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CIVIL APPEAL

MR GRAY QC:

May it please Your Honours | appear for Vodafone New Zealand Limited and with me

Ms Ferguson and Ms Monteiro.

ELIAS CJ:

Thank you Mr Gray, Ms Ferguson, Ms Monteiro.

MR HODDER:

If the Court pleases, | appear with my learned friend Ms Davies and Ms James for

the Telecom entities.
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ELIAS CJ:
Thank you Mr Hodder, Ms Davies, Ms James.

MS SCHOLTENS QC:
May it please the Court, | appear with my learned friend Mr Hamlin for the Commerce

Commission.

ELIAS CJ:
Thank you Ms Scholtens and Mr Hamlin. Have you discussed how you're going to
approach this?

MR GRAY QC:

Yes we have, we have. There’s a high degree of overlap within the three appeals.

ELIAS CJ:

Yes.

MR GRAY QC:

We thought that Vodafone’s appeal, being first filed and relating to the prior period,
would go first; therefore | would lead as appellant, Mr Hodder would respond and at
the same time argue in support of Telecom’s two appeals, with the Commission to do
likewise, and they merely wrap up, replies to what has been said and not previously

responded to might follow, and we’d expect those would be brief.

ELIAS CJ:
Yes, thank you.

BLANCHARD J:

Just before you begin, Mr Gray, | think | should disclose that Mr Pickering the
Commissioner is a close friend of mine. | didn’t see the fact that he was a
Commissioner as needing such a disclosure because it’s just like an appeal from a
Judge who happens to be a friend, but | noticed to my astonishment towards the end
of yesterday afternoon, when | was finishing plying through the papers, that the
Commerce Commission is actually relying on an affidavit that he swore. I've looked
at the affidavit this morning and it didn’t seem to me there was anything in it that

should change my view, but | think | should put it on the record.
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MR GRAY QC:
And | doubt that there will be a problem, Sir, but | do need to take instructions of
course to be meaningful. Can | just indicate in the morning — at the end of the

morning adjournment, or would you just like to pause for a second?

GAULT J:
Well, while you're on confessions, | have a feeling that | may have a residue holding
of Telecom shares, it's only a 100 or two that didn’t get away somehow and so that

should be disclosed.

TIPPING J:
Me too.

MR GRAY QC:

| can’t imagine that they're a problem and —

McGRATH J:
| am accustomed in such matters to disclose the fact that | am a personal friend of Dr

Roderick Deane, but it all seems rather historical.

ELIAS CJ:
And my relationship with a superseded report, | suppose, should come into this, but |
hadn’t thought that it was material. | wonder do you want to take instructions before

we get underway?

MR GRAY QC:

I've had a nod, Your Honour —

ELIAS CJ:
All right, thank you.

MR GRAY QC:

— Vodafone takes no objection to —

ELIAS CJ:

In fact, Mr Gray, is Mr Pickering’s affidavit one of those that the Judge excluded?
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MR GRAY QC:
| thought it was.

ELIAS CJ:

So there’s an issue there as to whether it can be referred to anyway?

MR GRAY QC:
| don’'t understand there to be an appeal against the decision to exclude the

affidavits.

ELIAS CJ:
All right, well she really —

BLANCHARD J:

Well that solves my problem.

ELIAS CJ:
— the Judge really did say that was because it was a submission, so | suppose it
would be open to Ms Scholtens to put forward any matters of submission that are

maybe usefully contained —

MR GRAY QC:

Indeed, Your Honour —

ELIAS CJ:

— it’s just not evidence.

MR GRAY QC:
And that affidavit addressed a topic in respect of which both Vodafone and Telecom
had themselves filed affidavits and we rather saw it as being an all-in or all-out

situation.

ELIAS CJ:
Yes, all right. It's a messy enough case as it is thank you. Sorry Mr Hodder, did you

want to — oh | am sorry we haven'’t taken the appearance — yes we have.
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MR HODDER:
| was just going to say in terms of the Pickering affidavit — that was a response to one
of ours and as | recall it Her Honour Justice Winkelmann treated it as being more

submission —

ELIAS CJ:
Yes.

MR HODDER:
— so rather than proposing or incorporating her submission, | don’t imagine we're

going to refer to the affidavits in response.

ELIAS CJ:
Thank you. Ms Scholtens?

MS SCHOLTENS QC:
Yes, Your Honour, it was really filed in relation to a judicial review allegation about
clarity in the determination which is no longer an issue, so one way or another | doubt

it will be referred to at all.

ELIAS CJ:
Thank you, that’s helpful.

TIPPING J:
Well | needn’t disclose then that | played cricket with Mr Pickering.

ELIAS CJ:

It's not a risk | run.

MR GRAY QC:

May it please Your Honours, the structure of the submissions that | will make this
morning are as follows. First | have some introductory comments setting the scene
for the particular appeal in respect of which | am making submissions, and that’s
come to be called the “network modelling” appeal, and it arises from the decision of
the Commerce Commission in relation to the 2003/4 year for which a TSO levy was
fixed. Then I will move to look at the statute, the Telecommunications Act, looking at

its history and purpose, its text, its structure, and then make submissions dealing with



10

15

20

25

30

35

what we say are the consequences of alternative interpretations of the statute. And it
will be implicit in what | have said that we say this is an issue of statutory construction
in the appeal and not a reasonableness review of what it is that the
Commerce Commission said. The right of appeal, of course, is by — on a question of

law only.

ELIAS CJ:
And does — in the point that you're addressing on your appeal, do your submissions
also cover your response to the appeal against the determination of Justice

Winkelmann?

MR GRAY QC:
To a large extent —

ELIAS CJ:
As to the first part?

MR GRAY QC:

— but not completely.

ELIAS CJ:

Yes.

MR GRAY QC:
There’s a material distinction between the 2003/2004 year —

ELIAS CJ:

Yes.

MR GRAY QC:

— and then the subsequent two years. In the 2003/2004 vyear, the
Commerce Commission decided for the first time that mobile technologies provided a
quality of service capable of providing TSO services and modelled them. But we say
modelled them in an inappropriate way. Then, as a result of, well, after litigation, the
Commerce Commission held a conference for the subsequent years in order to
consider how to model mobile technologies for subsequent years. At that

conference, Dr Hird, a witness called by Telecom, raised a topic not notified on the
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conference agenda which is, well — if you model mobile technologies in the ways
we've been discussing, Telecom will not recover the hypothetical investment it made
in the assets employed to provide TSO services, and that raises an economic issue.
He then offered to provide more material, and did, and as a result of that the
Commission, we say, did a flip-flop and said, oh we’re not going to model mobile
technologies at all, we're not going to include new technologies because to do so
would be to decide that, to take decisions which might mean that Telecom doesn’t
recover its hypothetical investment and new assets at 2001. So that to the extent
that we say the Commission should include mobile technologies and should
recognise the unique or the different architecture of mobile technologies, my

submissions are common to both appeals.

ELIAS CJ:
Yes.

MR GRAY QC:

When it comes to the question of whether a flip-flop was done and whether it was
right to say that to move to mobile technologies risks stranding of Telecom assets
and therefore behaving in a manner that doesn’t promote dynamic efficiency, that’s
something which I'll make submissions on in response to my learned friend Mr
Hodder.

ELIAS CJ:
All right, thank you.

MR GRAY QC:

| start by observing this, Your Honours: every Judge who has considered the
question of TSO levies in both the ‘03-'04 and the subsequent years has concluded
there’s a problem. Justice McGechan decided that the issue was not a question of
law but finished with the kind of aside that you sometimes see saying, “But we do
need to stop and think about this”. And His Honour said at paragraph 62 of his
Judgment, “Some points raised,” and went onto say, “perhaps warrant thought”. He
described the nature of the decision to model mobile technologies in the way the
Commission had as “increasingly unrealistic’, and invited the Commission to
consider whether the increasing unreality points towards some revisiting. So in quite
a powerful conclusion to his Judgment he really invited the Commission to go back

and have another look at it, and that’s found at paragraph 62 of his Judgment.
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In respect of the two subsequent years, in the Court of Appeal the President, Justice
William Young, concluded that the Commission had erred in law and that the
arguments for the Vodafone methodology were more formidable than the
Commission had recognised. He was of course in the minority. For the majority,
Justice Arnold, who had concluded that the process by which the Commission had
considered the matter was robust, and for that reason it would be wrong to interfere
with it, nevertheless said at paragraph 114 of his judgment, “The scorched node
methodology will require periodic review or reassessment and perhaps ultimately
replacement’. He went on to say, “I do not think it reasonable to expect the
Commission should on the first occasion abandon its previous response, previous
approach”. So what His Honour was saying was, well the process has been a good
one, in time something will have to be done about it, but | don’t think it should have to

be done the first year mobile technologies are available and appropriate.

Justice Glazebrook at paragraph 148 said, “There may well come a time when the
Commission should abandon the scorched node approach”. And at paragraph 153,
“However, a point may well come (and relatively soon) where the Commission will be
obliged as a matter of law to reconsider’. And she was referring to the mobile
technology that was available. In the High Court in respect of the subsequent year,
Justice Winkelmann said at paragraphs 67 to 75, “Objectives standard of efficient
service provider costs” and she went on to say, “are not more than the unavoidable
net incremental costs”. And she concluded, “It is unlikely that the model developed
by the Commission was every well designed to function as a cap.” And by that she’s
referring to the way in which the costs of providing service by radio rather than wires
can cap the amount that Telecom could recover. Her Honour went on to say, “The
model also assumes a level of initial capital investment by Telecom that was not
made. The Commission has ceased calculating net cost” And finally, “The
Commission has excluded from its consideration the possibility that new technology
and net cost was not intended to be more than Telecom’s actual cost” and she was
satisfied that the Commission has erred. So every Judge who has considered the
matter has concluded that the approach by the Commission, which treats, in respect
of 0304 mobile technology as proxy for wire-copper pairs, or for other radio
technologies which replicate more closely what a copper wire does, but providing
only point-to-point communication, and its decision both in the way it models mobile
technology and then later to exclude it completely was wrong and would not be
sustainable to the extent that Justices Arnold and Glazebrook in the Court of Appeal

decided that it would be wrong for the Courts to interfere in the case before them. It
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was because the process by which the Commission had reached its decision was a
careful one that it was reasonable not to interfere with it, at least not so soon. But
Justice Glazebrook concluded explicitly that it would need revisiting quite soon, and
Justice Arnold thought it might require revisiting sometime further into the future.
And of course to that we say, well this is not a reasonableness review, it's an error of
law case, and it there’s an error of law, there’s always an error of law both at the

beginning and subsequently.

Now —

TIPPING J:
Is the error of law essentially not either appreciating or applying the definition of net

costs?

MR GRAY QC:

Misconstruing the statute, it’s, I'll come to it in detail of course —

TIPPING J:

Yes.

MR GRAY QC:

— but it's not considering the incremental capital employed by Telecom in providing
the service, and we say that the practice, the approach of hypothetically valuing
Telecom’s legacy assets likely to have already been fully depreciated as if they were
new at 2001 costs, is not measuring incremental capital, and that in construing the
definition of net cost in section 5, but the Commission and Justice Arnold have
concluded that the word “unavoidable” has no meaning, adds nothing to the

definition, and therefore doesn’t affect the construction of net cost at a whole.

McGRATH J:
Is it your position then that the model was lawful until mobile technology became

feasible, and at that stage it became unlawful?

MR GRAY QC:
Your Honour, more accurately we would say it was never lawful, but it didn’t matter

until mobile technology became available.
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ELIAS CJ:
Isn’t there a — doesn’'t the Commission decide that it was efficient delivery, the wire
network, copper wire network, before the determination that’s in issue here? There

was an earlier determination —

MR GRAY QC:
Yes.

ELIAS CJ:

— that it was most efficient, and there’s no appeal from that?

MR GRAY QC:
The Commission, there are within the deeds between Telecom and the Crown for the
provision of TSO services, quality of service parameters and what the Commission —

ELIAS CJ:
Why do we need to go into that though? That is a question, why, if you're saying
there’s an error of law in that the statute hasn’t been properly applied, why is it

necessary to go beyond the determination and the statute?

MR GRAY QC:

Because it's only to answer this question, Your Honour.

ELIAS CJ:

Yes.

MR GRAY QC:
Because until mobile technology was accepted as being capable of providing the
appropriate quality of service —

ELIAS CJ:

| see.

MR GRAY QC:

— it wasn’t modelled.
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ELIAS CJ:

Yes.

MR GRAY QC:
And the change that occurred in 2003 and 2004, was the Commission decided for
the first time that mobile technology was capable of providing the correct quality of

service.

ELIAS CJ:
Yes.

MR GRAY QC:

And so for the first time it became necessary to consider it. Before then the
Commission considered that the correct quality of service could be provided by
copper wire, by a technology called wireless local loop, which is a pair of transmitters
going backwards and forwards, and by another wireless technology called multi-

access radio, which did the same thing but to more than one person simultaneously.

TIPPING J:
So once mobile became capable, then you say it became an error of law not to factor

it in?

MR GRAY QC:

Yes.

TIPPING J:

It's as simple as that really.

MR GRAY QC:

And not to do it recognising what mobile technology does, which is different from
copper wires and different from multi access radio and wireless local loop. Until then,
Your Honour, yes, the Commission had decided that copper wires were efficient, but
partly that decision was based on a recognition that Telecom was entitled to receive
a return of a hypothetical investment in copper wires made in 2001. So although
these copper wires had been in place, principally for a long, long time, probably had
already been fully depreciated, for the purpose of its modelling the Commission

regarded them as having been built for the first time in 2001 and the biggest part of
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the cost is digging trenches. Vodafone doesn’t know where all theses clusters of
commercial non-viable customers are, but not all of them are up and down steep
hills, some of them are in Canterbury where the soil is stony and where it costs a lot
of money to dig a trench through the stones. It's not particularly difficult to take
copper there, it's just expensive, and it becomes more expensive as time goes on.
So the later you model the digging of a new trench, the more expensive it becomes,
the more customers become commercially non-viable. If commercial viability is
assessed by reference to the need to both provide a return of the capital employed
and a return on the capital employed.

ELIAS CJ:

But are we concerned with that? You're saying there were errors at the outset and
that's probably what Winkelmann J is saying in saying that it was perhaps
problematic methodology from the start, but we’re not concerned with that historic
determination beyond the fact that, at the time, the Commission determined at that

time it was an efficient technology.

MR GRAY QC:

Correct.

ELIAS CJ:

Yes.

MR GRAY QC:

Correct. Perhaps the way just to conclude it, Your Honour, is what the Commission
has most been concerned about is dynamic efficiency, and the theme that runs
through its position initially and now is that unless an investor knows at the time of
making an investment that they will both get a return on the investment and also a
return of it they won’t invest. And for that reason it's necessary to make a return of
the hypothetical investment to incentivise TSO providers to provide the infrastructure
required to provide the service. And that is said to be a dynamic efficiency concern,
and where it is said by the Commission there is a clash of elective efficient and
dynamic efficiency, because it's a longer-term, forward-looking concept dynamic
efficiency prevails, so that even though it costs more to do what the Commission has
decided to do, the Commission’s case is that it should decide to do it, because only
by doing that will firms be incentivised to build the infrastructure to provide TSO

services. And so that’s the basis on which the Commission had concluded that it
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was efficient to rely on copper wires, and that’s the factual error that we’ll come on to

make submissions about in the course of the day.

ELIAS CJ:
Because does it, does it necessarily follow that if you're concerned with dynamic

efficiency, you start with the historic technology? You’d say no?

MR GRAY QC:
No, we say no, and we say —

ELIAS CJ:

| mean, you’re not against an approach that looks at dynamic efficiency?

MR GRAY QC:
Not at all.

ELIAS CJ:
No, that’s all right, thank you.

MR GRAY QC:

If a firm invests $10 in technology to provide TSO services, then we understand that
Telecom and the Commission say a firm won’t do that unless it believes it’'s going to
have it returned and to make money on it in the meantime. We say that, but when
you haven’t spent $10 and when the amount that you spent in the past was $2, it's
just that $10 is the cost of building now, and it was never spent, then it's not efficient
to require a return of it. Especially not when there’s an alternative and cheaper way

of doing the job.

BLANCHARD J:
Do we know why the Commerce Commission in 2001 essentially abandoned historic

cost?

MR GRAY QC:
It construed the statute as mandating economic cost rather than historic cost, and it
concluded, at the time, that it might be difficult to assess historic cost and there were

all sorts of opportunities for, well, difficulties in investigating when depreciation had
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occurred and at what rate and whether it had been completed. So it adopted for an

approach based on a modelling of modern equivalent assets.

And we say there’s one other thing to bear in mind in considering
telecommunications as a network industry. Both Telecom and the Commission
argue by analogy with network industries such as electricity lines, water pipes, gas
pipes and the like, and of course many of the concepts that we're talking about in
relation to telecommunications are relevant also to consideration of those industries.
But there are important differences between telecommunications and those other
network industries. For those other network industries, the network is static. There’s
no alternative. Technology change doesn’t mean that a water pipe can be replaced
with something different. You can’t transport virtual water electronically. So a water
pipe network will remain a water pipe network. An electricity line network, by and
large, remains an electricity line network. Cables get better, but the lines remain the
same. For telecommunications that is not the case, there is a high rate of technology

change and there is substitution of copper wire by wireless alternatives.

The only similarity between telecommunications and other networks is the fact of a
network, but otherwise those other industries, those other technologies are static and
not dynamic. Not subject to change and, what's more, the thing that is being
considered usually in relation to those industries and networks is price control and
there’s a circularity between asset value and price and so the issue becomes
different. In this case we’re not considering price control, we’re trying to estimate the
cost of providing an increment to a national service and the issue is much more

complex. It starts with —

ELIAS CJ.:

Sorry, do you, so do you say from that some of the Commerce Commission’s
reliance on other regulatory regimes is astray because those regimes are concerned
with regulation of the industry and price setting, rather than the specific exercise that

the statute requires to be undertaken here?

MR GRAY QC:

Yes.

ELIAS CJ:

Yes.
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MR GRAY QC:

Yes. Unlike with those other industries, here we start by asking, which customers
are commercially non-viable? So the first part of the decision is for which customers
or clusters of customers in the country does the line rental that Telecom charges, it’s
now about $50 a month | think, not cover the cost of providing free local calling.
That's the first point and, of course, the more expensive the costs, the more
customers are commercially non-viable. The cheaper the costs are, the smaller the

number of customers that are commercially non-viable.

The second question then is, well, which of the capital employed in the
Telecom network is incremental, in the sense of being additional to the network that
would exist anyway if service was only provided to commercially viable customers.
So there’s an important assessment to be made of which parts of the capital
employed are incremental because they wouldn’t otherwise be employed, and then,
finally, what costs are unavoidable because there’s no alternative way of providing
the service which is cheaper, so it's not possible to avoid the cost. And remember
what we do know now is that the Ministry of Economic Development seems to have
concluded that there is no net cost currently to Telecom with providing a service
because there are other benefits that Telecom receives from being ubiquitous and

from being the supplier around the country which ought to compensate it.

ELIAS CJ:

Is that something, | haven’t —

MR GRAY QC:
It's a matter of history, Your Honour, it doesn’t affect the statutory construction that

you have to undertake.

ELIAS CJ:
No, and it isn’t material, is it, to the judgments we’re considering? | don’t recall that

jumping out at me?

MR GRAY QC:

No it's not, no, Your Honour’s point is quite right, but | will come to make the point
that this topic that the Commerce Commission has been grappling with, and no one
pretends that it's found it easy or been able to do it quickly, is being addressed by

other countries as well, and there’s a trend towards movement away from economic
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cost to a more accounting cost and a consideration of a depreciated direct cost when
assessing, if you like, the opening value for assets employed in providing universal

service.

With those preliminary submissions, | turn to history and context of the issue, and in
my submission the starting point is the Ministerial Inquiry into telecommunications,
which was published on the 27" of September 2000. It is found in Vodafone’s case
at volume 2 under tab 27, and at page 715.

ELIAS CJ:
Why is it — well, you'll tell us why it's necessary to go here, because on the issue that

we’re concerned with it is superseded.

MR GRAY QC:

Our submission, Your Honour, is that the Telecommunications Act was drafted
following this Ministerial Inquiry and that this Ministerial Inquiry is the most
authoritative source for understanding the context of the issue, the purpose of the
legislation and the things that the legislation was intended to achieve. So we say that

it'’s relevant to construction of terms used in the statute.

GAULT J:

Mr Gray, | always have this discomfort when one listens to argument about the
interpretation of the statute. It starts with all manner of background and peripheral
factors, when it would be terribly helpful to have the particularly statutory provisions
that are to be interpreted.

MR GRAY QC:

That discomfort, Sir, | can deal with by starting with the statute. It's just that as a, |
suppose, chronological sequence, | was looking to set the scene. Vodafone’s bundle
is in four volumes. Volume 1 contains, under tab 1, section 5 of the Interpretation
Act, which Your Honours will be familiar with, and wunder tab2 the

Telecommunications Act.

McGRATH J:

Is this in, that that happens in the — still in the current, currently in this form?
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MR GRAY QC:

There are some subsequent amendments which are not material to this appeal —

MCGRATH J:

Fine, thank you.

MR GRAY QC:
— or either of these appeals.

MCGRATH J:

That’s all right, | had noticed there were some amendments, yes.

MR GRAY QC:

Your Honours will see that the purpose of the Act is described in section 3, and the
main purpose was to regulate the supply of telecommunications. So TSO services
are not the main purpose, they’re an ancillary purpose. In the overview of the Act, at
section 4, the TSO is provided for at subsection (f), and in this Act provisions about
the supply of certain telecommunication services under TSO instruments, the
enforcement of the instruments and contributions payable by certain
telecommunication service providers to suppliers of the services, are set out in Part 3
and it is Part 3 that deals with TSO services. The interpretation section is section 5.
Deemed TSO instrument is defined and has the meaning set out in section 71, so it’s
defined by reference to section 71. We will come to it, but briefly the point to be
made is Telecom in its submissions make as much of a social compact for the
provided, provision of these services. There are two provisions dealing with the, with
TSO services. One is section 70 and one is section 71. Section 70 deals with new
TSO services, section 71 deals with what was the old Kiwi Share Obligation included
in the constitution of Telecom on privatisation and we say there’s a difference

between them.

End-user in section, in page 7, in section 5 is important. Your Honours may recall
that in the Commerce Act, the persons for whom the Act is said to benefit are called
“‘consumers”, but over time the courts have explained that their understanding of
consumers for that legislation involved not only final consumers but also intermediate
consumers who consumed for the purpose of providing additional services. There'’s
a question about why Parliament has chosen to refer to the beneficiaries of the

legislation in this case as end-users and whether their focus is even more firmly on
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final consumers than intermediate consumers, and whether that’s indicated by the

choice of the phrase “end-user” rather than the word “consumer”.

McGRATH J:

Sorry where does end-user appear?

MR GRAY QC:
It's in the definition section, Your Honour, in section 5, and it also appears in the

“competition purpose” provision, which is section 18.

Over at page 8 of the statute is the definition of KSO and it means “the obligations
that were set out in clause 5 of the first schedule to the constitution of Telecom” and
it includes correspondence, being a letter of 1 October 1997 and responses in
September of 1999. Your Honours will have seen that in the 0867 appeal in which

my learned friend Mr Hodder appeared.

“Liable person” — that’s the definition of Vodafone and all the other people who are
providers of telecommunication services and who have to make a contribution to

Telecom for its cost of providing the services.

“Line” — and we say this definition is important because it enshrines the technology
neutrality in the Act. It doesn’t mean just copper wire, but it's copper wire or a
conductor of any kind used or intended to be used for the transmission or reception
of signs, signals, impulses and the like and includes poles. So this is an Act, we say
by reference to the definition of line and other definitions, which is intended to
contemplate all manner of present and future technologies and not at all be limited to

those existing at the time the legislation was drafted.

Probably the most important definition is net cost. And it's to be noted that that
means unavoidable net incremental costs and it's costs to an efficient service
provider, so there are four key issues which need to be determined when looking at
that definition. First, efficient service provider. Second, incremental costs. Third, net
incremental costs, and fourth, unavoidable incremental costs. It's a complex
definition and we say that it shows that Parliament intended it was only the barest of
extra costs incurred in providing the services which were to be reimbursed by being

charged to liable persons and being the subject of a levy.
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“Original KSO” follows up from the earlier definition we saw of KSO, and it means
both the constitution of Telecom and the exchange of correspondence between the
parties. Over the page, “telecommunication”, and again this is relevant to the
technology neutralities submissions that Vodafone makes. “The conveyance by
electromagnetic means from one device to another”. Completely technology neutral,
the conveyance can be by electronic impulses on wires or by wireless signals. But
not broadcasting. And of course what distinguishes telephony from broadcasting is
that broadcasting is to the world whereas telephony is broadcast — is transmission

from one person to another.

“TSO instrument or telecommunication service obligation instrument” means an
instrument declared to be a TSO instrument under section 70 and a deemed
instrument. And Your Honours may recall | foreshadowed a distinction to be drawn
between section 70 TSO instruments and section 71 TSO instruments.

Now section 18 is important. That sets out the purpose. Your Honours will note that
section 18 is included within Part 2. Part 2 deals with identifying services which are
to be regulated, and it begins at section 81 with the words, “The purpose of this Part
and Schedules 1 to 3 is to promote competition.” Section 18 applies also to Part 3,
it's included specifically by a reference in section 84. That's why we come to have a
look at it. You will note that it has a long-term focus, the long-term benefit — the
beneficiaries are end-users within New Zealand “by regulating, and providing for the
regulation of, the supply of certain telecommunication services between providers.
So to the extent that that purpose regulates supply between providers”, arguably it
doesn’t strictly apply to the provision of TSO services between Telecom and end-
users but instead deals with only the ultimate benefit to end-users, and so is the

springboard for a preference to dynamic efficiency concerns.

Subsection (2), “In determining whether or not, or the extent to which, any act or
omission will result, or will be likely to result, in competition in telecommunications for
the long-term benefit of end-users within New Zealand, the efficiencies that will
result, or will be likely to result ... must be considered.” And again it's not a terribly
comfortable fit within section 84, because the provision of TSO services don’t
immediately seem to result in competition between, competition in markets in
New Zealand. We say that this subsection is relevant, but by a more nuanced and
less direct process. We say that what subsection (2) means in the context of these

cases is that a firm like Telecom ought not be able to burden its competitors with an
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increased unnecessary cost for providing services because that burden impairs their

ability to invest themselves, and to compete in other markets.

We then come to Part 3, which is found initially at section 70. You'll note that section
70 provides for the declaration of TSO instruments, it may not otherwise be supplied
for services that may not otherwise be supplied on a commercial basis, or is not
considered by a Minister to be affordable to groups of end-users. Your Honours will
note at section 70, subsection (3)(b), the process by which TSO providers are
identified, and the way in which a decision whether or not to declare a TSO
instrument is to be made. And that is to be distinguished from section 71, which
deals with the deemed TSO instrument, which is the successor to the Kiwi Share
Obligation and is the universal service obligation now provided for in the exchange of
correspondence between the government and Telecom in 1996 and 1997, and the
deed. And you’ll see at section 70 that that —

ELIAS CJ:
So does that mean that it imports the TSO, the actual TSO instrument, without

requirement for the sort of process specified in section 70 to be followed?

MR GRAY QC:

Yes it does. So when Telecom makes submissions that TSO services are provided
pursuant to a voluntary compact, we say, no they're not. They're not provided
pursuant to a voluntary compact in the way that section 70 TSO services would be.
They are a legacy deriving from the terms on which Telecom was privatised and its
shares were sold to the public. That when the public came to buy shares in Telecom
they understood that Telecom would be required to provide universal service. And
that arrangements have evolved over time with the exchange of letters in 1996 and
1997 and a new deed.

ELIAS CJ:

Does the universal service arise out of the deed, not —it's not imposed by statute?

MR GRAY QC:
No, Your Honour’s right. It arises out of the constitution of Telecom which is now

expressed in the deed.
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ELIAS CJ:

Yes.

MR GRAY QC:

But section 70, I'm sorry 71, 72 and 73 are careful to preserve the obligation
contained in the constitution of Telecom, so that if the TSO, which is deemed by
section 71 to be at TSO, falls away the obligation in the constitution remains. The
next provisions deal with compliance with TSO instruments. And their net cost is
provided for from section 83 onwards. Section 83 deals with accountants verifying
numbers, and section 84 sets out the considerations for determining net cost.
Your Honours will note at section 84, subsection (1), that (a) and (b) are matters
which must be taken into account, they are mandatory considerations. First off “the
range of direct and indirect revenues and associated benefits derived from providing
telecommunication services to commercial non-viable customers”. In other words,
you may lose money on providing local services, but if you can make money by
providing long distance services, broadband services, then the benefit of being able

to derive those additional revenues must be taken into account.

And then at 84(1)(b), “the provision of a reasonable return on the incremental capital
employed in providing the services to the customers”. And Your Honours will see
when we go back to the Ministerial inquiry report that the recommendation made
there was that there not be a return of capital, and this is one way in which the

legislation differs slightly from the report. But it is incremental capital.

TIPPING J:

But it refers to a return on.

MR GRAY QC:

Not a return of.

TIPPING J:

Yes.

MR GRAY QC:

Yes. This provision does not require a return of incremental capital.
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TIPPING J:
No.

MR GRAY QC:

And it certainly doesn’t require a return of capital not invested but representing the
hypothetical value of the assets employed in providing the service. Subsection (2)
sets out some permissible factors at (a), “may choose to not include profits from new

telecommunication services...” In other words, when we’re doing work under section
84(1)(a) and considering services from other services, we may choose not to
consider revenues derived from services which are new and where the investment is
new and hasn’t been fully recovered by depreciation or otherwise. 84(b) “must not

include losses from other services” —

ELIAS CJ:

Sorry. You’re saying that subsection (2)(a) scoops up the revenue in 84(1)(a)?

MR GRAY QC:

Yes.

ELIAS CJ:

There’s a — yes.

MR GRAY QC:
It modifies.

ELIAS CJ:

Yes.

MR GRAY QC.:.

84(2)(b) says you can’t consider losses that you make on other new services, and
84(2)(c) says you must consider the purpose set out in section 18. So it's a
mandatory consideration, but it's a consideration, it's a matter of degree the extent to

which the Commission must achieve section 18. Subsection (3) —

TIPPING J:

Is there any argument about that not having been taken into account?
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MR GRAY QC:

We say it’s not taken into account properly.

TIPPING J:
But that’'s a —

MR GRAY QC:
But it has been taken into account.

TIPPING J:

That’s a qualitative matter.

MR GRAY QC:

Precisely. Yes, the Commission was aware of that obligation and it refers to section
18 for purpose in its determinations. Section 84(3), Telecom has to comply with
requirements of the Commission, and section 84(4) defines established and new
telecommunication services. Section 85 doesn’t apply in this case. The Commission
hasn’'t done it and no has said the Commission should have, it just says that the
Commission can weight different revenue streams differently if it wishes to. Section
86 onwards deals with the process by which the Commission is to develop a draft

determination, what should be in it.

ELIAS CJ:
What do you make of, in your argument, | can’t remember, of 84(4), the distinction

between those? Is that relevant to your argument?

MR GRAY QC:
No. We say 84(4) relates back to 84(2)(a) Your Honour.

ELIAS CJ:
Oh yes, yes.

MR GRAY QC:
In other words it's a question of which services are established ones and which are

new.
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ELIAS CJ:

Yes, | see.

MR GRAY QC:

But we don’t otherwise make submissions by reference to it. 86 and onward deal
with process and it’s the familiar process of a draft determination, what the draft
determination has to include, and that’'s set out in88. The power to hold a
conference at 89, and then the process by which a determination is issued and the
matters to be included, and those provisions are not the focus of close attention in
these appeals.

So Vodafone’s appeal is that there is an error of law. Because the Commission has
not calculated the net cost appropriately, it has included avoidable costs, it's included
costs for the provision of service by copper wires when some of those costs could be
avoided by the provision of service by mobile technology, and it's done that because
it's considered that unavoidable has no meaning and adds nothing to the definition.
That it has misconstrued the phrase “efficient service provider” by concluding that an
efficient service provider would require a return of a hypothetical investment not
made in trenches in copper wires, valued as if they were built in 2001, but in fact
having built, been built years earlier, and the cost of them probably having been

recovered, substantially at least, by depreciation.

TIPPING J:
Is it the artificiality of starting from a false premise, if you like, that is at the heart of

this argument?

MR GRAY QC:

Yes. Because of that artificiality, the Commission became committed to its model
and to what it calls “net present value equals zero”, which you will see littered
through Telecom’s submissions and to a lesser extent the Commerce Commission’s
submissions. Because of that false initial premise, the Commission has concluded
that its model requires a return to Telecom of the hypothetical cost of building its
trenches in 2001. That not to do that impairs dynamic efficiency because it removes
incentives to providers to invest. And because it therefore needs to return that cost,
it can’t allow the technology included in the model to be superseded before the
investment has been returned. So it’s driven to ignore mobile technology or, when it

did in 2003 and 2004 include mobile technology, to include it in a way which treats it
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as a replication of, or a proxy for, copper wires, rather than to treat it by reference to
its own distinctive architecture and technological capability. And so we say all of

Your Honour Justice Tipping is right —

ELIAS CJ:
Is that the, is that the approach that imposes it on the core network?

MR GRAY QC:

There are two components, Your Honour —

ELIAS CJ:
Yes.

MR GRAY QC:

— the Commission scorched the access network —

ELIAS CJ:

Yes.

MR GRAY QC:

— which is the bit between the last switch —

ELIAS CJ:

Yes.

MR GRAY QC:

— and everyone, but | have said in submission that the Commission, when it did
include mobile technology in 2003 and 2004, did so in a way which ignored its own
technological capabilities and its architecture. Mobile technologies are an overlaid

network that exist in parallel with the wire network —

ELIAS CJ:

Yes.

MR GRAY QC:
— they deliver calls, the network delivers calls, through its own, sometimes wire,

sometimes wireless pipes, if you like, and they connect with the core network at the
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most convenient point for them to connect to the core network, usually not at the very
local switch, and it's because employing mobile technology, we say properly,
requires connecting the call back to the core network at places convenient to mobile

technology, that part of the core network will not be employed —

ELIAS CJ:
Yes.

MR GRAY QC:
— doesn’t mean it will be stranded necessarily, because those parts of the core
network might well be employed providing other services, either to commercially non-

viable customers or to commercially viable customers, but we say it, that we —

ELIAS CJ:

It could conceivably be wholly overtaken and stranded however?

MR GRAY QC:

Yes.

ELIAS CJ:

In theory, yes.

MR GRAY QC:

Yes. Another error which we say the Commission’s adoption of its model has forced
is that it accepts that Telecom has two networks, a wire network and a mobile
network. The definition of network in the Act doesn’t permit the telephony provided to
say, this part of our assets are one network and this part’s another. As long as they
are interconnected, they are a network. And we say Telecom is a network composed
of some mobile assets and services and some wire assets and services, but it is one
network and we say that it’s artificial to say to a provider like Telecom, we allow you
to provide this service by using one part of your network and we say that’s especially
the case when that part of the network happens to be older, already depreciated and

more expensive.

I mean, in the beginning of mobile, it offered an additional feature that wire telephony
didn’t and that was mobility. Firms were able to charge a premium for that additional

feature and that additional feature became, and it was initially, expensive to provide.
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Over time technology has dealt with costs, so that costs are driving downwards and
will continue to. It's possible to provide services to fixed locations using mobile
technology without at the same time providing the additional feature of mobility, so
that employment of mobile technology doesn’t necessarily mean that you need to

offer a mobile service.

TIPPING J:
Mr Gray, in the definition, and | suspect that net, the definition of net cost, is pretty
well at the heart of all this, is that a fair comment?

MR GRAY QC:
Yes it is, Your Honour.

TIPPING J:

Yes. Is there or is there not a link between the concepts of unavoidability and
efficiency. In other words, may the word unavoidable have to take some colour from
the concept of the service provider being efficient? In other words, putting it more
bluntly, if, if an efficient service provider would not avoid, if you like, certain costs,
then is that not a reasonable reading of the definition that the thing must be seen a

composite whole?

MR GRAY QC:
Right.

TIPPING J:
The fact that it may be literally avoidable may be one thing, but if it’s not efficiently

avoidable, that may be another thing.

MR GRAY QC:

Well, we say if, | accept Your Honour’s proposition that all of the, first the definition of
net cost probably lies at the hub of the appeals. Second, that all of the words interact
with each other and can’t be read in isolation from each other, and | do accept,
Your Honour, therefore that unavoidable and efficient need to be considered

alongside each other and colour each other, but both ways.

TIPPING J:

Yes.
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MR GRAY QC:
Our starting proposition is that an efficient service provider will not incur unavoidable

costs.

TIPPING J:
Will not incur avoidable costs?

MR GRAY QC:

Not — I'm sorry, yes, Your Honour's right, not incur avoidable costs. What the
Commission said in its early work is, we do need to recognise that investment in
technology infrastructure in this field is very expensive and investment decisions
have a long life, and if an investment is made in year one and in year five there’'s a
new technology available which is cheaper, we do need to recognise that at the time
the investment was made it was the right decision and if the investment was made
for the purpose of providing TSO services, then we do need to allow the investor to
expect to recover that investment. Even though something new and better's come

along.

So the Commission has grappled with this idea that even though efficiency gains are
being made continually, we can’t expect the TSO provider to throw away their entire
network every year or two and to rebuild with whatever is the newest, cheapest whiz-
bang technology that becomes available. But we say, Your Honour, that’s fine, to the
extent that an efficient service provider would invest in assets in year one of a TSO
obligation for the purpose of providing the TSO obligation. It is reasonable to expect

the provider to plan to recover that cost.

TIPPING J:
Is this where the artificiality of deeming the copper network to be constructed in 2001

bites?

MR GRAY QC:

Yes. If Telecom had gone out and dug a heap of trenches, and laid copper wire, and
the Commission has decided that's what an efficient service provider would have
done, at that time, then we’d understand the arguments that the cost of doing it
should be recovered, and it's recovered by what’'s called the annuity tilt, and one

modest difference between the parties is Telecom treats NPV=0 as a guarantee of
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return, whereas the Commission says, no, you make your assessment at the

beginning, and if —

TIPPING J:
I'd rather not be distracted by that, Mr Gray, if you don’t mind.

ELIAS CJ:
Is it —

MR GRAY QC:
Okay, sorry. One of the burdens of having been in this area for so long.

ELIAS CJ:

Is it, though, the fact that 2001, the position is that 2001, that in fact it was historic,
even at 2001, exacerbates matters, but it's not the total answer is it? Because |
thought that on your argument, adopting the 2001 position itself is not to give effect to

the statutory formula.

MR GRAY QC:

No, Your Honour, we do accept —

ELIAS CJ:

You do accept that.

MR GRAY QC:
— investments made for the purpose of providing TSO services should be returned.

TIPPING J:

But this was not an investment made in 20017?

MR GRAY QC:

Correct.

TIPPING J:
That’s the key point isn’t it?
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MR GRAY QC:
Yes. And it’'s investments made in 2001 which the Commission decides an efficient

service provider would make.

TIPPING J:

But if it wasn’t even made in 2001, you don’t need to —

MR GRAY QC:

That’s the frustration.

TIPPING J:

You can’t go down that line, is the argument?

MR GRAY QC:

That's the argument, Your Honour. That it is not efficient that the Commission’s
misconstrued the statute when it says that the statute requires it to ensure that
Telecom receives a return of a hypothetical investment in copper and trenches which
it did not make in 2001.

BLANCHARD J:
And you’re saying that Vodafone’s failure to object to that, by way of appeal in 2001

and 2002, is not fatal because this is a question of statutory construction?

MR GRAY QC:

| say that. And | say also that it was never clear the extent to which the annuity tilt
provided by the Commission was intended to return to Telecom the investments that
the Commission decided it had made, but that Vodafone always expected that when
the Commission decided that mobile technologies were capable of providing TSO
services that they would be included. And it did not become clear to Telecom until
the 2003/2004 determination that mobile technologies were not going to be modelled
in a way that reflected what mobile technologies do.

BLANCHARD J:

Sorry you said Vodafone, I'm sorry you said Telecom, you meant Vodafone?

MR GRAY QC:

I’'m sorry, | meant Vodafone, Your Honour, forgive me. That —
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McGRATH J:

If you just say it again, they’re not clear to Vodafone that...?

MR GRAY QC:

When mobile technologies became capable of providing TSO services, that they
would be included in a way which did not reflect the existing overlaid network and the
distinctive network architecture —

ELIAS CJ:
Do you mean that it wouldn't be, that it wouldn’t reflect the capacity of the

mobile technology but would be shackled to the existing —

MR GRAY QC:
Yes, it would be —

ELIAS CJ:

— the existing network?

MR GRAY QC:

It would be mis-modelled and —

ELIAS CJ:

Yes.

MR GRAY QC:

— and treated as a replication of copper wires, and that, in addition, in 2003 and
2004, Vodafone and Telecom both had networks in place which could have provided,
not all of, but some of the TSO services. They were already built. No incremental
capital would have been employed, any incremental cost would have been minor,
because it would have arisen from the employment of resources already built other
than for the purpose of providing TSO services. And we say it wasn'’t until 2003 and

2004 that Vodafone saw that that was the way Commission —

McGRATH J:
Now is this submission headed at any suggestion you accepted the position, or

something of that kind? Is that what that submission suggests?
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MR GRAY QC:

Yes. Yes.

McGRATH J:
But that could not have any legal effect, could it, given that there is an annual

reappraisal?

MR GRAY QC:

[, with respect, Your Honour, Justice Blanchard put to me, “Well if it's an error of law,
it's an error of law, and it always is, so that the fact that you didn’t appeal by way of
question of law in respect of earlier determinations, is not determinative anyway”.

And | accepted —

BLANCHARD J:

Well, | wasn’t adopting that necessarily —

MR GRAY QC:
Oh, | see.

BLANCHARD J:

— | was just seeing if that was your argument.

MR GRAY QC:
| understand that, Your Honour, but | also wanted to explain why it was that
Vodafone did not appeal until 2003/2004.

TIPPING J:
You didn’t think they were going to do what they did?

MR GRAY QC:
No, Your Honour, we thought —

TIPPING J:

That’s certainly it in a nutshell.
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MR GRAY QC:

Well, Vodafone saw a technology-neutral statute. It saw definitions and provisions
designed to ensure that costs which were levied, were minimised, were only those
genuinely, efficiently, incurred from the employment of incremental capital and
unavoidably incurred, and it expected that when lower-cost technology became

available —

TIPPING J:
No, well, unless this is helpful to you, otherwise you needn’t, you know, for my

purpose.

ELIAS CJ:

Can | just ask, because it is just niggling with me — | understand that your argument
is not a scorched earth argument, but of course you’re a provider, there must be an
argument that, and maybe nobody’s putting it forward, but I'm just trying to think of
the logic of it, there must be an argument the statute does require a scorched earth

assessment.

MR GRAY QC:
In early submissions to the Commerce Commission before the first determination,

Vodafone adopted that position.

ELIAS CJ:

Yes.

MR GRAY QC:

The Commission went through a complex, a robust process —

ELIAS CJ:

Yes.

MR GRAY QC:
— in which it said, “Well you can either model everything from the bottom up and just

see its actual cost —

ELIAS CJ:

Yes.
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MR GRAY QC:
And you can re-optimise the entire network every year, because that's what the

Statute means.

ELIAS CJ:
Yes.

MR GRAY QC:

But if you do that, it's too tough on TSO providers, because they do make their
investment decisions there and expecting their investments to last for a period and
the risk of asset stranding is too great and the —

ELIAS CJ:
Why don’t you just provide for that with your weighted average cost of capital and the

risk factor that’s built into that?

MR GRAY QC:

With respect, Your Honour, | think it's the annuity tilt —

ELIAS CJ:
Oh yes, yes.

MR GRAY QC:
— that achieves the early repayment —

ELIAS CJ:

Yes.

MR GRAY QC:
— to compensate for the greater risk.

ELIAS CJ:

Yes.

MR GRAY QC:
When we come on to 2004 to 2006, one of the things the Commission noted when it

accepted what Dr Hird said for Telecom is one way of dealing with Telecom’s
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arguments that its assets are stranded is to adjust the annuity tilt so that more of the
investment is returned earlier, but they say that in the end that amounts to the same

thing.

BLANCHARD J:

You’d never know how much to tilt it —

MR GRAY QC:
No.

BLANCHARD J:

— because you don’t know when the new technology’s going to arrive.

MR GRAY QC:

Well, there are economists who specialise in that sort of thing, but yes.

ELIAS CJ:

But everyone’s in that —

BLANCHARD J:
But how could they possibly know, it's not a matter of economics, it's a matter of the

engineering.

MR GRAY QC:

Yes, an expert assessment.

ELIAS CJ:
It is, though, a matter that's common to all network providers, so there must be some

sort of working adjustment that applies in the industry.

MR GRAY QC:

There are models and they are, | mean they’re informed estimates.

ELIAS CJ:

Yes.
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MR GRAY QC:

You can’t know, but you can make an estimate, and you apply a tilt on the basis of
the estimate you make at the time the investment is made. And if in time your
estimate proves to be on the high side or on the low side, then there are gains and

losses but you live with those.

ELIAS CJ:
Yes.

MR GRAY QC:

We had addressed the statute in order to hopefully more clearly understand and deal
more quickly with the Ministerial Inquiry report and to see the extent to which the
statute had given it effect to —

ELIAS CJ:

Well perhaps picking up on Justice Gault's, undoubtedly correct, point that
sometimes trawling through history doesn’t help, can you tell us what provisions of
the statute are — the understanding is assisted by going to the legislative history, that

would be helpful.

MR GRAY QC:

| can tell Your Honour what it is we point to —

ELIAS CJ:

Yes.

MR GRAY QC:
We start with, the report is found in volume 2 of the bundle of authorities under tab
27, it begins at page 715, the terms of reference are set out at page 719 and they

focus on the desire that —

ELIAS CJ:

What tab are we looking at?

McGRATH J:

This is in the case on appeal, | think.
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MR GRAY QC:

No, it’s in the bundle, Your Honour — I'm sorry, it is the case on appeal, forgive me.
Tab 27 in volume 2. In fact, | hope our references will be less than a troll because
much of this deals with which industries and which parts of the industry need to be
regulated and not all of it deals with universal service. At page 719 is the executive
summary, it begins with a summary of the terms of reference, and the beginning
point was that TSO services were wished to be cost effective and innovative. Bottom
paragraph on that page, “To avoid anomalous overlaps between sector-specific
regulations, it's essential that regulation cover different ways in which the same
communication service can be provided.” We then go to 725, which is a summary
and sets out in tablet form what is discussed elsewhere. The term of reference was
cost efficient and what the Inquiry resolved is that it felt there should be incentive for
efficient investment in use of networks, cost-based pricing of designated services in
the third line and under “innovative”, second bullet point, “Efficient pricing to assist
timely innovation.” And then down under “Inquiry’s approach”, the fourth bullet point
was, “A better-defined Kiwi Share Obligation.” On page 729, 2.2, again the objective
which is derived from the terms of reference is set out, and at paragraph 2 the Inquiry
takes “cost-efficient” to mean services are provided at the lowest cost, then delivered

to consumers at the lowest sustainable price.

Next paragraph, the requirement these services be delivered on an ongoing basis
has important implications. The Inquiry takes this to mean that regulation should be
forward-looking, robust, durable and consistent over time, and not sacrifice long-term
gains for short-term considerations. Given the dynamism of the electronic

communication sector, to be robust regulation should be technology-neutral.

On page 753 under the heading “3.3” is a discussion of convergence. The Inquiry
was aware that services were converging and ways of delivering them were changing
and expanding. The second paragraph, “Electronic communication services have
historically been provided by stand-alone industries operating in distinct markets.
Fixed wire, telephony, broadcasting, cable and wireless — the boundaries are eroding
rapidly as a result of a shift to digital as opposed to analogue communications”, and
then at the next paragraph, again, a reference to technology neutrality and there
being alternative ways of providing the same service. That third paragraph finishing
in the bottom two lines. “Convergence is now a reality and is likely to continue to
rapidly break down and blur distinctions between telecommunications, broadcasting

and the Internet”.
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Now, the next part of the Inquiry deals with regulation. We say that the general
approach of the Inquiry towards wanting to achieve technology neutrality and to
ensure that New Zealand was able to take up technological changes as they
occurred, so as to enjoy the efficiency gains, can be seen in its approach, but that's a
general submission. The Kiwi Share Obligation is discussed from page 801. At 9.1
on pages 801 and 802 the Inquiry sets out the background, including its assessment
of who were the possible commercially non-viable customers. At the bottom of 802,
in the five bullet points, it set out what it understood the Kiwi Share Obligation should
achieve, and Your Honours will note at the fourth bullet point, ... irrespective of the
technology used, not increase in real terms its GST exclusive monthly rental for

ordinary residential phone services provided that profitability is not impaired”.

On page 803 at 9.1.1 there’s a heading, “Telecom’s Investment Programme”, that’s
not as helpful to it as it might have been because it's dealing with the issue that was
current at the time of the provision of internet services to rural New Zealanders,

Your Honours have seen a bit of that in 0867.

9.1.3 on 805, “The cost of the Kiwi Share Obligation”. There’s a description in the
first paragraph of the Kiwi Share limiting increases in monthly rental and the extent to
which that affects Telecom’s ability to recover the cost of providing service. The
second paragraph, “For any individual residential access line, these constraints
involve a net cost for Telecom when the revenue generated by the line is insufficient
to cover the costs of maintaining that line and paying any interconnection charges
arising from that line”. Now Your Honours will note that what the Fletcher Inquiry
contemplated was not a return of investment at all, but compensation for direct costs.
The bottom paragraph is informative, “Until recent information disclosure obligations”
— “Under recent information disclosure obligations, Telecom will shortly be releasing
an estimate of the losses it incurs in performing its Kiwi Share Obligations in loss-
making areas. A preliminary estimate provided by Telecom is around $100 million
per annum. This has been calculated by Telecom using the methodology of the
disclosure regulations, which excludes some revenue derived from customers of
Telecom’s fixed loop network. The estimate also includes a return of capital that may

have no recoverable value of —

TIPPING J:

On capital?
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MR GRAY QC:

On capital, I'm sorry, thank you.

TIPPING J:
Not of.

MR GRAY QC:

Yes, a return on capital that may have no recoverable value if Telecom abandoned
its customers in loss-making areas. The $100 million may therefore be seen as an
upper estimate of the amount by which Telecom could increase its annual pre-tax
profit in the complete absence of the KSO. It's interesting that the TSO costs
estimated by the Commission got pretty close to that $100 million in fact. And then
over the page at 808, and the bottom paragraph, the Inquiry concluded that a tender

process for the provision of the services didn’t have much to offer New Zealand.

And what we take from that report is the commitment to technology neutrality. The
awareness that telecommunications is a rapidly evolving industry in which technology
changes will yield reduced costs and efficiency gains. A commitment to
New Zealand being able to take advantage of efficiency gains by consuming services

at reducing costs.

TIPPING J:
This is all quite general, Mr Gray. Where, is there anything here that you say has

specific legitimate application to construing that definition?

MR GRAY QC:

No, Sir, | don’t. | don’t, | had never intended to spend a long time on the Inquiry
because it is only general and it’s the history of the issue, more than the process by
which the legislation came to be drafted as an aid to interpretation of the legislation.
As Your Honour rightly sees, it's general. We do say those broad themes of
technology neutrality and a determination to take advantage of efficiency gains is
captured within the legislation, principally within those definitions that we looked at in

section 5.

Just briefly on the structure of the legislation. The structural issues that do require
some thought, we say, are the precise role that the section 18 purpose plays in the

work done by the Commission, because it is a purpose included in Part 2 which deals
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with industry regulation. It is drafted in terms that deal with competition within
markets and, as is the case with the similar provision in the Commerce Act, doesn’t
sit immediately within a cost assessment and levying provision for TSO in Part 3. But
because, by reason of section 84, subsection (2), it's a mandatory consideration, it
must be construed in a way which affects the Commission’s work and we say that
what section 18 should tell the Commission about the way it does its work is that it is
looking to the benefit of end-users, and that’s about cost. That it should have a long-

term view —

TIPPING J:
But how does the .......... of end-users come to bear on how much other providers

should help Telecom with this burden?

MR GRAY QC:
Well, if the other providers have a cost, they'll recover it from their customers. It

reaches the end-user —

TIPPING J:

| see.

MR GRAY QC:
— ultimately, always. But the requirement, Your Honour, that competitors pay
Telecom is just a way of spreading the cost among consumers of telecommunication

services.

TIPPING J:

Yes, ultimately, certainly.

MR GRAY QC:

Yes.

TIPPING J:

So it's just a question of which consumers?

MR GRAY QC:

Yes, and how much.
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TIPPING J:
But, theoretically, the cost should remain constant, it's just a matter of allocation

between individual —

MR GRAY QC:
If there are technology changes that yield efficiencies over time, theoretically the cost
should be reducing.

TIPPING J:
Oh, yes, | don’t mean the costs, I'm not talking about over time, I'm just looking about

in one year.

MR GRAY QC:
Yes, yes.

TIPPING J:
Sorry, | didn’t put that very clearly.

MR GRAY QC:

It should be constant, it should be constant among all consumers —

TIPPING J:

Yes.

MR GRAY QC:

— by reference to the value of the services they consume. The next structural issue
we point to is the distinction between the KSO as a deemed TSO instrument under
section 70, under 71 I'm sorry, and the alternative section 70 procedure by which
new TSO services are provided. There is only one of those, it's a loop for the
hearing impaired. The provider did make specific investments in order to provide the
service and the provider was selected after a contestable process of the type

identified in section 70.

And then we point to the text and the textual points that we've already made by
reference to the definitions within section 5. Now, Your Honours, that might be a

convenient time to take the morning adjournment.
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McGRATH J:

Just before you do Mr Gray, is there nothing then, in terms of legislative history, that
you’re going to, that's there for you to take us to, post the Fletcher Report, is there
no, are there no committee, select committee reports or other matters that are sort of,

of more traditional immediate legislative history value?

MR GRAY QC:

Yes, Your Honour will be aware that we would have looked. There’s nothing that
focuses on, specifically on whether or not the sunk costs of trenches should be
recovered and the way in which the Commission should assess those, the
incremental capital. Again, there are general statements about technology neutrality
and the need to continue to provide universal service, but nothing that will help
Your Honours, we say, with the very specific points.

ELIAS CJ:

Thank you, yes we'll take the adjournment.

COURT ADJOURNS:11.28 PM
COURT RESUMES: 11.55 AM

ELIAS CJ:
Thank you Mr Gray.

MR GRAY QC:

Thank you, Your Honour. In terms of my outline, | had said we would make some
introductory comments, talk about the background to the issue, the text of the
legislation and its scheme. I've made the submissions | wish to in respect of those

and turn now to the consequences of alternative interpretations.

The interpretation arrived at by the Commission focuses on the definition of net cost.
It is that cost is economic cost and not accounting cost, and that an efficient service
provider would require a return of investments sufficiently made as a precondition of
investing to provide the service, and the Commission and Telecom say that implicit in
this is the choice to revalue Telecom’s assets employed in providing the service at
the commencement of the legislation and the provision of the service, pursuant to the

legislation in 2001.
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And it said, “The consequence of doing otherwise is to disincentivise others from
providing the service, or other TSO services, because providers will not believe they
can receive a return of investments they make efficiently for the provision of TSO
services”. And that, in turn, requires treatment of TSO services provided pursuant to
section 70 declared instruments and a section 71 deemed instrument has been, for
all intents and purposes, the same. And as the Commission and Arnold J concluded,
it means that the word “unavoidable” in the definition of net cost adds nothing and

has no additional meaning.

And that interpretation commits the Commission to a return to Telecom of what, in
2001, it assessed to be the cost of providing the assets employed in providing the
service over the life of those services, and the life of the assets, and the time for
which the assets are employed in providing the service. The trench, of course, lasts
for a very long time. Twenty years is the period that is used for the purposes of the

modelling.

So the consequence of the Commission and Telecom’s interpretation is that for 20
years from 2001, Telecom will receive a return of that investment, theoretical
investment, in trenches and copper wires, and that for 20 years from 2001 alternative
technologies which might provide TSO services more cheaply will not be modelled or
will be modelled in a way which does not result in any part of the core network not

being employed to provide the services.

Because the assets are revalued —

ELIAS CJ:

Sorry, does that model exclude the core network cost?

MR GRAY QC:
I’'m focussing on the 2003/2004 —

ELIAS CJ:

Yes.

MR GRAY QC:
— the way the model will work is the calls will be returned to the local switch. So they

will be modelled to ensure —
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ELIAS CJ:

Yes.

MR GRAY QC:

— that the core network to the local switch is employed.

ELIAS CJ:
Which is the effect of saying that the, that the core network, what's been described

as the core network, will continue to be the measure?

MR GRAY QC:
Yes.

TIPPING J:
Are you saying that logically this commits the Commission to this sort of method for

20 years?

MR GRAY QC:

Yes.

ELIAS CJ:
Why do you say that?

MR GRAY QC:

Because when the hypothetical investment in trenches hypothetically efficiently was
made in 2000, the expectation of the hypothetical investor was that they would last
for 20 years and the cost of them would be recovered over a 20-year period.

ELIAS CJ:

What's that derived from, is that in the decision?

MR GRAY QC:
Well it's in the Cornerstone issues paper and the preliminary papers dealing with the
tilt.

BLANCHARD J:

So the annuity was set over 20 years?
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MR GRAY QC:

Yes.

BLANCHARD J:

And has it been adjusted?

MR GRAY QC:
The value of the trenches increases over time so it increases. The tilt itself is not
adjusted, the tilt is established at the commencement and remains as it was at the

commencement.

BLANCHARD J:
The value of the trenching increases —

MR GRAY QC:

You revalue —

BLANCHARD J:
— | can understand if you're looking at each year and saying what would it cost to dig

that trench again —

MR GRAY QC:
That’s what you do.

BLANCHARD J:
— it increases — and is that what they actually do?

MR GRAY QC:

Yes.

TIPPING J:
So it's a fixed term annuity of 20 years but the base position alters upwards each

year?

MR GRAY QC:

Yes.
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BLANCHARD J:

We never catch up. You’d never get down to zero.

MR GRAY QC:

Well it’s repaid over a 20 year period so that in year 19 its current value is assessed
but 95 percent of it has already recovered. You use modern equipment assets so
that you assess the value of the assets employed on an economic basis, which is

what a modern equivalence, but you —

TIPPING J:
Won't there be an overhang in year 19 that you're going to have to catch up at some

stage, as my brother says, otherwise you're never going to get there?

MR GRAY QC:

If you have a straight line tilt, then you pay, you return 1/20th of whatever the cost is
each year. So if the cost is $20 in the first year, you recover a dollar. If in year 2 it
goes to $40, you recover $2. If in year 19 that cost becomes $60, you're paid $3 and

you're regarded as having had a complete return off the investment.

TIPPING J:

| see.

MR GRAY QC:
So it's not in year 19 we're going to pay the whole $60 and we're simply going to

subtract the dollars that we've already paid.

TIPPING J:

| see.

BLANCHARD J:
So in a way you accelerate the actual payments to take effect of the increase in the

present value of the asset?

MR GRAY QC:
Yes. And the way the tilt works is to assume that there is a risk of obsolescence and

to repay more earlier.
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BLANCHARD J:

Mmm.

MR GRAY QC:
And —

BLANCHARD J:

Tilt's not a very good word.

MR GRAY QC:

Economists have a different way of looking at the world, it's a window —

BLANCHARD J:
I know. Yes well it completely misled me.

MR GRAY QC:

I’'m sorry.

BLANCHARD J:
Because we didn’t in the papers that | had, have any explanation of what, how a tilt

actually works.

MR GRAY QC:
The tilt is designed to recognise the risk of asset stranding. So if you've got a

20 year asset —

BLANCHARD J:
Yes | understood that, but | didn’t understand how it worked.

MR GRAY QC:

Sorry. Now we say that the consequences of the interpretation arrived at by the
Commission and argued for by Telecom are that more customers may become
commercially non-viable because the assets that are at issue and it, as the
Commission has said in its own papers, trenching is the biggest part of it, will
become more expensive over time, so that the amount received for line rental will for,
more and more customers, not cover a return on and a return of the assets together

with true incremental direct costs of providing service. There’s no incentive on
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Telecom to provide service using new technologies because when they do that they
demonstrate that they no longer need to use the particular assets that they're
seeking to be paid for and more customers will hot be commercially hon-viable as
services are provided using new technology assets. There is a dead weight within
the industry which, as we saw before the morning adjournment, is ultimately borne by
end-users and because of the very long period for which these assets are valued and
employed there’s a threat to the extent to which the industry can reinvest and take
advantage of new technologies. And we say that's not what the legislation
contemplates.  That the choice to include the word “unavoidable”, that wording
combination with “incremental” and “efficient”, directs the Commission to look at

costs actually incurred, not hypothetically.

ELIAS CJ:
But it's the cost of, it’s the cost of an efficient service provider, so why do you say it's

actual costs? It must be hypothetical?

MR GRAY QC:

I’'m sorry, Your Honour, | —

ELIAS CJ:

Well you say the costs must be actual not hypothetical?

MR GRAY QC:

Yes I'm saying that particularly in reference to a return of capital —

ELIAS CJ:

Yes.

MR GRAY QC:
— employed —

ELIAS CJ:

Yes.

MR GRAY QC:

— has to be capital actually invested for the purpose of —
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ELIAS CJ:

| see.

MR GRAY QC:
— providing a service, not hypothetically incurred by revaluing legacy assets, the cost

of which largely has already been recovered by depreciation.

ELIAS CJ:
| would have thought rather it was the return on capital on the net cost, is that right?

MR GRAY QC:
Yes, it's where the Commission says cost means economic cost, not accounting

cost.

ELIAS CJ:

Yes.

MR GRAY QC:

And the Commission therefore says that the economic costs include the assets
employed, which we will treat as new at 2001. And because it's economic cost it
includes both the return of and the return on, and that’s the point at which we say the
consequences of the unreality inherent of that mean that it's not inefficient and it's not
consistent with the definition of net cost in the legislation. We say what the
legislation means, to the extent that principally operating costs and new investments
are involved, then compensation is appropriate or a share of the burden is

appropriate.

TIPPING J:

Could I ask you before you move on, Mr Gray, I'm sorry if you were about to — this
question of giving effect to the word “unavoidable”, an efficient service provider would
presumably not incur an avoidable cost. So is not the concept of unavoidable

inherent in the concept of efficiency?

MR GRAY QC:

That’s Justice Arnold’s process of reasoning.
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TIPPING J:

Well, ’'m asking you what's wrong with that?

MR GRAY QC:

My response is to say, the notional investment in the trench and the wire may have
been efficiently made at the time it was made. So that the service provider may have
efficiently incurred the capital cost of building that particular part of infrastructure. But
if, by the passage of time, the provider can provide the service using other
technology available to it — Telecom’s got an overlaid mobile network, it has choices
about the way in which it provides TSO services to a large number of the

commercially non-viable customers.

We say that “unavoidable” means that even though your investment in your copper
wire hypothetically was made and hypothetically was efficiently made, nevertheless
you can avoid incurring the greater cost of that by providing the service with your own
alternative technology, within your network. And that's why we say unavoidable has

an additional meaning.

TIPPING J:

The key point being that it is already present within your network —

MR GRAY QC:

Yes.

TIPPING J:

— this alternative method?

MR GRAY QC:

Yes.

TIPPING J:
You don’'t have to do anything if you like, other than something relatively small

presumably, to make it available —

MR GRAY QC:

Yes.
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TIPPING J:

— to these uneconomic customers?

MR GRAY QC:

Yes. Now the next point that emerges from that is, well, what about the other
customers who are not covered by the mobile network. When would Telecom
reasonably be expected to build mobile networks and what’s called “cannibalise” its
own network? Why would an efficient service provider decide to expand its mobile
network to provide service by an alternative cheaper method, when it's already got a
pair of copper wires in the ground and incurs no new additional costs, and we all
know that boards of directors, when receiving papers that say please invest in these
new assets, say to management what is the additional revenue that will be generated
by this new investment? If there is no additional revenue, then we don’t approve the
investment because we’re not improving the overall revenue and the answer to that
partly is in the nature of telephony itself. It is fast moving, it is moving beyond copper
wires, and rational firms will sometimes invest in technologies which enable them to
provide service more cheaply, even though it means cannibalising efficient, past
efficient investment, both to improve the overall mobile network, because you do
create more coverage for all the rest of your customers that are not commercially
non-viable. Partly just to keep abreast of new technology, to keep the staff
consistent with the switches and the equipment that they are working with. Partly for
branding reasons. There are a host of them, but it is wrong to say that a network will
never replace outmoded technology only because it's able to provide the same
service more cheaply. There are economic evaluations which support that kind of
investment. So we say there will be times, if the legislative framework is correct, if
the environment created by the Telecommunications Act is correct, there will be
incentives to the TSO provider to provide service using new technology, even if that
means stranding existing assets. But that is the comp- the other component of the
guestion that Your Honour Justice Tipping was asking, why is it that an efficient
provider, having made an investment, why not just sit and say, that’s it, we're done

for the 20 years or so of our, our trenches and switches and wires.

Although our legislation needs to be construed, and we can’t point to legislation in
other countries in similar terms, is an aid to construction. The topic of universal
service is, of course, addressed in most countries and the ways in which choices are
made for the provision of service and the funding of the provision of service is, of

course, made in other countries as well. And we’ve included in our materials, and in
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our written submissions, a quick reference to the choices being made in other
jurisdictions, if only to show that at the policy level the issue was common and that in
other jurisdictions choices are being made to move away from paying to legacy

providers the current cost of the legacy assets employed in the provision of service.

In the United Kingdom, for example, universal service is simply paid for by British
Telecom, the incumbent, and another provider, and despite requests from those
providers for reimbursement, Ofcom, the regulator, has decided that the cost of
providing the service is not a great burden and is outweighed by the benefits arising
from being the universal service provider, and that can be found in our materials at

volume 3 under tab 32 at paragraph 1.17.

In the United States of America, an order was made in 1997 establishing principles
for the provision of universal service. Those principles included that forward-looking
economic costs be supported, but that embedded costs be rejected, and embedded
costs are the kind of costs we've been talking about this morning, the cost of legacy
assets already recovered, at least in part, by depreciation. And to the extent that
embedded costs differ from forward-looking economic costs, recovery of embedded

costs would send the wrong signals for potential entrants and for existing carriers.

And in the United States of America, even under-depreciated plant and equipment
shouldn’t have its costs returned, because there’s no specific evidence that to do that
would cause hardship to providers, and that’s found in the bundle in volume 4, at tab
34, at paragraphs 224, 227, 228, including footnote 580 and 230.

GAULT J:
| don’t see how that comparative material helps us when we have a particular regime

that’s set out in our statute —

MR GRAY QC:
Oh —

GAULT J:

— they obviously work on a different premise, which our statute doesn’t have?
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MR GRAY QC:

Your Honour’s quite right, of course, and | preface my remarks by saying we need to
construe our own statute and to consider our own policies. | had understood the
Court wouldn’t want to reach a conclusion and construe the statute in a way which

was inconsistent with what is happening elsewhere in the world.

GAULT J;
Well, we have to if our statute is different.

MR GRAY QC:

Well, I'm hoping to finish this by saying the statute isn’t different, it's the same, but
just, and | wasn’t planning to take long about it, Your Honour, but just to say this is
being addressed elsewhere in the world and the same conclusions are being
reached. But | entirely accept your point, Your Honour, that these are not aids to

construction of the statute itself, they are at a social policy level.

ELIAS CJ:

Well, | suppose they counter an argument that the result would be absurd?

MR GRAY QC:
Yes, yes. Your Honours | did, we do set out the position in Canada. It's a decision
given in November 2000. It noted that historically the subsidy for universal service

calculated the difference between —

BLANCHARD J:

Sorry, where are you referring to now?

MR GRAY QC:

The decision, Your Honour, is in the bundle.

BLANCHARD J:

No, no, no, your submissions, where is this in your written submissions?

MR GRAY QC:
They are footnoted, Your Honour, | will have Ms Ferguson find the reference for you

and give it to you before | conclude.
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BLANCHARD J:
Well, it's really a matter of what we’re looking at in your written submissions, what

you’re speaking to at the moment.

MR GRAY QC:
The material is found partly in the submission dated 11 November 2010 from
paragraph 317 to 323 and footnote —

BLANCHARD J:
Sorry, 37?

MR GRAY QC:
17.

BLANCHARD J:

In the submission of 14" of October?

MR GRAY QC:

No they’re in the submissions, Sir, of 11 November.

BLANCHARD J:

11 November.

ELIAS CJ:

Unreality of compensating new for old?

MR GRAY QC:
Yes. And Ms Ferguson tells me that Your Honour has caught me, it was a reference
that was in the written submissions but was edited out, but the material’s left in the

bundle, in which case | cannot point to it.

BLANCHARD J:

| see, well, anyway | hadn’t realised you’d switched over to the other submissions.
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MR GRAY QC:
No, | hadn’t Your Honour. | was simply doing as Her Honour Elias CJ succinctly
identified, trying to satisfy you that a decision to construe the statute in the way

advocated by Vodafone would not be regarded as absurd.

BLANCHARD J:
Yes.

MR GRAY QC:

And | will come to make the ref- the submissions by reference to what’s happened in
Australia in reply when the written reply submissions are relevant, but essentially
what | will then be saying to you is Australia is doing what Vodafone advocates this
Court should do, which is turning away from reimbursement of embedded
investments and looking towards recovery, when of capital only of actual investments

made, or un-depreciated or unrecovered legacy investments. But we’ll come to that.

ELIAS CJ:

Where are you going now? | mean, just trying to think where —

MR GRAY QC:
| will finish before lunchtime, Your Honour, I’'m simply trying to draw the distinction

between —

ELIAS CJ:

Yes.

MR GRAY QC:

— what Vodafone says are the consequences of alternative interpretations of the
statute, to conclude by saying, we say that an interpretation which recognises that
recovery of embedded or legacy investments is inconsistent with section 5, that it is
an error of law to construe section 5 as permitting recovery of those embedded
investments, that as is often the case in the field of error of law, there are different
ways of looking at the same problem. If it is a factual conclusion that Telecom should
recovery its legacy investments under the Net Present Value Equals Zero principle,
that that’s the kind of error of fact contemplated by this Court in Bryson v Three Foot
Six Ltd [2005] NZSC 34, [2005] 3 NZLR 721 or by Edwards v Bairstow [1956]
AC 14 (HL) and itself be an error of law and that we —
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TIPPING J:
I’'m still focussing on this word unavoidable, Mr Gray, maybe wrongly. What precisely
do you say it was there to do beyond the proposition that an efficient supplier,

supplier — | know you've answered this before —

MR GRAY QC:
Yes.

TIPPING J:
— but I’'m not sure that | fully grasp it, and | apprehend this is a pretty crucial part of

the whole debate. I'm sorry, I'm going to trouble you to put it another way or beat it —

MR GRAY QC:

I’'m grateful to Your Honour, | don’t have a different answer but | can try and express
the same answer differently. | start from a proposition that the word must have a
meaning. It's there, it is part of the definition, and it's the role of the Courts to give
the word a meaning, that it's not for the Courts to say the word has no meaning and

can be ignored.

TIPPING J:

Yes, that's a conventional —

MR GRAY QC:

Yes.

TIPPING J:

— prima facie start.

MR GRAY QC:

The second point is, I, an efficient service provider, identifies the conduct of the
provider at the time an investment is made. To the extent that the Court is
considering a return of investments, assessment of whether the investment was

incurred by an efficient service provider will be made when the investment is made.

ELIAS CJ:

Well, why doesn’t that tie you to historic cost?
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MR GRAY QC:
We say that what unavoidable does is mean that where that provider has alternative
means from within its own network of providing the cost, then it can avoid the cost,

even though the investment was efficiently made at the time. Now, we accept in —

BLANCHARD J:
Would it have to be from within its own network? If, if Telecom had elected not to put

in a mobile network —

MR GRAY QC:
Yes.

BLANCHARD J:
— that somebody else either was doing that or had the ability to do it, wouldn’t that

have to be a proxy?

MR GRAY QC:

| say, in my submission Your Honour, that the preferable analysis is for the
Commission to say, we will re-evaluate whether an efficient service provider would
have reinvested in alternative technology. To do otherwise is to argue for a tender,

effectively, and we don’t do that.

ELIAS CJ:

I’'m struggling to understand how your argument fits with the line taken by the
President in the Court of Appeal and also by Justice Winkelmann, her determination,
because it doesn't seem to me to be the same. | mean, do you support those

judgments?

MR GRAY QC:

Yes we do, yes we do.

ELIAS CJ:

I might have another look at them.

MR GRAY QC:

Yes.
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TIPPING J:
Are you really saying that it's factual avoidability or unavoidability, rather than

economic —

MR GRAY QC:
Yes.

TIPPING J:
— unavoidability?

MR GRAY QC:
Yes.

TIPPING J:
So however economically stupid it might be, if literally the service provider can avoid
the cost, they must be taken as doing so, or the calculation must be based on that

premise?

MR GRAY QC:

Your Honour’s question began with the phrase, “No matter how economically stupid it
might be”. In my submission, if it becomes economically stupid, the Commissioner’s
entitled to look at the provider and say, would an efficient service provider still sit on

the legacy assets?

TIPPING J:
One of the things that slightly troubles me is a temporal disjunct between the
definition and this historical —

MR GRAY QC:

We would say that’s because it’'s both and —

ELIAS CJ:
Well where do you get that from, though, because | don’t follow this either? It seems

to me that you're arguing for a legacy value to be applied.

MR GRAY QC:

I’'m accepting this —
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ELIAS CJ:
Except if there is capacity within the network, but I’'m not quite sure that the definition

is so restrictive, so perhaps you can show us.

MR GRAY QC:
Your Honour, perhaps | can try and walk into it progressively and make it clear. The
Commission considered whether it should adopt what are called bottom-up or top-

down valuation methods.

ELIAS CJ:
Well it shouldn’t, on one view, make any difference which way it starts, as long as it

factors in the present position for an efficient provider should it?

MR GRAY QC:
Two differences, partly is how practical and easy to do is the task.

ELIAS CJ:
Well that might be, yes.

MR GRAY QC:

And second, this very question of what do we do about investment decisions that
providing firms make, and how do we protect them from the consequences of
investment decisions genuinely made and, hypothetically, efficient? And what the
Commission spent a considerable amount of time in its early work doing is saying we
do need to recognise that these investment decisions have long lives and

consequences for a period and we do need to ensure —

ELIAS CJ:
I’'m not so interested in the process by which the Commission adopted its views. I'm

interested in how the argument you're making to us fits within the —

MR GRAY QC:
Fits with the statutory —

ELIAS CJ:
— statutory language. | mean, you might want to go on and take us to the decision,

how it's reasoned later.
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MR GRAY QC:
Your Honour, we say that the phrase, “efficient service provider” is an economic
phrase and we say that it refers to a provider who has made efficient decisions about

investment in the network employed for the purpose of providing the service.

ELIAS CJ:
But that’s to look backwards. Why is this provision not forward-looking? So you take
a snapshot, a present day snapshot, which is suggested perhaps by an annual

reconsideration.

MR GRAY QC:

Yes it is, and to be fair, an annual reconsideration is the thing that would most suit
Vodafone because that would yield increasingly lower costs. So, in a sense, by
conceding in the way that we have an element of protection for past decision made
Vodafone is arguing for less than its very best outcome.

ELIAS CJ:

But what’s the concession, then, based on in the statutory language?

MR GRAY QC:

In my submission, net cost means that the provider, having been assessed as having
made its initial investment decisions efficiently to the extent that those investments
are real investments, not notional re-valued ones, is, if it is an efficient service
provider, entitled to expect a return of those investments. We don’t challenge the
proposition that new investment decisions, made efficiently, should be recovered
over time. What we do say is that, however, so that a firm remains incentivised to
continue to upgrade its network and doesn'’t fall into the pitfall of sitting forever on its
legacy assets because it has no newer, more efficient ones, because if it were to buy
newer, more efficient ones, it would recover less money. The definition of net cost
continues to provide an incentive to reinvest and to develop the network by saying
that the cost you get is only the one you can’t avoid and, if you could avoid it by using
your mobile network and if as an efficient service provider you would build one, then
the amount that you should receive is the cost of providing the service on that

alternative network.
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ELIAS CJ:
But that additional bit that you entered, if as an efficient provider you would build one,

seems to be a forward-looking position.

MR GRAY QC:

Yes.

ELIAS CJ:

But when you say an efficient provider only has to make provision from its existing,
from its existing network, if it has a mobile component, then it seems to me that that’s
a different matter. You don’t need to look at the historic position if you’re taking the
view that you should have invested in mobile technology as an efficient provider. So

| just think there’s —

MR GRAY QC:
No | understand, Your Honour.

ELIAS CJ:

— disconnect here.

MR GRAY QC:

Can | connect it by saying this? We accept that there is an uncompensated risk of
asset stranding. We accept that a provider might make what seems to be the best
decision in year 1 but by year 4 it's no longer the most efficient way, consistent with
the legislation, to use the investment that was made in year 1 to provide the service,
and a change should be made, and it should be made for the benefit of the
community because it's the end-users ultimately who are paying and because the
community benefits from the legislation being interpreted in a forward-looking way,
and the community employing technology which provides services most efficiently.
And the thing | suppose, the position we take, which differs most markedly from our
learned friends for Telecom, is that we say there’s more risk of asset stranding in the
legislation than they will argue is appropriate, we think. And that they say efficient
service provider means that once the investment is made in year 1, they're entitled to
recovery no matter what happens within the industry in the meantime. They call it a
guarantee of return of the investment. And that's where we differ from there
because, as | say, we accept that the standard to be applied to, whether or not the

investment was appropriate, is efficient service provider, but we also accept that with
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the pace of change in this industry, quite quickly, the point may be reached where an
alternative method of providing service is cheaper and efficient in the long-term, more

efficient in the long-term. So —

TIPPING J:

| wonder whether —

MR GRAY QC:
— in that sense, Your Honour, Justice Elias, we too say a forward-looking
interpretation should be adopted.

ELIAS CJ.

Well it seems to hedging your bets a little bit, that you also say that an efficient
provider is entitled to a return on historic cost, so it's a matter of degree, of judgment,
and if you take that approach it just seems to me that it may well undermine your

whole argument?

MR GRAY QC:

Yes it may, | understand that. And we don’t say there’s —

TIPPING J:

That’'s what’s been worrying me.

ELIAS CJ:

Yes.

TIPPING J:

That’s what’s been worrying me, Mr Gray. | mean why is your client sort of having
six of one and half a dozen of the other, they must — but coming back to a more
fundamental point, | wonder whether this is all getting too complicated. What we’re
talking about here, shorn of the trimmings, is the incremental costs of servicing
commercially non-viable customers and those costs are net obviously, but the focus

is on those incremental costs and might that not assist with this word “unavoidable”?

MR GRAY QC:

If it's also read together with “incremental”.
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TIPPING J:

Yes.

MR GRAY QC:

Yes.

TIPPING J:

It's the differential if you like, it's the extra.

MR GRAY QC:

The Commission defines that as, as it’s the cost with and without. In other words you
add up the cost of the network without the commercially non-viable customers, cost
of the network with them and you identify the difference, that’s the method by which

the Commission assesses the incremental cost.

TIPPING J:

That may well be sound —

MR GRAY QC:

Yes.

TIPPING J:

— but looking at it as a whole, what you're really, what this definition is really looking
to, presumably, is Telecom is carrying a burden that it might not otherwise carry.
How much do people like your client have to contribute to that burden? Now if the
burden can be lessened by a step, which is not, which is, | suppose you then run up
against the question of efficient service provider. But if it can be taken, why shouldn’t
it be taken? The whole idea of this definition seems to me to be to keep the costs
down as low as possible, and why — that seems to me to be your best argument. But

you’re hedging it with this bit that the Chief Justice has been discussing with you.

MR GRAY QC:

Yes.

TIPPING J:

Why are you not going for broke?
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MR GRAY QC:

Why are we not going for broke?

TIPPING J:

Yes. There may be a very good reason, and | mean I’'m not trying to reformulate
your case, it just seems that there is a more straightforward argument available to
you.

MR GRAY QC:

We do say that for new investment made in order to provide the service. A decision
that there should be a return of that new investment is a reasonable one, and that
falls within what we say the Commission should be permitted to consider. We say

what’s wrong is treating legacy recovered investments as if they were new.

TIPPING J:

But if the cost to Telecom is avoidable?

MR GRAY QC:
We say it’s not incremental. We say it's not an additional cost incurred by Telecom in

2001 in providing the service.

TIPPING J:
But if, can | come back to it? If the costs to Telecom is avoidable, i.e. they can

literally do it by the mobile, why are you not arguing that they should?

MR GRAY QC:

We are. Forgive me, and that really | suppose is the link back to Your Honour
Justice Elias’ question, “Are we consistent with what Justices William Young and
Winkelmann have said?” We do say that Telecom, if it can provide by mobile

technology, should be providing by mobile technology. We say that —

TIPPING J:

Irrespective of sunk costs and stranded assets and all this other hooha.

MR GRAY QC:

Absolutely. The fault would be mine.
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ELIAS CJ:

| would’ve thought that was scorched earth. I’'m not saying that that’'s wrong, but |
would’ve thought that that is what it is, it's properly characterised as. Because it
means that you look in any year where you're doing the assessment and you say,

“What could an efficient provider provide this, at what cost could it provide it?”

MR GRAY QC:
Your Honour, the problem I've had with that is a definitional one, what is the Telecom
network? The Telecom network is the whole of its network.

ELIAS CJ:
Yes.

MR GRAY QC:

And we’re not scorching any of it, we're simply choosing to employ a different part.

ELIAS CJ:

Yes, yes, | understand that’s fair enough, yes.

TIPPING J:
So that is your real argument, that they could do it, leaving aside all these sunk costs,

et cetera.

MR GRAY QC:

Yes.

TIPPING J:
And they should, at least, be taken to be doing it for the purposes of this calculation.

MR GRAY QC:
Yes. And they should be encouraged for the rest of it to do it as cheaply as they can.

Which is the harder part of the argument, | concede.

TIPPING J:

Well I'm not sure what you mean by “for the rest of it”.
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MR GRAY QC:

Where there isn’t existing network coverage.

TIPPING J:
Oh, well that — we don't have to worry about that, do we? Because there is, as |

understood you —

MR GRAY QC:

Not for all of the commercially non-viable customers —

TIPPING J:
Oh, | see.

MR GRAY QC:

— only for a number of them, it's not the whole.

TIPPING J:
So we've got two issues. One, should they do it, be deemed to do it for the — where

they can, and then what do they do where they can’'t?

MR GRAY QC:

Yes.

TIPPING J:

Well, why can’t they have it the Commission’s way where they can’t?

MR GRAY QC:

The reason we don’t want them to have the Commission’s way is the one that
Your Honour articulated in a question a little while ago, which is, “Well do they then
not build the cellular network, because to do so is to cannibalise the copper wire
network, and do we incentivise them simply to sit on the copper wire technology
because they make more money by doing that?” And we say that’s not the way the

statute could be construed, we say it's —
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TIPPING J:
Maybe the answer is that the Commission was right in relation to those ones, but with
a caution that it won't last very long, but they were wrong for the ones where it could

be done.

MR GRAY QC:

Well if the Commission had said, “We’ve got an overlaid network, you can use that”,
perhaps. But remember that in 2003/2004, the first year, what the Commission did
with mobile technology, was simply use it to provide point-to-point radio services, so
it required, it ignored entirely the overlaid network, it pretended it didn’t exist. If there
were cell sites in place within the area already, it ignored them. It then modelled the
building of new cell sites and a new receiver on the spot where the switch was, and it
used mobile technology to simply connect by radio where previously there’d been a
wire or wireless local loop or multi access radio. And, what's more, with cellular
networks there are a limited number of radio channels available from each
transmitter to provide service, and certainty that your call will be made and held for
the duration of the call is provided by backup coverage by surrounding transmitters.
And in that way it's a honeycomb-type network. What the Commission did was not
only ignore cell sites that provided coverage within the geographic area within which
the non-viable customers were located, it also ignored the neighbouring cell sites
which could have provided backup coverage and so, in order to provide the required
grade of service, in some cases it modelled duplicate cell sites being built, so as to
provide the backup that would be required for the graded services. And we say that
is what we said in respect of the 2003/2004 decision was wrong. It was an overly
expensive, inappropriate way of employing mobile technology, especially where

there’s an existing overlaid network.

TIPPING J:

Which is a bit odd, because an efficient service provider would never do that.

MR GRAY QC:

Correct. An efficient service provider would look at the, its existing network. It might
ask, in order to meet TSO quality of service requirements do we need to build an
additional transmitter to supplement what’'s there, and that might be incremental
capital. And to the extent that that transmitter is truly incremental to the network and
only for the purpose of the TSO, then we get to the difficult debate that we’ve just
been having. But our complaint about the 2003/2004 determination is much more

fundamental. It is that having decided that mobile technology was appropriate for the
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service, you were wrong to ignore the overlaid network and you were wrong to
employ technology, mobile technology, as a proxy for other point-to-point radio
technologies, and that's too expensive and unnecessary, it duplicates resources
unnecessarily. Now of course later they came to ignore it completely, mobile
technology completely, because of their view that they were committed to returning to

Telecom this theoretical cost of investing in the trenches.

So we do support the judgments of Justice William Young and of Justice Glazebrook,
we do say that the overlaid network should be considered, it is part of Telecom’s
network as that is defined in the legislation. Telecom can avoid cost by providing
service using its overlaid assets and Telecom can limit incremental capital, new
capital it may have to spend, by supplementing, in many cases, its mobile network if
that is necessary. And we say that the legislation mandates that, it’s open textured in
the sense that it's technology neutral, it is forward-looking and it incentivises
investment in New Zealand in technologies which are efficient, which enable more

connectivity and better services.

Now | don't know if I've dealt with all of Your Honours’ questions.

ELIAS CJ:

Well, | don’t think | have any more at the moment.

MR GRAY QC:

| think it's right and it's the role of counsel to accept whole responsibility for any
highways and byways that we may have gone in, but we say that the case actually is
reasonably straightforward, despite the great engineering complexity of the networks,
we say they don’t drive determination of the issue. We say it's a matter of looking at
the definition of net cost and saying when there are, when there is a network
composed of multiple technologies which can be employed to provide service, does
this legislation require the cheapest one to be used, and we say yes. We agree with
the proposition, though, articulated by His Honour Justice Tipping, that the definition
of net cost drives towards lowest cost. Because the cost of this is spread among the
community, among end-users, what the legislation seeks to do is not to create
windfall profits or to overcompensate or a risk or bias towards overcompensation but
to have the end-users paying as little as is necessary to provide the service. And we
say that when new technologies become available they should reasonably be

employed and modelled. And when challenges are made that that approach is a
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challenge to scorched node and in fact is scorched earth, as | said in answer to a
question from Her Honour Justice Elias, in part the question becomes definitional and
trespasses into the difference in technology between wire-based networks and radio-
based networks. Because of the different architecture of the radio based networks,
delivering and handing over calls from one transmitter to another controlled by a
central nervous system, which is constantly monitoring how a call is placed — when a
call is made to a cellphone — a cellphone has a control channel, a signalling channel
which is not used for voice communication but which is communicating back to the
networks saying, this is where | am, this is where | am, I'm turned on, I'm available to
receive a call. When a call is made, sometimes you can see a phone light up before
the phone rings. The network is saying to the telephone, a call is coming, be ready
to receive it on channel 32. The telephone —

ELIAS CJ:

Sorry, what’s this all about?

MR GRAY QC:

About the different architecture of a cellular, of a mobile network —

ELIAS CJ:

Yes.

MR GRAY QC:

— from wire —

BLANCHARD J:
| think we understand that point.

MR GRAY QC:
Okay, then | don’t need to. But the rational place to connect services being provided
using mobile technology is not necessarily the location — necessarily the location of

the local switch —

ELIAS CJ:
No.



10

15

20

25

30

35

71

MR GRAY QC:

— in the wire network.

ELIAS CJ:

| understand that.

MR GRAY QC:

And it's inappropriate and inefficient to model it as if that’s where it's being delivered.

ELIAS CJ:
Yes.

GAULT J:

Mr Gray, I'm all over the place here but the point I'm struggling with is this
introduction of new technology where it does not in fact supersede the existing or
previous technology because that still is being used, and it seems to me we’ve got a
sort of transitional period when the wire network is still operating, is still serving
some, at least, telephone customers, maybe not as many as before and so it’'s very
hard to talk about this as being superseded by a net — by a mobile technology
because it is in part, but the investment decisions don’t have one superseding the
other completely, the capital is still being employed and this — you have — | need

some help with that.

ELIAS CJ:

It's a — it's supplemented really by the new technology.

MR GRAY QC:

The starting point is, we’re not actually concerned with how the calls are delivered,
we're concerned about what price competitors pay for the provision of service and
the policy choice in the legislation is that the price that’s being paid is the price that
represents the unavoidable incremental net cost to an efficient service provider. And
so the assessment we're making is not so much what’s actually being used or how is
Telecom managing its network, it's what price should the community pay. And that
price is the price that’s reached by the definition of the Act, which is the definition of
net cost, and it does contemplate that new technology will be used over time even if
the old technology remains in place and is in fact used. The new technology will be

used for the purpose of determining price.
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GAULT J:

| mean it's not as simple as that, because it is determining price only because a — the
other technology still is there. | need to think about it but | just — sound my
difficulties.

MR GRAY QC:

We are here because the topic’s not entirely straightforward so —

ELIAS CJ:
But you don’t need to say what the outcome would be. You just need to say that the

Commission’s approach was wrong in application of the legislation —

MR GRAY QC:
Yes.

ELIAS CJ:
— at that stage there may be quite a complicated assessment for the Commission to

undertake, but we don’t need to dot all the Is and cross all the Ts — is that the —

MR GRAY QC:
We’re not asking Your Honours to fix it, we're asking Your Honours only to say that
it's wrong and we ask that the Commission be invited to do it again with the guidance

that will be in your decision.

TIPPING J:

Mr Gray, | made a note which | hope was close to the essence of your argument and
just bear with me if | put it to you and you tell me whether this is so. That you said, |
thought you said that when multiple technology is available the legislation, for the
purpose that we’re concerned with, contemplates that use should be made of the

cheapest?

MR GRAY QC:

Yes.

TIPPING J:
Is that —
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MR GRAY QC:

Yes.

ELIAS CJ:

Or the cheapest combination presumably as well?

MR GRAY QC:
Yes. Within the network, yes.

TIPPING J:
Within the network?

MR GRAY QC:
Yes.

TIPPING J:
Within Telecom’s network because it's — well within the network because of course
the definition looks at an objectively, to put — one has to, as it were, have the

objective service, efficient service provider has to be provided with some attributes?

MR GRAY QC:

Yes, yes.

TIPPING J:
That’s all right, | just wanted to make sure | had that.

MR GRAY QC:
I’m aware, Your Honour, | haven’t answered Justice Gault’s question but | wonder if |

may do so more succinctly after the lunch adjournment?

ELIAS CJ:

Yes of course, we'll take the lunch adjournment now.

COURT ADJOURNS:12.59 PM
COURT RESUMES: 2.14 PM
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MR GRAY QC:

Thank you Your Honours. Before the luncheon adjournment | had left unanswered a
guestion from Justice Gault which was well, what does happen with existing
investments, as | understood at least the beginning of His Honour’s question, and our
response to that question is this. First, on the facts of this case, remember that TSO
services are provided to consumers as they existed at the inception of the scheme.
So it didn’t require extension of services to any new end-users. It did require

Telecom to build, only to continue to serve those who were being served at the time.

Second, as we say, there was no new investment. There was no incremental
investment and so there’s nothing to return and there’s no incremental capital to be
returned or for there to be a return. The challenge is the hypothetical case where
there is a new investment, and our answer to that is to say that funds do need to be
invested and they need to be invested efficiently, and the definition of net cost
requires the investment decision to be an efficient one. And at that time an
assessment is made of the tilted annuity required to protect the investment. The
assessment’'s made at the beginning. As it would be in any business, you look
forward and you say, for how long are we likely to be able to generate revenue from
this investment and we price it so that we obtain a return of it and a return on it for
the anticipated life of the investment. And if the risks of stranding are higher than
normal, then the tilt reflects that. If, subsequently, the asset is stranded more quickly,
there’s an unrecovered loss. If, subsequently, the asset lasts for longer than
anticipated, there’s a gain. But that loss or gain is a business loss or gain, arising

from business risks made at the time.

So when | submitted earlier that there was a different time applying to assessment of
efficient service provider and unnecessary, I'm sorry, the word that's unavoidable,
and Her Honour Justice Elias questioned me on that, with respect Your Honour was
correct, it is not sustainable for there to be different times. They must both occur
annually and the protection that we were looking for arises from the tilt to the annuity

which is established at the time the investment is made.

So the answer to Your Honour Justice Gault, in the hypothetical case of new
investments having been made, is when the investment is made, an annuity
established with a tilt that reflects the judgement at the time of the expected life of the
asset, and that judgment will either prove over time to be correct, optimistic or

pessimistic, and there will be a gain or a loss as a result, but that’s like any business
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decision. When any business invests in a piece of new plant, it does so expecting it
to generate revenue for a time and over time that judgment will either be proven to be

correct, optimistic or pessimistic.

Now, in this case, if the hypothetical that applied at 2001 and for some reason the
existing customers who required TSO service could not be served by copper wire,
then Vodafone would say, we wouldn’t built a new one, it wouldn’t be efficient to build
a 20-year asset in the expectation that mobile technology would be able to
supersede it within a short space of time. Instead, something would be done to
provide service in the short-term. That something might have been more expensive
in the short-term, but have left open the possibility of adoption of cheaper and more
efficient technologies later when they became available, and we say that's what an
efficient service provider would have done at the time.

So | have changed my submission in relation to the time at which efficient service
provider is established and for which it operates. | accept that the evaluation is made
each year. The protection that Vodafone is conceding, and about which | was

quizzed before Christmas, before lunch —

TIPPING J:

It seems like that, Mr Gray.

MR GRAY QC:
The never-ending submission Sir. Is protected by the annuity and the tilt to the

annuity, which is adopted when the investment is made.

BLANCHARD J:

And that tilt doesn’t get reviewed?

MR GRAY QC:
No, it doesn’t. Like any business investment, it's your best judgment at the time the

investment is made.

ELIAS CJ:
And wouldn’t there, on that, be an industry standard that the Commission, that would

be latched onto?



10

15

20

25

30

35

76

MR GRAY QC:

Yes, these are not judgments made in a vacuum, there are — telephony companies
gather and there are predictions about where technology will go and when new
technologies will be available, and the gains that might be expected from them. And
of course there is a lead time for the design and manufacture of technological
equipment of this nature. And so we say that the definition of net cost does
contemplate both efficient decisions at the time the decision is made and the
establishment of protections for the consequences of that decision, but also annual
review of what is efficient and whether costs truly are both incremental and
unavoidable.

Now | hope, Justice Gault, that addresses the question as | understood it, | may not

have —

GAULT J:

| don't think it does quite, but I'd like to reflect upon it, rather than pursue this now.

ELIAS CJ:

This might be an over-complication, but just relating the submission to the wording of
section 84 and the net cost, does that mean that the provision of a reasonable return,
no that can’t be right. | was wondering whether you were making the submission that
the provision of a reasonable return on the incremental capital employed was
employed in fact, or whether that was — | had read it as simply referring to the
unavoidable net incremental costs to an efficient server. But it maybe that there is

something a little bit more in it.

MR GRAY QC:

One part of the answer, Your Honour, is we accept it is within the expertise of the
Commission to decide whether accounting cost or economic cost best reflect costs,
and in order — and we accept that the Commission can model a network and it
doesn’t actually have to ask Telecom to produce a whole series of invoices and costs
in that type, of that type. So we do accept that incremental capital can be modelled
or assessed rather than calculated, but | don't know if that's the point that

Your Honour was inquiring about.
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ELIAS CJ:
| suppose | was wondering whether section 84(1)(b) is a reference to the incremental

capital actually employed.

MR GRAY QC:
Yes.

ELIAS CJ:
And how that relates to the definition of net cost.

MR GRAY QC:

Well incremental appears in both doesn't it?

ELIAS CJ:
Yes.

MR GRAY QC:

We interpret 84(1)(b) really as clarifying that net cost includes incremental capital as
well as incremental direct cost. It's possible to look at the definition of net cost and to
have an argument about whether what's intended is only direct costs, or also a return
on capital. And that’s not clear from the definition of net cost itself, and whether or
not a return on incremental capital also is recoverable is clarified, we say, by section
84(1)(b). But we note that the word incremental is common both to the definition and
to section 84(1)(b), and it does mean the bit —

ELIAS CJ:

The additional.

MR GRAY QC:
Yes.

ELIAS CJ:
Yes, thank you.

MR GRAY QC:
And so, Your Honours, we say that Justice William Young and Justice Winkelmann
were correct, that it was an error of law to do what the Commission did. We say that

Justice Glazebrook found it was an error of law but was prepared to allow the error to
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continue for a time, albeit a short one, because the process by which what we say
the, was an error was made, was a reasonable one and we say that’s an appropriate
response if there was an error of law. That's an end to the matter. And we say
Justice Arnold really reached a conclusion to the same effect. He conducted a
reasonableness review of the process and the substance of the decision. We
interpret his judgment as concluding that the decision was one made within the
expertise and power conferred on the Commission, and for that reason it would be
inappropriate to interfere with it, even though he could see in the passage that |
referred Your Honours to in opening that there was a problem that would have to be
addressed over time. And again we say that that was not the correct approach to
take to the question. That the question involved the construction of the statute and

whatever is that construction must follow.

We do say that the appropriate remedy is for the matter to be remitted back to the
Commission and we accept that if the concerns that Vodafone raises are remitted
back to the Commission the Commission should be able to consider all aspects of
the levy and we do not, as Telecom seeks to do, in its asset beta judgment, ask to
have remitted back only a discrete factor, leaving the rest undisturbed. We say that
the valuations made by the Commissioner are interrelated and affected by other
evaluations and it's not sensibly possible to identify discrete judgments and seek to

have them reconsidered.

And if Your Honours have no further questions, those are my submissions.

ELIAS CJ:
Thank you Mr Gray. Now, what order are we taking you in? You Mr Hodder, is it?

MR HODDER:

The arrangement is it about falls to me, Ma’am. As is the way with these things,
there’s a short route to where | wish the Court to find itself concluding, and a long
route, unfortunately I’'m going to have to take the long route, because | don’t imagine

you’re going to accept the short route, at least not —

ELIAS CJ:
Why don’t you try us on the short route?
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MR HODDER:
Justice McGechan was right. This is not a question of law that we’re concerned with

in terms of Vodafone’s appeal.

ELIAS CJ:
Right.

MR HODDER:
And his discussion is in volume 1 of the case on appeal, at tab 4 we find the
judgment, and the particular paragraph we say —

TIPPING J:
How do we deal with this in the light of the fact that the Court of Appeal said they
would give leave to appeal even if that was so.

MR HODDER:

Well there’s only a right to appeal on the question of law.

TIPPING J:

What was all that other, what was the reference —

MR HODDER:
That was a question about whether you could get to the Court of Appeal under the

provisions applying to appeal rights.

ELIAS CJ:
Of the Commerce Act, that’s right, yes.

MR HODDER:

| think the Commerce Act provisions.

ELIAS CJ:
That's right, yes.

MR HODDER:

But there’s no doubt the only question of —
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ELIAS CJ:

There still had to be a question of law?

TIPPING J:

There still has to be a question of law.

MR HODDER:
It does.

TIPPING J:
To get to the High Court, yes.

MR HODDER:
Sorry, | just want to read the —

ELIAS CJ:
But beyond —

TIPPING J:

I’'m just looking for a quick answer to his quick submission.

ELIAS CJ:

No, but | was going to encourage you, Mr Hodder, not to be too quick on this and by
all means take us to the conclusion, but you might also want to take us to the statute
to explain why you think that’s right.

MR HODDER:

I’'m afraid that I’'m going to spend a bit of time on the statute and on the determination
that’s under appeal, and on the judgment of the Court of Appeal that’s under appeal.
But what Justice McGechan said was, “After making the basic and unchallenged
decision to operate on the basis of scorched node”, which is an accurate reflection of
the argument, “it established what an efficient service provider would do”, that is, the
Commission established what an efficient service provider would do, “that is a factual

evaluation and the conclusion reached was open.”

Now, in our submission, well | can elaborate that, and | will elaborate in some detail,
is the short point that what Vodafone seeks to do is to address a number of concerns

that effectively arise out of inherently intricate economic analysis as some definitive



10

15

20

25

30

35

81

guestion of law. Now what | — that's the short submission. The longer submission

involves a pathway that has its various stages.

Firstly I want to raise the question of what are the right questions to ask, then | want
to go to the Act and address what other relevant considerations had to be taken into
account for the purpose of the Commission’s work. Then | want to address the way
in which the scorched node decision was made, because the scorched node decision
is the one that goes to the heart of most of the matters that the Court was addressing
to my learned friend Mr Gray. And then | move onto the question of what is a
question of law and in that, as the Court may recall from our written submissions, I'm
wishing the Court to accept a line of authority that is exemplified by the House of
Lords’ decision in the R v Monopolies & Mergers Commission, ex parte South
Yorkshire Transport Ltd [1993] 1 WLR 23 (HL), which appears not to have been
addressed at the appellate level in this jurisdiction, although | think it's a bit like
speaking prose, it's what the Courts have been applying anyway in practice and a

range of decisions that have been dealt with.

And in my submission | will suggest that this Court’s decision in Unison Networks Ltd
v Commerce Commission [2007] NZSC 74, [2008] 1 NZLR 42, which both parties
make reference to, is an example of the same sort of point. That's effectively the
way which | deal with most of Vodafone’s appeal, but | have three appeals to address
rather than one so I'll take rather longer. In relation to the second matter which is
effectively the question of modelling and NPV=0, I'll take some time in relation to that,
but the basic proposition is that the Commission got that right, and the last
proposition is our appeal in relation to asset beta. And the reason | perhaps should
make this clear at this stage, the proposition that | draw from South Yorkshire and a
line of other cases is that in relation to these matters there is a margin of appreciation
where the language is open to different judgments for the statutory decision-maker,
but there are limits and the limits include unjustifiable and inconsistencies and it's on
that head that | say that Telecom’s entitled to say to you firstly, Vodafone’s appeal
falls foul of the question of law proposition but Telecom’s does not when it comes to
its appeal on the asset beta, because we say there’s an inexplicable inconsistency
there which takes it outside the legitimate margin of appreciation that is otherwise

recognised in the South Yorkshire line of authority.
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TIPPING J:
Are you saying there’s a margin of appreciation in relation to statutory interpretation

as opposed to application?

MR HODDER SC:
Yes. Though I'm not — we don’t need to get into that one, I’'m not advocating a strict,

you know the State Supreme Court Chevron approach, I'm simply offering what the —

BLANCHARD J:
You mean if the statute read, can be read two ways, each of them being reasonable,

you can’t complain that it's been read the wrong way?

MR HODDER SC:

Well that’s — the proposition is whether you can come to a wrong way and the line of
authority that | rely on says in some matters you can’t come to that view, where the
language is general, the Courts cannot say there is one right answer as to, for
example, what net costs means. It simply isn't amenable to that kind of definitive
decision. So that’s the proposition, it’s not in the written submissions and I'll come to

it, if | may, after I've dealt with the Act and with the determination that’s under appeal.

So the first question is, what are the questions? And I've partly addressed that, but
with respect the first question that really arises, is the reason that we are here, is
under section 92 of the Act. Now section 92 repeats much of what you find at the
earlier stage and other provisions but effectively it says that in the final determination
under section 90 the Commission must include a statement of the net cost of
complying with the TSO instrument during the relevant financial year. That is the
ultimate question. But it then has a whole series of other questions and the real
question is, how does the Commission calculate net cost as used in section 92 in the

context of Part 3 of the Telecommunications Act?

That takes us to the next question, which is what are the relevant considerations
under Part 3, and I'll come back to that. And then a series of further questions follow.
Is a modelling methodology necessary or legitimate? | understood my friend Mr Gray
to concede that just a few moments ago. Isthe choice of such a methodology a
matter of law? In our submission the answer is no. Are there limits on the choice of
such a methodology or the application of methodology and that’s where it comes

closer to the appeal on the asset beta issue. And so in relation to that, one goes on



10

15

20

25

30

35

83

to say, is the NPV=0 principle one which a body such as the Commission is entitled
to use as an underpinning for its approach? We would say, of course, yes. Are there
tradeoffs between NPV=0, or in other words dynamic efficiency, and the modelling of
new technologies? The answer is yes in our submission. If there are, is the right
trade-off a question of law? In our submission it is not. And then finally the question
is, does the Commission’s 2004-5 asset beta reduction fall outside the margin of
appreciation that | referred to earlier? Now I'll be addressing, not discretely as | have
just spelt there, but | will be addressing broadly all those questions as | move
through.

So could I then turn to the Act, which is conveniently found in volume 1 of the case
on appeal. I'm tempted to use a word that Fordham uses in his handbook of Judicial
Review, which is the word “relevancies”. First of all | was bit unattracted to it, but it's
quite a convenient way of saying relevant and irrelevant considerations in few
syllables. So in my submission when we look at Part 3 of the Act, and that’s the
critical part of the Act, and including the cross-references as we’ll see to section 18,
there are a series of relevancies, if that word is acceptable, that the Commission has
to take into account. When we reviewed all those, the submission will be that having
regard to all of those considerations there is no right question of law answer in

relation to what net cost means.

So let’s start with section 70, if that's convenient. The beginning of subpart 1. The
purpose is clearly a social policy purpose, is designed to ensure that those to whom it
might not be economically efficient to provide particular services are provided with
those services, and the mechanism that's set up under Part 3 is a way of the
Government not paying direct subsidies for telephone services but requiring it to be
picked up by the industry and passed on. So the fact that it's a social policy
obligation is a relevant consideration, we say, and indeed the Commission does take
it into account in its later determinations expressly. Then subsection 3 of section 70,
we note that in relation to TSO instruments there must be an agreement, 70
subsection (3)(a) and the same point is picked up in (4)(a), recording a contract or
arrangement. What are contemplated are a series of voluntary arrangements
between the TSP, the provider of these services effectively, and the State, for whom
the Commission acts as a kind of proxy, on the other side of the bargain. And we
say when we come then to the next section, section 71, when the Telecom
arrangements are treated as a deemed TSO instruments, all the same

considerations must apply that apply to section 70. And as the Court knows from our
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written submissions, if you are looking to have a regime that depends on voluntary
arrangements, then they cannot be punitive otherwise it simply doesn’t work. And
what most of the network modelling issues go to is avoiding this situation where
providers will regard themselves as having been punished for getting themselves in

the position of providing these services.

| should say at this point, with respect to my learned friend, this case is not really
about Telecom, | mean obviously there’s a real politic that it’s about Telecom, but this
case is about the party providing TSO services, no matter who it is, and talking about
Telecom and its own particular attributes doesn’t, in our respectful submission, clarify

the issues that have to be addressed on this appeal.

BLANCHARD J:
And anyway | think you're arguing implicitly that Telecom was once a volunteer and

this is a mere continuation.

MR HODDER SC:
| don’t think | need to, otherwise we’re getting into some history which | don’t have

evidence about here. It should be treated as a volunteer, that’s all I'm saying.

ELIAS CJ:

This is an imposed obligation, though, on Telecom?

MR HODDER:
It may be, that —

ELIAS CJ:

Which is not to detract from the point that you are making —

MR HODDER:
There can'’t, yes, my point is simply there cannot be a difference between the way in

which the Court approaches, sorry —

ELIAS CJ:
No.
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MR HODDER:

— the Commission approaches —

ELIAS CJ:
The method —

MR HODDER:
— the net cost under 71 or 70.

ELIAS CJ:
Yes, yes.

MR HODDER:
It has to be the same result.

ELIAS CJ:

Yes.

MR HODDER:

If it has to satisfy the expectations under section 70 of the volunteer. There is also a
consideration which we don’t need to be concerned with here under section 74, and it
crops up later on in relation to compliance. Whatever regime is there has to be one
that you can assess compliance against. If we move on to section 76, at the end of it
we see again in relation to variations or changes that again requires agreement,
emphasising the volunteer point I've been making, that emerges in section 76(2)(a),

for example, and (2)(b).

Section 78 is a relevancy in our submission. Section 78 says that Part 2 of the
Commerce Act, and most obviously section 27 about arrangements and
understandings, doesn’t apply, but again it's appropriate, we would say, for the
Commission to keep in mind the fact that whatever arrangement there is under the
TSO is one which is not subject to standard competition law. That’s a factor that it’s

entitled to take into account.

Section 80 comes back to the topic of compliance.
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Section 81 and section 83 emphasise the information that the Commissioner’s
entitled to require. So 81 says, “The TSP must provide to the Commission any
prescribed information to enable it to convert to draft determination, particularly in
relation to revenue,” and 83 says that the report, the audited report of the TSP’s own
calculation of net cost, “Must be in accordance with prescribed requirements relating
to those calculations”. And likewise, in section 84(3), “The TSP must comply with
any requirements relating to any of the matters that are relevant to the application.”
And it may be worth taking a moment just to read to you, if | may, why it's not about
Telecom.

In volume 5 at tab 50 there is an example of the letter that the Commission sends to
Telecom, or sent to Telecom, this is tab 50, page 1976, to get the information that’s
required under section 83. And so the letter is written on behalf of the telecommun-
or by the telecommunications committed to Telecom and says, “We are setting out
the requirements of the Commission under section 83(b)(2).” Second paragraph, “To
calculate the net TSO cost, the Commission requires that Telecom use the versions
of the Commission's HCPM and CostProNZ models that were used for the
Commission’s 2002/3 determination, along with the input data, including the rate the

Commission used for the draft determination.”

Now it's not a major point, but the point is, Telecom’s not giving up its information
about what it thinks the net cost is, it's being told what to give, and it follows from the
terms of section 83. Again, my point is that this is not about Telecom, this is about

the hypoth- hypothetical ESP that the Commission is concerned with.

The next relevant consideration, again not worth any weight for the purposes of the
present appeal, at section 85 about revenue basis. Section 86 is relevant. It's a
point that Arnold J made in the Court below. There is quite a tight timeframe here. In
effect it adds up to about 180 days if all things go according to plan, which is not, as
the point Arnold J was making, not time to estimate the costs in relation to not only
Telecom’s network, subject to the requirements of it, but also of its mobile network

and indeed for that matter, Vodafone’s mobile network.

In section 88 we see that there is some regard had to the actual TSP, as opposed to
the hypothetical ESP, but only in limited circumstances, so section 88(a)(1)(b) when

it's talking about information that might unreasonably prejudice the commercial
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position, is a point that focuses back to the actual TSP, as opposed to the
hypothetical TSP.

ELIAS CJ:
Sorry —

MR HODDER:
That’s section 88, subparagraph (a), subparagraph (1), subparagraph (b).

ELIAS CJ:
Oh, yes.

TIPPING J:
Would the whole of that subparagraph (1) refer to the actual?

MR HODDER:
Sorry to the — ?

TIPPING J:
Actual, rather than the hypothetical? The net cost to the TSP during the TSP’s

financial year?

MR HODDER:

I’'m not sure that it would, Sir. In the sense that if the Commissioner is actually
asking for net cost on the basis I've just indicated for under section 83, then you're
not going to get the actual cost, you’re going to get a cost which is one deriving from
the Commission’s requirements. The net cost is net cost in accordance with the

Commission’s methodology.

ELIAS CJ:

In accordance with the statute.

MR HODDER:
In accordance with the statute, and the question is, does the statute allow for
economic cost, as opposed to historic costs, in which case you're into a hypothetical

exercise.
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TIPPING J:

| don’t see how you can carve out paragraph B from the rest?

MR HODDER:

Well, there can’t be an unreasonable prejudice about information —

BLANCHARD J:
About the hypothetical commercial position?

MR HODDER:
| don'’t think so, Sir, I, actually, on reflection —

BLANCHARD J:

But does much turn on this?

MR HODDER:
It doesn’t, but | think on reflection it may be that if one brings the “and” as

conjunctive, then | defer to Tipping J’s analysis. | am happy to accept that.

TIPPING J:

Well, as long as it's not important, | don’t really care, Mr Hodder.

MR HODDER:

Itisn’t, but I'm happy to treat “and” as conjunctive.

ELIAS CJ:
Well, except there’s the same, perhaps disjunctive approach in 84, in terms of net

cost and then reasonable return. So —

MR HODDER:

Well, we take issue with that proposition. We don’t say there is a disjunct in 84.

ELIAS CJ:

No, well, perhaps not a disjunct, but what I'm saying is there are two things being
referred to with the reasonable return on incremental capital, not repeating the net
cost definition. So that it is possible that it is a reasonable return on actual employed

capital | suppose. | mean —
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MR HODDER:
Well.

ELIAS CJ:

— 1 don’t entirely follow it.

MR HODDER:

| think it becomes, | hope it becomes a little clearer if | can take the Court to the
reasoning the Commission uses in the determination under challenge, but inevitably
in this world of cost allocation, there is a need to go into hypotheticals. That fact is it
is very difficult to assess costs and particularly forward-looking costs. As they say,
these sort of predictions about the future are quite difficult, so that aspect of it, and in
our submission 84 is solely concerned with the hypothetical ESP. The point | was
making in relation to 88 is simply that it, in a couple of places it touches on the actual
TSP and that’s one of them.

Carry on —

ELIAS CJ:
Sorry, | just want to be sure I've got that right. You say 84 is, is wholly concerned

with the hypothetical?

MR HODDER:

Yes. It's a hypothetical net cost.

ELIAS CJ:
ESP, but 88 is not?

MR HODDER:
88(a) is not. What — remember there are two parts to the equation that the

Commission’s engaged on —

ELIAS CJ:

Yes.

MR HODDER:

— the first is that we assess the net cost, the second is to allocate it.
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ELIAS CJ:

Yes.

MR HODDER:
To allocate it, it does require actual numbers so it can assess what the revenue ratios

are between the various providers.

ELIAS CJ:
Yes.

MR HODDER:

So to that extent we're talking about the real world.

ELIAS CJ:

Yes.

MR HODDER:

But in terms of assessing what the net cost is, our submission is that it's an economic
concept and it's not one that is focussed on the real world, except to the extent that
the economic model can encompass the real world. But the reason for an economic

model is that it's not easy to encompass the real world.

ELIAS CJ:

No, it sounds very Platonesque.

MR HODDER:

I’m not sure whether to say thank you or not.

TIPPING J:

| wouldn’t if | were you.

MR HODDER:

I'll take Tipping J’'s advice, thank you. Carry on, if | may, to section 89 and
section 90, simply indicate that relevant considerations include the submissions
made by interested parties at the conference. And then | am going to turn over to

section 99.
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ELIAS CJ:

Are you coming back to 92?

MR HODDER:

| think we’re going to spend all our time on 92.

ELIAS CJ:
Yes, all right, thank you.

MR HODDER:

There’s nothing | can say about it in this sweep through, because these are all
considerations, in my submission, that go to what 92 is asking the Commission to do.
So temporarily bypassing 92, we go on to 99, it's the same point | was making
before. This does come back to, as it were, an aspect of real-world competition.
What a liable person cannot do is say, when it sends an account out to a consumer,
“Our charges (very reasonable $5), plus outrageous charges paid to TSO provider
$50.” What 99 is doing is saying you can’t do that. It's saying that you have to have
a level playing field, that there should be no competitive advantage out of the fact of

the scheme. And that reinforces the social bargain aspect of it.

TIPPING J:

But you could separate it out, but not name anybody.

MR HODDER:

Yes.

TIPPING J:
Is that the way it works?

MR HODDER:

Yes, it's a way that you can avoid pillorying the TSP in your invoices. So it's meant
to try and minimise the damage that’s done under the scheme to the TSP, sort of by
limiting the scope for competitors to beat it up for the fact that it's increasing the
charges that the other viable persons might otherwise charge. And then for
completeness | just note section 100, subsection (2), that we are here talking about
appeals on questions of law only. So that, we say is — I'm sorry, in the course of that

| had dealt only briefly with the requirement under section 84 to consider section 18.
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And if we go back to section 18, it is true that section 18 appears in Part 2, which is
dealing with, in effect, the interrelationship between telecommunications companies
such as those who require access to the PSTN to provide the services they wish to
offer. But it’s deliberately reincorporated back into Part 3 by virtue of section 84, as
we've seen, and it can’t be read out, which means that one is looking at long-term

benefits, i.e. not one-year benefits. One is looking at efficiencies.

All of those factors that I've been attempting to draw attention to go to the proposition
this is a complex economic exercise. It isn't a question that can be dealt with on
some kind of purely empirical exercise. And with respect one of the ways that can be
identified is by looking at what the Commission was doing in the determinations that
we are concerned with. And so | wanted to pick up, if | could, the general approach
which has lead, in particular, to the scorched node decision. Now —

TIPPING J:
Could you, just for my benefit Mr Hodder, only me no doubt, explain exactly what this

scorched node really means in the real world?

MR HODDER:

Well it’s not in the real world, that’s the problem, Sir.

ELIAS CJ:

It's in the virtual world.

MR HODDER:

It's half a real world.

TIPPING J:

Well remove the “in the real world”, what on earth does it mean?

MR HODDER:

Well it is, I'll take you to the passage in a moment, Sir, but in short terms, when
you're thinking about modelling costs, or you're thinking about assessing economic
costs, one is you can try and empirically attract them by using accounting costs or
whatever, one is you can simply assume away the entire existing asset base and put

down a brand new hypothetical asset base, the most efficient technology, the most
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efficient routes, ignoring history completely. That’s scorched earth, because nothing

is left to the old asset.

TIPPING J:

And that’s different from scorched node is it?

MR HODDER:

Scorched node says, we'll break that exercise of scorched earth into two pieces and
we will maintain the core network which goes out to the last switch, we’ll leave that in
place, because that may be an efficient thing to do. What we will do is we’ll change
from the last switch to the customer, we’ll do that in the most efficient, with the most
efficient technology, and so that last switch is what's referred to as the node,
everything from the customer to the node is scorched, everything from the node —

TIPPING J:

Scorched, you mean eliminated from —

MR HODDER:

Eliminated for the purposes of the analysis.

TIPPING J:

Ignored.

MR HODDER:

For the thought experiment it’s ignored, yes.

BLANCHARD J:

You’re doing bottom up from that point on?

MR HODDER:

Yes, yes.

TIPPING J:
So you go with everything that actually exists out to the node, and then from the node

onwards you put in place something different from what’s actually there?
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Correct.

McGRATH J:

Scorched earth modelled thereafter, for access, is that right?

MR HODDER:

Yes, it’s a, so if you like, part of the earth is scorched, not the whole of the earth.

McGRATH J:
For access only?

MR HODDER:
Sorry?

McGRATH J:

For access only?

MR HODDER:

Yes.

ELIAS CJ:

That’s a choice?

MR HODDER:

It is a choice.

ELIAS CJ:

Yes.

MR HODDER:

That’s our point, why it's a question, not a question of law, there’s a choice, and you

can try historical.

ELIAS CJ:

Well it's not a question of law if it complies with the legislation, but it's a choice to

have stopped there rather than take it right back to scorched earth.
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MR HODDER:

Yes.

TIPPING J:
Would it be correct to say that you have the copper wire going out to the node and

the wireless thereafter, for example. Is that how it — ?

MR HODDER:
That could be done. What —

TIPPING J:

But that’s just an example of what might be the effect of this exercise?

MR HODDER:

Yes. And what the Commission did in those early determinations was to say, “We
will assume the core network, i.e. out to the node, but we will treat other technologies
beyond copper as relevant adjuncts to that core network, i.e. to get from the switch to
the customer if they are more efficient in servicing the relevant cluster of CNVCs.”
And that's where the mobile technology debate came in, the question was whether
that should be added and dealt with as an adjunct. And so the argument there is,
one of the arguments there is, do you treat mobile technology as the way which it can
be used as an adjunct, which gets you from the existing node out to the customer?
Or do you treat it as an overlay network, which is what Vodafone is wishing to
persuade the Court must be done. And I'll come back to that in more detail, but

those are the two concepts in play there.

The Commission was prepared in 2003/4 to contemplate mobile technology as an
adjunct to the core network but not changing the core network. Vodafone’s complaint
through to this appeal is that’s the wrong way to think about it. Mobile is different.
You have to assume a completely overlaid network and not stay with the existing
nodes. But once you've done that, you're then scorching more of the network, which
is why the proposition is what Vodafone really is talking about is scorched earth, but

I'll deal with that in more detail as well.

TIPPING J:
Well you're both talking about scorched earth, it's a question of how far the scorching

goes.
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MR HODDER:

At one level that’s correct, the — I'm not sure the cognoscenti is right, where you've
described the Commerce Commission as the economist, but they tend to use
“scorched earth” in a different way where scorched earth is meant to say everything

is gone.

TIPPING J:

Mmm.

MR HODDER:
Whereas scorched node, only half of it is —

TIPPING J:
Who dreams up these expressions?

MR HODDER:

I’'m not sure Sir, but — there’s no identification of those.

ELIAS CJ:

We don't need to use them

TIPPING J:
No, we don't need — | mean it would be helpful to use something a bit more

intelligible wouldn’t it?

ELIAS CJ:

They're irresistible, however, aren’t they?

MR HODDER:

What most of these, well potentially irritating phrases, it's hard to think of an
alternative shorthand for them, and so as they’ve got some sort of defined use, then
you might tend to use them. Can | ask the Court if it would please turn to volume 2 of

the case on appeal.

ELIAS CJ:
Well why isn’t the alternative to talk about an efficient service provider applied to both

the node and the network?
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MR HODDER:
Well —

ELIAS CJ:
| mean because effectively the decision means that we’re not applying an efficient

service provider standard to the core network?

MR HODDER:
Well, a couple of responses to that. The first is, it's not clear how you apply the

definition directly if you simply say, let’s apply an efficient service provider standard.

ELIAS CJ:
| understand that.

MR HODDER:

What does it mean?

ELIAS CJ:
Yes, that’'s not to give away your argument that there’s a margin of appreciation

because the terms are not capable of exact definition.

MR HODDER:

Sure. I'm not sure that it's quite so explicit in this. My understanding is that the
scorched node approach has a logic to it on the basis that insofar as the core
network is concerned, it's more likely to be the most efficient way to build that

network.

ELIAS CJ:
If you assume the technology that the core network currently uses.

MR HODDER:

Yes, that is an assumption you’d have to make. The potent factor that the
Commission adopted, you'll see, is the one that says if you don’t do that and you
require the TSP to simply write off that network, then the message you send is that

there is a loss —
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ELIAS CJ:

Yes | understand that argument.

MR HODDER:

— and that the incentive effect destroys the purpose of the TSO regime.

McGRATH J:

Mr Hodder, just while you’re interrupted, can | ask you this, is the concept of a TSO
one that necessarily relates to an end-user, in other words the obligations always
extends to an end-user, rather than some intermediate point, such as a node?

MR HODDER:
As long as A plus B gives you the end-user, | think that’s all that’s required, so that
would be the network plus the adjunct.

McGRATH J:
Right, so in any event your client’s obligation under section 71 is to provide a service

through to end-users?

MR HODDER:

Yes.

McGRATH J:

It doesn’t stop when competitors come in, in other words?

MR HODDER:

No. Yes, the logic is in fact that competitors aren’t coming in because it's not
economic, so that’s, that’s sort of part of where it comes in the circle. Now, what |
was going to suggest is that if we could spend a moment on the document at tab 28,
if only because it has the advantage of brevity, compared with some of the other

documents we’ll have to consider.

ELIAS CJ:

Sorry which, which volume?
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MR HODDER:

Volume 1, Ma’am, of the case on appeal, sorry, volume 2, tab 28. This is a
document done for the Ministry of Economic Development which pre-dates the
Commission’s work, which the Commission refers to in its Cornerstone paper, which

I'll come to and as | say —

ELIAS CJ:

Just as we asked Mr Gray to go first to the statute and then to explain the history,
why is it not more helpful for you to take us to the decision and then explain, if you
need to, what’s behind it?

MR HODDER:
The reason | was taking you to this one, before | go to the decision where I'm going
next, is that this is probably a more succinct way of describing the same issues that

the Commission is dealing with in its decision, but | —

ELIAS CJ:

Well, anything that will help, | suppose we shouldn’t reject.

MR HODDER:

Well, |, it, not that | can guarantee Ma’am, but I'm hopeful that it's of some utility in
dealing with basic proposition which is the economic complexities involved in the
exercise as such that this can’t be called a question of law and there’s a useful, in our
submission, a helpful discussion and possibly helpful because it isn’'t the
Commission, that starts on pages 849 at paragraph 6 and goes on into paragraph 7,
explain the reasons why these, this particular kind of pricing has long run into

incremental cost pricing, which is used in access issues —

ELIAS CJ:

But this is about price regulation.

MR HODDER:

Well, it's about access pricing, well, you can use it for either and in effect, that’'s what

the TSO leaves open, the idea of long-run incremental pricing.
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ELIAS CJ:
But, it's a bit, it strikes me as being a very different approach if you are regulating for
price control purposes, than if you are trying to assess the very specific smoothing

out of pain in, under this particular provision.

MR HODDER:

This is not directly concerned with price control, it's more concerned with access, and
the whole purpose of access, as it is with the TSO, is to identify efficient costs,
efficiently incurred costs.

ELIAS CJ:
All right, well carry on for now, but | have a query about it, but however.

MR HODDER:

Right, so paragraph 1, we’re talking a total service long-run incremental costs. That’s
long-run incremental costs are at the heart of the TSO exercise as well. That's one
of the reasons why I’'m taking you to this. Paragraphs 6 and 7 provide the sort of, as
it were, an introduction to what’s an overview level and then there is a relatively brief
discussion which runs from pages 855 onwards, identifying some of the difficulties

and some of the choices that have to be made.

Now the relevant section runs from page 855 in paragraph 24 through to 859 in
paragraph 2.4. But you'll see that what the document is addressing is the question of
asset valuation and identifies perfectly, you could say orthodox economic principles
in paragraph 26, a method of asset valuation, asset valuation generally gives
investors confidence that prudently invested capital will be maintained intact and

provide sufficient revenue for the funding of any obligations imposed.

That's the prudent proposition. 2.1 goes on and talks about optimisation and
prudence and capital efficiency, which are the very concepts that we have to be

concerned with, and 29 and 30, these are talking about optimisation.

ELIAS CJ:

But we’re not talking about the whole network and its profitability.

MR HODDER:
We're talking about —
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ELIAS CJ:

We’re only talking about providing the service imposed —

MR HODDER:

As an incremental part of a network.

ELIAS CJ:

As an incremental part —

MR HODDER:
Yes.

ELIAS CJ:
— of the network.

MR HODDER:
Yes, | hope | don'’t forget that.

ELIAS CJ:

But sorry, but this is looking much more widely, isn’'t it?

MR HODDER:

It's introducing the concepts | was touching on, it was introducing the concepts in a
reasonably accessible fashion, as to what the Commission is addressing when it
comes down to deal with the incremental aspects that this appeal is focussed on.
And you will see, for example, in paragraph 30, the cost concept used that commits
the recovery of un-depreciated capital previously invested efficiently by the network
and, most importantly, it promotes the efficient investment in new capacity. Now that
point is the Leitmotif, as it were, of the work that the Commission does in this area.
That if you do not have something which promotes efficient investment in new
capacity and the maintenance of the existing assets, then the regime will fail.
Paragraph 35 makes the point that this, that introduces a concept of asymmetry,
although not in so many words, asset stranding may be faced by an unrelated firm
operating on a competitive market. A regulated firm must be prevented from selling
prices above cost before the asset is stranded, and that’s the strategy an unregulated

firm would use. So any kind of regulation does, and TSO isn’t part of formal
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regulation, it doesn’t permit prices being charged at above cost to anticipate the fact

that there may be a stranding.

Further, on page 858 and the introduction of the phrases scorched earth and
scorched node in paragraphs 44 and 45. And so 45, having explained that what
scorched node is, and saying it will generally have a higher cost than the scorched
earth network, goes on at 46 to discuss the choice whatever the criterion, if it's simply
to minimise the current cost then scorched earth is clearly the preferred approach,
but the rationalisation in ensuring that the pattern of future investment is efficient, it's
important to work out how that follows, and 47 sets out the proposition a scorched
earth model would result in sub-, could result in sub-optimal levels of investment
because the gap between what the TSP is actually operating and what the
hypothetical new scorched earth network has is too great. And concludes that a
proposition at 49, “It's crucially important to ensure that adequate levels of
investment are maintained”, but as you'll in the recommendations box the idea that

the network model should be re-optimised at regular intervals.

Now all of that was discussed and elaborated in the Commission’s Cornerstone

paper which | don’t propose to take the Court to.

ELIAS CJ:

I’'m sorry, this paper —

MR HODDER SC:

Yes.

ELIAS CJ:

— was produced by —

MR HODDER SC:
By the MED at the outset of —

ELIAS CJ:
Of what?

McGRATH J:
Before the MED.
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MR HODDER SC:

Before, sorry?

McGRATH J:
Produced for the MED.

MR HODDER SC:
For the MED before this process started.

ELIAS CJ:
What, but was this after enactment of the —

MR HODDER SC:

No this is in anticipation, well it’s prior to the —

BLANCHARD J:

It's in August and the Act is December.

MR HODDER SC:

The Act is December.

ELIAS CJ:

| see.

MR HODDER SC:
It's part of the way in which the thinking about the Act was developed. So if | can
then take the Chief Justice’s hint and turn to the Commission’s actual determination,

which is at tab 6 in volume 1.

McGRATH J:
Does that mean the preliminary documents are not relevant as far as you're

concerned? You've referred to them just very briefly.

MR HODDER SC:
Not especially, the discussions are carried through into these determinations. | mean
there are a lot of documents but it would take a great deal of time to take you through

them.
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McGRATH J:

Yes. As far as you're concerned we can just look at the determinations themselves?

MR HODDER SC:
Yes, they are effectively, sometimes with cross-referencing, picking up the

discussions in the Cornerstones paper and the Implementations paper.

McGRATH J:
Yes, thank you.

MR HODDER SC:

In terms of this discussion, can | suggest that we can start at page 114 under tab 6,
and the Commission addresses the question of unavoidable incremental costs in this
first heading. Paragraph 24 it says, “It regards unavoidable incremental costs as a
difference between the long-run costs a efficient service provider would incur with
and without the obligations imposed by the TSO instrument. This includes return on
incremental capital required to meet the obligations as well as appropriate
depreciation costs of those assets”, and so on. So, to repeat that, we say that is not
a matter that can be judged as a question of law, that's a matter of applying the
appropriate judgments to quite broadly phrased concepts and broadly phrased
language. An incremental cost should be the long-run incremental cost, which was

the subject of the previous paper.

TIPPING J:
If, and | emphasise if, that does not accurately reflect the statutory definition, surely

that would be a question of law if they would have misdirected themselves in law?

MR HODDER SC:
Yes if —

TIPPING J:

If, and | emphasise if?

MR HODDER SC:
If the statute gave some clarify to the point that said this was clearly — yes, | would

agree with the point.
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ELIAS CJ:

Where do they get in the statute, “with and without”?

MR HODDER SC:
That’'s how they identify —

ELIAS CJ:
Because with one can understand, because that’s really what it's all directed at, but

where does the without come from?

BLANCHARD J:

It's the comparison. It's the comparison.

MR HODDER SC:
Just to give the increment. The gap is the increment.

ELIAS CJ:

Oh, with and without, | see, yes.

MR HODDER SC:

| hesitated to use the phrase “counter-factual”, as the Court’s probably heard enough
of that in another context, but so that's — as | understand the proposition, what the
Commissioner’s saying is that if you’re trying to establish the increment, then with

and without, which is another way of saying counter-factual.

TIPPING J:

It's really a fancy way of say “extra” isn’t it?

MR HODDER SC:

Yes, Your Honour. Turning onto the next page, around paragraph 34, the
Commission in this section very much echoes what’s in the Cornerstones paper.
And it addresses the very point that Vodafone continues to make in 35 by going on in
36 and saying, “The Commission’s has acknowledged in the past that the level of
efficiency in the model for TSP purposes is not the maximum level of efficiency,” and
that reference is to the Cornerstone paper at paragraph 160. The Commission
recognised that the evolution of an efficient network design is restricted to some

extent by past decisions and to take a current list constraint the hypothetical network
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takes into account a number of Telecom’s network characteristics. “Under the
scorched node approach the cost of an efficient service provider are those a provider
would incur in providing TSO services using best available technology but given the
location of the TSP’s current network nodes”. At 37 it goes onto say, “Nevertheless

there was some optimisation going on —”

ELIAS CJ:
But, sorry, is 36 not further explained?

MR HODDER SC:
It's fully explained in the Cornerstones paper but not in this paper. Would it be
helpful to go back to the Cornerstones paper for another narration?

ELIAS CJ:
Well, the issue here is, is whether the statute requires, or permits, | suppose is better
to say, permits the Commission to take into account a number of Telecom network

characteristics?

MR HODDER SC:
Yes, that's one way of framing the issue, but the basic proposition is that the

Commission has been given a —

ELIAS CJ:
Or whether it should simply be an efficient service provider which may or may not be

Telecom’s — have Telecom’s network characteristics?

MR HODDER SC:

Yes. Jumping ahead slightly, the problem — yet again it become definitional because
we finish up with efficient, and as the Court will appreciate from the submissions and
perhaps from reading the determination itself, there’s recognition of these different

kinds of efficiency and the question —

TIPPING J:

| think we should have it directly addressed to us, everything that bears on this issue,
because it seems to me, at least, to be very central to the whole issue as to whether
they misdirected themselves. If there’s something that’s incorporated by implicit

reference, then that surely —
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MR HODDER SC:
I’m happy to do that.

ELIAS CJ:

Well, don’t you have to start, though, with their earlier determination in which as I, my
recollection was from the Judgments below that the Commission took the view that
Telecom’s network was an efficient service provider to efficient service provider

standard?

MR HODDER SC:
| think it said the technology they were using was —

ELIAS CJ:
Yes.

MR HODDER SC:

— consistent with an efficient standard.

ELIAS CJ:

Yes.

MR HODDER SC:

Yes.

ELIAS CJ:
Well that’s the issue, though.

MR HODDER SC:

Yes.

TIPPING J:

See, we’ve got here, haven’t we, a mix of the hypothetical and the actual?

MR HODDER SC:
Yes, that’s the nature of scorched node. It's not, it’s still not the actual beyond where

the nodes are located, it says you don’t redraw the map, the roads don't get
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replaced, the roads are still there, you still upgrade the technology within the network

— you don't restructure it.

ELIAS CJ:
But why —

TIPPING J:

Well, it is central to the issue of whether it's scorched node or scorched earth —

MR HODDER SC:

I’'m sorry, Sir?

TIPPING J:
Isn’t this central to the issue as to whether the statute —

MR HODDER SC:
Absolutely.

TIPPING J:

— requires scorched node or scorched earth?

MR HODDER SC:
Well the proposition I’'m putting to the Court is that this doesn’t actually tell anybody
that.

ELIAS CJ:

But why go this far and no further, what’s the reason for stopping —

MR HODDER SC:

Because —

ELIAS CJ:

— at the nodes?

MR HODDER SC:
The Commissioner’s attempting to balance the different kinds of efficiencies that it

has identified.
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ELIAS CJ:

Well where, it's not saying that there.

MR HODDER SC:

Well, it doesn’t say that there but it goes on to saying that later on.

ELIAS CJ:
| see. Well, you'll take us to that —

MR HODDER SC:
Yes.

ELIAS CJ:
— but first, it is correct isn’t it that the Commission in an earlier determination said that

Telecom, Telecom’s network was to efficient service provider standard?

MR HODDER SC:
| don’t know that it says precisely that, | thought what it said was that the fixed-line

network —

ELIAS CJ:

Yes, I'm sorry.

MR HODDER SC:

— was capable of providing efficient service standards. It doesn’t actually —

ELIAS CJ:
Yes, yes. And then it goes away from that?

MR HODDER SC:
Not entirely.

ELIAS CJ:
Well the very fact that it goes to —

MR HODDER SC:

It goes on —
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ELIAS CJ:

— scorched node suggests that.

MR HODDER SC:
Well it tests that, it tests the scorched node proposition by testing in relation to the
part that is scorched whether or not it can be done more efficiently by these new

technologies such as MAR or WLL —

ELIAS CJ:
Yes.

MR HODDER SC:

— as opposed to using the fixed-line approach that Telecom’s network used —

ELIAS CJ:
Yes.

MR HODDER SC:

— 1 don’t know whether it goes further than that.

TIPPING J:
Mr Hodder, | think what Mr Gray is effectively saying to his client is that it was an

error of law not to go for the maximum level of efficiency.

MR HODDER SC:
And I'm sorry to be repetitive, Sir, the question is what does “efficiency” mean when

there are several —

TIPPING J:
Well —

MR HODDER SC:

— different kinds of efficiency. One is a long-run efficiency, one is a short-run
efficiency. If one says efficiency means lowest possible cost, in any event that’s
problematic, one might say scorched earth, if one has to have regard as section 18
has been interpreted as having regard to dynamic efficiency as well as static

efficiencies, then that becomes a matter of judgments and tradeoffs, but if the point is
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that one goes for the absolute lowest cost, the immediate lowest cost, then the price
you pay as the previous in this one say, is you have no incentives for further

investment in the network because there is no reason to invest.

ELIAS CJ:

But that might be why, when you're price-setting, of course you would take the
historic position into account, but this is a — this isn’t an exercise in which they're
looking at all Telecom’s revenues. It's only looking at the substitution for the Kiwi
Share. And why is it consistent with the statutory policy not to expect that that be at
lowest efficient provider cost.

MR HODDER:
Well the short point is you won’t have any TSPs.

ELIAS CJ:

Well yes, you'll have Telecom won'’t you?

MR HODDER:

Well you have a captive, but you — well with respect, the logic would destroy the
voluntary incentivising aspects of the TSO regime is clearly contemplating.

ELIAS CJ:

But you’re suggesting they haven’t turned up anyway, except in respect of hearing.

MR HODDER:

There is one. But again in terms of interpretation —

ELIAS CJ:
Right.

MR HODDER:

— we say there can’t be any argument, but that the Act contemplates there will be
other TSPs, it doesn’t frame solely in terms of Telecom’s previous KSO obligations.
So there has to be something which encourages the prospect of these voluntary
arrangements. If the entire approach is one which says nobody would ever go into
one of these things, because they would be punished, effectively, by losing capital,
then you have effectively gutted the whole point in Part 3. That’s the argument that

the Commission | think is advancing, and which we support as — and also Justice
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Arnold makes the same point. Just bear with me for a moment, Your Honour. | think
Justice Tipping asked if we have all the references, and | do happen to have a

document which | can hand up, may be of assistance.

TIPPING J:
Well it's just that it says, “The Commission has acknowledged in the past’, so

presumably there’s something in the past that discusses this.

MR HODDER:
Well if | can give copies up. There’s a fairly intimidating amount of material, which is
one of the reasons why there are 11 volumes, Sir.

TIPPING J:

We've got a huge amount of material, but | would’ve thought this was pretty central.

MR HODDER:

So this is something that we’ve done, but what we’ve done is gone through a series
of issues, and identified the various publications from the Commission and identified
the places where those matters are discussed, and at the moment we’re looking at
the third column in, that is to say the second populated column, “Scorched node”,
and although these are purely commissioned documents, so they aren’t the exactly
the documents | started with from the — for the MED, but you'll see its discussed in
the Cornerstone paper and then all these other reports going the entire way through.

Now I'm happy to take the Court through those.

TIPPING J:
Well maybe it's better to leave that to the Commission because they presumably

want to have something left to say.

MR HODDER:
Well, let me if | may just press on with 2003/4, and I'll contemplate overnight whether

it's useful to take you back to the Cornerstone papers, I’'m not sure it has much —

ELIAS CJ:
I'll like you to take us though, just briefly, to the earlier determination.



10

15

20

25

30

35

113

MR HODDER:
2001 and 2?

ELIAS CJ:

Mmm.

MR HODDER:
That’s going to be in volume 4 of the case on appeal.

ELIAS CJ:

So is it under the heading, “Asset Valuation™?

MR HODDER:
Your Honour’s looking for the part that says that the Telecom network or an

approximation of it will be efficient?

ELIAS CJ:

Yes.

MR HODDER:

The starting discussion is on page 1610. Where you see there’s a discussion of just,
of defining the efficient service provider. And so 39, “The efficient service provider is
one to produce the given quantity and quality at the lowest possible cost.”
Recognises the evolution efficiently redesigned is restricted to some extent by past
decisions, and then goes on to favour the scorched node modelling approach”. And
then there’s an argument about whether or not, how far that departs from the real
world, the Commission responds, “The network model does take account of the real
world. First the Commission’s modelling uses only asset technologies that are fully
developed and already deployed on a large scale”. And then it goes on to talk about

the cable routing.

The asset valuation section starts at page 1619. And including the discussion of the
net cost definition, and including the use of opportunity cost. So there’s a discussion
of which cost base to use between historic cost and optimised replacement cost and
optimised depreciated replacement cost. And then in its conclusion the Commission
comes down in favour of optimised as opposed to historic costs. The final section

that may be relevant to the Chief Justice’s question is at 1669. Which is an analysis
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of Telecom’s cost modelling. That's a discussion on how Telecom — at this stage
Telecom had offered its own model rather than the Commission producing one, and
the Commission goes through and explains what it regards as unsatisfactory about
that model. It ultimately goes on to decide that it will have its own model, and | think
the paragraph that may be closest to what the Chief Justice was looking for, may be
at page 1687. At 457, paragraph 457, it talks about its draft determination and says,
“That although the scorched node modelling approach permits full optimisation —

ELIAS CJ:
Ah yes, that is what | was thinking, thank you.

MR HODDER:
— the wire line copper pair remained the most efficient and best in-use technology

platform.”

ELIAS CJ:
For the TSO period?

MR HODDER:
Yes, that’s right. But then it goes on to describe in 458 the price cap that it uses for

wireless in paragraphs 458, 459 and 460. Though it's a slight —

ELIAS CJ:
Thank you for that.

MR HODDER:

— deviation from where | was —

TIPPING J:
I would just like a little help with paragraph 38, Mr Hodder.

MR HODDER:
38 of which Sir?

TIPPING J:

Of the document you've just been looking at, on page 24, 1610.
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MR HODDER SC:
Paragraph 38, Sir?

TIPPING J:

Yes. It seems to be focusing on the particular TSP rather than the hypothetical.

MR HODDER SC:

It looks, well we're just going to look — as if we're looking at both.

TIPPING J:
Well yes, they certainly are. If the TSP were operating efficiently, now there may be
nothing in this but —

MR HODDER SC:

Again, and | think, Sir, the answer is that there’s two different concepts and two
different efficiencies that they Commissioner’s attempting to factor into its work in this
area. The first is that an efficient service provider might, if you had a scorched earth
approach, produce a lower cost figure, at least on one calculation, but if from the
perspective of the TSP that is providing the service that is an effect punitive, then

that’s a check on the first proposition.

TIPPING J:
| suppose the ultimate question here is whether 39 is it — is permitted by the statute.

In essence whether the “however” is permitted by the statute?

MR HODDER SC:

Yes, and again the proposition is that if one doesn’t have regard to that, then one is
not giving effect to dynamic efficiency considerations, or at least not sufficiently giving
effect to dynamic efficiency considerations, and the incentives for further investment.
And that’'s one of the reasons why we say the answer to that question, is there a
sufficient regard being given to dynamic efficiency considerations, is not one that can
be answered as a question of law. It's a question of judgment, in this case one that’s

given to the Commerce Commission.

| think | was, if it's convenient, | was at the 2003-4 Commission determination, that’s
in volume 1, tab 6, and | was around page 115, and | had said that this discussion

about efficient service provider had, in part, built on some of the earlier papers, so
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when in 36 the Commissioner says, “The Commission has acknowledged in the
past,” what it's talking about is this discussion, the Cornerstones paper, and that
reference that I've given in the buff page I've handed up indicates the area where
that's discussed in that particular document. And having drawn attention to it, it
maybe convenient to take the Court to it, it’s at tab 30 in volume 2 of the case on
appeal. This is a discussion paper that came out in March 2002 before any of the
determinations were made. The discussion is largely carried forward, what the
Commission does is identify some of the concepts in the Act on around page 940.
So it grounds itself in the Act. Discusses definitions at 941.

At paragraph 24 on 942, by reference to considering the costs of capital employed, a
reasonable return on capital, and the Commission says that has the effect of

ensuring a longer-term perspective to avoidable cost that’s taken —

ELIAS CJ:

Sorry, where are you?

MR HODDER SC:

That’s paragraph 24 on line 42. | would simply add that the longer-term perspective
is also implicit in section 18, or rather it's explicit in section 18, that talks about the
long-term benefits that are to be achieved. Moving onto page 944 at paragraph 36,

the Commission sets out its list of criteria —

ELIAS CJ:
Why then is this exercise required to be undertaken annually?

MR HODDER SC:

Well that’s when the money’s collected.

ELIAS CJ:
Ah. Yes.

MR HODDER SC:
That may be rather brutal but that’'s — if one’s going to have a reimbursement process
there has to be regularity to it and it's a one-year regularity. So that's when the levy

gets paid, to use the phrase that my learned friend Mr Gray used.
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At 946 and the Court will have seen reference to this in at least Justice Arnold’s
judgment in the Court of Appeal, there’s a discussion — unavoidable cost, and the
Commission wrestles with that and comes to its conclusion at paragraph 45, “It's
difficult to construe the term ‘unavoidable’ in such a way as to expand significantly
the meaning of the remaining terms.” Soit's logical and consistent to interpret
unavoidable as equivalent to incremental and, with respect, that's a — we say that’s a
perfectly sound analysis. “Incremental” in this context means things that can’t be
avoided, and the context is “would not be avoided by an efficient provider, operating
in the context of Part 3.

ELIAS CJ:
Well that is to, if you say that it doesn’t add anything, that is to say that efficiency

means lowest —

MR HODDER SC:
No —

ELIAS CJ:
No.

MR HODDER SC:

—that’s the trouble with efficiency, it's a more elusive concept than just to say it
means lowest cost. That's where the two different time factors which we have to
consider, they crop up in various ways but obviously assets last for more than one
year, but the TSO period is one year or the calculation period is one year. Likewise
the investment that is being considered is incentivised by matters that take into
account more than one year, whereas your shortest term costs are taken in the one-
year timeframe, and it's the attempt of the Commission to balance those different
concepts of efficiency which drive the exercise it's engaged upon. So unless it's
possible to say that efficiency does not include dynamic efficiency, which is what the
Commission and | would respectfully, most of the commentary is the most important
form of efficiency, then they're entitled to have regard to the longer-term factors. If
they do that then there are a whole series of tradeoffs and questions of judgment

which can’t be defined as questions of law.

ELIAS CJ:

Dynamic efficiency, sorry — remind us — is it used in the statute?
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MR HODDER SC:
No.

ELIAS CJ:
No.

MR HODDER SC:
It's one of the recognised aspects of efficiencies of the kind that are embraced by the

language or the word “efficiency” as in section 18.

Now, Your Honours, the scorched node or scorched earth approach discussion, the
Cornerstones papers is pages 9 — are at pages 969 to 970.

ELIAS CJ:
Sorry, what page?

MR HODDER SC:
It's 969, Ma’am.

ELIAS CJ:
Thank you.

MR HODDER SC:

And this is what's picked up in the 2003/04 determination as | said. So 158, the Act
requires only the cost to an efficient service provider be included in the TSO
calculations — so far, so good. With regard to capital cost, this means the
Commission must determine what an optimised network would look like, given the
location of the TSP’s customers and exogenous factors such as terrain. This section
considers the question of the degree of optimisation the Commission should
undertake. With respect, the very second sentence, what an optimised network
would look like, cannot be a question of law. But that is in a sense the core question
which takes us back to Justice McGechan’s paragraph 62. So 159 then says if we
do a complete optimisation, you would start from the current geographical distribution
of demand and plan a new network assuming the use of modern equivalent assets.
Required rate of service at lowest costs, known as a scorched earth approach
because a resulting network is reconstructed as if no traces of the existing network

existed. The alternative is a scorched node approach, in which the location of key
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elements of the existing infrastructure are taken as given. The nodes such as

network switches and points of interconnection.

ELIAS CJ:
When they say “typically”, what are they referring to there?

MR HODDER:
Because this is kind of a well-known problem all around the world.

ELIAS CJ:
Well yes, but in what context? In the context of price setting?

MR HODDER:
And access. Which may be the same thing.

ELIAS CJ:

Yes, that's what I’'m just pondering.

MR HODDER:

But the point that was raised by my learned friend as well, in our submission there’s
not only different rules for price fixing than there are for at the end of Part 3. We're
still using the same basic economic concepts of costs, efficiencies, all those concepts

which come through throughout the Commerce Act and indeed it's —

ELIAS CJ:
But you might, because it's directed at a more discrete and minor element of the

whole. It might be that the statute is more extreme.

MR HODDER:

| think the argument for that would be stronger if weren’t for the incorporation of
section 18, which is what governs the Part 2 provisions about access, which was
form of price control as well as Part 3. But when section 84 makes section 18 a
mandatory consideration, and that’s the very thing that governs Part 2, the
submission of course must be that that indicates there’s a degree of harmony rather
than a degree of discordance between those parts of the Act. And that’s the very

role of bringing in section 18.
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And then section 162 was making the point that | had been — sorry 161 and 162 go
on to the next point. After saying in 160 that the scorched node network may
produce a higher estimate of cost, then 161 the Commission says, “On what basis
will the choice be made? The rationale for optimising network is the key, the
rationale is to encourage efficient future investment by the TSP in relation to the
provision of TSO services.” So you don’t leave the network as it is, you optimise it,

because that does provide an incentive to efficient future investment.

162 goes on to explain how you can kill the prospect of efficient future investment. A
common criticism of the scorched earth model can result in sub-optimal levels of
investment. This is because the physical and notional networks can be very different
under scorched earth optimisation, with a physical network by definition requiring
more capital to construct — i.e. it's got the errors of history affecting it. We undertake
an investment therefore of the TSP funded on the basis of a scorched earth model,
receive a smaller return, that would be the case for the recovery of actual costs were
allowed. Consequently if the pricing regime is sufficiently tight, upgrade investments
that are desirable for the physical network may not occur because they exceed what

would be required in a scorched earth model, and therefore will not be remunerated.

That'’s the incentive aspect which drives most of the Commission’s reasoning on this
topic. It regards, and we say quite properly, continuing investment and continuing
incentives for investment as quite critical to maintaining dynamic efficiency. And
that’s inconsistent with the scorched earth approach. So 163 says, “Under a
scorched node approach this concern is reduced. The TSP will still only be
compensated for the capital required to construct an optimal network, but the design
and cost of that optimal network will be more similar to the TSP’s actual network and
the capital cost that will be compensated for will be closer to its actual costs.” It then
goes on, “Internationally the scorched node method is preferred as it's seen as
offering the best compromise between competing objectives”. And can | say that that
phrase captures the very point that that the South Yorkshire line of cases is
addressing.  Where the legislation requires a decision, make trade-offs or
compromise between competing objectives, then it is difficult to say there is a

definitive legal definition that applies to the outcomes.

And then 165, there’s no precise universally agreed definition of the scorched node
approach, the regulator is different with regard to questions around all of that.

Ultimately the exact approach the Commission takes needs to be guided by an
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assessment of the extent that optimising each aspect will lead to costs differing by an

unreasonable degree from those faced by the TSP in practice.

That’s the more detailed discussion which is picked up at paragraph 36 of its 2003/4
determination, which was back at page 115. At paragraph 38 on page 116, the
Commission was still dealing with Telecom’s point where it says, Vodafone’s point,
where it says, “Submissions arguing for optimisation to reflect the incremental costs
of mobile networks are not aligned with the Commission’s fundamental scorched
node paradigm. This paradigm requires any optimisation of the access network to be
integrated with Telecom’s current network nodes. In these circumstances,
replacement access technologies will have to be cost effective in delivering services
as a supplement to a fixed network. In particular, optimisation which relies on
economies of scale or low incremental costs derived from existing mobile networks to
lower costs will not be accepted by the Commission”. That, of course, is the subject
of Vodafone’s complaint. But just to reflect on what the Commission is actually
saying: we have made a choice, and the question is, is the Commission entitled to

make a choice in favour of scorched node?

Having chosen scorched node, then the question is: can you maintain the integrity of
scorched node if you accept Vodafone’'s submission? And the answer has to be,
“No”. Because you don't maintain the nodes. The optimisation has to be done in a
way that isn’t adjunct to the nodes, because what Vodafone seeks, as you heard, is
simply to use the overlay network. And Commission goes on to deal with that in
paragraphs 39 and 40, addressing the issues and saying, in particular at 40, “The
efficient costs of access networks should not reflect those of the overlaid mobile
networks. Such an approach would, in effect, model of the outcomes of a tender
process... and would depart too far from reasonable standards of efficiency
previously adopted by the Commission.” And then going on to the other point, “Given
the essentially non-commercial nature of the service being delivered, the
Commission considers that some reasonable bounds need to be placed on the
attempt to approximate the cost that would be incurred in a competitive environment.
The Commission will accept the lowest cost technology consistent with the scorched

node approach.” And that’s —
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ELIAS CJ:
Sorry, there’s no indication there of why modelling a tender process for delivery of
the TSO is rejected beyond saying that it would depart too far from what the

Commission’s done before, was there any more?

MR HODDER:
It would depart, the tender would be an invitation for all technologies to be put in.

ELIAS CJ:
Yes.

MR HODDER:
Which would defeat the decision not to go with scorched earth.

ELIAS CJ:
Yes. But does this amount to anything more than saying, “In order to maintain

consistency with what we've decided, we reject the submission”?

MR HODDER:

Well, that’s the principle version, that’s it's having made the decision in principle —

ELIAS CJ:

Yes.

MR HODDER:
— to have scorched earth and this wouldn’t be consistent. The practical one is the
one that Justice Arnold relates to, which is you’d then have to model not just the fixed

network, you’d have to model Telecom’s —

ELIAS CJ:

Yes.

MR HODDER:

— mobile network for efficiency, you'd have to model Vodafone’s mobile network and
anybody else’s, so you'd have to effectively conduct a virtual tender by seeking
information from various people before you could make a decision. All within 180

days. And so the proposition is that that becomes an impractical burden.
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The next part of this decision that addresses these issues is perhaps picked up in —
on from page 138. At 138 the heading is, “Commission’s Cost Modelling”. It explains
at 185 where the costs of the TSO arises from. 186 refers to the fact that it has to
identify commercially non-viable customers, and that requires modelling efficient
costs and revenues. Some of the principles | dealt with earlier, that's the passages
we looked at. And then there has a series of other issues, top down versus bottom
up, which probably doesn’t need to concern us, but the difference between
Telecom’s model which was rejected by the Commissioner and the Commissioner’s

own model is the difference between top down and bottom up.

Then the degree of optimisation is addressed specifically from paragraphs 191
onwards. How efficient the model network design is compared to that currently
existing. And it goes on again to describe scorched earth in paragraph 192. 193
sets out the Commissioner’s position in favour of scorched node. So at line 4 of
paragraph 193, “Therefore the Commissioner has adopted a scorched node
approach optimising the network architecture around existing nodes, considering the
range of best in-use technologies”. And then it concludes at 141, paragraph 206,
“The specific modelling approach adopted for the TSO period has been driven by and
is consistent with the Commissioner’s positions on the key modelling options above.
This approach involves a choice of architectures and technologies consistent with

likely investment decisions of an efficient operator during the TSO period.”

This is where the Commissioner addressed it in the 2003-4 and sort of attempts to
summarise this. What it has been saying is that one is looking for upgraded
investments in the physical network, they will be disincentivised if there is no
remuneration because of the differences between a notional network and a physical
network. The scorched node approach reduces that concern and is preferred. The
Commission finds that that is reflected in international practice as a compromise
between competing objectives. And the exact application will depend upon
maintaining a reasonable degree of relationship between the costs of the actual and
the cost of a notional network. It is also recognised in the non-commercial nature of

the TSO services themselves.

Now our submissions are very largely echoing the logic that’s used by Justice Arnold
in the Court of Appeal in relation to this, and it may be sensible to go through that.
Now the Court of Appeal’s decision is in volume 1 of the case on appeal at tab 3,

page 9. And the essential, the analysis that Justice Arnold undertakes | think is
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common with the analysis I'm suggesting, that in the end he’s asking whether or not
there’'s something unreasonable by what's been done because there is no right
answer in relation to net cost and therefore it's a matter of judgment. The passage
which is critical in the judgment, and which is the part which is agreed to by
Her Honour Justice Glazebrook, really runs from paragraph 117 on through to the
end of the judgment. And so at 120, on page 51, Justice Arnold agrees with the
Commission when he states that the word “unavoidable” doesn’t expand the meaning
of the remaining terms and the definition. And goes on and discusses the previous
determination, also makes reference to the Telecom and Clear litigation and at 121
he says, “As is apparent, the concept underlying ‘incremental cost’ is that if the
additional increment is not supplied, the relevant incremental costs will not be

incurred. In that sense incremental costs are avoidable”. And we —

TIPPING J:
Didn’t the Commission say that although it was a well established term in economics,

it wasn’t established what it meant?

MR HODDER:
They may have said that, to the extent they did, | think —

TIPPING J:
| seem to remember they said it could mean three things, any one of three things,
and they then went on to discuss which of those three was the more or most

appropriate for this context.

MR HODDER:
That's correct, although presumably the Judge we’re looking at, the judgment we’re
looking at, is simply going to the view that’s preferred, and so we say that those first

two sentences are entirely cogent and that are trying to —

TIPPING J:
But it portrays the view that this is, it's well established that this is what it means. But
| didn’t get that impression at all. | got the impression that it was a term known in

economics but its meaning was contestable.
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MR HODDER:
| think the Judge, well the Judge is citing from the earlier High Court litigation in the
Telecom and Clear case, where there was a discussion about incremental costs for

the purposes of access.

TIPPING J:

Well | was referring to the Cornerstone paper, where | seem to remember that there
were three possible meanings that they discussed, or have | got that wrong Mr
Hodder?

MR HODDER:

| didn’t focus on that, Sir.

TIPPING J:
No all right, well —

BLANCHARD J:

| think there was a passage —

ELIAS CJ:

| thought it was in the decision.

TIPPING J:

We've read it somewhere within the last —

MR HODDER:

| don’t doubt it. | think what the Judge is simply saying if one looks at the way in
which it's been used in previous New Zealand jurisprudence in that area, then one
finds it has gotten used in terms of the access debates because that was all about
costs, what were the opportunity costs and how could they be assessed and were

they reasonable.

TIPPING J:

All right, well that may be just a irrelevancy, I'm sorry.

MR HODDER:

No, not at all. If there are choices, then one has to make them.
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TIPPING J:
It struck me as being arguably rather simplistic. See we’ve got two layers, we've got
what does incremental costs mean and then what does unavoidable incremental

costs mean?

MR HODDER:

And | accept that what the Judge is saying in the Court of Appeal is that you don’t
actually get much value out of unavoidable. That maybe a consequence, sometimes
it happens. In our submission one doesn’t strive to find some separate meaning for

unavoidable, when incremental incorporates the concept of unavoidable.

ELIAS CJ:
Well, you could have incremental costs in providing the service and you could have a

choice of ways in which to deliver them —

MR HODDER:

Yes.

ELIAS CJ:

— and one might be, | suppose you don’t want me to say, cheaper?

MR HODDER:

Well | mean you could have bells and whistles —

ELIAS CJ:
Yes, exactly.

MR HODDER:

— of various kinds, which is Your Honour’s point, but the approach the Commission
has taken is, a with and without approach, would be designed to avoid that and if you
were saying, if one says unavoidable means you don’t have bells and whistles on
your with approach, then there’s no objection to that, but | don’t apprehend that to be

the issue between the parties.
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BLANCHARD J:
The passage that Justice Tipping was looking for is in the Cornerstone paper at page
946.

MR HODDER:
Yes, and | have apprehended that what Justice Arnold is doing, is going onto the
next paragraph from the Cornerstones paper and agreeing with it.

TIPPING J:
I've misled myself, | thought it related to incremental but the discussion was in

relation to unavoidable.

MR HODDER:

Unavoidable, yes, | thank you. And then what that leads to is the next paragraph in
the judgment, where he records that Vodafone’s argument doesn’'t depend on
unavoidable but really it's about the lack of the cheapest option and then the
response comes at paragraph 123. “lt can’'t be said that simply because the
Commission cannot produce the lowest possible net cost figure, its analysis is a
matter, wrong as a matter of law. In formulating its approach the Commission had to
make a variety of decisions, with varying impacts on the net cost calculation. At
these various decision points, or some of them at least, the Commission could have
made different choices which would have had different effects on the net cost figure.
In short, there was a range of legitimate choices open to the Commission”. Now
again that’'s the very language that one gets from South Yorkshire et cetera and |
repeat that what those choices relate to, in part, a very large part, is the incentive and
dynamic efficiency aspect on the one side versus the least cost and the short-term on
the other.

Maybe it's convenient if, Your Honours, just to, | see it’s just about time to close, but
what I'll do is take you back to paragraph 76 on page 34 where Justice Arnold is
citing from the Commission’s earlier guide document about the three types of
economic efficiency, allocative, productive and dynamic. Recording that allocative
efficiency is difficult to apply because of the high fixed and common costs and
therefore marginal costs are not a useful way of assessing the matter and that there
may be tensions between allocative or productive efficiency on the one hand and

dynamic efficiency on the other, which means that tradeoffs must be made. In that
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context time provisos may be important. That is the point that really underlines this

much of the debate in relation to Vodafone’s appeal.

| see it’s a little after four, if it's — if the Court wishes to rise?

ELIAS CJ:

We'll take the adjournment now. Where are you going to go after this, Mr Hodder?

MR HODDER:

What | wanted to do was to finish discussing the Court of Appeal judgment, but that
won'’t take very long, and then | wanted to invite the Court to accept that there was
nothing wrong with the South Yorkshire line of authority and that was all | was going
to say about the Vodafone appeal, then | was going to move onto the NPV=0 aspect
which comes more towards our appeal.

ELIAS CJ:
Yes, thank you. All right, we’'ll take the evening adjournment and resume at

10 tomorrow.

MR HODDER:

As Your Honours please.

COURT ADJOURNS:4.03 PM

COURT RESUMES ON TUESDAY 22 FEBRUARY 2011 AT 10.00 AM

ELIAS CJ:
Thank you, Madam Registrar, we’re all here. Yes, Mr Hodder, where are you at now,

are you just about to go on to the second appeal, or are you —

MR HODDER:

| hate to dash optimism so early in the day, Ma’am, but no.

ELIAS CJ:
There is actually a matter | would like to raise with counsel and that is, if it is humanly
possible and | don’t want to put the parties and their counsel to any inconvenience, |

would very much like to attend a funeral in Auckland tomorrow afternoon, which
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would mean, I'm afraid, that I'd probably have to leave here at the morning
adjournment. Now we could, | haven’t discussed this with my colleagues, we could

start early and we could sit later perhaps, if that suited.

BLANCHARD J:
Not today.

ELIAS CJ:
But not today, no, so could perhaps you confer over the course of the morning and
tell us what suits. If we are not going to be able to finish if we take that big chunk out,

then | certainly wouldn’t do it. Thank you.

BLANCHARD J:
And we will have to rise a little bit early this afternoon.

ELIAS CJ:

Will we?

BLANCHARD J:

I’m having an operation.

ELIAS CJ:
Oh, sorry, what time?
TIPPING J:

They’re sharpening already.

BLANCHARD J:
4.15.

ELIAS CJ:
4.15, all right.

BLANCHARD J:

So we have to rise at 3.45.

ELIAS CJ:
All right.
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MR HODDER:

The incentive to brevity noted all round. What | thought | would do, if it is not
repetitious, is explain where | think we are and then explain what | have to do first.
I’'m afraid I’'m still on the first appeal and what | wanted to do was really address
squarely the question which | think was being put in various ways by at least the
Chief Justice and possibly some of the rest of the Court yesterday, is why not
scorched earth, why don’t you just read the Act as saying scorched earth. | wanted
to address that directly and | think the answer to it deals with most of the rest of the
first appeal and then after that | would then proceed to deal with the second appeal,
which gets us into the joys of titled annuities which isn’t entirely straightforward and
then the third appeal, asset beta is a positive breeze by comparison. But that’s,

that’s all by way of advanced mitigation —

ELIAS CJ:

Terror, yes.

MR HODDER:

— about the fact that you'll be listening to me for much of the day I'm afraid.

ELIAS CJ:

Quite.

MR HODDER:

So can | start with, and | also want to take up a point of giving you some of the
background references as to how the Commission and then the Court, and the Court
of Appeal, got to where it was, but the first question is, why not scorched earth, isn’t
that ensuring the least cost? That seems to be the approach that Winkelmann J took
in the High Court and the answer that | wish to demonstrate through the way in which
the Commission’s approached it and say that it's consistent with the Commission’s
judgment or in an area of judgment and appreciation, is that it discourages future
efficient investment in assets, because there is an ex ante risk of under-
compensation and if you have that, then you don’t get the investment. If you don’t
give the incentive, not only do you not get efficient investment, you won’t get the
takers for TSO regimes and Part 3 will be effectively a dead letter, apart from those

that are trapped already.
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Now if | can start, there’s a sequence I'll take the Court through briefly. Some of

these references in the page | handed up yesterday —

McGRATH J:
At some stage will you be taking us to that part of Justice Winkelmann'’s judgment

that you are critical of?

MR HODDER:

Yes, |, what | propose to do is to go through the Commission’s work and then go
through, both the Court of Appeal and Justice Winkelmann’s propositions. But can |
say now that what I'll be saying about Justice Winkelmann'’s judgment is that there is,
in our respectful submission, a fairly fundamental misconception there. She’s very
much focussed on what she described as Telecom’s actual costs throughout and we
say that simply what the issue is about, and if you correct for that then the rest of the

reasoning in fact —

McGRATH J:

Cost employed, meaning actually employed, | think is the way she looks.

MR HODDER:

That’s not, that's not clear that that's what she either says or what she intends from
that judgment.

McGRATH J:

Well, that, I'm sorry —

MR HODDER:

And that’s her concern.

McGRATH J:

— but you’ve removed my misconception at some stage.

MR HODDER:
Yes, so that’s where | will be coming to Justice Winkelmann, but I'm sorry that’s a bit

later in my sequence if | —

ELIAS CJ:
That's fine.
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MR HODDER:
— follow that sequence. So can | start with the Cornerstone paper, which is in volume

2 of the case?

ELIAS CJ:
Is there anything more on the statute that you want to refer us to in relation to the
submission that scorched earth would discourage future efficient —

MR HODDER:

It's all tied up in the word —

ELIAS CJ:

— operation?

MR HODDER:
— efficient, where it appears twice, once in the definition of net cost and once in the

section 84 reference back to section 18.

ELIAS CJ:

Yes, there’s nothing more than that?

MR HODDER:

No, although it's also tied up with the long-term benefit aspect of section 18 and

generally —

ELIAS CJ:

Long-term benefit to consumers.

MR HODDER:

Yes, which means you have to have a network there for the long term, rather than
drive it into the ground by getting cheap prices for the first few years. So we say that
that gets you away from the one-year timeframe, the collection of the money on the
annual basis. If you take into account long-term considerations, you're taking into
account the range of efficiencies, then that’s what drives the Commissioner’s

reasoning and we say it's perfectly legitimate.

ELIAS CJ:
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Because it seems to be quite a powerful argument you make that Part 3 would be a
dead letter except for those already trapped in it, are you going to explain how any
further — and it may be that you don’'t need to — how Part 3 applies to those who

come on board voluntarily? Would it not depend on the terms of their TSO Deed?

MR HODDER:
In part, but in part you can never predict the future —

ELIAS CJ:
Butis it —

MR HODDER:
— and if the net cost is always determined by the Commission, that’s going to be the

critical factor.

ELIAS CJ:
But that’s for the evening out of the pain, that's why it's determining the net cost. Is it
possible, I'm not sure whether it is, under the scheme of the Act, for an incoming

provider to receive a, for there to be an agreement that it obtains a set return —

MR HODDER:

Yes.

ELIAS CJ:
— under the deed?

MR HODDER:

That’s one of the alternatives.

ELIAS CJ:
| see, so it's not necessarily the case that Part 3 will become redundant because a
party coming in may, may provide for its own return, it’s just that Telecom is saddled

with this obligation, is that right?

MR HODDER:
Not, no | don’t think | can accept that as a full proposition. The Act undoubtedly

contemplates two kinds of TSO instruments.
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ELIAS CJ:

Yes.

MR HODDER:

One will have a specified sum and the other depends on a net cost calculation being
undertaken by the Commission. If you have a short-term arrangement that will
provide you with, let’s say its services for the deaf for one year or two years, then you
might contemplate that that’s relatively manageable, in terms of saying, pay me a
million dollars a year or whatever the number is and no ifs and buts and so on, so
forth. If it's a longer term process, there’s a more major investment in the network
that is going to last on for years, then putting in a fixed sum that doesn’t have some

adjustment arrangements or doesn’t reflect net costs is going to be incredibly difficult.

ELIAS CJ:

But the provider could provide for that in the deed, that is possible?

MR HODDER:
It's conceptually possible.
ELIAS CJ:

Yes, | see, thank you.

MR HODDER:
But the same issue would arise because in effect you would need to have some
adjustment for time at some point and either you negotiate that in advance or it’s

dealt with ex post by the Commission’s work under sections 84 to 92.

So “dead letter” may be slightly overenthusiastic advocacy in the sense that it's
possible for that part of the TSO to survive, if one can calculate it and deal with it in
the deed and it's accepted, but in terms of the clear part of the Act that’s directed to
the idea that the Commission has a role to play in long-term investments, then it

would, | don’t resile from the dead letter characterisation for that part.

ELIAS CJ:

But the Commission’s function is in terms of spreading the burden.

MR HODDER:
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In relation, it's one of its two functions. In relation to the agreed at the outset sum or

contribution, yes, it's only dealing with the second one.

ELIAS CJ:

Yes.

MR HODDER:
It also has to assess compliance.

ELIAS CJ:
Yes, yes, | understand, thank you.

MR HODDER:

| was about to turn to the Cornerstone paper if | could. This is a chronological
sequence, so | apologise, there may be some degree of repetition. That's to be
found at tab 30 in volume 2 on the case on appeal and firstly, turning to page 944,
there’'s a discussion there about the purpose of the Act. From paragraph 32
onwards, the Commission is referring to section 18 and at paragraph 33, the last
sentence, the Commission says, “In practice all aspects to the Commission’s
approach, estimating and allocating the cost, must be made in a manner that is
consistent for that purpose, i.e. section 18.” And then at 35, the Commission goes on
and says, “The key impact of the section 18 purpose statement on Part 3 is to require
the Commission in making determinations to minimise any distortion to the
competitive process, or to efficient investment.” And we said that's an entirely
justifiable proposition on the strength of the Act, you recall that Part 2 of the
Commerce Act is excluded and so it has to have regard to the competitive process,
an efficient investment is, we say, previously contemplated and long-term
arrangements and efficiencies referred to in section 18. Then at 36 it goes on and
says what it's proposed list of criteria are when it tries to apply these purposes and
the bullet points 2, and 3 and 4 are relevant to the incentive long-term aspect of what

| have been indicating to you.

ELIAS CJ:
I’'m sorry, I'm just trying to understand, | don't think anyone would have any difficulty
with that statement in para 35, but to what extent is the obligation imposed on

Telecom because the — because we don’'t have a competitive market for historic
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reasons. I'm just trying to work out whether there is a specific regime here, which the

statute contemplates, which doesn’t mean —

MR HODDER:

For Telecom alone?

ELIAS CJ:
Yes, yes in this — well in part.

MR HODDER:

We would say, no there can’t be.

ELIAS CJ:

No, | see, because you say —

MR HODDER:

Net cost has to be net cost, there can’t be net cost for Telecom and then another net
cost for everybody else. Or least an analysis on that cost.

ELIAS CJ:

But the ability to spread the cost to competitors, what's the purpose of that?

MR HODDER:
It's a way of distributing back to end-users the cost, so you start with the social policy

that people who would otherwise —

ELIAS CJ:
But surely it's there because there are some imperfections in the competition

provided by the existing industry.

MR HODDER:

Not necessarily.

ELIAS CJ:
Why?

MR HODDER:
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The efficiency would be that if you have — that's why you have the sort of the cherry-
picking aspect of competitive activities. The classic example given in this area is
normally servicing remote rural customers. If you were a new entrant, the last person
you want to serve is somebody up in the remote areas, you want to serve the people

in the central city areas.

ELIAS CJ:
Yes.

MR HODDER:

And so what the TSO does, what the original KSO does, is said, “No, no, we’re going
to have a flat rental on free calls for everybody in the country”. That’s inherently
uneconomic or inefficient, and then what happens is a way of balancing that across

end-users.

ELIAS CJ:

Yes, it's the social purpose point you were making.

MR HODDER:

Yes.

ELIAS CJ:
Thank you.

MR HODDER:

The next part of the Cornerstone paper | draw your attention is at page 969, which
again is where it comes back to the scorched node, | think we got to this yesterday,
but the paragraphs 161 and, through to 163, are explaining that it's the investment
factor that drives the Commission’s choice between scorched earth and scorched
node, and in particular 161, “On what basis do you make the choice? The rationale
for optimising the network is the key... Its purpose is to encourage efficient future
investment by TSP”, and it’'s the word “future” which | would emphasise because it

ties in the long-term factor.

ELIAS CJ:

Sorry, what paragraph are you at?
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MR HODDER:
Page 969 —

ELIAS CJ:

Yes.

MR HODDER:
— paragraph 161.

ELIAS CJ:
Thank you.

MR HODDER:

And then at 162 it notes the concern at the end of that paragraph, “If the pricing
regime is sufficiently ‘tight’, upgrade investments that are desirable for the physical
network may not occur because they exceed what may be required in the
scorched earth model and therefore not be remunerated.” And 163, “Under a
scorched node approach, this concern is reduced. The TSP will still only be
compensated for the capital required to construct an optimal network. However, as
the design and cost of that optimal network will be more similar to the TSP’s actual
network, the capital costs it will be compensated for will be closer to its actual costs.”
And at 164 it says, “Internationally, this is preferred.” And then it concludes at 164 by
saying, “It's crucially important to ensure that adequate levels of investment are
maintained and a scorched node model is more likely to serve this objective...” So

that’s the way the Commission addresses in the Cornerstone paper.

Can | turn then to the next in the chronological sequence | want to refer to, which is
volume 3 of the case on appeal, and this is a document called “The Guide” which is

at tab 32. It’s directed to access determination, which is part —

ELIAS CJ:
Sorry, can you explain paragraph 163 where it says that the TSP will still only be

compensated for the capital required to construct an optimal network?

MR HODDER:
Yes, because what is happening under the scorched node model is firstly that you

have optimised the technology from the switch to the customer —
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ELIAS CJ

Yes.

MR HODDER:
But within the network itself you are using replacement cost, which will be the optimal

equipment required to replace it. You don’t use the old equipment.

ELIAS CJ:
Always?

MR HODDER:

Yes. That’s part of what the Commission does. So it doesn’t say if you have to buy
the technology that was available 10 years ago or 20 years ago and replace with that
technology it might cost more, and if you buy the more efficient one it says, “You
must buy the most efficient one” inside the core network. So there’s two things going
on in the optimisation and improvement processes. One is new technology entirely
in relation to the new ways of doing it, potentially in relation to the outer area from the
switch out to the customer, inside the core network it's the optimal replacement cost,

what will be the most efficient way of replacing what’s there.

ELIAS CJ:

So it's not an optimal network, it's the optimised network?

MR HODDER:
That's probably — I'm not sure if there’s a big difference there. | mean optimal

network in one sense | know implies scorched earth —

ELIAS CJ:

Yes.

MR HODDER:
Within the confines of scorched node it is not the actual network, it is still a notional

network and it's been optimised in the ways I've been describing.

ELIAS CJ:
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But is this not consistent with the Commission then reasonably taking the view that

the copper wire delivery was optimum?

MR HODDER:

Yes, it’s not just copper wire —

ELIAS CJ:

Well or whatever your core network is.

MR HODDER:

The answer is, yes the Commission does come to that view, but within the network,
the core network there’s a whole series of components, it’s not just the copper wire in
the trenches and this process applies across the entire range of assets that make up
the core network. So | don’t know there’s any difficulty about the proposition that
Your Honour’s putting, which is the Commission recognises that within the core
network, broadly speaking that technology was the best available, but insofar as
there was any room to improve it because prices were coming down or some such,

then that would be taken into account.

ELIAS CJ:
Well what happens when that technology does get overtaken on your argument? Is

the Commission then obliged to reconsider?

MR HODDER:

At some point there’s a periodic overhaul of the model.

ELIAS CJ:
When?

MR HODDER:

That’'s a matter for the — well in effect, in legal terms, I'd say it’s at the point where it
goes beyond the point of being an acceptable model, so if | go back to where |
started from, the Commission has to make a judgment, provided that judgment is not

irrational or unreasonable.

ELIAS CJ:

Well suppose you had totally supervening technology?
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MR HODDER:
Then there’d be a much better argument to say that a decision was completely based
on a technology that is no longer being used, was no longer in the legitimate range of

options for the Commissioner.

ELIAS CJ:
| see.

MR HODDER:
But that’s not the argument here, unless you accept the overlay argument and the

scorched earth approach.

ELIAS CJ:

Yes, well it's the “unless” that we’re really dealing with.

MR HODDER:

And even then | don’t know that’s exactly what Vodafone is contending for, I'm still
not entirely sure that Vodafone still says it supports scorched node or not, but if it

does —

ELIAS CJ:
It did say that.

MR HODDER:
Yes. Well it said that in most of the Courts below, | thought the position yesterday
was, with encouragement from the Bench, my learned friend was moving towards the

idea of adopting scorched earth, which then would be a different categorisation.

ELIAS CJ:

Yes, | was just really trying to understand what the statute requires.

MR HODDER:
Well my point is this actually doesn't tell us.

TIPPING J:
Well the statute requires unavoidable costs to be assessed, whether costs are

avoidable or not, must take, or you must bear in mind investment efficiencies and
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incentivising future investment, is it really that is — well it's not an error of law to bear

that in mind, that’s the key point isn’t it?

ELIAS CJ:

That’s his argument.

MR HODDER:
And the only thing I'd add is that you read that phrase in section 5 definition as a

composite phrase, you don’t pick out word by word.

TIPPING J:

And one of the key points for me is whether unavoidable cost has been used by
Parliament as a term of art in an economic sense or whether it's simply been used,
you know, colloquially if you like. Now do we know that?

MR HODDER:

No, all we can do is know that as Justice Arnold said, we discussed briefly yesterday,

incremental cost is a term known to economics —

TIPPING J:

Yes.

MR HODDER:

— and incorporates an assumption of unavoidability, like you can’t avoid these costs
to produce one extra unit of product, but it's why the Commission and the paper we
were looking at yesterday has these three versions about what unavoidable might

mean because it isn’t an economic term of art.

TIPPING J:
And we’ve got nothing, as | understand it, to give us any guide as to what Parliament

was intending, if | may use that word, by the addition of the word “unavoidable”?

MR HODDER:
No.

TIPPING J:

And is that close to the heart of the dilemma?
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MR HODDER:

For brevity’'s sake the answer’s probably no in the sense that one doesn’t need to
have, in our submission, because the section 5 definition is simply one of the overall
Part 3 relevancies that | was going through yesterday. It's just one of the

considerations that has to be borne in mind and so it's —

TIPPING J:

Well speaking for myself, Mr Hodder, | think this is close to the heart of it. Because
Justice William Young seemed to be very much of the view that the key word was
unavoidable, and you know if that’s right maybe one consequence will flow but if it's

not right, if it's surplusage in effect, then another consequence might flow.

MR HODDER:
| agree if it’s a critical word and there is a, a clearer definition that can be given to it,
and it's relevant to what we’re talking about then that will obviously be important, but

we resist each of those propositions.

TIPPING J:

You want to make this as complicated as possible, don’t you?

MR HODDER:
| was trying to decomplicate it by removing unavoidable as an extraneous object. It's

simply part of the context with the definition of section, of the cost.

TIPPING J:
Well the more complicated it is, the more you're able to say, oh well the

Commission’s an expert body, they must have got it right?

MR HODDER:
That’s true, but section, sorry Part 3 is complicated, that's the essence of it, it's not

just about net cost, it's about net cost and the concept, and the context of Part 3 —

TIPPING J:

Yes.

MR HODDER:
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— having regard to section 18 —

TIPPING J:

Yes.

MR HODDER:
— and once you do that you don’t have a simple answer or simple question anymore,

that’s the argument —

TIPPING J:
We shall see.

MR HODDER:
And the, is there anything else on the Cornerstone document before | move to the
Guide?

ELIAS CJ:
No thank you.

MR HODDER:

So | was suggesting you looked at the Guide, which is at tab 32 in volume 3. Now
the Guide is in relation to access determinations and those, of course, relate to Part 2
of the Act and we’re concerned with Part 3, but the common theme of course, or the
common linkage, is section 18, purpose, which applies to both, and if | can ask the
Court to look at page 1079, you will see there at paragraph 63 and following a

discussion of efficiency and you will see —

GAULT J:
Could you repeat the reference please?

MR HODDER:
It's page 1079 of volume 3, and it's paragraph 63 — 1079.

GAULT J:
Thank you.

MR HODDER:
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And so at 63 the Commission’s asking, in a sense, the very question that we’re
addressing at this stage, what decision by it will result in competition for the long-term
benefit of end-users, and this says, “the Commission must consider the efficiencies
that may result’, that’s really a paraphrase of what section 18 requires. Then it goes
on to describe the forms of economic efficiency: allocative efficiency that resources
go where they’re most usefully utilised, productive efficiency which is you have the
lowest cost — and you'll see the phrase “least cost” is actually used in the definition of
productive efficiency there. But then dynamic efficiency, where service providers
invest, innovate and improve telecommunication services, increase productivity and
lower costs through time, and again I'm sorry but we emphasise the time dimension.
And the Commission goes onto say, “These are meant to be maximised in
competitive markets and in some circumstances”, I'm at paragraph 65, there may be
tension in particular between static, which is the first two forms, and dynamic. “As a
result, there may be tradeoffs in an attempt to promote efficient competition and the
long-term benefit of end-users”. And so the word “tradeoffs” is used again in 66.
And then 68, sorry 67, tradeoffs may be particularly acute in relation to
telecommunications networks because they're typically characterised by high fixed
cost and low marginal costs and also there new technologies decreasing the fixed

cost of constructing new networks.

Then 68, “Where there are tensions between short-term allocative efficiency and
long-term dynamic efficiency, the Commission takes the view that the latter will
generally promote competition for long-term benefit of end-users”. And that
proposition at 68 underpins the rest of the Commission’s work and the argument
again legally in this context is that that sentence is wrong as a matter of law, and
in my submission that argument cannot hold. It isn't a question of law and in one
sense it doesn’t matter whether the Commission’s right or wrong, but we would say

everything points to the Commission being right.

ELIAS CJ:

What is meant by the second sentence in 67?

MR HODDER:

Well it's again another description of why tradeoffs are especially acute in
telecommunications, and what | understand it to be saying is that new technologies
tend to decrease the cost but extend the economic value of existing networks. The

example might be the idea that you could use the old copper networks to get much
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more information down them by using different technologies than was originally
thought. So copper was thought at one point, not that long ago, to be going out of
fashion, then it was discovered in fact you could use some different technologies and
get much more information going down the copper than had ever been used
historically and so that made the copper much more valuable again. | think that’s
what it's trying to capture. Generally, technological improvements mean that most
things are coming down in value compared to their output, the sort of rule about
computing et cetera that’s increasing the productivity through the process, that's what

the first part of the sentence is talking about.

ELIAS CJ:
But what’s the second — | don’t understand what is meant by, “while also extending

the economic value of existing networks”?

MR HODDER:
Well as | say, my understanding is that that is an example where if you, while you

have some new technology is that maybe you can use the existing physical assets.

TIPPING J:

They’re new technologies that enhance the —

ELIAS CJ:
Its because new technologies are extending the economic value of existing

networks.

MR HODDER:
Yes. It's the difference between a technology as a packaging of the information, for

example, and using the physical assets such as a copper wire.

ELIAS CJ:
But it does mean that using radio, for example, built onto your copper wire

distribution, may mean that you don’t have to dig more trenches?

MR HODDER:
Possibly, yes. | don’t dissent from that proposition. If it's convenient | would then
move onto tab 33, which is the position paper and at page 1123, just briefly at

paragraph 22, but again quite a fundamental sentence in the scheme of this appeal.
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The Commission’s view is that an efficient service provider is one that makes efficient
decisions over time as to what services to provide and how to provide them. And we
say again that that is giving effect to the language of efficient service provider that
one draws from the Act by adding a time dimension, which then diminishes the focus
that Vodafone and Justice Winkelmann would put on static efficiency and least cost.
So again we say that the long-term context and dimension is extremely important in
relation to this and then it goes on in paragraph 23 to say, “We’ve taken this into
account when we talk about scorched node,” and we find that discussion on pages
1128 and 1129.

The conclusion is at paragraph 41 on 1129. “The Commission recognises that the
evolution of an efficient network design depends on past decisions. As a result,
assuming that an efficient provider can continue to wipe the slate clean each year (as
implicit under a scorched earth approach) runs a risk of under compensating the TSP
for efficient investment.” And then it goes on and notes that it has no knowledge of
any other regulator estimating the cost of universal service obligations using a full

scorched earth approach, and that’s its conclusion.

Now, I'll come to the 2003/4 determination that we’re concerned with in just a
moment but, just pausing here, the point, and I'm sorry to labour it, is that in our
argument the statements at 41 and 42, and indeed 43, are matters of judgment,
they’re not matters of law and there’s nothing in the Act that is offended by the

approach that’s taken here or in the previous passage that I've referred to.

So if we turn then to the actual determination under appeal, which is in volume 1 at
tab 6. This has got a little less to say on it than some of the earlier documents, but

it’s building on those earlier documents. So starting at page 115.

ELIAS CJ:

I’'m, sorry, lost.

MR HODDER:

Volume 1.

ELIAS CJ:

Yes, of the bundle of authorities?

MR HODDER:
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No, volume 1 of the case on —

ELIAS CJ:

Case.

MR HODDER:
— appeal. We're talking about the —

ELIAS CJ:
Yes.

MR HODDER:

— Commission’s determination —

ELIAS CJ:

Volume 1?

MR HODDER:
Tab 6.

ELIAS CJ:
Oh, tab 6, sorry.

MR HODDER:

And there’s a section starting on 114, identifying the net cost that we saw earlier, the
discussion of unavoidable incremental cost. | was drawing attention to the
discussion of efficient service provider that starts at the bottom of 115 and as | think
we've said yesterday at paragraph 36 when it says, “The Commission’s
acknowledged in the past a level of efficiency and model for TSO purposes, not the
maximum level of efficiency,” and that really means static efficiency and ties back to
the Cornerstone discussion. And then it goes on to say, as we’ve just seen, “The
Commission recognise that the evolution of efficient network designs is restricted to
some extent by past decisions.” And it goes to say, “That’s why we've taken the
scorched node approach.” On paragraph 37 it explains, “Some optimisation is
necessary to maintain incentives for efficient investment.” Then 38, it's rejecting

arguments about using marginal cost for existing mobile networks to lower the costs.
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BLANCHARD J:
Why wouldn'’t it take account of the mobile network that Telecom had decided to
construct and had constructed, so it was there as an alternative means of supplying

access to these customers?

MR HODDER:

Well, it wasn’t quite at that stage. It had required some work. If | can ask the Court
to turn to page 257, for example, of this document. This is a point that Arnold J made
at paragraph 102 of his judgment, but at page 257, and we’re in appendix 9 to this
same determination, dealing with the wireless cap proposal and from paragraph 708
onwards, there’s a discussion about areas of coverage, but at 710 and 711, point of
the matter, what's proposed is to adapt the existing Vodafone GSM cellular mobile
network, off Telecom’s network, and then it goes on to say, “GSM networks used, but
only for mobile telephony, are designed to deliver a performance which is inferior to
that anticipated in the TSO.”

So the point that Arnold J makes, and which we say is fairly made, is at this point the
Commission’s not saying that you can just switch to the mobile network, because
there are quality issues tied with landline services which mobile services couldn’t

offer, but that it was capable of adaptation for that purpose.

ELIAS CJ:

It's that judgment that they revised later?

MR HODDER:
They, yes, in the 2004/5 —

ELIAS CJ:

Yes.
MR HODDER:
Well, | think what they’re saying in this one is they think it's capable of it, if you adapt

it.

ELIAS CJ:
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Yes.

MR HODDER:

But it’s not just there sitting as an overlay ready to use —

ELIAS CJ:
No.

MR HODDER:
— and they’re blindly refusing to look at it. But then the costs of adaptation are a

different exercise —

ELIAS CJ:

Yes.

MR HODDER:

— which requires a further major undertaking.

TIPPING J:
Would there also be an issue as to whether it was consistent with the scorched node

approach?

MR HODDER:
Well, it's not, I'm assuming that if, that Blanchard J’s question was to say, putting
aside the scorched node approach, why don’t they just use the mobile network that’s

there.

BLANCHARD J:

Yes, and you're really saying as at 2003/2004 it really wasn’t there?

MR HODDER:

Yes. And there’s a second point, which is there are also fixed costs associated with
a mobile network which were never thought to be carried on in this process, and
paragraph 38, back on page 116 where you were, is actually a response to some
concerns expressed in Telecom’s submissions, which, | might just give you the

reference to it if | can find it quickly, volume 7, sorry.
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BLANCHARD J:

Have we finished with page 257?

MR HODDER:

Yes, but not with 116. If | can just interpret this without, just briefly to finish off the
answer to Blanchard J, if one can also look please at volume 7 at tab 83, and at page
3328, now this is a Telecom cross-submission on the revised draft determination, the
last draft before the final 2003/4 determination. But at 3328 —

ELIAS CJ:
Sorry, this is not the submission that the, that is being referred to at 116 then?

MR HODDER:

Ah, it is a submission that is being responded to, effectively, at paragraph 38 on 116.

ELIAS CJ:

No, but it's not the, this is a later submission using the —

MR HODDER:
No.

ELIAS CJ:

— same argument is it?

MR HODDER:

No, this, this submission | am taking to you now —

ELIAS CJ:

Oh, is the one they’re referring to?

MR HODDER:
Precedes what’s being referred to at paragraph 38.

ELIAS CJ:

| see, thank you.
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MR HODDER:
So paragraph 38 directly responds —

ELIAS CJ:
Yes | see.

MR HODDER:

— to the submission and so at paragraph 39 on page 3328, notes in the NSL is
representing, | think they are representing Vodafone in this context, certainly not
representing Telecom, so at 39 the Telecom submission notes that the other side
observes their costs do not include any fixed or common costs associated with
existing based stations and back haul. They note that mobile networks already exist
and hence the only costs that should be allocated are the incremental costs of
expanding the service to meet TSO needs. And then 40, in effect they are arguing
that a new entrant’s cost should be modelled on the assumption they can access
existing site assets at incremental costs. Applied consistently, that would apply to
Telecom’s sunk fixed assets as well, that is, the cost of a new entrant would be
modelled based on the assumption they could access existing fixed networks at

incremental cost, rather than build their own fixed or mobile network.

Then goes on to say in paragraph 41, “If the Commission’s aim were to estimate the
lowest incremental cost, given the existence of current networks, then this will always
involve modelling the continued use of the current network. In effect, this would
mean providing zero return on all existing assets.” This is clearly not the
Commission’s objective, we were saying nor is it the Act's objective. The
Commission’s objectives are, as they have been understood to date, “to model the
cost of a new entrant who would have to earn a return on all capital required to
provide this service, irrespective of whether that capital is already in existence.”
Then it goes on to deal with the real world issue, already supplied TSO service using
a wire technology. “If the incremental costs of replacing the wire with wireless were
lower than the incremental cost of continuing with the existing technology, then
Telecom would already be using the wireless technology. This kind of decision is

made regularly — for example for MAR sites.”

Then at 43, “However, the Commission is not modelling the real world here. Instead

the issue the Commission is addressing is the cost to provide the TSO service for a
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new entrant coming to the market with the cheapest technology available in that year.
This is a hypothetical construct. No-one suggests that in the real world Telecom
would change technologies.” So it’s the submission to which this one is responding
and this one which generates the Commission’s paragraph 38, saying we’re not
interested in an argument which relies on economies of scale or low incremental
costs derived from existing mobile networks because it doesn’t provide incentive for

further investment, it is treating them as — the existing assets as having a zero value.

BLANCHARD J:
What if they would have built them anyway because they were part of an overall
mobile network that they were constructing? Has the Commission looked at that?

MR HODDER:

| don’t know. Well, it's implicit in the discussion they’'ve had, they were able to
consider the general proposition, but in terms of the, | mean | don’t know if one can
avoid the history here, the history was that the quality required for these, for the TSO,
were quality that were defined in terms of landlines and, as we saw back at page 7,
whatever it was, there are issues around mobile technologies not getting the quality

of service, there has to be some kind of adaptation —

BLANCHARD J:

In that year?

MR HODDER:

At least in that year, | don’t know if —

BLANCHARD J:
What about later on?

MR HODDER:
I’m not aware where that’'s got to. | don’t know that the technology’s been modified

or adapted.

BLANCHARD J:
Wouldn't it be part of the Commission’s task to find that out?

MR HODDER:
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Yes, it could be if it was going to continue to model it.

BLANCHARD J:

Was it not, was not a part —

MR HODDER:
Well that depends —

BLANCHARD J:
— of their task to look at that in the two later years that we're considering?

MR HODDER:

Well there’s a different issue arises there, the Commission said, yes but we have to
compensate for what that nets off so we’re not going to do it. It's a different
argument, the same point. We have to compensate to maintain the NPV=0 principal
so rather than do that we just won’t model. So they haven’t done it for that reason,
but recognising in the later decisions that at some stage they’ll have to reinvestigate

their whole model.

BLANCHARD J:

Well, we’ll no doubt come back to that later.

MR HODDER:

We will be coming to the NPV=0 aspect, particularly in relation to the second appeal.
So in terms of the 2003-4 determination, apart from those paragraphs we’re looking
on pages 115 and 116, the same point arises and is made in relation to depreciation,
for example, at page 121 of the volume. You will see at the top of page 121 in
paragraph 71, in the depreciation context, “... the primary concern of the Commission
is to select a methodology which enables a TSP to recover the cost of prudent
investment in providing the TSO, but no more than that amount... Investments in
infrastructure... are mostly long-lived and irreversible. In order to allow the TSP to
recover the cost of prudent investment, the TSP must have the expectation of
recovering the costs of such investment over the period in which the assets can be
usefully used to generate revenues”. So | don’t wish to labour the obvious, but the
costs that have to be considered in the Part 3 context include the cost of capital.

That means getting the capital back, otherwise you suffer a cost in getting a return on
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it, that's a reasonable rate of return, and that ties back into the NPV=0 principle which
we’'ll deal with more in relation to the second appeal.

Now, perhaps just finally, because of the interlink between efficiencies and cost — can
| look at the 2004/5 determination, which is in volume 2 of the case on appeal at tab
25, and invite the Court to look at page 512 or 511 perhaps to start with. Now this is
after the 03/04 determination that this first appeal is concerned with, but this is a
more extended discussion of the efficiencies that we looked at included in the original
Cornerstone paper and the Guide paper. So, starting at paragraph 41 on page 511,
you'll see that at paragraph 42 the Commission is saying, we’re looking at the
meaning of “net cost” including the term “efficient service provider” in the context of
both Part 3 and the general legislative context of the Act such as the purpose
statement in section 18. Paragraph 43, “Any modelling... must reflect the cost of an
efficient service provider. The reference to an “efficient service provider” principle
does not in itself produce a single definitive approach that is free of controversy.”

And we say that goes to whether this is a question of law or not. And then 44 —

ELIAS CJ:
If they’re right?

MR HODDER:

Sorry?

ELIAS CJ:

If they’re right, that it doesn’t produce a single definition.

MR HODDER:

I’m not sure even Vodafone claims it produces a single —

ELIAS CJ:
No | suppose that’s right.

MR HODDER:
If they did | missed it, but | didn’t understand them to be going that far.

In paragraph 44, “An efficient service provider could be defined as one who produces
a given quantity... for the lowest possible cost”, i.e., productive efficiency or static

efficiency. “The desirable level of efficiency could also be referred — determined by
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reference to a competitive or contestable market standard, where incentives
operate... The Commission considers that imposing the highest standard of what is —
effectively static efficiency possible — is unreasonable, particularly in the context of
assessing the net costs of a social policy obligation”. And then over the page at 512
we see again at paragraph 52 the three types of efficiency that we saw from the
Guide, and a slightly extended discussion of each of those, that | particularly draw
attention to 55 onwards. So at 55 talking of allocative efficiency, the Commission has
considered allocative efficiency by using a long-run incremental cost methodology as
a proxy for long-run marginal cost, but the increment’'s measured over the supply of

the entire service. So it's equivalent to a long-run average of supply.

In 56, allocative efficiency is a less directly relevant consideration here.
On productive efficiency at paragraph 58 the Commission says, “We've used the
historical cost of Telecom only to a limited extent. The Commission has employed a
formal optimisation technigque using replacement cost to determine the asset base

from which the normal rate of return on and of capital is calculated”.

59, and that’s a standard valuation method for regulated telecommunication services,
and at 62 and 63 comes back to its theme, “It's unreasonable to impose a standard
of efficiency that completely disregarded the costs that Telecom experiences and in
doing so could, in itself, give rise to inefficiencies. While it is appropriate to depart
from the actual historical costs faced by Telecom, the Commission considers that the
TSO costing exercise should still have some regard to these costs. Other efficiency
considerations are also important... If investments that appeared prudent at the time
cannot be recovered because of inappropriately restrictive regulatory settings this
could create a strong disincentive for any future investment by the efficient service
provider”. And then dynamic efficiency is again addressed in 64 through 66 and
using the formula of NPV=0. It's the most efficient form of efficiency in practice as it
relates to the ongoing investment and supply of services to end-users over the

medium to long-term.

ELIAS CJ:
So why do you say — this is in 63 — that if the Vodafone proposal is adopted it would

mean that the restrictive regulatory settings would create the disincentive?
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MR HODDER:

As | understand it, if Vodafone is contending for scorched earth then every year you
start again with no regard to the existing assets and the gap between the capital
employed in the notional network and the capital employed in the real network
becomes so great that there’'s — and with the trend downwards of efficiency in the
notional network there’s no recovery, and if you transfer that to an ex ante scenario
there’s no incentive to invest if you have to take that risk. Because you're not going

to recover your capital.

ELIAS CJ:

It's material to your submission that this is the regulation of price effectively, isn’t it?

MR HODDER:

It is, in respect it's hard to see how it could be otherwise when it's fixed by the
Commission. So this is the, these couple of pages, in a sense, where the ties and
the question of efficiency, efficient service provider, historical investments and
dynamic efficiency come close to the heart of both this appeal and the next one
insofar as they're then tied to this NPV=0 theory. The NPV=0 principle, in our
submission, serves the purposes of all parties in a balanced way insofar as it says if
you invest $100 million at the outset, or if you are deemed to have invested a $100
million at the outset, then you will get $100 million back at the end of the process,
plus a reasonable return on capital. There’s no windfall gain to anybody in this
process because the cost, well unless you assume the costs are sunk and have no
value, but the comparator is the competitive market where the capital cost is
effectively related to the cost that would be faced by a new — building an optimal

network.

And just to conclude on this, we’ve seen it before, but at 68 the Commission is
confirming what it said earlier — where there are tensions between the different kinds
of efficiency the Commission consistently takes the view that dynamic efficiency will
generally better promote competition for the long-term benefit of end users. And as
the Court knows, my argument is that’s a perfectly legitimate economic approach to
take, but the Court doesn’t actually have to decide that, that's a matter for the
Commission to decide. It doesn’t involve a question of law, and it doesn’t involve a
question of law because nothing in this analysis that the Commission’s undertaking is
contrary to any specific provision in the Telecommunications Act.

TIPPING J:
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Is this submission that within this complicated area, with these different types of
efficiency, what weight you give to any one or other of them is a matter for the

Commission?

MR HODDER:
Yes. Provided it stays in the bounds of rationality and reasonableness.

TIPPING J:
Yes.

MR HODDER:

Yes. Can | turn then to the Court of Appeal’s judgment and address both the
President’s judgment and then go on — [I'll deal, if | may, with the President’s
judgment and then Justice Winkelmann’s judgment, and then come back to Justice
Arnold’s judgment, although | figure I've probably covered most of the points that
Justice Arnold makes. So that’s the Court of Appeal judgment, is volume 1 at tab 3.
Now we’ve addressed the President’s judgment in our written submissions and |
wasn’t going to spend a great deal of time on that, | just wanted to make two points in
relation to this core issue about why not scorched earth. So at page 23, in paragraph
48 the President has as a sort of a platform point that, at least prior to 2003 and 4,
the scorched node approach was right, or nothing wrong with it, and he says, so
beginning in the second sentence of paragraph 48, “An efficient service provider will
make long term investments in the infrastructure which are necessary to provide the
required services. A system of modelling, which operates on the basis that those
investment decisions are, in effect, up for grabs on an annual basis, would not make
any sense.” “On the other hand”, he says, you can’'t regard scorched node as
“implicitly embedded in the statutory scheme.” And we don’t contend that scorched
node is embedded in the scheme, we say it's a matter of judgment for the
Commission to decide, but what the President is recognising is that there is a time

factor of a kind that | have been stressing in my submissions to the Court.

And it's perhaps significant that at the end of his judgment, in paragraph 57 on page
27, that the President upholds the Vodafone appeal on limited grounds, or would’'ve
upheld it on limited grounds, he says at 57, | recognise the complexities and address
these judgments, address the reasons given by the Commission. “My approach
comes down to the conclusion that Vodafone argument is more formidable that the

Commission recognised. In this difficult area it would obviously neither be right nor
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practical for a Court to come up with its own determination... | emphasise that | have
not concluded that on such reconsideration the Commission would necessarily be
required to adopt the Vodafone methodology.” But if it's not required to adopt
scorched earth, then what is the error of law? The opposition against me, as |
understand it, is that if it is a matter of law, scorched earth would have to be adopted

— not even the President says that. The President just says —

ELIAS CJ:
Well, he says they didn’t do the exercise.

MR HODDER:

He says, “You didn’'t do the exercise properly”, he doesn’t say you must come under
scorched earth. What he says is, “| don’t think you considered mobile technology
properly” and that's the argument. Now we say the argument on that is, doesn’t
stand up to the arguments advanced by the majority in relation to that, but insofar as
the proposition is they must read the Act to mandate scorched earth because that’s

what’s going to give you the least cost, then not even the President is saying that.

However, if | turn to Justice Winkelmann, | apprehend that she may be saying that.
And so I'm —if | can move then to her judgment, we're talking here of the judgment at
volume 1 tab 11, and if we could perhaps — sorry, if we could look at just a couple of
paragraphs, as | say I'll be coming back to Her Honour’s judgment in relation to the
second appeal a little later, but can | start on page 376 of the case at paragraph 63,
so Her Honour says, “Although the Act does not provide the Commission with a
formula to calculate net cost as defined”, and we agree with that, that’'s why we say
it's a matter of judgment within balance, she goes on to say, “it does provide a
framework”. That, | think, is the same concept as the legal limits referred to by this
Court in the Unison Networks judgment I'll come to later as well. Then each of the
propositions she offers, with respect, has some problems with it. So firstly she says,
“Telecom is to provide the Commission with its calculation of the net cost of

complying with the TSO instrument”.

ELIAS CJ:

Sorry where are you? What paragraph?
MR HODDER:

63, subparagraph 1.
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ELIAS CJ:
Thank you.

MR HODDER:

Now, what needs to be understood there is it's providing its calculation of net cost in
accordance with the Commission’s requirements, and the Court will recall | took it to
the letter from the Commission to Telecom saying, “When you send us your net cost
calculations, you will use our model and our inputs, including our cost of capital”.
That point is not recognised anywhere, here or anywhere else in the judgment. And
then in subparagraph 2, in its determination of the net cost, the Commission was
taken into account that there was a reasonable return on the incremental capital
employed by Telecom in providing the services. But it's not the capital employed by

Telecom, it's the incremental capital calculated in accordance with the Act.

ELIAS CJ:

That an efficient provider would have to employ?

MR HODDER:

Yes, it's an ESP’s capital, it's not Telecom’s actual capital and with respect, that —

McGRATH J:

It's an interpretation of section 84(1)(b) this turns on, does it?

MR HODDER:
Yes. And if one looks at 84(1)(b), the matter to be taken into account is the provision

of a reasonable return on the incremental capital employed in providing the services.

McGRATH J:
And Justice — this is where she later talks about “actually employed”, | think, in

relation to this, does she not?

MR HODDER:
| think so, she uses the phrase, “actual cost” or “actually employed” repeatedly

throughout the judgment.
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ELIAS CJ:

But this was a question | asked yesterday, because 84(1) in the top, refers to net
cost, the defined terms, but in (b) seems to be referring to the incremental capital
employed in providing the services to the customers, it doesn’t seem to be, | wonder
whether there is a difference between the ESP, the hypothetical, and the actual

capital here?

MR HODDER:

With respect we say there can’t be —

ELIAS CJ:
Yes.

MR HODDER:
Because (a) you’re not calculating the actual capital employed by Telecom, what

you’re calculating is the capital that the ESP would be employing.

ELIAS CJ:
But it would have been possible for the Commissioner — this is the information that

has to be provided to the Commission to do its calculation, isn’t it?

MR HODDER:
Well, it’s all purposes. It's in calculating the net cost under section 83 in preparing a
draft under section 88 in determining the final net cost under 92, it applies to each

stage.

ELIAS CJ:
Yes, but is it not possible that the scheme is that the provider does provide the
Commission with its actual costs, and if the Commission had been doing a top-down

calculation then that would’ve been necessary.

MR HODDER:
Yes, in that case you would then be dealing with the real network and real capital if

you had a top-down approach.

TIPPING J:
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And determining the net cost under section 92. The net cost —

MR HODDER:

Is an efficient service provider.

ELIAS CJ:
Yes.

TIPPING J:
You can have an efficient service provider, so paragraph (b) must be referring to an

efficient service provider.

MR HODDER:

That’s our argument.

ELIAS CJ:
Well, it may be however referring to the provision of the actual costs from which the
Commission, applying top-down methodology, could arrive at an ESP net cost figure.

Because on that methodology it would have to —

MR HODDER:

It certainly would encompass that if you used top-down.

ELIAS CJ:

Yes.

MR HODDER:

| mean, the original proposal by Telecom was to say, “Here, we’ve got a model which
pretty much replicates what we do, and we think we’re efficient with a, sort of a small
margin, and so just use what we’re giving you.” The Commission goes through to
some difficulty or to some pains to say, “No, we won’t do that, we’ll make our own
model, which is a bottom-up model,” which is described in all these various
documents that are littered in the case on appeal. But if it had done a top-down, then
84(1)(b) would certainly cover the capital actually employed by Telecom, if that's the
way we’re looking at it. But it's also wide enough to capture the general concept of
the ESP, and the only reason it would be applying to Telecom’s actual capital was if it

accepted that Telecom was an ESP. Butas | —
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ELIAS CJ:
But it’s got to arrive at the capital that would be employed by an ESP, but that doesn’t
mean to say that the exercise that the TSP has to undertake first doesn’t entail

providing actual calculations.

MR HODDER:

Well, that rather depends on the Commission’s requirements.

McGRATH J:
Might not the capital actually employed be relevant, even to an ESP-based figure?

MR HODDER:

Well, in one sense, perhaps, but the only reason you try and identify the capital is to
figure out what the cost of it is, so you can give a return for it. And if you're not going
to give a return based on Telecom’s own capital, it's not much use to it, or anybody,
in reviewing that. What you're interested in is the actual capital that you're attributing

to the ESP, for which you're going to provide compensation.

ELIAS CJ:
It would have been easy for 84(1)(b) to have made it clear that it was a reference to a

notional ESP, and it doesn’t.

TIPPING J:

But that, with respect, that's what the section’s all about. | mean, we may have a
preliminary disagreement here, but it seems to me that if the whole exercise is to
determine net cost, you have to bear in mind what net cost means, and if it means “to
an ESP” then everything that follows must logically, unless the contrary is clearly

indicated, be referable to an ESP.

MR HODDER:

That's our argument, and if Telecom is treated as an ESP —

ELIAS CJ:
But if top-down methodology had been adopted and was envisaged by the scheme of
the Act —
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MR HODDER:

Yes.

ELIAS CJ:
— and that is an issue that maybe does arise, then you would start with the actual
costs and then you would discount it by the savings that you would expect an ESP to

make.

MR HODDER:

Well, you’d discount the capital as well.

ELIAS CJ:
Yes.

MR HODDER:

So what you’d do is, you'd start with the proposition that Telecom is there or
thereabouts as an ESP, it's not quite that, let's say it’s, the regulatory decision is it's
10% inefficient. So you work out what its capital was, then knock off 10%, and so
give it a return on 90% of its capital. So that way it would work with a top-down

approach.

ELIAS CJ:

Mmm.

MR HODDER:

But you still, the end result is a reasonable return on the 90%.

ELIAS CJ:
Oh, yes, the end result, | totally accept, is the net cost as defined under the Act,

which entails assessment as if it were an ESP.

MR HODDER:
Then | don’t have any difficulty with that proposition.

TIPPING J:
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Part of the problem is that this section as a whole is ducking between the abstract

and the actual, and because (2)(b), for example, would seem to be actual.

MR HODDER:
Yes, in terms of revenues there’s a greater focus on the actual. It is costs which are

the hard one, because costs are by definition always going to be difficult to assess.

TIPPING J:

Oh, this legislation is...

BLANCHARD J:
| suppose it has to have an element of vagueness in it, because it's not prescribing
the method of valuation —

MR HODDER:

Correct.

BLANCHARD J:

— and leaving that for the Commission.

MR HODDER:

That's our submission.

Now, | think | was at paragraph 63 of Justice Winkelmann’s judgment, and we're
looking at paragraph (ii) and, with respect, we say that that is a difficulty that she
creates for her reasoning for the rest of the judgment. And in paragraph (iii) —

ELIAS CJ:
Well, she does acknowledge that the cost it calculates must be the unavoidable net

incremental costs to an ESP.

MR HODDER:
In that case, it’s difficult to understand why she’s emphasised the words “employed

by Telecom.”

ELIAS CJ:
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Well, it depends on what 84(1)(b) means.

MR HODDER:

Well, | accept that she says, that what she says in the last sentence comes closer to
what we say the Act requires, but the use of italics in judgments is relatively rare, |
am assuming it's of some significance and, with respect, the significance is

misplaced.

McGRATH J:
So, Mr Hodder, just to make sure that this, as to the importance of this point, you
really say the rest of the judgment largely turns on it, do you?

MR HODDER:

Yes, | do, | think there’s a confusion, with respect, that arises with that judgment,
because it isn’'t clear that she has not actually focused on Telecom’s costs. So her
concern, as the Court will know from reading her judgment, is that there’s something
fishy going on here because Telecom’s actual costs are lower than it's getting from

the return that the Commissioner’s offering.

BLANCHARD J:
The point you're making, | suppose, is referable particularly to the second sentence

of paragraph 68.

MR HODDER:
Yes, but it crops up in a whole series of places throughout this critical part of the
judgment. | was going to ask the Court to look at paragraph —

McGRATH J:
And she — | think it's really the, comes back to the criticism Mr Gray’s advancing,
doesn’t it? It's on this basis, she says, the Commission should have been paying

attention to the historic nature of the costs.

MR HODDER:

Yes. And the answer to that of course is that when you're calculating costs there are
various ways of doing it. If you choose not to use historical costs and you're using
replacement costs going forward, because there is a cost of capital, then that

becomes a somewhat irrelevant question, whether or not...
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McGRATH J:

Yes.

TIPPING J:

At least we've got a nice clear point of law here, Mr Hodder.

McGRATH J:
Yes.

TIPPING J:
Something of a relief.

MR HODDER:
At this stage, the only other paragraph | was going to draw attention to was
Her Honour’s paragraph 75 on page 380, and it's the last part of that which is similar

to paragraph 68, that Justice Blanchard drew attention to.

ELIAS CJ:
Paragraph...?

MR HODDER:
75, Ma'am. Now, there are some other points of criticism, but I'll leave those to the

argument that comes a little later.

So, our point is in relation to those two judgments — | don’t understand that it's
possible to read the President’'s judgment as saying the law requires a scorched
earth analysis, and if that is what Justice Winkelmann is saying, and it seems to be
the logical corollary of what she’s saying, then, with respect, we disagree and invite

the Court to come to a different view.

McGRATH J:

Could you just give us your best part of this judgment for saying that's what she, her
conclusion is, that she in the end comes down to favouring scorched earth.
Because, | must, say, | hadn’t seen that, | thought she was really just critical of the

failure to apply the model as “statutorily defined”, to use the phrase in 75.
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MR HODDER:
What in effect | understand Her Honour to be doing is really dissenting from the

majority in the Court of Appeal on this approach.

McGRATH J:
Yes.

MR HODDER:

She doesn’t accept that, and the Court of Appeal majority is saying, “Scorched node
is available to you because you have to take into account, or you're entitled to take
into account, incentives for investment going forward.” And she says, “No, I'm not
accepting that. What I’'m concerned about is that Telecom is being paid more than its

actual costs.” To avoid that, the answer would be a scorched earth approach.

McGRATH J:
Okay, so it's more your deduction as to the consequences of what she’s saying,
rather than any acknowledgment on her part, in this judgment, in Her Honour’s part in

this judgment?

MR HODDER:

Well, if we go back to paragraph 66, Your Honour, on page 377 | think it is, which is
the point where she is implicitly clearly disagreeing with the majority of the
Court of Appeal, where she says, “It seems unlikely the model developed by the
Commission was ever well designed to function as a cap or check on the actual costs
that Telecom was able to recover from other liable persons.” Now, there really
weren’t that many choices between scorched earth and scorched node, and there
she’s clearly rejecting the scorched node. So yes, | am taking the inference from

there and elsewhere that she is saying there should be a scorched earth approach.

McGRATH J:
Thank you.

ELIAS CJ:
Do you disagree with what's said later in that paragraph, | mean, | assume you do.

“The model is tied to the configuration of Telecom’s network as at 20017, it is isn’t it?

MR HODDER:
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Yes.

ELIAS CJ:

But you say if you adopt a dynamic approach, you have to — ?

MR HODDER:

Well it’s certainly a legitimate option to the regulator to say, “If | wipe the slate clean
under a scorched earth approach, then | will disincentivise investment and the
dynamic efficiency will suffer.”

ELIAS CJ:

And similarly the next sentence, “This means that new technology, even technology
already used by Telecom... must be incorporated into the network in an artificial,
possibly inefficient, way, thereby lessening its cost-reducing effect.” That’s true too?

MR HODDER:

That is true.

ELIAS CJ:

Yes.

MR HODDER:
And the Commissioner recognises it won’t have the most ruthlessly efficient model, it

says so explicitly —

ELIAS CJ:

Yes.

MR HODDER:

But it's doing that because it has to balance the efficiencies of new technology
coming into the network with the efficiencies in new investment, which will be
deterred ex ante if there was a loss of capital effectively guaranteed by the

methodology.

ELIAS CJ:
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But that’s really what she says, is not complying with the section 5 definition.

MR HODDER:

Itis, but it's also her criticism of the scorched node approach, because —

ELIAS CJ:
Yes.

MR HODDER:
And the scorched node approach says you would use something like MAR or
possibly mobile technologies as an adjunct to the core network, when she’s

describing that she says, “That’s artificial and possibly inefficient”. Well it may be.

ELIAS CJ:
Which it is.

MR HODDER:
But if you're going to assume the core network then all that’s left are adjuncts, and it
doesn’t give credit to the fact you're achieving efficiencies between the switch and

the customer on the part you have scorched.

ELIAS CJ:
Where is the — don’t take me to it, but where do | find the reasoning as to why the

node was chosen as the limit of the application of new technology in the model?

MR HODDER:

| can’t give you that immediately —

ELIAS CJ:

| mean there are a lot of conclusionary statements, but —

MR HODDER:
Why did they stop at the node?

ELIAS CJ:

Yes, | didn’t seem much in the way of reasons provided for that.
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MR HODDER:
| don’t know that | can refer to it at this stage, I'll consider it if | may at the

adjournment. | have nothing to give you to hand.

ELIAS CJ:

That’s fine. It may be there isn’t anything, but if there is, I'd like to have a look at it.

MR HODDER:
I’'m sorry, my assumption at this stage is that that is a technology or a methodology

adopted from elsewhere.

ELIAS CJ:
Yes, | think they make that reference.

MR HODDER:

That’s the assumption.

ELIAS CJ:

The trouble is one doesn’t know whether it's in the same sort of context at all.
Anyway, thank you.

MR HODDER:

Now, | was thinking about going through Justice Arnold’s judgment, but in effect |
think we’ve covered most of the points Justice Arnold makes, but I’'m happy to go

through it if the Court thinks it would be useful.

McGRATH J:
| would like you to perhaps go through quickly, but I'd certainly like to look at what

he’s saying in context.

MR HODDER:

In that case, can | start with his paragraph 91, so we're back at tab 3 of volume 1 of
the case on appeal, and in my — it may be useful to start at page 40, which is where
paragraph 91 is and he notes, “The argument before us is there is no direct
challenge to the Commissioner’s decision to adopt a scorched node methodology,
although as | say below | consider that Vodafone’s approach is inconsistent with it.

As | see it the methodology has much to commend it. The scorched earth approach
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may be economically pure, but it's doubtful that it is realistic, given that it would not
allow TSO service providers to recover the costs of investments that were efficient
when made, an an important consideration in telecommunications which is
characterised by large capital investments and rapid technological change. In my
view, the Act, like the Commerce Act, is not concerned with the abstract economic
theory, but with the application of economic concepts and principles in the real world
setting. It establishes a regulatory regime which incorporates economic principles,
but is based on the reality of New Zealand telecommunications markets.” And I'm

surprised that we endorse that, and invite this Court to endorse that as a proposition.

And then 92, “The Commission’s decision to adopt a bottom-up model incorporating
a scorched node approach reflects the Commissioner's assessment of the
appropriate balance to be struck between the various interests at play. A top-down
approach would have started with Telecom’s actual costs and modified those... The
Commission considered this insufficiently rigorous and chose a bottom-up, scorched
node approach, which it considered created stronger incentives for efficiency. But it
also recognised that to assume a TSP could ‘wipe the slate clean’ each year... would
run the risk of under-compensating the TSP for investments that were efficiently
incurred.” That clearly is echoing precisely what the Commission has done, and its
thinking about these matters to date.

ELIAS CJ:

And the backward-looking approach that’s adopted and endorsed here, you say on

the statute, is derived from section 18. There’s nothing else, is there?

MR HODDER:

And the concept of the efficient service provider. The efficient service provider will
make efficient decisions over time. So if it makes an efficient decision in year one,
there’s not an inefficient decision in year five, they'd still be acting as an ESP when

it's providing services over a period that extends beyond one year.

TIPPING J:

You've got to give it such respect as the new circumstances allow or suggest —

MR HODDER:

Yes.

TIPPING J:
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You can'’t simply say, we’ll forget, because otherwise people won'’t invest.

MR HODDER:

Well, the assumption | suppose | should make explicit a premise is that your notional
ESP has a continuing existence, you don’t hypothesise a new ESP every year. And
so it's not a sort of a perfect ESP, it may with the benefit of hindsight prove to have
made a decision that wasn'’t efficient with the benefit only of hindsight, but it was
efficient at the time it was made, you don’t deem it to be an inefficient ESP in the

subsequent years and so it's the timing factor that becomes critical again.

ELIAS CJ:
But it's a timing factor in the context of the telecommunications industry which has a

very high risk of technological stranding.

MR HODDER:

Yes, well that — | mean partly we come to that, we go with tilted annuities.

ELIAS CJ:
That is factored in, you say?
MR HODDER:

Yes.

ELIAS CJ:

Yes.

MR HODDER:
So, that’s all perfectly understandable, and that comes into the depreciation regime.

If you note —

ELIAS CJ:

That comes in in favour of the TSP in the depreciation regime in its application.

MR HODDER:

Well the favour just simply helps the TSP recover its capital.

ELIAS CJ:
Helps it.
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MR HODDER:
So if you have rapid change then you depreciate your assets over three years rather

than 20 years.

ELIAS CJ:

Yes, I'm just wondering about the combination of the two, the — | would’ve thought
that the depreciation regime is where you recognise the technological risk in this
industry, rather than in the —

MR HODDER:
Well it crops up at various points. One is the depreciation regime, one — there’s an
argument about this, but one may be in the asset beta area —

ELIAS CJ:

Yes.

MR HODDER:

Then there’s the question of the valuation of the assets themselves.

ELIAS CJ:

They’re all going one way?

MR HODDER:

Well, all they’re doing is trying to recover the cost of capital, the cost of capital means
you must get your capital back and you get a reasonable return on it. But one point
that | should have perhaps made in discussing Justice Winkelmann, she has little to
say about dynamic efficiency, and seems to assume that if you have technology that
is new technology that will push the price down, but that doesn’t have regard — and
I'll deal with this later on in more detail — doesn’t have regard to the depreciation
factor. If you're going to write your assets off over three years, then you'll be
recovering at high prices down the stream in those three years than if you're writing
over it for 20 years. So if the consequence is to say, “We want to reduce the costs”
you don’t do it by being more brutal, in a rational system that will just push up the
price through the return of capital. Anyway, I'll come to that in more detail when we

spend more time in tilted annuities.
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If it's convenient, | was going to turn next to page 48 of the case, where
Justice Arnold has at paragraph 111, and following — and this again is coming back
to the scorched aspect of it. Counsel for Telecom submitted that Vodafone's
approach to mobile technology result in the scorching of part of Telecom’s core
network, contrary to the premise underlining this Court’s node model, that's why the
Commission rejected it. Justice McGechan in the High Court accepts that. | agree,
and with respect I’'m not sure that’s really in dispute. Well, subject to the question
about using it as an overlay, but to the extent that you're using and making redundant
assets, then you are in effect scorching, by making redundant part of the core
network which has been defined for the purposes of the model. And then paragraph
112 identifies the contradiction, and then His Honour goes on to discuss the
President’s approach in paragraph 113, and concludes by saying the President’s
approach implies that the Commission should have been willing to apply a scorched
earth methodology. And then 114, explains his reasons for saying | don’t accept that
the Commission has simply applied its scorched earth model, rather scorched node
model, rather than applying the statutory tests, nor do | agree that it should have
applied a scorched earth methodology. And those, that sentence sort of captures the
major issue for this Court on this appeal. The — if the Judgment of Justice Arnold is
correct and his conclusions are correct then, as we say they are, then that pretty
determines the appeal. And then what he does in the rest of that is to go on and
articulate the points | have been making and talking about the balance of

considerations that the Commission is entitled to have regard to.

And then at paragraph 124, well perhaps | can just pause at —

TIPPING J:

Could I just have a little bit of help — where Justice Arnold says in the middle of 114,
“But | do not think it reasonable to expect that the Commission should, on the first
occasion that mobile phone technology was capable of meeting the quality

standards” —

MR HODDER:

Yes.

TIPPING J:
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| thought you said that it wasn’t the point we’'re concerned with, at least in one of

these appeals?

MR HODDER:

Can I invite Your Honour to look at page 44 for a moment, please, at paragraph 102?

TIPPING J:

It's just a matter of clarification probably.

MR HODDER:
Yes | think there’s clarifications at paragraph 102.

TIPPING J:
Good.

MR HODDER:

So he says, “It's important to understand the basis on which the Commission
introduced the MT cap. The Commission accepted that mobile technology was
technically capable of meeting the standards”, and he emphasises those words.
“This is not the same as saying that the service that would have been provided to
CNVCs from an existing mobile network (unadapted) would have met those
standards”. Then he refers to the paragraph | took the Court to a few minutes ago, at

paragraph —

TIPPING J:

| see, that’s fine, thank you —

MR HODDER:
And then he carries on —

TIPPING J:
— I'll just make a note to refer back to 102.

MR HODDER:

Yes.
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ELIAS CJ:

Just because we’re on the page —

MR HODDER:
Which page, Ma’am?

ELIAS CJ:
Sorry, page 44, but looking over at page 45, the quote from the Commission’s

determination at para 40 —

MR HODDER:
Yes.

ELIAS CJ:

— did you take us to that paragraph?

MR HODDER:

Yes, that's the one just after the one where they talk about marginal cost not being

acceptable.

ELIAS CJ:

Yes.

MR HODDER:

It's in volume 1 of the case on appeal, at page 115, 116.

ELIAS CJ:
Right.

MR HODDER:

And there’s a group of paragraphs, | focused on paragraph 38.

ELIAS CJ:
How does that approach that it will accept the lowest cost technology consistent with
the scorched node approach, how does that fit the definition of net cost? | mean

that’s really what the President is saying.
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MR HODDER:

Well, it's deeming that to be consistent with what an efficient service provider would
do, and to some extent it'’s taking over the efficient service provider persona but to try
and get to what an efficient service provider would do, which is the criteria it's

applying including an efficient service provider —

ELIAS CJ:
Yes, it's just saying that the scorched node approach is — parallels what the

Commission expects of an efficient service provider?

MR HODDER:

Possibly better to say it's the best proxy that can be constructed.

ELIAS CJ:

A best proxy, yes | see.

MR HODDER:

And so it’'s consistent with that proxy that in the adjunct areas you use the lowest cost
technology, that’'s what it was saying in 2003-4, but maintaining the integrity of the

scorched node approach.

So if it was convenient | was going to then touch briefly, | think, on paragraph 124.
No | was going to — yesterday we talked briefly about unavoidable and incremental,
more than briefly, which is addressed by His Honour at paragraph 120 on page 51,
and just in that connection I've given, | hope, to the Registrar a page of blue which |
was just going to hand up to you, which was the reference that His Honour gives on
the next page on page, on page 52 from the original local access High Court
judgment.

ELIAS CJ:

Sorry, what’s this?

MR HODDER:
So, at paragraph 120, Justice Arnold is saying —

ELIAS CJ:
Oh yes.
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MR HODDER:

— “We understand incremental, | don’t know what unavoidable adds to it,” and he
then cites at the end of that paragraph from this particular Judgment, which is the
High Court decision of Justice Ellis and Professor Brunt in the original local access
dispute between Clear v Telecom, the one that finished up going to the Privy Council,
and we all finished up with the joys of counterfactuals. But on this page, 1 — 202, if
one comes down to the fifth paragraph beginning “marginal cost” one sees, “Marginal
cost as a cost of producing one additional unit of product or service, it is also called
incremental cost, it is calculated by forward-looking analysis of cost, so historical
costs, for example, applying to equipment are irrelevant. The acceptance so far is
they’'ve been used as a guide to future cost. Incremental cost also includes the
replacement cost of capital items and a competitive return on the capital invested”.
That is the present worth of the assets being used, not the cost of them or whether
that again may be a guide. The competitive return reflects market conditions and a

risk.

Now, one might speculate that has more of the hand of Professor Brunt in it, but what
| am really pointing out is that this is an acceptance in the Courts that that is a
relatively respectable understanding of incremental cost. And Justice Arnold’s point
is, and there’s no answer then given by anybody else that unavoidable doesn’t tell us
anything very much, and you can understand that unavoidable is also incorporated in

the concept of incremental.

S0 124, sorry —

ELIAS CJ:
This approach says that it's a forward-looking analysis and historical costs are only a

guide to future cost.

MR HODDER:
And that's what the Commission does in this case. It doesn’t use Telecom’s

historical costs, it uses historical network configuration —

ELIAS CJ:

Yes.

MR HODDER:



10

15

20

25

30

35

180

— but not its costs. It substitutes optimised costs.

ELIAS CJ:

Yes.

MR HODDER:

At 124 on page 53, His Honour, again it's accepting the Commission was applying a
balancing exercise and so concludes that the touchstone was not the lowest possible
cost but the lowest possible cost consistent with the other factors to which the
Commission is entitled to give weight, that is the touchstone was of the maximum
level of efficiency by reasonable standards of efficiency, and that’s our general point
about Part 3 relevancies which the Commission was entitled to have regard to.

| am skipping over the various parts of the judgment, but at 132 he identifies the
dispute, without using the language perhaps | have been using, but what he’s really
doing is discussing the difference between using mobile technology as an adjunct
and using mobile technology because it overlays the existing fixed network. So the
Commission says we’ll use it, it could be used on other technologies, might be used
as an adjunct to the — from the nodes, but the Commission — and Vodafone are

saying it's on the mobile network as a whole in its overlaid existence.

And at 133, His Honour’s point is that the Act, including section 18, doesn’t give any
clear answers to any of this, and we say that’s right. And at the top of the next page
under 133B, he explains one of the reasons why that might be so, which reinforces
our point that this is not a question of law, what is required for the promotion of
competition in telecommunications markets for the long-term benefit of end-users
and the achievement of efficiencies is not self-evident. It's debateable, it requires
consideration in the range of sometimes competing factors and it requires an
evaluative assessment. And so what he says at 136, in the end having — the
Commission did have regard to section 18, what it did do was give greater weight to
some facets of the competition/efficiency analysis in other — that’s precisely what

specialist bodies are supposed to, such as the Commission, are expected to do.

Now that concludes what | wanted to say about the first appeal, except for taking the
Court briefly to South Yorkshire, which is the — and | see we're at the adjournment
stage, that is the case which | say provides authority for in effect what Justice Arnold

is saying, that where a decision-maker has a range of possibly competing
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considerations and has to form a judgment, there will be cases where the language

isn’t amenable to a single definitive, judicial exposition.

ELIAS CJ:

Thank you, all right, we’ll take the adjournment now.

COURT ADJOURNS:11.30 AM
COURT RESUMES: 11.53 AM

MR HODDER:
If it please the Court, could | touch on the question of sitting, which you raised with us

earlier?

ELIAS CJ:
Oh, yes.

MR HODDER:

We've had a discussion among counsel, and we do not wish of course to impede the
arrangements that Your Honour the Chief Justice is to take to take tomorrow, and
obviously we acknowledge Justice Blanchard’s engagement as well. We think that
extended hours, that may get there. The original estimate of four days was, we think,
reasonable, but if we were to sit longer hours on the other days, if the Court can
accommodate that, we think we would have a reasonable chance of getting to the

end of it.

BLANCHARD J:
Sorry, which other days?

MR HODDER:
Well, we suggested we started at nine tomorrow rather than 10, and then on

Thursday again, sitting at nine, and we may have to sit beyond four. This —

ELIAS CJ:
All right, well —

TIPPING J:

| can’t sit beyond four on Thursday, it would be very difficult.
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ELIAS CJ:
All right, well, we’ll consider that and let you know. | think if there’s any risk we

should just carry on. So —

MR HODDER:

Well, we’re reluctant to —

ELIAS CJ:

— perhaps we’ll do that.

MR HODDER:
Well, we are truly reluctant to have that, given the circumstances. On the other hand,
this is a matter which is of some complexity and it’s difficult —

ELIAS CJ:
And we don’t want to, we certainly don’t want to break the hearing. So we’ll discuss
it and let you know after lunch. But I'm very grateful to counsel for that indication and

for trying.

MR HODDER:
Well, can | just say one further point in relation, Your Honours, that's the question of
a break in the argument, would it be a matter for the Court, counsel would accept that

if that had to happen it had to happen, so...

ELIAS CJ:
No, I think we will not do that, but thank you.

MR HODDER:

Just one matter before | turn to South Yorkshire. Her Honour the Chief Justice asked
me about whether there was any reason why one stopped for the node. The
answer’s not particularly informative, but can | just give you the best | can. One goes
back to the Cornerstone paper, which is in volume 2 of the case at tab 30, and to
page 969. And at page 969 we have the heading, “Scorched node or scorched
earth,” and we’ve seen this page before. And at paragraph 160 the scorched node

alternative is introduced in the first sentence, and then in the second sentence it
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says, “Typically this includes the nodes such as network switches and points of

interconnection.” So the question —

ELIAS CJ:
Yes, | queried the “typically” with Mr Gray, | think.

MR HODDER:

All we can do is note the footnote. The whole section appears, by footnote 4, to draw
on the document that's at tab 28 in the same volume, and in that context we’re talking
again about the report done by the University of Auckland’s Centre for Research and
Network Economics for the MED, and at page 851 in paragraph 16 the authors say
that “The approach to the problems considered here is based upon our experience
with similar problems in other jurisdictions,” which introduces the idea that | think |

gave an interim answer to the Chief Justice. And then at 858, is where —

McGRATH J:
So what paragraph at 851 was that?

MR HODDER:
16, Sir. And then on —

BLANCHARD J:

Do we know what jurisdictions they’re referring to?

MR HODDER:

If one goes to the references at pages 50 to 51...

ELIAS CJ:

| do admire —

MR HODDER:
Sorry —

ELIAS CJ:

— your knowledge of this material.

MR HODDER:



10

15

20

25

30

35

184

Sorry, 895 to 896, there is simply — all | can do by way of answer to
Justice Blanchard is say the matters that are referred to there include ACCC
Australian matters, and | think there’s some American material in there as well. So
all | can say is | think it draws on Australian and the North American material. The
only other paragraph that | was going to draw attention to in this document is that at
page 858, is where there is the actually discussion of scorched node in this
document, and again it's framed in general terms, for example at paragraph 44 it
says, “The basic principles of optimisation are quite well understood,” and in 45 it
says, “Some optimisation models are based on scorched node,” and then we find
that word “typically” again, which we also found in the Commission’s Cornerstones

paper. Now, beyond that | don’t think | can assist the Court from the bundle.

ELIAS CJ:
Thank you.

MR HODDER:
This may be slightly radical, but can | turn to our written synopsis in relation to this

appeal?

ELIAS CJ:
It might be hard to find...

MR HODDER:

Dated 12 November, called, “Written submissions of opposition to appeal SC 04/
2010, network mobile modelling issue.” It's not essential, but | was going to say that
actually there is some reference between what | am saying and what’s in these
submissions and, particularly on this point, it arises from pages 11 onwards in

relation to the jurisprudence.

McGRATH J:

The needle in the haystack...

MR HODDER:

Indeed, Sir. So, our proposition, as the Court knows, is that it is legitimate for the
Courts to say, in relation to some statutory language, “It is not amenable to a
definitive interpretation such that any departure from it would be an error of law.”

And the principal authority we rely on for that is at tab 11 of our second
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bundle of authorities, which is a thinner bundle. The bundle is dated 12 November
2010, if that helps.

McGRATH J:

Is it your bundle of authorities, you say?

MR HODDER:

We have, yes, we have two bundles. This is the smaller one, Sir.
TIPPING J:

And it's tab 11 in that bundle?

MR HODDER:
Correct, R v Monopolies & Mergers Commission, ex parte South Yorkshire
Transport.

TIPPING J:

Monopolies Commission, yes.

MR HODDER:

So, the guestion was whether or not, for the purposes of the British Fair Trading
legislation and various merger references, a particular part of the United Kingdom in
South Yorkshire was a substantial part of the United Kingdom, that's the statutory
phrase, “a substantial part of the United Kingdom,” and so the question was whether
as a matter of law there’d been an error in relation to that statutory language. In the
leading speech, with which the others agree, is given by Lord Mustill, and there are a

couple of points in his judgment which | would draw to the Court’s attention.

At page 29 we have introduction to a phrase that crops up a couple of times, being
“spurious degree of precision”, but this comes at the top of page 29, His Lordship
says, “Approaching the first stage is a matter of common language, and no recourse
need be made to dictionaries to establish that “substantial” accommodates a wide
range of meanings. At one extreme there is “not trifling”, at the other there is “nearly
complete. The protean nature of the word has been reflected in the decided cases,
made quite clear in the judgment of Justice Otten. Sufficient to say that although | do
not accept that “substantial” can never mean more than “de minimis”,
Viscount Simonds was saying “more than that,” and would look at the statutory

context, | am satisfied that the word does indeed lie further up the spectrum. To say
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how far up is another matter. The Courts have repeatedly warned against the
dangers of taking an inherently imprecise word and, by redefining it, thrusting on it a
spurious degree of precision.” Now, that phrase has attracted the attention of

subsequent courts and has been used by them as well.

The relevant part that follows next is at the bottom of page 31, where at about, just
above the H marginal note, His Lordship says, “l readily accept the Commission can
and indeed should take into account the relative proportions of the area by
comparison to the United Kingdom as a whole as regards surface area, population,
economic activities and, it may be in some cases, other factors as well, when
reaching a conclusion on jurisdiction. Neither each of them on its own nor all of them
together can lead directly to the answer. The parties could reasonably expect that
since the test, which the respondents contend has been rejected, another would be
reposed in its place,” and then there an implied “but”, “I am reluctant to go far in this
direction because it would substitute non-statutory words for the words, ‘of the Act,’
which the Commission as a Commission is obliged to apply, and partly because it is
impossible to frame a definition which would not unduly fetter the judgment of the
Commission in some future situation not now foreseen.” Then he addresses the
matter in a different way further down on page 32, at just below marginal note D he
says, “The respondents say that the two stages of the Commission’s inquiry involved
wholly different tasks. Once the Commission reached the stage of deciding on public
interest and remedies and was exercising a broad judgment, his outcome could be

(LT3

overturned only on the ground of irrationality,” again, an implied “but”. “The question
of jurisdiction, by contrast, is a hard-edged question, there was no room for legitimate
disagreement. You, the Commission, had jurisdiction or would have not. The fact
that it's quite hard to discover the meaning of section 64(3) makes no difference. It
does have a correct meaning and one meaning alone, and once this is ascertained
the correct application of the facts of the case will always give the same answer. If
the Commission has reached a different answer it's wrong, and the Court can and

must interfere.”

Now remember, the statutory language we’re talking about is “a substantial part of
the United Kingdom”. So this is the orthodox proposition: it's statutory language,
there must be a right answer, if the Commission hasn’t used that answer it's wrong in
law. That's really the argument we're hearing, apart from Vodafone. What Lord
Mustill then says is, “I agree with this argument in part, but only in part. Once the

criterion for a judgment has been properly understood, the fact that it's formally part
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of a range of possible criteria, it becomes a matter of history, the judgment now
proceeds unequivocally on the basis of the criterion as ascertained.” So far, no room
for controversy, now an explicit “but”: “But this clear-cut approach cannot be applied
to every case, for the criterion so established may itself be so imprecise that different
decision-makers, each acting rationally, might reach different conclusions when
applying it to the facts of a given case. In such a case, the Court is entitled to
substitute its own opinion for the other person’s to whom the decision has been
entrusted only if the decision is so aberrant that it cannot be classed as rational,” and
they cite Edwards v Bairstow. “The present is such a case. Even after eliminating
inappropriate senses of “substantial”, one is still left with a meaning broad enough to
call for the exercise of judgement rather than an exact quantitative measurement.
Approaching the matter in this light, | am quite satisfied there was no ground for
interference by the Court, the conclusion at which the Commissioners arrived was
well within permissible field of judgement,” and then it goes on to add, obiter

effectively, that | would say it was right.

Now, that approach has been adopted, and we've included in our submissions a
table or a schedule, at page 25, which sets out various other cases where we've set

out the case, the phrase in question, the relevant discussion —

ELIAS CJ:

Sorry, where do you have this?

MR HODDER:

This is in —

ELIAS CJ:

Oh, in your submissions.

MR HODDER:

— our written submissions.

ELIAS CJ:
Yes, that’s right.

MR HODDER:
From page 25.
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ELIAS CJ:

Yes.

MR HODDER:

There are a series of cases there, which | don’t propose to go through.

ELIAS CJ:

You haven't got any of the criminal ones, Brutus v Cozens and...

MR HODDER:

Well, | was about to come to Brutus v Cozens in a slightly indirect way, if | could.
Just to pick up the way in which it's dealt with in a perhaps typical way by Lord
Hoffman, if we get to the case of Moyna v Secretary of State for Work and Pensions
[2003] 1 WLR 1929 (HL), which is at tab 5, at least | think that's where he deals with
it, among other places. Yes, he does. We get to it. Picking up the judgment, which
is at tab 5, perhaps first on page 1933 at paragraph 17, the criteria that the statutory
authority had to determine here was, “cannot prepare a cooked main meal.” Now it's
a slightly different context to “net cost” of an efficient service provider but, again, the
point is that the language is not amenable to particularly precise elucidation. So,

that's the criteria that the statute imposed, “cannot prepare a cooked main meal,”...

TIPPING J:
This is for a disability —

MR HODDER:

Yes.

TIPPING J:

— sort of case, is it?

MR HODDER:

Disability living allowance.

TIPPING J:
Right.
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MR HODDER:

And the level of severity of the disability. So, paragraph 17, His Lordship says,
“There are two points to be made about the ‘cooking test’... The first is that its
purpose is not to ascertain whether the applicant can survive, or enjoy a reasonable
diet, without assistance. It is a notional test, a thought-experiment, to calibrate the
severity of the disability,” and that idea of a notional test and thought-experiment is, |
think perhaps, or | submit it’s perhaps, of some assistance in this context. And then
later in he says, “That leads on to the second point, which is that the test says
nothing about how often the person should be able to cook,” and so on and so forth.
But his point is there that it doesn’t give any precision in the test itself. And so then it
takes him to 19, where he says, ‘I therefore agree with the commissioner that the
question involves taking ‘a broad view of the matter’ and making a judgment.
The standard of motor abilities required by the cooking test is not so precise as to
allow calibration by arithmetical formula,” and then he goes on in paragraph 20, “In
any case in which a tribunal has to apply a standard with a greater or lesser degree
of imprecision and to take a number of factors into account, there are bound to be
cases in which it would be impossible for a reviewing court to say the tribunal must
have erred in law in deciding the case either way... | respectfully think it was
unrealistic of Kay LJ to think he was able to sharpen the test to produce only one
right answer. In my opinion the Commission was right to say that whether or not he
would have arrived at the same conclusion, the decision of the tribunal disclosed no
error of law.” And then he goes on to discuss Cozens v Brutus, to which the
Chief Justice referred, and he cites from it at paragraph 22, discusses what
Lord Reid is saying, and at paragraph 25 says, “Lord Reid’s second point” is made in

the last sentence of the passage he’s quoted from, that is it's —

BLANCHARD J:
What was the second point?

MR HODDER:

The second point is the one that's at the very end of the quote in paragraph 22, the
last sentence. Lord Reid says, “It is for the tribunal which decides the case to
consider, not as law but as fact, whether in the whole circumstances the words of the
statute do or do not as a matter of ordinary usage... apply.” So that last sentence
from Lord Reid is what is then picked up at paragraph 25 by Lord Hoffman, this

point’'s made in the last sentence, “The question of whether the facts found by the
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tribunal count as ‘insulting’... is a question of fact. There is a good deal of high
authority for saying that the question of whether the facts as found or admitted fall
one side or the other of some conceptual line drawn by the law is a question of fact”
and cites Edwards v Bairstow. What this means in practice is that an appellate court
with jurisdiction of entertaining people only on questions of law, will not hear an
appeal against such a decision unless it falls outside the bounds of reasonable
judgment.

Then he cites, or goes on, it may seem rather odd to say that something is a question
of fact when there’s no dispute whatsoever over the facts, and the question is
whether they fall within some legal category, and he cites Lord Devlin’s Trial by Jury.
Then, 27, “Likewise it may be said that there are two kinds of questions of fact: there
are questions of fact; and there are questions of law as to which lawyers have
decided it would be expedient for an appellate tribunal to have to form an
independent judgment. But the usage is well established and causes no difficulty as
long as it is understood that the degree to which an appellate court will be willing to
substitute its own judgment... will vary with the nature of the question.” And so we

say that Vodafone’s appeal is in fact a question of fact.

ELIAS CJ:

Which word are you saying is only capable of a factual answer?

MR HODDER:
The entire phrase of applying the net cost of the efficient service provider.

ELIAS CJ:

So efficiency is a question of fact?

MR HODDER:

The phrase, is involved, and requires an answer by a clarification of fact.

ELIAS CJ:
Well, you know, generally in statutory interpretation we start with the Interpretation
Act, which does require us to look at context as well, and so | think perhaps you have

sufficiently taken us through the context of the Act but —

MR HODDER:
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I’'m sorry, but | see the context makes it worse.

ELIAS CJ:

Yes.

MR HODDER:
So the context is the rest of Part 3.

ELIAS CJ:
No, I understand that, yes.

MR HODDER:

Yes. So we say that when you have, when one is considering the language of Part
3, whether it's the definition of net cost with its reference to section 18, or the tasks
set out in section 92, the criteria are sufficiently imprecise that it cannot be given a
single answer, and the authorities I'm referring to are consistent with that. And as we
apprehend it that's not inconsistent with the law as discussed, not by reference to
South Yorkshire in New Zealand, in our written submissions we note that in Bulk Gas
Users Group v Attorney-General [1983] NZLR 129 (CA) the Court of Appeal seemed
to leave room for that. We refer to that at paragraph 315 of the written submissions,
Bulk Gas is in this bundle, but | wasn’t proposing to go there, the relevant phrase is
reference to a “definite or ascertainable test”, as opposed to matters of judgment,
and then in this Court’'s decision in Unison, the same idea is in the judgment that
His Honour Justice McGrath gave for the Court, it may be worth going there for a
moment, that’s at tab 15 of our bundle. So the case, as most members of the Court
will recall, was in relation to the power of the Commerce Commission to effectively

impose or declare price controls in relation to a network enterprise.

But for my purposes, what I'm focussed on is the general approach, which is
recorded in the judgment of the Court, so at paragraph 54 and 55, at page 58, the
Court was talking about the purpose, this was the judicial review case, | understand
the challenge extended to error of law, “Ascertaining the purpose for which a power
is given is an exercise in statutory interpretation which is not always straightforward.
This is partly because legislative regimes differ in specificity with which they grant
powers. In this area the Courts are concerned with identifying the legal limits of the
power rather than assessing the merits of its exercise in any case, they must be

careful to avoid crossing the line between those concepts,” and with respect we say
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that’s effectively what this appeal seeks to do, is to overcome the line. “Often, as in
this case, a public body with expertise in the subject-matter is given a broadly
expressed power that is designed to achieve economic objectives which are
themselves expansively expressed. In such circumstances Parliament generally
contemplates that wide policy considerations will be taken into account in the
exercise of the expert body’s powers. The Courts in those circumstances are
unlikely to intervene unless the body exercising the power has acted in bad faith, has
materially misapplied the law, or has exercised the power in a way which cannot
rationally be regarded as coming within the statutory purpose.” Now obviously we will
say that that paragraph is consistent with what’s said in both South Yorkshire and in
Moyna. And then, perhaps, the only other point | should make there is just a note
that the Telecommunications Act is to some extent an adjunct to the Commerce Act.

The Court will recall that the Telecommunications Commissioner and two other
Commissioners in the Commerce Commission form the Commission for the
purposes of the Act, and a number of provisions are just imported directly from the
Commerce Act into the Telecommunications Act. So the very reference to “expert
body with expertise in economic matters” is why it's the Commerce Commission

making these decisions rather than some other tribunal or decision-maker.

At paragraph 64 in Unison it is said that “the most important consideration in
ascertaining the limits on the threshold setting power is that the section is broadly
worded. It's more broadly worded than the power to impose control. As well, the Act
is not explicitly stipulating any necessary attributes or thresholds — of thresholds
other than to say that thresholds can be expressed in quantitative or qualitative
terms. The power is designed to achieve broad economic objectives, and it is given
to a body with expertise in the field.” And we say there, and the same thing’s
applicable here.

Now, moving on to page 63 in paragraph 74, where the error of law point is dealt
with, “The second ground of Unison’s appeal is that the Commission misconstrued
the requirements of the legislation and applied the wrong legal test...” 75, “Any
material error of law by a public body in exercising its statutory powers will be
reviewed by the courts”. And the footnote refers to Bulk Gas, but then at 76, “It will
be apparent that the argument on this ground overlaps with that already considered
as to the failure to exercise powers for the statutory purpose.” And then at the end of

the paragraph, “The statute contemplates that the Commissioner, as a specialist
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body, will exercise judgment in constructing thresholds which will contribute to the
administration of the targeted control regime.” And 77 says, “The requirement that it
set thresholds could have been lawfully tackled by the Commission in one of two
ways.” Now, obviously that’'s dealing with its own particular statutory context, but we
say that context is not too dissimilar to the one that we are now concerned with on

this appeal.

So, if the Court pleases, if there’s nothing, perhaps the only other point to mention,
without going there, is that we include in our bundle, at tab 18, an extract from HW R
Wade and C F Forsyth, Administrative Law (10" ed, Oxford University Press, Oxford,
2009) which treats South Yorkshire as not being some aberrant decision, but as
being mainstream and also — yes, it cites a number of the other cases, which are also
in this volume, in case that’s of relevance, but subject to the fact that | am relying of
course on the written submissions without going any further to them, that was what |

was planning to say on the first appeal.

ELIAS CJ:
Thank you.

MR HODDER:

The bad news is that there are two to go.

ELIAS CJ:

Yes.

MR HODDER:

Can | turn then to the appeal that relates to Justice Winkelmann’s judgment on the
new technologies judgment. There are a number of matters here which overlap, well,
the factors I've been addressing so far, and I'm hopeful that will enable us to move
more quickly. The essence of the complaint is that the High Court has wrongly
interfered with the Commission’s decision, following the logic of its scorched node
methodology and its NPV=0 principle, to say that as it has a choice between either
making further allowances for the risk of stranding, which it hadn’t made earlier, or
allowing modelling of mobile technology which would set each other off, the
pragmatic thing to do is not to model the mobile technology and also not to make any
compensation for the fact it was concerned about. As they netted of, it decided it

wouldn’t model further new technologies. That was — we say the same principle
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applies as I've just been discussing — that was a matter of judgment for the
Commission to make, it had choices to make, and it made them and there was
nothing obviously irrational about what it did, or nothing inconsistent about what it
did. And we say that the fact that the High Court intervened and said that was an
error of law was itself an error, because it wasn’t an error of law for the reasons I've

been going through. That’s the overview.

To explain a little more why that was a legitimate choice for the Commission, | would
ask the Court, or I'll explain to the Court, what | propose to do is to go to the
implementation paper, which discusses the depreciation issues first, then to the
2004/5 determination and then to Justice Winkelmann’s judgment. That’'s what |
propose to do in relation to it. So the starting point is the implementation paper,
which is in volume 3 of the case on appeal, at tab 31.

McGRATH J:

Which of your written submissions...

MR HODDER SC:
This is one that’s called, “Written Submissions in Support of Appeal,” SC 46/2010

dated 15 October, “New Technologies issue”.

McGRATH J:
Thank you.

MR HODDER SC:
If we start at page 1025, this is the section that’s really dealing — 7.1 is dealing with

asset valuation —

ELIAS CJ:
Sorry what page?

MR HODDER:

Page 1025, and we’re at tab 31 of volume 3.

ELIAS CJ:
Yes, thank you.
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MR HODDER:

So 166 and 167 set the scene for what is to follow. “In order to estimate the cost of
providing TSO services, the Commission must determine the value of the assets
used to provide those services. The Commission’s choice of asset valuation
methodology is primarily driven by its interpretation of the costs of an efficient service
provider. Asset valuation is an important exercise in measuring the net cost... as it
forms a basis for determining capital-related costs”. Then, “In an industry
characterised by high level of capital intensity, such as the telecommunications, both
the return of capital (depreciation) and the return on capital, will be significant cost

components.”

ELIAS CJ:
When was this paper, April 2002, this is the one you said came out at the time of the

first determination, is that right — was — did somebody say that?

MR HODDER:
No, the first determination, that comes out in March, sorry, comes out in — the 2001/2

determination comes out in December 2003.

ELIAS CJ:

| see, okay.

MR HODDER:
These preliminary papers | think all preceded the first determination, is my

understanding.

ELIAS CJ:

Yes.

MR HODDER:

Right, so there’s then a discussion on page 1026 about various ways of measuring
cost, which are largely — pick up on matters that we have looked at thus far, and then
having concluded on pages, if after discussion, at 1027 and 1028 that it's going to
value on the basis of replacement cost or that’s its preliminary view for reasons that
are set out in paragraphs, well these reasons are set out in 183 to 188. So 183 talks

about the TSLRIC approach, which it's also using under Part 2. 184 says that’s
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based on modelling different parts, that confirms that it could be valued on a

consistent basis with the TSLRIC modelling and the —

ELIAS CJ:
And the — sorry — the optimised replacement cost is on the basis of the actual

network, is that right?

MR HODDER:
Yes. In our case we're using scorched node insofar as it's concerned with the core

network, yes.

185 says, let’s not use the opportunity costs but “the use of replacement cost as an
asset valuation methodology is consistent with matters it must take into account”. It
goes on, it talks about what the American Federal Communications Commission

says about that in terms of forward-looking economic cost.

BLANCHARD J:

Do we have that paper?

MR HODDER:
The FCC paper?

BLANCHARD J:

Yes.

MR HODDER:

| don’t believe so.

ELIAS CJ:

What's its context?

MR HODDER:
The context of the FCC paper?
ELIAS CJ:

Mmm, what is it?

MR HODDER:
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| don’t know, Ma’am.

ELIAS CJ:
It's all right.

BLANCHARD J:

It's referred to in one of the other, it may be it’s in the first determination, but there’s a

reference to it and an indication that it was — if it's the same quote and I'm not sure

about that, it was in the context, in a similar context that — it might be worth going to

that.

ELIAS CJ:
Are you going to go to the determination after this?

MR HODDER:

| wasn’t planning to on the grounds of time, | was going to —

ELIAS CJ:

But you can?

MR HODDER:
— | can, | was going to go to the 2004/5.

ELIAS CJ:
Finish this paper perhaps.

MR HODDER:
That might be convenient — just carry on with this —

BLANCHARD J:

Yes, yes it is the same quote, it's on page 1621 in the first determination.

prefaced —
MR HODDER:
This is paragraph 103?

BLANCHARD J:

And it's



10

15

20

25

30

35

198

Yes, and the first sentence of that. “The use of replacement cost is also consistent
with the approach taken in overseas jurisdictions in assessing the cost of universal
service in telecommunications,” so what we’re talking about here is universal

service?

MR HODDER:

Yes. So there’s a commonality.

BLANCHARD J:

And in fact the words “universal service” support — occur in the quote.

MR HODDER:
So the reference is obviously a standard FCC publication reference, but | don't
believe it's ever been in evidence in the courts. My learned friend’s quite right, in his

fourth volume of authorities, the small one, the Vodafone at tab 34 —

BLANCHARD J:
Oh yes.

ELIAS CJ:
Para 225 there, “Because the setting of support levels in excess of forward-looking
economic costs would enable the carriers providing supported services to use the

excess to offset inefficient operations,” et cetera.

MR HODDER:

Yes well, if you have an excess over your forward-looking costs then something will
happen to the excess. There is still, 'm hesitant to say, no clarity in the word “cost” —
the question of cost itself has a large number of components to it when you drill into
it.

ELIAS CJ:
Is “embedded line cost” or “embedded cost’, is that historic cost? What do they mean

by that? “Legacy cost™?

MR HODDER:
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Well again that depends how you define and how you approach the question of cost.

ELIAS CJ:

Mmm.

MR HODDER:
But legacy cost is probably a shorthand of what we are concerned about, where if
there is an efficient decision made which then has an impact beyond the year in

guestion.

ELIAS CJ:
Just, not on an immediate look — we only have a little bit of i, it's not immediately,

enormously supportive of what the Commission is doing here.

MR HODDER:
Well the Commission is choosing forward-looking cost as opposed to historical cost

or opportunity cost. It's using replacement cost, which is forward looking.

ELIAS CJ:

Yes.

MR HODDER:
So I’'m happy to try and elaborate —

ELIAS CJ:

But it's not —

MR HODDER:
— but I'm not familiar with the document and it wasn’t really discussed at any previous

stage of the exercise that I'm aware of.

If it's convenient, we were back at the implementation paper at tab 31 in volume 3 at
page 1028, at 188, the conclusion is that it's appropriate to value TSO assets on the
basis of replacement cost. And then it addresses at 189 and 190 the question of re-
optimisation and explains there is a question that has to be answered in that
including, at 190, one possibility is not to re-optimise at all. It may not matter to the

efficient costs of providing a TSO service over time and so in the end, as we know,
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the Commission comes to a kind of compromise in relation to that, but at this stage it

was raised as a question.

Now the meaty stuff about depreciation starts on page 1029 and explains what's
being proposed there and it's talking, of course, about the — at 193 about the
relationship of — return of capital, return on capital and then gives an example. At
196 it's making the point that the depreciation rate affects the total capital cost, i.e.
return of capital plus return on capital, in two ways. First through the depreciation
charge and second through the return on capital but the return on capital is a number
goes down if there’s less capital involved. Then there’s an interdependency, and it
then gives the example in the table 4. So table 4 offers two profiles, one with a flat
rate of return of capital, i.e. 10% per year, the other one is rapid in the first three
years and then evens out, and one sees that if the first number is added to the third
number you get a total capital cost in the fourth number. So in year 1 on table,
profile 1, the total capital cost is 22, whereas in profile 2 it's 37. Conversely if you go
to the last year in year 10, it's quite different number for each of the two profiles.

Those are almost straight line depreciation profiles.

Then over the page, 1031, at 198 and 199, the Commission explains that in
determining the depreciation methodology its primary concern is to select a
methodology that enables the TSP to recover the cost of prudent investment and no
more. Investments are mostly long-lived and irreversible. The TSP must have the
expectation of recovering the costs of such investment in which the assets can

usefully be used to generate revenues. | think we’re spared the equation.

And then on 1032 there’s a description of the various depreciation methods. At the
bottom of the box there’s a short summary of what tilted annuity involves. “Under the
tited annuity approach the capital costs are higher or lower early in the life of the
asset depending on whether the replacement cost of the asset is rising or falling over
time. If the replacement cost of the asset is declining over time the capital costs are

higher early in the life of the asset”.

Then 201, “There are an infinite number of possible depreciation profiles... In order
for Telecom to have the expectation that the present value of the net revenues will be
sufficient to cover the initial cost of the investment (but no more), the approach to
asset valuation must be consistent with the deprecation methodology”. Then it

discusses —
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ELIAS CJ:

Sorry, where is that — at?

MR HODDER:
This is 201, at the bottom of page 1032.

ELIAS CJ:
At the bottom, yes.

MR HODDER:

Then at 202 on the next page, 1033, the Commission says, “A key factor is whether
the Commission decides to re-optimise the asset base over time. That is whether the
Commission decides to alter the value of the asset base periodically based on
change in the optimised replacement cost. If the Commission decides this is
appropriate, then the appropriate depreciation methodology is the tilted annuity”.
And then it offers table 5, is an example of a tilted annuity. And what one sees is the
that the return of capital is increasing in the second numbered column, so that by the
end of the last year, year 10, there’s an increase in the return of capital but a
reduction in the return on capital, and a corresponding figure of what the total return

on capital is and the percentage change is set out in the second-to-last column.

Now, at the risk of diverting again, can | suggest that at volume 11 of the case, and
this is an affidavit of Mr Hird, there are some contentious aspects but all | wanted to
do was draw attention to a table which | don’t believe is contentious, so if one can
have volume 11 at tab 128. It's the affidavit of Mr Hird, or Dr Hird, who was
Telecom’s expert. And at page 4897 there is a table which demonstrates different
kinds of tilts and which may be helpful in understanding how the tilted annuity works.
So this forms part of paragraph 25, page 4897 and what — and it's discussed in
paragraph 26, the first substantive column indicates what happens if you have a tilted
plus 5 percent, in effect a result is that the capital is returned in increasing dollars,
conversely at zero it's a constant rate, if it tilts the other way then the capital is being

returned in decreasing amounts over the relevant period.

And the point that’s made in paragraph 26 is, in their conclusion, it illustrates the fact
that the faster the rate future compensation is falling, the higher must be the current

compensation to ensure that the value of the original investment is recovered. And it
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goes to the point | was making earlier when commenting on Justice Winkelmann’s
judgment, if you're going to have a very rapid drop-off in the value of your asset,
you've got to recover it up front, that puts the cost up, up front. So that's — there’s
nothing else | want to refer to in relation to that but | just thought that the, showing the

two different tilts in the same table might be of assistance.

That leads on to 205, paragraph 205 on page 1034. The Commission says if it's re-
optimised after five years, if the rate of change is correctly estimated, the re-
optimisation “will not undermine the ability of Telecom to recover the cost of its initial

investment. The same is not the case using other depreciation profiles”.

Now 206 is important, “Of course, the rate of change of the ORC is unlikely to be
estimated without error,” | think this was the point that Justice Blanchard was making
yesterday. “In this case ‘re-optimising’ creates a risk that Telecom may under or
over-recover the cost of its initial investment. If the rate of the change of the ORC is
over-estimated, Telecom will over-recover its costs. |If the rate of change is under
estimated, it will under-recover the costs. However, so long as the estimate is
unbiased, the upside will closely mirror the downside”. Now this is the symmetric,
asymmetric issue, and it's the asymmetric problem which Telecom kept on
complaining about to the Commission which eventually the Commission recognises
in the 04/05 determination. It's not that there isn’t a risk, the question is whether the
risk is asymmetric. And the complaint was, we can only get downside, we can’t get
any upside under the regime you're imposing, that's not a symmetric risk which we
can leave and accept that there are ups and downs. Or windfall gains or windfall

losses.

McGRATH J:

So it was recognised in which decision?

MR HODDER:
It's recognised in the 04/05 decision, which is the one which is set aside on this point
by the High Court.

McGRATH J:
Thanks.
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MR HODDER:
Now | can, if it's convenient, go to the 2001-2002 determination, although as | say my
intention was to go to the 2004/5, which is the one on issue but I'm in the Court’s

hands on that.

ELIAS CJ:
No | think it’s, it was simply the point that Justice Blanchard wanted to raise with you

about the FCC, so carry on.

MR HODDER:

Thank you. Then 2004/5 is to be found in volume 2 at tab 25, and this discussion we
can pick up on page 515, which will have a look of familiarity about it because we
were there not that long ago. So this is tab 25, volume 2, page 515. What we were
looking at before the adjournment was the dynamic efficiency discussion down to
effectively paragraph 68, but for our purposes we pick it up at paragraph 69, the
Commission says, “In our revised draft,” i.e. the document that preceded this one in
the consultation process, “the Commission separated its optimisation into two
separate classes”, exogenous optimisation and endogenous optimisation, and
exogenous was the introduction of new technologies, endogenous was maintaining
the technologies but improving or optimising within them, and, it says, “For the
elimination of doubt, Endogenous Optimisation includes the MAR capping

technology.”

Paragraph 70 points out that in the revised draft it noted that exogenous optimisation
could result in the asset base being decreased. Under an ex post implementation of
the scheme the Commission noted that an expectation of decrease in asset value,
without any offsetting adjustment, would mean the TSP would expect to be NPV of
less than zero on its sunk infrastructure, that is, the TSP first outcome where it could
either earn an NPV=0 on its efficient investment or an NPV equals less than zero, as
the Commission considered there was a probability associated with these scenarios
and the TSP could only have a expectation of an NPV of less then zero on its
efficiently invested capital. And at 71, “The Commission considered in the Revised
Draft Determination that this asymmetry arising from Exogenous Optimisation could
not be regarded as dynamically efficient. Subject to such an expectation, an
incumbent TSP would never have the incentive to undertake the initial investment,
and a potential TSP competitor with new technology would never have the incentive

to enter such a market.”
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Then it sets out a series of the submissions, the paragraphs 74 to 76 explain the
asymmetry that Telecom complained about consistently. So, for example, at
paragraph 74, quoting from a Telecom submission, “The central problem with the
past model was the optimisation process was one-sided (i.e., asymmetric). The best
that the TSP could hope for was to recover its investment in line with the tilted
annuity, and no more” — downside, no upside. And then in 76 the complaint is

reframed as being defeating its legitimate expectations in relation to that.

So then there is 518 and following, there are the submissions and reliable persons,
Vodafone and TelstraClear in particular and their experts, and then at 520 we get the
Commission’s view on the expert, on the efficient service provider and its conclusion
on this point. At 91, the Commission says, “We have always noted the potential
problem of asset stranding. The TSP will not have the expectation of achieving
NPV=0 if this risk is unaccounted for ex ante.” While the Commission did not believe
it was necessary to provide ex ante compensation for such a risk, the possibility was
contemplated in the 2001/2002 determination. 92 repeats the absence of an
expectation of NPV=0 would have a negative impact on dynamic efficiency. Then,
“While the introduction of new technologies in each year may be consistent with
achieving some measure of productive efficiency, the Commission considers that if
repeated annual Exogenous Optimisation results in the expectation of NPV < 0, it
cannot be considered dynamically efficient.” And then 95, “The Commission also
maintains that even if no new technology is introduced into the modelling process in
2004/2005 onwards, static productive efficiency” — i.e. the efficiency we understand
Justice Winkelmann to be concerned with — “is still being achieved through the
combined use of Endogenous Optimisation” — which is what is described in
paragraph 69, second bullet point — “and replacement costs” — which are described
for example in paragraph 58, back on page 513. To avoid incentives of cost-
padding, the Commission uses the historical cost of Telecom only to a limited extent.
The Commissioners have employed a formal optimisation technique using
replacement costs to determine the asset base from which the normal rate of return

on and of capital is calculated.

So, back to paragraph 95, the Commission’s saying, we think we’'ve got static
productive efficiency still being given a decent nudge through the combined use of
those two considerations, and then paragraph 97, in its previous determinations the

Commission considered that the asset stranding risk was compensated for in the
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cash flows or could be compensated, “but did not do so because of an expectation
that windfall losses would be offset by windfall gains”, i.e. the risk would be
symmetric. “This expectation has not materialised because the lower cost of new
access technologies has consistently resulted in revaluation losses rather than gains.
As this expectation is no longer valid, the Commission considers that so long as
Exogenous Optimisation continues it should compensate the TSP for this risk.” Now,
if we stop there and just pause, we say, that's the Commission working through the
logic of its scorched node and NPV=0, and, with respect to the other arguments,
there isn’t much room for complaint about that. It's recognising there was a problem,
it thought there was a symmetric risk, it turned out to be asymmetric, and it says, we
have to do something about it, i.e., there should be a compensation. And that may
well not have provoked concern, but that was certainly a matter we would have said
was probably unarguably a matter for the Commission to determine in giving effect to
the modelling, assuming its modelling was legitimate.

But what it then goes on to, and which causes the excitement, is it said, well, we
could compensate or we could not introduce exogenous optimisation, because every
time we introduce exogenous optimisation we’ve got to compensate for it. So the
simplest thing is, we don’t introduce it, we don’t compensate, and that's why it stops
exogenous optimisation, that's why it doesn’t model mobile technology, and that's

what it's saying in paragraphs 98, 99 and 100.

ELIAS CJ:
All of this is driven by its choice, isn’t it? Is there a requirement to reassess whether
this outcome is consistent with the statutory definition? | mean, it's all being driven

off the model and at not providing the effect that had been expected.

MR HODDER:
Well, the answer that we would give is, “No.” What the Commission was entitled to
do was to produce what it thought was a net cost for an efficient service provider

making decisions over time.

ELIAS CJ:

Yes.
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MR HODDER:

And it said, “We got that slightly wrong, we need to tweak the model,” and that's what
it was doing, that doesn’t get it into legal error unless there’s something completely
irrational about it. But what has caused excitement is it's gone through it in two
stages, or three stages. The first is to say, there’s an error or there’s a problem, so
we’re not actually achieving what we set out to do and, secondly, in terms of
solutions, we have a choice, and we make the choice that rather than introduce a
factor that has to be compensated for is we don’t introduce the factor and we don’t
have the compensation. And that's, we’re saying, a perfectly orthodox matter for the
Commission within the various legal constraints or limits that | sought to describe in
relation to the first appeal, and the question then is, well, where did that go wrong?
For that we then need to go to Justice Winkelmann’s judgment.

Well, perhaps just to complete the picture where this takes us to. Page 525, just
briefly, at 121 the Commission sets out the options it had to deal with the problem.
Option 1, continue to optimise, option 2a, ex post compensation, option 2b, different
tilts and bring forward timing of the introduction. Then it gives its conclusions on that
topic at page 531, paragraphs 150 and following. So paragraph 150, the
expectation, paragraph 151, the problem: we now have an expectation of NPV of
something less than zero. Paragraph 152, many ways to solve it, including a
complex change to the tilt, 153 says, “Ordinarily you do it through the cash flows but
its equivalent in economic terms is no longer introducing new technologies, this is a
simple and direct way of accounting for the asymmetry that would otherwise be
created. Hence 154 is no longer introducing new technologies, thus ensuring that

NPV=0 outcome and dynamic efficiency will be achieved”.

And that’s in part reflected through in the next few pages as well, where the Court,
where the Commission is dealing with asset valuation and doing so on the basis of
the NPV=0 rule. And the titled annuity is dealt with in some detail on pages 534 and
535 using some actual numbers and the example, sorry using some numbers and
the example at table 2. But these have some similarity to the Cornerstone document

we were — the implementation document we were looking at earlier.

So that then takes me to Justice Winkelmann’s judgment, which is volume 1 of the
case at tab 11. Now, perhaps just briefly, in the earlier stage of the judgment at
paragraph 37 on page 367, Her Honour had access to the Court of Appeal decision

which came after argument in the High Court in this particular matter. My recollection
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is, but I'll stand to be corrected by my learned friends if | got it wrong, is that there
was a question mark as to whether any further submissions were required. | think in
the end everybody decided no further submissions were required. With the benefit of
hindsight that may have been an inefficient decision, but in any event there were no
further submissions addressing this particular matter so Her Honour then had it and
at 37 she says that the Court of Appeal decision wasn’'t determinative of these
proceedings because the appeal was put to the Court on the more restricted basis
that mobile technology ought to have been included in a particular way. “The issue in
these proceedings is in a sense more fundamental, namely whether the Commission

erred in resolving to cease modelling new technology”.

With respect, the point that I'm attempting to make is that’s not, in our submission,
correct, the fundamental question is whether the Commission is entitled to use a
scorched node mythology and if that was correct, which is what the Court of Appeal
said it was, then the factor was correcting it, which is what it did in this case, is not
within the scope of judicial correction, subject to the extreme aberrance limits. And
SO in our submission, again, that doesn’'t capture really the issue that is most

fundamental in this concept here, nor —

TIPPING J:

Isn’t what Her Honour said simply a sort of, a layman’s way of putting the complaint?

MR HODDER:

[, well | don'’t believe so, Sir. When she —

TIPPING J:
You've just said that — you’ve just shown that the Commission eliminated new
technologies from its modelling because of this netting off business, isn’t that what

the Judge is actually saying in simple terms?

MR HODDER:
Well, | hadn’t thought that, | thought she was saying that the question of whether or
not to model new technology was fundamental, but it's not fundamental, it's an

outworking of correcting the scorched node model.

TIPPING J:
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Well, but — forget the fundamental, the question surrounds the ceasing of new

technology doesn't it, or does it not — have | completely misunderstood?

MR HODDER:
The question is whether or not ceasing to model new technology is a legitimate way

of tweaking the —

TIPPING J:
Yes.

MR HODDER:
— scorched node.

TIPPING J:

Yes.

MR HODDER:

Yes.

TIPPING J:

Yes.

MR HODDER:

I’'m happy if we put the word “fundamental” to one side —

TIPPING J:
She’s contrasting the particular with the more general, perhaps she should have said
“‘general” rather than “fundamental”? She talks about the Court of Appeal being

concerned in a particular way. She says this is a more general.

MR HODDER:

She does, but again —

TIPPING J:

Are you saying it's not more general?

MR HODDER:
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In our proposition, the fundamental issue in the Court of Appeal was whether or not
scorched node was legitimate, and the fundamental issue on this appeal is whether

or not tweaking the scorched node is legitimate, that's how we would put it.

ELIAS CJ:

Well, correcting it, because it wasn’t performing as expected.

MR HODDER:
Correct, yes. So it may be that I'm distracted —

TIPPING J:
I think with respect you may be putting a bit, this a bit high, but it's surely the
substance of the thing that matters, not how the Judge described it.

MR HODDER:

Yes, Your Honour, | accept that. The essential part of the Judgment is, for our
purposes, starting around paragraph 62 and thereon, and we’'ve — saw some of this
earlier today and perhaps 63 is the starting point. | took the Court to 63 before the
adjournment. And then the beginning of the discussion which, the discussion was
really from paragraph 62 to 75, is where the — Her Honour is addressing the court of
the issue and it's perhaps significant that it's early on that we get to her paragraph
66, which we discussed before, where she’s saying, “It seems unlikely that the model
developed by the Commission was ever well designed to function as a cap or check
on the actual costs that Telecom was able to recover from other liable persons”. And
so there there’s a degree of dissatisfaction or rejection, perhaps, of the
scorched node as a model, as opposed to what we submit is the issue, which is
whether or not accepting the model in the way the Court of Appeal had, it was
entitled to be corrected for the error which had been identified and the way that I've
taken you to in relation to the 2004-5 determination. And she notes at the end of 66,
“I note this particular criticism of the model is inconsistent with the majority decision
of the Court of Appeal, but is in any event an issue that is not determinative of these
appeals”. But in our submission it is. Because inference on the scorched node
model and the Commission’s entitled to correct for something it didn’t take into

account.

And then she comes to 67 —
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ELIAS CJ:
Yes, | must say that | had read what follows as arguments, perhaps not considered
by the Court of Appeal, but pointing in the direction of the majority decision was

wrong.

MR HODDER:
Well, she addresses the arguments rather earlier. Vodafone’s submissions were
addressed back in paragraph 50-something —

ELIAS CJ:
Yes.

MR HODDER:

So from paragraph 52 to paragraph 56 she sets out Vodafone’s arguments —

ELIAS CJ:

Yes.

MR HODDER:
— that | have read the judgment as this being her own reasoning.
ELIAS CJ:

Yes.

MR HODDER:
Your Honours, | note it's now almost 1.00 pm. One of the issues perhaps is whether
or not the Court has the ability to sit at two rather than 2.15 if we have a concern

about timing. Perhaps that’s not a matter the Court wishes to determine now.

ELIAS CJ:
It's being suggested it won’t make much difference. I'd like to try if other members of

the Court are happy with that. Yes, 2 o'clock thank you.

COURT ADJOURNS:12.58 PM
COURT RESUMES: 2.00 PM

ELIAS CJ:
Yes, Mr Hodder.
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MR HODDER:

Thank you, Your Honour. | was addressing Justice Winkelmann’s judgment, which is
in volume 1 of the case on appeal at tab 11. | think I'd been addressing the Court on
her paragraph 63 on page 376. What | propose to do is just to briefly run through the
rest of this judgment with my sort of oral annotations if | can put it that way. In 64 she
says, “The scheme of the legislation is clear. The distribution of the costs amongst
telecommunication providers was recognised to have the potential to distort the
competitive process. For that reason the definition of ‘net cost’ utilised in the Act
imports the objective standard of the efficient service provider”. | think just one — the
only other point we make is Justice Arnold pointed out in his judgment the distorted
fact it was TSO in the first place, and if we didn’t do something about it, that was a
distorting factor, it wasn’t so much the distortion between the TSPs unless by that
she was including Telecom picking up the cost of it. So that aspect is sort of

articulated there.

In paragraph 65, she says, “... the use of the efficient service provider standard is a
mechanism to encourage Telecom to provide its services efficiently by depriving
Telecom of the ability to recover its inefficiently incurred costs.” Two points about
that. One is that “inefficiently incurred” does depend on the time you look at them, so
if you do it with the benefit of hindsight you have a different perspective than if you do

it with an ex ante basis, and —

ELIAS CJ:

Or a forward-looking basis?

MR HODDER:

Yes, if you know you're not going to recover on a forward-looking basis —

ELIAS CJ:

Yes.

MR HODDER:

— then you are being deprived.

ELIAS CJ:

Yes.
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MR HODDER:

Yes, yes. And, although it’s perhaps more clear later on, like in the next paragraph
there’'s a sort of implication or inference that's what's been talked about are
Telecom’s actual costs, so 66 | think we looked at before, “It seems unlikely that the
Commission was ever well designed to function as a cap or check on the actual costs

that Telecom was able to recover...” And then she talks about inflexibility, and |
addressed already the point that the particular criticism of the model is inconsistent
with the majority of decision of the Court of Appeal but is, in any event, an issue that
is not determinative of these appeals. And our point is that it's correct to say it's
inconsistent with the majority decision of the Court of Appeal because the majority
decision of the Court of Appeal says that scorched node is a legitimate choice for the
Commission to make. Then the issue in this particular field is whether or not it was
appropriate to correct for a perceived error and that point is determinative of the
appeal, as we say, so the logic of the Court of Appeal majority decision is that the
Commission’s entitled to apply scorched node and entitled to apply it in the way it

sees fit, if that’s correct then this appeal — Justice Winkelmann’s judgment is in error.

Then 67, echoing as we've heard from my learned friend for Vodafone, “The model
also assumes a level of initial capital investment by Telecom that is not made.” Well,
that happens when you use a hypothetical construct including forward-based
modelling on an optimisation basis, that just happens. “The initial determination
proceeded on the basis of a new and optimised access network, whereas Telecom
was providing access on a network that was aged, and acquired by it many years
before... On an ongoing basis, the modern equivalent asset valuation methodology...
may also result in more capital being ascribed to Telecom... than actually employed
by it” — that’'s a bit unclear, | have to say, to me because the question is how you
value it in the first place, so how long it organises a comparison of what's been
ascribed to it and what it’s actually employed, the question is well how do you ascribe
what’s actually being employed. The comparison isn’t done in the Commission’s
exercise, and we say it doesn’t have to be done under the statute because the
statute’s concerned with the efficient service provider, not with Telecom itself. “It
may well cost more than the original asset that at the time of purchase.” Well, again
the inference from the Commission is that’s unlikely because of efficiencies being
achieved generally, but in effect it doesn’t matter. Once the decision is made that
you have to have a model and a decision is made about which valuation basis you

use.
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And then comes back to this concern, “The modelling approach therefore risks
providing more than a reasonable return on the capital Telecom actually uses”. But
again, with respect, it’'s in answer to the wrong question. It isn’t an issue if one is
applying an ESP approach, an efficient service provider approach, and then, then
what she does is she quotes from the 2001/02 determination where the Commission
said, “A real world network — real world access network may have a lower capital
value than a theoretical one if the capital value is calculated by taking the
depreciated value or economic value rather than considering the cost of
replacements”. But the word “if” is critical. It all depends which valuation basis you

use for the purposes of the hypothetical exercise that the statute requires.

And so in 68 she comes back to the point in the second sentence, “The capital
investment the Commission refers to in this reasoning is not the capital that Telecom

actually employs,” we agree, but that’s not the point.

Then at 69, “In ceasing to optimise with new technology the Commission has ceased

i11]

calculating ‘net cost”. Well, obviously we disagree. She says, “It has abandoned
consideration of whether Telecom’s costs are efficiently incurred and whether
services could be more efficiently provided through the application of new
technology.” But it hasn't, it's still applying net cost of an efficient service provider
making decisions as year-by-year and with the expectation of NPV=0. But her
concern is the “sole focus has become ensuring NPV=0". So then the question is, is
NPV=0 a legitimate principle for the Commission to apply in this modelling exercise?
And we say it is. And then she says, “But the objective standard that is imported by
the net cost definition cannot be limited to the provision of a reasonable return of and
on capital to the TSP”. But, as we've seen, the Commission explains its approach
that NPV is what is required to achieve dynamic efficiency, it's what will inspire an
efficient service provider. And so the point is not being addressed in this discussion
by Her Honour. And then she says, if it were intended to be limited to NPV=0, it
would have been set out. Well that's true, it could have been set out, but the
language doesn’t prescribe any particular detailed level of cost assessment, it simply

gives a whole series of considerations which the Commission has to balance.

And then in 70, “Because of its focus on NPV=0 the Commission has excluded from
its consideration the possibility that new technology will become available that is so

effective that an efficient service provider would invest in it, foregoing a reasonable
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return on and of capital invested in the old technology.” Now that appears to be
hypothesis, | don’t know if anybody was suggesting that that was the case before her
in relation to the 2004/05 determination. So, in effect, that if an efficient service
provider would forego, suffer a capital loss, so that it would invest in new technology.
Well that isn’t the situation we’re concerned with. If it were, arguably, you might be in
a situation where you're into the question of asking whether the Commission had
gone outside the bounds of rationality, but this is effectively coming up with an
extreme example to test whether the judgment applied by the Commission may be
open to some question. But being a question of judgment, there’s always going to be

some questions.

Then the question is, how will you invest in it? On the Commission’s scorched node
approach the investment will be by way of an adjunct to the core network as opposed
to replacing the whole lot, but that issue’s not addressed in this part of the

discussion.

In 71, Her Honour says, “lI understand that both mobile technology and Wireless
Local Loop are used by Telecom to provide TSO services but those technologies not
effectively modelled by the Commission”. Now | need to explain that the first
proposition is not correct. | think that's a matter that's common ground between the
parties, it wasn’t the case that mobile technology is used, there was a discussion
when this judgment was released in draft about that, the point was drawn to Her
Honour’s attention but she thought she wasn’t prepared to amend the judgment in
those circumstances, and so the matter arises here, but | simply say that there was
no evidence and isn’t the case that mobile technology was being used by Telecom to
provide TSO services. Wireless Local Loop is, was and MAR was and is. And then
the next sentence, “Consideration of efficiency must entail consideration of the least
cost method of provision of service, inherent in which, of course, is an assessment of
the ramifications of historic investment decisions for overall cost analysis”. Well
“least cost” takes us to the question of static efficiency which we saw in the
Commission’s definitions, but it doesn’t say anything about dynamic efficiency. |
don’'t — | confess | don’t fully understand what the last part of the sentence is driving

at.

ELIAS CJ:

No, | don’t either.
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MR HODDER:

Whereas if what Her Honour is saying is you need to have regard to historic cost,
and somehow or other that's mandated by law, that may be what is being driven at,
but our proposition of course is that's a matter of choice for the Commission. 72,
“When the introduction of hew exogenous technology is ruled out there is effectively

a guarantee of return on and of the notional capital employed...” And what we say
that the Judge is doing is elevating the expectation which the Commission says is

required, which is NPV=0, into the idea of a guarantee.

But if | could just mention — | took the Court to it earlier — but in the 2004/05
determination, at paragraph 95, the Commission explains it's still encouraging
productive efficiency by having endogenous optimisation and by using replacement
costs. It isn’'t ignoring that issue, and therefore there’s not a guarantee because
those are going to change from the reality. Insofar as it's notional capital that’s a
guarantee, it probably is saying no more than, “That's what NPV=0 is anticipating,”
that the party that is investing under this construct is expecting to receive both its
capital in terms of returning the actual capital and reasonable return on the capital,
and it doesn’t really assist, we say, to call it a guarantee in these circumstances. And
then at the end of the paragraph 72 Her Honour says, “The approach is inconsistent
with the annual nature of the exercise and with the notion that the Commission could
only take into account provision of return on the incremental capital actually
employed by Telecom,” and we see there again the italicisation of those words,
which we were looking at in paragraph 63, subparagraph (2) which, with respect, has

got nothing to do with it.

And there’s a concern in terms of the way the judgment is heading, but what it seems
to say is, if you're going to have an annual nature of the exercise, that seems to be a
proposition that you have to have a scorched earth approach, because that's what an
annual exercise requires. Our point is, there’s a different time frame, the Act is
talking about long-term benefits. 73, “In the two challenged determinations, the
Commission has viewed efficiency predominantly from the standpoint of Telecom.”
Well, with respect, it's from the standpoint of any TSP that is thinking about
investment, not Telecom as such. “The need to maintain minimum conditions for
investment,” and the proposition there is that's what Part 3 is about. You want to
encourage investment in the assets that provide TSO services. And then Telecom
had submitted in the real world that would drive some efficiencies. Well, in the real

world it would. If there’s room to make gains by being efficient, then any rational



10

15

20

25

30

35

216

provider of services will do so, there’s nothing unusual about that. But Her Honour is
critical at the end of the paragraph, “But the necessary application of this analysis is
that the efficiency incentive for Telecom is that the price model allows it to recover
higher (inefficient) costs than the costs it actually incurs.” And again, the last phrase

must be referring to Telecom’s actual cost as opposed to the notional network costs.

ELIAS CJ:
I's not a bad counterfactual though, is it? If their costs are less, to then reason that

they’re not efficient costs.

MR HODDER:
Well, that is —

ELIAS CJ:

| mean, presumably that's how it's being used.

MR HODDER:
Well, it might be, if one was doing a top-down model, but we’re not doing a top-down
model and there’s nothing in the statute that says the Commission’s required to do a

top-down model.

ELIAS CJ:

Well, I'm not entirely convinced about that.

MR HODDER:

Well, that's the submission, obviously.

ELIAS CJ:
That might be something that you need to come back to in terms of the structure of

the legislation.

MR HODDER:
Well, I think I've addressed it, but | just —

ELIAS CJ:
Well, you just say it's —



10

15

20

25

30

35

217

MR HODDER:
And briefly, the proposition —

ELIAS CJ:
— the choice that they had to make.

MR HODDER:

There’s a choice, there’s nothing — we submit there’s nothing in the statute that says,
as between top-down or bottom-up modelling, the Commission would make an error
in law in choosing one or the other, and if it makes no error of law it's entitled to
choose bottom-up. If it chooses bottom-up, Telecom’s actual top-down costs have
nothing to do with it, that's our proposition. And because we’re talking about the
efficient service provider and its net costs, and including the way in which Telecom
reports its quote, or the quote “net costs” under section 83, nobody knows what
Telecom’s actual costs are because, on the way that the Act is applied by the
Commission and, we say, within the scope of its powers, Telecom’s actual costs are
not material. But again, the proposition — Justice McGrath’s point, it's implicit in our
submission that here Her Honour is favouring a scorched earth approach, because
that would answer some of her concerns. Here, both in the end of 72 and the end of
73, although she doesn’t explicitly say, “There must be a scorched earth approach,”

but under her analysis a scorched node approach could never work.

And then at 74, and this is becoming by way of a summary, where Her Honour has
gone before, “It is clear that the ‘net cost’ was not intended to be more than
Telecom’s actual costs in providing the TSO services.” And, again, that's become
Telecom-specific. We say that's not clear. What's clear from the Act is that the
efficient service provider costs are meant to be the focus of the contributions that are
obtained from liable persons. The legislature would not have intended that Telecom’s
competitors pay windfall profits to Telecom, placing the competitors at a comparative
disadvantage. In that context, | draw attention back to the discussion in terms of the
depreciation and the risk of the tilt. There might be windfall gain, there might be
windfall loss, in some scenarios, because one’s projecting forward. But the way in
which one deals within the modelling scenario is if they are symmetrical risks then
one just simply accepts them as they come. Not to say the whole system has failed
and there’s been an error of law, if there were by chance to be windfall profits. And

nothing, of course, is said in the paragraph about windfall losses.
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And again, the last sentence comes back to, “Telecom is not held to a meaningful
standard of efficiency at all if it can be confident that it is to continue to receive prices
calculated on the existing model, and need take no steps to explore more cost
effective means of service delivery.” But, again, that isn’t consistent with what the
Commission’s actually doing with the endogenous optimisation and with using

replacement costs. Then she says, to conclude, “The Commission was entitled —

ELIAS CJ:
So do you say that it is irrelevant that this modelling means that Telecom has no

incentive to explore more cost-effective means of service delivery?

MR HODDER:

The model itself is providing incentives by optimisation.

ELIAS CJ:

But in the real world, Mr Hodder —

MR HODDER:

In the real world —

ELIAS CJ:

— what’s the incentive?

MR HODDER:
Because, the lowering. Well, in any circumstance every firm is incentivised to lower

its costs and increase its margins, that's the general commercial driver, profits.

ELIAS CJ:
Yes, but it can offload its costs through this, the incremental cost of providing the

service to the uneconomic customers.

MR HODDER:

To a degree, well, that's what the system is designed to do.

ELIAS CJ:

Yes.
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MR HODDER:

But what, the proposition is if those costs are efficiently incurred, including efficiently
incurred over time, that is what is required. In terms of incentivising improvements in
the system, that is the two features that the Commission has emphasised,
endogenous optimisation and the scorched node in relation to the node to the
customer premises. So it isn’t as if Telecom is getting, is going to get an automatic
guarantee of its actual costs. We don’t know what its actual costs are, but the whole

purpose of the productive efficiency aspect is designed to incentivise it to improve.

ELIAS CJ:
Do you say that the calculation that Telecom is to provide to the Commission,
because it's based on the modelling the Commission has accepted, requires it to

provide its actual revenue costs or...

MR HODDER:
Well, there’s a choice about that. What's actually happened is the Commission gives

directions —

ELIAS CJ:

Yes.

MR HODDER:

— and it’s effectively directed that on costs Telecom provides information based on
the Commission’s model, not Telecom’s actual costs, and on revenues that Telecom
provides, its actual revenues, although there’s some discussion in the papers about

providing non-actual revenues.

ELIAS CJ:
Well, | can understand why the Judge recoiled from it.

MR HODDER:

So, at the beginning of 75, “Although the Commission was entitled to use a model,”
that's the first proposition that we say, if you go that far then the rest of it becomes
very difficult, because we say that's the core to it, the Commission was entitled to use
a model, including one from bottom-up, which rendered Telecom’s actual costs

essentially irrelevant. Then it says, “it had to ensure the model calculated net cost as
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statutorily defined,” as I've been attempting to demonstrate for too long, the net cost
definition in the statute is not particularly precise, it requires, among other things,
incorporating efficient service provider, and efficient service provider brings an
NPV=0 - the whole thing has to be wrapped up into section 18 efficiencies, including
dynamic efficiency, but the implication of the sentence is there’'s some precise
statutory definition which the Commission has failed to observe and with respect that

isn’t made out.

ELIAS CJ:
This might be totally astray, but isn’t in fact the model a combination of top-down and
bottom-up?

MR HODDER:
Well | think it's better described as bottom-up.

ELIAS CJ:
Right.

MR HODDER:
There is obviously, to the extent that the configuration of the network is the same,

that | presume is the basis for suggesting it might be top-down.

TIPPING J:

Depends whether you're standing on your head or your heels —

ELIAS CJ:
Well if you're looking at the existing network, that really is a top-down model in part

isn’t it?

MR HODDER:
In part, you could say that, except they’re not using, they’re using optimisation of

replacement costs within that —

ELIAS CJ:
| understand that but they’d probably have to do that anyway, wouldn’t they?
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MR HODDER:
Well not necessarily. They have a whole series of choices which is, essentially, my

point. So —

ELIAS CJ:

The — so the new capital costs are in fact confined to replacement under this model —
yes?

MR HODDER:

In the model the capital is valued at replacement cost, existing assets.

ELIAS CJ:
Yes, thank you.

MR HODDER:

And so the conclusion that Her Honour is reaching that there was an error in law
because by introducing new technology, by ceasing to introduce new technology, it
ceased to calculate the unavoidable cost of an efficient service provider. Instead the
exercise that it took was to model the net cost of a notional provider using the
hypothetical 2001/02 network and guaranteeing a return on that capital over time.
But if we just stop and rephrase that. It ceased to calculate the unavoidable cost of
an efficient service provider, it rather begs a very good question of what we’re talking
about here, what does that require. And we say it's the efficiency considerations that
the Commission has taken into account. And then the exercise it undertook was to
model the net cost of the notional provider, we say that’'s what the statute requires,
using the hypothetical 2001-02 network, that's what scorched node requires and
guaranteeing return on that capital over time. That's what NPV=0 contemplates. In
our submission there’s nothing in that sentence that anybody could be concerned

about, and certainly not as an error of law.

And then she comes back to the same phrase again, “Has it implicitly accepted it
designed a model that could allow net cost to be set at a price higher than Telecom’s
actual costs?” We don’t know, but if it was that’s inherent in the particular modelling

which the Commission has to undertake.

ELIAS CJ:

Has chosen to undertake.
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MR HODDER:

Correct.

ELIAS CJ:
Yes.

MR HODDER:
Yes, as a legitimate choice we say.

ELIAS CJ:
Yes.

MR HODDER:

There’s probably not much else | can say on this topic. The general proposition, if |
come back to it though, is if the Commission is entitled to model, to determine what
the net cost to an efficient service provider is, and we say it is, then it's entitled to
choose bottom-up and it's entitled to choose the NPV=0 principle as part of its
approach to this whole exercise. | don’t understand any of those to be directly
challenged in the judgment as being errors of law and yet, by a conclusion, a sort of
a factual conclusion, i.e. that Telecom’s actual costs might be being — might be
higher than the cost that the model contemplates, the learned Judge comes to the
view there’s an error of law. In our submission that doesn’t suffice to carry the day
on the topic. So there is still the initial proposition we have from South Yorkshire that
these were matters for judgment, they’re not questions of law, the concerns that the
Judge has were really in relation to choices that the Commission was entitled to

make.

So if it's convenient that takes me to —

ELIAS CJ:

Yes, I'm sorry — just —

MR HODDER:

Sorry, no, not at all.

ELIAS CJ:
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— just if you were modelling on a top-down basis —

MR HODDER:

Yes.

ELIAS CJ:
— then you wouldn’t model to permit a higher cost recovery than was actually

incurred, would you?

MR HODDER:

You wouldn’t, you wouldn’t expect to do so, whether by some —

ELIAS CJ:

You’d model to not achieve that?

MR HODDER:

Correct. As says the Commission.

ELIAS CJ:

So if you move to a combination of top-down and bottom-up, | think that’s really what
the Judge is driving at in this paragraph. If you had simply gone bottom-up you
would have gone for the most efficient provider, but it's the combination that leads to

a result that she says is —

MR HODDER:
Unlawful.

ELIAS CJ:

— well maybe it is unreasonable on that reasoning.

MR HODDER:
| think the response would be that no doubt every modelling option has various

oddities or anomalies within it, that’s the nature of modelling.

ELIAS CJ:

But this is not a pure model.
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MR HODDER:

Well if one has — even with a pure model you have either anomalies or difficulties, if
one accepts it says scorched earth and bottom-up is a pure model, there are still
difficulties because you have a real issue about whether you're achieving dynamic
efficiency and investment for long-term asset development. The proposition is that
there is no right —

TIPPING J:

Has it ever been suggested — has it ever been suggested in this case by any party
that it was irrational or unreasonable or unlawful as to which of the bottom-up, top-
down approaches was adopted?

MR HODDER:

| don'’t believe so.

ELIAS CJ:
Well | thought there was consideration in one of the judgments, | might have that

wrong. | thought the Court of Appeal judgment —

MR HODDER:
In the Court of Appeal both Vodafone and the President accepted that scorched node

was available.

ELIAS CJ:

Mmm.

MR HODDER:
And if you have scorched node then the, kind of the, you can’t have scorched node

and have the purity that the Chief Justice is suggesting.

TIPPING J:
This is the irony in it. Once you go that far, it seems that you're almost at the

destination that you challenge.

MR HODDER:

I’'m not sure | follow that, Sir.
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TIPPING J:

| won’'t worry you then, Mr Hodder.

MR HODDER:

No, I'm sorry, but —

TIPPING J:
What I'm trying to say is if you accept that scorched node was an acceptable
approach —

MR HODDER:
Yes.

TIPPING J:
— then it becomes difficult, | would have thought, to challenge where that logically

leads you to.

ELIAS CJ:

| agree with that, if that point is being made to me. | agree with that.

MR HODDER:
Well, that is my point.

ELIAS CJ:

Yes.

TIPPING J:
Was it? | thought — well, that was put to Mr Gray and I'll be interested to see what

more he wishes to say about that.

MR HODDER:

Well, just to be clear, | mean our entire case | have this as, have got some clarity, is
that in this area the Commission was entitled to make a choice of scorched node and
it was entitled, that's the first appeal, and therefore the majority of the
Court of Appeal was right to say there was nothing erroneous about its choice of

scorched node; and in relation to the second appeal, when it seeks to correct that, as
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it does, in relation to the exogenous versus compensation trade off, then that’s not an
error either, that's simply a logical outworking of where it is. So | — Justice Tipping’s
proposition is one that is entirely comfortable for our case.

GAULT J:

| understand that it really has been accepted by all those involved that scorched node
was an acceptable or available approach. Now, is there some argument that it was

not?

MR HODDER:
As | understand Vodafone is saying, yes there is.

GAULT J:
Well, |1 can understand Vodafone saying it was acceptable but on the way they
consider it should be applied it's led to error. | didn’t understand them to

fundamentally question the approach.

MR HODDER:
Well, | may have misunderstood it. | thought that's where my learned friend had

moved during the course of his oral submissions.

TIPPING J:
It wasn'’t entirely clear to me whether he’d abandoned scorched node and was going

for scorched earth.

ELIAS CJ:

I’'m simply trying to understand it. It may well be that at the end of the day the case
has proceeded on a basis that makes it irrelevant, and in any event you have your
primary submission that it's all a matter of choice in any event for the Commission,
but | think the Judge is not accepting that scorched node, in the paragraph, and well,
leading up to it, was reasonably available.

MR HODDER:

Yes. | think that’s correct in the way that Her Honour’s judgment reads. In relation to
Justice Gault’s point, | think there are two levels. | mean our case is that there is an
area of choice for the Commission but there are boundaries to the choice, and | don’t
want to misrepresent my learned friend’s submissions, | understood him to say at the

very end of his submissions, as an alternative, if his primary submission which I must
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say | rather understood was that scorched earth was effectively where they had to
go, to avoid error of law, that if scorched node was available, then the way of carrying
it out, i.e. on the adjunct rather than the overlay basis, was not rational, not
reasonable. So that's a more detailed issue in which we say it doesn’'t come close to
that, there’s nothing inherent in the documents that demonstrates on its face some

serious problem.

So with my talking about the serious problems on their face, that then brings me to
the asset beta appeal. And there are separate written submissions on that which |
call “Written Submissions For Appellant Telecom In Support Of Appeal SC 45, Asset
Beta Issue,” and the Court may recall that the issue here is that in its early
determinations the asset beta, which is an important multiplier in the assessment of
the average cost of capital, was assessed by the Commission at 0.4. But as what it
regarded as a consequence of the matter we’ve just been talking about, that is to
reduce, to stop modelling exogenous optimisation, it decided to cut that in half to 0.2
and there is, there’s a seriously substantial monetary consequence of that as far as
Telecom is concerned, as we say in our paragraph 1.6, “We think it reduces the
weighted average cost of capital from 7.1 to 5.7 for one year and 7.4 to 6 for

another,” it's worth about $14 million a year on the simple cutting it in half.

So the question that we ask in this appeal is, why do they cut it in half? And the
answer is given as, well, we did that because we've removed some of the risk of
technological change. And our basic point is, but you didn’t include any factor for
technological change at the outset, so how can you take it away? But it's the
essence of the appeal. Now I've constructed, on my analysis of the law that I'm
putting to the Court, a reasonable threshold to get over in terms of accepting the
Commission has a series of discretions. My point in relation to this appeal is on the
face of it, there is simply a blatant inconsistency in the approach the Commission
took in 2001/02 and would have taken in 2004/05, and that’s the point that | wish to
address and | need to do it really by reference to the Commission’s 2001/02
determination, which is volume 4 of the case on appeal, at tab 48. So for context
perhaps | can invite the Court to look first at page 16 — it's not marked on my copy
but it's 1626, which is under the heading “TSO Cost of Capital,” at paragraph 127.

GAULT J:
Where do | find that page?
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MR HODDER:

Volume 4 of the case on appeal, Sir, at tab 48.

ELIAS CJ:
And the page 1 —

MR HODDER:
1626.

ELIAS CJ:
Thank you.

MR HODDER:

So, this is the beginning of the discussion of the TSO cost of capital, there have been
preliminary papers but in the circumstances and time | wasn’t proposing to go back to
the earlier papers. | have given you references in that paper | handed up yesterday
under the relevant column. So the introduction is set out in 127-128, “a reasonable
return on the incremental capital... the reasonable return is the opportunity cost of the
funds invested in the network and non-network assets by an efficient service
provider. It is the rate of return an investor would expect to achieve by investing in
assets with a similar risk profile. If it's not able to earn its cost of capital, its
incentives to invest in TSO assets will be undermined”. Then 128 refers to its
previous discussion documents as well as the fact it's had to look at cost of capital

issues in relation to airports, electricity and dairy.

| hope it's of some relief that | don’t need to go into the WACC equations on the
balance of that page or the next couple of pages. But first of all there’s a question
about choice of model, that’s not an issue, they use what is a relatively well-known in
New Zealand, Brennan-Lally Capital Asset Pricing Model. On page 1630 there’s a
discussion of the risk-free rate, which we don't need to spend time on, but what we
do need to focus on begins at page 1636, which is where the discussion of the beta

arises.

Now I'm, | suspect this Court hasn’t had to escape capital asset pricing models and
betas in the same way that most of counsel have had to — had not been able to

escape them ever, but the general proposition is explained quite well, with respect,
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on page 1636. In the middle of the equation, one inserts the concept of a beta,
described in 179 as “the risk of an investment relative to the market risk”. It relates to
the volatility of returns, the possibility that expected returns may not actually
materialise or maybe higher than expected, and the total risk of an asset or business
is made up of both diversifiable risk and undiversifiable risk. And all this comes from

corporate finance of course and — with its own language — jargon.

So firstly, diversifiable or unsystematic risk is unique to the asset or firm and can be
eliminated by diversification. The risk associated with technology obsolescence,
which is a key phrase for us, et cetera, are examples of unique risks. So if I'm in a
business that depends, for example, on a patent that has a — that's — | have a
particular risk that my business has that no other business may have. Undiversifiable
or systematic risk is market risk which isn’t unique to the firm, and that risk cannot be
eliminated by diversification. It's related to, dependent on the state of the economy
as a whole, so if | am selling a product that depends on consumer optimism and | go
up and down with the market, that's something | can diversify, well | can’t diversify
against the way the market goes up and down — if I'm selling my narrow niche
patented product, as an investor I'm expected to diversify, in case that has a
particular unique risk, and my basket of investments means that | am sufficiently
diversified not to be exposed to the unique risks which are those which are described

as unsystematic. So, that’s the issue, well that’s the beginnings of the issue.

180, “Under the framework of the Capital Asset Pricing Model only the undiversifiable
risk”, that is the systematic risk, “is relevant in determining the cost of equity.
Investors are not compensated for diversifiable risk”, i.e. technology obsolescence
doesn’t feature in the capital asset pricing model. “Beta measures the sensitivity of
the asset’s return relative to markets returns. Its estimation is one of the most
contentious... and also significantly affects the resulting WACC.” And then it goes
onto describe the asset beta, that’s effectively the same thing, but you take out any
question of debt. And so here we’re talking about asset beta which for these
purposes there’s no great scope in relation to that. And that point about the debt is

dealt with in paragraph 185 as well.

TIPPING J:

We're only concerned with asset beta, not equity beta?

MR HODDER:
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Correct. But for practical purposes there’s no real difference where we’re concerned.
We’re not concerned with leverage issues here. So then at 188 the Commission sets
out how differences in betas might arrive, remembering that what betas are
measuring are matters that relate to undiversifiable risk, i.e. systematic risk, and it
goes through and talks about the nature of the product, the nature of the customer,
pricing structures et cetera, et cetera, all of which are reasonably general and none
of which relate to technological obsolescence or stranding risks. The only point |
need to make for present purposes.

189 on page 1639, 1639 — the Commission says, we can now describe the insurance
effect and the requirement to annually review costs to see how they impact on the
TSO asset beta, and it talks about variations of economic activity which impact upon

revenue levels.

TIPPING J:

What's the insurance effect?

MR HODDER:

The insurance effect is that instead of a few people in your CNVC cost going broke
and not paying you, you actually recover the net cost on those things from somebody
like Vodafone who isn’t going to go broke. So you're insured against the risk of non-

payment by a random selection of customers.

BLANCHARD J:

But here the insurance effect is relatively small.

MR HODDER:

That’'s what the Commission says, and particularly it relates to revenues as opposed
to costs, and there’s a separate analysis for each as to which of them is affected by
this. So there’s an insurance effect, relates to revenue levels, but the Commission

says it’s not very significant.

ELIAS CJ:

You said that asset stranding isn’t one of the factors identified but —

MR HODDER:
In 188.
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ELIAS CJ:

In 188, but doesn’t it come under industry factors?

MR HODDER:
Ah —

ELIAS CJ:
I know that the examples are given by the type of product and so on, but surely it
must be an industry factor?

MR HODDER:

| don’t — I’'m not sure that follows. Well, | mean, the point that's made in 179, that the
very thing you don’t take into account is technological obsolescence, but that is a
unigue scenario for the TSO provider not an industry factor that affecting a wider

industry. That's the —

ELIAS CJ:

But if all providers face the same risk, isn’t it an industry factor rather than a fact —

MR HODDER:
That seems plausible. I'll come to the point. There’s a discussion later on that says
there is a kind of an inherent diversifiable risk, sorry, undiversifiable, systematic risk,

in relation to technology obsolescence.

ELIAS CJ:

Yes.

MR HODDER:

The point that I'm going on to make is that the Commission doesn’t weigh that in
terms getting to its 0.4 beta for this year, and then takes half of it away when it gets
to 2004/05. So Your Honour’s assumption | think is correct, that it can be an aspect
of it.

BLANCHARD J:

What's the market in this context, is it the market generally?
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MR HODDER:
| think so.

BLANCHARD J:
Yes.

MR HODDER:
If you were talking about the market that’s —

BLANCHARD J:

So it’'s not —

MR HODDER:
— been referred to in paragraph 179 and 180 and 181, yes —

BLANCHARD J:

—yes, soit's not —

MR HODDER:
— that’s why you diversify —

BLANCHARD J:

— just a market for the particular industry?

MR HODDER:

| don’t believe so. That’s why in 181 is talking about market returns —

BLANCHARD J:
Mhm.

MR HODDER:
— and the diversification concept of a diversified portfolio is designed to deal with the

market in a wider sense.
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McGRATH J:

And the state of the economy as a whole —

MR HODDER:

Yes.

McGRATH J:

— is the concept it’s referring to?

MR HODDER:

Yes, yes. So the contrast is between the market as a whole, that is effectively the
productive part of the economy and its fortunes, versus the TSO provider, in its role
as a TSP provider not in its wider role, for example, as Telecom, and that’s what the
focus of this discussion works its way through.

Now, there’s a lengthy discussion in all this which I'm going to have to skip through.
There is some systematic — after 189, which is where | was, on page 54, 55, there’s
an introduction to the topic of various TSO-specific issues. At 197, there’s a
discussion about systematic risk associated with current-year variability and revenue
and cost and default risk, and this is the insurance effect | was discussing briefly with
Justice Blanchard, so 198 talks about near-complete risk mitigation in relation to
revenues and says, “This ‘insurance effect’ will reduce the TSO beta” in relation to
revenues. Then 199, conversely, it “doesn’t provide complete risk mitigation in
relation to costs. Costs escalate on a forward-looking basis using an
economic/engineering model. The model estimates the cost of an efficient provider
providing TSO services rather than the TSP’s actual cost.” These points keep on
recurring. “It is therefore possible that shocks to the cost of the TSO provision will

not be compensated by the TSO funding mechanism.”

Now just to pause there, the point there is that sort of thing is meant to be picked up
in part by the depreciation and tilt. Recording what depreciation is about is also
dealing with technological obsolescence. The more risk of technological

obsolescence the faster the rate of depreciation is meant to be.

BLANCHARD J:
But 198 is curious. “The TSO loss-sharing mechanism therefore offers near

complete risk mitigation in relation to revenues.”
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MR HODDER:

Revenues, yes.

BLANCHARD J:
But it only does that to the extent of the percentages that Telecom itself is not having

to pay.

MR HODDER:
Correct.

BLANCHARD J:
Because this thing goes round in a circle —

MR HODDER:

It does —

BLANCHARD J:

—to a large extent —

MR HODDER:

Telecom still stands the risk itself in relation to its own customers, or that share of it —

BLANCHARD J:

Mhm, so that sentence is, in reality, a bit ridiculous. It's not against you.

MR HODDER:
The question is how much emphasis we put on the word “near”. If, I'm not sure what

the percentage is —

BLANCHARD J:

“Near”, in the sense of being very far away.

ELIAS CJ:

The size of a substantial area of England.

MR HODDER:
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To the extent that there is a levy, as my learned friend calls it, placed on other
providers, and to that extent, | think that's what it's talking about. The point Justice

Blanchard made is one we happily accept.

McGRATH J:

It's in relation to the revenues that other —

MR HODDER:

In relation to the revenues —

McGRATH J:

— providers produce, that’s what —

MR HODDER:

—yes.

McGRATH J:

— and if you see it in that way, it does make sense.

MR HODDER:
Well, to the extent that the revenues are not revenues at a risk of not being paid

because Telecom’s own customers default.

McGRATH J:
No, but if you see it, the revenues that come through the other providers?

MR HODDER:

Yes, yes.

BLANCHARD J:

Mhm but they’re a relatively small proportion.

MR HODDER:

Relatively, yes.

ELIAS CJ:



10

15

20

25

30

35

236

In 199, you say, makes sense because, you say that, they have modelled an efficient

provider —

MR HODDER:

Yes.

ELIAS CJ:
— providing the TSO services.

MR HODDER:

Rather than TSO actual costs, that’s correct, but it says there are still possibly going
to be shocks. There are two things about that. If the shocks are symmetric risks of
shocks, then that doesn’t — in the way the world works here, well | hope that it all
works, it doesn’t matter. If they’re asymmetric, there can be a problem, they need to
be dealt with, and the way that they’re normally dealt with is by way of annuity tilt
designed to achieve the recovery of capital which is the asset stranding risk. If you

can recover your capital then the stranding is no longer of economic significance.

Then at 202, the Commission comes back to the point and says, “Assessing the risk
mitigating effect of the TSO funding mechanism involves weighing up its impact...
The Commission considers that the systematic risk of the TSO is more likely to be
related to revenue and have only a moderate relationship to costs.” So we’ve got
revenue taken care of by the insurance mechanism and it doesn’'t have much impact

in relation to costs.

At 204, the heading is then discussing systematic risks associated with a regulatory
error, i.e. if the regulator gets things wrong, particularly in discerning future discount
rate, i.e. the rate of return, then that is a problem you’re going to have. There’s a risk
about regulator error and that of course is accepted but that had to be factored in at
the beginning and it's got nothing really to do with mobile technologies, which is our

point.

We go onto page 1644. This is a discussion about the risk associated with

optimisation, beginning at 212.

TIPPING J:

Have we got to where inconsistency bites yet, Mr Hodder?
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MR HODDER:

No, I'm trying to set a platform for that, Sir, but we’re getting close. So this becomes
quite significant. At 212, the Commission identifies that there can be a risk, a
systematic risk, where there’s re-optimisation. At 215, the Commission says, “it is
not clear that the act of optimisation and revaluation... necessarily increases the
systematic risk,” and that conclusion is quite significant. Then 216, “If asset
revaluation risk and the risk of asset stranding are non-systematic”, i.e. don’t account
for them in the beta, then PWC’s statement about using electricity firms’ betas “may

provide a reasonable proxy for the TSO asset beta.”

The point that I'm getting to, encouraged by Justice Tipping’s comment, is that what
the Commission does here is it says, in a sense, we’re going to set 0.4, how do you
we get there, we're going to take US electricity firms that are regulated on a rate of

return basis using historic —

TIPPING J:

Now you’re sort of jumping —

MR HODDER:
No —

TIPPING J:
— I'm sorry, | know | provoked this, but are you able to encapsulate, in a sentence or

two, where in all this the inconsistency is to be found?

MR HODDER:

| hope so.
TIPPING J:

Well, can you not —

MR HODDER:
So -

ELIAS CJ:
Jump to it.
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TIPPING J:

Well, saying 0.4 out of nowhere doesn’t help me.

MR HODDER:
Where all this is leading to in this particular determination is that 0.4 beta which the

Commission determines —

TIPPING J:
Ah, the 0.4 beta.

MR HODDER:

That 0.4 can be deconstructed into two components: 0.3 is by reference to the
regulated electricity firms, essentially from the US, and the Commission takes 0.3
from there and it adds 0.1 for what it calls an “industry factor”, so A plus B gives you
0.4. Now the thing about the US electricity firms is they are rate of return and they
use historical cost. Because they use historical cost there is no technological

obsolescence risk.

ELIAS CJ:

Mmm.

MR HODDER:
So that's — 0.3 plus one, when you take away mobile technology the Commission
says, aha, we've reduced the risk of technological obsolescence, we're going to

knock that 0.4 in half — it becomes 0.2 and that’s the point when Telecom says —

TIPPING J:
How do you get half of 0.3 being 0.27?

MR HODDER:
Well that's — we say 0.3 doesn’t change at all because there is no technological risk

of the 0.3 component.

TIPPING J:

I’'m just trying to follow the arithmetic that’s all.
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MR HODDER:

Well there is no following the arithmetic, that's our submission. So the point about
0.3 is that it has no technological obsolescence in it because of the nature of where it
came from. So when you remove a risk of technological obsolescence by not
modelling new technologies, there’s nothing to remove from the 0.4 but the

Commission has removed half of it, and we say that simply doesn’t make sense.

ELIAS CJ:
It removed it for the risk of asset stranding?

MR HODDER:
Correct.

TIPPING J:

Which was never in the original 0.4?

MR HODDER:
That's our point, or if it was it was bare minimis. But then it's — staying with
page 1645 —

BLANCHARD J:
Well what about the 0.1, what do you say about that?

MR HODDER:

That may have included an aspect of the systematic stuff we’re talking about,
including the costs, but remember that probably related to paragraph 215 which says
the Commission’s not clear it has anything to do with the systematic risk and the
earlier proposition that it says that as far as the systematic risk of the TSO is likely to
have a moderate relationship to cost, which is 202.

ELIAS CJ:
What, in the US electricity regulated industries, did the asset beta there adopted

represent, what went into those? Why have they used it?

MR HODDER:
Well | can — there’s a lengthy discussion in the appendix to this — I'll come to it, if |

come to it in just a moment I'll —
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ELIAS CJ:

Yes.

MR HODDER:

— get there. And so at 216 there’s a conditional proposition. If you treat these risks
as non-systematic, i.e. not affecting beta, then electricity firms will provide a
reasonable proxy. What the Commission say is they do provide a reasonable proxy
and it uses them as to 0.3, so in effect they have removed the “if” from 216 to say
they’re not, they are non-systematic and therefore don’t have to be taken into
account. 220 it says, “We do deal with these issues by way of assets, sorry — 220,
“The Commission considers that a significant part of the risk of changes” from
optimisation from technology risk “may be asset-specific or non-systematic risk, or
may be negatively correlated to the market”. So if they’re non-systematic, they don’t
count for beta, if they’re negatively correlated to the market they don’t reduce the

beta, the increase the beta —

TIPPING J:

Is this an irrationality point?

MR HODDER:
It is. The entire logic, we say, of this 2001/02 supports some figure higher than 0.4,

but let's assume it’s 0.4, what it doesn’t do is provide any basis for taking half away —

ELIAS CJ:
For taking it away. You don’t probably need to take me to the US — the factors that
entered into it because you are taking the view that they were a correct proxy or a

proxy that was available to the Commission in the original calculation.

MR HODDER:
Well, | can take you there quite quickly, | just wanted to make one or two references

before | get there.

ELIAS CJ:

Yes.
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MR HODDER:

So at page 1646 you'll see at 226 the Commission says, we're “not satisfied the
systematic component of the risk of asset optimisation and the risks of asset
stranding warrant any increment to the TSO beta compared to assets valued with
reference to historical cost”. And the reference to historical cost again takes us back
to US utility firms and then we see at 233, which is part of the point the Chief Justice
is making, “The Commission considers that US electricity utilities subject to rate of
return regulation are likely to be a good proxy to the TSO beta as they are subject to
annual resetting of prices... that an industry effect should also be considered”. Now
there’s a more detailed discussion, sorry, just to complete the point, on 1648, “The
design of the TSO — it’s 236 — “The design of the TSO funding mechanism reduces
the risk faced by the TSP to below that of the Telecom fixed PSTN business,” but
that had a range — it took it to about 0.8, so it doesn’t take Telecom’s own fixed PSTN
business, it goes to something lower, and here we see the breakdown | talked about
before, “Based on the estimated asset beta of 0.3 for US electricity firms subject to
rate of return regulation, the TSO WACC paper and the TSO Draft Determination
suggested an asset beta... of between 0.2 and 0.4, with a mid-point of 0.3. 237 says,
“the Commission considers that an increment to the asset beta of 0.1 warranted in

recognition of a small industry effect in addition to the regulatory effect. This means

ELIAS CJ:
The what industry effect?

MR HODDER:
A small industry effect.

BLANCHARD J:
What is that?

ELIAS CJ:

Oh, just a small —

MR HODDER:
| think that’s the point the Chief Justice is making before, to go back to paragraph
188, | think it was, that there may be something in the industry that makes it

vulnerable to technology.
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ELIAS CJ:

Well, except that’'s hardly small is it, really, and the proof of that is in the depreciation

MR HODDER:
Quite.

ELIAS CJ:
— allowed?

MR HODDER:
Well, we accept that.

ELIAS CJ:
It's a bit odd.

MR HODDER:
Well, that's how the Commission gets to the 0.4, the point | was making in reply to
Justice Tipping before, and then the detail further on it comes — if we go to appendix

5, in particular around about page 1747 —

TIPPING J:
Is this a point, Mr Hodder, before — I'm trying to keep my head above the detail at the
moment, quite frankly —

BLANCHARD J:

And above the water.

ELIAS CJ:
A good policy — a good model.

TIPPING J:
Thank you, Chief Justice. Is this — do you just say that this is completely illogical and

for the moment they just “drop the ball”, in effect?
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MR HODDER:
Yes. Thatis at its highest.

TIPPING J:

What is the answer to it, according to your opponent?

MR HODDER:
The answer, | think, is said to be that somewhere in this 0.4, cunningly disguised, is a
large component of technological risk.

BLANCHARD J:
And you would admit that there might be a very small component —

MR HODDER:

Yes.

BLANCHARD J:

—inthe 0.1 you say?

MR HODDER:

Yes.

TIPPING J:

But it’s allowed for sufficiently in the 0.1 —

MR HODDER:

We assume so.

TIPPING J:

— but should not be found in a concealed way in the 0.3?

MR HODDER:

Correct.

TIPPING J:
Well —
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MR HODDER:
When you have historical cost and rate of return regulation, there is no technological

risk that’'s — the provider suffers from.

TIPPING J:
Yes.

ELIAS CJ:
But doesn’t that buy back into the, or link to the —

MR HODDER:
Does it reopen the choices question?

ELIAS CJ:

Yes.

MR HODDER:
No.

TIPPING J:

Sauce and geese —

MR HODDER:

1747 is part of the appendix 5, A5, which has a more detailed discussion of the beta,
but it really goes to the Chief Justice’s question about why were they using overseas
businesses and so A5.39 you’ll see the Commission has previously — returns to the

TSP may be regarded as similar in nature to the almost guaranteed returns for firms

BLANCHARD J:

I’'m sorry I've lost the place.

MR HODDER:
1747.

ELIAS CJ:

Those —
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MR HODDER:
Paragraph A5.39 — sorry.

ELIAS CJ:
— beta rates of return of the US electricity utilities are largely set are they because of

regulatory risk —

MR HODDER:

I’'m not sure.

ELIAS CJ:
— that was one of the factors that was identified in —

MR HODDER:

There’s a factor that’s identified in, yes. There will be a component of it.

ELIAS CJ:

Yes. But there’s not really any regulatory risk here, is there?

MR HODDER:

| think this litigation can rather suggest there might be.

ELIAS CJ:
Well there’s litigation risk, perhaps, but —

MR HODDER:
Well the proposition is the Commission gets it wrong, that’s all the regulatory risk

means, or the regulator in the US gets it wrong.

ELIAS CJ:

Yes.

TIPPING J:
But whether that be so or not, the key dimension, as | understand the argument, is

you can’t logically take away something that was never there in the first place.
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MR HODDER:
Yes. If you were basing on historical cost and with a guaranteed rate of return, you

don’t face any technological risk —

TIPPING J:
No.

MR HODDER:
— that’s the point — that’s just one of the factors of it and this is acknowledged in

relation to these particular utilities.

TIPPING J:

Well, isn’t that the nub of the point in what amount of detail —

MR HODDER:

Itis.

TIPPING J:

— is going to make the point better?

ELIAS CJ:

Well if you like to understand it, you might like a little bit —

TIPPING J:

I’'m not wanting to choke it off, Mr Hodder, but I'm just —

ELIAS CJ:

No, no you're absolutely right — you're responding to his point but | don’t know why
they are, | don't know why — well maybe it's not necessary to know, but at the
moment it's not clear to me why an asset beta based on these American electricity

utilities was correct anyway.

MR HODDER:

Well, 'm not sure | — the Court wants me to go through the whole detail —

ELIAS CJ:
No.
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MR HODDER:

— but can | say it's set out in paragraph A5.39 on 1747 onwards is the discussion —

ELIAS CJ:
17 -7

MR HODDER:
1747.

ELIAS CJ:
Thanks.

MR HODDER:

And they rely on Dr Lally, who is quoted at some length in paragraph A5.40. A5.41,
there’s rejection of PWC which for Telecom was arguing, these weren’t particularly
useful because they were too low, and at 5.42, the Commission says it’s satisfied the

differences “do not preclude the use of US electricity businesses as comparators”.

TIPPING J:
The long and the short of it is surely, is whether they should have used it or not.

They did use it and then they used it or adjusted it illogically.

MR HODDER:

That’s our point.

TIPPING J:
That’s the proposition?

BLANCHARD J:

Yes. And your inconsistency argument is really an irrationality argument?

MR HODDER:
Well, we say inconsistency’s a form of irrationality, although irrationality such of, sort

of toxic word, I'd rather use inconsistency.

ELIAS CJ:
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Well, you could just say it was an unreasonable decision, which is a much better

word to use.

MR HODDER:

Yes, well, that's correct. So just — to conclude on this point perhaps, at
paragraph 352 on page 1667, there’s a specific statement that says, or summary on,
the network stranding due to new technology: “The risks of asset stranding are best
modelled in the cash flows” — i.e. not in the beta. “The Commission will take into
account uncertainty with respect to the cost and timing of the introduction of new
technology.” Errors will be reduced by the Commission periodically reviewing its
depreciation profile. “On this basis, no provision for an increment to WACC appears
to be justified”, and that’s an increment above the 4 percent. So I'm sorry to repeat
this, but we think we got 0.3% from US utilities, we got 0.1 percent for the industry,
and we’re not going to get any more because it doesn’t regard that there’s any
justification in relation to technological risk. So we then take away mobile technology
and we've lost 0.2, and the Telecom complaint is where did that go, and that’s sort of

the essence of it.

Now there’s an attempt in the 2004/05 determination which | need to refer to, which

is volume —

McGRATH J:

Just before you go there, | think you did explain this earlier, but this discrepancy that
you’ve put to us, it wasn’t the subject of any opportunity to make submissions to the
Commission, is that right, are you saying that this particular analysis first appeared in

this determination, you didn’t get it in an earlier draft determination?

MR HODDER:
No I think that, don’t know if we said quite that. The Commission did signal that it was
going to — | think there was a signal that it was going to do that, and there was a

protest from us, which is why we criticised the rate of, US rate of return regulations —

McGRATH J:

Yes.

MR HODDER:
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—and indeed the 0.1 was the sort of the salt to Telecom because originally they were
going to stay at 0.3 based on the US, so in the draft it had 0.3, the final was 0.4 and

that followed submissions from Telecom.

McGRATH J:
Sorry, thank you.

MR HODDER:

The other side of the equation of course, is how the Commission seeks to explain its
0.2 in 2004/05, and that requires an exploration of the determination which is in
volume 2 of the case.

ELIAS CJ:

Sorry volume 3?

MR HODDER:
2.

ELIAS CJ:

2, sorry.

MR HODDER:

At tab 25. So, at page 541, beginning around paragraph 215, we see the problem
being identified in the revised draft determination that proceeded this, “the
Commission opted to no longer introduce new technologies (Exogenous
Optimisation)... This led it to conclude that the systematic capital risk associated with
the asset had been decreased”. 216, “In previous TSO determinations... the
Commission had undertaken extensive analysis to derive an asset of beta of 0.4”.
And this goes onto say, “This analysis involved a direct estimate of Telecom’s beta,
use of domestic and overseas comparators, and the assessment of influences and
risks relating to the TSO”. Now, with respect, we say when you go back and look at
2001/02, when they came up with 0.4 they rejected the use of Telecom’s beta
because it was a much higher range and that driving factor was quite explicitly the

US 0.3, plus an industry factor of 0.1...

AUDIO STOPS: 3.06.21 PM
COURT RESUMES: 3.17 PM



10

15

20

25

30

35

250

MR HODDER:

So, I've probably all but covered what | wanted to say about the determination. So
the complaint — sorry to restate it again, but the complaint is that the Commission is
absolutely clear in its 2001/02 determination that it is coming up with a zero point
beta, with 0.3 of it coming from the comparison with US electricity utilities which,
because they are based on historic cost and with a guaranteed rate of return, they do
not bear the risks associated with the asset optimisation and asset stranding that
may occur elsewhere. Now that’s — | don’t think | took the Court to it, that’'s explicit in
paragraph 195 of the 2001/02 determination. It's also said in appendix 5 at footnote
240.

The Commission is explicit that if electricity utilities are a reasonable proxy it's
because asset valuation and stranding risks are non-systematic because they don’t
relate to betas. Having gone through all that process, the Commission then says, in
its next attempt at the exercise, well actually no, that's not quite right, well it doesn’t
ever say it's not quite right and it never quite walks away from the US utilities, but
says in fact that 0.4 contained a very substantial amount of asset stranding risk and

because of that, we're going to take away half of it. In our submission —

BLANCHARD J:
Do you accept that the Commission would be entitled to say oops, we think we got

this wrong and now we need to change it?

MR HODDER:

Yes, indeed, if the Commission had said, we got it completely wrong, US electricity
utilities are not a relevant comparison, we just got that completely wrong, sorry about
that, we’re starting again, we get to 0.2, as it were, from the bottom up, then we
couldn’t argue about that. But there’s no resiling from that, that US comparison
continues to be what underpins the 0.4. Now the Commission does something else
later on which it calls a “decomposition analysis”, which it treats as a cross-check.
But a cross-check accepts the validity of the original proposition. And the original
proposition says we get most of the beta in a situation where there is no asset
stranding or technological risk, and in our submission that's a simple case of

unreasonableness or inconsistency which can’t be justified.
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So Justice Winkelmann rejects Telecom’s arguments in her judgment, which is in
volume 1 of the case on appeal at tab 12. Now what Her Honour does is she sets
out two propositions in her paragraph 25 which is on page 400 and she says,
“Telecom’s arguments depend on these two propositions. Prior to 2004-2005... the
Commission consistently stated that the asset beta reflects only systematic risk, and
that technology risk is an unsystematic risk; and secondly the Commission’s original
asset beta calculation of 0.4 did not include a risk factor for technological
optimisation”. Now it's true we placed most emphasis on the statements that |
started with in this 2001/02 determination, which go back to paragraphs 179 and 180,
but it doesn't say that they only have unsystematic risks, the point that the

Commission’s analysis of these two is that the systematic risk is minimal.

ELIAS CJ:
0.1%7?

MR HODDER:
Or some part of 0.1%, we assume.
ELIAS CJ:

Well what was in the 0.1?

MR HODDER:

We don’t know. The Commission doesn’t break it down any further than that. But
what Her Honour does is to say at paragraph 63 on page 413, “Telecom cannot
succeed if those propositions are not correct. | am satisfied,” she says, “that they are
not”. And then what | need to do is to go through the analysis that follows from there.
So in 64 she says, we’re correct that technological obsolescence is consistently
referred to as unsystematic, but she says “what is fatal to Telecom’s argument is that
the Commission also consistently identifies technology risk as having a systematic
component,” and that proposition we don’t disagree with. The Commission has said
there’s a systematic component, or at least there could be. And then she sets out an
extract which is relied on, which the Court’s been taken to. Then she goes on at 65
to say, “But,” and here she’s referring to paragraph 220 of the Commission’s 2001/02
determination, “the Commission also said that ‘a significant part of the risk of
changes... may be asset-specific and non-systematic risk”, i.e. that there is some part
which would be systematic, and then goes on to quote from what is paragraph 226 at
the end of her — this page. “The Commission is not satisfied the systematic

component... warrant an increment to the TSO beta compared to assets valued with
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reference to historical cost”. And, | must stress, that last point is referring to the US

utilities which don’t have this risk.

But Her Honour goes on at 66 to say, “There is then clear acceptance by the
Commission of the existence of a systematic element,” and we say that doesn’t
follow from what the Commission’s just said. And then she said, “It was open to the
Commission to maintain that investment in research and development that might lead
it to new technologies related to the state of the economy”. Indeed, but the point |
have made to the Court is that if the economy going up means more R&D then that is
actually going to have an impact on it, a TSO provider, if it's going to have a bigger
risk, so it's a converse rather than a systematic connection with the economy as a

whole.

Then at 67, the proposition is that, well, it's “an essentially impressionistic exercise,”
but it wasn’t an impressionistic exercise, the Commission went in great detail up to
the 2001/02 determination, including the lengthy appendix 5, where it relies explicitly
on the US firm as with 0.3%.

And then paragraph 68, “The Commission expressly identified that it had netted off
various factors... and then it settled on an asset of 0.4. The fact that it did not
attribute a numeric value to the technology risk factor does not mean that it was not
weighed in that process”, well, the arguments I've been putting to you are that if it
was, it was a very, very small component. And then her reasoning is, | am satisfied
that it was already in there, it was removal of optimisation from the model that meant
they could recover the insurance effect of the regulatory system which had already
been discussed by the Commission and didn’t relate to cost in any substantial way,
that capital risk was reduced. A reduction of capital risk justified reduction of the

asset beta.

And at 69 she says, had they shifted their position, which of course is the question
claims they haven'’t, then they were entitled to do that. And we say in this context
that doesn’t follow either, but the point is there hasn’t been an acknowledgment and
therefore at paragraph 70, “I am satisfied that the Commission has not departed from
the principles it settled upon a relation to asset optimisation and the asset beta”. And
so on and through 71. And so the claim is dismissed. In our submission that doesn’t
begin to explain the problem that we believe we have identified in relation to the

change from 0.4 to 0.2, and that’s the essence of the appeal. So there are some
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varied questions, those are the submissions in relation to each of the three appeals

and —

ELIAS CJ:
Thank you, Mr Hodder.

MR HODDER:

Thank you. I'm sorry, Ma’am, there’s one other thing | meant to say —

ELIAS CJ:
Yes.

MR HODDER:
My learned friend Mr Gray raised with me the fact that | have raised with you, when |

was talking about the tilted annuity table that’s in the Hird affidavit —

ELIAS CJ:

Yes.

MR HODDER:

— and he points out that that’'s contentious as to whether it should be in the case or
not. That was rejected by Justice Winkelmann as saying it wasn’t of assistance —
there were affidavits put in by Vodafone’s experts in part in response. All | had
hoped was that | was referring only to the table to show the way that two different tilts
would work and that it wasn’t contentious. I'm not relying on the affidavit for anything
else and not asking the Court to read it. In fact my learned friend’s point is | asked
the Court not to read the rest of it, all | was trying to do was to demonstrate that

graph which wasn’t in the Commission’s own work.

ELIAS CJ:
That’s what | had understood you were doing.

MR HODDER:
Well, my learned friend was concerned whether he had to address you in detail on

his affidavits, and | tried to —
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ELIAS CJ:
No, | don’t imagine we’ll need to read the affidavits, we've got quite enough reading

to do.

MR HODDER:
As Your Honours please.

ELIAS CJ:
Yes Ms Scholtens?

MS SCHOLTENS QC:
Your Honour, it is 3.30 almost. Was that the plan?
ELIAS CJ:

Well, 3.45 we were going to go to. Does that suit — to get underway, thank you.

MS SCHOLTENS QC:

Yes. Just while I'm getting organised, if it pleases the Court, can | arrange for
something to be passed to you. May it please the Court, the Commission hopefully
appears to assist the Court, and, | hope initially at least, by explaining as simply as |
can what it is the Commission did. Then in terms of two of the three appeals you
have competing parties that are arguing both appeals, so there may be very little that
| can add to that, and that is the network modelling and new methodologies appeals.
Then on the asset beta matter where my learned friend Mr Hodder and | part
company, Vodafone does not appear to be taking a proactive role in relation to that

appeal so that’s of more interest to the Commission —

ELIAS CJ:

Yes.

MS SCHOLTENS QC:

— than otherwise would be the case.

ELIAS CJ:

So you'll be taking the running on that one?

MS SCHOLTENS QC:
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Yes, Your Honour.

ELIAS CJ:

Yes, thanks.

MS SCHOLTENS QC:
What | propose to do was make a couple of points in relation to the legislation and
then using what’s effectively a Powerpoint but without the power, just step through

these pictures to illustrate what’s being done, and hopefully at a high level.

TIPPING J:

You can see there’s a person with a magnifying glass here —
MS SCHOLTENS QC:

Yes.

TIPPING J:
— Ms Scholtens, that made me shudder slightly.

MS SCHOLTENS QC:

Yes, and it’s rather alarming to see Christchurch’s network has slipped into the sea in
the middle of slide 4. | hope that wasn’t my fault. But can | begin with reference to
the legislation and just to make a couple of points to, in effect, support the argument
relating to the extent of the Court’s — the Commission’s discretion on this matter of
net cost. The first point is the, the contrast between how section 18 applies in
relation to Part 2 matters and how it applies in relation to Part 3 matters, that is
determining, in effect, what does it cost an efficient provider to provide inefficient
services, so services that make no money will cause a loss. And section 18, as it
appears in Part 2, is applied in accordance with section 19, which directs those
people who make any decisions under Part 2, and that includes the Minister or the
Commission, and any of the schedules of the Act, and that’s effectively relating to the

regulation of various services between competitors or among players.

Section 19 directs them not just to consider the purpose in section 18, which is in
paragraph A, but also in paragraph C to make the recommendation, determination or
decision that they consider best gives, or is likely to give best give effect, to the
purpose in section 18. So contrast that with the Part 3 direction which is to have

regard to section 18 purpose and section 19, give effect to — to the extent they
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consider one of two or many choices will best give effect to. And my submission is
this is consistent with the Commission’s broader discretion under Part 3 in terms of
the application of efficiency concepts, and because they really are, the Commission
really is in a much less real-world situation. It's effectively constructing an efficient
service provider in order to figure out who is a commercially non-viable customer —
no one knows who is non-viable, you can’t ask Telecom what’s the cost of providing
services to commercially non-viable customers because they have to figure out what
the loss is, and then and then how much of that loss can you allocate just to the
provision of the TSO services, which of course is tied up with all manner of other

services. So it’'s not readily something that can be achieved in the real world.

TIPPING J:
Are they commercially non-viable in the real world or commercially non-viable

according to the hypothesis that has to be constructed?

MS SCHOLTENS QC:

The hypothesis works out whether they are commercially non-viable —

TIPPING J:
Right.

MS SCHOLTENS QC:

— Telecom may say, no, we have a much bigger loss or a much smaller loss than
that, but we’re not really, well we are concerned and we’ve heard from Telecom
about that, the Commission has, but it's focused on a loss to an efficient service

provider.

Can | also just refer to the first reading of the bill that introduced the legislation, which
talks about the purpose of Part 3 and | do this in, in, with respect to Her Honour
Justice Winkelmann, | think, | submit that she perhaps misstated the purpose in the
scheme of Part 3 and Parliament’s intention in relation to Part 3 in her judgment. The

— you’ll find the bill itself in the Commission’s bundle of authorities, under tab 1.

ELIAS CJ:

I’'m not sure that I've got the Commission’s bundle of authorities.

MS SCHOLTENS QC:
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It's a fairly thin bundle, it's got nine tabs.

ELIAS CJ:

| haven't seen it.

MS SCHOLTENS QC:

Your Honour, | have actually quoted much of the provision that | was going to take
you to in the first lot of submissions on the network modelling judgment at 15
November. On page 6, para 14.

TIPPING J:
Could you give us the Hansard reference just for those who have got it out?

MS SCHOLTENS QC:

The Hansard reference, the — in the bundle it's tab 1 —

TIPPING J:
Yes. First page.

MS SCHOLTENS QC:

— on that first page, page 91, in fact 66 — the Minister’s first reading speech. Halfway
down 9166, and this is the quote at paragraph 14 of my submissions, it refers to Part
— he refers two-thirds of the way down to Part 3, which deals with the administration
of the government’s saocial policy objectives in telecommunications, the main object
of Part 3 is to set out provisions that will enable telecommunications service
obligations to be implemented and enforced. “TSOs reflect government social policy
objectives to ensure certain telecommunications services are available in areas
where they may not otherwise be provided on a commercial basis”, and then last
paragraph, oh there’s a reference to sort of some negotiations that have been carried
out with Telecom and to be embodied in a revised agreement, then last paragraph,
“The problem in the past has been the way in which other telecommunication
providers have been required to meet the costs of Telecom’s Kiwi Share obligations,
Telecom’s Kiwi Share Obligations. The practice has been for Telecom to include a
premium on the price for interconnection with its network, which was not transparent
or competitively neutral. Part 3 implements a transparent and neutral mechanism to
deal with contributions to the cost of telecommunications service obligations,

including the Kiwi Share Obligation. Part 3 also provides for monitoring to ensure
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that the obligations are met”. The important points, Your Honours, is that what Part 3
is doing is making the price for interconnection or the price, sorry the price for the
Kiwi Share Obligations, the social obligation, transparent and a neutral mechanism,

one decided by the Commission and not by Telecom within its —

TIPPING J:
The Minister says those liking algebra will be intrigued by the formula in Part 3 —

MS SCHOLTENS QC:
Yes.

TIPPING J:
— did that not survive the process?

MS SCHOLTENS QC:
I’'m not sure, Your Honour, not being a person who'’s intrigued by algebra, | didn’t go

looking for it but | think it's — there’s so many algebraic equations —

TIPPING J:
All right.

MS SCHOLTENS QC:
— 1 think it might still be there. Section 93 —

TIPPING J:
It's 93.

MS SCHOLTENS QC:

Thank you, my learned friend is intrigued by algebra plainly. But the point is it, it is
simply intended to provide transparency and a neutral mechanism. It's not there to
compensate Telecom for its actual costs, it's not there to find the lowest cost or to
cap Telecom’s actual costs, it's a social policy of Government and it’s to be priced by
the Commission and then spread among all the providers. And that, it is submitted,

is what Part 3 seeks to do. Your Honours, | was going to go on to —

ELIAS CJ:
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No, I think that would be a suitable time to take the adjournment.

MS SCHOLTENS QC:
All right, thank you.

ELIAS CJ:

Thank you, we’ll adjourn until 9 o'clock tomorrow morning.

COURT ADJOURNS:3.41 PM
COURT RESUMES ON WEDNESDAY 23 FEBRUARY 2011 AT 9.01 AM

ELIAS CJ:
Yes, Ms Scholtens.

MS SCHOLTENS QC:

Good morning, Your Honours. Can | just mention first that counsel have discussed
how we’re going for time. | anticipate | will be finished by 11.30 today and in that
event, all counsel consider we could be finished tomorrow, with just tomorrow, if we
broke at 11.30 today, although to be on the safe side it would be great if we could

begin at nine tomorrow, if that's of assistance.

ELIAS CJ:
Yes, well I'm very grateful and that’s not too inconvenient, is it, for counsel and the
parties, then I'm very grateful. So we’ll stop when you stop, perhaps Ms Scholtens,

and we’ll take a short adjournment at 10.30 for 15 minutes, thank you.

MS SCHOLTENS QC:

| want to go back to the legislation briefly. Part 3 is in two parts and | just wanted to
focus on subpart 2 of Part 3, which sets the annual procedure that the Commission
must follow. Not all of these provisions have been the subject of discussion so far.
In the Commission’s submissions on the network modelling issue, the appeal from
the Court of Appeal, the legislation is discussed beginning, this part, beginning in
paragraph 23 on page 9 of that submission, and on page 10 at paragraph 29, the

reference to subpart 2 begins.

The timeframes that appear throughout subpart 2 are of interest in perhaps

ascertaining what it was Parliament was intending but certainly we — the fact that this
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is an annual procedure has some significance in a number of ways, including the
approach that the Commission took to a number issues, including asset beta, which
we will see. The timeframes have turned out, | think, in every case to be incredibly
optimistic, as you can see. Just running the model itself takes a week. So once the

inputs have been determined then they go into the computer and the computer —

ELIAS CJ:

It whirrs around for a week?

MS SCHOLTENS QC:

Runs for a week, that’'s why there’s a week between the TSO determination for 04/05
and 05/06. They were done at the same time but it took the computer a week to

come out with the number —

TIPPING J:

Is it a very old and slow computer?

MS SCHOLTENS QC:

| know, Sir, | understand it's, well certainly as at the time, it was, yes.

TIPPING J:

Yes, all right, yes, that was an uncalled for remark, sorry.

ELIAS CJ:

It's not a legacy asset, is it?

MS SCHOLTENS QC:

No, no, Ma'am, although the way things are going it will be soon. So, there is quite a
distinction, | guess, between the way the Commission looks at real information and
the legislation recognises that revenues from the various parties, this is real
information, what revenues is Telecom getting from various services, what revenues
are the liable persons getting from various services. So, the — Telecom and liable
persons produce information to the Commission under section 81. It's an offence
under 82 if they withhold and 85, which looks at considerations for determining
revenue basis, is different from net cost. It's a much more constrained — much more
constrained requirements on the Commission here, they’re effectively given choices,

two choices of basis.
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You'll see in section 85(2)(a), they again consider the purpose set out in section 18,
but in this context under (b) they choose the method the Commission considers best
gives or is likely to best give effect to that purpose. So that, again, that's a reflection

of the section 19 requirement on the Commission and its Part 2 obligations.

ELIAS CJ:

The section 18?

MS SCHOLTENS QC:

Section, yes, the section 19 refers to section 18. Section 19 is the one that says —

McGRATH J:
The “must give effect” provision.

MS SCHOLTENS QC:
Yes, as opposed to “have regard to” which you see in section 84(2)(c), or consider,

I’'m sorry, “must consider” the purpose. So it goes —

TIPPING J:

So in 85 it’s simply a choice between two methods, whereas —

MS SCHOLTENS QC:
That’s right.

TIPPING J:

— you’re contrasting that with 84, where the point is much more at large.

MS SCHOLTENS QC:

Much more at large, and much less based on actual information. Revenues are
certainly requesting particular information in particular form. The draft determination
requirements, set out beginning in section 86, essentially process but there are
matters to be included in section 88. They’re slightly more extensive than the
matters to be included in the final determination in section 92 and that reflects
Parliament’s intention that the draft provides the parties with information that they can

then respond to obviously.

This requirement in section 83, to provide information and calculations, as you’ve

heard, the Commission effectively tells the TSP, Telecom, what information it wants
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and in what form and requires it to use its model. That obviously hasn’t always —
well, that hasn’t been the situation and one can see that in the first determination, or
in the process leading out to the first determination, where Telecom has prepared its
own model and is trying to persuade the Commission that this is the best way of
doing it. You can see the comparisons between the results of that in the draft
determination, the first draft determination, which is in volume 3, at tab 36.

Can | just mention, this is the first draft determination. It follows itself through a very
lengthy process and you’ve seen some of the papers that the Commission produced
and some of the submissions. Of course this is not the entire record. The entire
record is much more than this, and relates to a broader range of issues which are not
before this Court. But this is the first draft determination, is where the Commission
as a result of the process it had been through over two years, put together its
preliminary view on the net cost. In discussing that it discussed Telecom’s
methodology, and that’s found at page 1297 and you’ll see there paragraph 359 on
the 20™ of September 2002, Telecom provided the Commission with its calculation of
the net cost and it advised that it was $226.5 million, now we’re dealing with a six-

month period at this stage. So that was the first, then.

Then it notes that the Commission wrote to Telecom setting out requirements — there
were three letters, so the requirements obviously were reconsidered at different
times. Then on 8 November Telecom provided its calculation incorporating the
Commission’s requirements including a WACC of 8.2 percent. The result was $112
million. And then April 2003, this determination is to June 2003. April 2003, fresh
calculations, some improvements, same WACC that the Commission had determined
and it's $85 million. Then there’s reference to the Commission’s position paper on 30
September, which stated the Commission considered a bottom-up approach should
be adopted for the modelling. So you'll see that compares with the 20" of September
when the Commission received TSOs model, and the discussion shows that it's

much more of a top-down model. Well, it is a top-down model.

And then on 25 October the Commission announced that it had decided to use this
bottom-up model which I'll take Your Honours to. But it did note that Telecom’s net
cost calculations provided some helpful input, but its model was not the sort of model
the Commission envisaged. And the outcome of the Commission’s model for this

period, in the end, was $38.8 million, which is on page 1229.

ELIAS CJ:
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Sorry, 1 -?

MS SCHOLTENS QC:

1229, Your Honour. This is the draft that came out with 38.8. And | think that went
up a little in the final. I'm told it went to 34.7 and the final went down a little.

Can | ask the Court now to look at the slides that I, that have been prepared. The
first slide is headed, “The TSO Context,” and the context, | guess, well the context is
of the 1.3 million lines that Telecom has, which of its owners are — which of those
customers are not commercially viable, which are running at a loss on the basis that
Telecom’s providing it with a particular level of service as required by the
Government. And the question that the Commission has to ask first is, what is an
efficient set of costs to provide that service? And it's only the outcome of all the
inputs that tell you how many potential lines or customers are commercially non-
viable, so you finish there, you don’t start there. The process effectively is to start
with the operating cost, now there’s some real-world information coming in there but
of course operating costs in this context are very small. It doesn’t cost much to — the
direct costs of a telephone call, there’s obviously electricity and matters like that but
the primary costs are the hardware that gets the call to the, to connect between two
people, the capital costs. So the operating costs are not challenged in any of these
appeals. The capital cost is obviously the heart of the appeal that Vodafone had
brought, and went to the Court of Appeal. And the capital cost is the result of the
modelling, the primary modelling process that the Commission chose, and that
included the choice of the optimised replacement cost valuation methodology. So
into the capital cost go, obviously, the return of capital and the choice there was to
use optimised replacement cost depreciation and with the tilt, the tilted annuity and
then the return on capital, the weighted average capital cost, and that box is
expanded below because it's part of the makeup of the WACC that has been
challenged by Telecom. And in particular the asset beta, which is part of the equity
beta. So within the WACC you have the cost of debt, and which is not challenged in
these proceedings but has become one of the perhaps key issues that may be the
subject of the next round. The leverage of 7030 is — it's been that way since the
beginning, that’s not been challenged in these proceedings. And the cost of equity is
the use of the Brennan-Lally Capital Asset Pricing Model in which is fed the asset
beta. And the asset beta is effectively the equity beta in the absence of debt, and it’s
noted there are a number of other inputs that go into the cost of equity which are not
challenged. The list of inputs in the weighted average cost of capital, you can see in

the various determinations after the discussion on the WACC, there’s always a list
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that says what the Commission’s determined. There’s generally a high and a low
point, and they go for the median. And an example of that, | think, is on, in volume 1,
tab 6 at page 136, 136.

Then, on the next page, looking now, really focusing in on the back of the green box,
the asset base and the optimisation process, how was that done. Just for context,
public switch telephone network, you're probably very familiar with this, but you've
got effect on the right and left-hand side, the local access networks and in the middle
the core network where calls can be routed a various number of ways to get
between, to take a national call across the country, the local call effectively stays
within the local access network. So then we talk here about local access network
and the core network, each has a different model applying to it, although those
models form part of the overall Commission’s model which is made up of lots of little
models. So you have the customer premises, equipment, which is the picture of a
telephone, although it's quite interesting a four year old asked me this morning,
“What is that?” And | said, “It's a telephone,” and she said, “You can’'t draw”,
because that looks nothing like she thinks a telephone looks like, and it just sort of
said to me well I've probably got people in my chambers who wouldn’t recognise that
as a telephone either, that certainly the technology has moved very quickly. And
then cabinet, the telephones are connected to the cabinet, and the cabinet is
connected to the exchange, which is the node. When we talk about scorched node
in this context, that's the exchange, the local exchange. In other contexts a
scorched node may not mean that node within this context here — this is the node

we’re talking about. So that node would normally have many cabinets coming off it.

So then over the page we see the model of the core network as it was in year zero,
that's 2001/2002. The, what the Commission did was they looked at how the core
network effectively existed now and they could see, have tier one on the left-
hand side, the key exchanges, and then tier two, intra-region connections, that’s the
middle, middle picture and that's supposed to show Christchurch, Dunedin and
Invercargill, and then you have local connections from there, Invercargill out to the
exchange service area, and those exchange service areas, those square boxes you
see with the cross in them, they’re the nodes we’re talking about. So if you scorch
the node, you leave all this core network in place. So the, so the Commission’s

model assumed —

TIPPING J:
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So you leave in place the two maps, part of New Zealand, and you take out the

coloured bit in the third map, is that right?

MS SCHOLTENS QC:

That'’s right, Your Honour, which we’ll look at on the next —

TIPPING J:
Right.

MS SCHOLTENS QC:

— page, what'’s in that coloured bit. So you end up with, yes, those three, the square
boxes in those three diagrams remain. That network, three-tier network remains and
that’s the core network. It was pretty much accepted by the Commission as, as built,
although there was some optimising of it. Some of the little exchanges were
considered, you know, ought to be amalgamated or moved, whatever, and that was
accepted and it wasn't a focus of debate. Again, limited affect on the cost, because
the incremental cost of providing non-viable customers with services over a core
network, is relatively small. A core network is used for everything essentially, so only

a very few exchanges would be servicing only commercially non-viable customers.

BLANCHARD J:

Is the little bloke with the magnifying glass a Commerce Commission employee?

MS SCHOLTENS QC:
Must be, Sir.

TIPPING J:
But where, do you have to apportion, say you have something that’s serving both

viable and nonviable customers, do you have to apportion, do you?

MS SCHOLTENS QC:
That's —

TIPPING J:
Or that’s the theory?

MS SCHOLTENS QC:
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— that’s, yes, that’s the theory, yes.

TIPPING J:
Theory, yes.

MS SCHOLTENS QC:

You have to work out the incremental cost, which it’s, | presume you may be well
familiar with these terms, but it was wonderfully explained to me by, you've got a
fridge and it's half full of beer and you want to put one more beer in it. What's the

capital cost you need? Nothing, just open the door and stick the —

TIPPING J:
This is great stuff, Ms Scholtens, this is much better that Mr Hodder’s theory.

BLANCHARD J:

But do you then apportion the electricity that is powering the fridge?

MS SCHOLTENS QC:
Yes, yes, thank you. | knew there was something. But if your fridge is already full of
beer and you want to put one more in the fridge, you have to buy a new fridge and

hook it up again and so your capital costs are much greater.

BLANCHARD J:

Just for one can?

MS SCHOLTENS QC:
Well, yes, you’ll make, you’ll make judgements about how much capital to spend

looking ahead, but —

TIPPING J:

You might, say, want another dozen?

MS SCHOLTENS QC:

You might, yes, who knows, but yes, the incremental cost is important because
obviously we’re looking only here at incremental costs. We've got to disregard the
costs that are already incurred in providing services to all the other customers and

we also have to disregard, according to the legislation, the services to people in
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outlying areas that might make, you know, that, whose lines are very expensive to
get to, but they might to a lot of business on their telephone, beyond the simple cost
of a line. They might make a lot of toll calls, et cetera, so you've got to add all that
revenue back in because that will make them commercially viable, may make them
commercially viable. So the traffic received is, the traffic and the revenues received

is significant.

So that’s the core network and the cost probe model was applied to this, a model that
was built in New Zealand to ensure that there was a still an amount, a level of
optimisation, modern equivalent assets were assumed to, to value this core network
and if you, Telecom’s figures would suggest that it, if you were looking at historic
costs, anyone would assume that would be a lot more expensive than modern
equivalent assets to, to rebuild a network. It should be made, | think it should be
cheaper to do it that way. So it was optimised as a new core network, effectively
following that path as at 2001.

And then the scorching, which was the Commission’s primary way in which it
ensured that this provision of services was efficient, you’ll see from over the page,
the man with the magnifying glass is blowing up one of those little green areas, so
one of the exchange service areas within that sample and you see the square in the
middle, there’s the exchange, the red line is the connection to the core network that
we saw before and there are all the customers with their little telephones. In the real
world, that network has been built from the exchange to those customers over time,
not necessarily in the way it would be done if you started again, so scorched,
scorched node, what it does is basically bonds the area, takes out all the existing
infrastructure, except the exchange node, it bonds the equipment, but it keeps the

place, and the, the customers, they’re left in tact.

So you've got their location, which is set and doesn’t change in the model, because
the legislation effectively keeps the obligation as at 2000, the number of customers
there, and reconfigures that area, as it would be most efficiently built then, and to do
that it uses a model which you’ll see is called the Hybrid Cost Proxy Model, HCPM,
it's been borrowed and adapted from the FCC. It's used, it's not an unusual model
for scorching, it’s, it builds a new hypothetical infrastructure that doesn’t really exist.
It uses modern equivalent assets to service those locations. It will, if it’s, the model’s
told, you know, to assume that the ESA has certain topographical features, tagged

with a, you know, if it's very rocky or if the soil's very difficult or clay or whatever, so
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it's not exact, but it's given a tag, and then the model figures out, what’s the most
efficient way to service those customers, using the wire network. It may dig the
wires, it may use aerial wires and, in fact, the record reflects somewhere between 20
and 25 percent of the models, the wires aren’t dug into the ground, they’re aerial and

| think Telecom have —

TIPPING J:

But significantly it doesn’t use wireless?

MS SCHOLTENS QC:

No it doesn't, its wire.

TIPPING J:

That, that’s the kernel of the supposed problem, isn’t it?

MS SCHOLTENS QC:
That is, yes, yes.

ELIAS CJ:
And the scorching of this part —

MS SCHOLTENS QC:

Yes.

ELIAS CJ:

—is not in contention, is it?

MS SCHOLTENS QC:
Ah, well —

ELIAS CJ:

It's not the subject of the appeal?

MS SCHOLTENS QC:

Vo- as |, Vodafone say you need to use an overlay of mobile technology —

ELIAS CJ:
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Yes.

MS SCHOLTENS QC:
— and in that, what the Commission did was apply a mobile technology cap. They

stuck with the ESA boundaries because of the model that they had chosen —

ELIAS CJ:
Yes.

MS SCHOLTENS QC:
— so, | think it’s fair to say that what Vodafone are saying is the model doesn’t work

any more because mobile —

ELIAS CJ:

Yes.

MS SCHOLTENS QC:

— must be factored in and the way the Commission tried to factor in mobile, they said
was too artificial, that’s in 04. The Commission then tried to factor it in in a different
way in the following year, the new, which is when they got to a point where they said,
we're going to actually do this a different way, we're not going to optimise, but | will

come to that, so —

McGRATH J:
But in 2001, when they said that would just be tendering, is that referring to what its
impression was of what Vodafone was asking for, in relation to these links? It didn’t

want, the Commission didn’t want to get into a tendering-type exercise?

MS SCHOLTENS QC:
Yes. But | think, I'm not sure | can take what they meant any further than what they

said, Your Honour, but —

McGRATH J:

Don’t worry, I'm sorry, the word, that expression, “We think this would be tendering,”
or something —

MS SCHOLTENS QC:

Well, yes, that’s right, yes.
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McGRATH J:

— appears from time to time in the various determinations.

MS SCHOLTENS QC:

That’s right, it does, and | think it's partly because they see the importance of the
scorched node approach reflecting some reality in terms of a return on sunk
investment, compared to if you were scorching the earth completely, then you’d have

no regard to that.

McGRATH J:
Yes.

ELIAS CJ:

Well, tendering would be scorched earth —

MS SCHOLTENS QC:

Yes.

ELIAS CJ:

— wouldn’t it, because it would be whatever somebody was prepared to tender —

MS SCHOLTENS QC:

Yes, yes.

ELIAS CJ:

— and it would presumably use —

MS SCHOLTENS QC:
Today.

ELIAS CJ:

— the cheapest technology?

MS SCHOLTENS QC:

Yes.
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McGRATH J:
But | thought this process was meant to be the equivalent of scorched earth, between

the exchange node and the customer, is that not right?

MS SCHOLTENS QC:
Yes, this is, yes.

ELIAS CJ:
And that part of it is not in contention, which is really the question | was asking you to

confirm.

MS SCHOLTENS QC:
That, that the way the Commission did it, or the fact?

ELIAS CJ:

Well, | suppose the fact that you need to put an overlay necessarily does affect —

TIPPING J:
It's what you hypothetically put in its place —

MS SCHOLTENS QC:

Yes.

TIPPING J:

— that's in contention.

MS SCHOLTENS QC:

Yes.

BLANCHARD J:
But am | right in thinking that what Vodafone is suggesting would mean abandoning
the ESAs?

MS SCHOLTENS QC:
Yes, yes, Sir.

BLANCHARD J:
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So it would be pretty major.

MS SCHOLTENS QC:
Well, yes —

BLANCHARD J:

That's what’s hard to get a picture of.

MS SCHOLTENS QC:
Can | get — | hope that | will make that clear. There is an in-between, there’s several
in-between positions that don’t involve the, abandoning the ESAs, but do involve

modifying or relaxing the scorched earth approach, scorched node.

TIPPING J:

Can you just remind me what is an ESA?

MS SCHOLTENS QC:
Sorry, the Exchange Service Area, the green bit. So that what we scorch — |
shouldn't say “ESA”.

ELIAS CJ:
Because you assume the existing locations and that is what is rendered unnecessary

with mobile technology delivery?

MS SCHOLTENS QC:
No, no, that's actually not any — no one disputes that you assume, even with mobile

technology, you assume the existing locations of the customers.

ELIAS CJ:

Well, no, no, | don’t mean the customers, | mean the nodes.

MS SCHOLTENS QC:

Oh, the nodes, no.

ELIAS CJ:

The exchange.
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MS SCHOLTENS QC:
That's right. They become —

ELIAS CJ:

They become irrelevant, there’s a different delivery.

MS SCHOLTENS QC:
— irrelevant, if you look at the real world of mobile technology. In the modelled world,
the Commission was trying to keep them relevant.

ELIAS CJ:
Yes.

MS SCHOLTENS QC:
And then it relaxed that a little in the 05/06, or began to. So, you've got, when | say,

“ESA’, this is the green area which is the scorched node.

ELIAS CJ:
Sorry, 05/06, we’re not dealing with 05/06, are we?

BLANCHARD J:

Yes, we are.

ELIAS CJ:
Is that the second —

MS SCHOLTENS QC:
The one, the High Court decisions, yes.

ELIAS CJ:
Oh, the High Court decision, sorry, | keep thinking of it as the 05 one, but it is actually
05/06.

MS SCHOLTENS QC:

Yes.
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BLANCHARD J:

It's two years.

ELIAS CJ:
Yes.

MS SCHOLTENS QC:
Yes, and 06/07. Sorry, it's, yes, I'm confusing you, Your Honour. 04/05 and 05/06

are the two High Court ones, I'm sorry.

ELIAS CJ:
Yes.

MS SCHOLTENS QC:

So, if you turn over the page then, the HCPM model within that exchange service
area, so, it sets the cabinet positions and it sets the connections to the network —
yes, I'm sorry, | haven't been to that picture, have | — and you'll see within, so within
each exchange service area there are what we call “clusters” and the cluster, which
is modelled by the model, is around a cabinet inside the cluster. So a cluster is a
group of customers around a cabinet. It's at the cluster level that most of the action
happens in the model. The model is trying to figure out whether a cluster of
customers is commercially non-viable or not. So, the model ignores Telecom’s
actual assets and models the best in-use technology, the most efficient way of
building that across the area, the ESA, and has certain assumptions about each
particular ESA, and | think | noted there there are 783 or 786 between the two
different models which are modelled in this way. So each cluster is, goes through,
the computer’s iterative, it goes through and identifies — actually | need first of all — so
it's, I'm sorry, start again. The model identifies the cluster and remodels the
infrastructure.

Then we look at whether there is a radio cap that might be a less expensive way of
providing services to that cluster, and the way that happens is, over the page, there
are three caps that we are concerned about in the 03/04 litigation. So the first
example on the top left there is the model with the wired technologies, as you've
seen before. So you’ve got the box, being their exchange, the cabinet at the middle
of the cluster, and then out to the various customers. Then below that you’ve got an

example of the multi-access radio cap, and this is a technology that was used right
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from the start, it appears in the 01/02 determination, because it was something that
was well-developed and used by Telecom to provide service to outlying areas. So,
with that radio cap you’ll see you've effectively, you’ve got a point-to-point radio that
goes from the exchange to the cabinets, so you’'ve removed all the lines from the

exchange to the cabinets.

ELIAS CJ:
Ms Scholtens, | wonder, really, | think we do have a general understanding that the
model adopted, the MAR cap and the WLL cap and —

MS SCHOLTENS QC:
Yes.

ELIAS CJ:

— we’ve moved on to consider the mobile technology.

MS SCHOLTENS QC:

Yes.

ELIAS CJ:
But I'm just really wondering whether we need to get quite into this level of intricacy.
Can you just tell us why you're taking us to this? What's the submission it’s directed

at?

MS SCHOLTENS QC:

It's really — | guess | see my role as —

ELIAS CJ:

Helping us in understanding, | — yes.

MS SCHOLTENS QC:

— to understand and, | think, understanding it is important to understanding the
submissions that my learned friends are making and to understanding why the
Commission struggled so much with mobile technology when it came along, and, |
guess, to also show you that in terms of the efficient service provider, it didn't, it
modelled the network in a way that it thought best reflected efficiency in this context,

and that wouldn't necessarily cross over to a different context, but in the TSO
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context, and then it also then put another layer on top of that, which was a capping

layer.

ELIAS CJ:

Yes.

MS SCHOLTENS QC:

It wasn’t a remodelling —

ELIAS CJ:
No.

MS SCHOLTENS QC:

— but it was a limited modelling of particular caps. And its approach was that once
these were technologies, which were available and capable of providing the level of
service, which was very important, that the Deed required Telcom to provide to

customers, then they would attempt to model those as a cap —

ELIAS CJ:

Yes.

MS SCHOLTENS QC:
— so that the TSO wouldn't get anything more than what it would get if it used these

technologies.

TIPPING J:

Well, that’s in effect requiring them to use them, albeit notionally.

MS SCHOLTENS QC:
Notionally, yes, Sir.

ELIAS CJ:

Or not be compensated.

MS SCHOLTENS QC:
That's right.
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ELIAS CJ:

Yes.

TIPPING J:

But the ultimate submission, presumably, is that everything that the Commission did
in this situation is (a) not outside the purview of the legislation, nor is it unreasonable,
that's what you have to sustain, if you were a forensic party, but you're not —

MS SCHOLTENS QC:
Yes, no.

TIPPING J:

Are you going to argue or are you just laying it out for us and — ?

MS SCHOLTENS QC:

I’m only going to argue where nobody else argues.

TIPPING J:
Right.

MS SCHOLTENS QC:

Or if — and to assist, or respond, if Your Honours wish to hear from me on anything,
but, yes. | am concerned, though, that it is complex and that the Court — | don’t want
to tell you anything you don’t need to know. The mobile cap, in particular, just was

difficult. It was a situation —

ELIAS CJ:
Because it's such a — was it difficult to use as a cap? It had been easier to use the

MAR technology and the WLL technology as a cap, but mobile cut across —

MS SCHOLTENS QC:

It was very, it was really stretching the boundaries of the artificiality —

ELIAS CJ:

Yes, yes.
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MS SCHOLTENS QC:

— because you’ll see from that top, the top right diagram —

ELIAS CJ:
Yes.

MS SCHOLTENS QC:
— where you've got the way, the way it was modelled in 03/04, and that was when it

was first modelled, was to put, effectively, a cellphone tower by the local exchange —

ELIAS CJ:
Which is not where it would be located?

MS SCHOLTENS QC:

Well, that’s right, or necessarily it could be anywhere, and then you needed to stick
the relevant aerial on top of the houses wherever the customers were, and you
needed to put cellphone towers effectively wherever they were needed in order to

service the particular ESA.

ELIAS CJ:

And, of course, increasingly they were there, presumably, for mobile technology?

MS SCHOLTENS QC:

Increasingly, yes, although of course if you think about the real commercially non-
viable customers in the real world and where they might be, there’s unlikely to be too
many cellphone towers serving them, particularly, to the level that — so they'd be

very, they’re the expensive ones.

ELIAS CJ:

So MAR is much more likely to continue to service them?

MS SCHOLTENS QC:

Yes, yes and, | mean, the level of service was important, that not a lot of the existing
capability, it just simply didn’t meet the level of requirement. There are three
appendices to the 03/04 determination that discuss mobile and wireless technology

and, you know, evaluate what Vodafone’s experts were telling the Commission via
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the Commission’s consultants and, Your Honour, can see it's not a situation where
you can say mobile technology can now, does now service a lot of customers who’d

fall into this category as at 03/04 to the extent required.

I'll be very brief, but can I just point perhaps to the next —

McGRATH J:

Ms Scholtens, just before you leave, these two models, is this where we can get to
understand why the term “overlay”, and why it was that the Commission did not want
access service costs to reflect the overlay, and that's something | don’t understand at
the moment, and | certainly would be assisted if this diagram, which | can follow very
readily, the set of diagrams was going to explain that in any way?

MS SCHOLTENS QC:

Right, yes, Sir. The, that top right diagram doesn’t take into account this overlay
argument but the overlay argument is here is where cellphone towers really are,
you know, Vodafone came to the Commission and said here they are. Now let's put
them on top of the map of the core network and work them in. That was one

argument and another —

McGRATH J:

And they, of course, already being there —

MS SCHOLTENS QC:
They already being there, yes.
McGRATH J:

— on an optimisation basis, won’t have to be paid for again?

MS SCHOLTENS QC:
That's right, yes, and you'll see what the consultants made of that argument. They

said, well, you can’t make that assumption. That’s, you know, you can’t —

BLANCHARD J:

It won't fit?

MS SCHOLTENS QC:
That's right, it won't fit.
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McGRATH J:

And when you say the consultant said that, that’s the —

MS SCHOLTENS QC:
Gibson Quai were the consultants who evaluated the —

McGRATH J:

For the Commission?

MS SCHOLTENS QC:
For the Commission, yes, and their report is in an appendix to the
03/04 determination. So —

TIPPING J:
The overlays, as | understood it, and please, please correct me if I'm wrong, is

effectively scorched earth?

MS SCHOLTENS QC:

Yes, mhm, because with mobile technology, again, I'm sure you're familiar with this
but it's new to me, slide 9, doesn’t, you don’t need the PSTN network at all if you are
calling mobile to mobile. That green line, it effectively, it goes through its own
cellphone towers, through its base station controllers, which had nothing to do with
where exchanges are on the PSTN, from the base station controllers to the mobile
switching centres — and for Vodafone, at this time, there was one in Christchurch and
one in the North Island somewhere — and through them and then back to the other
mobile phone. The mobile switching centre is perhaps the key part of this network.
It's the one that knows where all the cellphones are, where all the customers are, and

you only use the PSTN network if you are calling between a mobile and a landline.

BLANCHARD J:
But a high percentage of calls, at least in those years, would not have been mobile to

mobile?

MS SCHOLTENS QC:
No, that’s right, Sir, but they still would have not, still a difficult fit with the PSTN as to

what — you’'ve got to get to the mobile switching centre before you get onto the
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PSTN. That’s your link and the mobile switching centre, there’s only one in the North
Island, one in the South Island, nothing to do with exchange service areas so it didn’t
fit with the scorched node model. You can see that too from the previous diagram. If
you put the cellphone towers where they really are on the right-hand side, those
cellphone towers, by way of example, they service all the people that are around
them and they might be outside of the ESA but can handle all the calls and any of the
calls within that ESA, and perhaps three of them are needed to do that, and then the
red lines take them back, the calls back to the mobile switching centre and then that
mobile switching centre then feeds it into the PSTN. So we’ve got a, two different

networks.

BLANCHARD J:
You’d almost have to have two models and then somehow integrate them because of

the two different types of calls, three different types of calls.

TIPPING J:

What land-to-land, mobile-to-land and mobile-to-mobile?

BLANCHARD J:

Yes, yes.

MS SCHOLTENS QC:

Yes. Yes.

ELIAS CJ.

Well, it would be capable of being modelled as a single network using the appropriate
technology as required.

MS SCHOLTENS QC:
Well, they mobiled it as a cap, they modelled it as a cap —

ELIAS CJ:
Yes, but a cap isn’t really the sort of approach you can adopt, which is probably really

what Blanchard J is saying, a cap can’t be used properly for mobile?

MS SCHOLTENS QC:
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| guess, yes, if youre starting again today and it was accepted that
mobile technology was a cost-effective way of doing things, of servicing these

people, you might well build a different model.

BLANCHARD J:
So, in that sense, are these two, are the two subsequent years an example of an

interim situation?

MS SCHOLTENS QC:

The two subsequent years are an example of when the Commission tried to model
the, tried to modify the mobile cap as suggested by Vodafone’s experts, and as they
were doing that, you'll see from the discussions, they got to a point where they
realised, well, not that they — but they recognised that there was an issue here about
the impact on the return of and on capital and they looked at their options and one of
their options was to not model new technology at all as a cap, and that’'s what they

went for. There were other options too —

ELIAS CJ:
Is that because, effectively, they were only using some new technology, that

accommodating mobile technology was — really, really required a new model?

MS SCHOLTENS QC:

| think they — the answer, | guess, as simply as | can put it is that when you look at
their three options, one of them was to continue to do this, to continue to model new
technology. It wasn’t that it was, that they weren’t modelling all of it. They were
modelling everything that qualified. It was very difficult and it was getting more

complex.

BLANCHARD J:
Were they capable of doing it? Presumably, Vodafone didn’t come to them and say,
“Here’s a model you could use?” Vodafone, presumably, said at a more higher level,

“This is what you should achieve. Go to it.”

MS SCHOLTENS QC:
Now, | think, Your Honour, in this situation, the Commission very much receive
submissions from the parties which included extremely detailed expert models,

explanations, information. The Commission then got its experts to evaluate that.
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There was much requesting of new information, clarification, but the Commission, in
a sort of quasi-judicial role, was responding, to a degree, to what the parties were
suggesting, so Vodafone said, “You can do this better or different”, then they would

attempt to persuade the Commission of that.

BLANCHARD J:

Well, was it that the Commission, in the end, couldn’t do it to the degree which it
thought was necessary, or was it that the Commission could do it but considered in
the end that it wasn’t an appropriate thing to do?

MS SCHOLTENS QC:
The latter. It was certainly difficult as well as — it considered it wasn’t appropriate and
of its options this was the most cost-effective one for the Commission with the same

outcome.

ELIAS CJ:

Cost-effective for the Commission, what do you mean by that?

MS SCHOLTENS QC:
In terms of the time, effort, resources that the Commission would have to put into the

process.

ELIAS CJ:

Regulatory costs, you're talking about there?

MS SCHOLTENS QC:

Yes, yes. That wasn’t the driving force, Your Honour, but you will see that of all the
options it also appeared to be the one that provided the most certainty and simplicity
going forward.

So, Your Honours, that four-quarter diagram shows you that, you know, the
introduction of the capping technologies in the various years. In the 04/05, which is
the first year that Her Honour Justice Winkelmann is concerned with — can | ask Your
Honours perhaps to have a look at what it was that the Commission was proposing,

which is in volume 8 of the case. I’'m sorry, it's volume — yes it is.
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ELIAS CJ:

Which volume?

MS SCHOLTENS QC:

Volume 8, the draft determination, which you needn’t look at but it's the first
document under tab 85. It had the same approach to the modelling of the caps as
previously used. There were a significant number of, usual number of, submissions
in relation to the Commission’s approach and, I'm sorry, it is volume 9 and so what

the Commission decided to do in response to that —

ELIAS CJ:
What tab?

MS SCHOLTENS QC:

Tab 94, Your Honour. That's a, 3952 is simply the administrative arrangements for
the conference. You'll see proposed agenda at the foot. Updated MT mobile
technology cap, and then they refer to a refinement, selection of the ESA, et cetera.
Over the page is the paper at 3954 in relation to the refinement of the cap, and it
refers to the earlier drafts and refers to, then, the earlier determination, then the facts,
sorry, the earlier drafts refer to the three radio caps. The fact that in 03/04, the mobile
technology and Wireless Local Loop caps were more expensive than the mobile,
than the Multi-Access Radio caps so they were ineffective, and that the Commission
was being asked to review the cap and now it's seeking comment on that. It refers at
the foot to Telecom’s existing radio assets that can be used to provide service. The
prices don’t have to be within the ESA boundary and they can be shared, so that’s
different from what happened before; and then (b) the cap can use or share existing
cell sites; and at (c) green-field sites necessary to provide services will have to bear

the full long run incremental cost of the site.

And then you’ll see on page 3956, just above the first heading, “Strata Reuse
Telecom’s Existing Assets,” it says, last sentence, “It's planned the TSO model will
have to cater for two mobile technology caps. One related to the possibility of using

Telecom’s assets, the other relating to the TSO modelling of green-field assets.”

So that paper was sent to participants in the conference and there are significant,
well, then there were a number of submissions on that. It was a submission that

Vodafone was comfortable with, and supported as can be seen from tab 96. There
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are some useful diagrams just to point out to, Your Honours, at 102 that show the
comparisons between the copper network as, that's the first one. Just choose
exchange cabinet phones and then each page compares the copper to the other
networks again, so you can see the various wireless networks which would remove
the infrastructure to particular points, so we've got Multi-Access Radio on 4080,
Wireless Local Loop on 4081, the mobile technologies on 4082 as they were first
applied, and then what was proposed on 4083 which was much more of a recognition
of the existence of the existing network.

BLANCHARD J:

| notice it says “in parallel to the core network”?

MS SCHOLTENS QC:
Yes, yes, and one of the complaints that —

ELIAS CJ:

Sorry, where is that?

BLANCHARD J:
It's on 4083 in the bottom part of the diagram that the words —

ELIAS CJ:

Oh yes, | see.

MS SCHOLTENS QC:
Parallel to the core network, and one of the complaints that Telecom made was that it

doesn’t include the cost of switching back to the MSC —

BLANCHARD J:
What's the MSC?

MS SCHOLTENS QC:
That's the, you'll see that’s the box beside the words you were looking at —

BLANCHARD J:
Yes, but what is an MSC?
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MS SCHOLTENS QC:
It's the Mobile Switching Centre, those — in the diagrams there were those two, one
in the North Island, one in the South Island at that time, so it's the key piece of

technology and those are where all the cellphones are.

BLANCHARD J:
And there was a complaint that —

MS SCHOLTENS QC:

That Telecom said, “Well, you’re not including the costs of getting those phones,
those calls to the mobile switching centre.” As a result of the submissions in the
conference, the Commission issued a revised draft and this is where it decided it
would drop the caps altogether, well, apart from the caps which it called endogenous,
the ones that had existed from the beginning, which the only effective one was the
MAR.

ELIAS CJ:
So did they maintain the MAR cap?

MS SCHOLTENS QC:
Yes, yes, they did and the options — can | ask Your Honours to look at the options

which they set out in their draft which is in volume 10 at tab 106, the revised draft.

ELIAS CJ:
Do we have, by the way, a chronology so that if we want to follow this through, did

anyone provide us with that in terms of the decisions?

MS SCHOLTENS QC:
Yes, you do, Your Honour. In terms of optimisation through the years and then what

the Commission did and where you’ll find it and how they applied the cap —

ELIAS CJ:

Yes.

MS SCHOLTENS QC:

— that is in the appendix to the Commission’s submissions on network modelling.
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ELIAS CJ:
Yes, thank you.

MS SCHOLTENS QC:
And then in the asset beta appendix, you deal with 04 and 05, because asset beta
was very much part of this.

ELIAS CJ:
Right, thank you.

MS SCHOLTENS QC:

That is important to remember that the Commission, of great significance to the
Commission, that there were two decisions. They were — two choices it made — they
were linked. They reduced the asset beta and they removed the capping of
exogenous mobile radio technology, and they lowered the beta because they said,
well, we've done that, we've reduced the risk that the regulator’'s going to get it

wrong. So 13 May, page, the revised draft, page —

ELIAS CJ:

What volume?

MS SCHOLTENS QC:
Ten, Your Honour, tab 106, page 4379 at page 4401.

BLANCHARD J:
Sorry, what page number?

MS SCHOLTENS QC:

4401, Your Honour. So this is the draft, and here the Commission’s responding to
what the parties are telling it about new technologies. So a key issue is the
introduction through the use of caps in the exercise, it says in paragraph 23, 24,
there’s been a range of submissions and areas of concern and obvious complexities
arising out of each of those and then at 25, “In the light of the approach outlined
below, the Commission does not consider it necessary to address all the matters
raised. Its focus has been on whether to continue with the approach it has taken to

date to the introduction of new technology to the TSO model via the wireless cap and
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how it has accounted for the risk of asset stranding, which arises when a technology

that is more cost effective than wire line is introduced.”

So there’s a significant discussion about that, and certainly I'll just, you know,
acknowledge from the outset that the issue of asset stranding was intended to be
dealt with largely, well, in the tilts, the tilted annuity depreciation and that was, |
guess, that was the, that related to expected, what was expected by way of
introduction of new technology and, particularly, in this area there’s the unknowns
and, well, as you'll see from the discussion of the asset beta, the unknowns were
much more of a systemic risk, but here it's a, the Commission has been persuaded
that, in fact, the tilts do not fully allow and take into account the optimisation process
and the introduction of new technology.

ELIAS CJ:
The tilts were insufficient for optimisation. Optimisation being what was required for

the efficient service provider standard, is that —

MS SCHOLTENS QC:

Yes, well, every year that, that, that now that ESA was scorched, it was optimised
and so, but the depreciation, the way it worked was that whatever copper lines were
now used in providing commercially non-viable customers with service were
depreciated by year 3 or year 4, and if it was the sort of asset that recovery of capital
was seen to be something that should happen up front because of potentially short
life, then by year 4 the tilts would have been reducing or on their way down, would
have recovered four years of depreciation, but they may not have — does that answer

your question, Your Honour? I’'m just trying to remember what it was now.

ELIAS CJ:

| can’t remember what it was either so take it as answered.

MS SCHOLTENS QC:

So, at paragraph 30 on page 4402, you'll see, “The scorched node approach limits
the amount of new technology capable of being introduced into the modelling” —
that’s because the scorched node means the core network is still, still in existence —
and “in each subsequent TSO determination the core network is priced using traffic

levels and a WACC applied specific to that year” optimised in 01/02. And then,
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“Telecom, by arguing that the Commission has not allowed for the appropriate level
of expected depreciation, is effectively claiming the Commission has not applied the
appropriate tilt in its tilted annuity calculation to capture the impact of new
technologies. While the original tilts adopted in the modelling were based on
information supplied by Telecom... it has since informed the Commission that this tilt
captured only the expected depreciation associated with the original technology —i.e.
the PSTN and MAR - it did not take into account new technologies... According to
Telecom, new technologies should be taken into account in the TSO modelling by
providing for new tilts or expected levels of depreciation. Suggestions put forward

have been...” and then they’re noted there.

The Commission considered the matter in paragraph 33, and concluded there are
three options, and then it lists them there, so: status quo, ex-post compensation after
new technologies is introduced, or different tilts to bring forward the timing of the
introduction into the model, and, 34, “Option 1 assumes the expected depreciation
allowed by the Commission through its tilt already appropriately compensates
Telecom for the expectation of new technologies”, and 2a and 2b are only applicable
if it is too low. You'll see by the final, they were persuaded that, in fact, that it was
too low, and therefore option 1 was not a goer because they, in terms of the ESP,

they felt they had to go with, deal with the issue.

BLANCHARD J:

Was one of the constraints on the Commission an inability to go back and revisit the
earlier years? In other words, to say, “Right, we’re now facing a new situation. We
accept that. It wasn’t foreseen in the earlier years, now let's go back and remodel
the earlier years with the knowledge we now have, so that they’ve produced different
figures which will provide the appropriate compensation.” | assume that the

legislation would not have permitted that?

MS SCHOLTENS QC:
No, no, Your Honour. It sort of —

BLANCHARD J:

So that’s a pretty significant constraint?

MS SCHOLTENS QC:

I’m not sure anybody was —
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BLANCHARD J:

Because you've been asked to change courses?

MS SCHOLTENS QC:

Yes, yes. It's an annual, it's an annual thing and you do it ever year.

BLANCHARD J:
Yes, but you're being asked to change horses because of the new technology but
you're having to do that in the middle of the stream rather than going back to one

bank, changing horses and then going into the stream.

MS SCHOLTENS QC:

Yes, in terms of depreciation, it can look like that, yes. There were many changes
though over the years. You'll see the tilts on the depreciation were changed at one
time.

BLANCHARD J:

Yes, but isn’t Telecom’s argument that that isn’t enough? Was that what they were

arguing?

MS SCHOLTENS QC:

On their asset beta?

BLANCHARD J:
No, on the tilts?

MS SCHOLTENS QC:
Well, yes, they were saying they didn’t —

BLANCHARD J:
That you can’t, you can’t reconfigure the tilts sufficiently to provide the

compensation?

MS SCHOLTENS QC:
Yes, so they were saying you either — well, what they were saying is in 2a and 2b, so
2a you compensate us with a lump sum after the new technology’s been modelled,

that was 2a, and you’ll see they thought, well, that’'s going to be identical to the
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outcome of not introducing any new technology and in appendix 2 they discussed
that, and certainly | would ask the Court if you have any difficulty with the logic here
then appendix 2 can assist. So basically the outcome would be indifferent in that
situation, ex-post compensation or just don’t do it. But then they also said but if we
do that, well, then there are systemic risks that’s captured in the beta, the asset beta

would have, there would be in impact on that, and paragraph 41 says that.

TIPPING J:
Are you going to address directly the —

MS SCHOLTENS QC:

Yes, | was just going to deal with asset beta but separately.

TIPPING J:

Yes, I'm not complaining, I'm just assuming.

MS SCHOLTENS QC:

Yes | will, and then so 2b, changing the tilt in timing, and then — so that’s the option in
44 of increasing the tilts, and there’s a reference there to a Telecom submission
through NERA and the Commission’s view at the foot of page 4405, and it’s in this
draft, so it’s, it believes some asset stranding risks were included in the original tilts
supplied. Unclear about the extent to which these tilts captured the impact of the
alternative new technologies. Preliminary view is that a TSO modelling approach
employing the original tilts and introducing new technology may not fully provide an
ESP with a reasonable return on its incremental capital. So, then it says, so in that
case option 1 fails to implement the scheme in text to part 3, and the Commission’s
faced with choosing between 2a and 2b, and then it discusses those. You'll see at
53 it doesn’t consider option 2b to be a viable solution for modelling the TSO
because of the problems of practically implementing the solution proposed by NERA.
The need for ex-post compensation also indicates that in practice it will operate in the

same manner as option 2a —

BLANCHARD J:

Sorry, where were you reading from?

MS SCHOLTENS QC:
That was para 53 at the bottom of 4406, Your Honour, and then at 54, bottom of that
page, “At best, the Commission considers NERA’s example simply highlights the
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problems associated with introducing new technologies into a modelling process
when it is assumed that the tilt has not initially been correctly set to capture the

expected level of depreciation.”

| guess that’'s Your Honour’s point. “An implication of the analysis by NERA is also,
therefore that had the Commission set a higher tilt in the initial period, it could have
ex ante accounted for the introduction of new technologies in the future.” Then 57,
it's proposing that it will no longer introduce exogenous new technologies, so that’s
ones that weren'’t there at the start. The Commission notes that it remains engaged
in some level of optimisation in modelling the cost of an ESP, that is, the
TSO modelling considers the current location of demand of customers, the estimates
of revenue from these customers, the costs of the telecommunication solutions
based on existing technologies to design and cost a virtual network that supplies a
certain level of telecommunication service. As a consequence, the systematic capital

risk associated is reduced, leading to the subsequent decrease in the asset beta.

Then the final, Your Honours, summarises that in shorter form. There were, again, a
significant number of submissions in relation to the draft, Telecom focussing to some
extent on the asset beta and Vodafone on the abandoning of modelling of mobile
technologies. That brings me to the asset beta. Can | begin perhaps by saying that
it is an intensely factual enquiry? Her Honour Justice Winkelmann found on the facts
that the Commission had taken the risk into account, the risk associated with the
regulatory process and optimising the network each year, into account as part of its
asset beta from the start. It was a systematic risk and my learned friend for Telecom
accepts that it was within the systematic risk category, that was an issue in the
High Court but he, as | understand it, is now saying that it didn’t amount to much, if
anything, when the 0.4 was set so the reduction from 0.4 to 0.2 is irrational in the

circumstances.

TIPPING J:

Are you saying you can’t take away what was never there in the first place?

MS SCHOLTENS QC:

Yes, yes he is.

BLANCHARD J:

Then what was only there in a very small degree —
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TIPPING J:

Well de minimis, then.

MS SCHOLTENS QC:

Yes, yes. Can | start with just the whole, the nature of an asset beta and how again
artificial it is in this very, in this context because, | mean, the beta is a representation
of a bundle of risks that an organisation has compared to the risks that are reflected
in the market, so what happens to the market over the course of the year, prices
overall going up or down, how the market responds to systematic situation. So in
booming economies or recessions and a beta of one, as it's been explained to me
and it is in the papers, 1.0, a beta of 1.0 moves perfectly with the market so if you
have a company that essentially responds to system, systemic, systematic risks, just
like the market does, you would have a beta of 1, 1.0.

TIPPING J:

You mean it's exactly equates wider market —

MS SCHOLTENS QC:

Yes.

TIPPING J:

— returns?

MS SCHOLTENS QC:

Yes, thank you. Zero, a beta of zero is not influenced by the market at all, doesn’t
move with the market, not correlated. Now here we have a business that is the
business of the ESP, providing services to certain customers, and the Commission
has to figure out what’s the appropriate correlation of the risk of that business with

the market, that’s the question.

ELIAS CJ:
Is this an exercise that has to be particularly tailored, | mean, aren’t there industry

standards that are used?

MS SCHOLTENS QC:
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Is comparators that appear to be the key here. You look for comparator

organisations —

ELIAS CJ:

Yes.

MS SCHOLTENS QC:

— comparisons. The difficulty here is actually finding a comparison. | guess what,
I’'m, | thought I'd give you the high-level approach and then see if you wanted me to
take you into what is intensely factual in detail, but the Commission in 01/02, in
appendix 5 to its determination, to which my learned friend took the Court in part, set
out the comparators that it was looking at and how it could estimate the beta. It, one
of the persuasive comparators were these new US electricity companies. The key
reason being, they were regulated on a one-year cycle, so it wasn’t the fact that they
had historic, it was based on historic cost, that was recognised, but one-year cycle
meant that, in terms of regulatory risk in setting prices, which is perhaps one of the
key risks, you're back before the Commission every year and prices are reset every
year. So, if there are errors, or something happens which has an impact on the
compensation of return, it can be reconsidered every year, so that was one of the
reasons why the US electricity companies were a comparator, just one of the

reasons, and there were others.

But, importantly, the issue of the beta being set at zero point, in the draft it was 0.3,
which was the midpoint between 0.2 and 0.4, which is what the Commission came to,
and then the Commission was persuaded to move it up a point, so it became

between 0.3 and 0.5, so they took 0.4. No reason, except for it was the midpoint.

In the second year, 02/03, the Commission was the subject of considerable
submissions from Telecom on this matter so it, it had a, had another look at the beta,
careful look, and what it did was, it attempted to work out the Telecom PSTN network
beta, so from the, Telecom’s information, what would the PSTN network have as a
beta and then from that, deconstruct that beta to the capital risk and the cash flow
risk, because the cash flow risk part will seem really limited, the fact that the TSO will
get paid, its compensation was very limited, and the legislation had a way of

recovering from reliable persons.
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So you can see that, and perhaps it's worth looking at this, in the 02/03 submissions,

and perhaps if Your Honour wanted to take a break, we could do that —

ELIAS CJ:
We will take a 15-minute break at this stage, thank you, and come back to that, what

volume is it?

MS SCHOLTENS QC:
It's 5, Your Honour.

COURT ADJOURNS:10.31 AM

COURT RESUMES: 10.49 AM

MS SCHOLTENS QC:

So, Your Honours, the beta discussion in volume 5, tab 58, this is the 02/03
determination starting at page 2276. You'll see, this is a discussion in the chapter
dealing with the cost of capital and the discussion of beta begins on 2776 at the top,
begins with the general description of beta that’s found, | think, all the determinations

in one form or another.

TIPPING J:

Is this the determination of which criticism is made, or the one before it?

MS SCHOLTENS QC:
This is the one, Your Honour, oh no, sorry, this is 02/03, so my learned friend took
you to the one before it, 01/02 and indicated that —

TIPPING J:
But this is the one where it went from 0.4 to 0.2?

MS SCHOLTENS QC:
No, no, this is not. This was still 0.4.

TIPPING J:
Okay, thank you.

MS SCHOLTENS QC:
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But the reason that I'm taking you to this is because the Commission did a significant

amount of more work —

TIPPING J:
Right.

MS SCHOLTENS QC:
—to —

TIPPING J:

No, that’s fine, | just wanted —

MS SCHOLTENS QC:

— revise or to reconsider the 0.4 to see whether it was appropriate or not, and so the
various factors influencing it are discussed over the next few pages, as you saw in
the earlier determination that my learned friend Mr Hodder took you to. Then on
page 2280, there’s a discussion of the beta for that previous year and how it was
arrived at, the 0.4. And that's very much a summary of what was a much longer

discussion in that determination.

Then we have a new submission, a new part of the determination on page 2281,
where the Commission discusses the submissions that were made on the 02/03 draft
and, in particular, the concerns expressed by CRA on behalf of Telecom, in relation,
on the beta itself. And in response to that, on page 2283, we have the discussion on
the TSO beta for 02/03. The Commission here says, well one approach to estimating
the beta for the TSP is to consider an appropriate set of comparative firms.

Actually, | just want to, sorry, take you back just to 2277, where you'll see at page,
I’'m sorry, at para 141, the Commission says there are effectively three sources of
information for determining a beta: consideration of factors that might influence a
beta, direct estimation from market data, or estimates from comparable firms. And
then, so back to 2283, one approach, comparative firms. And then discusses the,
Telecom’s criticisms in relation to the comparators used, and | just draw your
attention to the discussion that is here, which | submit responds to the submissions
made by my learned friend yesterday. At 173, sorry 171 on 2284, “To explore the
significance or otherwise of the criticisms of the comparators... the Commission has

considered the estimation of the TSO asset beta by decomposing an estimate of
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Telecom’s PSTN beta into its constitutes components.” The Commission believes

this is an alternative approach and it represents a useful cross-check.

Now, | think my learned friend tried to read down the process that the Commission
went through by saying it was just a cross-check, but you'll see that it is, by itself, a
fair process of considering what the beta might be if one went down this particular
track, and because the result was similar that gave the Commission some comfort.

So 173, “It is a difficult enough task to estimate an asset beta, let alone attempt to
identify that part which reflects systematic cash flow risk and that part which reflects
systematic capital risk. However, the importance of doing so stems from two
important features of the regulatory framework: the TSO cost sharing mechanism,
which mitigates cash flow risk but not capital risk, and periodic asset optimisation
which ‘sheets home’ capital risks to the TSP.” And then at 175, the —

ELIAS CJ:
Is that, the TSO cost sharing mechanism mitigates cash flow risk but not capital risk
— but isn’t that the, the issue, trying to factor in capital, an assessment of capital risk,

so | mean, it depends on what, doesn’t it, on how the regulator assesses the cost?

MS SCHOLTENS QC:
Yes, yes, | think the exercise here is a recognition that there isn’t much risk

associated with cash flow because of the cost sharing mechanism.

ELIAS CJ:

Yes, yes.

MS SCHOLTENS QC:

But because of the periodic asset optimisation, there is a capital risk.

ELIAS CJ:

Yes.

MS SCHOLTENS QC:
What is it? What sort of risk is it?

ELIAS CJ:



10

15

20

25

30

35

298

| see, yes | see.

MS SCHOLTENS QC:

Okay, so 174 discusses the cash flow risk, sees it as very little, low and then at 175,
“The capital risk faced by the TSP over the current regulatory period represents the
risk of unexpected economic depreciation of the TSO assets over the period, i.e. the
risk that actual economic depreciation deviates from expected economic depreciation

over the period.”

BLANCHARD J:
What does economic depreciation mean?

MS SCHOLTENS QC:

I’'m assuming that's the depreciation according to the tilted annuity, so it takes into
account the tilt and, yes, so actual may be, would, the tilt's set on the basis that it's
expected, for example, an asset will become redundant in so many years at a certain

rate of change, but as a result of optimisation of the network, the —

BLANCHARD J:
But that —

MS SCHOLTENS QC:

— result deviates.

BLANCHARD J:

— that’s an unsystematic cause, isn’t it?

MS SCHOLTENS QC:
The differences between expected deviation, which is built into the tilt, and

unexpected, the unknown.

BLANCHARD J:

Why would that become — why would that become systematic?

MS SCHOLTENS QC:
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There is, there is a discussion about why this is, | think it's recognised that
optimisation and asset stranding is largely unsystematic and built into depreciation
models, and that's certainly, the Commission’s intention was that that’s the, that’s

where that risk was, that unsystematic risk was dealt with in depreciation.

BLANCHARD J:
In the tilt?

MS SCHOLTENS QC:
Yes in the tilt.
BLANCHARD J:

Mmm.

MS SCHOLTENS QC:
But it was recognised, perhaps not a focus, but that there, that those tilts may not
actually, there might be unexpected matters that influence the market, in terms of

downturns or booms.

BLANCHARD J:
That's why | was wondering whether the term “economic depreciation” had to do with

the economy —

MS SCHOLTENS QC:

Mmm.

BLANCHARD J:

But you, you —

MS SCHOLTENS QC:
Sorry, the obvious answer and | missed it, that may in fact be what it does mean, |

don’t know.

BLANCHARD J:

Well, do you know?

MS SCHOLTENS QC:
No.
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BLANCHARD J:

Because | don’t know.

MS SCHOLTENS QC:
No.

BLANCHARD J:
Somebody’s going to have to tell us what that meant.
TIPPING J:

Economic — it's economic depreciation of the assets.

MS SCHOLTENS QC:
Oh, I will.

BLANCHARD J:

Yes, but it could be —

TIPPING J:

As a result of the —

BLANCHARD J:
— effect on the assets as a result of the economy, or it could mean something

different.

MS SCHOLTENS QC:

Mmm.

BLANCHARD J:
I've learnt in this case that most of the language used by economists means the

opposite of what it, what an ordinary individual in the street would think it means.

MS SCHOLTENS QC:

Can you give me a minute, Sir? I'll need to come back to you on that one, Sir, but |
think the important point is that the Commission was definitely recognising that most
risks relating to asset stranding were dealt with in depreciation, but that there were

circumstances where — and regulatory risk is one of those circumstances — where
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that expected rate of depreciation may not turn out to reflect the reality. Technology
may become available and well able to serve these customers in certain ways at
times that were not expected as a result of some sort of systemic process, and
regulatory risk is tied in with industry risk and falls within the asset beta. So that’s

explained in 175, but I will check the economic depreciation point.

So the net cost in conjunction with cost sharing mechanism includes an allowance for
expected economic depreciation and, by definition, this allowance does not take into
account unexpected depreciation over the period, and, therefore, neither
compensates for nor mitigates capital risk.

And then at 176, “Before addressing the relativities between cashflow and capital
components of the overall asset beta, it is first worthwhile to examine the source of
capital risk faced by the TSP. Although capital risk is implicitly borne by the TSP
over the regulatory period, its impact is not explicitly felt or ‘sheeted home’ until the
asset base is optimised and prices are reset at the end of the regulatory period. In
other words, the TSP bears capital risk because the asset base is periodically re-
optimised by the regulator in an attempt to mimic a competitive market. Accordingly
the underlying sources of capital risk include not just demand, technology and cost
shocks (which competitive firms face) but also possible errors by the regulator in
implementing the optimisation process”, and then, “If instead the existing asset base
was not subject to optimisation and new capital expenditure was automatically
included into the asset base at cost then, given the TSO cost sharing mechanism,
the TSP would be entitled to a guaranteed return of capital, subject only to the default
risk of liable persons and the risk of a change in the regulatory framework. In this
case, the TSP would bear almost no capital risk. However this would conflict with the
efficiency objectives of the regulatory framework as there would be the potential for
gold-plating and for the TSP to earn returns on stranded assets, with the risk of this

being borne by liable persons.”

BLANCHARD J:

But regulatory risk is unsystematic isn’t it?

MS SCHOLTENS QC:

Ah, no, it's systematic, Sir. It's treated as systematic.

BLANCHARD J:
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Why?

MS SCHOLTENS QC:

| don’t know. | guess, no | don’t know and this is a -

BLANCHARD J:

It doesn’t sound systematic.

MS SCHOLTENS QC:

No it doesn’t.

BLANCHARD J:

It's got nothing to do with markets.

MS SCHOLTENS QC:

| don’t know why it is, Sir.

BLANCHARD J:
Well, again, | think we need to —

MS SCHOLTENS QC:

| will come back to you on that.

BLANCHARD J:
So you're saying that regardless of why it is, here they’re treating it as systematic

risk.

MS SCHOLTENS QC:

Yes, absolutely.

BLANCHARD J:

Curiouser and curiouser.

MS SCHOLTENS QC:
So, all the factors that appear as systematic risk factors on 2277 are the sorts of
things that are influenced by a regulator setting, that sets prices. Presence of prices

or rate of return regulations listed there as a systematic issue —
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TIPPING J:
Is it perhaps treated as systematic because it's not unsystematic? In other words it

can’t be eliminated by diversification.

BLANCHARD J:
Well, yes, it could be.

TIPPING J:
Well, it could be in theory but in this particular situation there’s no diversification
escape is there?

BLANCHARD J:

But you could invest in something else.

TIPPING J:
Well you could theoretically, but maybe this is the nub of the problem. What's the

simple answer to Mr Hodder’s complaint, Ms Scholtens?

MS SCHOLTENS QC:
The simple answer is that the Commission looked at the asset beta carefully and
took a very rational approach to the estimation of something that is inherently difficult

to estimate —

TIPPING J:

But that doesn’t quite address the complaint.

MS SCHOLTENS QC:
Well the complaint is 0.4 to 0.2, without saying where the 0.2 was included in the first

place.

TIPPING J:
Ignore the de minimis part of it. He’s saying that you’ve taken away something that
was never there in the first place and that’s irrational. Now have you done that or

have you not done that?

MS SCHOLTENS QC:

No, I'm saying it was there in the first place. You won’t find it listed as —
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TIPPING J:

You'll say it was —

MS SCHOLTENS QC:
— point, as 0.2 —

TIPPING J:

So the answer is it was already there.

MS SCHOLTENS QC:
It was already there, and this is a description of it that I'm taking the Court too.

MCGRATH J:

But the Commission wasn’t explicit that it was there. Is that what you're —

MS SCHOLTENS QC:
Well, it didn’t list the factors that made up the beta, no. You won't find a list that says

“risk of optimisation bringing new technologies earlier than expected”.

MCGRATH J:

Yes, yes.

MS SCHOLTENS QC:

Or making the depreciation profiles wrong.

ELIAS CJ:

But how does it justify the reduction?

MS SCHOLTENS QC:
Well that —

ELIAS CJ:
Without doing that.

MS SCHOLTENS QC:
It removed the regulatory risk related to optimisation, not altogether, 177 is talking

about what would happen if it removed it altogether, it would go down to zero almost.
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It retains still some level of optimisation and that's why it's saying — here, in 01, 02,
03, the Commission’s saying, without optimisation there’s no risk, no real risk to
capital, and then in 04/05 it's saying, we are reducing the risk that you won’t get the
right rate of return on capital by making the model much less subject to unforeseen

matters, which we would then have to compensate you for somewhere else.

TIPPING J:
So you're saying that they, all they were doing was really adjusting the degree of

optimisation?

MS SCHOLTENS QC:
In, ah, yes, that’s right.

TIPPING J:
So it’s not a qualitative change, it's a quantitative change. Sorry, that’s a bit elusive.
In other words, they weren’t taking out something that was never there in the first

place. They were simply adjusting the amount of something that was already there.

MS SCHOLTENS QC:

Yes, yes.

BLANCHARD J:

Well I understand that argument, but | don’t yet understand the rationale.

MS SCHOLTENS QC:

For the reduction from 0.4 to 0.2?

BLANCHARD J:
Mmm, well | don’t understand the rationale of the same regulatory risk is within the

asset beta —

MS SCHOLTENS QC:

Well it certainly —

BLANCHARD J:

— as a systematic risk. I'm sorry, I'm probably just being a bit dense.
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MS SCHOLTENS QC:
| think it's a very good question and | can’t explain it, Your Honour. It’s just treated as

such, and nobody’s challenged that.

BLANCHARD J:
Well if you can demonstrate that it was treated as such, then whether it should have
been or not, there is something there to correct.

MS SCHOLTENS QC:
Yes, and as | understand from the analysis, other regulators always treat regulatory
risk as part of the beta. That mark —

BLANCHARD J:
Do they?

MS SCHOLTENS QC:
Well that’s — the discussion would indicate that. Whether that’s right or not, though, |

don’t think is an issue in this case.

TIPPING J:

Well the argument against you doesn’t seem to be that they’ve miscategorised it —

MS SCHOLTENS QC:
No.

TIPPING J:

— it seems to me that there was no rational reason for reducing it.

MS SCHOLTENS QC:

Yes, we should have made it higher or at least kept it the same. | mean, Telecom
was always arguing that the asset beta should be higher because of the technology
risk and what they called technology risk. What the Commission’s response was,
technology risk is built into depreciation return on capital but acknowledging that

there was still a residual regulatory risk in that optimisation process.
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BLANCHARD J:
Well if it was there, the argument for irrationality or unreasonableness becomes

much harder to make.

MS SCHOLTENS QC:

Yes, indeed. So the risk is certainly treated as systematic. In 02/03, the
determination you're looking at, there was a discussion of the connection of this
capital risk with that optimisation process. And then in 04/05, where the concern is
the change to that optimisation process to drop out new technologies, which results
in a reduction in this risk. 177 indicates, if you got rid of all optimisation, you’d have
no risk. The Commission says, in 04/05, it's reduced. There is still some risk. There
is still some optimisation but they’ve taken it down to 0.2. Nowhere will you find an
analysis of the percentages. This is very much an exercise that is impressionistic, |
think is the word Her Honour used in the High Court, but it's impressionistic against a

lot of information and checking as best as could be done in this artificial world.

And just to finish this discussion on this 02/03 determination, at 178, para 178 on
page 285, the Commission’s approach, with respect to the return of capital, is to
ensure the TSP has the expectation of a full recovery of the cost of prudent
investment. So that’s the NPV=0 or financial capital maintenance rule, and it's an
expectation, it's not a guarantee. And then it says there, “In particular, tilted annuity
depreciation is used to determine the expected economic depreciation in the current

period.”

BLANCHARD J:

Well there economic depreciation isn’t being used in relation to the economy, so —

MS SCHOLTENS QC:
No.

BLANCHARD J:
— | suspect that it wasn’t in 175 either.

MS SCHOLTENS QC:
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No, Your Honour. Tl find out in what context they're using it. Expected economic
depreciation is reflected in the cash flows, but unexpected depreciation, i.e. capital
risk, is not. The extent to which the TSP bears systematic capital risk should
therefore be taken into account in determining the asset beta of the TSO. Now it
doesn’t say 0.2 worth of it, but you see, reduce the risk, you get down to zero. So a
good part of the 0.4 reflects the systematic capital risk. And to reduce it in half as a
result of reducing the risk in future is, as is submitted, well within the area of
judgment that the Commission can apply.

TIPPING J:
Is there any evidence before the Court, properly before the Court on this issue? Is it

worth setting out an evidential foundation for Mr Hodder’s challenge, or you'll re-join
it?

MS SCHOLTENS QC:

I’'m reflecting what's in the documents and —

TIPPING J:
But in support of the irrationality challenge, one can look, of course, to the documents

as we're doing but —

MS SCHOLTENS QC:

Yes.

TIPPING J:

— all I'm enquiring is was there anything in the affidavits in supports of the —

MS SCHOLTENS QC:

There are expert views over these.

TIPPING J:

And | suspect they'll be views in all directions?

MS SCHOLTENS QC:
Yes, both ways and also expert reports that were before the Commission, same

experts in most cases. Yes, but on both sides.
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TIPPING J:
All right. There’s nothing you specifically want to draw attention to in the evidence,

so far as the —

BLANCHARD J:
In the admissible evidence.

TIPPING J:
The admissible evidence.

MS SCHOLTENS QC:
Well, in the end Her Honour did not find any of it of assistance, and | don’t believe
she —

ELIAS CJ:
Well she didn’t admit it.

MS SCHOLTENS QC:

No. Well, yes, on that basis, yes.

TIPPING J:
All right, that’s fine.

MS SCHOLTENS QC:
No, but I certainly submit that the Commission’s view is supported by information you

will find in the report, most of it footnoted to expert reports that are argued by police.

TIPPING J:
Right, thank you.

MS SCHOLTENS QC:

But the important point is, and what my learned friend is saying, is the Commission
has been inconsistent because in the early years it never considered this risk of
optimisation as having any effect whatsoever on the asset, or minimal effect,
whereas here in 02/03 they’re explicitly recognising that it has the most, well, a very

significant impact. And —
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TIPPING J:

So you say there’s no foundation for the premise of inconsistency?

MS SCHOLTENS QC:

That's right. So the matter is summarised then at 2289 down the foot of the page,
this is, we’re still in the 02/03 determination, at para 195. It refers to the previous
asset beta of 0.4 and the criticisms of what the Commission’s done, and found that a
range of PSTN asset betas from 0.5 to 0.8 produces a range of TSO asset betas in
between 0.30 and 0.59, or 0.34. And using the Commissioner’s approach to the
various parameters, this range is consistent with the asset beta used by the
Commission in 01/02, as well as its draft. And then at 198 it concludes that — it notes
that it's used an alternative approach to derive the asset beta, considered both
approaches produce a range which are generally consistent, and at 199 an

approximate point estimate of 0.4.

Now, just briefly, Your Honours, the submissions for the Commission on the asset
beta approach have an appendix which just takes Your Honours through the key
points in each of the determinations and the — I'll sort of skip over the 03/04 and then
we come to the ones subject to appeal before Your Honours, and I've summarised

the Commission’s approach in the appendix at page 27 under heading D.

ELIAS CJ:
Sorry, what — | was looking at your submissions, but it's not the submissions you'’re

referring to?

MS SCHOLTENS QC:
It is, Your Honour, the submissions on the asset beta, page 27.

ELIAS CJ:

Yes, sorry, asset beta, yes.

MS SCHOLTENS QC:

And the reference to the — it begins with the reference to the draft, which we looked
at in terms of the new technologies issue. The final, sorry, the revised draft,
discusses the approach to the asset beta over the years. Your Honours have seen

that, and I'm not sure whether | need to take you back to it. It begins at page 539 of
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volume 2, tab 25 and following, where effectively the Commission summarises its

approach in the previous years and explains that as a consequence of its decision —

BLANCHARD J:

Can you give us a page number a