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GENERAL NoOTICE

NOTICE 209 OF 2005

INDEPENDENT COMMUNICATIONS AUTHORITY OF SOUTH AFRICA

NOTICE IN TERMS OF SECTION 96 (4) OF THE TELECOMMUNICATIONS
-ACT, NO. 103 OF 1996 ("THE ACT”) READ WITH SECTION 45 OF THE ACT
INVITING REPRESENTATIONS WITH REGARD TO THE REVIEW OF
TELKOMW'S PRICE CONTROL..

The Independent Comrmunications Authority of South Africa (“the Authority”)
hereby provides notice and invites comment on the draft regulations for review of
Telkom's Price Control under section 86 (4), read with section 43, of the
Telecommunications Act No. 103 of 1998, as amended.

Interested persons are hersby invited fto submit written representations,
including an electronie version of the representation in Microsoft Ward, of their
views on the Review of Price Control in Public Switched Telecommunications
Services by Monday, 14 March 2005. The Authority will not conduct public
heatings, however, written representations will be considered in finalising the
final regulations.

All written representations submitted to the Authority pursuant to this notice shall
be made available for inspection by interested persons from Tuesday 18 March
20085 from the ICASA Library and copies of such representations and documents
will be obtainable upon payment of a fes.

At the request of any person who submits a written representation or document
.pursuant to this notice, the Authority may detsrmine whether such representation
or dozument, or portion thereof, relates to the financial capacity or business ptan
of any person, or to any other matter reasonably justifying confidentiality, in
which event such representation or document shall not be made available for
inspection by members of the public. If the request for non-disclosure to public is
refused, the person making the request will be ailowed to withdraw the
representation or document in questian.

The Authority has limited the scope of comments to be made only to the draft
regulations and the netes on the mods! are published for transparency on how
an “X" factor of 3.5% was calculated.

ICASA has taken all reasonable steps to ensure that the Information contained
herein has been obtained from reliable sources and that these draft regulation
are accurate in all respacts.
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Please forward your written comments to:

Khulile Bogqwana and Mankopane Nkopane

Policy Analysis & Development

ICASA, Private Bag X1, Martboro, 2063; or

ICASA, Block B, Pill Mill Farm, 164 Katherine Street, Sandion, Gauteng.

Where possible, written representations should also be emailed to
Kboqwana@icasa.org.za and MNkopane@icasa.org.za



STAATSKOERANT, 9 FEBRUARIE 2005 No. 27277 5

SCHEDULE

1. Definitions

In these reguiations a word or expression shall have the meaning assigned to
it in terms of the Telecommunications Act, 1998 (Act No. 103 of 1998) Insert
words for amending legislation, and, uniess the context indicates otherwise —

“WADSL" means Asynchronous Digital Subscriber Line

“average residential bili® is a measure of the average monthly bill for
residential customers, where average is defined according to the median
central tendency measure obtained through a statistical sampling approach
developed by Telkom and assanted to by the Authority,

uaverage unit tariff” is defined as the total revenue raised for a service
divided by the units of service supplied over the Price Control Peried.

“hasket services” means the telecommunication services listed in Schedule
A to which price control regulation applies.

“business day” means any day other than a Saturday, Sunday or Public
holiday, '

“customer premise equipment” means an item of approved equipment
which does not foom part of the PSTN but is connected, to Terminal
Connection Equipment, whether fixed or portable, and by means of which
signals are initially transmitted or ultimately received.
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“effective date” means the 1 August 2005.

“emergency” means an emergency of any kind, including without limitation,
any circumstance whatsoever resulting from major accidenis and natural
disasters. '

“exchange line” means a local line provided to connect a Temiinal
connection point fo the Local Exchange.

“fixad to mobile call* means a call originating on an exchange line that
terminates on a mobile network.

*home branded ADSL services’ means Asymmetric Digital Subseriber line
service providing high-speed access to Intemet service Providers which
Telkom's offers to its residential subscribers.

4ISDN” means Integrated Services Digital Network, which is defined as
Switched Services Digital Network providing end-to-end digital connection far
simultanecus transmission of voice and/or data over rmultiple mulliplexed
communication channels and employing transmission that conforms fo
intemationally defined standards.

“local exchange area™ means a geographically defined and limited area, as
defined by the exchange area code allocated by the Authority for that area, to
which all exchange lines are connected and which are served by the sama
local exchange.

“local exchange” means a facllity in the public switched telecommunications
network to which user lines are connected within a local exchange.
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“mobile retention” means the revenue retained from the revenue collected
for fixed to mobile cails,

“mobile termination” means the revenue transferred by Telkom to mobile
operators for calls made from Telkom's fixed network to mobile networks.

En® means the number of services In the overall basket or residential sub-
basket,

“price control period” means the period commencing on 1 August 2005
subsequent periads commencing on the anniversary of such date.

“price control year" means a calendar year period during which the
approved tariffs shall be in force.

“PSTS” means Public Switched Telecommunications Services.

“gublic pay telephone® means an un-manned devioe made available to the

general public for use, and which contalns a means of accepfing any form of
payment for thess services.

“public payphone Telephone service® means the provision of
telecommunication service by means of Public Pay telsphone service and
includes the installation, maintenance and bringing into cperation of one or
more Public Pay Telephones, which are connected {o the exchanges or local
network of a public switched telecommunication service licensee in any area
of the Republic.

“RC" means Revenue Change.
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~rasidential sub-basket” means telecommunication services made

available to residential customers including line rental, local calls, national
calls and internafional calls. Payphones will also form part of this sub-basket.

“t* means the current year in the Price control period.

“terminal connection point® means any point within an item of Terminal
Connection Equipment at which signais are conveyed to or from one or more
items of customer premises equipment.

2. Application of these regulations

(a) These regulations shall be applicable to fees and charges (together
“prices”) payabls, pursuant to the Telecormmunications Act as amended,
to Telkom for the telecommunications services listed in Schedule A (the
basket services™), as such may be modified from time to time in
accordance with the provisions of these regulations.

(b) Thess regulations shall be effective as from the 1 August 2005 and shall
rermain inforce until 31 July 2008.

(c) The Authority shall review the price cap regulations two years from the

commencement date to review whether there s insufficient competition in .
the market and thus the need for price controls.

3. General Price Control Formula
() Telkom shall ensure that in each price control year the price charged for

the basket services shall be set so as to satisfy the criteria in formulae (1)
and (2) set forth beiow:
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(RCw/RR 44y) X100 = ACPl -y ~X g (1)
Xp=35% , | @
Subject to the following definifions:
{): the current year in the price control period
{t-1): the preceding year
-xm: the productivity factor

ACP| a1y the yearon-year change in the Consumer Price Index,
compiled and published by Statistics South Africa, which is
defined as follows: '

AGPl g = ((CPl ey = CPl g)/(CP ¢2)) 100

(t-2): the year preceding (t-1) _
CPloz: the Consumer Price Index for the month of May the year (t-2).

CPl g1y the Consumer Price Index for the month of May of year (t-1)
RCp: the total Revenue Changes, which ls calculated as follows:

RcmﬂzixnuRcm

G05-002526—B
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RCey:

APqgy:

the number of servicas in the basket

the revenue change of the i-th service in year (t), which is
calculated as follows:

RCro=RRge1) AP gy

the Reported Revenue of Telkom for the i-th service in the
basket from the relevant financial ysar ended 31 March
commencing with 31 March, 2004 for the first year and each
subsequent financial year ended 31 March for the duration of
the Price control period.

the percentage change in the price for the i-th service in year ()
listed in Schedule A. '

For a service | with only a variable component {o price, this is
defined as follows:

AP g4 = ((Pao = PV Parsy) 100

Posy is the published charge made by Tetkom for a specific
product or service | at the beginning of the Price Control Year

excluding any discounts offered by Teikom; and

Pap is the published charge made by Telkom for the specific
product or service i at time t during the Price Control Year
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excluding any discounts offered by Telkom.

For a service listed in Schedule A which has both a fixed and

variable component to price, the psrcentage change in the price
for the i-th service in year (1) is defined as followa: _

AP 1.y = [(Average unht tariff of the I-th sarvice at the end
of year (1)) (Average unit 1ariff of the i-th service st the
end of year (1)) ~1] 100;

where the above is calculated 1o exclude the effect of discounts
offered by Telkom.

RRegq: the reported revenue of Telkom, in year (f-1), of all the 'scnﬁca
in the basket, and is calculated as foliows:

RRpn=Zi=1mn RRq )
4. Rasidential sub-basket

(a) Telkom shall implement a residential sub-basket consisling of the
following elements: Line rental, Local calls, National calls, International
calls and “Home" branded ADSL services or iheir equivalent. Payphones
will also be subject to this sub-cap.

{b) Telkom Will determine an Average Residential Bill, which will be used In
determining the level of increase appilcable to residential customers,

{c) The weighted-average annval rate increase for the sub-basket of basic
residential services shall be et to satisfy the criteria In the expression
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ACPIp X
where X g = 3.5%

5. Carryover

Telkom shali be allowed to carry over to the next price control year any

‘unused part of the allowed tariff increase. The unused part of the atlowed

tariff increase in bath the general and the residential baskats will lapse if not
used in the next price control year.

8. Tariff Filing

(a)TMMihﬁmnnwun as the relevant terms and conditions
with the Authority pursuant to which it proposes to offer Public Switched
Telecommunication Services that are subject to these regulations.

(b) Such tarifts shall be filed at least thify (30) business days before the
proposed dats on which such rates are to become effective in a form
specified by the Authority.

-(c)ﬂchuﬂnﬁwmmudwrbTﬂkomamﬁcpmmw

disapproval at least fifteen (18) business days before the propased
effeciive date of the rates, the rates shall be deemsd approved.

(d) Telkom must also file details, in accordance with a methodology agreed
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by ICASA and Telkom, about the effect the proposed rates would have on
the average residential bill.

(e) The Authority may disapprove the proposed tariffs only where;

) The calculations contain mathematical errors; or

i) The terms and conditions violate applicable laws, inciuding,
without limitation, policy directions, regulations and the Rate
Regime, in a material respect.

‘7. Changes to the Basket Services

(a) Subject to subsactions (b) and (c) below, Telkom shall be entitied to add
or replace telecommunication services in respect of the basket services
only if such telecommunication services are:

(0 Wholly or substantially in substition of an existing
telecommunication ssrvice.

(b) Telkom shall notify the Authority In writing of ts intention fo add or replace
a telecommunication servics in respect of the basket services pursuant to
subsection (a) above at least thirty (30) Business Days before the
proposed date on which such service will be implemented.

(c) The Authority shall inform Telkom in writing of its approval or disappraval
of changes to the basket services proposed by the licenses in terms of
subsection (a) above at least fifteen (15) business days before the
proposed date on which such service will bs implemented.
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8. Maximum Prices

(a) With effect from the effective date, prices may nof exceed the limits set
pursuant to these regulations.

(b) Prices for any of the services In the residential sub-basket and for |sased
lines up to and including lines of capacity 2Mbps and for the rental and
installation of business exchange lines maty be adjusted by Telkom from
time to time during the price control period in which it is W apply in
accordance with these regulations and the provisions of its ficence, but
may not be increased in real terms by a margin of more than five percent
(5%) based on the Consumer Price Index for May of year (-1) except
where specific approval has been recsived from the Authority for a higher
margin of increase. Specific approval for increases of more than 5% In
real terme will anly be considered in exceptionsl instances where a clear
case on cost grounds has been made by Telkom to the Regulator.

9. Inyear price changes

(a) For all services not listed in Section 8 above, Telkom will be permitied to
file price changes at any time during the price control period, subjsct to
the provisions in section & above.

(b) For the purpose of complying with paragraph 9(a), Telkom shall take all
reasonable steps to secure that the revenue it accrues as a result of all
relevant individual charge changes during any Price Control Year shall be
no more than that which it would have accrued had all of those changes
been made at 1st January in the Price Control Year. For the avoidance of
doubt, this obligation shall be deemed to be satisfied where, in the case

of a single change in charges during the Price Control Year, the following
fonmula is satisfied:
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RCqo (1-D) s TRC

Where D is the elapsed proportion of the Price Gontrol Year, calculated
as the date on which the change in charges takes effect, expressed as a
numeric entity on a scale ranging from 1st August = 0 to 31st July = 364,
divided by 365. In the case of a leap year it is calculated as the date on
which the changs in charges takes effect, expressed as a numenic entity
on a scale ranging fromn 1st August = 0 to 31st July = 365, divided by
368; and

TRC Is the target revenue change required in the Price Control Year to
achieve compliance with Section 3, calculaied by the Percentage
Change required in the Price Control Year to achieve compliance with
Section 3 multiplied by the revenue accrued during the Relevant
Financial Year.

(c) For the avoidance of doubt, for all other services not included in 9(a)
above, Telkam is permitted fo make one filing for a price controi year,

10. Value Added Taxes

Prices set pursuant to these regulations are exclusive of any value-added
tax, which may be levied in addition to the Prices.

11. Publication of Prices
(a) Publication of the destails of tariffs shall be made by:

) Sending a copy of the relevant details to the Authority;
in Placing the relevant details in every registered office of the
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licensee so that it is available for inspection, free of charge, by
members of the public, as soon as practicable after sending a
copy of them to the Authority;

il Sending a copy of the relevant details (or extracis of them as
may, in the circumstances, be appropriate) to any person in the
Republic who requests a copy; and

iv) including a pro forma statement indicating the effect of the
proposed increases on the bills {o customers with the
statements fo customers prior o the implementation of such
tariffs, where possible;

T 12 Rapealofﬂn Existing Regulations
These regﬁlaﬂona repeal and replace the regulations published In

Government Nofice No.R1333 of Govemment Gazette No. 23986 of 24
Qctober 2002.



STAATSKOERANT, 8 FEBRUARIE 2005

No. 27277 17

SCHEDULE A

Basket services

The following services shall be comprised in the basket services:

1.
11

1.2
13

14

1.5

instaflation Services

Tha installaion and bringing into service of exchange lines fto
residential customers.

The installation and bringing into service of exchange lines fo business.
The installation and bringing into service of direct dialling
inward/outward exchange lines to business custormers;

1.3.1 analogue lines;
132 2 MBPS digital lines.

The instaliation and bringing into service of ADSL lines:

141 "Home" branded ADSL lines;

142 Allother ADSL lines.

The instaliation and bringing Into sarvice of ISDN sxchange linea:

1.5.1 basic rate access;
1.5.2 primary rate access,

The instailation and bringing inta service of exchange lines to switched
telematio services:



18 No. 27277 GOVERNMENT GAZETTE, 9 FEBRUARY 2005

16.1 telex services;
162 Saponet-P services.

2. Rental Services

.24 The provision and maintenance of exchange lines o residentlal
customers. '

2.2 The provision and maintenance of exchange Hnes 1o business customers.

2.3 The provision and maintenance of direct dialling inward/outward
exchange lines to business customers:

231 analogue lines;
232 2 MBPS digital lines.

2.4 The provision and maintenance of ADSL lines to reaidential customers,
branded as "Home".

2.8 The provision and maintenance of ADSL lines to business customers.

2.6 The provision and maintenance of ISDN exchange lines to business
customers:

2.6.1 basic rate access;
2.6.2 primary rate access

2.7 The provision and maintenance of access lines to switched telematic
services:
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28

3.1

32

2.7.1 telex services;
2.7.2 Saponet-P services.

The provision and maintenance of point-lo-point telecommunioation
circuits leased to customers for the provision of private circuits or for
use in Private Telecommunication Networks:

2.8.1 fixed rental element, if any;
2.8.2 distance dependent rental elernent, if any;
2.8.3 capacity/bandwidth dependent rental element, if any;

but excluding any circuits made available to an operator in terms of any
agreement for interconnection services.

Cali Services

Calls made to and from terminal connection peints within the same local
exchange area (local calis) served by an automatic or manual
@xchange;

3.1.1 from an item of customer premises squipment;
3.1.2 from a public pay telephone

Calls made from a terminal eonneciion point In & local sxchange area
served by a manual or an automatic exchange o a netwark praviding «
mobile telecommunication servics:

321 from an item of customer premises equipment;
322 from a public pay tslephone
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3.3 Calls made from a terminal connection point in a local exchange area
served by an automatic or manual exchange to a terminal connection
point in another local exchange area via the national long-dlatanes
telecommunication network:

3.3.1 from an item of customer premises equipment, per each long
distance metering band;

332 m;mbﬁcmhhﬂwm,plrnchlmmm
band.

34 Intemational calle made from a terminal connection point in a iocal
exchange via the intemational telecommunication network per country
of destination.

3.5 Calls made by means of the networks providing swiiched telematic
services:

3.5.1 Telex calls per each distance band;
3.5.2 Saponet-P services.

'38 Directory information services
3.7 Telephane aperator servicas
4. Excluded Services
_ ‘The following services are not included in the basket services:

4.1 interconnection Services;

4.2 Value Added Network Services;
4.3 Mobile Collular Telecommunication Services;
4.4 Emergency services;
‘4.5 Customer Premises Equipment: and any other services that may be
eliminated by the Authority from the basket services from time to time.
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INDEPENDENT COMMUNICATIONS AUTHORITY OF SOUTH AFRICA
(ICASA)

NOTICE PROVIDING CLARIFICATION TO NOTICE ......... OF 2005
GOVERNMENT GAZETTE NO. ...... PUBLISHED 09 FEBRUARY 2005
{“THE NOTICE") INVITING COMMENTS ON THE REVIEW OF TELKOM'S
PRICE CONTROL UNDER SECTION 96 (4), READ WITH SECTION 45, OF
THE TELECOMMUNICATIONS ACT NO. 103 OF 1996, AS AMENDED.

With reference to the above notice as published on 09 February 2005, the
Authority has decided to disclose furher details about the modeling
framewaork used to determine the value of X in the draft PSTS price review.

ICASA believes In the interest of transparency and good regulatory practice
that these details are made public whenever possible. ICASA has decided
thersfore to publish this short note, which provides further details about the
methodology used to calculate X.

ICASA Price control model

1. This document consolidates the previous documentation (see Annexes 1
and 2) made available by ICASA on the model {(now termed the ‘Oid
Model)) used in the review of Telkom’s price control. The document also
provides information on revisions affecting the ICASA Price Contral mode)
(now termed the ‘New Model").

2. Following the initial consultation and taking account of commenis
submitted by interested parties, including Telkom, [CASA has
 reformulated the price control model, amended some key assumptions,
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8.

and constructed a New Model. The mathadology used in the New Model Is
squivalent to that used in the Old Model Which was previously explained
by ICASA..

ICASA highlights key changes between the Old Model and the New Model
in the points below.

The GDP forecast used in the New Madel Is based on statistics produced
by Statistics South Afiica. The New Model! incorporates a real GDP growth
forecast of 3.5% pa over the period 2005-08, whereas in the Old Model
the forecast assumed a growth rate over the same period of 3.0% pa. The
figure 3.5% pa Is calculated by taking the average annuslised changes in
real GDP as reported by Stats SA over the period 2000 quarter 1 through
to 2004 quarter 3. ICASA views this period to be refiective of the business
cyde. Independent forecasts of GDP closely correlate with this figure. The
effect of assuming & higher value for GDP growth would tend to Increase
the value of X computed in the ICASA model.

in the New Model, residential acoess demand grows at 0.4% pa,
substantiaity below the figure of 3% used in the Old Model. ICASA agrees
with Telkom that residential demand for access lines 16 uniiksly to grow
much aver the period 2005-08. Similarly demand for busineas sccess
lines is assumed to grow at 1.7% in the New Model, down substantiaily
from 5.6% in the Old Model. The changes In these assumptions would
tend to lower the value of X in the ICASA model.

In the Old Model it was assumed Telkom's productivity over the period
2008-08 would be 4.5% pa. In the New Model the productivity growth
agsumption is lower at 3.75%. Telkom In s submitied comments claim
that “reduced prospects for growth with diminished opportunities for cost
reduction makes the environment significantly more challenging for cost
reductions™, It is noted that while Telkom has disputed the productivity
estimates made by ICASA, at no stage during the price review process
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has Telkom furnished ICASA with its own estimates.

7. ICASA has been guided to the figure of 3.75% pa for productivity growth
by two sources. ‘

8. First, the World Bank Regulation Handbook states that *it appears that in
the long-term productivity growth of the communications industry In the
Deveioping Countries has been about 2% to 2.5% higher then productivity
growith of the respeciive economies’.' ICASA bhelleves that this
observation is highly likely to occur in South Africa. Given the ongoing
innovations acguming in the telecommunications sector, ICASA has taken
the average of these two figures, that is 2.25%,

9. Second, Telkorn made a number of statements in their June 2004 filing
(Form 20-F) to the SEC that suggest strongly that it will continue to
improve the efficiency of the fixed line business:

"We will seek to increase operational and capltal expenditure efficiencies
to improve operating marging and increase cash flows in our fed-line
business. We intend to continue to streamiine and improve our business
operations through the foliowing strategies:

+» Condinue o reduce headcount. We will continue to reduce headcount by
utilizing voluntary severance and retirement packages, natural attrition
and other employee optimizstion initiatives. In the 2004 financial year,
Telkom employees declined 8.5% to 32,358 and our number of fixed lines
per foed-line employee increased to 14 © as of March 31, 2004.

* Continue o reduce operating expenses. We will seek to continue
implementing a sirict cost management policy and further operating
expense reduction initiatives. In the 2004 financial year, our tost-saving
program in our fixed-line business contributed to an approximate 3.5%

ipp 420 op. cit.
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decrease in total fized-line operating expenses, while materials and mairtenance
experses declined approximately 16.0% as we zeslized benefis from our
network investment and saw fault rates and [0$ses in respect of cable
theft decrease. Qur current initiatives include cable alarm sysiems,
enhanced fraud management, consolidation of stores, space optimization
and continual reduction of cur vehicle fleet.™

“We intend to continue to reduce our fixed-line headcount over the next
fow years.™

10.ICASA believes that Telkom's statements are strongly Indicative of a

company that expects to maintain heaithy rites of productivity growth. it
seems reasonable therefore to suppose that Telkom's productivity growth
will exceed growth in total factor productivity by 2.25% over the period
2005-08,

11.Actording to Professor Ben Smit, Director of the Bureau of Economic

Research®, total factor produolivity in the South African economy is
expected to grow at 1.5% p.a. over the period 2005-08.% Therefore ICASA
believes that Telkon''s productivity will grow at 3.75% i.e. (1.5% + 2.26%)
pa over the period 2005-08.

11.A number of further refinements were made by ICASA in producing the

New Model. The most significant of these refinements invoived the
removal of 3 modelling assumption used in the Old Model that required
each service line to break-even by 2008. This assumpiion was invoked
because it meant that Telkorn's fixed line business would by definition

1 Page 41, Form-20F, submitied n the SEC by Telkom, June 2004
:M 112, Form-20F, mibmitted to the SEC by Telkam, June 2004.

Homspags hitp/fwww. ber.som ac. 2/,

3 The forecast af 1,5%p.4a. total factor produstivity is taken from Tabie 3 in “The South Aftican
Economy: A 10 Year View”, prescuted by Profissor Ben Smit, preseuted 18 Novetater 2004, This
Srecast is alzo wed by the IMF in *TMF: Bouth Affice: Selected Issues™, IMF Cownlry Report, June
2004, pl2.
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break-cven in 2008.° However, there is no reason to believe that Telkom
would wish to select tariffs for each line of service such that each service
on a stand-alone basis would break-even. indeed, there is good reason to
expect the continuation of access deficits, albeit at a declining rate, on the
access products,

12.As a resuit of the change o the break-aven requirement assumption on a
per service basis, the tariffs that couid be set by Telkom in the model
allow for greater fiexdbifity. Mathematically the effect of this is benign, and
as a result Telkom can achieve higher rates of performance in the New
Model. However, the calculation of X in the model stili requires that
Telkom break-even as a whole in 2008. However, over the price control
period as a whole 2005-08 Telkom should make a positive profit. The
latter is important as this provides a strong incentive for Telkom o
continue fo improve its business and is one of the comerstones of
incentive based regulation,

13.ICASA believes that the changes made to the way in which prices are
calculated strengthens the credibility of the price review model.

14.As a result of the changes made fo the model, the New Model computes a
value of X equal to 3.72%, which is lower than that produced in the Oid
Model.

15.Another way to compute the value of X, is to use an approach suggested
in the influential World Bank Regulation Handbook.” The latter states that
the value of X carr be calculated by using the following formula:

the regulated firn’s produciviy LESS the economy's fotal facior

¢ As the modal incorporates a weighted sverage cost of capital (WACC), the break-sven requisrement
is compatibie with Telkom carning a normal retitn. By (niposing & break-oven requirement at the end
of the price contral period, TCASA is abie to detsrmine a value of X that cosures this requirement is

met.
? Sea Telocomsmumications Regulation Handbook Module 4 Price ation” pp. 4-20, World Bank
poy vico Regulation’ pp.
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productivity PLUS Producer price infiaion LESS Input price inflation for
the felecommurtications secior

16.The World Bank Regulation Handbook further states that "The long-term
historical input price differential (PD) between the telecommunications
sector and the economy is generally positive, but smaller than 1%"3
ICASA therefore assumes that over the period 200508 the IPD will
average around 0.5%.

17.Calculsting X by using forrmuia given in the World Bank Regulation
Handbook yields the following:

the reguialed fimy's preductivity (3.75%) LESS the economy's (ofal facfor

productivity (1.5%) PLUS input Price Differential (0.8%) = 2.75%.

18.The above calculation is only an approximation and omits an incentive
factor. The ICASA New Model allows for an incentive factor. According to
the World Bank Regulation Handbook, an incentive factor (IF) can add
anywhere between 0.5% to 1% to the value of X. Therefore, allowing for
incentive effects in the approxdmation method results in a value of X
between 3.25% and 3.75%.

19.ICASA therefore proposes X=3.5% Le. 2.75 + 0.75 where 2.75 is as
calculated above and 0.75 is the incentive factor (IF).

20, ICASA would fike to emphasise that its modified assumptions in the New
Model have taken account of Telkom's comments. In particular, the
expected efficiency gain has been reduced substantially from an
approximate 4.5% p.a. to 3.75% p.a. (a 28% reduction). The lower figure
used is consistent with observations in other jurisdictions and has been
applied widely elsewhere.

pp 424 op. cit



STAATSKCERANT, 9 FEBRUARIE 2005 Neo. 27277 27

21.By responding to Telkom's criticisms and al?semﬂom and commems
received from other Interested parties, ICASA has reformulated its price
control model. ICASA has aiso calculated X using an altemative
approximation method which is recommended by the World Bank for
Developing Countries Regulators. ICASA proposes a new value for X=
3.5%.
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ANNEXURE 1

INDEPENDENT COMMUNICATIONS AUTHORITY OF
SOUTH AFRICA (ICASA)

NOTICE PROVIDING CLARIFICATION TO NOTICE 2490 OF 2004
GOVERNMENT GAZETTE NQO. 26977 FUBLISHED 3 NOVEMBER 2004
(“THE NOTICE") INVITING COMMENT ON THE REVIEW OF TELKOM’S
PRICE CONTEOL UNDER SECTION 27 READ WITH SECTION 96 (4), AND
SECTION 4S, OF THE TELECOMMUNICATIONS ACT NO, 103 OF 1996, AS
AMENDED.

With reference 1o the sbove notics as it was published on the 8 November 2004, the
Anthority has teceived a written request from an interested party reganding the Price
Revisw, that ICASA provide further details sbout fhe modeliog that was used to
determine the value of X in the draft Price Review comsultation paper.

TCASA belicves in the interest of transparency and good regulatory practice that these
details are made poblic whenever possible. ICASA has dedided therefore to publish this
shost note, which provides further details sbout the methodology used to calculate X
Forther gueries regarding the methodology employed by ICASA and any other aspscts
relevant to the Price Review can be raised af the Public Hearings scheduled to take
place Monday and Tuesday, 13 axi 14 December at Block C- Presentation Room,
Pinmill Farm, 164 Kathesing Street, Sandton.

1. Methodology

In order to establish a framework within which the parameters of the new price cortrol
could be set, ICASA has developed a financial model of Telkom, This

model enables ICASA to calculate the expected impact of various alternative price

control regimes ander a range of aliernative assamptions.

The model has been developed in fine with intemational best practice and consists of a
mmber of modules. Initial valney of key varishles are used as inputs and assmnptions
are made about a aumber of vatizbles. Togather these effiect revenites through their
affect on demand for services, and demand volumes drive costs. The model is closed
by seeking a value for X, the productivity faotor, which results in revennes being equal

.wmmmmmmmmmmnmmrm
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carns a retnm that covers its estimated cost of capital, costs used in the financial model
incinde a cost of capital element. A schematic represantation of the financial model is
shown in Figure 1.

Assumptions

evenues

Figare 1: Schematic sepresentation of the ICASA financial model

Tables 1-4 below provide further infoemation about assumptions, inpat dats, end
vadables in the ICASA financial model

Table 1: mmmﬁnmm

| Input Soaree of information Purpose
Current service Telkom, Telkom published Volumes associated with
volumes accounts, Form 20-F, individual sexvices, for
COACAM (Chart of Accounts | residential and business
and Cost Allocation Mamal)

Costs COACAM Unit costs (averags costs)
per service, incremental
costs (applied cost volmne

_ relatio i

Tariff weightings | Telkom taxiff filings, sezvice Weights used in price cap

valomes

Macroeconommic and | Statistics South Africa Feed into demand fonctions

demogtaphic (population data) ,

The macoeconomic and demographic data used in the modal are described in Table 2.
Table 2: Macroeconomic and demographic data
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|__ GDP gruwth

474 43.00 4871 493 499 50.6
3§ 30 3.0 30 30 3.0 3.0

Table 3 presents infornation shout the key assumptions applied in the Smancial model

_Table 3t Key asumptions jn ICASA finsncisl model _
I

Purpose

Price demand elasticities Used to assess how demand varies as service prices
vary. Assumed inclastic for all services; business nsers
more inelastic than residential (Tuble 4 shows

Income clasticitics Used to assess how demand varies as incomes change.
Assumed to be 0.8 for all services. Tims if income
increases by 1% then demand increases by 0.8%,

Market shares Telkom’s share of the Jifferent service matkets is
assessed. These assunptions are market sensitive as
they take account of the degree of success of entry,
assumed to occur in many martkets from February
2005.

Uss of telephony setvices by | To assess how revennes evalve,

gl usee

Second Jines Growth in second lines affects costs/revemies.

| ISDN,ADSL Growth affects costs/revemnes.

Business demands Feed into demandﬁmm

Efficiency due to Aomﬁnwgemwmmmw

| techmological progress LsouceOftel. |

Catch-ip efficiency Temnmwmbapwnhmofﬂﬂﬁm
and France iines per employee over a four year
period, requiring a 1.3% per annum improvement in
productivity (up to 2008).

Cost volume relationship Taken to be 0.75 for all services. The cost of the
marginal service is 75% of the current umit cost.

Weighted average cost of Calculated to be 13.04% nominal on a post-tax basis,

capital Explained fully in the 2004 Price Control Review
consultation docoment.

Table 4: Price elasticity of demand assamptions for residential and business
services 2004-10
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The above data, infbrmation and assmmptions were fod into a spreadsheet model
Qesigned using Microsoft Excel The model was programmed to calenlate X, which
equates revenmes with costs, The linkages between different elements of the model are
shown in Figure 2.

Caompetitors” Ovm
Prices : price

" Initial assel base

Cost ol
- capiral

Total S

Revenue Costs Capex
Judput ouul i . .

Figure 2: Linkages between different elemants in the ICASA mode
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ANNEXTRE 2
. ;

INDEPENDENT COMMUNICATIONS AUTHORITY OF SOUTH AFRICA (ICASA) -

NOTICE FPROVIDING CLARIFICATION TO NOTICE 2490 OF 2004
GOVERNMENT GAZETTE NO. 26977 PUBLISHED 8 NOVEMBER 2084 (“THE
NOTICE"™) INVITING COMMENT ON THE REVIEW OF TELKOM’S PRICE
CONTROL UNDER SECTION 27 READ WITH SECTION 96 (4), AND SECTION
45, OF THE TELECOMMUNICATIONS ACT NG. 103 OF 1996, AS AMENDED,

With reforencs to the above notice as it was published on the 8 November 2004, the
Anthority has decided to disclose further details ahout the modeling framework used to
determine the valne of X in the draft Price Review consultation paper.

ICASA belicves in the imterest of transparency and good regulatory practice that these
details are made public whenever possible, ICASA has decided therefore to publish this
short note, which provides farther details sbout the methodology used to calculate X,

ICASA Price control model

o ICASA establishes the value of X in the price control applied to Telkom using a
fmancial model of Telkom 's regulated business. In the model Telkom’s regulated
business acoounts for 71.4% of Telkom's total fixed Yine and data business ® The
model daes not mehude revermes derived from other activitics undertaken within
the Telkom Group of companies.

° Thmddhhmd&vabpedbyl&&scmmkaﬁmhnwﬂhmmmmﬂl
best practice and consists of & number of modules. The model has been
constructed using Misvosoft Excel, and containg a number of macros for selving
various problems,

o The model has been populated with data derived from Telkom's published '
accounts, other Telkom sources, and Telkom’s COA~-CAM submitted to ICASA,

’mwmmmmmm:wmmmmmummmmmm
Telkam a3 a company carned R30,175mrillion revenues in 2003-04.
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The data are a mix of financial and quantity varibles.

The service revenes and costs dats in the model are deflated to teke acoount of
inflation (rcal vailues are used).

Dita for the fmanciel year 2003-04 comprise the initial valnes of key variables.

lbmddmmdummmm
relationships, demand elasticities, cost of capital, efficiency (productivity), end the
effisct of competition (loas of market share to competitors). These assumptiony are
hﬁomdby'l‘elkm s recent higtory, ﬁwmmwmm

The model also incorporates a aumber of constraints, In particular, the price
changes for some services over a year cannot esmeed 5% im real terms.

The model also has a module fbe the residential sub-basket.

The initial valnes, the assumptions and the constraints form the inputs to the
model _

Ths value of X is caloulated by solving an algorithm, which works by applying an
iterative procedure.

The duration T of the price cap & selected (ICASA heg chosen T=4 years) and a
value of X is selected. The initial value of X is deliberutely chosen to be low
(typically 0.5).

Having selected T and X, the model solves for sach year the optimal sct of prices
for services in the regulatory basket. Optimal means the sot of prices resulting in
the highest profit lsvel, subject to complying with the price cap. This process i
undertaken sequentially in the model Optimal prices are established initially for
Year 1, then Year 2, and so on.

In determming optitnal prices, the modal sasesses how demand varies for each
servica (governed by demand elnsticity assumptions) and how costs vary
(governed by the cost volame relationships). For services where total demand
mcreases, it is assamed that Talkom beusfits from scalo soonomics.

For the X chosen and the set of optimal prices detezmined for each yesr, the model
campares the final period (Year T) couts and revennes, Costs in the model are real
costs and include a contribution towards the cost of capital. If efficient costs are
less than revennes in Year T, the model chooses a higher value of X and repeats
the computations described above. This process continues nntil costs equal
revenues in Year 4 (or whers reveane is groster than oost but very close to cost).
At this point the model has solved for X.
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The model dogs not constrain revenues, as revenues are endogenously detenmined,

Having estublished a valve for X, the model then performs sensitivity analygis
around key parameters.

The value estublished for X should ensure that in Year T Tellkom’s regulated
busingss earns a rate of return on capital empiloved equal to the weighted average
cost of capital. Alternatively, revenues of services in the price control basked are
equal to the costs of supplying such services. This approach is i line with
RPI-X in each year of the charge countrol is for the weighted average charge of the
products and services within the chargs control basket to equal the forecast of the
efficiemt level of costs at the end of the charge control period *°

One of the main benefits of a CP1-X price cap is that it creates incentives on
Telkom to increase its sificiency, over the period in which the price control is in
force, The objective of the price control is to bring the controlled charges of
Telkom into line with an efficient Jevel of costs ar the end of the price control
period. As part of this process it is important to understand the extent of Telkom’s
efficiency/inefficiency at the outsst of the price control so that erogion of
mefficiency can be reflected in the value of X. It is reasonable to expect
inefficiency existing at the start of the price control to be eliminated over the life of
the four-year control, just as competitive pressures would force imefficient

to become efficient in a competitive market. ICASA is currently re-
assessing the degree to which Telkom ig inefficient relative to best practice

19pyra, 4.1, Ofcom “Partial Private Cirerits Charge Cantrol: Final Statement™, Septemiber 2004, Annex B
of this docoment provides & detailed overview of Qftom's price control msthadology. The Ofcom
methodology is similar to the methodology cmployed by ICARA.



