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Executive Summary

The Commission’s draft UCLL price takes away much, or all, of the benefit of the UBA
reduction.

1.

In 2011, reforms were passed that fundamentally changed our sector forever. Telecom was
structurally separated into Chorus and Spark and the UFB and RBI initiatives were implemented.

These reforms were not costless to end-users. Chorus was awarded $1.2 billion in taxpayer
subsidies. Urban UCLL pricing was increased $4 as a result of forced averaging. UBA pricing
was frozen for three years at a retail-minus $21.46 a month. Investment in the copper network
was allowed to all but cease, and fibre pricing was set above cost at least for the duration of the
build period.

In return, end-users got earlier access to FTTH and FWA, and they got cost-based UBA pricing.

What end-users — and Parliament — did not know, was that this UBA pricing benefit was going to
be all but taken away by a corresponding increase in the UCLL price.

Both Chorus and the Commission have claimed that the aggregate effect of these price changes
is a $6.50 reduction in costs. That is a misrepresentation.

In fact, when we view the price changes as an average price per line, the reduction all but
disappears:

Figure 1: Chorus weighted average wholesale prices relative to the UBA and UCLL draft
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The Commission’s draft prices result in an average price per line for Chorus that is almost
identical to the price per line received in August 2010, the date at which Telecom submitted its
revised UFB proposal, and the point at which a structurally separated Chorus was, in effect, born.

At the draft UCLL price, then, end-users will have had to put up $1.2 billion and accept a retail
minus UBA price frozen $11 above forward-looking cost for three years in order to get back to
wholesale pricing levels of five years ago.

Even relative to the average price per line at separation (Telecom had successfully increased the
retail minus UBA price between August 2010 and September 2011 when the last UBA price
observation was recorded) the Commission’s draft prices only deliver a reduction in average price
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per line of $2.29 — approximately 1/3" of the price decrease claimed by Chorus and the
Commission. $2.29. Even at this level, it will take a broadband end-user approximately 14
years to balance the ledger and make back what they paid to Chorus during that UBA price
freeze period, assuming they are still on the copper network at that time.

And Chorus is asking for more

10.

11.

12.

13.

14.

But Chorus is still not content with this. Chorus has advocated for a number of different regulated
valuations (one implying a $45 UCLL+UBA price, another implying a $75 price and another
implying a $91 price). Each of these implies an average price per line that is far in excess of any
ever received by Chorus, or the vertically integrated Telecom before it. Having had its new fibre
network subsidised by end-users, it is now asking for end-users to pay more than they ever have
for its copper network while it shuts it down. It claims this is necessary to protect its investment
incentives.

This is, of course, a nonsense. Chorus does not present any evidence that it will receive less
than a normal return on its existing assets under IPP prices, let alone the draft FPP prices. It
knows there is no such evidence, because TSLRIC pricing by its nature ensures this. It said as
much in 2012 when it publicly acknowledged that $24 was enough to recover its forward-looking
costs for UCLL.

Similarly, it does not present any evidence that it will receive less than a normal return on its
investments in a replacement fibre network under the IPP pricing. Even the Commission’s draft
model makes clear that the opposite is likely to be true.

And it does not present any evidence that its investment incentives will be affected by prices at
the IPP level. It knows they won'’t be, that they can’t be, because they are already determined by
UFB and RBI.

And finally, it provides no evidence of what benefits end-users will get from any upward bias to
account for Chorus’ investment incentives. Without this evidence, the central objective of the Act
— the constraining of market power to deliver long-term benefit to end-users — must require the
Commission to avoid and remove any upward bias.

Chorus uses rate or return arguments to demand the Commission applies the TSLRIC model
in away that foregoes the intended benefits to end-users of incentive-based regulation.

15.

Chorus makes a series of submissions demanding the Commission go even further than it has in
setting an upward bias in its modelling:

a. Aerial, trenching and operating costs should be determined by Chorus’ actual costs:
despite the fact the purpose of this exercise is to abstract away from Chorus’ actual costs
towards an efficient operator’s it continues to demand the Commission use Chorus’ actual
costs where these exceed efficient levels;

b. Cost reduction practices used by Chorus in practice (such as re-use and infrastructure
sharing) should not be used by the Commission: in contrast, where Chorus deploys cost-
reduction practices in its networks today, it argues the Commission is prevented from using
these same practices in its models and is required, instead, to apply full replacement costs;

c. Network architecture and technology should be determined by Chorus’ actual network:
similarly, where new technologies other than those deployed historically by Chorus offer
efficiencies that would be reflected in a competitive market, it again argues the Commission
is prevented from using them in its model;
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16.

17.

18.

19.

d. Double recovery of capital contributions from end-users: it asks the Commission to ignore
the contributions made by end-users towards its fibre infrastructure and lead-ins, and
instead to compensate it as if it had made those contributions itself; and

e. Triple recovery of capital contributions from end-users: then it asks the Commission to
inflate prices further again in the name of “investment incentives” and “asymmetric risk”
despite the principal investments or risks such incentives might be concerned with
(replacement fibre infrastructure) being those it has just asked to be compensated twice
for.

Without fail, Chorus uses rate of return arguments, and presents narrow legal interpretations to
argue the Commission cannot realise efficiencies that are available in the real world using modern
technology and practices. It does not, for the most part, deny that these efficiencies are available
today — rather it argues the Commission cannot recognise them in its models.

This approach denies the very purpose of the TSLRIC process, which is to abstract away from
Chorus’ actual network and costs. It relies on a belief that Parliament, having chosen to
compensate Chorus using TSLRIC pricing, then built a circularity into its application:

a. First, it required the Commission to set a TSLRIC based price that reflects the efficiencies
that a hypothetical operator would realise in a workably competitive market and creates
incentives on Chorus to realise those efficiencies; but

b. Then, it required the Commission to assume that its hypothetical operator would not take
advantage of all of the efficiencies available to it, some of which Chorus already takes
advantage of.

This interpretation sets an impossible task for the Commission. It has no economic, policy or
legal substance to it. All it does is legislate windfall transfers from end-users to network operators
with market power, which is the very antithesis of the Act.

What Chorus is really saying is that the Commission should apply a rate of return regulatory
model, with a full replacement cost valuation. This is no different to what the IM regulated
companies sought, and was rejected by the Commission and Courts.

Chorus argues for an asset valuation approach the Courts have already ruled out

20.

21.

22,

Chorus supports the Commission's use of ORC. We have reviewed recent case law in New
Zealand and Australia to determine whether any key principles could be drawn from the input
methodologies litigation in 2013, the Supreme Court's decision on the TSO in 2011 and the
Australian Competition Tribunals decision in the Telstra application in 2010. We find that those
cases provide clear support for the principle that ORC (when used in a manner that over-
compensates the access provider for assets that will not be built) would be unlawful.

We have also considered whether a court would support the Commission's view that the use of
ORC enabled it to give effect to section 18 on the basis that such an approach was predictable
and that such predictability of approach would go a long way to delivering on the section 18
purpose. Our analysis concludes that a court would take a different view.

We have asked Russell McVeagh to consider more fully how a court would view the
Commission's use of and approach to ORC in this case and attach an opinion from them with this
cross-submission.

UCLL and UBA FPP pricing review Confidential version 6



Backdating

23.

24,

25.

26.

27.

Chorus argues that backdating is mandated by the Act. We disagree. It argues that it has already
constrained its business operations and investments as a consequence of benchmarked IPP
pricing, as well as suspending dividend payments to shareholders. It makes a compelling case for
why backdating will benefit its shareholders.

What Chorus does not do, however, is show any evidence that:

a. The IPP prices would not permit it achieve a normal return on its original investment in its
copper network assets; or

b. The backdating of FPP prices will affect its future investment decisions in such a way as to
reverse the effect if any of the IPP prices on its investment programme; or

c. The backdating of FPP prices would deliver any demonstrable benefits to end-users.

The fact is Chorus is receiving, and will continue to receive, an above-normal return on its existing
assets. Backdating cannot affect how it makes future investment decisions, and cannot deliver
any demonstrable benefits to end-users. All it can do is provide a windfall to Chorus.

Without evidence that backdated payment would generate more benefit (efficiencies) for end-
users than the alternative option of not backdating, nobody — not Chorus, not the Commission,
can even begin to claim backdating would best meet the s18 purpose. Because unless any
efficiencies created by backdating flow-through to end-users then s18 does not recognise them.

In contrast, in the event that a decision is made not to backdate, Spark has committed to pass the
value of our related retail price increases (during the period from 1 February until the
Commission’s final determinations) back to our customers in a fair and transparent way. That is a
direct benefit to end-users, a real efficiency that the Commission must have regard to.
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Introduction

Thank you for the opportunity to comment on submissions on the Commission’s draft UCLL and
UBA pricing review decisions (draft decision).

In this submission we respond to the comments made by Chorus and other parties. We expect to
make a further submission on 2 April 2015 relating to Chorus submitted data set.

Attached are expert reports by WIK-Consult (WIK) and Network Strategies (NWS) responding to
issues raised by Chorus, and a legal opinion from Russell McVeagh setting out the legal position
relating to asset valuation methodologies.

Chorus proposes a fundamentally different model to TSLRIC

4,

In our principal submission to the Commission, we set out our understanding of the purpose of the
TSLRIC exercise the Commission required to undertake. In brief, that purpose is price control,
the central objective of which is to constrain the exercise of market power.

The tool that Parliament instructed the Commission to use in carrying out that purpose was
TSLRIC — a form of incentive-based regulation that is designed to send efficient pricing signals to,
and create efficient investment incentives for, network operators, service providers and end-
users. These pricing signals and investment incentives are intended to mimic (to the extent
possible) those that would exist in a workably competitive market.

Incentive-based regulation is different to rate of return regulation. It has different objectives and
different results. In present circumstances, rate of return regulation, if applied to Chorus’ actual
assets and investments, would result in materially lower prices than any prices raised by any of
the parties in this process. Chorus’ copper access assets are largely depreciated, and Chorus is
applying very little investment to them.

Chorus essentially argues for rate of return parameters in an incentive based regulatory model

7.

If there is an over-arching criticism of the Chorus submission, then, it is that it repeatedly and
consistently raises rate of return issues in what is an incentive-based model. There is simply no
credible risk that the Commission’s TSLRIC exercise will result in a UCLL or UBA that will prevent
Chorus from earning at least a normal return on the original costs of installing its UCLL and UBA
assets. If Chorus can show evidence that such an outcome may occur, then it should put that
evidence forward.

Similarly, there can be no credible risk of the Commission’s TSLRIC price reducing Chorus’
incentives to invest in its’ copper access network, because the investment Chorus is making in
that network is so small, and the returns on its copper access network so attractive. It is being
compensated at levels that assume it is operating an entirely new fibre network rather than a
largely depreciated copper one.

Yes, incentives for Chorus to invest in replacement infrastructure for its copper access network
are a legitimate consideration for the Commission in applying incentive-based regulation such as
TSLRIC. But not as a means to an end: investment incentives themselves are not an objective of
s18 — the objective is to encourage efficient investment that operates in the long-term benefit of
end-users. In present circumstances, the relevance of investment incentives (and the link
between them and benefits for end-users) is materially reduced, relative to other countries, by
virtue of the committed investment in replacement infrastructure that the Government’'s UFB and
RBI schemes provide. Put simply, investment in FTTH and FTTN covering the vast majority of
lines is already, or soon will be, committed.
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10.

11.

Further, that committed investment is:
a. Heavily subsidised by end-users; and
b. Inthe case of FTTH infrastructure, linked to monthly prices that are well above cost.

By any measure, Chorus is presently receiving, and will for the duration of the 5 year regulatory
period this process is concerned with continue to receive, above normal returns for both its
copper access network and its FTTH network. Indeed, WIK notes in its attached report that
Chorus’ EBITDA margins are world-leading.

Chorus has asked the Commission forgo the benefits of a TSLRIC model

12.

13.

14.

15.

It is this context then, we are forced to question the logic of the Commission’s highly conservative
implementation of TSLRIC — its choice to err on the high side.

Chorus though, makes a series of submissions demanding the Commission go even further:

a. Aerial, trenching and operating costs should be determined by Chorus’ actual costs:
despite the fact the purpose of this exercise is to abstract away from Chorus’ actual costs
towards an efficient operator’s it continues to demand the Commission use Chorus’ actual
costs where these exceed efficient levels;

b. Cost reduction practices used by Chorus in practice (such as re-use and infrastructure
sharing) should not be used by the Commission: in contrast, where Chorus deploys cost-
reduction practices in its networks today, it argues the Commission is prevented from using
these same practices in its models and is required, instead, to apply full replacement costs;

c. Network architecture and technology should be determined by Chorus’ actual network:
similarly, where new technologies other than those deployed historically by Chorus offer
efficiencies that would be reflected in a competitive market, it again argues the Commission
is prevented from using them in its model;

d. Double recovery of capital contributions from end-users: it asks the Commission to ignore
the contributions made by end-users towards its fibre infrastructure and lead-ins, and
instead to compensate it as if it had made those contributions itself; and

e. Triple recovery of capital contributions from end-users: then it asks the Commission to
inflate prices further again in the name of “investment incentives” and “asymmetric risk”
despite the principal investments or risks such incentives might be concerned with
(replacement fibre infrastructure) being those it has just asked to be compensated twice
for.

Without fail, Chorus uses rate of return arguments, and narrow legal interpretation arguments to
argue the Commission cannot realise efficiencies that are available in the real world using modern
technology and practices. It does not, for the most part, deny that these efficiencies are available
today — rather it argues the Commission cannot recognise them in its models.

This approach denies the very point of the TSLRIC process, which is to abstract away from
Chorus’ actual network and costs. It relies on a belief that Parliament, having chosen to
compensate Chorus using TSLRIC pricing, knowing this implied higher prices than a rate of return
on actual costs would, then added a set of restrictions to constrain this TSLRIC to a full
replacement cost analogue of the actual Chorus network. That model has no economic, policy or
legal substance to it. All it does is legislate windfall transfers from end-users to network operators
with market power, which is the very antithesis of the Act.
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16. What Chorus is really saying is that the Commission should apply a rate of return regulatory
model, with a full replacement cost valuation. This is no different to what the IM regulated
companies sought, and was rejected by the Commission and Courts.

Draft prices do not deliver long term benefits to consumers

17. If the prices set out in the draft decision are finalised, prices to consumers will be higher. Access
to, and use of, broadband services and applications (and the associated dynamic efficiency
benefits) will be reduced. That represents a cost to end-users, and to New Zealand.

18. So what are the countervailing benefits that mean these prices in fact deliver long-term benefit to
end-users? In a market where Chorus faces no competitive pressure, and has a committed
investment programme for the duration of the regulatory period in question, it is difficult to see any
such benefits.

19. Chorus will pay larger dividends to shareholders — even while in the heavy build phase of
deploying a replacement network — and increase its market capitalisation. We have seen the
enthusiastic approval from Australian fund managers for this outcome, but we do not see any
evidence of how this value will flow through to end-users. WIK notes that Chorus is currently
returning an EBITDA margin of 60.9% - one of the highest EBITDA margins of any
telecommunications carrier around the world, and yet its investment in replacement infrastructure
has still had to be subsidised and contracted for by Government.t

20. If backdating is implemented prices to consumers will be higher again. Service providers will face
significant un-forecast costs. Further, investments made on the basis of the IPP prices will be
stranded or substantially undermined. Investment in innovation at the service level, and the
incentives to make that investment, will be reduced. The quantum of the associated welfare loss
will be significant. As WIK notes, just having fast broadband infrastructure in the ground does not
deliver the social, productivity and GDP benefits it can create — for that RSPs and end-users have
to invest in the services and applications that take advantage of that infrastructure. Chorus will
not make backward-looking investment in the copper network. Nobody, other than Chorus’
shareholders, will benefit. The Commission will have failed to deliver a decision that gives best
effect to the competitive outcomes set out in section 18.

21. If prices set out in the draft decision are finalised at or above that level, Spark will be compelled to
challenge the legality of that decision.

The draft does not facilitate lower prices for consumers

22. The parties have presented the implications of the price changes in differing ways. The
Commission notes in the draft determination that the draft price is a decrease of $6.59 per month
from prices that existed prior to the 2011 reforms.? Chorus noted in accompanying media
material that the draft decision was a $6.50 reduction from 1 December 2014 prices.®

23. These views are a gross simplification of the actual position. The Commission proposes to
increase the price of a service, UCLL, that all 1.7 million copper lines use, and to reduce the price
of a service that is only used on two thirds (1.1 million) of lines. The impact on RSPs and
consumers will depend on whether they purchase only the copper line, say, standalone voice or
as an input to their own broadband equipment, or both the copper line and broadband service
together.

1 WIK cross submission report, paragraph 30.
2 UCLL draft determination, paragraph 3.
3 http://www.nbr.co.nz/opinion/copper-fight-submissions-ck
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24. Accordingly, the draft prices mark a significant shift in the allocation of the costs of providing the
network, essentially shifting the burden from Chorus broadband customers to standalone voice
and competing providers. There are inevitably winners and losers. However, overall, prices
change analysis shows that overall prices are not coming down for consumers as suggested by
Chorus and the Commission. In fact, if the Commission follows Chorus’ proposals, overall prices
will rise.

25. As figure 2 below illustrates, at the Commission’s proposed prices, the average price per line
received by Chorus (and paid by end-users) will be equivalent to the average price per line
received at the time Telecom publicly notified its revised UFB proposal — the point at which a
structurally separated Chorus was, in effect, born.

26. Even relative to the average price per line at separation (Telecom had successfully increased the
retail minus UBA price between August 2010 and September 2011 when the last UBA price
observation was recorded) the Commission’s draft prices only deliver a relatively meagre average
reduction of $2.29 —approximately 1/3™ of the price decrease claimed by Chorus and the
Commission.

Figure 2: Chorus weighted average wholesale prices relative to the UBA and UCLL draft
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27. In practice, then, the Commission’s proposal delivers none of the expected consumer gains from
the shift from retail minus to cost based UBA introduced by the 2011 reforms. Nor does it
compensate consumers for the contemporaneous geographic averaging of UCLL prices, which
was recognised as undermining the competitiveness of unbundling based operators costs.

28. Prior to this averaging, UCLL operators were able to compete on the basis of, predominantly,
urban UCLL lines leased for $19.08 and their own DSLAM equipment.* This unbundled UCLL
line cost structure was seen as driving retail prices. However, the 2011 reforms increased the
UCLL price to $23.52 — adding, in effect, $4 to the cost base that was most responsible for retail
pricing levels. At the time, officials noted in advice to the Finance and Expenditure Select
Committee that the reduction in the UBA price expected from the shift to cost-based pricing would
“off-set” this price increase. The Commission’s draft prices increase UCLL by a further $4.70 to

4 Assumed to be equal to the UBA draft determination price for the purposes of figure 2.
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29.

30.

31.

32.

33.

$28.22 per month and in doing so removes one of the key expected end-user benefits from the
2011 reforms.

Figure 3: Chorus weight average wholesale prices relative to urban unbundled lines
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In this context, Chorus’ proposals for further increases in the draft prices (it has variously
advocated for UCLL+UBA prices of $44.98, $83 and $91) seem farcical. They amount to
requests for regulated compensation at levels higher than those received prior to separation, and
despite Chorus having received subsidies in excess of $1 billion to fund a replacement network
infrastructure that locks in its market power in key markets. In Figure 1 above, we have used the
least egregious of Chorus’ claimed valuations (a $44.98 UCLL+UBA price). This valuation would
increase the average price per line received by Chorus by approximately $7 more than that
prevailing in August 2010.°

In our earlier submission we noted that the Commission’s draft UCLL would result in New Zealand
prices 80% higher than the countries we like to compare ourselves to in social and economic
terms, illustrating how far out of step the Commission’s draft price is with any others.

We know that a number of the TSLRIC considerations that usually operate to increase TSLRIC
prices calculated by other regulators (in particular investment incentives for the access provider
and build/buy signals) are relatively less important in our context, because our Government has
subsidised, and contracted for, replacement of the assets we are setting regulated price for.
Further, the Commission’s model demonstrates that the monthly fibre prices the Government has
contracted for, give Chorus a return that is well above normal for its new fibre network.

All of this context should operate to reduce our TSLRIC prices below those in comparable
countries. As we submitted, somehow this context has had the opposite effect.

Similarly, we would expect that the market context today would expect the shift from retail-minus
UBA and the de-risking and subsidisation of Chorus’ replacement network assets, would lead to
reducing regulated prices, well below those from the period before separation.

5 See Chorus, February submission, paragraph 18.
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34. Again, this has not eventuated. If implemented the draft prices means that consumers will have
seen little if any benefit from the 2011 reforms and move to cost based prices, let alone price
reductions to mitigate the impact of increased unbundle operators’ costs at a time when the
market is entitled to expect costs and prices to have come down significantly.

35. These results do not deliver what we would logically expect them to. The Commission must
enquire further into why this is the case. If the cause of the UCLL price increase is not caused by
intrinsic New Zealand-unique factors but, as we suspect, by conservative decisions taken by the
Commission, then the Commission must quantify the benefits to end-users those conservative
decisions will deliver and show that they exceed the benefits that would have accrued had
alternative positions been taken. If it cannot, then it must address and amend its approach.

There is no evidence to support setting NZ prices 80% higher than seen elsewhere

36. The Commission has proposed significantly higher UCLL prices than in other countries. It notes
in the accompanying media release to the draft decision that there appear to be uniquely New
Zealand factors, such as the dispersed nature of the rural network, which may differentiate our
UCLL prices from the overseas benchmarks.® Chorus also notes in its submission that, with New
Zealand’s dispersed nature of demand, the prices should be higher.”

37. However, there is no evidence to suggest that the New Zealand prices are driven by dispersed
demand.

38. Commentators rely on high level measures of customer dispersion to support high NZ prices, and
there can be a relationship between customer density and cost. In general, the more dispersed
the customers are served by the network, the longer the network routes (the length of trenches,
poles and cables) necessary to service those customers and route length is the main drive of
network costs. However, at best, there is only a loose relationship between high level population
density measures and network cost. This is because the “clustering” of customers is also an
important determinant of route length and cost.

39. The Commission considered the nature of population density and network costs in the draft UCLL
benchmarking decision.?2 The Commission explained the issues associated with using population
density as a comparability criterion with the following diagram. While the two areas shown below
have the same subscriber density (average number of customers per square kilometre), they
have a completely different subscriber distribution and hence rather different costs.

8 http://www.comcom.govt.nz/the-commission/media-centre/media-releases/detail/2014/commission-releases-
draft-decisions-on-prices-of-copper-lines-and-broadband-service-for-consultation

7 See Chorus, February Submission, paragraph 88.

8 Revised draft determination on the benchmarking review for the unbundled copper local loop service 4 May
2012.
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41.

42,

43.

Figure 4: figure showing customer concentration from UCLL benchmarking draft

Figure 2: Impact of customer concentration on UCLL costs
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Population density measured at a national level ignores the degree to which population is
scattered or clustered. This is important when determining access costs because population
dispersion is directly related to the main cost driver trench length.

A further example of the clustering of customers can be seen in the diagram taken from NWS’s
February report which shows the location of dwellings in the Nelson and Golden bay area (below).
The nature of demand is such that customers are clustered in sub regions and this means a
significantly shorter route lengths per customer than the size of the exchange serving area would
suggest.

Figure 5: Customer locations in the Nelson Golden bay region
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This means that it is impossible to derive the relationship between customer location and length
without detailed analysis of customer dispersion at a sub-national level to understand such
clustering. The Commission has not attempted to undertake this analysis. And from what
information we have available to us, there is no evidence to conclude that the NZ rural dispersion
is driving the high draft prices.

As set out in our previous submissions, there are indications that New Zealand demand density is
unlikely to be as significant a cost driver as thought and certainly not to the extent that prices
should be 80% higher than other countries that apply a forward looking cost prices.

UCLL and UBA FPP pricing review Confidential version 14



44. For example, evidence considered by the Commission in the UCLL benchmarking review
indicated that New Zealand loop lengths are not inconsistent with those in comparator countries.

Figure 6: New Zealand has low average loop lengths
Figure 3: Average loop lengths
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45, Further, as we explain in more detail in Appendix 1 to this submission, what analysis of route
lengths, urbanisation and sub-national population density (a closer proxy for dispersion) we have
been able to undertake shows that New Zealand is one of the most highly urbanised countries in
the world with large areas where people do not live, with relatively low average loop lengths and a
large number of exchanges.® While it is not possible to be definitive, these factors all point to
dispersion being less of a factor to New Zealand costs. If we refer back to Figure 4 above, it
appears as though New Zealand demand is highly clustered. Nothing we have seen supports the
opposite proposition made by Chorus and the Commission- that our low rural density can explain
the divergence between the draft UCLL price and the prices set by other regulators in comparable
countries.

Proposed prices reflect Commission modelling choices

46. In any case, the TERA model is not susceptible to customer density and route length. As WIK
note in its submission report, the Commission has adjusted the model to exclude lengthy loops for
which a capital contribution has been received from customers. Such adjustments are common in

9 Revised draft determination on the benchmarking review for the unbundled copper local loop service - Draft
Determination under section 30K and section 30R of the Telecommunications Act 2001 Commerce Commission
4 May 2012 at paragraph 174; 2013 BEREC’s Regulatory Accounting in Practice Reports which include structural
data for 33 European countries; and http://databank.worldbank.org/data/views/reports/tableview.aspx# - 2011 New
Zealand data.
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regulatory models.’® However, it is these loops that would drive cost differences to comparator
countries, if such differences were to exist. Accordingly, the TERA model is not susceptible to
customer dispersion and this would not explain the significant differences in costs suggested by
the daft.

47. In practice, the reason that the draft prices exceed comparator countries by a significant degree is
due to the modelling parameters chosen by the Commission. These are set out in the WIK report,
including inefficient network design choices, failing to recognise efficient re-use and infrastructure
sharing, and input costs. Chorus now argues for less efficient and higher input parameters,
pushing the price higher.

48. The proposed high prices will have significant implications for end users:

a. Paying too much for telecommunications access. In broad ballpark terms, the draft prices
imply a significant transfer of anywhere between $500m and $1.5B over the regulatory
period;!!

b. We estimated in our submission that the reduced affordability will mean fewer end users
and a social cost of — at least - between $128 million and $214 million in one year. These
effects, and costs, will repeat each year for five years. This was a conservative estimate
that fails to scratch the surface of the wider social costs of foregone consumer broadband
demand, and under-utilisation of the Chorus network; and

c. A significant wealth transfer to Chorus. WIK notes that Chorus, with EDITDA of 60.9%, is
one of the most profitably telecommunications operators in the world.

49. As Chorus notes in its submission, the decisions made by the Commission now will be relevant to
2020 and possibly beyond. Yet the Commission is locking in a model that will see year on year
increases for consumers beyond the current regulatory period

Orthodoxy and predictability

50. There were a number of submissions on the Commission’s proposed s18 emphasis on
predictability, and its link between predictability and the application of what it terms an “orthodox”
approach to TSLRIC. The majority of submissions, and legal advisors, note that each of these
“rules” raises the same concerns as the Commission’s previously proposed “reasonable investor’s
expectations” test. There is no support in the Act for constraining the identification and
assessment of efficient costs in the way proposed by the Commission.

51. Wigley + Company submits that the Commission’s approach is an error law, applied without any
evidential or quantitative basis.*?> Vodafone submits that predictability cannot legally become an
“objective” in and of itself, as the Commission proposes, and that even where proper
implementation of TSLRIC creates uncertainties for investors, the Act still does not permit the
Commission to remove these by “overlaying a predictability test”.!* We agree with these
submissions.

52. The Commission is tasked with identifying the efficient forward looking costs of providing the
services. Predictability is but one of a number of relevant considerations it may have regard to in

10 WIK report, paragraph 13.

11 Rough estimate based on Chorus copper demand over 5 years, and WIK report that the UCLL price could be
overstated by up to 50%.

12 Wigley + Company submission, paragraph 7.5.

13 Vodafone submission, paragraphs B2.6 and B2.14.
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53.

54.

55.

carrying out this exercise, but cannot be elevated above all other considerations in the way
proposed by the Commission.

Chorus submits that the Commission needs to apply a predictable and orthodox implementation
of TSLRIC. It does not attempt to describe what either of these concepts mean, or provide any

evidential basis to show how either will best meet the TSLRIC requirement in the Act, or the s18
purpose statement.

So what is a predictable implementation of TSLRIC in our context? What is an “orthodox”
implementation of TSLRIC? What is the link between the two?

As we have already submitted, we do not consider the Commission’s emphasis of these concepts
is lawful. But even if the Commission disregards our principal submission, we question how the
two concepts can lead the Commission to the TSLRIC approach it has proposed, and that Chorus
supports.

Predictability has little relevance to this exercise

56.

57.

58.

59.

60.

As WIK has submitted, predictability has little relevance where the Commission is implementing a
pricing principle in respect of a particular service for the first time ever. Market participants and
investors all know (and knew at the time FPP applications were made) that TSLRIC thinking and
best practice evolves, and had evolved, since the Commission had last considered it. The
Commission’s own consultants, TERA confirmed this in their advice to the Commission of the
"fast changing nature of the telecommunications market” and the “need for regulatory policies to
be updated and relevant to the markets that they aim to address”.

Equally, we all know and knew that there were a large number of critical decisions for the
Commission to make in its TSLRIC process, and we all know and knew that any number of them
could be determinative of the price outputs of this process. It is not credible to claim that any
participants or investors can have entered this process with any real expectation as to the level of
those prices. Itis even less credible to claim that any participants or investors can have had
expectations as to the Commission’s approach to the myriad of individual decision-points that
would make up its TSLRIC model (such as its approach to asset valuation, or to MEA). Even the
Commission cannot know the answers to these questions ahead of time, because it must assess
each at the relevant time.

In fact, if predictability was the test, the most likely source of evidence for market participants and
investors to rely on to predict the approach likely to be taken by the Commission would have been
European developments. The IPP for the UCLL and UBA services uses international
benchmarks. The Commission applied European-heavy benchmark sets. The EU has recently
mandated a detailed set of TSLRIC design principles (as well as a target pricing band for UCLL)
having considered TSLRIC matters in depth in a public process lasting several years.

Similarly, if focussed only on New Zealand-specific evidence, then we would have found that the
most recent and definitive positions taken by the Court (in the TSO case, and the IM review) and
the Commission (in its 2011 submission to the Government) suggested an approach (a dual asset
valuation approach) that is very different from the one the Commission now claims is required for
predictability’s sake. It is far more likely that this hard, recent, evidence from Europe and New
Zealand would form the basis for any set of expectations or predictions than the decade-old
Commission decisions and papers referred to by Chorus.

But those expectations still would not in any obvious way be relevant to the furtherance of the
TSLRIC or s18 purposes.
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61. Predictability of regulatory decision-making — as it relates to this decision and as it may relate to
518 - operates at much higher level than Chorus, or the Commission, suggest. As we previously
submitted, there is clear literature on the value of investor confidence in regulatory frameworks,
which we support and agree with. But this confidence operates at a macro level: will the
regulatory framework permit at least a normal return on investments? Or will regulatory
opportunism result in under-recovery? These concerns should, frankly, be a very minor
consideration for the Commission in this process. The Commission applies best practice and
transparent processes, and is applying a pricing principle (TSLRIC) that is recognised as
providing above-normal returns on original investments. There is no credible suggestion that
either is a legitimate concern of properly informed investors in New Zealand.

The Commission’s “orthodox” approach is already out-dated and must therefore detract from
predictability

62. If an “orthodox” approach to TSLRIC is to be taken, and applied for the first time, in 2015, surely
the only “predictable” way of applying an orthodox approach is to ensure it reflects the most up-to-
date thinking and trends in TSLRIC application? Because if the “orthodox” application is not
current, that must imply it will need to change sometime in the near future. That cannot deliver
predictability.

63. Yet this is exactly the approach the Commission has taken, and has claimed will promote
predictability. Specifically, in concluding that the use of ORC for all assets represents the
“orthodox” implementation of TSLRIC, the Commission relies on a survey of regulators’
approaches which it claims show that 8 of 9 apply ORC and do not consider asset re-use. What
the table does not disclose is that all 8 such regulators are required to apply asset re-use by
2016. So by 2016, what the Commission now assures us is “orthodox” for the purposes of price
setting out to 2020 will be out-dated.

Chorus has not presented any evidence of the benefits that will accrue to end-users from an
emphasis on predictability or orthodoxy

64. We submitted that the Commission had not quantified what benefits an emphasis on predictability
and orthodoxy would deliver to end-users, or shown that these benefits exceeded those from an
alternative approach. We have the same criticism of Chorus’ submission. It speaks generically of
investment incentives, risks of under-recovery, the need to invest in maintaining, upgrading and
replacing its assets. But it shows no evidence that the Commission’s approach to predictability
and orthodoxy will be determinative of any of these things in any way that delivers demonstrable
benefit to end-users.

65. As we touch on elsewhere in this submission:

a. There is no suggestion any TSLRIC price mooted in this process will lead to an under-
recovery by Chorus of its existing assets. Chorus will categorically continue to receive an
above-normal return on continued maintenance on, and upgrading of, those assets, even
at IPP prices. If it does not believe this to be the case, then it needs to show some
evidence to support this claim;

b. Investment in replacement infrastructure is already occurring, and is committed for all but a
few lines. Where UFB and RBI have not yet subsidised Chorus'’s replacement
infrastructure, they have created a strong incentive for Chorus to minimise investment in
the expectation of further expansions of those schemes. This is outside the Commission’s
control. Even putting all of this aside, Chorus can, again, show no evidence of how it might
conceivably under-recover on a future investment as a result of IPP pricing.

UCLL and UBA FPP pricing review Confidential version 18



66. The Commission must remove its emphasis on predictability and revise its view of “orthodoxy” in
order to avoid clear error of law in the same way it has removed its investor expectations test.
We note with concern, though, that the removal of what was the centre-piece of the Commission’s
first set of TSLRIC principles (the investors’ expectations test) resulted in no discernible change to
the Commission’s position on any of those TSLRIC principles. Instead, the Commission appears
to have substituted predictability and orthodoxy for that test, with the same results. This time, in
order to avoid review, the Commission must be able to show that it has actually changed its
TSLRIC approach, with observable effect.

The MEA

67. The Commission proposes that the choice of the modern equivalent asset (MEA) is driven by the
"core functionality" of the UCLL service, i.e. the ability to provide voice and broadband services to
end-users. It will give weight to technologies that provide network features such as point-to-point
and the ability to unbundle at layer 1 when selecting the MEA, but these factors are not
determinative. For example, less weight is given to the ability to unbundle in areas where
unbundling is unlikely to be feasible.*

68. Accordingly, the Commission proposes that FWA meets its definition of core functionality and is
therefore eligible for consideration as the MEA for UCLL.'® However, although FWA meets the
core functionality of UCLL and would likely cost less to deploy than fixed technologies, the scope
of FWA should be confined to the current and projected RBI FWA footprint because:*®

a. Expanding the FWA boundary may be "inconsistent" with the observed network roll-out in
New Zealand (ie based on "operator strategy”, FWA would not be deployed nationwide by
a hypothetical efficient operator); and

b. In areas outside the RBI FWA footprint, unbundling is more feasible and greater weight
should therefore be given to technologies that can be unbundled.

69. Conversely, Chorus proposes that the core functionality must include (at a minimum) the
functionality to make the service consistent with the description in Schedule 1 of the Act, i.e. the
core functionality of UCLL must include the ability to be unbundled. It suggests the Act requires
the Commission to model "the facilities and functions that are directly attributable . . . to the
service", and that there is no ability to abstract away from the functionality of the service
mandated by the Act.

70. Chorus claims that FWA is not capable of delivering either the full functionality or core
functionality of the regulated service

71. Chorus' position is wrong. As explained below, it will result in an application of TSLRIC that is
inconsistent with any proper construction of TSLRIC, and with section 18.

The Commission has discretion in deriving efficient TSLRIC costs

72. The Commission's legal obligation under the Act is to use TSLRIC to establish a price for the
UCLL service that best meets the section 18 purpose.

73. Although the task is to set a price for the UCLL service (as defined in the Act and STD), there is
nothing in the Act that supports the proposition that elements of the Commission's TSLRIC model

14 Draft decisions, paragraphs 524 -530.
15 |bid, paragraph 534
16 |bid, paragraph 524 and 531.
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74,

75.

76.

are specified or constrained by the Act, the STD, or by the current features of the service which is
purchased by access seekers.

The Commission is required to use TSLRIC to determine an efficient price for the service based
on efficient costs. The Commission may need to step away from the specific details of the service
description in the Act and/or the STD where those details would otherwise prevent it from properly
identifying efficient forward-looking costs.

Although the FPP directs the Commission to apply TSLRIC specifically to Chorus' UCLL service,
the definition of TSLRIC does not tell the Commission how to identify and value "the forward-
looking costs over the long run of the total quantity of the facilities and functions...". As the
Commission has correctly noted, "the definition of TSLRIC in the Act is broad and provides limited
practical guidance on the various choices that need to be made when undertaking a cost
modelling exercise".!’

Having said that, the concept of "efficiency" incorporated into section 18 does provide some
guidance when seeking to interpret the definition of TSLRIC. For example, "forward looking
costs" is not defined in the Act. But, all parties have agreed that this can't be Chorus' current
costs - as those costs cannot be efficient. Similarly, "facilities and functions of the service" is not
defined. But, following the same logic, this can't be the facilities and functions that are currently
provided - as those might not be efficient now or in the future. As appears to be accepted by all, a
degree of abstraction is required. The open issue is how far that abstraction can go.

The Commission must remain focussed on efficiency in applying that discretion

7.

78.

The theory underpinning TSLRIC, as put by the ACCC in the past, is that it "is consistent with the
price that would prevail if an access provider faced effective competition, and it usually best
promotes the long term interests of end users".'® On that basis, TLSRIC, if properly applied, will
result in a price consistent with section 18. It will do this by setting efficient pricing signals,
encouraging efficient provision of the regulated service and efficient investment by access
seekers and the access provider that benefit end users.*® In that context:

a. lItis a price that best mimics the price that could be expected in a competitive market; and

b. In contrast to other forms of regulation, generating a fair return on Chorus' actual (efficient)
investment is not the purpose of the exercise.

Ultimately, the Courts have been clear that it is efficient prices that matter. To provide the right
signals, including the right investment incentives, prices should be based on efficient costs. In
addition, when it comes to investment incentives, it is the interests of consumers in regulated
suppliers having sufficient incentives to invest which matters, not the interests of suppliers
themselves. For example, the High Court in the IM Judgment was clear that the tendencies in
workably competitive markets are towards normal returns and prices based on efficient costs.?
The Court noted that:?*

By themselves, these tendencies will also lead towards incentives for efficient investment (investment
that is reasonably expected to earn at least a normal rate of return) and innovation. That is to say, the

17 Commission Draft Determination at para 123.

18 As cited by the Competition Tribunal at para 71.

19 See Telecom "UCLL and UBA FPP: consultation on regulatory framework and modelling approach -
Submission Commerce Commission” 6 August 2014, paragraph [24], as cited by the Commission in the UCLL
Draft Determination at 144.

20 |pid, paragraphs 14-19.

21 |bid, paragraph 20
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prices that tend to be generated in workably competitive markets will provide incentives for efficient
investment and for innovation.

79. Regulatory purpose statements that speak of protecting the long-term interests of consumers
were not introduced to promote suppliers' interests. In terms of incentives to invest, it is the
interests of consumers in suppliers having appropriate incentives to invest that matter, not the
interests of the suppliers themselves.

80. However, as has been explained by the Commission's experts, the app