NZCPR Research

NEW ZEALAND CENTRE FOR POLITICAL RESEARCH

29 SEPTEMBER 2007

UNBUNDLING AND SEPARL bD b92 %9! [ I Db
TELECOMMUNICATIONARKET CHALLENGES.

By Bronwyn Howell

Bronwyn Howell is Programme Director, Post-Experience Programmes at Victoria Management School,
Victoria University of Wellington, Research Associate at ISCR and 2007 Visiting Research Scientist at the
Networking Laboratory, Helsinki University of Technology. She has held management positions and
undertaken research in the information technology, health and nonprofit sectors, and has a particular
research interest in regulation and comparative industry performance in the information technology and
telecommunications sectors. Recent articles on these subjects have been published in Communications
and Strategies, Telecommunications Review, and Victoria University Law Review.

[FAd 2SRySaRIFI& YINyJSR GKS FTAyLft o0f2¢g 2F GKS KIYY
GKS 2L NI dGA2ylt &aSLINIGAZ2Y 2F ¢St SEaoordingyoli 2 al G f
the planannounced by the Minister of Communications in May this year, rather than the

alternative plan offered by Telecom whereby the company would be separated into two units

with a view to the network company being possibly sold. The gowent has put grebstore

by the separation planand local loop unbundling (LLW@nnounced first in May 20Q@sa

means of promoting competition in telecommunications markets and the facilitation of efficient

investment in telecommunications infrastruge and services.

! http://www.med.govt.nz/templates/MultipageDocumentTOC 30333.aspx
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Strategy aspiration of a teguartile positionfor New Zealanéh the OECD rankings in the

number of broadband connections per capitdew Zealgy RQ& f 2¢ NI y1Ay3 gl a | adn
differences in the competition and regulatory regime because, compared to the top eight

countries in the OECD in this metric, New Zealandehbxver proportion obroadband

connections sold by competitors to the incumligalecommunications cmpany. Ironically,

AAYOS Hnnnz F2tt26Ay3 GKS AYyONBlFaSR 00Saa oe& 02
bitstream serviced) S & %St f I yYRQa Nkakedas dekragdiBelthRbfasiEsR

growth rate in the OECD R006 after Denmark and the Netherlarfiisandthe percapita

ranking hagisen from 229 to 215 ¢ co-incidental with adecreasen the share ofconnections

soldby¢ St S O2 Y Qtars Biguke [1)S Tihe highest market share of entrants was recorded in

20002 LINA2NJ 2 GKS ¢StSO2YYdzyAOFGA2ya [/ 2YYAaaArzyQa

Despite the muctvaunted claims that LLU and structural separation would lead to rapid

gk At oAt AGE 2F 4T thérapdrdbacking Gp thelStokktakelRiledRd | Y R ¢
produce any gidence that New Zealand prices were in fact high by OECD standards. Rather, it
was demonstrated that New Zealand prices were lower than many of the countries ranking in
the top quartilein broadband connections per capitq something | can attest to fra my

recent sabbatical in Finland, wheralthough there are some locations where cheaper prices are

2 http://www.oecd.org/document/7/0,3343,en 2649 37441 38446855 1 1 1 &700.html

3 http://www.med.govt.nz/upload/36 790/broadbandlivide.pdf
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available the average prices of DSL connections are dearer than those in New ZtaFinidnd

ranks 7" in the OECD in broadband connections percapida b S¢ %S THatyNBM2 & H M

Zealand broadband prices are low is not surprising, given that the bitstream products offered

are sold by Telecoto competitorsat regulatedcostbasedprices set by the

Telecommunications CommissioThe Commission sthe prices bybenchmarkngthe costs of
deliveringequivalentservices irequivalentOECD marketssing the TSLRIC pricing rulhere

costsare measured noat the level of investment made by Teleconbinilding its existing

infrastructure, butatthe2 &4 2F o0dzZAf RAy3 | Y2RSNYy ySideg2N)] 4 0;:
building a network is decreasimsgeadilyr & G SOKy2f 238 AYLINRGSEAI (KS LINR
competitors ratchet dowmver timez S @Sy (K2 dzZ3 K daRélyfixeRavidaunkatO2 a i a | NB
higher historic levelsgnd thereforedonot alter’. ¢ St SO2Y Ydzad YI GOK AdG& O2 YL

to consumers to maintain its market presence.

TheStocktakereports also failed to produce any statistically significant evidence that service
guality was(on average, and over the whole countgny less in New Zealand than in other
OECD countries. Whilst other countries (especiallysig have access to very higipeed fibre
optic connectionsn slectedlocations when comparing the nationwide availabiland quality

of services, it is far from clear that New Zealand consumersaimveragepoorly-served. Table

* Using the Finnish regulatory agency Ficora statistics to the end of 2006, the average price of a 2Mbps
connection was over 40 euro ($NZ80) per month.

http://www.ficora.fi/attachments/suomi_R_Y/5pL40ngnE/Files/CurrentFile/ViVi_MK_2007engl_01.pdf

Equiv f Syd bSg %SItlFyR WFFANI dzaSQ LI O1F3Sa INB | @lFAflof
or $70 without. Metered packages begin at $NZ3Bbese are very rare in Finland for fixed line services

(although they are routine for mobile and wirekebroadband services). Although the average monthly

consumption in Finland is unknown, Ficora analysts believe it is unlikely to be very different from the New

Zealand average of 3GB per month per subscriber

http://www.ihug.co.nz/products/broadband/bband4 detail.html

® Ficora does not prescribe any specific pricing rule to be used in regulating wholesale firgigmly
seeks evidence that the prices charged are t@sted. Hence, bitstream prices to competitors can be
based upon other pricing rules, including historic cost.
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1 shows thatt the end of 2006New Zealandcored amiddle-of-the-table OECDanking in the
percentage of homes passed by ADSL (98%@)exceeded (with 50%) the OECD average
number of haiseholds(35% )capable of receiving ADSL at speeds of 2Mbpgastdr. Tellingly,
New Zealanautranks Finland in both these statistiGe fact confirmed in the statistics showing
that the majority of broadhand connections sold in New Zealand are capable of speeds of
2Mbps or faste?, whereas only 2%soldin Finland meet this standafd Moreover, the United
Kingdom, whose policies have provided the templmtethe New Zealand regulations, exhibits a
very poor performance in the availability of highepeed connections, with only 10% of

households capable of subscribing

By other ranking measures, New Zealand was also fautite Stocktakéo be investing less per
capita in its networks than some (bubnall) other countries.However, the case is less clear

when considering investment per access line or investment as a percentage of revenue (Figure
2). This point is cruciahen considering the emphasiponseparation and LLbeing

necessaryn NewZealando stimulateadditional investmentn the sector LLU waseen as
essentiaprincipally because it wadeemedto constituteNB 3 dzf best I2INMIE O, vk © e

large number of OECD countries that had ado pté&flhilst supporting LLUhe OEChas

never endorsed separation as regulatory best practice: separation is seen as simply one of two
different strategic views of th& dzii dzNB 2 F G KS (St SO2YYdzyAOlF GA2Yy a
down very different investment and managerial pathsisitoo early to say which of the two
Grarzya oAttt LINE IS % RBeStacitakeink toAngfeasied iBvesimbit dzs (i NB €

backed byassurances from OECD offisiglat investment by both incumbents and entrants had

® http://www.stats.govt.nz/productsand-services/mediaeleases/internetserviceprovider
survey/internetserviceprovidersurveymarQ07mr.htm

" http://www.ficora.fi/attachments/englanti/spmNkXaXa/Files/CurrentFile/MarketReview1 2007 .pdf

® Most EU countries have done so because it was mandatory under EU Directives rather than as a matter
of discretionary policy for the countries concerned.

® OECD Communications Outlook 2007 at p 19. Availabié¢mhwww.oecd.org
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increased after the introduatin of unbundling These claims were not supported dogy
empirical evidence, and have subsequeriienshown to be highly contentiod® The UK
statistics inTablel suggest that substantial investmeistrequired in that market to raise access
to higher-speedADSLnetworks to the levels already enjoyed in New Zealaridr to the

introduction of LLU and separation

Whilst the policies adopted in New Zealamdy be instrumental in encouraging investment by

YySg SyYyiuN}yida Ay Sl diede8ominetwiokk] thie reld isué facing theyNew (G 2 G
Zealand telecommunications market, and all others in the OECD, is how to encourage

investment in the next generation of internet access technologies that will supplant the current

copperbased ADSL broadbdmetworks.! & t 2Ay (0 ¢2LIAO0Qa 5NJ YI G2l adsSt ¢
is becomingadea8 y R (i S OR yTad flduiésén fibre. Yet, with the LLU and separation

policies, New Zealand policg I { SNBE KI @S WokKSSI @ HopddFahBNgeee 2 v
being ADSb  AaSRX $gAGK ySg Ay@SadySyd O2YAy3d. LNBR2YAYI

ADSLlreplacement networkgfibre to thekerband fibre to the home) are most unlikely to be

funded by a plethora of competitors who sink their investmeasboltonsto i KS A y OdzYo Sy i Qa
copper networks, afibre results in their investments in coppbecoming stranded The size of

the investment required for fibre networks means that only a very small number of firmgen

the biggest market¢and possibly only oneia market as small as New Zealand) will be able to

% For a summary see Gruber, H. (20B@)opean sector regulation and investment incentives for
broadband communication networkAvailable otttp://ssrn.com/abstract=976887 and Crandall, R. &
Sidak, G. (20073 mandatory unbundling the key to increasing broadband penetration in Mexico? A
survey of international evidencdvailable orhttp://ssrn.com/abstract=996065

" Mueller, K. (2007) Fast is not fast enough. The spatiality of UK broadband services reassessed. London,
United Kingdom: Point Topic; at p 2


http://ssrn.com/abstract=976887
http://ssrn.com/abstract=996065

justify the business case for such an investn&niThecosts of ceordinating all of the
competitorsto collectively build a successor netwoshll be prohibitively largeleading to long
delays in the mpgression to new networksvhich become more pronounced the larger the

number of entrants becomes.

It begs the questionthen,of who, if not Telecom, will invest iradingedgefibre networks in

New Zealand. If any private investment is to ensthe,regulatory environment must be

conducive to earning a fair return on the capitaimmitted, especially given the risks inherent in
the deployment of new technologiesihe current policies appear to be pushing the incentives

to invest in the opposite dection.¢ St SO2Y adtr GdSR Ay aleé& GKFEG GKS 32¢
proposals are inconsistent with its incentives to invest more than $500 million of the $1.5 billion
it estimates is required for the network envisaged by the government in the Digital Stfategy
The threat of withholding investment, leading to the creation of a missing market for funding,
was madecredible with¢ S £ S G@énYo@&antannouncement that it would return $1.1 billion

of the proceeds from the sale of Yellow Pages to shareholfleTdis is in stark contrast to the
commitment madeby Teleconfollowing the 2003 LLU inquiry to fully fund the neydneration

network.

Experiences from United Kingdaame alsoinstructive as we consider the likely shape of the

New Zealand telecommunicatis market under LLU and separation. In thetd& effects of

Gt G SNIRILISING (2 NBE 2 @ Suediredsyamng oitetl agnympgdimenéto
investment infibre networks TKS &G R21T Sy 2NJ a2¢ Sy iGNl yida dziAftAaAry3

2 Ford, G., Koutsky, T., & Spiwak(2007).Competition after unbundling: entry, industry structure and
convergnce. Federal Communications Law Jourb@(2):331367. Available on
http://ssrn.com/abstract=985109

13 http://www.med.qgovt.nz/upload/45925/1 1 .pdf

1 http://www.telecom.co.nz/binarys/q3 07 presentation.pdf
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OpenreaclS EOKI y3Sa adqaidlyR G2 t2a$8 2dzaZi AT + ySg 2LIAOI
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The UK environment, therefore, does not imbue confidence in the lotey@n outcomes for the
New Zealand marketlronically, New Zealanders may stand to lose out twibltonly are
delays in building new networlgkely todeprive broadband users of timely introduction of
superfastbroadband but a substantial amount of the investment in the ADSL-bo# that will
be complicit in delays in building the new netwogeksd strandel if bypass does eventually
occur is likely to be underwritten by the taxpayer. To date, the only compapgrted to be
openlycommitted to investing in every Telecom exchange to be unbundled is (Koodia
Thel00% stateowned vertically integratedSFinfrastructure companystands to be one of the

principal beneficiaries ofovernmentimposedLLU andtompulsoryseparation of Telecom.

So how have these policies come to have so much popular support in the New Zealand
environment, despite the vergeal longterm risks to sector development?heanswer to this
gquestionappears to lie in the way in which the pursuitprticular positions in the OECD

rankings hacome to dominate paty agendas.

Telecommunications markets are highly complex systeinfluenced by a vast range of
economic, geographic and demograpfactors They are also seen to have a special role in the

RSOSt2LIYSyil 2F Iy WAYF2NXIGA2Y S0O02y2Ye Qo ra GKS

> Mueller (2007)Supraat p 7.
% bid at po.

Y http://www.stuff.co.nz/4196742a28.htm
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OECD countries are seen to be a thading edge in the development of the new ordew if

G§KSNBE INB Fye WiNrxROla 2F (KS (NIXRSQ GKIFG oAttt Sy
information economy, they are likely to be found in the OEEDwever, it isvery difficult to

asses® K2 A & LISNF 2 NYA Yy 3 x &nairSringan Hange itdsaiidiéulttb O2 Y LI S
determine which (if any) policy interventions are having a marked effect, compared to all of the

other factors related to other variations in underlying economic, geographiemographic

circumstances which may be influencing the outcome.

In theface of complexityit becomes very easy to latch onto a few isolated statistics, such as the

number of broadband connections per capita, the cheapest access prices, or thet festaces,

to determineWinner<st YR (12 2dzadAFe | ylrfteara YR Sydd | GA2y z
simple proxies are also easy to turn into political slogans. Thefr@kplification of a complex

set of interactions into th@ursuit ofa few proxiesis that pursuit of the prolescomes to

override the pursuit of the real objectiveimprovingthe lot of a country relative to what might
haveoccurredwithout the policyor under alternative policiedrading off the costs and benefits

in both theshort- and the longrun.

GClFadSNE OKSI LIS Nyuarhi@irt tiie @ EGDRrébroadifaRd uptageér capitd€ | NB

simple message®r politicians to usdo sell thar policies (good or bad) to voters.ndthe

current policies magvenresult in these outcomes in the sheterm. By adopting LLU and

separation, oumpoliticians andoolicy-makers appear to be responding to calls for skerm

JFAYAa OFNRY ¢StSO02YQa 02 YLIBitrhé Brgditermn éffecsSt £ | a T NP
uponthe New Zedly R SO2y2Yeé YI & 06S LINRPF2dzyRZ AT aFl aidSNE
broadband network that we can hope for over the meditmalonger term horizon.In short, it

is the jobof policymakersto unpack and understand the underlying complexities, and their

responsibility to ensure that all the relevant costs, benefits and risks, in both the saodtthe

longterm, of the policies they proposere balanced off against each other that, irrespective

of the eventual OECD rank achieved, the policies result-iffre A YLINE gSYSyia Ay GKS (

wellbeing compared to the counterfactual of no change.
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The questions we must be asking of our telecommunications paoligigersthereforeare:

i have they giverue consideration to whether New Zealand, with its existing
policies really has performed poorly compared to its OECD counterpgirsn all of
the other factors that affect its ability to deliver in the proxy rankings being

pursued?

i can they be certain that the chosen policies really are responsiblinéorelative

positionsobservedn the proxy rankingsand

T can they be certaithat there are not substantial differences in the underlying
economic, demographic and geographic circumstances of New Zealand that mean
these policies may not deliver the same resiuttdNew Zealand as they have

elsewhere®

As thepreceding discussion and taecompanying articf€ shows, the ranking metrics chosen

for pursuit in New Zealand telecommunications policy are highly contingent upon the nature of
the statistics themselves,nd may be quite misleading if not interpreted in light of the

complexity that underlies them. If such policies are to become part of the political agenda, we
deserve to see evidence that our polimakers are fully cognisant of the underlying

complexites when forming their policies and making their recommendations. It is questionable
whether the analysis backing the most recent regulatory moves can be said to adequately meet
this test. The risks of getting it wrong are very high for the léagm achevement of a vibrant

information economy in New Zealand.

8 Howell, B. (2007 Defiling the rank: how useful are the OECD league tables?
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Figure 1
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Figure 2Investment as a Percentage of Revenues: NZ, OECD and Selected

Countries
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