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Dear Mr York 
 
FRONTIER ECONOMICS REPORT ON ‘THE WATERBED EFFECT’ 
 
Please find enclosed a Vodafone commissioned report by Frontier Economics (“the Frontier 
Report”) on the “waterbed effect”. 
 
The Frontier Report responds to some of the questions posed by the Commission in its Discussion 
Paper on Optus’ mobile terminating access service (MTAS) Undertaking of February 2005.  The 
modelling carried out by Charles River Associates (CRA) for Optus assumed a 100 per cent 
waterbed effect when calculating welfare maximising MTAS prices.  This Frontier report is 
therefore submitted to the Commission in response to its Discussion Paper on Optus’ Undertaking. 
 
The Frontier Report is also submitted to the Commission for consideration in the context of 
Vodafone’s MTAS Undertaking.  The separate Frontier Economics report (and associated 
modelling) on welfare maximising MTAS prices submitted in support of Vodafone’s Undertaking 
similarly assumes a 100 per cent waterbed effect.  While the outputs of the Frontier modelling on 
welfare maximising MTAS prices are not a direct input into the MTAS Usage charges in 
Vodafone’s Undertaking, the Frontier modelling has been provided as material and analysis for the 
Commission to have regard to in its assessment of Vodafone’s Undertaking against the statutory 
criteria.  Vodafone refers the Commission to its letter of 23 March 2005 which outlines in more 
detail the purpose of the Frontier Economics report on welfare maximising prices in the context of 
Vodafone’s MTAS Undertaking. 
 
This latest Frontier Report outlines the economic theory and literature that supports the proposition 
that regulating MTAS prices downwards will impact the prices of other mobile services.  An 
understanding and appreciation of this waterbed effect is critical in assessing the net benefits (or 
costs) of regulating mobile call termination.  If a waterbed effect is likely to exist, and this is not 
taken into account in determining whether proposed MTAS prices are “reasonable”, then likely 
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welfare losses resulting from regulated reductions in MTAS prices would not be taken into account.  
These welfare losses need to be modelled to ensure that all welfare effects resulting from the 
proposed regulation are incorporated. 
 
The Commission concluded in its Mobile Services Review (MSR) in June 2004 that a waterbed 
effect was unlikely to exist: 
 

…the Commission believes it is unclear to what extent (if any) reductions in mobile termination rates 
will necessarily lead to increase in prices for retail mobile services.  If, as the Commission believes, the 
mobile industry is returning economic profits, then reductions in termination rates may be absorbed 
within overall economic profits such that the price of mobile services need not rise.1 

 
Vodafone and Frontier Economics challenged the views and reasoning of the Commission on this 
matter in its response to the Commission’s Draft Decision.  In particular, Vodafone and Frontier 
questioned the robustness of the Commission’s assessment of economic profitability.  Vodafone 
also noted that the Australian mobiles market was effectively competitive. 
 
This latest Frontier Report further challenges the views and reasoning of the Commission.  Frontier 
establishes that the existence and extent of a waterbed effect is not driven by the level of 
economic profitability across the industry, or by individual companies, as the Commission 
assumes.  Frontier believes that the waterbed effect is likely to exist irrespective of the 
competitiveness of the mobiles market in Australia or the level of economic profit (if any).  Frontier 
states that “even a monopolist will pass through between 50 per cent and more than 100 per cent 
of an increase in MTRs as an increase in prices of retail mobile services (depending on the shape 
of the demand curve).”2 
 
Furthermore, the Commission’s approach is not consistent with the approaches taken by other 
regulators including the United Kingdom and New Zealand.  Those sources recognise that the 
existence and extent of the waterbed effect is not driven by the presence or absence of economic 
profit, but by the shape of the demand curve for retail services, and therefore the profit maximising 
level of retail prices.  The profit maximising level of retail prices increases when revenue from 
termination rates decreases regardless of the presence or absence of excess profits. 
 
Although Ofcom stopped short of concluding that a 100 percent waterbed effect was likely in the 
UK market, it conducted its analysis assuming a 100 percent waterbed effect in recognition of the 
possibility that such an effect may occur.  The Competition Commission stated that “… in our view, 
there will be a waterbed effect, ie most of the reductions in revenue from termination charges being 
capped will be recovered from the retail market” (at page 130), and assumed for its analysis that a 
100 percent waterbed effect would take place. 
 
                                                 
1 ACCC (2004) Mobile Service Review Mobile Terminating Access Service: Final Decision on whether or not the 
Commission should extend, vary or revoke its existing declaration of the mobile terminating access service, June, p. 
129. 
2 See page 4 in the Frontier report. 
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The New Zealand Commerce Commission similarly assumed a waterbed effect in their 
assessment of the net benefits (or costs) of regulating mobile termination rates.3,4  The Commerce 
Commission states in its Executive Summary: 
 

A regulated fall in mobile termination rates is likely to lead to some rise in the price of mobile 
services (mobile subscription and mobile-to-mobile calls), relative to the scenario of no 
regulation, or alternatively, lesser price reductions than otherwise.  To the extent that 
regulation leads to a relative increase in mobile prices, and a reduction in mobile 
subscription levels, a range of determinants may be generated.  Accordingly, this effect has 
been factored into the cost-benefit analysis.5 

 
Vodafone’s therefore submits that the economic literature including the attached Frontier Report 
and approaches taken by overseas regulators establishes that the existence and likely extent of 
waterbed effect is a fundamental consideration which should be taken into account in assessing 
the overall impact of MTAS price reductions, and therefore whether proposed MTAS prices are 
“reasonable”.  Vodafone and Frontier also submit that it is reasonable to assume a 100 percent 
waterbed effect within the welfare modelling that has been submitted in support of Optus’ and 
Vodafone’s respective MTAS Undertakings. 
 
Further comments 
 
Firstly, Vodafone notes that the phrasing of the Commission’s question on the waterbed effect in 
the Discussion Paper implies that the Commission may be proceeding on the basis of a mis-
conception.6  The Commission describes the CRA assumption of a 100 per cent waterbed effect 
as a “full waterbed effect”.  This implies that the 100 per cent waterbed effect assumed by CRA 
(and Frontier) is the maximum waterbed effect possible.  As Frontier’s report establishes, this is 
not the case.  It is possible, and in some circumstances (such as in the presence of a constant 
elasticity demand function) likely, that a waterbed effect of more than 100 per cent will occur. 
 
Secondly, it is important for the Commission to appropriately consider the issue of the waterbed 
effect within the context of the Part XIC undertaking process where individual firms submit 
undertakings.  While the Commission approached the waterbed effect during the MSR from the 
perspective of the entire industry, a significantly different analysis may be required for the 
assessment of undertakings.  The impact of reductions of MTAS prices on individual firms to the 
levels proposed in their respective undertakings must be specifically considered in relation to those 
individual firms (although assumptions regarding the likely reductions and behaviour of other firms 
may also be required in some circumstances). 

                                                 
3 New Zealand Commerce Commission (2005) Telecommunications Act 2001: Schedule 3 Investigation into Regulation 
of Mobile Termination, Final Report, June.  
4 This comment does not mean that Vodafone agrees with the outcome or other aspects of the New Zealand Commerce 
Commission’s analysis of the net benefits of mobile termination regulation. 
5 New Zealand Commerce Commission Final Report, p. 11. 
6 ACCC, Optus Undertaking in relation to the Domestic Digital Mobile Terminating Access Service: Discussion Paper, 
February 2005, p. 34. 
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For example, even if Vodafone were to accept the Commission’s reasoning that the extent of 
waterbed effect is fundamentally determined by the presence or absence of economic profits 
(which Vodafone does not accept), in the context of Vodafone’s Undertaking the Commission 
would have to consider the likely result of reductions in MTAS prices on Vodafone, which the 
Commission appears to accept does not earn economic profits.  By the Commission’s own 
reasoning, reductions in Vodafone’s MTAS prices are therefore more likely to result in a waterbed 
effect. 
 
Thirdly, it is important to distinguish between two possible outcomes of the waterbed effect:  
 

• retail price rising from current levels; and 
 

• retail prices falling, but nevertheless remaining higher than they would be in the absence of 
reductions in MTAS pricing. 

 
Both of these outcomes are consistent with the waterbed effect.  It should not be assumed that the 
waterbed effect necessitates increases from current levels.  However, in both circumstances, retail 
prices would be higher than they would otherwise be and may not reflect welfare maximising 
pricing structures.  
 
Lastly, the Commission’s question must be considered in the context of the statutory test the 
Commission is required to apply in consideration of an undertaking – whether the undertaking as a 
whole is “reasonable” when the specific matters listed are taken into account.  Vodafone considers 
that the Undertakings as a whole should be considered in light of this test, not the individual 
assumptions or any of the input data in isolation.  However, it is clearly useful to analyse the 
assumptions as to the extent of the waterbed effect in light of that overall test.  
 
We look forward to talking to you in more detail on this issue. 
 
Yours sincerely 
 
 
 
 
Paul Johnston 
Manager, Economic Policy 


