecom’s premises in the
relevant Major Local Interconnect Calling Area (LICA), of which there are 24, or one of 78
associated Minor LICAs. Telecom was to handover the MTAS to Access Seekers on the
Access Seeker’s premises.™”

Telecom confirmed that the effect of the handover provisions in its initial undertaking was
that:**

‘if [an Access Seeker] chooses not to have a handover point in the LICA Group where a Telecom
fixed line customer originates a call to [an Access Seeker’s customer], Telecom will transport that
call to wherever [the Access Seeker] does have a point of interconnection (POI) and deduct a
transport fee of 3.5 cents per minute from the MTR to compensate Telecom for the use of its
national transport network. If [the Access Seeker] chooses to pick up that call in the LICA Group
where it originates, then there is no transport charge deducted from the MTR paid to [the Access
Seeker].”

Telecom also noted that:*"!

“The current model for handover of calls from FTM networks has that handover taking place at fixed
network POIs. This provides a saving in transport costs from the fixed POI to the mobile switching
centre (MSC) in relation to any FTM calls originating in LICA Groups without a MSC. Telecom
estimates that this saves fixed line operators about 0.47 cents per minute relative to a MSC handover
structure.’

In the Draft Report the Commission noted that it had proposed a service description in
relation to ‘Termination (and its associated functions) on a cellular mobile telephone
network ...".%% The Commission further noted, in relation to handover arrangements,
that:**®

3% Telecom and Vodafone, Process to address alignment of revised MTAS undertakings, 23 November 2009, pages 5
and 6. See also Telecom, Submission on undertakings submitted 2 October 2009, 16 October 2009, pages 9-10, para

35(a).

3% Telecom, Annexure 1 — Mobile Termination Terms, 12 January 2009, page 21, Clause 10.1.
8%Telecom, Submission accompanying revised undertaking, 6 May 2009, pages 13-14, para 60.
5! Ibid, page 14, para 62.

692 Commerce Commission, Draft Report, page 202, para 932.

593 Ibid, page 203, para 933.
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‘Inherent in [the proposed service description] is that the access seeker will handover calls and SMS
ata MSC. Accordingly, the Commission’s preliminary view is that the handover deductions
included by Telecom in their undertaking is not appropriate’.

906.  Submissions from Vodafone®™* and CallPlus, Woosh and Kordia (by implication)

suggested that the market for commercial transport services was competitive and it would
be reasonable to provide for MSC handover.

907. Telecom have amended their revised undertakings to:**°

‘[remove] the 3.5¢ origination charge that was incurred where a mobile network operator did not
have a local point of interconnect for Telecom to hand over where a call originated on Telecom's
fixed network. Our Revised Undertaking now requires Telecom to hand over FTM traffic at the
destination carrier’s MSC without deduction for the transport component. This also means that fixed
network carriers whose end users call Telecom's mobile network will be obliged to get those calls to
the Telecom MSC for handover, or purchase a commercial transport service to carry the calls from
their local point of handover to the Telecom MSC.’

908. The Commission notes that this amendment by Telecom provides for a common handover
arrangement for the MTAS at MSCs, and acknowledges that as a consequence fixed-
network operators will be required to transport FTM calls to an Access Provider’s MSC.
The Commission considers that this is a reasonable approach to handover arrangements,
but intends to monitor the market for commercial transport services to ensure that prices
and other terms and conditions for this service are competitive.

Scope of the MTAS Investigation

909. In the Draft Report, the Commission proposed a service description for the MTAS, as part
of the proposed regulatory change recommended by the Commission, that included:*"’

‘Termination (and its associated functions) on a cellular mobile telephone network of:
= voice calls originating on a fixed telephone network;
= voice calls originating on another cellular mobile telephone network; and

= short-message-service (“SMS”) originating on another cellular mobile telephone network.’

910.  CallPlus, Woosh and Kordia®®, and TUANZ®” submitted that the scope of the MTAS
Investigation and the services being considered for regulation should include voice calls

6% vodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services Cross-submission, 18 August 2009, page 74, para 273.

895 CallPlus, Submission on the Draft Report and Revised Undertakings, 27 July 2009, page 7, section 3.6; Woosh and
Kordia, Submissions to the Commerce Commission in relation to MTAS schedule 3 Draft Report, 28 July 2009, page
10, para 8.1; and CallPlus, Woosh and Kordia, Cross-submissions to the Commerce Commission in relation to MTAS
schedule 3 Draft Report, 18 August 2009, page 4, para 1.18.

696 Telecom, Submission accompanying revised undertaking, 2 October 2009, page 9, para 29.

97 Commerce Commission, Draft Report, 30 June 2009, page 208, para 959.

698 CallPlus, Submission on the Draft Report and Revised Undertakings, 27 July 2009, page 6, section 3.4; Woosh and
Kordia, Submissions to the Commerce Commission in relation to MTAS schedule 3 Draft Report, 28 July 2009, page
10, para 8.1; and CallPlus, Woosh and Kordia, Cross-submissions to the Commerce Commission in relation to MTAS
schedule 3 Draft Report, 18 August 2009, page 4, para 1.18.

99 TUANZ, Commerce Commission Draft Report on Whether Mobile Termination Access Services Should Become
Designated or Specified Services: Submission from TUANZ, 28 July 2009, page 2.
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1°'° submitted that the scope

originating on a mobile network to toll-free numbers. Linkte
should include calling card services from mobile phones.

In the preparation for the MTAS Conference, the Commission indicated that:®!!

‘As mobile origination (toll-free) and calling card services were not included in the scope of the
MTAS Investigation, they will not be covered in the Commission’s questions.’

At the MTAS Conference, CallPlus and TUANZ reiterated their earlier submissions that
the scope of services being considered should include voice calls originating on a mobile
network to toll-free numbers. CallPlus also noted that ‘Vodafone haven’t actually been
charging a differential rate for toll free traffic compared with fixed to mobile, however

612
Telecom have’.

At the MTAS Conference, the Commission indicated that additional services could be
included within the scope of undertakings, notwithstanding the fact that they were outside
the scope of the MTAS Investigation.®'

Neither Telecom nor Vodafone have included voice calls originating on a mobile network
to toll-free numbers or calling card services within the scope of their undertakings at any
stage during the MTAS Investigation.

The Commission does not consider that these categories of calls should be included in the
scope of the MTAS Investigation, it considers that the underlying costs of providing
services related to voice calls originating on a mobile network to toll-free numbers and
calling card services should be broadly the same as the costs of providing the MTAS. The
Commission does not, in principle, see any reason why the price for these additional
services should be different to the price for the MTAS. The Commission intends to
monitor the market for these additional services to ensure that prices and other terms and
conditions for these services are competitive.

The Commission notes that in the Draft Report it also discussed whether multi-media
messages (MMYS) or data services should be considered within the scope of the MTAS
Investigation. The Commission’s preliminary view was that ‘both the data services and
MMS markets are not appropriate for inclusion in the factual.”®"*

No submissions were received in relation to the inclusion of MMS or data services within
the scope of the MTAS.

The Commission concludes that MMS and data services should not be included within the
scope of the MTAS for the purposes of the factual. The Commission intends (as noted in
the Draft Report®"”) to monitor the operation of the retail mobile services market in relation

6191 inktel, RE: Schedule 3 Investigation into mobile termination access services (MTAS) — Review of classification of
information under the MTAS Confidentiality Order and request for information about commercial interconnection
agreements, 24 July 2009, pages 1 and 2.

6" Commerce Commission, MTAS Investigation Conference — Agenda and issues for discussion at the Conference, 26
August 2009, page 11.

612 Commerce Commission, MTAS Conference Transcript — Day 2, 3 September 2009, pages 217-218.

%3 Ibid, page 218.

614 Commerce Commission, Draft Report, 30 June 2009, page 77, para 250.

%13 Ibid, page 78, para 251.
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to MMS and data services to identify whether there are any signs of market failure that
would suggest it should reconsider this conclusion.

Other non-core price and non-price issues raised in submissions

919.

920.

921.

922.

923.

A wide range of non-core price and non-price issues were raised in submissions during the
MTAS Investigation, including in submissions on the initial undertakings, submissions on
the Draft Report and submissions on the 2 October 2009 undertakings.

The Commission requested in its letter of 9 November 2009 that 2degrees, Telecom and
Vodafone:*'°

‘consider the submissions of Access Seekers on their Revised Undertakings and identify how they
have taken those submissions into account [having earlier in that letter noted that] the non-price
terms that apply to Access Seekers would need to be fair and balanced, taking into account the
submissions of Access Seekers on the non-price terms.’

Telecom and Vodafone, in their joint letter of 23 November 2009, noted that:®!’

‘Telecom and Vodafone are now aligned on all material non-price issues, as set out in the attached
table.’

While the Commission notes that Telecom and Vodafone did not directly address all
submissions of Access Seekers, Telecom and Vodafone have addressed the material non-
price issues that had been identified by the Commission in the Draft Report, as discussed in
this Section VII. The Commission further notes that the Final Undertakings offered by the
Commission are a package of commercial terms, which the Commission is required to
assess in their totality.

The Commission does not consider that there are any material issues in relation to the non-
core price and non-price terms that would materially affect the Commission’s assessment
of the acceptability of the Final Undertakings as a package of commercial terms offered as
a commercial alternative to regulation. The Commission notes that this conclusion should
not be taken to express a view on the appropriateness of the non-core price and non-price
terms in the context of any STD process which might be undertaken were the MTAS to
become a regulated service under the Act.

Compatibility of undertakings with the access principles set out in the Act

924.

925.

As noted in para 35, under Clause 4(4)(b) of Schedule 3A of the Act, the Commission must
not make a recommendation in its Final Report that undertakings are capable of acceptance
unless the Commission is satisfied that the undertaking complies with the standard access
principles set out in clause 5 of Schedule 1 of the Act and any limits on those standard
access principles set out in clause 6 of that schedule.

The standard access principles and limits on the standard access principles are:

5 Standard access principles for designated access services and specified services

616 Commerce Commission, Process to address reciprocity issues in relation to revised MTAS undertakings, 9
November 2009, page, 2
817 yodafone/Telecom, Process to address alignment of MTAS undertakings, 23 November 2009, page 2
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The following standard access principles apply to designated access services and specified services:

(a)

(b)

(©

(d)

(1)

principle 1: the access provider must provide the service to the access seeker in a timely
manner:

principle 2: the service must be supplied to a standard that is consistent with international best
practice:

principle 3: the access provider must provide the service on terms and conditions (excluding
price) that are consistent with those terms and conditions on which the access provider
provides the service to itself:

principle 4: the access provider must, if requested, provide an access seeker with information
about a designated access service or specified service at the same level of detail, and within the
same time frame, that the access provider would provide that information had it been requested
by one of its own business units.

Limits on application of standard access principles set out in clause 5

Principles 1 to 4 set out in clause 5 are limited by the following factors:

(a) reasonable technical and operational practicability having regard to the access provider's
network:

(b) network security and safety:

(c) existing legal duties on the access provider to provide a defined level of service to users of
the service:

(d) the inability, or likely inability, of the access seeker to comply with any reasonable
conditions on which the service is supplied:

(e) any request for a lesser standard of service from an access seeker.

(2) Principle 4 set out in clause 5—

(a) does not extend to any information about identifiable individual customers of the access
provider; and

(b) is subject to the requirement that any confidential information provided to the access
seeker, in accordance with that principle, must be kept confidential to that access seeker.

926. In the Draft Report the Commission’s preliminary view was “that Telecom’s and
Vodafone’s undertaking in substance are compliant with the standard access principles and

the limits on those principles in the Act.

6% Having previously determined that 2degrees

initial undertakings were not capable of being recommended for acceptance, the
Commission invited “2degrees, if it chooses to submit revised undertakings, to provide an
assurance that 2degrees’ undertakings comply with the standard access principles and the
limits on those principles in the Act, and comments on how each of the standard access

principles is met.

59619

61% Commerce Commission, Draft Report, page 204, para 941.
619 Commerce Commission, Draft Report, page 204, para 942.
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Telecom®’ and Vodafone®' have both provided assurances that they consider their
undertakings comply with the standard access principles and the limits on those principles
in the Act. The standard access principles and the limits on those principles in the Act are
explicitly reflected in the Telecom® and Vodafone®® undertakings. Vodafone did,
however, note that they ‘still [consider] that it is not necessary to expressly set out the

standard access principles in its undertakings’.®*

621

The Commission has concluded that the Final Undertakings are in substance compliant
with the standard access principles and the limits on those principles in the Act. The
Commission notes that issues regarding whether the undertakings were consistent with
international best practice were raised, for example, in relation to the use of minute+second
pricing, which has now been addressed as discussed in paragraphs 866 to 873 above.

Compatibility of undertakings with other requirements set out in the Act

929.

930.

931.

Clause 4(a) of Schedule 3A of the Act provides that the Commission must not make a
recommendation in its Final Report that undertakings should be accepted unless the
Commission is satisfied that the undertaking complies with the Act and any regulation
made under the Act. The specific procedural requirements for the format and content of
undertakings are set out in clause 5(1) of Schedule 3A, which states:

5 Requirements for undertaking
(1)  An undertaking must—
(a) be signed or executed by the relevant access provider; and
(b) specify the terms and conditions of the supply of the service; and

(c) specify the date by which those terms or conditions must be complied with by the
relevant access provider; and

(d) specify a mechanism for the resolution by the Commission or a suitably qualified and
experienced independent person of any issues or disputes that arise after the undertaking
is registered; and

(e) provide for any other prescribed matters.

There are currently no regulations that have been promulgated under the Act that are
relevant to the assessment of undertakings.

The Commission considers that the Final Undertakings comply with the Act and in
particular meet all requirements set out in clause 5(1) of Schedule 3A.

620 Telecom, Submission accompanying revised undertakings, 6 May 2009, page 20, para 92.

62! vodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services, 6 May 2009, pages 65-66, paras 215-218.

622 Telecom, Annexure 1 — Mobile termination terms, 16 December 2009, pages 13-14, clauses 2.3-2.5.

623 Vodafone, Undertaking to the Commerce Commission under Schedule 3A in respect of the Vodafone Mobile
Termination Access Services, 16 December 2009, page 28, clause 2.24.

624 Telecom and Vodafone, Process to address alignment of revised MTAS undertakings, 23 November 2009, page 6.
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Other matters
Duration of undertakings

932.

933.

934.

935.

936.

The period of registration of an undertaking is provided for in clause 7 of Schedule 3A of
the Act, which states:

7 Expiry of registration of undertaking
(1)  The registration of an undertaking is effective for—
(a) aperiod of 5 years from the date of registration; ...

(3) Despite subclause (1), the Commission may make a recommendation in the final report to the
Minister that, having regard to the matters specified in subclause (4), the registration of an
undertaking should expire earlier than the 5-year period referred to in subclause (1).

(4)  The matters are—
(a) the reasonable needs of potential access seekers; and
(b) the commercial lifetime of the service delivery technology concerned; and

(c) any other factors that the Commission thinks relevant.”

The Commission notes that in its comments on the initial undertakings it stated:**

‘The Commission’s preliminary view is that the appropriate length of time that regulation or an
undertaking should set prices for needs to reflect a balance between providing certainty and
recognising that the mobile telephony markets are subject to rapid technological change. The
Commission’s preliminary view is that that this time period is less than five years and is likely to be
around three years.’

Vodafone submitted®* that the Commission had not provided sufficient reasons to depart

from the default provision in the Act that undertakings should be registered for a period of
5 years and that to do so would reduce the certainty for access providers in relation to the
MTRs, with consequential impacts on investment incentives.

Telecom noted in its comments on the revised undertakings that:®*’

‘Both the CBA and Vodafone’s undertaking should reflect only the effects on the market for five
years. This is the general duration of an undertaking under the Telecommunications Act. We note
that there is the provision for an undertaking to be provided for a longer or shorter timeframe under
the Act in certain circumstances. However, as a timeframe of greater than five years has not been
explored in the process to date, we do not consider it helpful to look beyond the five year term at this
stage.’

No other submissions were received on the length of time that an undertaking should be in
place, prior to the 16 December 2009 submission of revised undertakings, when Vodafone
submitted that:%*®

625 Commerce Commission, Comments on undertakings received in relation to the MTAS Investigation, 25 March
2009, page 3.

626 vodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services, May 2009, pages 67-69, paras 221-223.

627 Telecom, Submission on Undertakings Submitted 2 October 2009, 16 October 2009, page 8, para 30.
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‘... we would greatly appreciate assurances from the Commission that it intends that this
undertaking, if accepted, will last until the end of its term. If the Commission cannot offer
assurances that this undertaking will last for its term, it would be helpful if it could specify as
precisely as it can what conditions would cause it to reinvestigate MTRs again.’

Also at that time, 2degrees submitted that the Commission should:**’

‘Consider acceptance {of the Final Undertakings} for a period of no more than 3 years’.

The Commission notes that it could under clause 7 of Schedule 3A recommend acceptance
of the Final Undertakings for a period of less than 5 years. The undertakings submitted by
Telecom and Vodafone through out the MTAS Investigation have, however, generally been
for a period of five years.

The Commission concludes that the five year period provided in the Final Undertakings is
reasonable given the need to recognise investment incentives, and recognising the fact that
the Final Undertakings are offered as a commercial package, as an alternative to regulation.

The Commission does not, however, consider it appropriate to provide the assurance or
specification requested by Vodafone in its 16 December 2009 letter regarding the exercise
of the Commission’s powers during the term of the Final Undertakings. The Commission is
required to exercise its powers in light of sections 18 and 19 of the Act by reference to
circumstances applicable in the telecommunications market at any given time. It would not
be appropriate for the Commission to fetter its powers (even indirectly) to investigate any
legitimate competition concern with respect to the MTAS during the term of the Final
Undertakings.

2degrees proposal to combine recommending regulation with accepting the Final Undertakings

941.

942.

943.

2degrees also submitted in its it letter to the Commission of 16 December 2009 that the
Commission should:®*

‘Recommend designation of Mobile Termination Access Services in conjunction with Voluntary
Undertakings as contemplated by the Act.’

The Commission does not consider it would be appropriate to recommend regulation of the
MTAS and acceptance of the Final Undertakings, as proposed by 2degrees. The Final
Undertakings are likely to apply to a significant majority of the MTAS markets (ie greater
than 90 per cent of off-net traffic based on current traffic). If these undertakings are likely
to deliver sufficient benefits to be capable of being recommended for acceptance, the
Commission does not consider that there would not be significant benefits from
recommending both designation of the MTAS and acceptance of the undertakings.

Further, as discussed in paragraphs 851 to 855 above, the Commission considers that the
prices 2degrees charges for the MTAS, which will apply to the minority of the MTAS
markets, are likely to be broadly consistent with the prices provided for under Telecom and
Vodafone’s undertakings. The Commission also intends to monitor the mobile market in
relation to the provision of MTAS by 2degrees and will consider what, if any response, is
appropriate to any issues that may arise.

628 vodafone, Re: Process for the final stage of the MTAS investigation, 16 December 2009, page 3.
629 2degrees 16 December letter, page 4, para 10.
639 2degrees 16 December letter, page 4, para 10.
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In these circumstances, the Commission has concluded that recommending regulation
either of all Access Providers or of some Access Providers only (eg 2degrees, given that it
has withdrawn all undertakings previously submitted), in conjunction with accepting
undertakings, would not be appropriate.

Consideration of deferral of the Minister’s decision

945.

946.

947.

The Commission also notes that while Schedule 3 and Schedule 3A of the Act provide that
the Commission can recommend that the Minister defers a decision on the proposed
alteration in certain cases, the Commission does not consider that recommending deferral
would be appropriate for this investigation.

The Commission considers that a recommendation that the Minister defer a decision on a
proposed regulatory change should be considered on a case by case basis. For example, it
may be appropriate in some cases to recommend deferral where an undertaking capable of
being recommended for acceptance has not been developed by the time of the completion
of the Final Report. In the case of the MTAS Investigation, there has been a significant
period of time provided for undertakings to be developed and clear indications of
preliminary views have been provided by the Commission through-out the process (as
detailed in Appendix One).

In the context of the MTAS Investigation, the Commission has concluded that
recommendations can be made based on the Final Undertakings before the Commission
and a deferral would not alter the Recommendations in this Final Report.

Conclusions

948.

949.

950.

951.

The Final Undertakings have been offered as a package of commercial terms and
conditions by Telecom and Vodafone as an alternative to regulation.

The Commission does not consider that there are any material issues in relation to the non-
core price and non-price terms that would materially affect the Commission’s assessment
of the acceptability of the Final Undertakings as a package of commercial terms offered as
an alternative to regulation.

This conclusion should not be taken as the Commission’s view on the appropriateness of
the non-core price and non-price terms in the context of any STD process which might be
undertaken were the MTAS to become a regulated service under the Act. Issues that may
be considered further in the context of any STD process include:

= whether asymmetric rates are justified in the context of a STD; and

= whether the non-core price and non-price terms in the Final Undertakings are
appropriate in the context of a STD.

The Commission considers that the amendments to Telecom and Vodafone’s Final
Undertakings address the Commission’s concerns from the Draft Report in relation to:

= the adoption of second+second pricing in the Final Undertakings;
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= the inclusion of internationally-originated and VOIP-originated calls, handed over at
a MSC in New Zealand;

= the inclusion of certain non-reciprocal charges in Telecom’s undertaking, and the
provisions for access to and co-location at Telecom, Vodafone and Access Seekers’
MSCs; and

= amendments to Telecom’s Final Undertaking to provide for a common handover
arrangement for the MTAS at MSCs.

The Commission notes that the definitions of Text Message in Telecom and Vodafone’s
Final Undertakings do not appear, on their face, to expressly apply to internationally-
originated SMS. In light of Telecom and Vodafone’s comments that their undertakings
would include internationally-originated traffic handed over in New Zealand, the
Commission has interpreted the Final Undertakings to apply to internationally-originated
SMS and expects that internationally-originated SMS will be treated and priced consistent
with domestically-originated SMS.

The Commission has concluded that the following matters are not required as part of the
factual of regulation:

= where prices are reflective of cost and barriers to efficient entry and expansion are
addressed, non-discrimination provisions with respect to on-net and off-net pricing
are not required; and

= asymmetric rates are not required.

The Commission intends to monitor a number of features of the mobile services market and
will consider whether monitoring indicates any issues arise in relation to the mobile
market, which warrant further regulatory attention. These issues include:

= whether the implied average on-net retail prices are such that they create a barrier to
efficient entry and expansion in the mobile services market to the extent that a small
MNO is not able to compete effectively;

= whether the prices and other terms and conditions in the market for commercial
transport services, to provide for handover of the MTAS at MSCs, are competitive;

= whether the prices and other terms and conditions in the market for voice calls
originating on a mobile network to toll-free numbers or calling card services are
competitive; and

= the operation of the retail mobile services market in relation to MMS and data
services to identify whether there are any signs of market failure.

The Commission has also concluded that:

= the Final Undertakings are in substance compliant with the standard access principles
and the limits on those principles in the Act;
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the Final Undertakings comply with the Act and in particular meet all requirements
set out in clause 5(1) of Schedule 3A;

the five year period provided in the Final Undertakings is reasonable given the need
to recognise investment incentives;

it is not appropriate to recommend regulation of the MTAS and acceptance of the
Final Undertakings for the purposes of the MTAS Investigation;

recommending regulation either of all Access Providers or of some Access Providers
only (e.g. 2degrees, given that it has withdrawn all undertakings previously
submitted), in conjunction with accepting undertakings, would not be appropriate for
the purposes of the MTAS Investigation; and

a recommendation that the Minister defer a decision on the proposed regulatory
change is not appropriate, as the Commission can make recommendations based on
the Final Undertakings for the purposes of the MTAS Investigation.
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APPENDIX 1: PROCESS OF MTAS INVESTIGATION
Introduction
1. The current MTAS Investigation has been underway since May 2008, and follows an

earlier Schedule 3 investigation into regulation of mobile termination from May 2004 to
June 2005 and a reconsideration process from August 2005 to April 2006. Following those
earlier investigations, in April 2007 the Minister rejected the Commerce Commission’s
recommendation to regulate mobile termination and instead accepted deeds entered into by
Telecom and Vodafone.*!

Consultation undertaken during MTAS Investigation

2. Through-out the process of the MTAS Investigation the Commission has extensively
consulted with interested parties. The process that the MTAS Investigation has followed
632
was:

= the Commission informed interested parties on 8 May 2008 that it was considering
commencing a Schedule 3 Investigation into whether or not to subject MTM
termination rates for both voice and SMS to regulation and seeking the views of
interested parties;*

= the Commission informed interested parties on 14 May 2008 that if, following the
receipt of initial views from interested parties, there appeared to be reasonable
grounds to commence an investigation, the Commission proposed testing the issue
further by releasing an Issues Paper and seeking submissions before deciding
whether to commence a formal Schedule 3 investigation. Seven interested parties
advised their views on whether there were reasonable grounds to commence an
investigation;**

» the Commission released an Issues Paper®> on 8 August 2008. Submissions were
received on the Issues Paper from 13 interested parties, with two expert reports
provided in support of submissions;**

= the Commission announced®’ on 6 November 2008 that it considered that there were
reasonable grounds to commence an investigation into whether or not the MTAS
should be regulated as designated or specified services. A notice of the decision
signifying commencement of the investigation was published in the New Zealand
Gazette on Thursday 6 November 2008;

1 Links to the Telecom Deed and Vodafone Deed are provided at footnote 26 above.

632 Copies of all relevant correspondence, submissions, undertakings and reports are available at
http://www.comcom.govt.nz/IndustryRegulation/Telecommunications/Investigations/MobiletoMobileTermination/mo
biletomobiletermination.aspx.

633 Letter from Patterson (Commission) to interested parties, 8 May 2008.

634 Letter from Borthwick (Commission) to interested parties, 14 May 2008.

635 Commerce Commission, Telecommunications Act 2001: Schedule 3 Investigation into Regulation of Mobile
Termination — Issues Paper (the ‘Issues Paper’), 8 August 2008. .

636 The submissions on the Issues Paper are summarised in Commerce Commission, Reasons for Commerce
Commission decision to investigate mobile termination access services (the ‘Commission’s Reasons Decision’), 6
November 2008.

837 Commerce Commission, Commission’s Reasons Decisions, 6 November 2008.
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= the Commission requested information relevant to the investigation from mobile
network operators, fixed-line only network operators and integrated operators on 14
November 2008;

= 2degrees provided initial undertakings on 22 December 2009, and Telecom and
Vodafone provided initial undertakings on 12 January 2009. All initial undertakings
were provided to the Commission within the timeframe in clause 15(1)(b) of
Schedule 3A of the Telecommunications Act 2001, which required undertakings to
be provided no later than 40 working days after the date the Commission commenced
the MTAS investigation (ie by 12 January 2009);

= submissions from nine interested parties, and two expert reports in support of
submissions, were received on the initial undertakings from interested parties before
the deadline for submissions of 13 February 2009;%**

= the Commission provided comments®” on the initial undertakings on 25 March 2009

and released a report from WIK Consult®’, and invited potential access providers to
submit revised undertakings by 22 April 2009;

= revised undertakings, and two expert reports in support of revised undertakings,
were provided by Telecom and Vodafone on 6 May 2009.°*! 2degrees provided a
letter responding to the Commission’s comments on the initial undertakings, rather
than providing revised undertakings;

= the Commission released its Draft Report®?, a quantitative model assessing the
benefits of regulation for fixed to mobile termination compared to the status quo and
the undertakings®*’, and a report from WIK Consult®** on 30 June 2009;

* submissions on the Draft Report were received from 14 interested parties, with four
expert reports in support of submissions, by 28 July 2009. In addition, Telecom
submitted further revised undertakings in conjunction with their submission;

= cross-submissions on the Draft Report and revised undertakings were received from
nine interested parties, with six expert reports in support of submissions, by 18
August 2009;

638 The Commission extended the deadline for submissions from 5 February 2009 to 13 February 2009 in response to a
request from Vodafone, due to a concern that the period for submissions did not provide sufficient time to consider
and adequately comment on the issues raised by the undertakings.

639 Commerce Commission, Comments on undertakings received in relation to the MTAS Investigation, 25 March
2009.

640 WIK Consult, Final Report: Study for the Commerce Commission of New Zealand - Cost Driver Sensitivity
Analyses with Maobile Cost Models, 22 December 2008.

64! The Commission extended the deadline for revised undertakings from 22 April 2009 to 6 May 2009 in response to a
request from Telecom, due to concerns about the amount and extent of regulatory processes that were underway at that
time.

642 Commerce Commission, Draft Report on whether the mobile termination access services (incorporating mobile-to-
mobile voice termination, fixed-to-mobile voice termination and short-message-service termination) should become
designated or specified services, 30 June 2009.

643 Commerce Commission, MTAS Quantitative Model (released with draft MTAS report), 30 June 2009.

4 WIK Consult, Final Report: Study for the Commerce Commission of New Zealand - Review of Submissions by
Operators and Reports by Consultants relating to the NZ Commerce Commission’s MTAS Investigation, 9 June 2009.
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= on 13 August 2009, following a review of the confidentiality status of ICAs, the
Commission advised it had reclassified information about all ICAs to be Additional
Protection Information (API). The Commission invited submissions on the API by
20 August 2009, and received 2 submissions on the API;

= the holding on 2 and 3 September 2009 of a Conference®® on the Commission’s
Draft Report, submissions and the revised undertakings. Additional information on
matters raised at the Conference and clarifying the position of experts in relation to
whiteboard examples discussed at the Conference was provided following the
Conference by Vodafone and two experts supporting interested parties;

= the opportunity for further submission of revised undertakings post-Conference,
including the holding of a public meeting on 23 September 2009 to clarify any issues
required for potential access providers to submit revised undertakings. Revised
undertakings were submitted on 2 October 2009 by 2degrees, Telecom and
Vodafone;

= submissions on those revised undertakings were received from seven interested
parties, with two expert reports in support of submissions, on 16 October 2009;

= Telecom provided the Commission with a proposal on 28 October 2009 as to how
reciprocity between Telecom and Vodafone’s undertakings could be addressed. On
9 November 2009 the Commission invited 2degrees, Telecom and Vodafone to
engage with each other in a transparent and constructive manner to discuss and,
where possible, reach consensus as to how reciprocity in price and non-price terms
between their respective revised undertakings could be achieved. These parties were
invited to report on the outcome of discussions by 20 November 2009. 2degrees,
Telecom and Vodafone confirmed that they would participate in this process on 11
November 2009;

= 2degrees provided its views on the outcome of the above discussions on 20
November 2009, with Telecom and Vodafone providing their joint views on 23
November 2009. The discussions did not result in a consensus view between all
three parties as to how reciprocity could be achieved, however, Telecom and
Vodafone presented a proposal as to how reciprocity could be addressed between
their respective undertakings;

= the Commission provided feedback on 3 December 2009 on both Telecom’s proposal
of 28 October 2009 and the joint proposal of Telecom and Vodafone of 23
November 2009, as to how reciprocity could be addressed between Telecom and
Vodafone’s undertakings. The Commission also invited 2degrees, Telecom and
Vodafone to submit any further revised undertakings that they wished the
Commission to consider, in light of the parties’ discussions over reciprocity issues
and the Commission’s views on reciprocity issues, by 15 December 2009;

65 Commerce Commission, MTAS Conference Transcript, 2 and 3 September 2009.
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= Telecom and Vodafone provided further revised undertakings on 16 December
2009.¢ 2degrees advised the Commission on 16 December 2009 that it was
withdrawing all undertakings it had previously submitted and made a number of
submissions for the Commission’s consideration, were the Commission to
recommend acceptance of revised undertakings from Telecom and Vodafone;

= Telecom provided further revised undertakings on 11 February 2010, aligning the
implementation of its price terms with those contained in the Vodafone 16 December
2009 undertakings;

* Vodafone provided further revised undertakings on 16 February 2010, addressing
issues where the Commission had requested clarification of Vodafone’s 16
December 2009 undertakings; and

= following the submission of the Final Undertakings from Telecom and Vodafone, the
Commission completed the assessment detailed in this Final Report.

Changes to the process of the MTAS Investigation in response to issues raised
by interested parties

3.

During the MTAS Investigation the Commission also responded to a range of procedural
issues raised by interested parties, primarily Vodafone and Telecom.®*” These process
issues included requests for additional opportunities to submit revised undertakings,
requests for the provision of the Commission’s cost-benefit model at an earlier stage in the
MTAS Investigation, requests that the Commission undertake more extensive cost-benefit
modelling and a request for a review of the confidentiality status of various information
provided under the Commission’s confidentiality order for the MTAS Investigation.

In response to those procedural issues a number of changes were made to the
Commission’s processes for the MTAS Investigation, most significantly being the
provision of additional opportunities for revised undertakings to be submitted at various
stages during the MTAS Investigation.

646 The Commission extended the deadline for submissions of revised undertakings from 15 December 2009 to 16
December 2009 in response to a request from Vodafone.
%47 See paragraphs 102 to 113.
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648

Introduction

1.

ii.

1il.

1v.

This Draft Report relates to the Commission’s investigation under Schedule 3 of the
Telecommunications Act 2001 (the ‘Act’) as to whether or not the mobile termination
access services (‘MTAS’), incorporating mobile-to-mobile (‘MTM’) voice termination,
fixed-to-mobile (‘FTM’) voice termination and short-message-service (‘SMS”)
termination, should be recommended to be regulated as a designated or specified service
under the Act (the ‘MTAS Investigation’). The Commission announced on 6 November
2008 that it had decided that there were reasonable grounds to commence this MTAS
investigation.

The MTM and FTM termination services are the termination of voice calls on a mobile
telephone network which originate respectively on another mobile telephone network or
fixed telephone network and are handed over to the terminating mobile telephone
network. The SMS termination service is the termination of a SMS on a mobile telephone
network which originates on another mobile telephone network and is handed over to the
terminating mobile telephone network.

The MTAS Investigation is being undertaken in an environment where MTAS are
provided by Telecom and Vodafone only. The prices for MTAS are set under Deeds
entered into by Telecom and Vodafone (the ‘Deeds’) which expire on 31 March 2012, and
commercial offerings from Telecom and Vodafone, with Vodafone’s commercial offering
currently only being available to 2degrees.

The current prices for the MTAS are summarised in Table 32 below. 2degrees is due to
launch mobile services in August 2009, so does not currently offer MTAS although it will
shortly be doing so.

Table 32: Comparison of MTAS prices under current Deeds and commercial
arrangements®*

Until 31/3/2010 | Until 31/3/2011 | Until 31/3/2012
Voice
Telecom gcents per 15.0 14.0 12.0
minute)®
Vodafone (cents per 15.0 14.4 14.0
minute)®>
SMS

4% Commerce Commission, Draft Report, 30 June 2009, pages 10-20. Footnote, Table and Figure numbers in this
Appendix 2 differ from those in the Draft Report.

649 All figures for current prices under Deeds and undertakings effective from 1 April each year to 31 March the
following year.

650 Current prices for Telecom include prices under Telecom’s Deed and commercial interconnection agreement, as
discussed in paragraphs 5 to 7.

651 Current prices for Vodafone include prices under Vodafone’s Deed but do not include the details of Vodafone’s
commercial agreement with 2degrees [ ] VAP / 2AP, as further detailed in paragraph 8. {Note — classification of the
AP information in this footnote has been revised since the Draft Report was issued.}
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| Telecom (cents per SMS) | 9.5 |95 | 9.5
Source: Commerce Commission (2009).
Undertakings received
V. Under the Act, where the Commission is considering a proposed regulatory change,

parties may submit undertakings as an alternative to the proposed regulatory change.
Undertakings were initially received from 2degrees on 22 December 2008, and Telecom
and Vodafone on 12 January 2009, respectively. Telecom and Vodafone subsequently
submitted revised undertakings on 6 May 2009. The undertakings and revised
undertakings from Telecom and Vodafone offer the same prices as those offered under the
Deeds and Telecom’s commercial interconnection agreement for voice, i.e., the prices as
noted in Table 32 above, with extended terms.

Vi. The pricing structure of Telecom’s revised undertaking of 6 May 2009 is set out in Table
33 below.

Table 33: Charges provided for under Telecom’s revised undertaking

Until Until Until Until Until

31/3/2010 | 31/3/2011 |31/3/2012 | 31/3/2013 | 31/3/2014
FTM 15cpm 14cpm 12cpm Ilcpm 10cpm
MTM 15cpm l4cpm 12cpm Ilcpm 10cpm
SMS 3.5¢cpt 3.5¢cpt 3.5¢cpt 3.5¢cpt 3.5¢cpt

Source: Telecom (2009).

Vil. The pricing structure of Vodafone’s three revised undertakings of 6 May 2009 is set out in
Table 34 below.

Table 34: Charges provided for under Vodafone’s revised undertakings

Until Until Until Until Until Until

31/3/2010 | 31/3/2011 | 31/3/2012 | 31/3/2013 | 31/3/2014 | expiry
FTM 15¢cpm 14.4cpm 14.0cpm 13cpm 12cpm llcpm
MTM 15cpm 14.4cpm 14.0cpm 13cpm 12cpm I1lcpm
SMS 9.5cpt 8.9cpt 8.3cpt 7.7cpt 7.3cpt 7.0cpt

Source: Vodafone (2009).

Relevant markets

Vviil.

MTAS Investigation are:

The Commission’s preliminary view is that the relevant markets for the purposes of the
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= the national wholesale market for mobile termination access services on each mobile
network (the ‘wholesale MTAS market’);

= the national retail market for mobile services, including MTM calling, SMS, multi-
media-message-service (‘MMS’) and data services (the ‘retail mobile services
market’); and

= the national retail market for FTM and toll call services (the ‘retail FTM/tolls
market’).

Competition assessment
Wholesale MTAS market

IX.

The Commission’s preliminary view is that mobile network operators are subject to
limited competition in the wholesale market for termination access services on their
respective networks, as:

= other mobile networks provide little or no constraint in each of the wholesale MTAS
markets; and

= countervailing buyer power in the hands of fixed network operators is unlikely to
constrain the mobile networks in supplying termination services.

Retail mobile services market

X.

X1.

Xil.

Xil.

X1v.

XV.

XVi.

The retail mobile market in New Zealand is highly concentrated compared to other
countries, with high retail prices and low levels of usage, particularly for voice services.

Retail prices for on-net services have generally been significantly lower than for off-net
services between networks.

There have been some recent developments that may promote competition, including the
expected deployment of a third mobile network.

The Commission’s preliminary view is, however, that significant characteristics remain
present that are likely to limit competition in the retail mobile services market.

Most significantly, the provision of the MTAS at prices above cost represents a barrier to
efficient entry and expansion in the retail mobile services market. While 2degrees is
expected to enter the retail market within the next few months, its ability to compete for
retail customers with the incumbent mobile network operators is likely to be limited
where mobile termination rates (‘MTRs”) are significantly above cost.

In particular, the Commission’s preliminary view is that above-cost MTRs are likely to
limit the extent to which an entrant will be able to compete with existing retail on-net
prices in New Zealand. In 2008, on net traffic accounted for more than 80% of all MTM
voice traffic, and a higher proportion for SMS.

The Commission’s preliminary view is that competition at the retail level in New Zealand
is insufficient to constrain the mobile operators in the wholesale supply of termination
services on their respective mobile networks.
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Retail FTM/tolls market

XVil.

XViil.

XiX.

XX.

XX1.

MTAS are an important input into the supply of retail FTM calls. Retail prices for FTM
and toll calls have been declining in recent years. Some of these reductions are likely to
have resulted from reductions in FTM termination rates. However, average retail prices
for these services remain substantially above the cost of supplying the retail services, and
the Commission considers that this is in large part due to above-cost MTRs.

A number of developments are likely to have increased competition in the retail FTM/tolls
market, such as the cost-based regulation of fixed origination and the ability of retail
competitors to offer bundles of services through UCLL or other forms of access (such as
resale).

However, the Commission’s preliminary view is that the supply of the MTAS at prices
that substantially exceed cost still represents a barrier to efficient entry and expansion in
the retail market in which FTM calls are supplied.

Existing fixed operators are likely to be limited in their ability to compete with integrated
fixed-mobile network operators when supplying FTM calls, as long as MTRs remain
significantly above cost.

The Commission notes that both Telecom and Vodafone have in recent years been
offering retail packages to business customers with retail FTM prices close to or below
the wholesale MTR. The Commission notes that this suggests that integrated fixed and
mobile operators, who pay the above cost MTR on a proportion of their FTM traffic only,
enjoy a significant advantage over fixed-only operators, who must pay the MTR on all
their traffic.

Assessment framework

XXil.

XXiil.

XX1V.

XXV.

Given the presence of significant barriers to entry and expansion which constrain effective
competition in the relevant markets, the Commission has considered whether regulation of
the MTAS will promote competition for the long-term benefit of end-users.

In considering whether the MTAS should be regulated, the Commission considers the
costs and benefits of regulation, by contrasting what is likely to happen in the absence of
regulation (the ‘counter-factual’) to what is likely to happen if the MTAS is regulated (the
‘factual’). The counter-factual scenario is based on the undertakings received from
Telecom and Vodafone (summarised in Table 35 below).

The Commission’s assessment of the potential benefits and costs of regulation includes
both quantitative and qualitative elements. The Commission has estimated a range of
potential benefits from regulation in the retail FTM/tolls market. The Commission has
considered the potential impact in the downstream mobile services market using a more
qualitative approach, due to the difficulty of measuring the extent of new entry into this
market.

The Commission must consider efficiencies in this context, either as costs or benefits. To
the extent that regulation promotes competition in the downstream markets, end-users are
likely to benefit from reduced prices and greater efficiencies in the supply of retail
services. The Commission will weigh these benefits against the costs associated with
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regulation, to come to a view as to whether regulation will promote competition for the
long-term benefit of end-users.

Regulated price

xxvi.  The Commission has benchmarked forward-looking, cost-based estimates from overseas
countries to establish the likely regulated price. The Commission’s preliminary view is
that the benchmarked countries are sufficiently comparable to New Zealand for the
purposes of establishing a cost-based MTR in New Zealand.

xxvil. The Commission’s preliminary view is that benchmarking against these cost-based rates is
consistent with the Act’s emphasis on regulated rates recovering efficiently-incurred
costs.

xxviii. The forward-looking cost-based MTR based on the benchmarked countries for voice
(FTM and MTM) in 2009 is NZ7.2cpm, and NZ0.95 cents per SMS. Based on the cost
path in overseas jurisdictions, the Commission expects the cost-based MTR to decline
over time, due for example to increased traffic (a ‘cost-path’). The resulting prices are
summarised in Table 35 below.

Table 35: Comparison of MTAS prices (NZcpm)
2009 2010 |[2011 |2012 |2013 2014 | 2015
Voice (cents per minute)
Counter-factual MTR 1525 [1441 [1335 | 1231 |[11.31 10.66 | 10.53
Factual MTR 7.20 6.50 5.80 5.20 4.70 4.30 3.80
SMS (cents per SMS)
Counter-factual MTR" 6.68 6.44 6.12 5.81 5.57 5.39 5.36
Factual MTR 0.95 0.86 0.77 0.69 0.62 0.56 0.50
Source: Commerce Commission (2009).
xxix.  Figure 26 summarises the voice MTRs under the counter-factual of the undertakings and

the likely voice MTRs under regulation.

652 The counter-factual converts the undertakings rates weighted on a calendar basis for each year i.e., the counter-
factual for 2010 is one-quarter of the undertakings rate for the period ending 31 March 2010 and three-quarters of the
undertakings rate for the period starting 1 April 2010. These figures are then weighted for the proportion of mobile
subscriber numbers on each of Vodafone’s and Telecom’s networks. Telecom and Vodafone’s undertakings rates are
assumed to remain unchanged for the purposes of calculating the counter-factual in 2014 and 2015.
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Figure 26: MTRs in Undertakings and Regulation
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Source: Commerce Commission, 2009.

XXX. The Commission notes that its current cost-based benchmarks are similar to the
termination rate that each of the established mobile operators implicitly charges itself in
respect of on-net traffic. In contrast, the MTRs contained in the Vodafone and Telecom
undertakings are significantly above the rates implied by the average retail on-net prices.

Framework for the Commission’s draft recommendation

xxxi.  In assessing the impact of MTAS regulation, the Commission has considered the potential
benefits and costs, including efficiency effects, in each of the relevant downstream retail
markets. In considering the potential benefits from regulation, the Commission has
assumed that the regulated price for the MTAS would be available from early 2011, on
the basis that following any recommendation to regulate, such regulation would be
introduced in early 2010, with the Commission finalising the price and non-price terms
through its Standard Terms Determination process sometime in 2010.

xxxil.  For the Commission to be able to recommend that the Minister accept an undertaking(s),
these would have to deliver comparable benefits to end-users over the assessment period,
taking into account the quantitative and qualitative factors discussed in this draft decision.
The Commission would take into account the advantages offered by revised undertakings,
including the potential delivery of earlier reductions in MTRs than would be available
under regulation, and the avoidance of direct costs of regulation and the regulatory
process.
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xxxiii. The Commission’s preliminary view is that a reduction in prices over time which heads
towards a cost based rate (a ‘glide-path’) should only be considered as an implementation
issue and not as part of the benchmarking. However, the Commission will take into
account the effect of glide-paths as part of the undertakings in determining whether there
are sufficient benefits to justify recommending acceptance of the undertakings.

Assessment of potential impact of regulation

xxxiv. The Commission’s preliminary view is that compared to the undertakings, cost-based
regulation of the MTAS will promote competition in the downstream retail FTM/tolls
market and retail mobile services market, with the result that there will be considerable
benefits to end-users.

xxxv. The Commission’s preliminary views on the qualitative and quantitative assessment of
benefits and costs, including efficiency effects, are summarised in Table 36 below, over a
five-year period from 2011 to 2015. This includes a range of benefits from regulated
reductions in MTRs, as well as a number of potential detriments. One such detriment
relates to possible offsetting increases in retail mobile prices (sometimes referred to as the
“waterbed effect”).

xxxvi. Any waterbed effect is likely to be influenced by a number of factors, such as the level of
downstream competition and the level of mobile penetration. The EC has recently noted
that a strong waterbed effect is unlikely. The Commission has examined information on
retail mobile prices supplied by Vodafone and Telecom, which suggests that any waterbed
effect in recent years has been small. With respect to the results of the quantitative
assessment presented below, the Commission has therefore assessed the likely benefits to
end users based on a range for the waterbed effect of 0% to 50%.

xxxvil. Furthermore, the Commission considers that there are likely to be additional and
substantial benefits to mobile customers from cost-based regulation of the MTAS,
although the Commission has not attempted to measure these benefits.

xxxviii. Therefore, the quantitative benefits estimated in Table 36 below are likely to significantly
understate the overall value of net benefits obtainable from cost-based regulation of the
MTAS.

Table 36: Qualitative and Quantitative Long-Term Benefits and Costs to End-Users

Quantitative Assessment Linear Demand Constant Elasticity
(5-year NPV, $million) ($million) Demand
($million)
Static price effect (FTM) $279.5 $283.0
waterbed effect (50%-0%) -$161.0 to $0 -$182.9 to $0
Direct regulatory costs -$7.3 -$7.3
Net Quantified Benefits (see paragraph xliii) | $111.1 to $272.1 $92.8 to $275.7
Allocative efficiency (FTM) $88.9 $114.2
waterbed effect (50%-0%) -$30.3 to $0 -$51.6 to $0
Direct Regulatory Costs -$7.3 -$7.3

Net Quantified Benefits (see paragraph xliv) | $51.3 to $81.6 $55.3 to $106.9
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Qualitative Assessment
Static price effect (retail mobile) positive (see paragraph xlvi)
Allocative efficiency (retail mobile) positive (see paragraph xlvi)
Productive efficiency (FTM and mobile) positive (see paragraphs xI, xlviii)
Dynamic efficiency (FTM and mobile) positive (see paragraphs xI, xli, and xlviii)

Source: Commerce Commission (2009).
Note: the net quantified benefits shown above are not additive.

Retail FTM/tolls market

XXXIX.

x1.

xli.

xlii.

xliii.

xliv.

In the retail FTM/tolls market, the reduction in MTRs as a result of regulation (as
summarised in Figure 26 above) is likely to result in increased competition between FTM
suppliers and result in significant benefits to end-users.

Greater competition resulting from cost-based input prices is also likely to result in
increased productive efficiency, innovation and efficient investment in the delivery of
services over fixed networks. This may include the development of flat-rate retail plans
that include FTM services.

In addition, the absence of cost-based regulation of MTRs and fixed termination rates may
be a barrier to important innovations and investments in the fixed sector, such as fibre
roll-out and the delivery of Next Generation Networks which will allow higher
bandwidths and more efficient provision of multiple services.

The resulting reduction in retail FTM prices could deliver a long-term benefit of
approximately $280 million over five years to end-users.

The likely reductions in MTRs as a result of regulation may have some offsetting effect
on other retail prices, such as mobile subscription prices. Taking into account such a
‘waterbed effect’, as well as the direct costs associated with regulatory processes, the
Commission has quantified a net benefit to end-users of between $92.8 million and $111.1
million over five years. In the absence of a waterbed effect, the resulting quantified net
benefit to end-users is from $272.1 million to $275.7 million over five years.

The net quantifiable gain in efficiencies is estimated to be between $51.3 million and
$55.3 million over five years with a waterbed effect, or between $81.6 million and $106.9
million in the absence of a waterbed effect. These quantitative benefits can not be added
to provide the overall quantitative benefits to end-users, as there is some overlap between
the net quantified benefits from the static price effect and the allocative efficiency effect.

Retail mobile services market

xlv.

There are likely to be considerable additional benefits from MTAS regulation arising in
the retail mobile services market. These include increased competition between the
existing mobile network operators, as MTR reductions are passed through into retail
prices for MTM calling.




x1vi.

x1vii.

xlviii.
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Cost-based regulation of the MTAS will remove a significant barrier to entry and
expansion in the retail mobile services market. Given the relatively concentrated New
Zealand retail market, the efficient entry and expansion of a third mobile network could
potentially have significant effects, such as:

= given a 5% price effect arising from new entry, the resulting annual gain to
consumers is estimated to be approximately $42.6 million p.a., while the allocative
efficiency gain is estimated to be around $11.3 million p.a.; and

= cost savings for consumers who no longer need to maintain multiple handsets in
order to avoid paying relatively high off-net call prices.

Based on the Commission’s cost-based benchmark MTRs, an efficient entrant mobile
operator should be able to compete with the existing mobile operators in supplying on-net
and off-net services to end-users. In contrast, the MTRs in the undertakings are likely to
constrain the ability of an entrant to compete, given average on-net retail prices.

Increased downstream competition in the retail mobile services market is likely to deliver
additional benefits to end-users over time, through ongoing innovation and investment in
new technologies. Gains in productive efficiency may also result from an increasingly
competitive mobile market.

Potential costs of regulation

xlix.

The Commission has considered the potential for some offsetting increases in retail
mobile prices arising from the ‘waterbed effect’ of regulation. Given the level of
competition in the retail mobile services market, the waterbed effect in New Zealand is
unlikely to offset the declines in price expected under the factual. In recent years, retail
subscription prices have continued to decline as wholesale MTRs have fallen.

The potential loss to consumers from the waterbed effect and the direct regulatory costs
associated with regulatory processes have been taken into account in the net quantified
benefits and net quantified allocative efficiency gains figures in Table 36 above.

Conclusion and draft recommendation

li.

lii.

The Commission has weighed up the costs and benefits of regulation compared to the
counter-factual of recommending that the undertakings be accepted.

The Commission considers that the reductions in MTRs that would be expected under the
factual of cost-based regulation of the MTAS are likely to increase competition in the
national retail market for mobile services and the national retail market for FTM and toll
call services, resulting in:

= areduction in retail prices in these markets; and
= increased efficiencies,

which in turn will result in substantial long-term benefits to end-users in these markets.



liii.

liv.

lv.

Lvi.

lvii.

lviii.

lix.

Ix.
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There are currently two established mobile network operators in New Zealand, with a
third operator about to enter. In the Commission’s preliminary view, an efficient entrant
mobile network operator will be limited in its ability to compete with the established
mobile operators, as long as MTRs remain above cost.

The Commission’s preliminary view is that the above qualitative assessment provides
sufficient net benefits to support a recommendation that the MTAS should be regulated.
The additional quantitative assessment is consistent with this recommendation.

The Commission’s preliminary view is that the regulation should include price terms,653
and that the pricing principles for MTAS should be based on the efficient forward-looking
costs of supplying termination services. The Commission has also recommended that the
regulated pricing principle retain BAK as an option, to be applied where this is in the
long-term benefit of end-users. This approach is consistent with the existing regulated
pricing principle for fixed interconnection services in the Act.

The proposed initial pricing principle is:

“Benchmarking against MTAS prices in comparable countries that result from the application to
networks that are similar to the access provider’s mobile network of -

(a) aforward-looking cost-based pricing method; or

(b) if the Commission considers that a forward-looking cost-based pricing method does not best give
effect to the purpose set out in section 18, whichever of the following methods that the
Commission considers best gives effect to that purpose:

(i)  apure bill and keep method; or

(i) apure bill and keep method applied to two-way traffic in balance (or to a specified
margin of out-of-balance traffic) and a forward-looking cost-based pricing method
applied to out-of-balance traffic (or traffic beyond a specified out-of-balance margin).”

This reflects the proposed final pricing principle, which would either involve total service
long-run incremental costs (TSLRIC) or a bill and keep method, if TSLRIC is not
considered to best give effect to the purpose set out in section 18 of the Act.

The Commission’s draft recommendation is that the MTAS should be made a designated
access service by adding the item set out in paragraph 959 to Subpart 1 of Part 2 of
Schedule 1 of the Act.

Consistent with the Commission’s draft recommendation in paragraph lviii, the
Commission’s draft recommendation is that the undertakings submitted by 2degrees and
the revised undertakings submitted by Telecom and Vodafone should not be accepted
under Schedule 3A of the Act.

The Commission reiterates that for it to be able to recommend that the Minister accept an
undertaking(s), these would have to deliver acceptable benefits to end-users over the
assessment period, as have been taken into account in the assessment of the qualitative
and quantitative benefits of regulation, in this draft decision.

653 The Telecommunications Act 2001 refers to this form of regulation as “designation”.
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Ixi. The Commission would take into account the advantages offered by undertakings,
including the potential delivery of earlier reductions in MTRs than would be available
under regulation, and the avoidance of direct costs of regulation and the regulatory
process. Implementation issues that achieve such outcomes, such as glide-paths, would
also be considered.
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APPENDIX 3: SUBMISSIONS ON MARKET DEFINITION AND
COMPETITION ASSESSMENT ISSUES
Market Definition
Summary of Draft Report
1. In the Draft Report the Commission’s preliminary view was that the following markets are

relevant to the MTAS investigation:

= the national wholesale market for mobile termination access services on each mobile
network (the “wholesale MTAS market”);

= the national retail market for mobile services, including mobile subscription and
origination services (encompassing MTM calling, SMS, MMS and data services)
(the “retail mobile services market”); and

= the national retail market for FTM and toll call services (the “retail FTM/tolls
market”).

2. Submissions relating to Market Definition and Competition Assessment received prior to
the Draft Report are summarised in Appendix 2 of the Draft Report.

Wholesale market for mobile termination access services

3. In reaching the preliminary view that the relevant wholesale market for the purposes of this
investigation was the national wholesale market for MTAS on each mobile network, the
Commission had regard to submissions from Vodafone and Telecom on the Issues Paper
that a broader mobile services market, encompassing wholesale mobile termination
services as well as retail services, should be defined.

4. These submissions argued that due to the two-sided nature of mobile markets, subscription
costs and prices must be taken into account when considering mobile termination rates.
Although the Commission acknowledged that there are some complementarities in
production on the supply side, and that firms will supply mobile termination, subscription
and calling services together, it also noted that there is a significant discontinuity on the
demand side between purchasers of the service. In particular, mobile termination is a
service purchased by wholesale customers, while retail customers purchase subscription
and calling services.

5. Although MTAS is required in order to complete an end-to-end call, and therefore benefits
both the calling party and the receiving party, it is only purchased by wholesale customers.
In addition, the Commission noted that the two-sided nature of the market does not imply
that mobile network operators are constrained when setting prices for termination on their
networks. Accordingly, the Commission defined a wholesale market for termination on
each mobile network as well as separate downstream retail markets.
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Downstream markets
6. In the Draft Report the Commission defined two downstream markets relevant to the
MTAS investigation. These markets were the retail mobile services market and the retail
FTM/tolls market.
7. In defining the downstream retail FTM/tolls market the Commission noted that a high

proportion of customers tend to purchase both tolls and FTM calls from the same supplier.
The Commission also noted that there are complementarities in the provision of FTM and
tolls services.

8. In relation to the retail mobile services market, the Commission noted that SMS, MMS and
data services are often sold as part of a bundle of retail mobile services, including mobile-
originated calling and subscription services.

Submissions and cross-submissions on the Draft Report
Wholesale MTAS market

Two-sided market

Telecom

9. In its submission, Telecom stated that the Commission’s preliminary view in the Draft
Report that ‘the two-sided nature of the market does not imply that mobile networks are
constrained when setting prices for termination on their networks’ is incorrect.®>

10. Telecom submitted that in this investigation, the Commission’s approach is to consider
each side of the market separately by applying the regulatory policy tools more appropriate
to a single-sided market, severing mobile termination access services from the retail supply
of mobile services (including mobile subscription and mobile origination). Telecom
submitted that this does not take into account the true nature of the two-sided market —
namely, the interdependence between the two sides.®>

11. Telecom noted that the Commission has been exposed to the practical issues related to two-
sided markets in the past. For example, Telecom referred to a number of previous
Commission decisions relating to newspaper and other media mergers (decisions 561, 573
and 557), noting that although these have occurred in the context of mergers and
acquisitions the lessons for market and competition analysis are relevant to the regulation
of Telecommunications.®>®

12. Telecom went on to state that in a two-sided market there should be no expectation that
price will equal marginal cost on any one side, suggesting that since the price structure
required in a two-sided market is not related solely to cost, there is no necessary linkage
between marginal costs and price structure.®”’

13. Telecom further submitted that MTRs are not a fee for interconnection service in a two-
sided market. Rather, Telecom stated that MTRs operate to ensure the efficient operation

654 Telecom, Submission on the MTAS Draft Report, 28 July 2009, paragraph 39.
6% ibid, paragraph 45.

6% ibid, paragraph 45, footnote 10.

%7 ibid, paragraph 47.
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of the two-sided market by balancing the demands of the two types of user; the calling and
receiving parties respectively.®®

Concept Economics

14.

15.

16.

17.

Concept Economics submitted that in two-sided markets, prices that reflect the marginal
externalities that each group brings to the other are efficient. For example, if callers value
the subscription of a third party, then efficiency could be guaranteed if the retail
subscription price equals the marginal private cost of subscription less the benefits potential
callers would gain if the subscription was undertaken (because such subscription prices
would internalise the network externality).®*’

Concept Economics noted that this suggests setting retail prices to reflect marginal social
cost, but does not per se justify above cost termination charges.

Concept Economics further submitted that relying on two-sided reasons to justify above
cost termination charges requires advancing a second best argument, because termination
charges in excess of marginal private cost may, though need not, be an indirect way of
taxing callers when they make calls as a means of eliciting their demand for third party
subscriptions. Concept Economics argued that:*®

‘...even if all this were true, it must be demonstrated that such a second best argument is likely to be
efficient. That is, to justify above cost termination charges as a means of internalising the network
externality requires (1) showing there is a material externality; (2) showing that this cannot be directly
addressed, but instead is best addressed through above cost termination charges; (3) identifying the
efficient extent to which termination charges should be set above cost; and (4) demonstrating that doing
this would in all likelihood increase economic efficiency, that is, that errors and unintended
consequences process would not ultimately lead to more harm than good. That is, too high mobile
termination rates could harm economic efficiency.’

However, Concept Economics went on to suggest that, in the present case, each of these

points are problematic. Concept submitted that this is because:*!

= itis not at all obvious that the network externality is of particular importance in New
Zealand today, noting that current penetration rates suggest there may not be
substantial gains from new subscribers;

= just as first best efficiency in subscriptions can be guaranteed by ensuring
subscription charges reflect marginal social cost, the same is true for calling. Given
effective retail competition, as a second best measure, termination rates should lie
below marginal private cost. Thus, network externality aside, efficient mobile
termination rates would be set below marginal cost;

= the two-sided market literature calls for prices that reflect social costs. There is no
doubt that the marginal private cost of call termination, rather than the average per
minute long run incremental cost of termination as a service, is virtually zero. Thus,
any termination rate that is justified on the basis of the two-sided models of call

6% Telecom, Submission on the MTAS Draft Report, 28 July 2009, paragraph 52.
659 Concept Economics, MTAS: Cross-submission, 18 August 2009, p 26-27.

669 ibid, p 27.

661 Concept Economics, MTAS: Cross-submission, 18 August 2009, p 27-28.



232
973435 1
termination amounts to the second best wholesale “tax” necessary to bring marginal
private cost up to marginal social cost; and

= therefore, it must be true that (1) the second best argument set out above is justified,
(2) the network externality is larger than the calling externality, and (3) the
appropriate tax can be calculated. However, in the present case, no analysis vaguely
along these lines has been undertaken.

Vodafone

18.

19.

20.

Vodafone submitted that the market definition framework proposed by the Commission is
too narrow with respect to the product and functional dimensions. In particular, Vodafone
argued that while MTAS may be directly purchased by wholesale customers only, it is the
consumers which the Commission is charged with protecting and it is therefore the
consumer side of the market that is the appropriate market to evaluate in relation to
assessing competition.®®*

Accordingly, Vodafone submitted that the Commission’s focus when considering the
appropriate market definition should be on the nature of consumer behaviour and the
existence of alternative sources of supply given what consumers demand.®® Vodafone
submitted that no end user wishes to have access to telecommunications services without
being able to receive calls from other networks, so termination services and retail mobile
services have very strong complementarity.**

Vodafone further submitted that the strong complementarities in demand and the
characteristics of supply in the telecommunications services market justify the analysis of
market definition at the level of bundles of services. Vodafone argued that:*®

‘... in terms of welfare analysis, confining attention to termination will lead to an incorrect assessment
of the net benefits of any proposed regulation. Without considering the mobile market as a whole,
relevant potential detriments will be omitted from the analysis, which will bias the results towards
finding benefits of regulation when in fact there may be none.’

Market for SMS termination
Vodafone

21.

In its submission on the Draft Report, Vodafone noted that in reaching its preliminary view
that SMS termination should be regulated, the Commission would appear to have simply
assumed that SMS termination is like voice termination. That is, Vodafone submitted that
the Commission seems to have reached a view that termination of an SMS on a mobile
network is a bottleneck service much like it has concluded in the past that termination of
voice services on a mobile network is a bottleneck service.*®

862 vodafone, Submission on the MTAS Draft Report, 28 July 2009, p 132 - 133, paragraph 493.

% ibid
ibid, paragraph 495.

664

66 ibid, p 133, paragraph 496.
5% ibid, p 102, paragraph 368.
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22. Vodafone submitted, however, that there are a number of unique features about SMS
termination that mean it has to be analysed differently to voice termination. Vodafone
submitted that these features include:®*’

= SMS is a two-way means of communication where both parties send messages back
and forth to each other, which means that interconnection traffic is likely to be
largely balanced;

= unlike voice communication where only the calling party pays for a conversation,
under SMS communication both consumers involved in the communication share the
price of the conversation by paying to send traffic to and from each other;

= Dbecause of the two-way nature of SMS communication, the effective price faced by a
mobile network operator whose consumer commences an SMS conversation is
significantly below the apparent “headline” SMS termination rate. This is because
given that an SMS message tends to elicit a response in reply, whenever a mobile
operator pays a termination fee to an interconnecting carrier, it will generally receive
termination revenue in reply when the recipient of the SMS sends a text back in
reply.

23.  Furthermore, Vodafone submitted that the view that mobile operators have bottleneck
control over SMS traffic that terminates on their network relies on the notion that the only
way that a consumer can send a short data message to a consumer on another network is via
an SMS message. Vodafone asserted, however, that there are a number of other ways in
which consumers can send short data messages between their mobile phones which are
very close substitutes for SMS. These include:**®

= proprietary instant messaging (IM) like Blackberry PIN;

= M clients that run on top of Skype, gmail etc;

= Skype, gmail etc IM service; and

= social networking sites such as Facebook, Twitter and Bebo.

24.  Vodafone submitted that this has implications at both the wholesale level and retail level,
by acting as a constraint on pricing.’®

Telecom

25.  Inits cross-submission, Telecom agreed with Vodafone that the Commission’s market

definition of the SMS service should look at close substitutes such as mobile IM. Telecom
also submitted that the market is likely to be a cluster market of mobile services given that
customers do not generally have one mobile only for texting, another only for IM, and a
third only for voice calls.®”

867 vodafone, Submission on the MTAS Draft Report, 28 July 2009, paragraph 369.

5% ibid, p 106, paragraph 386.

659 ibid, paragraphs 388-390.

670 Telecom, MTAS investigation: Cross-submission, 18 August 2009, p 25, paragraph 103.
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26. Telecom argued that if a more correct approach to market definition is carried out, a
different view of competition results when carrying out the appropriate analysis. Telecom
submitted that it is not necessarily the case that variances from long run marginal cost
based pricing in the narrowly defined MTAS markets identified by the Commission signal
a competition problem which requires regulatory intervention.®”'

Retail FTM/tolls market
TelstraClear

27. TelstraClear submitted that with the availability of wholesale access services, the market
focus has shifted to delivering bundles of services to customers, and most TelstraClear
customers now purchase bundles of services that can include voice access, internet access,
toll calling/FTM and television services.®”?

28. TelstraClear submitted that, as a result, the market for stand-alone toll/FTM services is
declining, as providers increasingly deliver ‘whole of customer’ solutions. TelstraClear
submitted that, for example, its stand-alone toll-bypass/FTM customer base has gone from
[ ] TCLCOlto[ ] TCLCOL.°” Accordingly, TelstraClear submitted that any analysis
should rightly consider the bundle, and look at issues such as service improvement and
other value-adds, rather than FTM prices alone.

Vodafone

29.  Vodafone submitted that FTM termination rates are becoming an increasingly small part of
the overall costs a fixed-line operators faces when competing in the fixed-line market. In
particular, Vodafone submitted that fixed-line service providers don’t just compete to
provide FTM and toll calls, rather, competition tends to occur over a broader suite of
services, including basic access, local calling and dial-up or broadband internet services.
Accordingly, Vodafone submitted that the market within which FTM calls are provided is
now significantly broader than it would have been back in 1996.

674

MTAS Conference

30.  Atthe MTAS conference, TelstraClear stated the following during discussions regarding
FTM pass-through:®”

‘Now what is the down-stream market, what is the competition we see occurring in the fixed line
market? It's around bundles, it's not around stand-alone services. If we look at the genesis of
competition it started around tolls fixed to mobile and the genesis of that was largely Clear
Communications, the predecessor company to TelstraClear.

What we now see in the market is a movement towards bundles, so that is access calling, broadband
and television. And we all fairly ferociously compete around that whole parameter. What we sell to our
customers is a value proposition and a bundle, and I think everyone, and I see it in the propositions
Vodafone make as well, it's around bundling, it's not around single services.’

671

ibid, paragraph 104.

672 TelstraClear, Submission on the MTAS Draft Report, 28 July 2009, p 6, paragraphs 18-19.
67 ibid, paragraph 19.

67 Vodafone, Submission on the MTAS Draft Report, 28 July 2009, p 56, paragraph 186.

7 MTAS Conference Transcript, 3 September 2009, p 185, lines 13-22.
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Similarly, CallPlus noted that “going into a head on battle on one single product actually is
a battle that we shouldn't be fighting because we're not well able, in a marketing sense, to
win that battle”. Rather, CallPlus noted that it is more likely to focus its propositions
around bundles of services, including broadband and international rates, which are noting
that these are “battle grounds” on which it is more able to compete.®’®

Competition Assessment

Summary of Draft Report
Wholesale MTAS market

32.

In the Draft Report the Commission’s preliminary view was that mobile network operators
are subject to limited competition in the wholesale market for MTAS on their respective
networks, as:

= other mobile networks provide little or no constraint in each of the wholesale MTAS
markets; and

= countervailing buyer power in the hands of fixed network operators is unlikely to
constrain the mobile networks in supplying termination services.

Retail mobile services market

33.

34.

35.

36.

In the Draft Report the Commission noted that:

= the retail mobile market in New Zealand is highly concentrated compared to other
countries, with high retail prices and low levels of usage, particularly for voice
services;

= retail prices for on-net services have generally been significantly lower than for off-
net services between networks; and

= there have been some recent developments that may promote competition, including
the expected deployment of a third mobile network.

The Commission’s preliminary view was, however, that significant characteristics remain
present that are likely to limit competition in the retail mobile services market.

Most significantly, the Commission noted that provision of the MTAS at prices above cost
represents a barrier to efficient entry and expansion in the retail mobile services market. In
particular, the Commission’s preliminary view was that above-cost MTRs are likely to
limit the extent to which an entrant will be able to compete with existing retail on-net
prices in New Zealand.

The Commission’s preliminary view was that competition at the retail level in New
Zealand is insufficient to constrain the mobile operators in the wholesale supply of
termination services on their respective mobile networks.

67 MTAS Conference Transcript, 3 September 2009, p 187, lines 4-9.
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Retail FTM/tolls market

37.

38.

39.

40.

The Commission noted in the Draft Report that retail prices for FTM and toll calls have
been declining in recent years and that some of these reductions are likely to have resulted
from reductions in FTM termination rates. However, the Commission also noted that
average retail prices for these services remain substantially above the cost of supplying the
retail services, and suggested that this is in large part due to above-cost MTRs.

The Commission further noted that a number of developments are likely to have increased
competition in the retail FTM/tolls market, such as the cost-based regulation of fixed
origination and the ability of retail competitors to offer bundles of services through UCLL
or other forms of access (such as resale).

However, the Commission’s preliminary view was that:

= the supply of the MTAS at prices that substantially exceed cost still represents a
barrier to efficient entry and expansion in the retail market in which FTM calls are
supplied; and

= existing fixed operators are likely to be limited in their ability to compete with
integrated fixed-mobile network operators when supplying FTM calls, as long as
MTRs remain significantly above cost.

The Commission noted that both Telecom and Vodafone have in recent years been offering
retail packages to business customers with retail FTM prices close to or below the
wholesale MTR. The Commission noted that this suggests that integrated fixed and mobile
operators, who pay the above cost MTR on a proportion of their FTM traffic only, enjoy a
significant advantage over fixed-only operators, who must pay the MTR on all their traffic.
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Submissions and cross-submissions on the Draft Report
Wholesale MTAS market

Telecom

41.

42.

As noted in paragraph 9 above, Telecom submitted that the Commission’s preliminary
view in the Draft Report that “the two-sided nature of the market does not imply that
mobile network operators are constrained when setting prices for termination on their
networks” is incorrect.®”’

In support of this view, Telecom submitted that market power in a two-sided market is the
ability to earn economic rents by sustaining prices on both sides of the market above
competitive levels, not to sustain prices above marginal cost on one side of the market.
Telecom submitted that provided that the market is sufficiently competitive, the feedback
effect will drive MTRs down to economically efficient levels.®”™

Concept Economics

43.

44,

Concept Economics submitted that Telecom is incorrect in claiming that two-sided market
considerations would not lead the Commission to find substantial market power in
termination. Rather, Concept Economics noted that the Commission’s finding that there is
substantial market power in the case of termination (on the basis that the terminating
network largely has a monopoly over call termination to its customers) is entirely
consistent with the literature on two-sided markets.’”

Concept Economics further submitted that one of the great flaws of two-sided markets is
that competitive pressures may not be capable of ensuring efficient pricing. Concept
submitted that:**

‘...a standard result of the theory of two-sided markets is that a form of inefficient monopolization
arises where one side of the market wishes to reach everyone on the other side (such customers are
called multi-homers), but people on the other side can only be reached through a unique platform (and
so are called single-homers). In that circumstance, the platform providing service to the single homers
has substantial market power, which models of two-sided markets demonstrate, can lead to substantial
economic inefficiencies.’

MTAS Conference

45.

At the MTAS Conference, Concept reiterated its view that a termination monopoly is
consistent with the literature on two sided markets.®®' In response, NERA agreed that there
is a termination bottleneck, stating that:***

¢...if you want to reach a particular caller then that network is the gateway, is the bottleneck. So
that's the first issue.

577 Telecom, Submission on the MTAS Draft Report, 28 July 2009, paragraph 39.

678

ibid, paragraph 57.

679 Concept Economics, MTAS: Cross-submission, 18 August 2009, p 28.
6% ibid, p 29.

%1 MTAS Conference Transcript, 2 September 2009, p 35-36.

%82 ibid, p 36-37.



238
973435 1

I think as a secondary issue - it's not a secondary, sorry, a second issue, what does that mean for
pricing? And that's where I think it's not clear-cut. And that's why I didn't like the phrase 'monopoly
profits from MTRs above cost'. Because I think if you look at the evolution of the two-way
interconnection literature starting with Laffont, Ray and Tirole, and Armstrong in the late 90s, they set
up the original model, their original concern was above cost interconnection prices because they
worried about collusion at retail level. But that was based on about seven or eight key assumptions.

Then what's followed is literature altering those assumptions to see what happens. And what I think is
intriguing is that the prediction as to where the firms have set the access price, sometimes it's above
cost, sometimes it's below cost, sometimes it's at cost. So I think this is part of the complication that
even though there is a bottleneck you cannot simply deduce from that that prices will be set at the
monopoly level.” [emphasis added]

46. Covec also appeared to agree that a termination bottleneck exists, but noted that there is
competition for the right to have the market power resulting from the termination
bottleneck, in the sense that mobile network operators compete for subscribers.

Retail mobile services market
Vodafone submission

47.  Vodafone submitted that a number of the Commission’s claims in the Draft Report are
inaccurate. In particular, Vodafone argued that the New Zealand market is less
concentrated than the Commission imagines, noting that:***

= there is a third infrastructure-based competitor about to enter the market (at the time
of submission — 2degrees has now entered the market);

= there are five individually branded MVNOs already in the market (TelstraClear, M2,
Compass, Digital Island, and Black & White);

= three more individually branded MVNOs are set to enter the market (CallPlus,
Slingshot and Orcon); and

= there are numerous wholesale providers.

48.  Vodafone disputed the Commission’s statement in the Draft Report that “MVNOs are
unlikely to increase competition in the market to the same extent as a facilities-based
entrant” because “the MVNO agreements that have been signed appear to be relatively
‘thin’, in the sense that the ability of MVNOs to differentiate and offer innovative new
retail services is limited”. Rather, Vodafone argued that MVNOs are increasing the
intensity of competition in New Zealand, noting that Vodafone’s MVNO deal with
Telstraggslear is for bulk national minutes which allow it sufficient flexibility to design retail
offers.

49.  Inrelation to mobile voice usage, Vodafone submitted that the Commission’s observation
that mobile outgoing minutes per subscriber in New Zealand is low ignores several
important factors, including:®*

8 MTAS Conference Transcript, 2 September 2009, p 37, lines 20-23.

684 Vodafone, Submission on the MTAS Draft Report, 28 July 2009, p 88, paragraph 311.

5% ibid, p 89, paragraphs 315-316.

6% vodafone, Submission on the MTAS Draft Report, 28 July 2009, p 89-90, paragraphs 317-321.
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= residential local fixed-line calling is free in New Zealand, and such calls will be a
very good substitute for mobile calls in many cases;

= SMS prices in New Zealand are low and usage is high, and in many cases sending an
SMS is a good substitute for making a call; and

= Voice usage in New Zealand is growing rapidly, with the number of calls made per
customer on Vodafone’s network growing at a compound annual growth rate of 15
percent per year over the period from 2004/05 to 2008/09.

Vodafone also argued that its prices perform well in the OECD rankings, stating that:**’

* its on-account pricing ranks in the top half of the OECD countries;

= in terms of prepay pricing, the OECD benchmarking is not very reliable because it
does not allow for offers such as Bestmate, which is popular with prepay users, and
the Family plans; and

= it is difficult to compare prepay pricing across countries without taking account of
the minimum top-up requirements that are imposed on prepay customers in many
countries.

In relation to New Zealand’s current mobile penetration rate, Vodafone submitted that
penetration in excess of 100% is not driven by customers having multiple handsets to take
advantage of on-net pricing. Vodafone noted that the calculation of penetration includes
every device connected to a mobile network, even if it is not a phone, and therefore
includes data devices that are used to provide mobile broadband services. In addition,
Vodafone noted that some people will have two handsets for reasons unrelated to on-net
pricing, such as having a work phone paid by their employer and another phone for
personal use.®®®

Regarding SMS, Vodafone submitted that there is limited justification for regulating a
service that already has very low prices and high usage levels because the Commission
simply cannot gain any substantial additional benefit for consumers in such an
environment. Vodafone stated that average retail SMS prices in New Zealand have
declined by 29 percent on average in each of the last five years, while the volume of texts
sent per subscriber has increased by 37 percent over the same period.*®’

Vodafone argued that, taking into account competition from substitutes (such as instant
messaging) as well as competition between operators in the market for SMS, the pressure
on SMS prices in strong and therefore, there is no reason for the Commission to be
concerned about retail SMS pricing.*”

Vodafone cross-submission

54.

In its cross-submission Vodafone conceded that when the Commission first started
considering mobile termination rates in 2004, there was room for improvement in the retail

57 ibid, paragraphs 326-328.

5% ibid, p 92-93, paragraphs 334-336.

5% ibid, p 107, paragraphs 391-392.

6% yodafone, Submission on the MTAS Draft Report, 28 July 2009, p 107, paragraph 396.
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mobile market in New Zealand. However, Vodafone submitted that this is no longer the
case.

At a structural level, Vodafone noted that the market has moved from having two providers
of retail mobile services in 2004 to having three network operators, seven individually-
branded MVNOs®' and one more to come®.

Vodafone further submitted that the conditions for new entry are significantly more
favourable than they were in 2004 as a result of a number of regulatory, government and
commercial activities. In particular, Vodafone noted that:***

* mobile number portability was introduced in April 2007 so that consumers can now
easily move between networks without having to give up their existing phone
number;

= the Commission has made a standard terms determination in relation to mobile co-
location that sets out the terms and conditions upon which parties can seek to co-
locate on each others networks;

= there are now three mobile network operators in New Zealand such that the market
for national roaming should be significantly more competitive for any potential new
entrant than it was in 2004; and

= any new mobile network entrant can have access to mobile termination on
Vodafone’s network on the same terms as the secret deal entered into with 2degrees.

Vodafone also submitted that there have been a number of significant improvements in
retail market outcomes for consumers since 2004. Vodafone submitted that from 2004-05
to 2008-09:°*

= average revenue per outgoing voice minute fell by 18 percent on average across each
of these years (55 percent in total over the entire period);

= average revenue per outgoing SMS fell by 29 percent on average across each of these
years (75 percent in total over the entire period);

= voice usage per customer per annum (in minutes) grew by 74 percent; and
= SMS usage per customer per annum grew by 254 percent.

In relation to international comparisons of revenues and usage, Vodafone submitted that in
2004-05 New Zealand consumers faced retail prices for voice services that were, on
average, higher than those faced by consumers in some key comparable overseas
jurisdictions, such as [ ] VNZCOI. Vodafone submitted, however, that the situation has

81 TelstraClear, M2, Compass, Black and White, CallPlus and Slingshot are operating on Vodafone’s network, while
Digital Island is operating on Telecom’s network.

592 In footnote 27 of its cross-submission Vodafone noted that it was recently reported that Orcon will be launching its
mobile offering within 60 days.

6% Vodafone, Cross-submission on the MTAS Draft Report, 18 August 2009, p 23, paragraph 68.

%4 ibid, p 23, paragraph 70-71.
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changed greatly since 2004-05, with internal Vodafone benchmarking data for 2008-09
showing that voice revenue per outgoing minute is now lower than that which exists in
each of these jurisdictions.*”

With regard to SMS, Vodafone submitted that average revenue per outgoing SMS has
always been relatively low in New Zealand compared to the rest of the world, but large
reductions since 2004-05 have seen New Zealand move to be clearly cheaper than the
Vodafone operating companies in [ ] VNZCOI.%°

Vodafone conceded that voice usage is low in New Zealand relative to other parts of the
world. However, Vodafone submitted that this is not a result of high retail prices for voice
calls in New Zealand. Rather, Vodafone submitted that it believes that this is a result of the
combination of free local calling in New Zealand, and the relatively low retail prices for
SMS. In support of this Vodafone noted that SMS usage per customer has risen
dramatically in New Zealand in recent years compared to the Vodafone operating
companies in [ ] VNZCOI, and that SMS usage per customer in New Zealand is now
almost double that of the next highest of these three countries.®”’

Vodafone further submitted that SMS and voice services are provided as part of the same
bundle of services, and that they are, to some extent, substitutable for each other.
Consequently, Vodafone argued that due to low SMS prices and the existence of free local
calling, it should not be surprising that there is relatively low usage of mobile voice calls in
New Zealand.*®

Vodafone submitted that it expects to continue to perform strongly in OECD
benchmarking. Vodafone noted that with the recent introduction of the ‘Easy Plans’
(which replace the previous ‘Base Plans’) it has improved the terms of the plans used in the
benchmarking analysis. However, Vodafone also noted that the OECD benchmarking
exercise fails to capture the benefits that consumers enjoy from offerings such as:**°

= BestMate Prepay — which currently provides around $375 of value each month for
only $6 (based on customer usage of this product and standard out-of-bundle calling
rates;

=  TXT2000 — which provides for $400 worth of on-net SMS for only $10 per month;

* Family — which currently providers around $390 of value each month for only $20;
and

»  TXT600 — which currently provides for $120 worth of any-net SMS for on-account
customers for $12.95 per month.

Vodafone submitted that New Zealand is now world leading in terms of product innovation
and 3G network deployment. Vodafone noted that New Zealand now has two fully
deployed 3G mobile networks in New Zealand that both cover 97 percent of the population.

6% Vodafone, Cross-submission on the MTAS Draft Report, 18 August 2009, p 25, paragraph 75.
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In contrast, Vodafone’s 3G network deployment is only in the metropolitan areas of
Australia and Ireland; and only covers 80 percent of the population in the UK.”"

Telecom submission

64.  Telecom submitted that New Zealand mobile network operators have engaged in
competition across a number of service components, and that competitive pressures in the
New Zealand market have played out more in relation to coverage-based competition than
in many other markets, but there has also been service-based and price-based
competition.”®!

Telecom cross-submission

65.  Inits cross-submission, Telecom stated that not only are prices tracking down over time,
but there has also been vigorous non-price competition in response to consumer demand for
new and improved products and for other enhancements such as improved coverage,
greater roaming capability, and faster, more reliable networks. Telecom submitted that this
consumer demand has generated ongoing investment.”"

66.  In addition, Telecom submitted that even if MTR prices are above cost, this does not mean
that there is not “workable competition”. Telecom argued that above cost MTRs on a stand
alone basis are also not an indicator of an absence of workable competition due to the two-
sided nature of the market and the more general need in a competitive market to recover
common costs from relatively inelastic demand.””

NERA submission

67.  NERA submitted that the Commission presented evidence of the evolution of network
technology in the Draft Report, but did not recognise this as a form of vigorous (dynamic)
competition between Telecom and Vodafone. NERA submitted that Telecom and
Vodafone have been engaged in a “technology race”, where repeated sunk investments are
made to provide new or upgraded services to customers. NERA further submitted that
these investments are an indication of vigorous competition between the two mobile
operators, with end-users clearly benefiting through higher speeds and better services.*

68.  NERA concluded that competition occurs across a wide range of dimensions, and the
Commission’s analysis is too narrowly focused on comparing price and call usage in New
Zealand with other OECD countries.””

2degrees cross-submission
69.  2degrees submitted that assertions of a competitive market from the incumbents are self-
evidently incorrect and an insult to consumers. In particular, 2degrees submitted that: "

= voice utilisation rates are low because it is too expensive to make calls to and from
mobiles, especially off-net mobile calls;

7% vodafone, Cross-submission on the MTAS Draft Report, 18 August 2009, paragraph 95.

! Telecom, Submission on the MTAS Draft Report, 28 July 2009, paragraph 28.

792 Telecom, Cross-submission on the MTAS Draft Report, 18 August 2009, p 10-11, paragraph 32.
% ibid, p 11, paragraph 35.

"% NERA, Submission on the MTAS Draft Report, 28 July 2009, p 4.

%5 ibid, p 5.

7% 2degrees, Cross-submission on Draft Report on MTAS, 18 August 2009, p 16-17, paragraph 4.7.
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= incumbents’ returns are likely well in excess of any reasonable measure;

= despite this, even Telstra has been deterred from entering due to the artificially
created entry/expansion barriers;

= fixed-line customers have subsidised the incumbents for a number of years;
= networks are closed — there is virtually no cross-net traffic;
= there is ample anecdotal evidence of dual handsets; and

= despite NERA’s assertions, Telecom clung on to old technology to the frustration of
numerous overseas travellers. Concept Economics highlight in its cross-submission
the lack of dynamic competition, calling this “the avoidance of competition rather
than rivalrous dynamic change”.

Concept cross-submission

70.

71.

72.

In response to Vodafone’s submission that New Zealand prices rank well compared with
other OECD countries, Concept submitted that this is misleading. In particular, Concept
submitted that the usage assumptions employed in the OECD rankings are no longer
reflective of typical demand in OECD countries which distorts the results. Concept
submitted that while the average voice usage across OECD countries is 120 minutes per
month, the medium usage basket contains only 65 minutes’”’. Concept pointed out that the
OECD will be updating the baskets this year to take account of changing usage patterns and
tariff structures.’”

Furthermore, Concept compared Vodafone Australia plans with the Vodafone NZ plans
that are included in the OECD analysis. Concept noted that when comparing the low usage
plans, the Australian consumer would be much better off because although the Australian
plan is slightly more expensive, the customer receives around 117 extra minutes, 100 free
texts and has no contract term. Concept reached similar conclusions when comparing the
Vodafone NZ ‘Easy 20’ and ‘Easy 60’ plans to similar plans offered in Australia.””

Concept also contended that the primary driver of the pricing plans used in the OECD
rankings may not have been competition, but rather the threat of regulatory intervention.
Concept suggested that Vodafone may have been incentivised to offer plans that improved
the OECD rankings, but which did not necessarily improve consumer wellbeing. Concept
concluded that:""

‘Following the introduction of the Base plans in 2006, New Zealand’s ranking in international price
comparisons was artificially enhanced. The ‘representative’ price of mobile services in New Zealand
dropped dramatically, despite the fact that the price of most mainstream offerings remained steady.’

Impact of above-cost MTRs and on-net discounting

7 The low usage basket contains 30 minutes and the high usage basket contains 140 minutes.
7% Concept Economics, MTAS: Cross-submission, 18 August 2009, p 3.

%9 ibid, p 4-6.

1% Concept Economics, MTAS: Cross-submission, 18 August 2009, p 6-9.
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TUANZ submission
73. TUANZ submitted that the effect of above-cost MTRs has been to create closed user
communities for the incumbent mobile carriers, and that this situation is anti-competitive in
the worst possible way, and highly disadvantageous to users who are entitled to expect fair
and open market competition.”"!

Vodafone

74. In response to the Draft Report, Vodafone submitted that reductions in MTRs are unlikely
to increase competition in the mobile market, as MTRs are both a cost and a source of
revenue for mobile operators. For example, Vodafone argued that while many of 2degrees’
customers’ calls will be off-net (and hence incur wholesale termination charges), so too
will be many of its incoming calls. According to Vodafone, there is no evidence to suggest
that net payments from 2degrees to the existing mobile operators will be significant.”'*

75.  Inrelation to SMS, Vodafone has submitted that there are a number of unique features
about SMS termination that mean it has to be analysed differently from voice
termination.”"” In particular, the two-way nature of SMS communication means that both
parties typically send messages back and forth:”"*

‘When a subscriber sends an SMS, there is a strong probability that they will receive a reply. This is an
artefact of using a one-way communication channel for two-way communication — to achieve dialogue
with SMS, parties need to exchange messages. So SMS messages tend to cause other SMS messages in

reply.’

76.  Asaresult, Vodafone submitted that SMS traffic flows between networks will be largely
balanced. This means that mobile operators both pay and receive termination fees, and that
the effective SMS termination rate will be significantly lower than the headline rate.”"

77. Vodafone disagreed with the Commission’s view that in the presence of on-net price
discrimination, the extent to which 2degrees is able to compete in the market is likely to be
highly dependent on the termination rates it faces. Vodafone submitted that this:’'®

‘... makes no sense in the context of an offer such as BestMate or Family. These offers apply only to
closed user groups of either 2 (in the case of BestMate) or 4 (in the case of Family) users on the same
network. To match these offers, a new entrant does not need to draw the whole of its rival’s mobile
network on to its own to match the benefits available under the Vodafone BestMate offering. Instead, it
only needs to attract 2 people to its network. Similarly, with Family, a new entrant only needs to attract 4
consumers to its network.’

78. Vodafone repeated this argument in its written opening statement for the MTAS

Conference, noting that of its subscriber base:’"’

= less than [ ] VNZCOI pre-pay customers subscribe to BestMate;

= there are approximately only [ ] VNZCOI “Family” hubs; and

"' TUANZ, Submission on MTAS Draft Report, 28 July 2009, p 2.

12 yJodafone, Submission on the MTAS Draft Report, 28 July 2009, paragraphs 354 to 366.

13 ibid, paragraph 369.

"% ibid, paragraph 374.

" ibid, paragraphs 379 to 381.

716 yodafone, Cross-submission on the MTAS Draft Report, 18 August 2009, p 60, paragraph 213.
"7 Vodafone, Written Opening Statement, 31 August 2009, page 19
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= over[ ] VNZCOI active pre-pay customers do not subscribe to an on-net bundling
offer.
Telecom
79.  Inits submission on the Draft Report, Telecom challenged the Commission’s assertion that

80.

81.

Covec
82.

83.

&4.

above-cost MTRs represent a barrier to entry and expansion in the retail mobile market,
citing the example of Bulgaria. Telecom submitted that Bulgaria has the highest MTRs in
the EU (13.5 eurocents per minute) and one of the highest mobile penetration rates in the
world (135%), yet in this environment Vivatel was able to significantly grow its share in a
market with two incumbents. Telecom noted that between 2006 and 2009 Vivatel was able
to grow from 1 percent market share to 11 percent market share.”"®

Furthermore, Telecom noted that Bell South (subsequently Vodafone New Zealand)
launched a mobile network in 1993 using commercially negotiated MTRs.”"’

In relation to on-net pricing discounting, Telecom submitted that on-net pricing is prevalent
in markets with BAK for mobile termination and exists in 27 out of the 30 OECD mobile
markets. Telecom submitted that on-net pricing is reflective of marketing strategies
adopted by the various operators and bears no relationship to MTM MTRs. "

Covec submitted that changing the MTM termination rate affects the intensity of
competition between mobile networks when there are on-net discounts. In particular,
Covec submitted that:”*'

‘With on-net discounts, to the extent that consumers make some of their calls randomly to the
subscribers of the same network (as opposed to making all their calls to a fixed ‘calling circle’),
consumers benefit when the size of the network increases. This is because when a new subscriber joins
a network, there is some probability that the existing subscribers of the same network will want to call
the new subscriber, and that they will be able to do so at the cheaper on-net rate. Therefore, everything
else equal, a larger network is more valuable to its subscribers, although the strength of this effect
depends crucially on how much subscribers care about the size of the network as a whole rather than
simply which network their friends and family belong to.’

Accordingly, Covec argued that on-net pricing induces network effects, and these effects
strengthen the incentive to acquire new customers. Following on from this, Covec
submitted that the greater incentive to acquire new customers means that firms compete
more intensely in the presence of network effects, which leads to lower prices, lower
profits and greater consumer surplus.’?

Covec further submitted that:”*

‘...the MTM termination rate partially determines the strength of these network effects, to the extent
that it affects the differential between on- and off-net prices. If a lower MTM termination rate leads to
a smaller differential, the network effects are reduced. By the same logic as above, this reduces the

8 Telecom, Submission on the MTAS Draft Report, 28 July 2009, paragraph 72.

"9 ibid
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intensity of competition between networks, leading to higher prices overall and lower consumer
surplus.’

Accordingly, Covec implied that lower termination rates may actually reduce the level of
competition in the mobile market. However, at the MTAS Conference Covec clarified this
position, noting that this is based on a model which contains a number of assumptions
around the way in which firms compete. Covec commented that:"**

‘CHAIR: So in terms of the economic position the suggestion that a reduction [in termination rates]
would reduce intensity of competition and lead to higher prices, you accept under the current market
situation would not be the case?

DR SMALL: Conditional on where you're going to with that reduction, yes.
CHAIR: Yeah, yeah, cost-based.

DR SMALL: Yeah.

After the MTAS Conference, Covec provided written comments on the ‘whiteboard
example’ presented by the Commission at the conference. Coved argued that:"*

‘... since low on-net prices are driven by closed user group pricing, it does not follow that the average
price to call anyone on-net is low. Low prices are only available for calls to small groups. The task
would be very much tougher for a new entrant if these voice plans were available to anyone on-net.
Under the current structure of prices, it is not necessary for an entrant to offer low any-net pricing to
compete with the existing on-net pricing.’

Concept

87.

88.

Concept Economics submitted that perhaps the central problem facing 2degrees is the
barrier to entry and expansion created by the combination of above cost termination
charges and on-net retail price discounts.””® Concept argued that where the incumbent
mobile networks use heavy on-net discounting: ">’

‘... it is very difficult for an entrant to acquire a customer base because if a customer churns to the
entrant, that customer knows that their contacts (eg, friends and customers) will be charged high off-net
prices to call them, and similarly that they will have to pay high fees to reach those contacts, and this
will reduce the propensity of the customer to switch in the first place.’

According to Concept, the above circumstances will lead to a traffic imbalance, which will
be exacerbated where the entrant offers lower off-net prices in order to be able to attract
customers: **

“To be able to offer discounts to the same range of customers, the entrant, having fewer on-net
customers, would likely have to discount some off-net calls. Thus, their customers will call off-net
relatively more often than customers of the incumbents. However, the size of the outpayments can also
mean that the entrant is simply unable to viably offer customers a pricing package that will lure them
away from the incumbent networks.’

" MTAS Conference Transcript, 2 September 2009, p 40, lines 27-32.

2 Covec, Comments on the MTAS Conference ‘Whiteboard’ Examples, 9 October 2009, paragraph 17.
726 Concept Economics, MTAS: Cross-submission, 18 August 2009, p 16-17.
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In its cross-submission on the Draft Report, Concept developed an example to illustrate the
difficulties faced by a small entrant when there is on-net discounting and high MTRs.
According to Concept: >

‘Above cost termination charges exactly provide the foundation on which incumbents can add cost to
the entry and expansion of competitors. When termination costs, whether of calls or texts (and texts
are critical for entry at the low end of the market), exceed costs, on-net retail price discounts can be
used to raise the entrant’s costs, thereby preventing the entrant from cutting prices towards more
efficient levels, and possibly forcing exit.’

The Concept example is based on Vodafone’s Starter 2000 plan. Concept consider the
ability of a small entrant such as 2degrees to compete with such a plan, and estimate the
margins that would be earned by Vodafone and 2degrees respectively in offering such a
plan, given various assumptions about wholesale MTRs, market shares, and customer
usage patterns. According to Concept:’"

‘In all cases, the assumptions made are designed to overstate 2degrees final margins.’

Given their assumptions about calling and texting patterns, including the total volumes of
calls and texts made by the customer and the split between on-net and off-net, Concept
estimated the average retail revenues earned by Vodafone on the Starter 2000 plan.
Concept then estimated wholesale payments made (on outgoing off-net calls and texts) and
wholesale revenues earned (on incoming off-net calls and texts), using the MTRs contained
in the Vodafone initial undertaking. Vodafone’s wholesale payments to 2degrees are
relatively low, reflecting Concept’s assumption that Vodafone customers make a relatively
low proportion of off-net texts and calls, while 2degrees wholesale payments are
substantially greater (reflecting the assumptions made by Concept around the proportion of
2degrees traffic that is off-net).

Concept concluded that:”"

‘On-net discounting, coupled with termination rates that greatly exceed costs, sharply cut an efficient
entrant’s margins relative to those of the incumbent duopolists. The effect is to force the entrant to
subsidise the incumbents, thereby preventing the entrant from competing vigorously with the
incumbents, putting downward pressure on prices, and possibly forcing it out of business.’

Dr Haucap

93.

94.

In a cross-submission on the Draft Report on behalf of 2degrees, Dr Haucap argued that a
combination of on-net discounting and high MTRs can act as a strategic barrier to entry in
the retail mobile market.””* He referred to statements by the European Commission and the
ERG, to the effect that high MTRs can make it difficult for small mobile operators to enter
and compete with large mobile operators, and noted that this is consistent with the view
taken by the Commerce Commission in its Draft Report.

Dr Haucap submitted that when large mobile operators offer discounts for on-net calls, a
small mobile operator will be disadvantaged. He illustrated this effect with a hypothetical

729 Concept Economics, Cross-submission on the MTAS Draft Report, pages 16 to 17.

3% ibid, 18 August 2009, page 17.

! ibid, page 22.

32 Haucap submission, Short report on the assessment of the expected costs and benefits of lower mobile termination
rates in New Zealand, 18 August 2009, paragraphs 3 and 4.
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example where a large incumbent mobile operator (I) and a small entrant operator (E)
compete for a new subscriber. In order to be able to compete with the incumbent for the
new subscriber, the entrant has to recover the same level of retail revenue. According to Dr
Haucap, the entrant would have to offer lower on-net and off-net prices in order to be
competitive, and would also earn a smaller margin in the event that it were successful in
attracting the new subscriber.

95. According to Dr Haucap: >

‘The necessity for operator E to discount off-net prices most likely also leads to an imbalance in traffic
flows, as calls from E to I are less expensive than calls from I to E. It may be important to note that the
Covec report is actually imprecise in this respect. In paragraph 162 of the Covec report it is noted that
“if all customers are identical (...) traffic flows will be balanced regardless of market share.” The
Covec report furthermore notes that “if network A’s customers make more calls on average than
network B’s then there will be a net traffic flow from A to B for any given market share”. This
argument is completely correct under the assumption that the two networks’ prices do not differ. If,
however, prices differ between networks then the flow of traffic obviously depends on the respective
prices for off-net calls.

A reduction in MTRs, therefore, clearly serves to reduce barriers to entry ... in the retail mobile
market.’

96.  Dr Haucap also submitted that:"**

‘... the welfare effects of enhanced competition are notoriously difficult to estimate due to the dynamic
nature of competition. ... it is often considered a good approach for public policy to concentrate on
market liberalisation and safeguarding the competitive process. Hence, the focus should be on
removing artificial barriers to entry and preventing incumbent firms from erecting strategic barriers to
entry as far as possible in order to let the firms compete on a level-playing field without further
Government intervention.’

2degrees

97.  Inits submission on the Draft Report, 2degrees argued that a key barrier to infrastructure-
based entry and expansion in the New Zealand mobile market is the combination of high
MTRs and low on-net/high off-net retail pricing.”

98.  2degrees noted that if traffic between networks is balanced, the actual MTR will be
irrelevant.”® However, 2degrees submitted that retail price distortions are likely to lead to
traffic imbalances, and in doing so are likely to affect competition in the mobile market.

99.  Inits cross-submission on the Draft Report, 2degrees reiterated that above-cost MTRs
combined with on-net discounting represent a significant barrier to entry and expansion.
According to 2degrees, Vodafone and its experts have ignored a crucial point highlighted
by Concept and Dr Haucap, namely that traffic flows between networks will depend on
relative off-net prices.””’

733

ibid, paragraphs 6-8.

3% ibid, paragraph 11.

33 2degrees, Submission on the MTAS Draft Report, 28 July 2009, paragraph 1.6.

736 ibid, paragraph 5.25-5.27.

37 2degrees, Cross-submission on the MTAS Draft Report, 18 August 2009, paragraphs 7.1 to 7.8.
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Retail FTM/tolls market

Vodafone

100. Vodafone submitted that a halving of FTM termination rates is unlikely to generate a
substantial decrease in the input costs faced by fixed-line operators relative to their overall
costs of providing fixed-line services. Vodafone submitted that:”*®

¢...for this reason, it is hard to see how further decreases in FTM termination rates are likely to make a
large difference to the state of competition in the fixed-line market — they are hardly likely to be the
straw that breaks the camel’s back and suddenly unlock perfect competition in the fixed line market in
New Zealand.’

Covec

101. In relation to competition and margins in the FTM market, Covec noted that economic
theory predicts that when the intensity of competition increases, the difference between
price and cost decreases. For example, Covec noted that in a simple Cournot model, price
converges to marginal cost as the number of firms increases and in a Hotelling model of
product differentiation, price also converges to marginal cost as the firms become less
differentiated. Accordingly, Covec submitted that if reductions in the MTR increase the
intensity of competition in the FTM market, we should expect to see FTM pass-through
increasing and FTM price-cost margins reducing.””” However, Covec submitted that:

= there is no evidence that reductions in the MTR have led to an increase in the rate of
pass-through in the FTM market; and

= margins have not been decreasing.

102.  Covec submitted that over the entire period from 1997 to 2008 the MTR decreased by
about 33 cents per minute, while the FTM margin increased by more than 7 cents per
minute. Covec argued that this is the opposite of what you would expect to see if
reductions in the MTR do increase the intensity of competition in the retail FTM market.

103.  Covec finally noted that:"*

‘The Commission’s conclusion that average retail prices for FTM calls are substantially above the cost
of supplying these services due to above-cost MTRs is therefore quite incorrect. MTRs have fallen
substantially while FTM margins have not. If there s any lack of competition in the FTM market, it
does not appear to have been caused by the level of the MTR.’

TelstraClear
104. TelstraClear submitted that it agrees with the Commission’s analysis that “above-cost
MTRs will continue to dampen competition in the supply of retail FTM calls, as fixed

operators will be limited in their ability to compete with integrated suppliers”.”*!

MTAS Conference
105. In response to a question regarding the impact of ‘artificially high’ termination rates on the
level of competition in the retail FTM/tolls market, CallPlus stated that:"*?

¥ Vodafone, Submission on the MTAS Draft Report, 28 July 2009, p 56, paragraph 187.
3% Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, p 23, paragraph 109.
0 Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, p 24, paragraph 112.
1 TelstraClear, Submission on the MTAS Draft Report, 28 July 2009, p 4, paragraph 5.
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‘...by artificially high I mean to a point where they can do things like have on-net pricing and still
make a healthy margin and then have off-net pricing and make a huge margin, and I think 2degrees
alluded to a penalty rate. And the ability by having those huge margins to also be able to cross-
subsidise across into other product lines like broadband with like 12 month free offers and so on and so
forth.

So it's simply a matter of using strategies of cross-subsidies on-net and bundles to make price points in
other products as part of a bundle when they're selling to a customer. And typically, you know,
customers tend to buy a bundle of products these days far more than they used to ten years ago. It's
very difficult for a fixed line only operator to compete with that.’

743

‘... in the present situation an above cost fixed to mobile rate creates a distortion when a mobile carrier
is able to use on-net pricing, which means that their own customers are going to be more inclined to
pick up their mobile independent of the fact, because they can essentially set their retail price without
direct regard to a termination fee, they're only incurring the cost of terminating the call and we've
agreed that that is lower than the fixed to mobile fee.

But in contrast, the fixed carrier has to think about what is a real cost to them. It's not a real resource
cost but it's a real cost to them. And as has been pointed out by both Telecom and Vodafone, when
those underlying costs differ that affects the way you set prices at the margin and it affects all of your
prices. So you're essentially forcing the two types of carriers, the fixed carriers and the mobile carriers,
to compete on an uneven footing and that will only distort prices relative to cost, distort consumer
choice, and that's generally inefficient.’

744
d:

‘But what I think we do see is that to the extent that mobile termination rates, wholesale mobile
termination rates are significantly above cost, it does essentially provide a distortionary effect within
the market through the issues that have been discussed around cross-subsidy, from the above cost
mobile termination.

So I think from a non-integrated fixed line perspective, above cost mobile termination does allow some
parties to cross-subsidise while others aren't, and that does have a detrimental impact on competition
across the market.’

™2 MTAS Conference Transcript, 2 September 2009, p 51, lines 13-22.
™ ibid, p 53-54.

™ ibid, p 62.
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APPENDIX 4: SUBMISSIONS ON BENCHMARKING ISSUES™

Summary of Draft Report benchmarking

1.

Table 37 summarises the benchmarks used in the Draft Report:

Table 37: Commission's Draft Report voice benchmarks

MTR Blended MTR MTR
Home Currency exchange in NZcpm effective
rate
Australia $0.058 0.8872 6.54 2009
Denmark DKK 0.54 4.5881 11.77 2009
France €0.0265 0.5490 4.83 2008
Israel ILS 0.173 24171 7.16 2009
Malaysia MYR 0.0873 1.6669 5.23 2008
Netherlands €0.056 0.5364 10.44 2008
Norway NOK 0.48 5.0379 9.53 2008
Sweden SEK 0.3675 5.2834 6.96 2008
UK £0.0478 0.3813 12.52 2009
Median 7.16

Source: Commerce Commission (2009).

Pricing Principles

Draft Report

In the Draft Report,”*® the Commission considered whether a cost-based pricing principle

or a bill-and-keep (BAK) pricing principle should apply to the MTAS. The Commission
concluded that a cost-based pricing principle was likely to give best effect to the purpose
statement in section 18 of the Act.”*’ According to the Commission’s preliminary view set
out in the Draft Report, a cost-based MTAS price was likely to promote efficient
competition based on the underlying cost of supplying the MTAS, and that neither calling
nor network externality effects were likely to justify any departure from a cost-based
mobile termination rate.”*®

The Commission did acknowledge that there may be circumstances in which BAK may
merit further consideration in the future, for example where cross-network traffic is
relatively balanced, where BAK pricing has emerged as a commercially negotiated

™ Note: Unless otherwise stated, submissions made prior to 30 June 2009 have been addressed in the Draft Report
and where an issue has been raised by a party on more than one occasion, to avoid repetition, the Commission has
noted the initial instance the issue was raised.

746

Commerce Commission, Draft Report on whether the mobile termination access services (incorporating mobile-

to-mobile voice termination, fixed-to-mobile voice termination and short-message-service termination) should become
designated or specified services, 30 June 2009, p97-113

747
748

ibid, paragraph 423.
ibid, paragraph 400.
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approach, or where calling externalities are present.”* The Commission also noted that the
pricing principle for the existing fixed PSTN interconnection service in the Act includes
both cost-based and BAK pricing options, and proposed a similar pricing principle for the
MTAS. Specifically, the Commission proposed a FPP based on the forward-looking long-
run incremental costs of the MTAS, including a reasonable contribution to forward-looking
common costs, or the Total Service Long-Run Incremental Cost (TSLRIC) of the service.
The FPP proposed by the Commission in the Draft Report also included pure BAK and
hybrid BAK options where the Commission considers that the TSLRIC principle would not
give best effect to the purpose set out in section 18 of the Act.

Submissions on the Draft Report

4.

A joint submission from Woosh and Kordia also supported the use of an FPP based on pure
LRIC, excluding any allowance for the recovery of common and fixed costs.”’
Woosh/Kordia referred to the European Commission recommendation to set MTRs based
on LRIC.

In its submission on the Draft Report, 2degrees stated that the Commission’s benchmarks
should be lower than those outlined in the Draft Report because they believed the IPP
would only be in place for a short period of time, which if below cost, would cause harm
only for a short period, and that the harm to competition would outweigh these costs.”"

2degrees also stated that they considered BAK to be the regime that best met the purpose of
section 18 of the Act, noting that:">

Elsewhere in its submission, 2degrees indicated that the FPP should be based on LRIC, and
that there may be good reasons to reduce the MTAS price below cost to allow for a calling
externality.”

= BAK is not materially below cost;

= the harm from BAK has not been identified;

= Many dynamic markets function under a BAK arrangement;
» Traffic symmetry often occurs; and

= BAK has been advocated by the Commission and domestic and international
operators

Elsewhere in its submission, 2degrees indicated that the FPP should be based on LRIC, and
that there may be good reasons to reduce the MTAS price below cost to allow for a calling
externality.”>*

749

ibid, paragraph 424.

70 Woosh/Kordia submission, 28 July 2009, paragraphs 2.6 to 2.8.
1 2degrees Submission on Draft Report, 28 July 2009, p27.
52 2degrees Submission on Draft Report, 28 July 2009, p-30-39.

753

ibid, paragraph 4.2.
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2degrees then offered the following alternate options for the pricing principles:’™
= An IPP equal to the current fixed termination rates;

=  Forward-looking LRIC or pure TSLRIC (no allocation for common costs); and

= BAK.

Cross-Submissions on the Draft Report

10.

In cross-submissions on the Draft Report Vodafone agreed that TSLRIC is the appropriate
pricing principle for the MTAS."*

MTAS Conference

1.

12.

13.

14.

15.

At the MTAS Conference both Vodafone and Telecom agreed that TSLRIC is the
appropriate pricing principle.

Vodafone stated:””’

‘... our position remains that there is no evidence, I don't think we've seen it in the last two days really, to
depart from TSLRIC as a basis for thinking about what sensible and efficient termination rates should be

>

Telecom, in their closing statement outlined its view that there was a consensus that an
appropriate pricing principle had been agreed on:”*®

‘The most important of those is that I think everyone agrees with the principle of TSLRIC price
termination rates. What’s at issue here is how we get there.’

TelstraClear also supported the Commission’s preliminary view that regulation be based on
the forward-looking costs of the MTAS, and that TSLRIC rather than LRIC should be the
relevant cost standard. According to TelstraClear:”’

‘... the existing scheme of the Act, including PSTN interconnection, UCLL and subloops, was all
predicated on a TSLRIC basis not a LRIC basis. It’s not clear to TelstraClear why you would depart
from the TSLRIC principle which is set out in the Act simply for the purposes of mobile termination.’

Considerable discussion was conducted on the merits of BAK applied to SMS traffic.
Concept, on behalf of 2degrees, stated that while there is unlikely to be a strong calling
externality justification for below-cost SMS termination rates, the actual cost of
terminating SMS traffic is likely to be so small that BAK would be an appropriate pricing
principle for SMS."®

754

ibid, paragraph 4.2.

733 ibid, paragraph 6.22.

736 yodafone cross-submission, 18 August 2009, paragraph 217
T MTAS Conference Transcript, 3 September 2009, page 223.
8 MTAS Conference Transcript, 3 September 2009, page 231
79 MTAS Conference transcript, page 101.

%9 MTAS Conference transcript, pages 103 and 104..
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2degrees noted that most of its international agreements for SMS are based on BAK.”!

NERA, on behalf of Telecom, stated that it did not have a firm view on BAK for SMS, but
submitted that the TSLRIC of SMS termination will be greater than the pure LRIC."®

Telecom expressed some concern over a sudden shift to BAK for SMS when they stated:”®

‘(So,) I’d be pretty nervous about a sudden shift from today’s world to bill and keep, or bill and keep for
one service on the platform and not for the other’

Vodafone submitted that while the default for SMS termination in international agreements
often involves no charging, this primarily relates to person-to-person communication which
is usually in balance. Such commercial arrangements are monitored closely, and where
traffic imbalances do emerge, for example as a result of commercial spamming, the parties
may negotiate the implementation of charging regimes.”®*

With regard to calling externalities and the implications for an efficient MTAS price Dr
Haucap, on behalf of 2degrees, stated that while a calling externality could in principle
justify an MTAS price below TSLRIC, he was not convinced of such an externality in the
present case.’®

Dr Ralph, on behalf of 2degrees, also noted that prices should only be adjusted where there
was a calling externality that created a market failure. Dr Ralph doubted that this could be
demonstrated, and was disinclined to place much weight on such an effect.”*®

Should the Commission benchmark against cost-modelled rates or regulated rates?

Draft Report

22.

23.

24.

In the Draft Report, the Commission considered whether benchmarking against cost
modelled rates or regulated MTRs best served the purpose of the investigation.

The Commission assessed the benchmarking presented by both Covec’®’, on behalf of
Vodafone, and NERA768, on behalf of Telecom, in their submissions and concluded that
regulated MTRs, which both Vodafone and Telecom used in their benchmarking, were not
forward-looking cost based rates, as required by the proposed IPP.

The Commission noted that the countries in the benchmark set exhibited a wide range of
differences between their regulated and cost modelled rates and concluded there was no
consistent way to reconcile these differences. This further reinforced the Commission view
that cost modelled rates present the more robust and transparent benchmarks.

%1 ibid, page 106.

762 ibid, page 104-105.

763 ibid, page 105.

764 ibid, pages 107 to 108.

763 ibid, page 97.

766 ibid, page 103.

767 Covec, Benchmarking Mobile Termination Rates, 6 May 2009. p.25, Table 7.

%8 NERA, MTAS Benchmarking Response to Commission Comments on Undertakings, 6 May 2009, p.9, Table 3.
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25. The Draft Report concluded that the most appropriate way to benchmark forward-looking
costs was to use cost modelled rather than regulated rates, as allowing for the notional
adjustments that are exhibited in regulated rates would preserve distortions in the market
and would not fully identify the benefits that would flow from an immediate movement to
cost-based rates.

Submissions on the Draft Report

26.  Vodafone’®, Telecom’” and Covec’”' submitted that the appropriate benchmarks are the
regulated MTRs in foreign jurisdictions, rather than the cost modelled outputs and noted
there are a number of reasons for regulating above the cost modelled rate. They further
noted that the IPP refers to prices, rather than costs, and therefore the benchmarking should
be conducted against regulated MTRs rather than cost modelled estimates.

Vodafone

27.  Vodafone observed’’” that eight of the nine benchmarked countries do not regulate at the
cost modelled rate. Vodafone suggest that this is because regulators recognise that cost
models are subject to the risk of error and exhibit caution when setting regulated prices.

28.  Vodafone argued that asymmetric risk of regulatory error could arise if MTRs were set too
low, and this is more harmful than setting MTRs too high.

29.  Vodafone noted that foreign regulators set rates above cost modelled rates due to the
negative consequences resulting from regulating MTRs below cost.

Telecom

30. Telecom’” submit that the Commission should not use the cost model estimates in the
benchmarking set without carefully assessing their comparability to New Zealand. Telecom
also submits that other regulators have adjusted the model outputs to more accurately
reflect the real world situations and that the Commission’s cost standard can never be
achieved in the real world and may affect future investment. Telecom also stated in their
earlier submission of 6 May 2009'"* that the Commission should benchmarks against
regulated rates, rather than cost-modelled rates because of asymmetric risk of regulatory
error.

NERA

31.  NERA’” submitted that the Commission should benchmark against regulated rates rather
than cost modelled rate because NERA understood that the reason some countries set their
regulated rates above the cost modelled rates was to recognise that cost modelled rates do
not fully reflect reality and the results may be harmful to investment.

7% ibid p.44-45.

" Telecom, Schedule 3 Investigation into Regulation of Mobile Termination Access Services - Submission on draft
Report, 28 July 2009, p.19, para 84.

" Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, p.9, para 43

72 yodafone, Vodafone New Zealand Limited Submission to the Commerce Commission, 28 July 2009, p.44-45.

7 Telecom, Schedule 3 Investigation into Regulation of Mobile Termination Access Services - Submission on draft
Report, 28 July 2009, p.19-20.

7 Telecom, Submission Accompanying Revised Undertakings, 6 May 2009, p.6
" NERA, Regulation of the MTAS: Review of the Commission’s Draft Report, 29 July 2009, p.9.
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Covec

32. Covec’’® submitted that the ACCC consider cost modelled rates as a lower bound. On this
basis, Covec also stated that the regulated Australian rate should be used in the
benchmarking exercise rather than the Australian cost modelled rate.

Woosh and Kordia
33.  Woosh and Kordia’"’ submit that benchmarking should be based on underlying cost
assessments by regulators in preference to regulated prices which overlay those cost

assessments.
2degrees
34.  2degrees’”® submit that they agree with the Commission’s preliminary view, outlined in the

Draft Report, that benchmarking should be conducted using cost modelled rates rather than
regulated rates, but state that they believe the Commission should use a LRIC cost standard
similar to those recommended by the EC, or used in the USA.

Cross-Submissions on the Draft Report

Telecom

35. Telecom,779 in their cross submission, noted that if the Commission were to regulate to
mimic “workable competition”, this would implicitly support benchmarking against real
world pricing, rather than against theoretical prices. Telecom also noted that these cost
modelled rates have, for the most part, not been adopted by the relevant regulators as a
regulated rate in their jurisdictions.

Woosh, Kordia and CallPlus
36.  Woosh, Kordia and CallPlus’ submitted that the object of benchmarking is, by timely and
cost-effective means, to estimate what the regulated price would be as a final price under

the FPP.
Vodafone
37.  Vodafone, as part of their cross-submission, submitted a paper by Professor Janusz A.

Ordover’™ where Professor Ordover assesses the regulatory regime implemented by the EC
and proposed by 2degrees’"” in their submission on the Draft Report. Professor Ordover
finds that the cost standard implemented by the EC can only possibly be an efficient pricing
outcome if call externalities are relatively larger that access (network) externalities.
Professor Ordover then notes that he does not think this is likely to be true in the mobile
market and notes that such an outcome would be inconsistent with existing regulatory
views in the magnitudes of such externalities.

2degrees

76 Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, p.8.

"7 Woosh/Kordia, Submissions to the Commerce Commission in Relation to MTAS Schedule 3 Draft Report, 28 July
2009, p.4, para 3.1.

78 2degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, p.17, para 3.2.

" Telecom, MTAS Investigation — Cross-submission, 18 August 2009 p.11, para 38.

80 Woosh/Kordia/CallPlus, Cross Submissions to the Commerce Commission in Relation to MTAS Schedule 3 Draft
Report, 18 August 2009, p.7, para 5.5.

81 professor Janusz A. Ordover, Recovering Fixed and Common Costs for Mobile Networks in Europe, August 4
2008.

82 2degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, p.17, para 3.3.
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38. 2degrees’ view, in their cross-submission, *> was that it was appropriate for the
Commission to benchmark against costs. They submitted that a benchmark against
regulated rates will not provide any indication of the likely cost of the regulated service
under the FPP and will maintain the current distortions in the market.

39. 2degrees’™ also cross-submitted that Analysys Mason obviously approved of using cost-
based models as they note concerns about the glide-path but in doing so took great care to
include a number of quotes that make it quite clear that all of the regulators they quote are
proponents of reductions in charges such that the end of the glide-path reflect true cost.

MTAS Conference
40.  Atthe MTAS Conference Vodafone™ and Telecom,” and their experts reiterated their
views that the Commission should be benchmarking against regulated rates.

41.  Discussion focussed on whether to use the Australian cost modelled rate or the regulated
rate as a benchmark.

42.  Mr Wigley stated, on behalf of CallPlus and Kordia, that the cost modelled rate must be
used: ¥’

‘...I guess one should try and use the best possible information that’s available. The best possible
information is not always going to be regulated prices from overseas. In fact that might be the worst
possible information, and I’ll give an example shortly

The example I wanted to give is Australia, the last time around when the ACCC looked at mobile
termination rates, because it’s such a telling example. If we had applied by rote here, the benchmark
price there, which was AU 9 cents a minute, we’d have got it wrong. The reason we’d have got it
wrong is that the model here has to be, at least at that state, TSLRIC. There is no discretion to move
away from TSLRIC.

43.  Mr Wesley-Smith, on behalf of Telecom, stated:”®

‘So all of these [benchmarked] jurisdictions, including Australia, have said and set out that they’re
aiming to get a cost-based, cost-oriented, forward-looking cost-based price and they’ve all made a
judgement in their role as economic regulator as to what the appropriate rate is and how to get there.’

44.  Mr Wesley-Smith also stated:”®’

’...so it doesn’t follow to me how that means you can’t take where the ACCC got to at the end of its
process into your benchmark’

45. In response to Commissioner Mazzoleni questioning how, if a regulator considered a cost
model estimate to be too low and made an adjustment, as the ACCC did, the adjustment

"8 2degrees, Cross Submission — Commerce Commission Draft Report on MTAS, 18 August 2009, p.55-56, para
12.12-12.13.

78 Ibid, p.59.

5 MTAS Conference Transcript p.129

78 ibid, p.122-123

87 ibid, p.125-126.

78 Ibid p.133

™ Ibid, p.133
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could be considered to be cost reflective, which the Commission IPP requires, Mr York, on

behalf of Vodafone, conceded Commissioner Mazzoleni was making a “fair point’.””°

46. Mr York later stated that as he understood it, the ACCC was saying that their cost modelled
rate (of approx. AUD6cpm was wrong.” ' Mr Wesley-Smith concurred with this statement
later by stating that he thought the ACCC would say their rate of AU9c is a cost-based
rate.’%*

47. On behalf of 2degrees, Ms Lanigan noted that while not passing judgement on whether the
Australian cost modelled rate was over- or under estimated, she did state that some models
will over estimate and some will underestimate costs and taking an average or median
approach, these should even out.””

48.  Mr Srzich from Telecom”” stated that the Commission was deviating from past practice by
benchmarking cost modelled rates

Submissions on revised undertakings — October 2009

Vodafone

49.  In their submission on revised undertakings, Vodafone " stated that they agreed with the
Commission that the appropriate pricing principle for voice is TSLRIC (inclusive of a
contribution to common cost). Vodafone also accept that the IPP should involve
benchmarking against cost-based prices, where this means regulated prices rather than cost
modelled outputs.

795

Which countries should be included in the benchmark set?

Draft Report

50.  In the Draft Report”® the Commission set the benchmarking criteria to include comparable
countries who had conducted forward-looking cost-based MTRs informed by TSLRIC
modelling of similar services to those outlined in the Draft Report and that accounted for
common costs.

Submissions on the Draft Report — Voice benchmarks

Vodafone

51.  Vodafone”’ submitted that both Covec and Analysys Mason indicated that the French cost
model was based on historical costs. Vodafone requested that the French cost model be
excluded from the Commission’s benchmarking set.

Covec

0 Ibid, p.129-130.

! Ibid, p.131.

2 Ibid, p.135.

793 Ibid, p132-133.

4 Ibid, p.136.

795 yodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 16 October 2009, p.31, para
110.

796 Commerce Commission, Draft Report on whether the mobile termination access services (incorporating mobile-to-
mobile voice termination, fixed-to-mobile voice termination and short-message-service termination) should become
designated or specified services, 30 June 2009, p.111.

"7 Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.46.
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52. Covec’”® also submitted that Hungary and Greece should be included in the benchmarking
exercise. Covec recognised that both cost models include some historical costs, but noted
that the Commissions criteria allowed cost models to include some historical costs.

Analysys Mason
53. Analysys Mason’’ submitted that Hungary was overlooked and should be included in the
benchmarking set.

Cross-Submissions on the Draft Report - Voice

2degrees

54.  In their cross-submission 2degrees®° commented on the submissions that Hungary and
Greece should be added to the benchmark set. 2degrees concluded that Hungary, being an
ex-communist state was likely to have very high cost structures. 2degrees noted that they
expected Greece to have unusually high costs due to the large number of islands in the
Aegean and Ionian Seas. In 2degrees opinion, these would create issues with coverage and
backhaul. For these reasons 2degrees held the belief Greece and Hungary should not be
included in the benchmark set.

Concept Economics

55. Concept™' noted in their cross-submission that with, respect to France, the regulator
ARCEP used a bottom-up cost model and populated it with data drawn from the regulatory
accounts, which were in historical cost terms. However, Concept noted, ARCEP tested the
effect of using current costs instead of historical costs in the model and found it only made
a 2% difference in their cost estimates. On this basis Concept submitted that France should
be included in the benchmarking set.

56. Concept also noted in their cross-submission that the vast bulk of local call termination
between fixed and mobile operators was reciprocally terminated at USD 0.0007 per minute.
Concept acknowledged this rate was not determined by a cost model but noted that
operators had the option of appealing this rate through cost studies of call termination on
their network. Concept were not aware of any incidences of an operator exercising this
option. From this, Concept inferred that USD0.0007 (NZD0.001) was an appropriate cost
estimate for mobile termination and it should be considered a de facto LRIC estimate for
mobile termination and a benchmark for the USA should be included in the benchmark set.

2degrees letter to the Commission of 16 December 2009

57.  On 16 December 2009 2degrees™ wrote to the Commission outlining the flaws it
considered were contained in the Commission’s letter of 3 December 2009, where the
Commission stated its preliminary view that:*"

¢...the rates in the Telecom 28 October proposal appear likely... to be capable of being closely
considered for being recommended for acceptance.’

%8 Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, p.9, para 45-49.

9 Analysis Mason, Assessment of the position of the Commerce Commission of New Zealand in determining the
MTAS prices, 27 July 2009m p.7-8.

%09 2degrees, Cross Submission — Commerce Commission Draft Report on MTAS, 18 August 2009, p.60, para 14.10
%01 Concept Economics, MTAS: Cross-Submission, 18 August 2009, p.42.

%02 2degrees, Process for the final stage of MTAS investigation, 16 December 2009.

803 Commerce Commission, Process for the final stage of MTAS investigation, 3 December 2009.
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58. 2degrees stated that they considered the new preliminary view to be flawed and believed
that in adding Hungary to the benchmark set, the Commission was “seemingly in an effort
to ‘shochorn’ Telecom’s October rates into a justifiable range™**.

59.  2degrees then stated that there is significant evidence that many regulators consider that
their own cost estimates to be too high and note that WIK Consult, the Commission’s
expert consultants stated at the MTAS Conference that they considered the cost of the
MTAS in New Zealand to be lower than those they modelled for Australia in 2009, while
the Telecom undertakings set the rates at almost twice the Australian cost.

Submissions on the Draft Report - SMS

2degrees

60.  2degrees noted that the models that estimated the SMS benchmarks are now dated (2004
and 2005) and that technological progress and increases in volumes over the past 5 years
would lead to lower SMS termination rates. 2degrees" " submit that the termination costs of
SMS are not materially different to zero.

Vodafone

61.  Vodafone®® expressed concern in their submission that SMS is being considered for
regulation given that only one other country has regulated SMS, France, and they set prices
at NZ6.5-NZ7.6¢pt, which Vodafone state is largely to address concerns with SPAM.
Vodafone contrast this with the Commission’s benchmark of 0.95cpt, which is the Israeli
benchmark, who Vodafone do not consider to be comparable to New Zealand.

62.  Vodafone® note that the Commission’s benchmark set contains only two benchmarks
which are significantly different and not comparable to New Zealand. Because of this
Vodafone believe the Commission cannot place any reliance on these benchmarks.

Cross-Submissions on the Draft Report — SMS

2degrees

63.  2degrees™™ cross-submitted that the likely cost of texting can be estimated by data costs as
SMS is a form of data. Using prevailing retail data rates 2degrees estimated that the cost of
an SMS cannot exceed 0.01¢c. 2degrees™ submit that the very low cost of SMS and the
importance of SMS to the New Zealand market mean that SMS should billed on a B&K
basis.

Concept Economics
64.  In their cross-submission, Concept state that the cost of SMS is essentially zero since tens
of thousands of SMS constitute a tiny amount of data.*'

Vodafone

%04 2degrees, Process for the final stage of MTAS investigation, 16 December 2009.
805 2degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, p.30, para 5.2
806 Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.5
807 :1.:
ibid, p.49
808 2degrees, Cross-Submission on Commerce Commission Draft Report on MTAS, 18 August 2009, p.39, para 1.18-
6.19
% ibid, p.58, para 13.7.
810 Concept, MTAS: Cross-Submission, 18 August 2009, p.21
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65. Vodafone®'" cross-submitted that 2degrees failed to understand (and ignored) the valid
dynamic efficiency argument for selecting the upper benchmark in this case. In Vodafone’s
view, the Commission was not cautious enough in its SMS benchmarking.

66.  Vodafone also stated in their cross-submission that this was especially the case given an
efficient price for SMS termination was likely to require a price above the TSLRIC of
providing the service on account of the costs of SMS spam.

Comparability

Draft Report

67.  Inthe Draft Report,*' the Commission considered the issue regarding comparability of the
countries used in the benchmarking.

68. The Commission assessed a submission produced by Covec®" in which econometric
benchmarking was used to estimate the relationship between MTRs and potential cost
drivers.

69. The Commission outlined a number of concerns with the approach taken by Covec, these

included issues with data limitation, whether the dependent variable used accurately
reflected the cost of supplying the MTAS and the selection of some independent variables.

70. The Commission stated that of the statistically significant explanatory variables estimated
by Covec. The Commission considered that only urbanisation may be an appropriate cost
driver for providing the MTAS. The Commission then noted that all benchmarked
countries fell within acceptable range of urbanisation and on the basis of urbanisation no
benchmarked country should be excluded.

71.  Having assessed the likely cost drivers of the MTAS, the Commission’s preliminary view
was that it is reasonable to regard the countries within the Commission’s benchmark
sample as being comparable to New Zealand.

Submissions on the Draft Report

Vodafone

72. Vodafone®* submit country-specific factors are important and by averaging over a range of
benchmarks the Commission will not produce a sensible estimate of costs in New Zealand.
Vodafone also state that the Commission’s benchmarks could not be considered robust if
they did not take into account comparability. Vodafone suggested that the Commission
should adjust its benchmarks for comparability. Vodafone®"” also stated in their submission
of 6 May 2009 that the WIK Consult report of 22 December 2008 did not consider the
effect of transitioning from 2G to 3G technology.

811 Vodafone, Cross submission, 18 August 2009, p.55, para 194.

812 Commerce Commission, Draft Report on whether the mobile termination access services (incorporating mobile-to-
mobile voice termination, fixed-to-mobile voice termination and short-message-service termination) should become
designated or specified services, 30 June 2009, p.130-136

813 Covec, Benchmarking Mobile Termination Rates, 6 May 2009, p.28-32

#14 Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.41, para 126.
815 Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 6 May 2009, p.43, para 133



262
973435 1
73. Vodafone submit that New Zealand is not comparable to the two SMS benchmarked
countries.*®

Analysys Mason
74.  Analysys Mason®'’ submit that the Commission does not carry out a robust comparability
assessment between cost drivers in New Zealand and the benchmarked countries.

2degrees
75. 2degrees®'® submit that they agree with the comparability assessment conducted by the
Commission in the Draft Report.

Covec

76. Covec,819 in their submission on behalf of Vodafone, noted that Norway was most
comparable to New Zealand because of similar land area, population and population
density but noted that Norway had a greater GDP per capita. Covec submit that variation in
the benchmarked rates indicates that there is no single termination rate for all countries and
that local conditions are key drivers in these differences.

77. Covec also submitted that the analysis conducted by WIK Consult®’ showed small
differences in cost estimates between countries with different characteristics assume
different traffic volumes. Covec noted that when they then adjusted these differences in
traffic they estimated that larger and/or more sparsely populated countries had higher costs
than WIK estimated.

Cross-Submissions on the Draft Report

Telecom

78. Telecom™' note in their cross-submission that the IPP appears to be unworkable for
reasons Vodafone outline in their submission and state that the Commission’s best
alternative is to take the observation from the most comparable country and apply that.

2degrees
79.  2degrees®* outlined the key conclusions in the cross-submission by Concept Economics.
These being:

= 2degrees CTO Mike Goss stated that there was no reason to suppose that cost in New
Zealand would be high when compared internationally and costs in New Zealand are
likely to be comparable, or even lower than those in Australia;

= Comparison with Norway on factors such as labour costs, climate, and geographic
coverage indicated that the costs of termination in Norway would be likely to be
higher than New Zealand.

816 yodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.49, para 163
817 Analysis Mason, Assessment of the position of the Commerce Commission of New Zealand in determining the
MTAS prices, 27 July 2009m p.5-6

818 2degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, p.56-57

819 Covec, MTAS Regulation Quantitative Analysis, 27 June 2009, p.8, para 42.

820 WIK Consult, Cost Driver Sensitivity Analyses with Mobile Cost Models, 22 December 2008.

821 Telecom, MTAS Investigation — Cross-submission, 18 August 2009 p.12, para 43

822 2degrees, Cross Submission — Commerce Commission Draft Report on MTAS, 18 August 2009, p.56-57
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=  France should not be excluded from the benchmarked set due to a 2% cost difference
between populating their model with historical costs and populating it with current
costs.

= The TELRIC methodology applied in the USA, which is consistent with the TSLRIC
approach in the Act, should be included in the benchmarking.

Concept Economics

80. Concept, in their cross-submission,*** addressed the issue of comparability raised by Covec
where it was suggested that Norway was the most comparable country from the
Commission’s benchmark set. Concept noted the following factors would increase the cost
of termination in Norway relative to New Zealand

= Coverage: The coverage of population in Norway is higher than in NZ: 97% in NZ
compared with 99% in Norway. This translates to a significant difference in the
extent of geographic coverage: Norway has landmass coverage of 85%. NZ, on the
other hand, has much lower landmass coverage.

= Labour costs — These are substantially higher in Norway and the PPP may not
properly adjust for this

» (Climate — Norway is much colder than New Zealand which increases the challenges
and costs associated with mobile deployment, and has implications for housing of the
equipment.

81. Concept also stated in their cross-submission that there is no apparent reason why the costs
in New Zealand would be high by international standards. Further to this point, Concept
reached the conclusion that costs in New Zealand were likely to be lower than those in
Norway, especially given the observation by cost modellers WIK Consult.

82. This observation by Concept was supported by the practical engineering knowledge of Mr
Goss that costs in New Zealand would be less than those in Australia. Concept concluded
that this signalled costs in New Zealand were likely to be below the median of the
benchmark set.

Submissions on Revised Undertakings — October 2009

Vodafone

83.  In their submission on revised undertakings, Vodafone®* state that they believe there is no
reason to believe Australia is a good comparator country to New Zealand. Vodafone view
other countries such as the UK and Norway as good comparators within the Commission’s
benchmark set. Vodafone also note that the ACCC stated that it believes their cost model
estimate is below the level achievable in reality. Vodafone state that therefore, even if
Australia is comparable the cost estimate is not an appropriate estimate of cost in New
Zealand.

What are appropriate cross-checks?
Draft Report

823 Concept Economics, MTAS: Cross-Submission, 18 August 2009, p.40-42.
824 Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 16 October 2009, p.36, para
131.
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In the Draft Report the Commission used two external sources of information to cross-
check the accuracy of the voice benchmark and one cross-check for the SMS benchmark.

For the voice benchmark the Commission used the EC recommendation on voice rates for
2012 to cross check with the factual of the voice MTR in 2012. The EC recommendation
stated that it expected the average MTR in the EU to be around NZ4.5cpm (€2.5¢cpm) in
2012. The EC recommendation did not include an allocation for common costs, which the
Commission estimated to be approximately 10% of total cost. With a common cost
allocation added to it, the EC recommendation became €2.75cpm, or NZ4.95cpm. The
Commission’s factual for voice in 2012 was NZ5.2cpm.

The second voice cross-check used was the voice implied on-net termination rate, which
was calculated from confidential data submitted by operators. These calculations returned
a implied on-net termination rate of no more than [ ] CRI cpm.

The SMS cross checks consisted of the SMS implied on-net termination rate which was
calculated as being no more than [ ] CRI cpm.

The Commission considered all three cross-checks used supported the benchmarking
conducted in the Draft Report.

Submissions on the Draft Report

Analysys Mason

&9.

Covec
90.

91.

92.

Analysys Mason®** submit, on behalf of Vodafone, that the Commission had made
incorrect use of the EC target MTR for 2012. Analysys Mason noted that the EC target
referenced by the Commission in its analysis was not a formal target issued by the EC.
Further, Analysys Mason stated the Commission compared its factual in 2012 to the EC
MTR target for 2012 without taking into consideration the significant differences between
the Commission’s and the EC’s costing standards.

Covec® submit, on behalf of Vodafone, that the EC has a broad view on what constitutes a
common cost and estimates the level of these costs to be 25% of the cost of the LRIC cost
standard recommended by EC rather than the 10% applied by the Commission in the Draft
Report.

Having analysed the common costs allocated in the WIK Consult models used in their
report of 22 December 2008*” Covec calculated common costs of between 26%-33%.
From this, Covec suggested that common costs are likely to be no less than 26% and are
likely to be higher.

Covec also state that using the implied on-net termination rate as a cross-check for the
benchmarking is a difficult exercise as every bundle has numerous components and
allocating the cost of the bundle across the components is difficult. Covec also state that
mobile plans are priced depending on the value of the subscriber group as a whole and
analysis at the level of an individual plan may lead to erroneous conclusions.

825 Analysis Mason, Assessment of the position of the Commerce Commission of New Zealand in determining the
MTAS prices, 27 July 2009m p.18-19

826 Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, p.11-12.

27 WIK Consult, Cost Driver Sensitivity Analyses with Mobile Cost Models, 22 December 2008.
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2degrees

93.  2degrees™™ note that they believe the EC recommendation to only be a “back of the
envelope” calculation and that the recommendation does not describe how the assumption
of 70% cost reduction is derived, making it difficult to use as a cross-check.

94, 2degrees also consider that without analysing the data used to calculate the implied on-net
termination rates it is difficult to comment on the suitability of it as a cross-check. They do
state that, in principle, the method of applying a retail minus approach to on-net prices is
useful for establishing a ceiling MTAS price.

95.  2degrees conclude the point by stating that the lowest on-net rates are the best indicator of
the upper limit of the underlying costs.

Vodafone
96.  Vodafone®’ submit that if the benchmarking is consistent with a cross-check that’s based
on a different cost methodology then there are problems with the benchmarking.

Telecom

97. Telecom submit® that the Commission has not taking into account the effect a two sided

market analysis in determining its approach to regulating MTRs and that the cross-checks
that should be employed are those that correctly review the properties of pricing both sides
of the market.

Cross-Submissions on the Draft Report

2degrees

98.  2degrees™' cross-submitted that it is appropriate that the Commission take into account the
approach of the EU and use the EC recommended LRIC price as a cross-check against
Commission benchmarking.

Submissions on Revised Undertakings — October 2009

Ralph and Lanigan

99.  Dr Ralph and Ms Lanigan’s (Ralph and Lanigan)®? submission, on behalf of 2degrees, on
revised undertakings stated that the implied on-net termination rates should be considered a
maximum estimate of termination costs because it would be unusual for profit maximising
firms to set prices that do not allow for the recovery of efficiently incurred costs.

100. Ralph and Lanigan submit that subscription revenues should not be attributed to call
revenues because operators, when setting retail prices, have already chosen how to allocate
costs between subscriptions, calls, texts and other services. Ralph and Lanigan submit that
the prices they set for calls, and in particular the lowest price they set for calls, provide a
maximal estimate of what costs can be attributed to call minutes.

828 2degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, p.56

%29 Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.48-49.

%30 Telecom, Schedule 3 Investigation into Regulation of Mobile Termination Access Services - Submission on draft
Report, 28 July 2009, p.30.

831 2degrees, Cross Submission — Commerce Commission Draft Report on MTAS, 18 August 2009, p.52, para 11.9
%32 Dr Eric Ralph and Emma Lanigan, Submission to the Commerce Commission on the Revised Undertakings, p.3-4
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101. Ralph and Lanigan continue by submitting that there is generally only one efficient cost in
economics and that is the lowest cost of supply. In this case the lowest cost of supply is the
lowest of the implied on-net termination rates.

2degrees

102.  2degrees™ state in their submission on revised undertakings that the Commission’s cross
checks are conservatively high and overstate the rate Vodafone and Telecom charge
themselves, as implied by the on-net termination rates. 2degees believe that setting prices at
those levels would risk being in breach of the ECPR pricing principles, explicitly
prohibited by under the Act.

2degrees letter to the Commission of 16 December 2009

103.  On 16 December 2009 2degrees*” wrote to the Commission outlining the flaws it
considered were contained in the Commission’s letter of 3 December 2009. 2degrees stated
it considers the cross-checks are inflated and at best set a ceiling well above cost and
believe that the most accurate reflection of costs would be calculated by using the “best
prices” for the “best customers” of the lowest cost provider.

104. 2degrees continue by stating that including subscription revenues generates a number that
is the highest possible ceiling on cost. 2degrees also state that the 18% retail cost is likely
to significantly underestimate the real avoided costs of providing wholesale MTAS
services.

Price Point

Draft Report

105. In the Draft Report,*” considering whether to use some measure of the average
benchmarked observations, such as the mean or median, or whether to move above or
below the average, the Commission had regard to the risks associated with setting the
MTAS price too high or too low.

106. The Commission considered recent determinations where benchmarking had been used as
the IPP. In the case of the Sub-loop determination the Commission used the median, in the
case of the MPF Service. For the Sub-loop Backhaul service the 75th percentile was used.
The Commission noted that these price points were set following an assessment of the
specific properties of each service and concluded that the selection of a price point must be
undertaken on a case-by-case basis.

107. The Commission noted the two way nature of the MTAS market where MNOs are access
seekers as well and assess providers.

108. The Commission also acknowledged that it is relevant to consider the investment
incentives of the two incumbents as well as the new entrant, who submitted that MTR
regulation is a critical issue for its investment case.

833 2degrees, Submission on Revised Undertakings, 16 October 2009, p.4, para 2.4.

%34 2degrees, Process for the final stage of MTAS investigation, 16 December 2009.

%35 Commerce Commission, Draft Report on whether the mobile termination access services (incorporating mobile-to-
mobile voice termination, fixed-to-mobile voice termination and short-message-service termination) should become
designated or specified services, 30 June 2009, p.137-139
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109. The Commission also noted that in the event that cost-based MTRs generate competition in
the retail market through the reduction of barriers to entry and expansion for the new
entrant, it is likely that the increased competitive pressure on all MNOs will lead to further
innovation and investment.

110. Having assessed these issues the Commission’s preliminary view was for voice services, to
use the median of the benchmarked set rather than a price point above or below the median.
For SMS, the Commission’s preliminary view was that the appropriate benchmark was
0.95 cpSMS

Submissions on the Draft Report

Vodafone

111.  Vodafone™® and Analysys Mason®’ submitted that the 75th percentile, or “an upper range”
is the appropriate price point for benchmarking because of the asymmetric risk of
regulatory error and the uncertainty around the true cost of mobile termination in New
Zealand.

112.  Vodafone™® submit that “picking the middle out of the pack” doesn’t explain a lot about
the cost of the MTAS in New Zealand when the cost estimates of the benchmarks vary as
much as they do.

113.  With respect to SMS Vodafone submit™” that the likelihood of receiving an SMS in reply
to one sent minimises the impact of setting an SMS MTR above cost because the cash-flow
between parties will be negligible.

NERA

114. NERA*" submitted that the Commission’s benchmark is likely to underestimate the
efficient cost of the MTAS, noted that the median of the benchmark set would be out of
step with the approach taken by most other regulators and also suggested that the
Commission should use the 75th percentile.

Covec
115.  Covec®' submit that they consider it reasonable to use a price point of the 75™ percentile of
their benchmarked set due to comparability and asymmetric risk considerations.

2degrees

116. 2degrees®* noted that there are a large number of countries®* that have MTRs below most
in the benchmark set and they were unaware of any harm that had arisen in these countries
as a result of low termination rates.

836 Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.40, para,
118.

%37 Analysis Mason, Assessment of the position of the Commerce Commission of New Zealand in determining the
MTAS prices, 27 July 2009 p.8.

%38 Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.42, para,
130.

539 Ibid, p.104

0 NERA, Regulation of the MTAS: Review of the Commission’s Draft Report, 28 July 2009 p.9.

%1 Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, p.2, para 8

82 2degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, p.28, Table 4.

#3 2degrees identify 15 countries that have MTRs of NZ4.4cpm and below.
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117. 2degrees® supported the view put forward by WIK Consult*® in their report of 9 June
2009 that cost models often contain an upward bias and that the Commission’s
benchmarking overstated the cost of the MTAS.

845

118. 2degrees also highlighted that in countries, such as the USA, where the stricter
interpretation of LRIC is applied, cost estimates are dramatically lower. 2degrees submitted
that if the Commission intended to proceed with an IPP based on benchmarking, that it
critically reviewed the benchmark process to remove the upward bias. 2degrees suggested
this could be accomplished by using the average of the lowest three benchmarks as the
price point.

119.  2degrees submitted®* that it is not apparent why the Commission adopted the upper bound
of the SMS benchmark set, rather than the median, mean or lower bound.

120. 2degrees also submitted that by taking the upper bound, the Commission was implicitly
assuming that only Israel is an appropriate benchmark and Malaysia should be ignored,
thus reducing the sample size to one.

Cross-Submissions on the Draft Report

Telecom

121.  In their cross-submission Telecom®’ endorsed the submission by Analysys Mason that the
Commission should use a price point at or near the 75th percentile of the benchmarked set
to avoid the asymmetric risk of regulatory error. Telecom noted this had been the approach
of the Commission in the past.

122.  Telecom also supported Vodafone’s view that choosing the median of the cost based
benchmark set, rather than using regulated prices, which Vodafone advocated, risks setting
the MTR too low and potentially restricts operators ability to recover the costs of their
investments. Telecom noted that this may cause a disincentive to investment.

2degrees

123.  In their cross-submission, 2degrees”  state that Analysys Mason present no rationale for
recommending that the Commission use the 75" percentile as the benchmark price point or
why picking a “higher” benchmark is prudent of efficient.

848

Concept Economics

124.  Concept®® note in their cross-submission that there are several reasons why cost models
estimate different termination rates and conclude that the median value was likely to
overstate the cost likely to be determined in New Zealand due to difference in cost
allocation methodology of the benchmarks, with many containing fully allocated network
costs. Concept noted that there is no apparent reason why the costs in New Zealand would
be high by international standards.

84 2degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, p.20-22

85 WIK Consult, Review of Submissions by Operators and Reports by Consultants relating to the NZ Commerce
Commission’s MTAS Investigation, 9 June 2009, p.7-8.

86 2degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, p.19, para 3.10

%7 Telecom, MTAS Investigation — Cross-submission, 18 August 2009 p.17, para 65.

58 2degrees, Cross-Submission on Commerce Commission Draft Report on MTAS, 18 August 2009, p.59-60, paras
14.8-14.9.

$9 Concept Economics, MTAS: Cross-Submission, 18 August 2009, p.44-45.
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Vodafone
125.  Vodafone™" cross-submitted that in contrast to the dynamic efficiency reasons for choosing
a benchmark above the median, it is not possible to make a principled economic argument
for choosing a benchmark below the median.

126.  In their cross-submission Vodafone also disagreed with the arguments made by WIK
Consult, and endorsed by 2degrees in their submission, that other regulators who have set
termination rates on the basis of cost models have erred and estimated the cost too high.
Vodafone stated that in most cases, cost models had been developed through rigorous and
transparent processes, involving independent experts. Vodafone were not aware of any
evidence showing that the results were biased upwards.

MTAS Conference
127. At the MTAS Conference Mr Wesley-Smith from Telecom and Mr Feasey from Vodafone
both suggested the use of a range of price points. Mr Wesley-Smith stated:*”’

‘...I guess from my perspective the purpose of benchmarking is to try and get the right price, or at least
directionally within a range where you think regulation will end up at.’

128.  Mr Feasey stated:*

‘To summarise a lot of what’s written in a lot of places, I think generally what Regulators do is to say
what is a TSLRIC price likely to look like, and they start with a range. There’s no single number that
spits out, but they make a judgement within that.

Cost-path

Draft Report

129. In the Draft Report,*” the Commission assessed all cost-paths estimated by the cost models
in the benchmark set. Of these models, the only model to estimate a cost-path beyond 2009
was the Swedish model.

130. The Commission considered cost-paths that weren’t estimated beyond 2009 would not
adequately capture the technological efficiencies that would be realised in the years beyond
2009. The Commission also believed that cost-paths estimated for past time periods, for
example the 2005-2009 time period estimated by the Israeli model, may not necessarily
accurately reflect an efficient cost-path for an operator in the future.

131.  For these reasons the cost-path used in the Draft Report was based on the Swedish model.

132.  The Commission’s preliminary view was that reductions of 10% per annum should be
applied to its benchmark of 7.2cpm for 2009.

830 Vodafone, Cross-submission, 18 August 2009, p.54-55, paras 191-192.

%1 MTAS Conference Transcript, 2 September 2009, page 122.

%2 ibid, page 135.

%53 Commerce Commission, Draft Report on whether the mobile termination access services (incorporating mobile-to-
mobile voice termination, fixed-to-mobile voice termination and short-message-service termination) should become
designated or specified services, 30 June 2009, p.124-125.
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Submissions on the Draft Report

Covec

133.  Covec®™ in their submission, on behalf of Vodafone, estimated a cost-path of -4.7% per
annum using cost-paths estimated by five of the cost models included in the benchmark set.

Vodafone

134.  Vodafone™” submitted that when comparability and asymmetric risk is considered a cost-
path estimated by Covec of less that -4.7% or less per annum is appropriate and note that
the upper quartile of Covec’s cost-path benchmarking returns a cost path of -1.5% per
annum.

Analysys Mason

135.  Analysys Mason®° recommend the Commission revise its recommendation regarding
movements in costs over time because the data set used to estimate the cost-path in the
Draft Report did not consider cost information from Israel, Malaysia and the Netherlands.

NERA

136.  NERA®™’ submit that the Commission has not undertaken a “sanity check” on the cost-path
in the Draft Report, which is larger than any productivity gains the Commission has used in
other regulatory decisions. NERA also notes that the Swedish regulator has regulated rates
at the upper bound of their estimates and the Commission uses an average of the Swedish
cost-paths and queries New Zealand’s comparability with Sweden.

2degrees

137.  2degrees®® submitted that the cost-path established by the Commission in the Draft Report
did not properly account for the likely movement in costs over time. 2degrees considered
that entry into the mobile market in New Zealand would generate significant cost
reductions in the early years with this decreasing off over time, similar to that exhibited in
the Swedish rates. 2degrees submitted that 15% reductions in the first two years, 10%
reductions in the following two years and 5% reductions thereafter were more appropriate.

138.  2degrees®” also note that they expect costs in telecommunications to fall due to
productivity growth, gains from scale, and gains from economies of scope due to
innovation and state that all three of these factors will be intensified by 2degrees’ market
entry.

Concept Economics

139.  In their assessment of the Consumer benefits from regulation Concept®® assume two cost
paths, one that assumes a 60% reduction in the factual over 5 years with the significant
reductions being front loaded, “when fully fledged competition begins” and a second that

¥4 Covec, MTAS Regulation Quantitative Analysis, 27 July 2009, p.14-15

855 yodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.47-48

836 Analysis Mason, Assessment of the position of the Commerce Commission of New Zealand in determining the
MTAS prices, 27 July 2009m p.14-17

%7 NERA, Regulation of the MTAS: Review of the Commission’s Draft Report, 28 July 2009 p.9.

558 2degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, p.22

%9 ibid p.55, para 2.7

860 Concept, Assessment of the Consumer Benefits of Mobile Termination Regulation in New Zealand, 28 July 2009,
p.7-8.
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assumes a 30% reduction over 4 years, once again with the significant reductions occurring
early in the time frame.

Cross-Submissions on the Draft Report

2degrees

140.  In their cross-submission, 2degrees™' note that the Isracli cost-path that Analysys Mason
submit should be included in the cost-path analysis is historic, and also submit that there is
no basis for Analysys Mason’s submission that the Commission “selectively omits” three
countries from its cost-path analysis.

Concept Economics

141, Concept®® cross-submit that the cost-path estimated by Covec is largely based on historical
costs and will not therefore be reflective of future costs, which will fall considerably
because increases in mobile data use will lead to the LRIC of voice termination being
“trivial”. This will occur as the traffic sensitive elements of mobile networks will become
increasingly driven by mobile data, and as termination charges, which are based on fully
distributed costs fall due to economies of scale and scope.

142.  Concept conclude by stating that the Swedish cost-path is more informative of these costs
than the Covec estimate cost-path.

Woosh, Kordia and CallPlus

143.  Woosh, Kordia and CallPlus®® cross-submit that existing data, and trends must be used to
calculate a cost-path and that historical benchmarks do not achieve the objective of
benchmarking and create major distortions.

Should a regulatory glide-path be implemented?

Draft Report
144.  In the Draft Report®®* the Commission did not consider it appropriate to incorporate a

glide-path into the benchmarks, as glide-paths do not reflect costs and therefore delay the
potential benefits to end-users arising from increased competition in the downstream
markets. The Commission’s preliminary view was that the decision of whether a glide-
path should be implemented was an implementation issue

Submissions on the Draft Report

Vodafone

145.  Vodafone®™ submitted that sudden decreases in termination rates can generate undesirable
consequences for customers, especially low spend customers, disruption to business plans
and long-term damage to investment incentives. Vodafone note that in light of these
consequences, the Commission should include a glide-path to better meet the section 18
purpose of the Act which is consistent with international best practice.

861 2degrees, Cross-Submission on Commerce Commission Draft Report on MTAS, 18 August 2009, p.60, para 14.12.
862 Concept, MTAS: Cross Submission, 18 August 2009, p.45-46.

863 Woosh/Kordia/CallPlus, Cross Submissions to the Commerce Commission in Relation to MTAS Schedule 3 Draft
Report, 18 August 2009, p.7

864 Commerce Commission, Draft Report on whether the mobile termination access services (incorporating mobile-to-
mobile voice termination, fixed-to-mobile voice termination and short-message-service termination) should become
designated or specified services, 30 June 2009, p.139-140.

%65 Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 28 July 2009, p.13, para 50.
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Vodafone also submitted that the implementation of a glide-path is more than an
implementation issue and submitted that if a glide-path was considered to be appropriate
under regulation then the CBA would not account for such a glide-path which would
overstate the benefits of regulation in this investigation.

Telecom

147.

148.

149.

150.

NERA

151.

152.

Telecom®® submitted that a glide-path is appropriate and should be implemented as they
have been applied by most overseas countries. Telecom noted that a departure from a
practice employed by other regulators risks regulatory intervention that does not accord
with best practice and may well have unintended consequences on the competitive
environment.

Telecom stated that should the Commission maintain its position that a glide-path is not
appropriate, it must take into account the significant costs Telecom believe are associated
with a rapid reduction in MTRs. Telecom submitted that these costs must be incorporated
into the Commissions CBA.

Telecom noted that a sudden reduction in MTRs would create significant issues which may
require changes in Telecom’s business plan to adjust to the new market environment.

Telecom also referred to the statements on the Commission’s advisors, Meyrick and Co,
which was cited in Unison Networks v Commerce Commission [ 2007] NZSC 74 in support
of a glide-path in the context of profit adjustments relative to the Commission’s initial price
path threshold for electricity lines businesses.

NERA®* submitted that the Commission needed to deal with glide-paths at this point in the
regulatory process rather than deferring discussion until “implementation” because a glide-
path affects the size of the net benefits of regulation. NERA stated that an immediate
reduction in MTRs can be disruptive and harmful to investment incentives.

NERA also submitted that if the Commission persisted with excluding a glide-path in the
factual price, the CBA must include any detriment caused by cutting prices too quickly and
disrupting operators’ investment plans.

Cross-Submissions on the Draft Report

Telecom

153.

154.

In their cross-submission Telecom®® supported the Vodafone submission and the material
presented by Analysys Mason on glide-paths, stating that their submission supported
Telecom’s view that regulators generally take account of the impact a sudden reduction to
MTRs by implementing a glide-path.

Telecom note that Vodafone submitted that a three year glide-path to a MTR of 5.8cpm
would be appropriate. Telecom, however, cross-submitted that if more moderate changes
are made to the MTR, as Telecom proposed in their July Undertakings, a two year glide-
path, to January 2011, would suffice.

866 Telecom, Schedule 3 Investigation into Regulation of Mobile Termination Access Services - Submission on draft
Report, 28 July 2009, p.21.

%7 NERA, Regulation of the MTAS: Review of the Commission’s Draft Report, 28 July 2009 p.9-10.

%68 Telecom, MTAS Investigation — Cross-submission, 18 August 2009 p.18
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Concept Economics

155.  Concept Economics’®® cross-submission states that they believe a glide-path has little
relevance to the New Zealand situation where the benefits of quickly aligning MTRs with
cost are not simply pass-through price reductions but of removing entry barriers to enable
competition. They also note that the MTR in Slovenia was halved in order to aid market
entry and competition flourished.

156. Concept also note that investments will be undertaken by competitive firms as long at their
expected return exceeds their costs.

157.  Concept also note the timeframe within which the MTAS Schedule 3 investigation has
evolved, noting that the investigation began in 2008 and if the MTAS is regulated, it will
not occur until early 2011, thus giving Vodafone and Telecom more than 2 years to adjust
to the possibility of regulation.

158.  Concept conclude that if a glide-path is implemented it should only be to the FTM market,
as to avoid distorting the mobile market or if a glide-path is implemented for the MTM
market it should be set in an asymmetric manner is favour of 2degrees.

159.  Woosh/Kordia/CallPlus *” cross-submit that they believe that a cost-path should be used to
truncate the transition to lower MTRs and state that the gap between the publication of the
MTAS report and the Ministers decision, and the completion of an STD allows almost a
year for operators to plan for change.

MTAS Conference
160. The discussion on glide-paths at the MTAS Conference largely centred on issues that had
been raised in earlier submissions.*”!

161.  Prof. Haucap®’* stated that the main reason for a glide-path was to aid the entry of
competitors into the market. Prof. Haucap also made the statement that the aim of
regulation is to stimulate competition, so a pertinent question to ask is if there were
competition, would an incumbent be granted a glide-path in order to reach the price a
competitor is able to offer. Prof. Haucap concluded that the philosophy of competition that
lies behind most markets would be unlikely to allow such an outcome.

162.  Professor Haucap®”® made the statement that the aim of regulation is to stimulate
competition, so a pertinent question to ask is if there were competition, would an
incumbent be granted a glide-path in order to reach the price a competitor is able to offer.
Prof. Haucap concluded that the philosophy of competition that lies behind most markets
would be unlikely to allow such an outcome.

163.  Mr Feasey,”™* from Vodafone, stated that he didn’t think the main reason for a glide-path
was to allow asymmetric rates to new entrants as Professor Haucap stated. Mr Feasey

89 Concept, MTAS: Cross Submission, 18 August 2009, p.47-48.

870 Woosh/Kordia/CallPlus, Cross Submissions to the Commerce Commission in Relation to MTAS Schedule 3 Draft
Report, 18 August 2009, p.10-11

87! These are summarised earlier in this section.

72 MTAS Conference transcript, p.151-152.

873 ibid, p.152.

74 Ibid, p.153-154.
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believes the European Commission has adopted the view that any asymmetric rates should
narrow more quickly than the time taken for the industry as a whole to adjust to the
recommended LRIC modelled price.

164.  Mr Newman,"” from TUANZ, stated that one could argue that operators have been on a
glide-path already and that TUANZ’ position is that during this period user have been
paying more for mobile services and operators have been earning more and thus the
balance of doubt should fall on the side of consumers. Mr Newman concluded by stating
that if there is a shock from an immediate reduction to cost, which TUANZ does not place
much weight on, they are prepared to live with the consequences.

165.  Mr McCabe,*’® from 2degrees responded to Mr Feasey’s comments by reciting comments
by the EC on glide-paths. Mr McCabe noted that the EC stated:

‘this (the implementation of a glide-path) results in substantial transfers in an indirect subsidy from
fixed operators and their customers to mobile networks and services and this may in turn be contributed
to inefficiently low usage of fixed networks in some member states and could prove to be a barrier to
important innovations and investments in the fixed sector such as fibre roll-out and delivery of next
generation networks and bundled convergent services.’

166. Mr McCabe noted that there is a precedent set where fixed (PSTN) termination rates fell by
over 60% overnight and no harm has been evident. Mr McCabe also noted that reductions
of 50% have occurred in some European jurisdictions and with no discernable harm
occurring.

167. Mr McCabe concluded by stating that applying a glide-path may reduce the shock to
investors in Vodafone and Telecom, who have been made aware of the risk of regulation in
SEC filings, but it is unfair to prolong the burden borne by 2degrees investors which is
caused by above cost MTRs. Mr McCabe noted that he though the shock to consumers of
an immediate reduction to cost would be in lower prices, which he didn’t think would be a
problem.

168.  Mr Abbot®”’ from TelstraClear stated that he considered that above cost termination rates
have a detrimental effect on the downstream markets so applying a glide-path will impede
competition. Mr Abbot also stated that he has some sympathy of the need for a glide-path
but believes that a decision on glide-paths needs to be considered in the context that MTR
regulation has been considered since 2004 and believed that there is some inevitability
about it.

Submissions on Revised Undertakings — October 2009

Vodafone

169.  Vodafone®® submit on the revised undertakings by stating that Telecom’s undertaking
contains a glide-path that is too steep and defeats the purpose of a glide-path, which is to
mitigate the negative effects of large decreases in termination rates.

Drop the Rate Mate (DtRM)

875 Ibd, p.154-155.

%76 Ibid, p.155-156.

77 Ibid, p.157.

$78 Vodafone, Vodafone New Zealand Limited submission to the Commerce Commission, 16 October 2009, p.8, para
17
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170.  In their submission on revised undertakings, DtRM®”’ state that glide-paths delay or reduce
the benefits of regulation, prolong harm to consumers and jeopardise competition. DtRM
state that there is no evidence that glide-paths are justified and that no harm was displayed
when Telecom’s Fixed PSTN interconnection rate was reduced by 60%.

Professor Haucap

171.  Professor Haucap’s®* submission, on behalf of 2degrees, on revised undertakings stated
that the “entire logic” behind glide-paths is to protect and encourage entry into a market by
allowing them higher, asymmetric rates. Dr Haucap notes that asymmetric rates are
associated with inefficiencies and should, if used, only be temporary measures and in order
to phase them out, some European regulators are using glide-paths.

2degrees

172.  In their submission on revised undertakings, 2degrees™'

stated:
= glide-paths delay the benefits of regulation and reduce benefits to consumers;

= investments will be undertaken, at least by competitive firms as long as their
expected return exceeds their costs;

= the purpose of regulation is to replicate competition. The incumbents would not have
a glide-path to respond to competition;

= the delay in implementation of regulation gives operators plenty of time to adjust and
referenced the Commission’s FTM Final Report;

= that both Vodafone’s and Telecom’s SEC filings have warned investors of the
potential for regulation;

= there was no detriment when there were significant reductions in fixed PSTN
termination in New Zealand and mobile termination in Slovenia; and

= the use of glide paths internationally is generally for new entrants.

Kordia

173.  In Kordia’s*** submission on revised undertakings, they express support for the
Commission’s focus on getting New Zealand’s MTRs quickly into line with international
practice, which they believe supports a short glide-path.

2G/3G

Draft Report
174.  In the Draft Report®®’ the Commission noted that the significant costs of building a network
are already incurred when an operator makes the decision to migrate from a 2G network to

a 3G network.

¥7 Drop the Rate Mate, Submissions on revised undertakings on mobile termination access service, 16 October 2009,
p.3,para 11.

%80 Professor Justus Haucap, A Short Note on the Philosophy and Economic Rationale Underlying ““Glide-paths™ for
the Regulation of Mobile Termination Rates, August 2009.

%1 2degrees, Submissions on Revised Undertakings, 16 October 2009, p.8
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From this the Commission noted that voice and SMS services are not impacted by the a
migration from a 2G to 3G network and migration is a commercial decision made on the
basis of a cost benefit analysis of the additional services a 3G network allows. The
Commission concluded that any extra cost of running two networks concurrently should
not be borne by the voice and SMS services.

Submissions on the Draft Report

Analysys Mason

176.

177.

178.

In their submission Analysys Mason®** did not agree with the Commission’s position that
no allowance should be made for the costs of transitioning from 2G to 3G, as the
Commission should be ready to consider the costs incurred by an operator that transitions
efficiently from 2G to 3G.

In their submission Analysys Mason stated that it is appropriate to benchmark against 2G
only cost models. Analysys Mason note that this allows for the recovery of the actual costs
incurred over time by an efficient operator that moves from 2G to 3G.

Analysys Mason noted in their submission that it would be incorrect to benchmark against
3G only models in the future without proper consideration of the under-recovery of costs
that would occur when switching instantaneously from 2G only to 3G only modelling.

2degrees

179.

2degrees™ cross-submit that they believe that Vodafone and Telecom have already more
than recovered their investments so an allowance for the costs of transitioning from 2G to
3G technology should not be made.

$3 Commerce Commission, Draft Report on whether the mobile termination access services (incorporating mobile-to-
mobile voice termination, fixed-to-mobile voice termination and short-message-service termination) should become
designated or specified services, 30 June 2009, p.141-142.

¥4 Analysis Mason, Assessment of the position of the Commerce Commission of New Zealand in determining the
MTAS prices, 27 July 2009m p.20-23

85 2degrees, Cross-Submission on Commerce Commission Draft Report on MTAS, 18 August 2009, p.60-61.
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APPENDIX5:  SUBMISSIONS ON ASSESSMENT OF WHETHER
THERE ARE GROUNDS TO REGULATE AND WHETHER THE
UNDERTAKINGS SHOULD BE RECOMMENDED FOR ACCEPTANCE

Potential Impact of Regulation of Fixed-to-Mobile Termination Rates

Potential Benefits of Regulation of Fixed-to-Mobile Termination Rates
Draft Report

1. In the Draft Report, the Commission considered the extent to which cost-based regulation
of MTRs would promote competition in the downstream retail market in which fixed-to-
mobile calls are supplied to end-users. In respect of FTM calls, this involved consideration
of whether such regulation would be likely to increase competition between existing and
potential suppliers of calls that originate on fixed networks and terminate on mobile
networks.

2. In relation to the potential benefits of MTR regulation in the downstream fixed-line market,
the Commission noted the following:

= to the extent that downstream competition is enhanced as a result of regulation in the
upstream wholesale termination market, any reduction in MTRs is likely to be passed
through into the hands of end-users. Such “pass-through” is likely to occur in a
number of different ways, including lower retail prices for FTM calls and other
services that are typically supplied in conjunction with FTM calls, such as toll calls.
In addition, end-users may benefit in other ways, such as through improvements in
service quality;**

= the level of pass-through will depend on how competitive the relevant market is. In a
perfectly competitive market, any reduction in cost would be fully passed through
into retail prices, while a lower level of pass-through would be expected in less
competitive markets;**’

= over the period between 1997 and 2007,*® the reduction in the average retail FTM
price represented 75% of the reduction in the average MTR;*

= the level of pass-through appeared to have increased over the period,” and this may
have reflected a number of developments that had increased competition in the
downstream market over the period. These developments included the introduction
of carrier pre-selection (which allows customers to more easily switch suppliers) and
the availability of regulated resale access (allowing retail competitors to offer
bundled services, including for example an access line rental);

886 Commerce Commission draft MTAS report, paragraph 631.

%7 ibid, paragraphs 676 to 679.

%8 The Commission focused on the period prior to the introduction of the MTR Deeds. Under the Deeds, Vodafone
and Telecom committed to 100% pass-through of MTR reductions into retail FTM prices.

¥9 Commerce Commission draft MTAS report, paragraph 664.

%0 ibid, Figure 16.
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= the introduction of cost-based MTRs is likely to increase competition in the
downstream market in which FTM calls are supplied, resulting in increasing levels of
cost pass-through in that market.*"

In the draft model used to estimate the potential benefits from cost-based MTRs, the
Commission assumed that 88%"** of the reduction in MTRs under the counter-factual
would be passed through into retail FTM prices. Under the factual, the Commission
allowed the rate of pass-through to increase over time, from 75% in 2008 to 100% by 2015,
to reflect the pro-competitive effect of cost-based MTRs.

The reductions in MTRs and the above pass-through rates resulted in two sets of retail
FTM prices, one for the counter-factual scenario where MTRs declined as per the initial
undertakings, and one for the factual where MTRs were subject to cost-based regulation.
The Commission applied a demand elasticity for FTM calls of -0.6, to derive a series of
FTM volumes for each of the two scenarios. The Commission estimated that cost-based
regulation of the MTAS would increase consumer surplus in respect of FTM calls by
between $280 million and $283 million over five years, and total surplus by between $89
million and $114 million over the same period.

In addition, the Commission noted that cost-based MTRs were likely to produce important
dynamic benefits for consumers over time. These benefits would result from increased
competition leading to greater service innovation, new pricing plans (including flat-rate
calling plans that encompass FTM calling), and improved incentives for more efficient
investment in fixed-line infrastructure (including potentially for fibre-based roll-out).

Submissions on the Draft Report

TelstraClear

6.

According to TelstraClear, reductions in MTRs get passed through to end-users, and
arguments to the contrary ignore commercial reality and market evidence. TelstraClear
submitted that:**?

‘With the availability of regulated wholesale access services, the market focus has now shifted to
delivering bundles of services to customers, and most TelstraClear customers now purchase bundles of
services that can include voice access, internet access, toll-calling/FTM and television services. This is
delivered using either TelstraClear’s own network or via wholesale access.’

As a result, TelstraClear argued that any analysis of the impact of MTR regulation should
consider the bundled supply of retail services, rather than focusing only on FTM prices
which would substantially understate the level of competitive benefits and pass-through
achieved.

However, even on a stand-alone basis, TelstraClear submitted that retail FTM prices have
continued to drop significantly.

891

ibid, paragraph 685.

%2 The 88% took account of the commitment in Vodafone’s undertaking to pass 100% of the MTR reduction through
into retail prices. In the absence of a similar commitment in Telecom’s undertaking, the Commission assumed a pass-
through rate of 75% in relation to Telecom’s MTRs.

%93 TelstraClear submission, 28 July 2009, paragraph 18.



10.

279
973435 1
TelstraClear supported the Commission’s draft view that above-cost MTRs will dampen
competition in the supply of retail FTM calls, as fixed operators will be limited in their
ability to compete with integrated operators:®*

‘Wholesale mobile termination rates above cost reduce the ability of competing carriers to deliver
compelling packages in competition with those mobile carriers who are able to cross-subsidize their own
bundles with revenue from above-cost mobile termination, thereby denying New Zealand end-users with
choice.’

At the Commission’s conference, TelstraClear again submitted that it has to compete with
retail FTM prices that are below the wholesale mobile termination price, making it difficult
to compete against integrated operators in the market. TelstraClear also noted that retail
fixed-line prices dropped when Clear first entered the New Zealand market, and that

similar benefits have been passed through to end-users as services have been supplied in
bundles.*”

CallPlus

11.

CallPlus also referred to the difficulties that it faces in competing against FTM offers that
are below CallPlus’ costs.*® CallPlus submitted that it competes on the basis of offering
customers better deals on bundles of services rather than individual services, and that it is
imperative that reductions in MTRs are passed through to customers in these bundled
offerings.

Telecom

12.

13.

At the Commission’s conference, Telecom agreed with views expressed by TelstraClear,
Kordia, and CallPlus that competition for fixed-line services occurs across bundles of
services, and that Vodafone’s alleged “rort” whereby fixed-line operators have retained
previous reductions in MTRs has not been evident in Telecom’s margins.®’

In its submission on the draft, Telecom commented on the Commission’s assumed FTM
demand elasticity of -0.60. According to Telecom, the Commission’s own numbers imply
that the FTM demand elasticity may well be below -0.60, and Telecom submitted that a
figure of -0.10 would better fit the data. Telecom referred to its previous submissions on
FTM demand elasticities.*®

TUANZ

14.

15.

TUANZ submitted that competition at the retail level will ensure that reductions in MTRs
are passed through.®”

TUANZ noted the Commission’s observations in the Draft Report that the retail FTM
prices offered by both Telecom and Vodafone to business customers are close to or below
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the wholesale MTR. TUANZ submitted that such pricing is widespread, and places fixed-
only operators at a major disadvantage in the market.””’

Vodafone

16.

17.

18.

19.

20.

Vodafone submitted that the Commission over-estimated the extent to which lower MTRs
would promote competition and FTM pass-through. Vodafone argued that the
Commission’s proposed designation of the MTAS offers no guarantee that MTR reductions
would be passed on to end-users.””!

According to Vodafone, the Commission’s analysis of historic levels of pass-through of
MTR reductions into retail FTM prices is incorrect. While the Commission concluded that
78% of the MTR reduction over 1997 to 2008 was passed through into lower retail FTM
prices, Vodafone argued that this has been skewed as a result of the pass-through
commitment contained in the Vodafone MTR Deed. In addition, Vodafone submitted that
inadequate consideration had been given to how changes in other costs (such as fixed
origination, transport, and retail costs) have contributed to lower retail prices.””® Vodafone
referred to Covec’s analysis of historic levels of pass-through, concluding that a pass-
through level of around 41% is a more reasonable baseline estimate of what would occur in
the absence of formal commitments by carriers (such as those contained in the prevailing
Deeds).

Vodafone also disagreed with the Commission’s view that lower MTRs would increase
competition (and hence pass-through) in the downstream market.””> According to
Vodafone, it is unlikely that cost-based regulation of the MTAS would markedly increase
competition in the market for FTM calls. Vodafone submitted that there are other
substantial barriers to entry and expansion in this market, making it highly unlikely that
MTR regulation will facilitate new entry or improve competitive conditions, compared to
what has been historically observed.

Vodafone referred to evidence from other jurisdictions, such as the EC, Ofcom, and
Australia, which indicated that pass-through has been well below 100% under regulation.
For example, the EC estimated pass-through at 20%, while Ofcom had observed levels of
64%. Evidence from Australia suggests a pass-through level of around 25%. According to
Vodafone:***

‘Empirical observations of pass-through from these jurisdictions form a much better guide to likely pass-
through under regulation than hopeful theories based on possible speculation.’

In its cross-submission, Vodafone agreed with TelstraClear that retail FTM services are
supplied as part of a bundle with other services such as national and international toll
services, and increasingly broadband services. Vodafone submitted that as a result of this
broader market definition, further reductions in MTRs are likely to have a trivial impact on
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overall input costs faced by fixed operators in New Zealand. As a result, competition is
unlikely to be promoted as a result of MTR regulation.””

Vodafone argued that smaller suppliers of FTM calls had passed through only 30% of
MTR reductions over 2006 to 2008.”” According to Vodafone, smaller fixed-line
operators are not using lower MTRs to compete with Telecom, as evidenced by the average
FTM price charged by the smaller operators in 2008 being above Telecom’s average FTM
price.””” Vodafone suggested that reductions in MTRs have simply translated into
increased margins earned by fixed operators on the supply of FTM calls, and that such
margin expansion is likely to continue in the event of further regulated reductions in MTRs.

Vodafone again referred to the lack of FTM pass-through observed in Australia, with FTM
prices actually increasing in the 2008-09 financial year.

In its submission on behalf of Vodafone, Covec argued that the Commission has over-
estimated the likely level of FTM pass-through under the factual scenario where MTRs are
regulated. Covec submitted that the Commission’s figure of 75% was derived from
changes in prices over 1997 to 2007, assuming that all changes in retail FTM prices were
attributable to changes in the wholesale MTRs. However, Covec argued that other factors
have also been placing downward pressure on retail FTM prices over the period.”™

In order to control for these other factors, Covec undertook some regression analysis which
included a parameter (o) that is supposed to capture other pro-competitive changes that
have occurred in the FTM market. Covec considered a number of different model
specifications: the first assumed that the level of pass-through is constant over time
(“Model 2a”); the second assumed that the level of pass-through changes over time
(“Model 2b”); and the third assumes that the level of pass-through changes as the MTR
changes (“Model 2¢”).

Covec estimated an FTM pass-through rate of between 24% and 57%,”"’ and submitted that

a reasonable estimate of the level of FTM pass-through that can be attributed to changes in
the MTRs, based on an average of these two estimates, is 41%. Covec concluded that:*'

‘While our estimate is less than the often-quoted benchmark of 50% pass-through for a monopoly, we
note that the 50% figure is derived under the assumption of linear demand, and monopoly pass-through
can be higher or lower than 50% depending on the curvature of demand. We also note that our estimate is
greater than what has been observed in Australia in recent years.’

Covec also submitted that while MTRs had declined between 1997 and 2007, the margin
between the retail FTM price and the MTR had increased. Covec argued that this is

995 Vodafone cross-submission, 18 August 2009, paragraph 240.

906

ibid, paragraph 243.

%7 ibid, paragraph 244.
9% Covec submission, 27 July 2009, paragraph 97.

909

ibid, paragraph 117. The lower bound estimate is obtained where Covec allows for exogenous changes in the FTM

price (through the term a), and the upper bound estimate is obtained where Covec excludes exogenous changes (0=0).
According to Covec (paragraph 117), the former may be an underestimate, and the latter an overestimate, of the level
of FTM pass-through.

910

ibid, paragraph 118.
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inconsistent with the Commission’s view that reductions in MTRs lead to increased
competition in retail FTM market, as margins would be lower as competition intensified.

Covec argued that the Commission’s application of a given pass-through level in a
particular year — where the level of pass-through for that year was used, as well as
incremental pass-through from previous years — to derive the change in retail FTM prices
was unclear. Covec noted that the actual level of pass-through that resulted is higher than
that implied by the pass-through parameter for a given year.’''

Dr Haucap

28.

29.

30.

In his submission, Dr Haucap commented that FTM pass-through clearly depends on the
level of competition in the retail market for calls from fixed telecommunications
networks.”'? Dr Haucap submitted that competition in this market is likely to have
increased over the period between 1997 and 2007, due to a number of regulatory measures
such as the introduction of sector-specific regulation in 2001, and the consequent
availability of wholesale line rental and, from 2007, of unbundled local loop access. As a
result, the level of FTM pass-through is likely to have increased over the period.

In commenting on Covec’s proposed FTM pass-through rate of 41%, Dr Haucap argued
that Covec is suggesting that fixed-line competition is not working effectively. According
to Dr Haucap, while this could possibly require further regulatory action in the fixed-line
market,9i1t3 should not be used as an argument to prevent competition in the mobile

market.

Dr Haucap also noted that while Covec estimate a fixed-line pass-through rate of between

24% and 57%, Covec also claimed a waterbed effect of 75% is reasonable. According to

Dr Haucap:914

“This appears to suggest that the competition between two jointly dominant mobile operators is stronger
than competition between fixed-line telephony providers in a market with low barriers to entry and
numerous providers. Since it is well accepted in economics that pass-through rates increase with the
degree of competition, the question remains why competition in fixed-line telephony would be so weak.’

Concept

31.

In its cross-submission, Concept noted that fixed-line operators typically compete for a
bundle of services, rather than for FTM calls alone. Concept submitted that reductions in
MTRs are therefore likely to be passed through to consumers on services other than FTM
calls provided in the bundle. According to Concept, Covec’s finding of a low level of FTM
pass-through, combined with the fact that there are a number of fixed-line operators
competing for customers, suggests that other services in the fixed service bundle may have
higher elasticities, and that the Commission may have under-estimated the consumer
benefits of lower MTRs:”"?

911

ibid, paragraphs 91 and 92.

*!2 Haucap submission, paragraph 32.

913
914

ibid, paragraph 34.
ibid, paragraph 35.

13 Concept cross-submission, 18 August 2009, page 50.
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“This is because a firm supplying a bundle of services will pass cost reductions to customers on those
services for which the elasticity is highest. If the rate of pass-through is not large for a given component,
then that suggests it may have a lower elasticity than other services in the bundle. This, in turn, would
suggest that the Commission’s modelling approach may understate surplus, because for a given level of
total pass-through, reducing the prices of the most price-sensitive components of the bundle will result in
higher surplus gains than assuming that all of the pass-through occurs through the FTM price.’

32. Concept also supported the view of Dr Haucap, that the alternative parameters suggested
by Covec perversely imply that the mobile duopoly in New Zealand is more competitive
than the multi-player fixed services market.

Potential Detriments of Regulation of Fixed-to-Mobile Termination Rates

Draft Report

33.  In the Draft Report, the Commission noted that the value of a customer to a mobile network
operator will depend on the level of revenues that the operator can earn as a result of
having that end-user as a subscriber on its network. These revenues include retail revenues
from services supplied directly to that subscriber, such as from handsets, subscription
(fixed monthly fees) and outgoing calls, as well as wholesale revenues that are earned in
respect of incoming calls made to that subscriber from other networks (termination
revenues).

34.  In other words, revenues are earned from both subscription/origination services (including
handset sales) and from termination services. A reduction in termination revenues (in
particular, those earned on calls from fixed-line subscribers) may therefore reduce the
customer value, leading to a reduction in competition between networks to gain that
customer as a subscriber. This may result in a relative increase in subscription/origination
prices.”'

35. The Commission’s Draft Report allowed for the possibility of a “waterbed effect”,
according to which a reduction in MTR may result in an increase in subscription prices. In
the draft, the Commission stated that the strength of the waterbed effect is likely to be
related to the level of competition in the downstream retail mobile services market, with a
stronger effect likely where the mobile sector is effectively competitive (and thus operating
under a zero economic profit constraint). In addition, the Commission noted the strength of
any relationship between wholesale MTRs and retail prices is likely to be weaker at high
levels of penetration.

36.  In the case of the New Zealand mobile market, the Commission found that competition was
unlikely to be sufficient to ensure that termination profits are competed away and
transferred to mobile subscribers, and that as a result, any waterbed effect is likely to be
less than complete.

37. The Commission observed that average retail prices in New Zealand had continued to
decline over the period between 2006 and 2008 (including average retail MTM revenue per

%18 In its recent decision, the UKCC accepted Vodafone’s representation of competition between mobile operators for
subscribers based on the ‘customer lifetime value’ or ‘CLV’ (paragraph 4.46). In commenting on the implications of
eliminating termination revenues (under a bill-and-keep type arrangement), the UKCC noted a number of potential
detrimental consequences, including an unwillingness to supply pre-pay customers (who tend to be net call recipients),
a move to receiving party pays retail pricing, and/or an increase in the price for other services including subscription
fees. UKCC, 16 January 2009, paragraph 14.79.
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minute, and average subscription and handset revenues per subscriber), a period over which
there had been relatively significant reductions in wholesale MTRs. The Commission
concluded that any waterbed effect in New Zealand had been relatively weak.

In the Draft Report, the Commission therefore considered a range of possible rebalancing
of retail prices. This was achieved by allowing retail mobile prices (as proxied by retail
ARPU) to increase by an amount sufficient to recover some proportion of the reduction in
wholesale FTM termination revenues. The proportion of lost termination revenues
recovered in this way was assumed to be between 0% and 50%, with retail mobile
subscription prices being up to 2% higher under regulation, compared to the counter-
factual.

Given a subscription demand elasticity, the (relative) increase in retail subscription prices
under the factual of regulation resulted in a reduction in the level of mobile subscription.
This produced a loss in consumer and producer surplus for mobile subscription, and also
had a flow-on effect for fixed subscribers and the remaining mobile subscribers in that
there were now fewer mobile subscribers available to be called.

Under a 0% waterbed effect, there was no loss in consumer surplus. Under a 50%
waterbed effect, the resulting reduction in consumer surplus over the five years to 2015 was
estimated to have a net present value (NPV) of between -$161 million and -$183 million,
while the reduction in total surplus was estimated to have an NPV lying between -$30
million and -$52 million over the five years.”"’

Submissions on the Draft Report

Vodafone

41.

42.

In its submission on the Draft Report, Vodafone argued that the reductions in MTRs
proposed by the Commission in the draft MTAS report would lead to significant revenue
reductions for mobile operators, and that it is not credible to assume that mobile operators
would not respond in some way.”"® Vodafone claimed that the reductions in MTRs
proposed by the Commission would put at risk Vodafone revenues of more than $300
million over five years.”" In a later submission, Vodafone estimated that the MTR
reductions contained in its revised undertaking will reduce its revenues by more than $450
million over five years, compared to existing rates.”*’

Vodafone noted that mobile operators might respond to such revenue reductions in a
number of ways,”*! including increasing retail mobile prices (or reducing such prices more
slowly than otherwise); introducing more stringent top-up conditions for prepay customers;
shortening prepay credit expiry timeframes; reducing handset subsidies or introducing
SIM-locking; reducing investment levels; and delaying the introduction of innovative new
services.

7 Commerce Commission draft MTAS report, paragraph 864.
% vodafone submission, 28 July 2009, paragraph 197.

919

ibid, paragraph 46.

20 yodafone submission, 16 October 2009, paragraph 7.
%21 Vodafone submission, 28 July 2009, paragraph 198.
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43. According to Vodafone, the Commission’s assumption of a relatively small waterbed effect
is in contrast to the evidence in the academic literature:>

‘That a waterbed effect will exist for FTM and MTM termination is established by Armstrong and
Wright (2009). Armstrong and Wright show that a reduction in the FTM or MTM termination rate will
lead to an increase in retail mobile prices due to the profit-maximising behaviour of competing mobile
operators. Empirical evidence for a relatively strong waterbed effect is provided by Genakos and Valletti
(2008) and Andersson and Hansen (2009). A recent empirical study undertaken by CEG for Ofcom also
showed there is evidence of a link between the level of the MTR and mobile penetration.’

44.  Vodafone submitted that as shown by Covec, the Commission’s calculation of the increase
in mobile subscription prices does not allow for the elasticity of mobile subscription
demand.”” As a result, the actual increase in mobile subscription prices derived by the
Commission is insufficient. For example, in 2011, the actual level of revenue recovered in
the draft model is around 36%, which is lower than the 50% assumed by the Commission.

45.  Vodafone also submitted that at high levels of penetration, competition between mobile
networks will be more intense, as competitors can only gain subscribers by attracting them
from their rivals. This results in a higher waterbed effect. As a result, Vodafone claimed
that recent increases in mobile penetration in New Zealand (from 91% in 2006, to 106% in
2009) are likely to increase rather than reduce the strength of the waterbed effect.

46.  Vodafone commented on the Commission’s observations that retail mobile prices had
continued to decline at the same time that MTRs had been reduced, and the Commission’s
conclusions that this suggested a relatively small waterbed effect in recent years in New
Zealand. According to Vodafone, inferences about the waterbed effect based on trends in
retail prices will ignore many other ways in which consumers may end up worse off as a
result of lower MTRs.

47.  Vodafone also submitted that MTR reductions in the past have been gradual compared to
the reduction proposed by the Commission in the draft MTAS report:”*

‘With a gradual decrease in the MTR, operators have time to adjust and the detriments created by the
waterbed effect will be less severe.’

48. Vodafone argued that the Commission’s casual observation relating to retail prices is
unlikely to be informative as to the extent to which MTRs have affected retail mobile
prices. Vodafone noted that academic research has used sophisticated models and richer
datasets, and that even with such tools, it is difficult to isolate the waterbed effect.’>

49. Vodafone submitted that pre-pay customers are likely to be particularly affected by
significant reductions in MTRs. According to Vodafone, such customers (which make up
approximately 71.5% of Vodafone’s customer base) typically generate a relatively large
proportion of their revenue for a mobile operator through the termination revenues received
on incoming calls. Reductions in MTRs will therefore make these customers unprofitable

922
923
924
925

ibid, paragraph 202.
ibid, paragraph 206.
ibid, paragraph 217.
ibid, paragraph 219.
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at existing retail rates, resulting in less intense competition for these customers, with
potential consequences including higher retail prices and/or faster credit expiry times.”*®

Vodafone therefore submitted that if the Commission is to introduce large-scale reductions

in MTRs through regulation, such reductions should be introduced gradually using a glide-
927

path:

“This will give mobile operators more opportunity to manage the speed of changes in the retail mobile
market and ensure that customers will adjust to these changes in a less detrimental way.’

In its submission on behalf of Vodafone, Covec argued that the Commission’s observations
on the size of the waterbed effect over the period 2006-2008 faces a number of difficulties,
including the short time period and the need to account for other developments in the New
Zealand mobile market, including reaching saturation and the transition to 3G. According
to Covec, these developments are likely to explain retail price movements, regardless of the
level of the MTR.**

Covec submitted that the general approach taken by the Commission to modelling the
waterbed effect is reasonable for the purposes of assessing the potential detriments of
regulating MTRs.”” However, Covec argued that the Commission’s calculation of the
waterbed effect ignores the impact of the mobile subscription demand elasticity when
deriving the required increase in retail ARPU. As a result, the level of the waterbed effect
is underestimated.

Covec demonstrated the impact of this as follows. Based on the linear demand version of
the Commission’s draft model, the reduction in wholesale termination revenue can be
derived as:

‘Lost termination revenue = Counter-factual MTR x Counter-factual FTM Quantity - Factual MTR x
Factual FTM Quantity’

Covec noted that for 2011, regulation results in a reduction in FTM termination revenues of
$73.94 million, and that the Commission had assumed that 50% of this loss would be
recovered via the waterbed effect. However, the Commission had simply divided the
amount to be recovered by the number of mobile subscribers in the counter-factual.
According to Covec,”’

“This ignores the fact that mobile subscription will reduce in the factual when the mobile subscription
price rises, and therefore a greater increase in ARPU is required to achieve the assumed amount of
revenue recovery. The actual change in retail mobile revenues is:

Change in mobile revenue = Factual ARPU x Factual Mobile Subscribers — Counter-factual ARPU x
Counter-factual Mobile Subscribers’

926 ibid, paragraphs 270-272.

%27 ibid, paragraph 274.

2% Covec submission, paragraph 140.
29 Covec submission, paragraph 143.
3% Covec submission, paragraph 148.
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Covec estimated that the actual level of revenue recovery in the Commission’s Draft
Report was 36%, compared to the assumed level of 50%.”"

In addition to correcting the way in which the model calculates any given waterbed effect,
Covec submitted that the strength of the waterbed effect is likely to be greater than the
Commission’s range of 0% to 50%. Covec argued that the empirical work undertaken by
Genakos and Valletti, and Andersson and Hansen, provide evidence of a relatively strong
waterbed effect, while CEG’s report for Ofcom also found evidence of a link between
MTRs and the level of mobile penetration.

Covec concluded that”*?

“This and the fact that the Commission has ignored the MTM waterbed effect lead us to believe that the
Commission’s assumption of a 50% waterbed effect is too small. Given the results presented in the
literature, our view is that a 75% waterbed effect is a more reasonable assumption.’

Covec also commented on several other parameters used in the Commission’s draft
assessment of the potential impact of regulation. In the draft, the Commission used data
from Telecom’s 2004 annual report to derive an estimate of the average retail price and
volume of MTM calls, and Covec argued that updated data from both Telecom and
Vodafone should be used. In order to avoid using restricted information, Covec relied on
Telecom’s 2008 financial results, and noted that the average mobile voice price had
declined to 35cpm, compared to the 43cpm used in the draft.

In addition, Covec noted that the number of Telecom mobile subscribers in 2008 was
2,077,000 subscribers, compared to 1,352,000 used in the draft.

Finally, Covec noted that the Commission used an annual ARPU of $450, which exceeded
Telecom’s annual ARPU of $350.

Telecom

61.

62.

According to Telecom, the Commission’s draft analyses the MTAS as a single-sided
market, and has not taken into account the interdependence between the MTAS and retail
mobile services such as subscription and origination services.”

Telecom also submitted that the Commission’s modelling is likely to understate the
waterbed effect, as the Commission assumes that mobile operators will ignore any mobile
subscription elasticity effect when re-setting mobile prices as a result of lower MTRs. In
addition, Telecom claimed that the operation of a waterbed effect is likely to be more
complex than simply through an increase in mobile subscription prices, and that the actual
range ogﬁrice and quantity changes resulting from lower MTRs will be difficult to
predict.

%1 Covec’s proposed correction uses Excel’s ‘Goal Seek’ function to determine the increase in ARPU required to
achieve the assumed level of revenue recovery. Covec submission, paragraph 153.

%32 Covec submission, paragraph 142.

%33 Telecom submission, paragraph 45.

3% ibid, paragraphs 104, 106.
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63. According to Telecom, the Commission’s claim that higher mobile penetration is likely to
have decreased the waterbed effect is in sharp contrast to the updated findings of Genakos
and Valetti, which suggest that market penetration increases the impact of competition and
therefore the waterbed effect. In Telecom’s view:*>

‘the Commission’s choice of an estimated range of 0% to 50% for the waterbed effect only in relation to
its effect on mobile subscription prices is both too simplistic and too low and not based on empirical
evidence.’

NERA

64. NERA argued that while the Commission modelled a waterbed effect through subscription
prices, it is possible that such an effect will operate through a range of variables, including
calling prices, text prices, coverage, roaming and handset prices.

65.  NERA also noted that the Commission had assumed a constant waterbed effect (50%),
despite concluding that lower MTRs would increase downstream competition. Given the
empirical evidence that the strength of the waterbed effect is likely to be related to the level
of competition in the downstream market, NERA argued that the waterbed effect should be
increased over time.

66. The submission from NERA also refers to empirical research undertaken by Genakos and
Valletti on the strength of the waterbed effect. NERA argued that a key finding of Genakos
and Valletti was that the impact of competition on the waterbed effect is magnified by
market saturation.

67. NERA also submitted that any reduction in termination rates may have different impacts on
different customer groups, with competition for pre-pay customers (who tend to be net
recipients of calls) being softened as a result. However, NERA noted that Genakos and
Valletti found the opposite, that the waterbed effect tends to be less significant for pre-pay

customers.
2degrees
68. In its cross-submission, 2degrees argued that in a perfectly competitive market, termination

profits may be used to subsidise retail prices, and the waterbed effect may become an issue.
However, according to 2degrees, it is more likely that in the New Zealand mobile market,
the two mobile operators have retained termination rents in the form of monopoly profits,
and that reductions in MTRs will have no effect on retail rates but will only impact upon
the profits of the incumbent mobile operators.”*°

69. 2degrees referred to statements by the EC, that reductions in MTRs can be expected to lead
to lower retail prices and increased usage, which would in turn offset any reduction in
incoming termination revenues.”’ In addition, the EC noted that in high penetration
markets, handset subsidies may become less relevant to the extent that marginal customers
rely increasingly on second-hand handsets.

%33 ibid, paragraph 105.

936 2degrees cross-submission, 18 August 2009, paragraphs 9.15-9.16.
7 ibid, paragraph 9.17.
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2degrees also referred to arguments made by Vodafone in the UK:"*

‘Vodafone in the UK ran the waterbed argument ahead of regulation in 2002, arguing that proposed
reductions in termination rates meant prices would increase, total call volumes would fall, prepay handset
prices would increase, and 10 to 15 million customers would leave. On the contrary, retail prices have
dropped significantly and mobile penetration and total call volumes have continued to increase since
2002

Concept

71.

72.

73.

74.

75.

According to Concept’s submission on the draft:"*

‘While a waterbed adjustment may be appropriate in a perfectly competitive market, in the New Zealand
market, which is currently characterised by high concentration and high barriers to entry, a material
waterbed effect is extremely unlikely.’

In its cross-submission, Concept commented that it is not obvious that there is a significant
network externality in New Zealand, as current penetration levels suggest there may not be
substantial gains from adding new mobile subscribers.”* Concept also noted that there
may be a calling externality, in which case the efficient mobile termination rate would be
set below marginal cost.

In respect of a waterbed effect arising from lower FTM termination rates, Concept argued
that such an effect is likely to be small, due to the following reasons:**!

= the reduction in FTM prices will increase FTM volumes, which will offset the
reduction in FTM termination revenues;

= the lack of competition between Vodafone and Telecom; and

= while higher mobile subscription prices may discourage mobile subscriptions, higher
volumes of inbound FTM and MTM calls will make subscription more attractive.

In addition, Concept argued that mobile subscription is an ‘experience good’, such that
current subscribers, who have experienced the benefits of a mobile phone, are likely to be
less responsive to price increases than potential subscribers are to price reductions.
Concept noted that elasticity estimates are typically made where prices are falling and
demand increasing:**

‘since demand elasticity estimates are almost universally made in environments where prices are falling
and subscription demand is increasing, they reflect the responsiveness of largely new subscribers to
lower prices, rather than of existing subscribers to higher prices (which are rarely observed in practice).’

Concept argued that any waterbed effect arising from regulation of MTM termination rates
is likely to be weak, and any such effect will be swamped by lower prices from increased
competition in the mobile market resulting from cost-based MTRs.”*

938

ibid, paragraph 9.22.

939 Concept submission, 28 July 2009, page 25.
49 Concept cross-submission, 18 August 2009, page 27.

941
942
943

ibid, page 31.
ibid, page 31.
ibid, page 32.
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Dr Haucap

76.

77.

78.

In a submission on behalf of 2degrees, Dr Haucap noted that:***

‘While it is clear from both theoretical models as well as empirical research that a waterbed effect can
exist, the strength of the effect will depend on various parameters such as the mobile penetration rate and
the degree of competition.’

According to Dr Haucap, Covec’s argument that the waterbed effect increases with
penetration contrasts with empirical research funded by Vodafone, which found that the
waterbed effect is lower in higher penetration markets. As noted by Dr Haucap, the authors

explained this finding as follows:**

‘Intuitively, low penetration markets usually consist of heavy users for whom the waterbed effect is
expected to be strong. But as the market becomes more saturated, this typically involves attracting
marginal users who make and receive very few calls. Hence, we expect the waterbed effect to decrease as
the market becomes more saturated because of the different types of consumers that are drawn into the
mobile customer pool.’

Dr Haucap emphasised that the Genakos and Valletti study did not examine whether MTR
regulation facilitated new entry, nor do they control for any asymmetry between mobile
operators. Furthermore, he observed that competition in the New Zealand mobile market is
unlikely to be of an intensity that would give rise to a strong waterbed effect, and that in
respect of Covec’s proposed 75%:°*

‘Therefore, I consider the assumed 75% waterbed effect to be overly optimistic. Given the high
penetration rate and the low degree of competition I expect the waterbed effect to be much weaker, as
suggested by the Commerce Commission in its Draft Report’

TUANZ

79.

In its submission on the draft, TUANZ noted that it consistently argued against any
waterbed effect.””’ TUANZ submitted that the entry of 2degrees and possibly MVNOs will
reduce the likelihood of other prices increasing to offset lower MTRs. TUANZ believe that
even if there were to be some offsetting increases, consumers would still benefit from
regulation.

Potential Impact of Regulation of Mobile-to-Mobile Termination Rates

Potential Benefits of Regulation of Mobile-to-Mobile Termination Rates

Draft Report

80.

In the Draft Report, the Commission noted that above-cost MTRs are likely to result in
downstream retail prices exceeding the cost of supplying retail services. The Commission
also noted that retail prices (specifically, the average revenue per minute for MTM calling,
as well as for retail mobile subscription and calling) had been falling in recent years, in line

4 Dr Haucap submission, paragraph 25.

945
946

ibid, paragraph 26.
ibid, paragraph 30.

%7 TUANZ submission, page 4.
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with reductions in the MTRs.**® Both the ACCC and the EC had also observed reductions
in retail mobile prices that coincided with reductions in wholesale MTRs.

Vodafone had previously submitted that call traffic between mobile networks is typically
balanced, with traffic flows unrelated to the size of the respective networks.”* As a result,
Vodafone claimed that the net effect of a reduction in MTR will be close to zero, as a
mobile network operator’s reduction in outgoing termination costs is cancelled out by a
corresponding reduction in incoming termination revenues, with nothing to pass through
into retail mobile prices.

In response, the Commission made the following observations in the draft:**°

= based on MTM traffic data from Telecom and Vodafone over the period between
2006 and 2008, the volume of off-net MTM traffic from Telecom to Vodafone
exceeded the volume going from Vodafone to Telecom, with the imbalance
diminishing as Telecom’s market share increased;

= for a small entrant mobile operator, there could be a potentially significant net
outflow of traffic from the entrant’s network, which, if combined with above-cost
MTRs could represent a substantial drain on the entrant; and

= if traffic were balanced, both entrant and incumbent mobile operators would be
indifferent to regulation of MTRs. In addition, symmetric traffic flows would
indicate that bill-and-keep (BAK) interconnection arrangements might be
appropriate. However, experience in New Zealand and elsewhere suggests that
entrants favour low MTRs (or BAK) and that incumbents are opposed to cost-based
MTRs.

In the Draft Report, the Commission expressed a concern that above-cost MTRs may make
it difficult for a small mobile entrant to compete with established mobile operators, to the
extent that above-cost MTRs result in high retail off-net prices which in turn could generate
net traffic flows from the entrant to the incumbent mobile operators. The Commission
referred to similar concerns raised by other regulators, such as Ofcom, the EC, and the
European Regulators Group (ERG). For example, the EC stated that:”>'

‘In this respect, it should first be noted that smaller mobile network operators are usually late (or later)
entrants to the market and their smaller size is frequently due to the delay in their market entry. ... As
smaller mobile players are usually net senders of traffic due to incumbent or first or second mobile
entrants typically having much higher market shares and due to the presence of network effects which
can be further reinforced by on-net/off-net price differentiation, the balance of termination-related
payments is determined by the interaction of these two forces’

%% The Draft Report noted that over 2006-2008, the average retail price for MTM calls had fallen by nearly 35%; the
average retail price for mobile subscription and mobile calling had fallen by just over 30%; and the MTR had fallen by
36%. Commerce Commission, Draft Report, paragraph 766.

%9 For example, see Vodafone’s September 2008 submission on the Commission’s Issues Paper, paragraph 103; and
Vodafone submission 13 February 2009, paragraph 57.

%% Commerce Commission, Draft Report, paragraphs 773 to 775.

951

ibid, paragraph 778, quoting from EC Commission Staff Working Document accompanying the Commission

Recommendation on the Regulatory Treatment of Fixed and Mobile Termination Rates in the EU, “Implications for
Industry, Competition, and Consumers”, 7 May 2009, pages 24-25.
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84. The ERG has also commented on the difficulties faced by small mobile operators in
attracting customers in saturated markets in which above-cost MTRs have resulted in a
differential in retail prices for on-net and off-net calls:***

“This potential competition issue is, however, compounded when MTRs (charged by large networks) are
significantly above costs really due to terminate calls. The extreme situation can appear when on-net
prices are lower than MTR tariffs. As discussed, these considerations highlight the importance of setting
MTRs at cost. ... If the MTR is above the retail price (equal to the on-net price of the larger network),
then the smaller operator may in the limit be forced to incur a loss on its off-net calls, if it wants to be
competitive.’

85.  In the Draft Report, the Commission had regard to the average retail on-net prices in New
Zealand, and how these retail prices (which in principle cover both the origination and
termination of a MTM call, as well as other costs) related to the level of MTRs in the initial
undertakings and in the Commission’s benchmarking. This indicated that the wholesale
MTRs that were proposed in the initial undertakings were likely to be high relative to the
retail on-net price for MTM calls and SMS, limiting the ability of an entrant to compete in
the retail mobile services market.

86. The Commission concluded that a regulated reduction in MTRs to a level that reflects the
cost of providing the MTAS will remove a significant barrier to expansion by a new entrant
mobile operator and promote efficient competition in the downstream market.”>

87.  In considering the consequential benefits to end-users from such a barrier, the Commission
referred to the difficulties in quantifying such an effect, particularly where entry has
already occurred or is likely to occur to differing degrees under both the counter-factual
and the factual. The Commission noted that the extent to which additional entry or
expansion by a new entrant operator is promoted by cost-based MTRs will depend on a
complex range of factors, including the likely volume and balance of interconnection traffic
between the entrant and the other networks, and the relative magnitude of interconnection
costs compared to the entrant’s total costs.”*

88. The Commission gave an indication of the potential ‘static’ benefits that may arise from
more vigorous competition in the retail mobile market, by looking at the impact on end-
users of a 5% price reduction attributed to incremental entry arising from cost-based
MTRs. The Commission considered that a 5% price effect was reasonable, based on
observations of post-entry price reductions in Australia and the UK. The resulting gain to
consumers from a more vigorous market entrant was estimated to be approximately $43
million per annum, and a gain in total surplus of around $11 million per annum.

89. The Commission also concluded that there were likely to be a number of additional
benefits from cost-based MTRs These include potential savings for consumers in relation
to multiple handsets to the extent that high MTRs have contributed to a significant
differential between retail on-net and off-net prices.”> In addition, increased competition
arising from more efficient entry and expansion is likely to encourage investment in

%52 ibid, paragraph 785, quoting from ERG, ERG’s Common Position on symmetry of fixed call termination rates and

symmetry of mobile call termination rates, ERG(07)83, page 98.
%3 ibid, paragraph 790.

% ibid, paragraph 789; also paragraph 793.

%3 ibid, paragraph 809.
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innovative technology in order to develop new services and maintain a competitive
advantage over rivals.”°

Submissions on the Draft Report
Vodafone

90.  Inresponse to the Draft Report, Vodafone submitted that reductions in MTRs are unlikely
to increase competition in the mobile market, as MTRs are a cost and a source of revenue
for mobile operators. According to Vodafone, there is no evidence to suggest that net
payments from 2degrees to the existing mobile operators will be significant.””’ Vodafone
claimed that its commercial interconnection agreement with 2degrees will be more
beneficial for 2degrees than regulation, as long as call patterns between 2degrees and
Vodafone are similar to current patterns between Telecom and Vodafone.

91.  Vodafone also argued that the Commission must construct a cost-benefit model in order to
quantify the expected impact of regulation in the mobile market.””® Vodafone submitted
that such a model would demonstrate that under all reasonable assumptions around traffic
flows between networks, the size of net interconnection payments between operators could
not represent a significant barrier to entry in the mobile market.

92.  Vodafone also submitted that SMS traffic flows between networks will be largely balanced.
This means that mobile operators both pay and receive termination fees, and that the
effective SMS termination rate will be significantly lower than the headline rate.”

Covec

93. Covec expressed a number of concerns with the Commission’s view that MTR regulation
will promote competition in the mobile market.

94.  First, while retail mobile prices have been falling in recent years, Covec argued that factors
other than falling MTRs are likely to have contributed to this.”®
95. Covec also commented on the Commission’s view that net traffic flows between mobile

networks may depend on the relative size of the networks, and that a small entrant may
experience a significant outflow of traffic. According to Covec, if all mobile customers are
identical, it is straightforward to demonstrate that traffic flows will be balanced regardless
of market share.”®" Covec also argued that a mobile operator will compete for customers
not only on the basis of termination revenues and payments, but also on the basis of
subscription and call services provided to its own customers.

9% ibid, paragraph 821.

%7 yodafone submission, 28 July 2009, paragraphs 354 to 366.
938 ibid, paragraph 276.

%9 ibid, paragraphs 379 to 381.

969 Covec submission, 27 July 2009, paragraph 159.

%! ibid, paragraph 162.

%2 ibid, paragraph 164.
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As a result, Covec argued that a change in the MTR will alter the incentives that mobile

operators face to compete for different types of customers:”®

‘A lower MTR will make customers who make relatively many calls more attractive, and competition for
them will intensify, while competition for customers who make relatively few calls will weaken.’

Covec submitted that on-net discounts are a way in which mobile operators compete, and
are an outcome of competition rather than an attempt to stifle competition. Covec claimed
that the Commission focused only on MTRs as a source of interconnection costs, and has
ignored MTRs as a source of revenue for mobile operators. In addition, Covec stated:***

‘... the Commission appears to ignore the fact that reducing the FTM termination rate will reduce FTM
termination revenues of all mobile operators, including entrants, to the extent that this is not offset by the
waterbed effect. It is therefore difficult to see how FTM termination regulation can promote entry or
competition in the mobile market.’

Covec also noted that the Commission estimated the gain in consumer and total surplus
associated with a 5% reduction in mobile prices. However, according to Covec, the
Commission has not demonstrated that the resulting benefits are due to regulation, rather
than just entry.

Telecom

99.

NERA

100.

101.

102.

Telecom submitted that the Commission’s repeated concerns around above-cost MTRs
being a barrier to entry and expansion in the retail mobile market have not been supported
by any international evidence. Telecom referred to the experience in Bulgaria, where
despite having the highest MTRs in the EU (13.5 eurocpm), and one of the highest mobile
penetration rates in the world (135%), Vivatel was able to enter the mobile market and
increase its mobile market share from 1% to 11% in the three years to 2009.7°

. . 966 . .
In its cross-submission, ~ NERA commented on Concept Economics’ analysis of the

potential impact of regulating MTRs. NERA made a number of criticisms of Concept’s
analysis.

First, NERA argued that Concept had adopted an extreme counter-factual in which
2degrees would be a marginal, or failing, competitor. According to NERA, this is not a
credible scenario, given the $250 million invested in 2degrees. In addition, NERA argued
that there are numerous examples of sustained entry and expansion in the face of above-
cost MTRs and on-net discounting, such as Meteor’s entry in Ireland (2001), Bouygues
Telecom’s entry in France (1996), E-Plus’ entry into Germany (1994), and Orange’s entry
into Spain (1999).%%

Second, NERA submitted that Concept’s assumption that mobile prices will fall by 60%
over five years as a result of MTR regulation fails a basic “sanity check”, as this would

963
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965 Telecom submission, 28 July 2009, paragraph 72.
%6 NERA cross-submission, 18 August 2009.
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result in New Zealand having the lowest mobile prices in the world.”®® NERA argued that
such a result would not be credible given New Zealand’s characteristics, such as low
population density, small population, and mountainous terrain. NERA also noted that
Concept’s price benchmarking does not control for possible drivers of price reductions
other than entry.

Finally, NERA argued that Concept focuses only on the potential benefits of regulation,
and ignores the possible detriments of regulation, including the waterbed effect and the
direct costs of regulation.”®

2degrees

104.

105.

106.

107.

108.

According to 2degrees, a key barrier to infrastructure-based entry and expansion in the
New Zealand mobile market is the combination of high MTRs and low on-net/high off-net
retail pricing.””® 2degrees submitted that while the Commission had indicated a preference
for cost-based access pricing to address this barrier, the Commission had not given
adequate consideration to BAK, particularly for SMS for which termination costs are
extremely low and which is a key service for an entrant.

2degrees argued that the Commission’s Draft Report had underestimated the potential
benefits from regulation, as the cost-based MTR benchmarks used by the Commission
overstate the true cost of supplying termination. 2degrees also argued that the
Commission’s assumption that entry will result in a 5% price reduction will considerably
understate the level of benefits from entry:”""

‘We appreciate that it is difficult to quantify the benefits of regulated market entry, especially when entry
is imminent. But as the Commission has noted there is a vast difference between efficient competitive
entry and the situation when the new entrant’s capacity to vigorously compete is sharply constrained
because mobile termination rates and closed net-pricing mean a new entrant will be a large out-payer of
termination charges and restricted in its ability to compete for large parts of the market.’

2degrees noted that if traffic between networks is balanced, the actual MTR will be
irrelevant.””> However, 2degrees submitted that retail price distortions are likely to lead to
traffic imbalances, and in doing so are likely to affect competition in the mobile market.
2degrees proposed BAK as the appropriate pricing principle at the wholesale level, as this
would be relatively easy and quick to implement, and also submitted that a non-
discrimination requirement be introduced to prevent off-net price discrimination.

According to 2degrees, Vodafone and its experts have ignored a crucial point highlighted
by Concept and Dr Haucap, namely that traffic flows between networks will depend on
relative off-net prices.””

2degrees also disagreed with Vodafone’s claim that 2degrees would be better off under the
commercial interconnection agreement than under regulation. According to 2degrees,
Vodafone’s claim is based on an assumption that:”"*

968
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970 2degrees submission, 28 July 2009, paragraph 1.6.
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‘... traffic will be symmetrical because 2degrees will acquire customers from Telecom who will continue
to make and receive the same number of calls as they did when they were Telecom users.

This argument completely ignores the retail distortions created by the combination of high MTRs and
closed-net pricing. We reiterate our earlier submissions which discussed the bifurcation of the New
Zealand market and the very low levels of cross-net traffic as a proportion of total traffic volumes in New
Zealand.’

2degrees argued that early indications of off-net traffic flows since its launch showed that
Vodafone’s assumption of balanced traffic was incorrect.””

In a submission dated 16 October 2009,”’® 2degrees commented on the revised
undertakings offered by Telecom and Vodafone on 2 October 2009. 2degrees noted that
the voice MTRs offered by Telecom and Vodafone remain significantly above the
Commission’s cost benchmarks,””” while Telecom’s proposed hybrid BAK prices for SMS
would in 2degrees’ view incentivise higher retail off-net prices in order to generate a net
traffic inflow.””™ According to 2degrees, Vodafone’s SMS MTR of 1.2cpSMS is “more
plausible”, although 2degrees noted that Vodafone had now bundled the SMS undertaking

with ‘implausible voice rates’.””

Dr Haucap

I11.

112.

In a cross-submission on behalf of 2degrees, Dr Haucap argued that a combination of on-
net discounting and high MTRs can act as a strategic barrier to entry in the retail mobile
market.”® He argued that a reduction in MTRs will clearly reduce barriers to entry:**'

‘... one of the main rationales for the downward regulation of MTRs is the removal of strategic barriers
to entry. If the number of firms is endogenous, market entry will almost always make markets more
rather than less competitive. Economic theory and empirical evidence suggest that markets with more
firms are more competitive than markets with fewer firms. Any analysis that focuses on competition
between incumbent firms only while ignoring the effects on entry and on small operators will
systematically underestimate the competitive effects induced by lower MTRs.

Put differently, and most importantly, the removal of barriers to entry to the retail mobile market is
therefore likely to have first-order effects on welfare and consumer surplus, as lower MTRs allow for
more intense competition to unfold through market entry, while other effects such as tariff rebalancing
are likely to induce only second order effects.’

Dr Haucap also submitted that:”**

‘... the welfare effects of enhanced competition are notoriously difficult to estimate due to the dynamic
nature of competition. ... it is often considered a good approach for public policy to concentrate on
market liberalisation and safeguarding the competitive process. Hence, the focus should be on removing
artificial barriers to entry and preventing incumbent firms from erecting strategic barriers to entry as far

9 ibid, paragraphs 10.7 and 10.8.
97 ibid, paragraph 10.9.
976 2degrees “Submission on Revised Undertakings”, 16 October 2009.

977

ibid, paragraph 3.1.

978 ibid, paragraph 3.16(b).
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as possible in order to let the firms compete on a level-playing field without further Government
intervention.’

Concept
113. In its submission on the Draft Report, Concept provided its own analysis of the potential

114.

115.

116.

117.

118.

impact of a more vigorous entrant in the New Zealand mobile market. This involved a
comparison of what was likely to happen in the event that MTRs were regulated, with what
would occur in the absence of regulation.

Under Concept’s “factual” scenario of regulation, an efficient entrant would be able to
overcome the barrier to entry/expansion of high MTRs and on-net discounting.”® As a
result, the entrant would be able to stimulate vigorous price competition, competing
aggressively in order to achieve scale in a market with high fixed costs. According to
Concept, international experience shows that large price reductions have followed from
network-based entry in other mobile markets. Concept analysed one scenario where prices
fall by 60% over five years, with the bulk of this reduction occurring in the first two years,
and another scenario in which the price reduction due to entry is 30%.

In the absence of regulation, Concept assumed that the entrant would either exit (such as
occurred in Slovenia), or would continue in the market but only as a weak competitive
constraint.

In considering the way in which regulation could be expected to increase competition in the
mobile market, Concept discussed the significance of on-net discounting and above-cost
MTRs. Concept argued that where the incumbent mobile networks use heavy on-net
discounting, it will be difficult for an entrant to compete for subscribers, who will generally
prefer to remain on the larger networks.”™*

According to Concept, the above circumstances will lead to a traffic imbalance, which will
be exacerbated where the entrant offers lower off-net prices in order to be able to attract
customers:**

“To be able to offer discounts to the same range of customers, the entrant, having fewer on-net
customers, would likely have to discount some off-net calls. Thus, their customers will call off-net
relatively more often than customers of the incumbents. However, the size of the outpayments can also
mean that the entrant is simply unable to viably offer customers a pricing package that will lure them
away from the incumbent networks.’

Concept estimated the resulting benefits from regulation in the form of the five-year net
present value increase in consumer surplus and total surplus.”® According to Concept’s
results, a 30% price reduction would increase consumer surplus by approximately $0.5
billion over five years, while a 60% reduction would increase consumer surplus by around

%3 Concept submission, 28 July 2009, page 2.
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$2.4 billion over five years.”®” The increase in total surplus over the period ranges from
$0.3 billion to $1.3 billion, depending on the price reduction.

In its cross-submission, Concept developed an example to illustrate the difficulties faced by

a small entrant when there is on-net discounting and high MTRs. According to Concept:988

‘Above cost termination charges exactly provide the foundation on which incumbents can add cost to the
entry and expansion of competitors. When termination costs, whether of calls or texts (and texts are
critical for entry at the low end of the market), exceed costs, on-net retail price discounts can be used to
raise the entrant’s costs, thereby preventing the entrant from cutting prices towards more efficient levels,
and possibly forcing exit.’

Concept compared the estimated margins that would be earned by each of Vodafone and
2degrees, in offering a retail plan equivalent to Vodafone’s Starter 2000 plan. The margins
estimated by Concept were the retail revenues earned, less the wholesale termination
payments, for Vodafone and for 2degrees. This required a number of assumptions to be
made, in particular around the volume of off-net MTM and SMS traffic for each operator
(in order to estimate the wholesale termination payments made).”® Concept found that for
2degrees to be able to offer a retail plan that was comparable to Vodafone’s Starter 2000
plan, it would earn a substantially smaller margin relative to that earned by Vodafone.
Concept submitted that the 2degrees margin would unlikely cover the non-termination
costs of supplying retail services.””

Concept concluded that on-net discounting and above-cost MTRs will prevent the entrant
from competing vigorously with the incumbents.””!

Concept disagreed with Covec’s claim that market share does not influence traffic flows
between networks. According to Concept, Covec’s claim ignores a fundamental
relationship between price and demand:”**

‘Holding all other things constant, and in the absence of on-net discounts, if different carriers set similar
prices, then traffic between two networks in general would be balanced, unless some, but not all, carriers
have an incentive to seek out customers with different propensities to make or receive calls. However, if
outbound prices on one network are lower than on the other, traffic would be expected to become
unbalanced (because customers on the cheaper network will make more calls).

A smaller carrier must provide benefits that are at least as attractive as the offers of its larger rivals,
which can mean offering off-net discounts that create the equivalent of the larger carriers’ on-net
discounts. This in turn creates call and text imbalances such that the smaller carrier has a net outflow of
traffic, and thus makes net outpayments. If termination charges are high, this can have a significant
impact on the smaller carrier’s viability.’

Concept submitted that early off-net traffic data involving 2degrees shows large imbalances
for both voice and SMS traffic, and that while the level of imbalance might be expected to
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diminish over time, international data (for example, from Slovenia and France) indicates

that a high level of imbalance remains:””

‘Thus, net outflows of traffic from the entrant to the incumbent as a result of the effects of on-net
discounting are a reality, and not merely a theoretical possibility.’

The authors of the Concept submissions, Dr Ralph and Ms Lanigan, also commented on the
2 October 2009 undertakings offered by Telecom and Vodafone.”* Ralph and Lanigan
updated their previous margin analysis (contained in the Concept cross-submission referred
to above) to include the lower MTRs contained in the 2 October undertakings, and also
amended a number of their underlying assumptions relating to the level of SMS traffic
imbalance between the small network and the large network. Ralph and Lanigan
concluded that the MTRs in the 2 October undertakings would continue to restrict the
ability of the small entrant to compete.

Ralph and Lanigan also submitted that the out-of-balance SMS termination rates contained
in Telecom’s 2 October undertaking would place a floor beneath retail off-net SMS prices.
According to Ralph and Lanigan:™”

‘... under the Telecom Undertaking text termination rate structure {of 2 October} any carrier is unlikely
to cutting {sic} its retail off-net text prices below 2degrees current $0.08 (ex-GST). This is because such
a cut would risk pushing outbound texts beyond the 12% balance point, and then each additional text
would earn less than the text termination fee thereby incurring losses.

The preceding discussion demonstrated that the $0.08 marginal rate for terminating texts places a floor
under retail off-net text prices.’

Ralph and Lanigan submitted that the average and marginal termination rates under
Telecom’s proposed hybrid BAK pricing structure would exceed the implied on-net
termination rate.””®

Potential Detriments of Regulation of Mobile-to-Mobile Termination Rates

Submissions on the Draft Report

Vodafone

127.

Vodafone submitted that regulation of the MTM termination rate will reduce competition
between mobile networks, and result in a waterbed effect, for example in the form of lower
handset subsidies and slower reductions in prices. According to Vodafone, the
Commission’s draft overlooks this effect, and therefore underestimates the detriments
associated with regulation.””’

%3 ibid, page 26.
9% Ralph, E., and E. Lanigan, “Submission to the Commerce Commission on the revised MTAS Undertakings”, 16
October 2009.
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In its submission on the Draft Report, Covec argued that in addition to a waterbed effect
from lower revenues from terminating FTM calls, regulation of the MTM termination rate
will also induce a waterbed effect.””® According to Covec, when there are on-net discounts,
subscription to a larger network will be more valuable to subscribers, and so as a network
operator gains an additional subscriber, it will be able to extract additional revenue from its
existing subscribers. This will strengthen the incentive to acquire new subscribers,
resulting in greater competition.

129.  Covec submitted that as MTM termination rates influence the extent of on-net discounting,
a reduction in the MTM termination rate may lead to less on-net discounting, reducing the
above network effects, and thereby lessening competition between mobile operators.

130.  Covec submitted that the Commission’s draft had ignored this incremental waterbed effect
from regulating MTM termination rates.””’

NERA

131. NERA submitted that even if a lower MTM MTR has a neutral effect on mobile operators
(due to lower termination revenues being cancelled out through lower termination costs),
the incentives of mobile operators will change, and that it is important to take these
changed incentives into account.'*”

Concept

132. At the Commission’s conference, Concept argued that the likely waterbed effect from

MTM termination would result in lower prices. Furthermore, Concept submitted that the
key benefits for consumers would arise from termination rates that allow effective
competition through entry.'®!

9% Covec submission, 27 July 2009, paragraph 125.
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APPENDIX 6: SUBMISSIONS ON NON-CORE PRICE AND NON-PRICE
TERMS AND OTHER ISSUES

Introduction

1. This Appendix addresses the following non-core price, non-price and other issues:
= Minute+second / second+second pricing;
* On-net/ off-net price discrimination;
=  Asymmetric pricing;
= Internationally-originated and VOIP-originated calls and SMS;

= Reciprocal charges in Telecom’s undertakings;

= Handover deductions; and

= Compatibility of undertakings with the access principles set out in the Act.

2. A summary of the Commission’s preliminary views'* is presented, followed by a
summary of submissions and discussion of these issues at the MTAS Conference and in
correspondence (where appropriate). In relation to matters regarding the process for
addressing reciprocity issues and the submission of the Final Undertakings, these matters
are primarily addressed in the body of this Final Report.

Minute+second / second+second pricing
Preliminary views from Draft Report

3. Telecom and Vodafone both initially provided for minute+second pricing in their
undertakings (assessed in the Draft Report).

4. In the Draft Report the Commission noted ‘that second+second pricing is likely to be
preferable if mobile termination rates are to be regulated, and that adjustments would be
needed to benchmarks and rates in undertakings where they involve minute+second
pricing, to ensure that the rates remain comparable’.'®” Recognising that it had previously
allowed minimum call durations, to recover call set-up costs, the Commission sought
submissions on ‘the significance and magnitude of call set up charges for mobile networks
and parties preferred approach to recovering call set up costs’.;'***

192 The Commission also included in the non-core price, non-price and other issues section of its Draft Report
comments on pass-through, which have been substantively addressed in Section V and Appendix 5 of this Final
Report, and a discussion of a possible process for reconciling non-price terms, which has been substantively addressed
in Section II and Appendix 1 of this Final Report.

193 Commerce Commission, Draft Report, page 195, para 889.

1994 Commerce Commission, Draft Report, page 195, para 891 and page 205, para 949.
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Submissions on the Draft Report and discussion at the MTAS Conference

5. 2degrees'*”, CallPlus, Woosh and Kordia'**, submitted that minute+second pricing was
contrary to international best practice and should not be permitted.

1007 1008

6. Telecom ™ submitted that minute+second pricing was appropriate, while Vodafone
noted that there were a number of methods to recover call set-up costs.

7. At the MTAS Conference'*” there was general acceptance that second+second pricing was
the predominant form of wholesale pricing internationally, although there were also
examples of other forms of pricing provided and different approaches to allowing for call
set-up costs.

Discussion at the public meeting and in relation to the process to address reciprocity issues

8. At the public meeting to clarify matters related to the submission of revised undertakings,
the Commission provided the following guidance in relation to the treatment of
minute+second cf second+second pricing:'"

‘... under Clause 4 Schedule 3A of the Act the Commission may not recommend an undertaking
for acceptance unless it complies with the standard access principles in Schedule 1. Access
Principle 2 requires any undertakings received to be consistent with international best practice.
The Commission notices that second + second pricing is the predominant method of pricing in
other jurisdictions, as was discussed at the Conference. The Commission's expectation is
therefore, that this approach should be adopted at the wholesale level in any revised undertakings
that are submitted.’

0. The Commission subsequently noted, when inviting the parties to address reciprocity
issues, that: !

‘in assessing undertakings against the factual for the purposes of making its final determination
and recommendation, it will make adjustments to the MTRs proposed in undertakings as required
to allow for comparability:

=  of minutetsecond and second+second pricing structures. As the Commission has previously
indicated, international best practice is for a second+second pricing structure and an
adjustment would be required for any minute+second pricing structure in any undertakings ...’

Changes to treatment of minute+second / second+second pricing in revised undertakings

10. Telecom noted, when providing its revised undertaking of 2 October 2009, that in light of
the Commission’s indication that second+second pricing was the international norm, that

1993 7 degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, page 62, para 4.2.

199 CallPlus, Submission on the Draft Report and Revised Undertakings, 27 July 2009, page 4, section 3.1; Woosh and
Kordia, Submissions to the Commerce Commission in relation to MTAS schedule 3 Draft Report, 28 July 2009, page
10, para 8.1; and CallPlus, Woosh and Kordia, Cross-submissions to the Commerce Commission in relation to MTAS
schedule 3 Draft Report, 18 August 2009, page 4, paras 1.18-1.20 and pages 11-15, section 9.

197 Telecom submission on Draft Report, page 32.

1998 y/odafone submission on Draft Report, page 116, para 427.

1999 commerce Commission, MTAS Conference Transcript Day One, 2 September 2009, pages 117-120.

191 Ccommerce Commission, Transcript of Public Meeting re Clarification of Matters for Submission of Revised
Undertakings, 23 September 2009, page 11.

191 Commerce Commission, Process to address reciprocity issues in relation to revised MTAS undertakings, 9
November 2009, page 4.
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Telecom had ‘adopted second + second pricing in its Revised Undertaking from 1 July

11. In the joint letter from Telecom and Vodafone, identifying where agreement had been
reached addressing reciprocity issues, Vodafone indicated that it had ‘agreed to align with
Telecom and 2degrees on second plus second billing.”'*"® The price terms proposed in that
letter provided for a 1 April 2010 start date for second+second billing.

On-net / off-net price discrimination
Preliminary views from Draft Report

12.  In the Draft Report the Commission’s preliminary view was that ‘while undertakings may
contain terms that prevent discrimination between on-net and off-net pricing, provided
MTAS prices are cost-based, non-discrimination provisions are not required as part of the
factual of regulation to ensure a competitive market in the interests of the long-term

benefits of end-users’.'*'*

2degrees

13.  2degrees submitted that:'’"

‘a form of retail control, or continued monitoring to ensure on-net retail prices do not fall below a
level equal to double the prevailing termination rates, may also be necessary for networks with
substantial market power.’

14.  In support of its submission, 2degrees noted'’'® that the Commission has provided for retail
price control in an earlier decision'”'’ regarding Vodafone’s Homezone service.

Telecom

15. Telecom cross-submitted that:'°'®

‘the regulation of retail pricing is beyond the scope of the Commission’s jurisdiction and the policy
of the Act, which is to regulate supply between service providers. The Commission does not have
an unfettered discretion to impose conditions or restrictions on Mobile Network Operators. Instead
the Commission’s powers in the Act need to be interpreted in light of the section 18 purpose
statement, which is clear that the statutory framework provides for the regulation of wholesale
services and does not extend to regulating the terms on which a Mobile Network Operator supplies
services to its own retail customers.’

Vodafone

16.  Vodafone submitted that it agreed with the Commission’s draft views that:'*"

1912 Telecom, Submission accompanying revised undertaking, 2 October 2009, page 6, para 15. See also paras 14 and
16.

1913 Telecom and Vodafone, Process to address alignment of revised MTAS undertakings, 23 November 2009, page 2.
1014 Commerce Commission, Draft Report, page 197, para 897.

1015 7 degrees, Process for the final stage of MTAS investigation, 16 December 2009, page 4, para 11.

1016 See, for example, 2degrees, Process for the final stage of MTAS investigation, 16 December 2009, page 4, para 12.
197 Commerce Commission, Final Determination on the application for determination for ‘Interconnection with
Telecom’s fixed PSTN’, 28 September 2006.

198 Telecom, MTAS Investigation — Cross-submission, 18 August 2009, page 26, para 107. See also, Telecom,
Submission accompanying revised undertaking, 6 May 2009, page 17, para 79.
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‘non-discrimination provisions are not required under regulation to ensure a competitive market in
the long-term interests of end-users, provided MTAS prices are cost-based.’

17. Vodafone also submitted that:'*°

‘On—net price discounting is an important way in which mobile operators compete to attract more
customers to their network, and has resulted in significant benefits for New Zealand consumers in
recent years. ... If an outright ban on on-net price discounting were to be implemented, popular
offers such as BestMate, TXT2000 and Family would have to be immediately removed from the
market. This would not be a desirable outcome for consumers who value these propositions and
have adjusted their consumption patterns in light of them. What is needed is not a ban on these
types of offers, but an assurance that all operators can compete on their merits to provide these
types of offerings to consumers.’

18. Vodafone further cross-submitted that:!%*!

‘[it] strongly disagrees that banning on-net pricing would be beneficial for consumers. The
introduction of a blanket ban on on-net price discounting would remove a key way in which
mobile operators can differentiate their product offerings, and make prices on networks more
similar rather than differentiated. In that sense, it would limit ways in which mobile operators can
compete rather than promote competition.” and

‘on-net price discounting is a pro-competitive way in which mobile operators can try to more
quickly gain market share and distinguish themselves from their rivals. 2degrees’ proposal to use
the Act to apply a blanket ban on all forms of on-net price discounting is contrary to the well
understood principle of using the access regime to deal with interconnection/access pricing issues
at the wholesale level and the flexibility of anti-competitive conduct provisions of the Commerce
Act to deal with individual retail pricing concerns. In short, the Act is too blunt an instrument for
dealing with retail price behaviour, and should not be used to ban all forms of on-net price
discounting at the retail level. If the Commission has concerns about a particular on-net pricing
offer, it has the powers to address these concerns using the Commerce Act.’

CallPlus / Kordia / Woosh

19. Nominated counsel for CallPlus / Kordia / Woosh submitted, in relation to the RI released
information questionnaires from Telecom and Vodafone, that:'**

‘in relation to on/off-net pricing, the Commission can incorporate a margin squeeze imputation test
into the description of the recommended service, under Section 66. Access providers must pass the
imputation test at all times. ...

An imputation test should also be developed to deal with horizontal squeeze issues including as to
bundling and the issues identified by the Commission in its Draft Report.

Much less satisfactory options would be:

(a) margin squeeze reporting under Part 2B. This is less satisfactory as it involves reporting only
(compliance with a test would not be required);

1919 yodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services — Submission, 28 July 2009, page 12, para 48. See also Vodafone, Submission on the Schedule 3A
1LOJZnOdertakings provided on 12 January 2009, 13 February 2009, pages 45-52, paras 137-172.

Ibid.
192! yodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services - Cross-submission, 18 August 2009, page 58, para 200.
1922 Wigley & Company submission on behalf of CallPlus, Woosh and Kordia, MTAS: Submissions on the Fixed and
Integrated Operators' data — Restricted Information version, page 3, paras 15, 17 and 18.
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(b) A Section 9A review, with a view to finding solutions to the problems.’
Asymmetric pricing
Preliminary views from Draft Report
20.  Inthe Draft Report the Commission’s preliminary view was that it had ‘not been provided
any justification for asymmetric pricing in either undertakings or the factual of
regulation”.'” The Commission sought submissions on whether there was ‘evidence of

differing cost structures for different operators which could be grounds for asymmetric
pricing, and the views of interested parties over the timeframe for any asymmetric pricing

to be phased out’.'**
2degrees
21.  2degrees submitted that cost-based reasons and network externalities may justify

asymmetry in its favour.'”” 2degrees further submitted, with reference to the EC
Recommendation on termination rates suggestion that where asymmetric rates are used
they should be phased out within four years of entry, that:'**®

‘[it] could be argued that given the NZ context where 2degrees’ expansion (and thus ability to
achieve scale) will be restricted in (at least) the first 1-2 years of entry, the maximum timeframe
should be longer in NZ — say 5 years.’

22.  The final undertakings submitted by 2degrees'**’, although subsequently withdrawn, did

not include asymmetric pricing, although 2degrees did note that ‘glide-paths were designed
in other jurisdictions to provide asymmetric prices in a new entrants’ favour.”'***

23. However, 2degrees also submitted, when withdrawing their undertakings, that:'**’

‘If the market is distorted in favour of large networks through above cost termination rates then, in
order to minimise those distortions it would be appropriate to allow a new entrant to enjoy
termination rates at a higher level to the incumbents.’

Telecom

24. Telecom submitted that:'®°

‘the Commission should apply equal termination rates for all mobile operators. ... the termination
charges for 2 Degrees would cover the weighted average cost of operating its network and the
roaming charges its pays a third party network operator and asymmetric MTRs would not apply.’

CallPlus / Kordia / Woosh
25.  CallPlus submitted that:'®!

1923 Commerce Commission, Draft Report, page 197, para 901.
1924 Commerce Commission, Draft Report, page 205, para 950.
1925 7 degrees submission on Draft Report, page 62, para 4.3.
1026 > degrees submission on Draft Report, page 62, para 4.4.
:22; 2degrees, Undertakings submission, 2 October 2009, page 9, para 10.
Ibid.
1929 7 degrees, Process for the final stage of MTAS investigation, 16 December 2009, page 3, para 11.
1939 Telecom, Submission on Draft Report, 28 July 2009, pages 20-21, para 88.
1931 CallPlus, Submission on the Draft Report and Revised Undertakings, 27 July 2009, page 3, section 2.
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‘it is critical that a single rate is established for mobile termination regardless of whether the
service is mobile to mobile or fixed to mobile as these are substitutable services and a difference in
rates will create distortions in the market.

It is also important that a single rate is established regardless of the network operator. The current
undertakings create the situation where rates to one provider will become more than the other
provider. This creates problems at a retail and wholesale level.’

26. At the MTAS Conference, the nominated counsel for CallPlus, Kordia and Woosh noted
that any prior submission by those parties that asymmetric rates should be considered was
withdrawn.'®*?

Discussion at the MTAS Conference

27.  Atthe MTAS Conference there was limited discussion of the issue of asymmetry, given the
withdrawal of any prior proposal to consider asymmetric rates by CallPlus, Kordia and
Woosh, and the absence of any asymmetric rates in the undertakings that were before the
Commission at that time.'*’

Internationally-originated and VOIP-originated calls and SMS
Preliminary views from Draft Report

28. In the Draft Report the Commission’s preliminary view was that ‘the service description
for the MTAS should include internationally-originated and VOIP-originated calls and
SMS, where these are handed over at a MSC in New Zealand’.'%*

TelstraClear

29. TelstraClear submitted that it supported:'**

‘mobile termination regulation of traffic from other New Zealand networks, irrespective of where
the traffic was originated ... [and noted there was] no technical or cost difference in the
termination of a call from a New Zealand network to the terminating mobile carrier.’

CallPlus / Kordia / Woosh

30. CallPlus, Kordia and Woosh submitted that they:'**°

‘support[ed] the Commissions preliminary view with respect to internationally originated charges
& VolIP calls. There should be no artificial differentiation by origination — neither geographic,
technology nor network of origin. ... There is no economic justification for Telecom to price
discriminate between international & domestically originated calls. ... When a carrier such as
CallPlus hands over an internationally originated call to Telecom in New Zealand it does so in
exactly the same manner as with its domestic traffic’.

1932 Ccommerce Commission, MTAS Conference transcript — Day One, 2 September 2009, page 116.
1933 See paragraphs [508 — 509] regarding discussion of the withdrawal of asymmetric rates at the Conference.

* Commerce Commission, Draft Report, page 201, para 923.
1933 TelstraClear, Schedule 3 investigation into regulation of mobile termination: Submission on Commerce
Commission Draft Report, 28 July 2009, page 8, paras 26 and 28.
193¢ CallPlus, Submission on the Draft Report and Revised Undertakings, 27 July 2009, page 5, section 3.2; and,
Woosh and Kordia, Submissions to the Commerce Commission in relation to MTAS schedule 3 Draft Report, 28 July
2009, page 10, para 8.1. See also CallPlus, Woosh and Kordia, Cross-submissions to the Commerce Commission in
relation to MTAS schedule 3 Draft Report, 18 August 2009, page 4, para 1.21 and pages 16-21, section 10.



307
973435 1
31. CallPlus, Kordia and Woosh also noted a range of cost savings in relation to internationally
originated calls that they submitted meant that there was ‘a strong case for a lower mobile
termination for internationally originated calls.”'**’

Vodafone

32. Vodafone noted'®® that their undertakings included VOIP-originated calls, subject to
technical conditions, and submitted'*’ that it agreed:

‘with the Commission’s conclusion that the service description for MTAS should include VOIP-
originated calls and SMS, where these are handed over at a MSC in NZ, provided that certain
requirements are considered.’

33.  Vodafone initially submitted that internationally-originated calls should not be included in
the scope of the MTAS, stating that it did:'**°

‘not consider that the Commission has yet demonstrated sufficient reason for including in the
service description, and therefore regulating, internationally-originated calls and SMS.’

34.  Vodafone further submitted that the costs of terminating internationally-originated calls
was higher than that for domestically-originated calls'®"', that it did not agree with the
Commission’s assessment that the Government Statement of Economic Policy and
consideration of GATS required that internationally-originated calls and SMS be included
within the scope of the MTAS'** and that the benefits of reducing the MTRs for
internationally-originated calls would not accrue to New Zealand end-users.'**

Telecom

35. Telecom initially submitted that it was:'***
‘justified in applying a different charge for VOIP originated and 1O Calls and also in requesting
arrangements that recognise the true location of the originating party.’

36. Telecom further submitted that there would be no benefits to New Zealand end-users from

reducing the MTRs for internationally-originated calls'®” and that, while it had no

objection to VOIP calls per ser, it was concerned that ‘often the true location of the
originating party is disguised, which in turn facilitates arbitrage.’'**

197 Tbid.

1938 yodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services — Submission, 28 July 2009, page 129, para 471

1939 1bid, page 129, para 472.

1940 1bid, page 122, para 444.

1941 Tbid, page 123, para 448, and page 124, para 453.

192 1bid, page 123, paras 449-450.

193 1bid, pages 122-123, paras 445-446.

194 Telecom, Submission accompanying revised undertaking, 6 May 2009, page 17, para 78. See also, Telecom,
Cross-submission, 18 August 2009, pages 28, paras 116-117.

193 Ibid, page 15, para 71.

1% Tbid, page 16, para 76.
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Changes to treatment of internationally-originated and VOIP-originated calls and SMS in revised
undertakings

37. Both Telecom and Vodafone'™ have confirmed that internationally-originated and VOIP-
originated calls and SMS, handed over at a MSC in New Zealand, will be covered by their
undertakings, and advised that they would make amendments to those their Final
Undertakings accordingly, stating:'***

‘Telecom has agreed to include internationally-originated traffic (handed over in NZ) within the
scope of its undertaking in response to Access Seeker concerns. Vodafone and 2degrees (we
understand) have confirmed that they already treat all traffic handed over in NZ in the same way.
Vodafone has agreed to make this explicit in its undertaking terms.” (emphasis added)

Reciprocal charges in Telecom’s undertakings
Preliminary views from Draft Report

38. In the Draft Report the Commission’s preliminary view was ‘that the reason provided by
Telecom [for non-reciprocal charges], being a difference in costs between Telecom as an
access provider and the likely costs of an access seeker in interconnecting, appears
reasonable’ and the Commission invited ‘submissions on the reasonableness of these non-

reciprocal charges provided for under the Telecom undertaking’.'**’

CallPlus / Kordia / Woosh
39, CallPlus, Kordia and Woosh submitted that: 1%

‘both parties to the interconnection should meet their own costs in building to the other network
operator. If links are one-way then the cost of the link should be born by the person wanting to
interconnect — i.e. the party sending the traffic for termination. If the links are bidirectional then
the costs should be shared.’

2degrees

40.  2degrees submitted that a number of Telecom’s charges, which were non-reciprocal, were
not ‘industry standard’.'®"

Telecom

41. Telecom submitted, reiterating their submission'*>

reciprocal charges reflected the one-off costs of interconnection incurred by Telecom.
Telecom also noted that it had withdrawn the charges for interconnection links which

on the initial undertakings, that the non-
1053

1947 Telecom and Vodafone, Process to address alignment of revised MTAS undertakings, 23 November 2009, pages 2
and 5. See further discussion at paragraphs 889 to 896.

1948 Ibid, page 2.

1949 Commerce Commission, Draft Report, pages 201 and 202, paras 926 and 927.

1950 CallPlus, Submission on the Draft Report and Revised Undertakings, 27 July 2009, page 8, section 3.7; and,
Woosh and Kordia, Submissions to the Commerce Commission in relation to MTAS schedule 3 Draft Report, 28 July
2009, page 10, para 8.1.

19512 degrees, Undertakings Submission, 2 October 2009, page 12, para 5.1.

1932 Telecom, Submission accompanying revised undertaking, 6 May 2009 page 19, paras 89 and 90.

193 Telecom, Submission on undertakings submitted 2 October 2009, 16 October 2009, pages 9-10, para 35(a).
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2degrees objected to, as these were not part of the MTAS service given the move to MSC
handover.'®*

Changes relating to co-location at MSCs in revised undertakings

42.  Telecom and Vodafone submitted that the set-up charges provided in their undertakings
were appropriate, noting that these charges only apply to new interconnects. In addition,
Telecom and Vodafone have amended their revised undertakings to provide for access to
their MSCs and co-location at their MSCs. Telecom have provided for co-location at
additional prices based on the UCLL Co-location STD, with reciprocal provisions for
Access Seekers, while Vodafone have provided a flat-rate charge for co-location, which
appears to be broadly comparable to the Telecom prices.'*>

Handover points / transit costs
Preliminary views from Draft Report

43.  In the Draft Report the Commission noted that it had proposed a service description in
relation to ‘Termination (and its associated functions) on a cellular mobile telephone
network ...”.'%% The Commission further noted, in relation to handover arrangements,
that:'*’

‘Inherent in [the proposed service description] is that the access seeker will handover calls and
SMS at a MSC. Accordingly, the Commission’s preliminary view is that the handover deductions
included by Telecom in their undertaking is not appropriate’.

CallPlus / Woosh / Kordia

44, CallPlus, Woosh and Kordia submitted that Telecom’s proposed approach to handover
arrangements was inappropriate and overestimated transit costs, which they considered
were more likely to be approximately 0.1 to 0.2 cpm. CallPlus, Woosh and Kordia
submitted that clarity was required on the number of handover points to be provided for,
and considered that 16 handover points would be appropriate. CallPlus, Woosh and Kordia
submitted that MTR rates should be based on local handover, as that would be most
efficient, with transit arrangements to be reached where the mobile operator sought
handover outside of a local area.'®*®

45. At the MTAS Conference, CallPlus noted that some ‘fixed line operators who currently
build out and have built out to 24°, and that ‘the more MSCs there are the more efficient it
is for us, but I wouldn't want to overstate the point because in actual fact the cost of
national transit is pretty minimal.”'%>’

193 1bid, page 10, para 35(c).

1933 Telecom and Vodafone, Process to address alignment of revised MTAS undertakings, 23 November 2009, pages 5
and 6. See also Telecom, Submission on undertakings submitted 2 October 2009, 16 October 2009, pages 9-10, para
35(a).

193 Commerce Commission, Draft Report, page 202, para 932.

197 Ibid, page 203, para 933.

1938 CallPlus, Submission on the Draft Report and Revised Undertakings, 27 July 2009, page 7, section 3.6; Woosh and
Kordia, Submissions to the Commerce Commission in relation to MTAS schedule 3 Draft Report, 28 July 2009, page
10, para 8.1; and CallPlus, Woosh and Kordia, Cross-submissions to the Commerce Commission in relation to MTAS
schedule 3 Draft Report, 18 August 2009, page 4, para 1.18.

193 Commerce Commission, MTAS Conference Transcript — Day 2, 3 September 2009, page 216.
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Telecom

46. Telecom submitted that:'%®°

‘[It] had examined the implications of changing the current handover model (at fixed network
POIs) to see what would be required to implement MSC handover. We do not yet have detailed
costings, but our initial conclusion is that this would be a very significant change to the networks
of all carriers, even 2 Degrees.

Our revised Undertaking allows for MSC handover from 1 January 2011 (being the date of
alignment with the ACCC rates) to allow carriers that wish to, to re-configure their networks to
take advantage of this change. Commercial transport charges would then apply to any network
operator who did not build the capability to hand all mobile calls over at the MSCs.’

47.  Atthe MTAS Conference Telecom indicated it had not at that stage modelled the costs of
transport from a LICA point of interconnection to a MSC.'*"!

Vodafone
48.  Vodafone submitted that it agreed ‘with both aspects of the Commission’s preliminary
view’'% referring to an earlier submission that Telecom’s proposed approach would have

‘the effect of imposing additional national transport costs on its competitors.”'**

49.  Vodafone had also earlier proposed that:'®*

‘If Telecom wishes to hand over its FTM calls at a location that is remote from where the Access
Provider has an MSC (instead of Telecom carrying the call on its own national transport network),
then the Access Provider should be entitled to charge for the national transport service it is
providing to Telecom (from the Telecom handover point to the Access Provider’s MSC), in
addition to the MTAS (which is from the Access Provider’s MSC out to the handset).’

50. Vodafone cross-submitted that:'%®

‘Handover at MSCs should not be obligatory, but any regulated rate should be based on MSC
handover. If an operator such as Telecom wishes to hand over FTM calls at fixed network POls,
Vodafone would be happy to provide a commercial termination price that includes both the MTAS
termination service component from the MSC to the handset, plus the national transmission
component from the handover point to the MSC, for which there is a competitive market.

Changes to treatment of handover arrangements in revised undertakings

51. The Commission noted, when inviting the parties to address reciprocity issues, that:'°*

190 Telecom, Submission on Draft Report, 28 July 2009, page 27, paras 116-117.

191 Commerce Commission, MTAS Conference Transcript — Day 2, 3 September 2009, page 216.

1962 yodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services, 28 July 2009, page 130, para 478.

1963 y/odafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services, 6 May 2009, page 69, para 224(a).

194 yodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services, 6 May 2009, page 70, para 224(b).

193 yodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services Cross-submission, 18 August 2009, page 74, para 273.

19 Commerce Commission, Process to address reciprocity issues in relation to revised MTAS undertakings, 9
November 2009, page 4.
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‘in assessing undertakings against the factual for the purposes of making its final determination
and recommendation, it will make adjustments to the MTRs proposed in undertakings as required
to allow for comparability: ...

= between the Commission’s benchmarks and any undertakings that do not include, as part of
the MTRs proposed, transport costs between MSCs. Transport between MSCs is, with one
exception, included in the MTRs in the benchmark set and an adjustment would therefore be
required when making a comparison of an undertaking’s rates against the factual if transport
costs were not included in the MTRs included in an undertaking.’

52. Telecom have amended their revised undertakings to:'*®’

‘[remove] the 3.5¢ origination charge that was incurred where a mobile network operator did not
have a local point of interconnect for Telecom to hand over where a call originated on Telecom's
fixed network. Our Revised Undertaking now requires Telecom to hand over FTM traffic at the
destination carrier’s MSC without deduction for the transport component. This also means that fixed
network carriers whose end users call Telecom's mobile network will be obliged to get those calls to
the Telecom MSC for handover, or purchase a commercial transport service to carry the calls from
their local point of handover to the Telecom MSC.’

Compatibility of undertakings with the access principles set out in the Act
Preliminary views from Draft Report

53.  In the Draft Report the Commission’s preliminary view was “that Telecom’s and
Vodafone’s undertaking in substance are compliant with the standard access principles and
the limits on those principles in the Act.”'%® Having previously determined that 2degrees
initial undertakings were not capable of being recommended for acceptance, the
Commission invited:'”

‘2degrees, if it chooses to submit revised undertakings, to provide an assurance that 2degrees’
undertakings comply with the standard access principles and the limits on those principles in the Act,
and comments on how each of the standard access principles is met.’

2degrees

54.  2degrees submitted that they were willing to:'"°

‘submit a revised BAK undertaking which ...[i]ncorporates the standard access principles and limits
on the application of the standard access principles set out in Schedule 1 of the Act.’

Telecom and Vodafone

55. Telecom'””" and Vodafone'"” have both provided assurances that they consider their
undertakings comply with the standard access principles and the limits on those principles
in the Act. The standard access principles and the limits on those principles in the Act are
explicitly reflected in the Telecom'®” and Vodafone'*”* undertakings.

197 Telecom, Submission accompanying revised undertaking, 2 October 2009, page 9, para 29.

198 Commerce Commission, Draft Report, page 204, para 941.

1999 Commerce Commission, Draft Report, page 204, para 942.

19702 degrees, Submission on Commerce Commission Draft Report on MTAS, 28 July 2009, page 49, para 8.2.

197! Telecom, Submission accompanying revised undertakings, 6 May 2009, page 20, para 92.

1972 yodafone, Telecommunication Act 2001: Schedule 3 Investigation into Regulation of Mobile Termination Access
Services, 6 May 2009, pages 65-66, paras 215-218.

197 Telecom, Annexure 1 — Mobile termination terms, 16 December 2009, pages 13-14, clauses 2.3-2.5.



312
973435 1

Scope of the MTAS Investigation
Preliminary views from Draft Report

56.  In the Draft Report, the Commission proposed a service description for the MTAS, as part
of the proposed regulatory change recommended by the Commission, that included:'*”

‘Termination (and its associated functions) on a cellular mobile telephone network of:
= voice calls originating on a fixed telephone network;
= voice calls originating on another cellular mobile telephone network; and

=  short-message-service (“SMS”) originating on another cellular mobile telephone network.’

CallPlus / Woosh / Kordia

57. CallPlus, Woosh and Kordia submitted that the scope of the regulated MTAS service
description should incorporate ‘voice calls where the ‘Calling Pays Principle’ is reversed in
order to enable a consumer service i.e. Calls to Toll free.”'*”®

TUANZ
58.  TUANZ submitted that the:'?”’

‘charge to terminate calls from mobiles on freephone numbers [was] a major inhibition to some
larger TUANZ members. A recent survey of TUANZ members showed that 85% of respondents
accepted freephone calls from land lines, but only 75% from mobiles. The dominant reason for this
discrimination was the cost differential.’

Linktel

59. Linktel submitted that:'?’®

‘calling card agreement[s] must be included in the MTAS Investigation” and that the ‘price
difference of on-net mobile origination and interconnect origination creates a barrier to entry which
is impossible for any fixed line carrier to compete.’

Telecom

60. Telecom cross-submitted that it did not consider it would be appropriate to include mobile
to toll-free calls within the scope of the MTAS Investigation, noting that it did not consider
previous reasons for not investigating mobile origination had materially changed, and that

1974 Vodafone, Undertaking to the Commerce Commission under Schedule 3A in respect of the Vodafone Mobile
Termination Access Services, 16 December 2009, page 28, clause 2.24.

1975 Commerce Commission, Draft Report, 30 June 2009, page 208, para 959.

1976 CallPlus, Submission on the Draft Report and Revised Undertakings, 27 July 2009, page 6, section 3.4; Woosh and
Kordia, Submissions to the Commerce Commission in relation to MTAS schedule 3 Draft Report, 28 July 2009, page
10, para 8.1; and CallPlus, Woosh and Kordia, Cross-submissions to the Commerce Commission in relation to MTAS
schedule 3 Draft Report, 18 August 2009, page 4, para 1.18

1977 TUANZ, Commerce Commission Draft Report on Whether Mobile Termination Access Services Should Become
Designated or Specified Services: Submission from TUANZ, 28 July 2009, page 2.

1978 inktel, RE: Schedule 3 Investigation into mobile termination access services (MTAS) — Review of classification of
information under the MTAS Confidentiality Order and request for information about commercial interconnection
agreements, 24 July 2009, pages 1 and 2.
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the Commission would need to commence a separate Schedule 3 investigation to include
additional services.'®”

197 Telecom, Cross-submission, 18 August 2009, pages 28-29, paras 118-120.



