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2. Introduction

In December 2008 Ingenious was briefed by Mallesons Stephen Jaques
(“Mallesons”) on behalf of Telstra Corporation Limited (“Telstra”), to provide an
expert opinion on the determination of interconnection prices.

We were asked to express our opinion as to whether or not the international
benchmarking relied upon by the ACCC in its Assessment of Telstra’s Unconditioned
Local Loop Service Band 2 monthly charge undertaking (“the ULL determination”)
was appropriate; and if not, why it was not appropriate. The result was a report
entitted Commentary on the use of international benchmarking in setting
interconnection rates (“the December Report”).

In reply, Ovum Consulting have submitted an Advisory Note to the ACCC entitled
Telstra ULLS Undertaking — ULLS International Benchmarking (“the Ovum Report”).

Ingenious have now been briefed by Mallesons, on behalf of Telstra, to review the
Ovum Report and prepare a response that offers further development of some of the
issues discussed in the December Report, as well as our views in relation to matters
raised by the Ovum Report.

The letter of instruction is enclosed on page 21.

Please note that although commissioned by Mallesons on behalf of Telstra, the views
contained in this report are entirely those of Kip Meek and Robert Kenny.



3. Findings

Based on our extensive experience in telecoms regulation, our view is that the simple
benchmarking relied upon by the ACCC is not an appropriate basis for setting ULL
tariffs. This is because it includes arbitrary choices (such as that of comparator set)
and does not make allowance for differences in national circumstances that would
legitimately lead to materially different tariffs in different markets.

The Ovum Report is silent on the majority of issues we raised in our December
Report. For those issues it does address, it does not seek to demonstrate that these
issues are immaterial for an appropriate international benchmarking exercise.

Thus we continue in our view that there are a significant number of adjustments that
would be necessary in order to make the use of benchmarking, even as a contributor
to a fuller analysis, a valid approach to helping to determine a complex regulatory
issue. The combined impact of these adjustments is likely to be substantial. Thus it is
highly uncertain whether the ACCC’s simple benchmarking exercise even has value
as a ‘sanity check’ of the more rigorously calculated figures from the TEA model.



4. Response to the Ovum Report

In the December Report, we raised a number of issues pertinent to the question of
whether international benchmarking can be relied upon in determining ULL pricing.
These were:

Issue Addressed Comment
by Ovum

Comparator set No No mention

WACC No No mention

Timing considerations No No mention

Exchange rate movements No No mention

Exchange rate methodology Yes New composite exchange rate /

PPP measure introduced

Negotiation element of regulation No No mention

Costing methodology Yes Addressed, although data supports

Ingenious view that local factors
are highly important

Population density Yes Key point of population density in
served areas unaddressed

Mix of housing types No Ovum argues insufficient data

Copper prices No Ovum argues insufficient data

Loop length Yes Ovum argues insufficient data

Pricing structure No Ovum argues insufficient data

Of the twelve, the Ovum Report partially addresses four. In the remaining cases the
Ovum Report is silent, or suggests that sufficient data required to examine the
proposition more closely is not available. We are unable to say whether Ovum accept
that these other points are material to a valid benchmarking exercise. We maintain
our view that the great majority are material.

Ovum’s acknowledgement that data availability on potentially crucial issues such as
mix of housing types and pricing structures is limited highlights the challenges of
international benchmarking. For Country X's pricing to be a useful guide to
appropriate pricing in Country Y, adjustments need to be made for all material
environmental differences between the two countries. However, practically the
necessary data to make such adjustments is rarely available. It is for just such
reasons that benchmarking exercises are almost always subordinate to locally-
specific cost models when setting regulated prices.

The need for these multiple adjustments also highlights the risk of looking at any one
variable in isolation. The Ovum Report plots ULL charge against a selection of
individual variables, in order to identify correlations. However, the appropriate price



depends on the combined impact of multiple variables. One consequence of this is
that the price may be 'above the line' when plotted against a single variable, but
nonetheless be appropriate when the combined impact of various variables is taken
into account. To take a parallel example, a 60 minute international call may be
expensive relative to all international calls (since it is a long call), and expensive
relative to all 60 minute calls (since it is international), but nonetheless exactly
average cost amongst 60 minute international calls.

Similarly, Figure 2.5 in the Ovum report plots ULL charge against average loop
length, and shows the proposed Telstra charge as being ‘above the line’. However,
by itself this doesn’t tell us anything. The charge may be quite appropriately above
the line due to factors entirely separate from loop length, such as cost of capital or
housing mix.

Exchange rates and Purchasing Power Parity (PPP)

In the previous Ovum research on which the ACCC relies in the ULL determination’,
two methods were used to compare benchmark prices, one using PPP exchange
rates and one using market exchange rates?. The Ovum Report introduces a third
method, a composite rate (blending market and PPP exchange rates), to take into
account the mix of international costs (such as raw materials and equipment) and
local costs (such as labour and capital). We have no particular dispute with any of
these methods, but Ovum’s own use of three different approaches highlights the high
degree of subjectivity. This is significant since the three different methods give
materially different results. For instance, the non-PPP average quoted in the ULL
determination is 26% higher than the PPP average. However all the analysis in the
Ovum Report is based on the choice of one single method.

The new method also introduces another layer of subjectivity through the choice of
ratio, in this case 40% market rate and 60% PPP. Given that local costs can fluctuate
substantially from country to country — in Portugal for example, labour compensation
per construction employee is 44% less than in Australia® — the proportion of total cost

' ACCC, Assessment of Telstra’s Unconditioned Local Loop Service Band 2 monthly charge
undertaking (November 2008), p.42

2 \We note that in Ovum's original benchmarking exercise (using each of market and PPP
exchange rates) for every country the PPP based tariff was lower than the market exchange
rate based tariff. This is a puzzling result - it would imply that the comparative price levels for
all other countries in the comparator set are higher than those for Australia. However, in April
2008 (matching the Q2 2008 date of the benchmarking figures) OECD figures show
comparative price levels in both the UK and Portugal being lower than those in Australia - see
www.census.gov/compendia/statab/tables/09s1312.xIs . Without further details on Ovum's
methodology we are unable to comment on this counterintuitive result.

® Human Capital analysis of data from the OECD Stats Portal



which they will absorb will vary as well. As a result, a 40/60 split will not be
appropriate in every case.

This composite approach, and the Ovum response more generally, also does not
take account of the fact that the benchmark prices were set at various dates over a
period of five years, during which exchange rates have varied considerably. In the
December Report we observed that such movements could have introduced up to a
9% variation in the average rate used in the ULL determination.

Costing methodology

We agree with Ovum's observation that (all other things being equal), a LRIC based
charge is likely to be lower than an FDC charge. However, we note that the average
of the comparator LRIC-based ULL charges they have offered is A$15.02, and the
average FDC-based charge is A$14.56. In other words, the LRIC charges are in fact
higher than the FDC charges. This is further evidence that in reality all other things
are not equal, and local factors can make a significant difference to appropriate ULL
charges. This is of course precisely the point we were seeking to make in our
December report.

Population density

The Ovum Report plots population density against ULL charge and observes that the
proposed Telstra charge is above the trend line. We maintain that population density
is not necessarily a useful metric (as discussed further below) and indeed the
correlation shown by Ovum is very weak. However, if it is used, it is important to note
that quite small changes in methodology can lead to substantially different results;

Figure 1: Two different calculations of population density, plotted against ULL charge (A$)*
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If the calculation used for population density is altered from population per square
kilometre (as used by Ovum, shown on the left) to square kilometres per population
(on the right), a very different, more highly correlated® picture results. The contrast
between these two charts indicates how important the choice of metric can be —
Canada, for example, goes from being above the line to below the line when the
calculation is altered, whilst Spain moves in the opposite direction.

More important, however, than total population density is the density in served areas,
along with the mix of housing stock. There are several metrics that could be used to
approach this issue, and Figure 2 shows one possibility: metres of road per capita.
We believe this is a useful proxy for population density in served areas, since the
bulk of road length will be in inhabited areas.

Figure 2: Metres of road per capita vs. ULL charge (A$)°
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The unbroken line shows the weak correlation generated by the full set of
comparators used by Ovum, whereas the dotted trend line shows the strong
correlation if Sweden is treated as an outlier and removed. (Sweden is atypical —
significant government investment has been channeled into providing access to rural
areas. Moreover, although monthly charges are low in Sweden, the up-front
connection charge is two and a half times that in Australia.”) In this correlation to

® This is measured by R?, the ‘coefficient of determination’. An R? of 1 represents a perfect fit,
and conversely an R?.0f 0 suggests no relationship between the variables

® Ingenious analysis of data from the CIA World Factbook

" Commission of the European Communities, Progress Report on the Single European
Electronic Communications Market 2007 (March 2008), p.106. The up-front charge in Sweden
equates to roughly A$123, whereas in Australia it is A$48.



metres of road per capita, which we believe is likely to be a key driver for duct and
copper costs, the proposed Telstra charge is not materially adrift from the trendline.

Metres of road per capita also highlights some of the limitations of national population
density as a proxy for population density in served areas. For instance, although
Australia and Norway have roughly similar national densities, Australia’s road length
per capita is double that of Norway. Conversely Finland and Belgium have similar
road lengths per capita, but Belgium’s national density is over twenty times higher.

Land use, housing mix and local loop length

The disparity observed between population density and metres of road per capita
also calls into question Ovum’s unsubstantiated contention that land use (which the
report conflates with housing mix) and population density are correlated.® The Ovum
Report does not attempt a comparison based on land use or housing mix because of
limited data availability, but this is an extremely important consideration. When
serving high housing density areas such as apartment blocks, duct density (the
number of loops carried in a single pipe) is likely to be high, since one duct will carry
all the loops required for many apartments. In suburban areas with detached houses,
duct density will be lower, not least because for the ‘tap out’ from the street to the
house, the duct will only carry the single line for that house.

This matters because if duct density is low, each local loop has to carry a greater
share of the duct cost. For instance, if a 1 km duct carries 100 local loops, then each
loop needs to carry the cost of 10m of duct, whereas if the 1 km duct carries 1000
loops, each loop only needs to carry the cost of 1m of duct. As can be seen from this
example, this is separate from the question of loop length (which is the same in both
of these cases).

Figure 3 illustrates the impact housing mix can have. In each country schematic, the
local loop length is the same. However, the duct length per is materially different,
depending on the housing mix. For instance “Australia” and “Sweden” have the same
loop length and population density, but have significantly different duct lengths.
Similarly, “Hong Kong” and “Sweden” have the same loop and duct lengths, but very
different population density. Given the unusual dominance of detached housing in
Australia, housing mix is a vital factor to consider.

® The Ovum Report, p. 8



Figure 3: Housing mix and population density (schematic)’
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Pricing structure

The Ovum Report states that they have reservations about using a ‘whole of life’
approach to pricing, which would take into account up-front connection charges as
well as monthly fees, since connection charges are subject to variability. However,
this variability is surely indicative of the country-specific situations that lead regulators
to spread costs in different ways, and that call into question the viability of a

® These diagrams are indicative of the impact of different types of housing mix on local loop
length, duct length and population density. They are not intended to reflect directly our view of
the housing stock in the countries mentioned or of optimal network layouts
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benchmarking exercise that does not take this into account. Indeed, such a ‘whole of
life’ approach is adopted by other commentators, including the Commission of the
European Communities.'® The Commission looks at prices across Europe using an
average cost per month over the 3 year life of a connection. Similarly, in their
Regulatory Scorecard report, the European Competitive Telecommunications
Association takes connection charges into account by comparing ULL tariffs using an
annual cost calculated assuming a two year contract.”

We note also Ovum'’s introduction of a ULLS margin factor based on broadband retail
prices as a further metric for consideration. However, we believe that this has little
relevance for determining appropriate cost-based wholesale rates, since retail pricing
depends on wholesale pricing, rather than vice versa.

Concluding thoughts

Based on our extensive experience in telecoms regulation, our view is that the simple
benchmarking relied upon by the ACCC is not an appropriate basis for setting ULL
tariffs. This is because it includes arbitrary choices (such as that of comparator set)
and does not make allowance for differences in national circumstances that would
legitimately lead to materially different tariffs in different markets.

With a limited number of exceptions, we are broadly in agreement with the Ovum
Report in the areas it covers. However the Ovum Report is silent on the majority of
issues we raised in our December Report. For those issues it does address, it does
not seek to demonstrate that these issues are immaterial for an appropriate
international benchmarking exercise.

Thus we continue in our view that there are a significant number of adjustments that
would be necessary make the use of benchmarking, even as a contributor to a fuller
analysis, a valid approach to helping to determine a complex regulatory issue. Given
that Australia is an extreme or high case on various drivers of ULL costs, including
housing mix, equity premium and connection/rental fee split (as discussed in our
previous report), the combined impact of appropriate adjustments for these and other
factors is likely to be substantial. Thus it is highly uncertain whether the ACCC'’s
simple benchmarking exercise even has value as a ‘sanity check’ of the more
rigorously calculated figures from the TEA model.

' Commission of the European Communities, Progress Report on the Single European
Electronic Communications Market 2007 (March 2008), pp.104-106

" European Competitive Telecommunications Association, Report on the relative
effectiveness of the regulatory frameworks for electronic communications in Austria, Belgium,
Czech Republic, Denmark, Finland, France, Germany, Greece, Hungary, Ireland, Italy, the
Netherlands, Norway, Poland, Portugal, Slovenia, Spain, Sweden and the United Kingdom
(February 2008), p.83
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In reaching this conclusion we have made all the inquiries that we believe are

desirable and appropriate and no matters of significance that we regard as relevant

have, to our knowledge, been withheld from the ACCC.

bplfy

Kip Meek
Chairman, Ingenious Consulting Network

2256-5/

Robert Kenny
Managing Director, Human Capital
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We refer to our better dated % Docember 2008, and your report entitled “Commendary on the use
of intemnational benchmarking in semting imercoanection reles™, dated Discember 2008
(“December Ropart™),

W are instructed to request you to review a repon preparsd by Onumn Consulting emitked
“Telalra ULLE Underiaking - ULLS Indermaticnal Benchmarking: an advisory nose to the
ACCCT, dated 26 February 2009 (Ovum Report™) and in light of your Decenber Regort,
PreEpan: a responss o k.

A copy of the Ovum Report is enclosed for vour review,
Im your reapomes, you should explain (among any olher malbers you consider relevand):

| wheiher v wish 1o qualify or furitber explain any of the matters dealt with in your
December Repart;

s wour wiews im relation vo the matters dealt with in the Ovum Beport, including any
further matenal thal vau consider relevant io a proper understanding of thess matiers,
and

E] whether, in all the circumstaness, the use of internationsl benchmarking in setting
regulated charges for the ULLS in Austealia ks appropriabe in your cpinian.

Please plsg nobe owr comments: in relstion 1w the guadelines for expert wilnesses, ond
confidentinlity im oor letier dated 9 Decemnber 2008, Please ensure that yoar respanse compli=s
with the puidslines, snd our comments in relation te confidentiality.

Yours faithfully
ﬂu{.‘uﬁ hthr"""' 1. s

Lasal B1 Govarnor Philip Towser 1 Famer Place Sydnigsy HEW 2000 Sustiala T+61 2 9294 2004
DF 113 Bydney 82N 27 047 £34 054 spdlmalesans som veesmailesors com F+5132 9296 3999
GHINIED_|.dec (IS-EEM-IREG
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