
Price falls just beginning
Ian Martin, Telecommunications Analyst, BZW  Australia, examines the underlying 

reasons for ongoing reductions in the price o f telecommunications services in Australia.

P
rices for a basket of basic 
telecommunications services 
including m obile services 
have fallen by around 22-25% since 

the introduction of netw ork com pe
tition in 1992. On its face, these re
ductions have been in line with those 
required by price cap regulation on 
Telstra, and have flow on effects on 
Optus, Vodafone and service provid
ers. However, competition has played 
a significant role in lowering and re
structuring prices and is integrally 
linked with the success of the price 
caps through pressure to improve 
cost structures, increase traffic levels 
and rebalance prices.

It is difficult to separate the long 
term influence on prices of price cap 
regulation in a competitive frame
work, from price caps w ithout com 
petition. There is no doubt that higher 
price caps have been  possible be
cause of the impact of increased com 
petition.

Price caps are a fairly blunt instru
ment, however, and there is some 
risk that they may inhibit competition 
and constrain long term  price reduc
tion. Although certain price caps will 
remain as a safeguard for a long p e 
riod, competition is likely to increase 
in relative influence as competitive 
network services develop.

Building a netw ork which is able 
to provide substantial competition 
against a well established m onopoly 
incum bent takes m any years. After 
four and a half years of netw ork con
struction and $3.8 billion in capital 
expenditure (including the $800 mil
lion licence paym ent but excluding 
around $1,200 million in capital ex
penditure by Optus Vision), Optus 
Com m unications still pays nearly 
three times as m uch in intercarrier 
payments as it writes off in netw ork

depreciation. In five years time, even 
with Optus Vision’s planned access 
netw ork substantially in place, Optus’ 
long distance services will still rely 
m ore on Telstra for custom er access 
than on Optus Vision.

Although the price effects to date 
have been significant, the long term 
effect of network competition will be 
even more substantial. This is good 
news for consumers but also for many 
businesses, including those develop
ing emerging services. The positive 
effects are likely to be profound on 
the high growth and high value added 
information, content and education 
services which are able to take ad
vantage of lower prices to deliver 
services to consumers.

These types of service tend to have 
relatively higher usage of comm uni
cations services. Those nations which 
best encourage com petitive infra
structure provision - thereby encour
aging new  users and emerging serv
ices through lower cost structures 
and competitive pricing - will be in a 
stronger position to benefit from and 
be world leaders in emerging serv
ices.

In the current context of increased 
netw ork competition, three basic fac
tors are at w ork in reducing telecom 
munications service prices:
• reduced costs of ow ning and op 

erating networks and providing 
services;

• increased dem and levels and bet
ter service price structures; and

• the safeguard effect of price cap 
regulation.

Prices reflect costs...

Network and service provision costs 
include costs of capital (deprecia
tion, interest and an appropriate re

turn on equity) as well as operating, 
custom er and administration costs. 
Productivity im provem ents reduce 
the pool of costs to be recovered.

O ngoing changes in telecom m u
nications have led to significant cost 
reductions. Changes include new 
technology, netw ork  design  and 
m anagem ent and general m anage
m ent and w ork practices. Although 
som e of these productivity im prove
m ents may well have occurred with
out com petition, they have occurred 
m ore quickly, w ith m ore vigour and 
with greater custom er focus as the 
level of com petition has increased.

Around one third to one  half of 
Telstra’s costs are directly related to 
ow ning and operating the netw ork, 
and the majority of this is in the 
custom er access netw ork. Network 
com petition is therefore an  im por
tant long term  factor in ensuring 
im provem ents in overall netw ork 
costs by encouraging the m ost ap
propriate technologies and  netw ork 
design and m anagem ent on  an on 
going basis.

Cable rollout in residential areas 
has certainly received ‘bad  press’ 
and a negative reaction from  m any 
local councils and som e residents. 
However, the balance betw een  lo
cal am enity issues and b roader local 
and national benefits is better as
sessed by the Federal G overnm ent 
than by local councils w ith their nar
row er interests. It w as w ith consid
ered  foresight that the Australian 
Constitution w as drafted to  give to 
the Com m onwealth Parliam ent the 
pow er under section 51(v) to m ake 
laws for ‘good governm ent of the 
C o m m o n w e a lth  w ith  r e s p e c t  
to...postal, telegraphic, telephonic, 
and  other like services’.
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...but demand is more 
significant than costs

While cost reductions are significant 
in contributing to lower prices, the 
dem and factors are probably more 
significant. Dem and affects prices sig
nificantly in telecom m unications be
cause there is such a high level of 
netw ork, custom er and  overhead  
costs which are shared betw een serv
ices as well as betw een users. Shar
ing of these costs depends on de
m and levels and elasticity.

Demand levels have increased sig
nificantly since the introduction of 

! competition. Over the last five years,
| timed traffic (ie, not counting local 

calls) has increased by close to 100%. 
The m ore traffic sharing a given 
amount of fixed network, adminis
tration and other costs, the lower is 
the average price paid by consumers. 
Traffic growth alone explains a large 
part of the 22-25% price reductions 
evidenced since the com m encem ent 
of netw ork competition.

Some traffic grow th w ould  have 
occurred w ithout com petition, but 
the impact of carriers’ com petitive 
m arketing, ta rge ted  price plans,

| w ider range of services and  im
proved custom er service has pushed  
traffic growth far beyond w hat w ould 
have occurred w ithout com petition, 
most notably in m obile services.

Also im portant is the changing 
structure of prices and services to 
better focus on consum er groups 
with different needs and dem and 
patterns. Im proved  targe ting  o f 
prices and service packages - still at 
a fairly initial stage - encourages 
calls and service use w hich might 
not occur if simple average prices 
w ere to apply. Structured pricing 
has w ide reaching effects: over time, 
residential consum ers benefit as 
lower prices offered to business us
ers increases traffic and absorbs a 
re la tive ly  h ig h er p ro p o rtio n  o f 
shared costs. In general, structured 
pricing encourages m ore traffic and

better netw ork utilisation, in effect 
lowering average costs per m inute 
of traffic for all users.

A similar exam ple occurs with 
geographic de-averaging of prices. 
Consum ers of long distance services 
betw een major capital cities are likely 
to pay lower prices over a given 
distance than consum ers of services 
over similar distances in areas with 
less traffic. However, this will lead to 
low er prices for both groups w here 
shared costs are divided over a larger 
base of traffic.

Constraints on Telstra’s pricing, 
including non-discrim ination rules, 
have been  useful to safeguard long 
term  developm ent of com petition. 
These constraints are likely to re
duce from July 1997, in effect in
creasing Telstra’s price flexibility and 
increasing benefits for consum ers.

Price caps more effective 
with com petition

A good exam ple of cost and dem and 
benefits is dem onstrated by the likely 
im p ac t o f ATM (A sy n ch ro n o u s  
Transfer M ode) netw ork services 
currently being introduced by Telstra 
and O ptus (ATM is an international 
standard for packet or cell based 
digital com m unications to  allow  
prioritised switching in a high band 
w idth  netw ork). These netw orks 
low er costs by improving utilisation 
of expensive switching equipm ent 
and by multiplexing signals for voice, 
data, video and other services. ATM 
service packaging and prioritising 
allows different service price pack
ages for different business services 
and users and can increase dem and 
significantly. Net long term  price re
duction for business users is esti
m ated at around 50%, but increased 
business traffic will allow a greater 
sharing of joint costs with residential 
users with long term price savings 
for consum ers.

As Telstra is the m arket price set
ter, it is w orth considering the effect

of the carrier’s p roposed  partial pri
vatisation. Price cap regulation has a 
good effect, encouraging productiv
ity im provem ents, but it is a limited 
effect. In contrast, a degree of partial 
privatisation increases productivity 
effects as a diverse shareholder base 
influences Telstra m anagem ent on  a 
m ore specific, inform ed and ongo
ing basis. In com bination with par
tial privatisation, com petition and 
price regulation w ould  ensure that a 
substantial part of im proved per
form ance is passed  on  in low er 
prices.

There may be som e exceptions 
to increasingly m arket-based pric
ing rules, for instance, in the case of 
low incom e earners or high cost ar
eas w hich the G overnm ent consid
ers should  be subsidised. A ppropri
ate USO arrangem ents are needed  
to deal w ith these.

Also, com petition takes time to 
develop and in som e areas may take 
longer to becom e effective. The third 
factor, price cap regulation, plays an 
im portant safeguard role in these 
circum stances. W here com petition 
is not sufficiently effective, carriers 
may not pass on the full benefit in 
price reductions and  service im
provem ents.

As com petition develops, price 
caps are likely to continue for longer 
in areas or on services w here com 
petition is less developed  so that all 
users share in the benefits of com pe
tition.

However, it should be clear that 
price reductions required  by such 
price cap regulation only occur to 
the extent they do because increas
ing netw ork com petition has encour
aged better technology, low er costs 
and im proved focus on dem and by 
carriers and service providers. With 
com petition clearly increasing over 
the next few years, there will be 
significant ongoing price reductions 
across a w ide range of services.Q

Communications Update + 1 + December 1996


