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Executive summary

o Optus is supportive of the Government’s proposed National Broadband Network (NBN).
As a major piece of national infrastructure this network has the potential to provide
significant economic benefits. Its construction will likely provide a significant form of
economic stimulus at a time of global financial uncertainty with lasting benefits in the
shape of improved productivity and competitiveness for Australian businesses.

e The NBN also has the potential to deliver social benefits for Australian consumers
through access to new and innovative services at affordable prices.

e However, as Optus has argued in its previous written submission and in oral evidence
presented to the Committee, if these significant benefits are to be delivered by the NBN,
it is essential that the Government ensures there is a vibrant, innovative and competitive
market structure by ensuring that the right market structure and regulatory framework
are put in place.

e Throughout the process, Optus has consistently argued for regulatory reform to address
the present dysfunctional state of the fixed line market which is tilted heavily in favour of
the incumbent, Telstra. In particular, we have advocated that the regulatory framework
should be built around four key pillars:

o0 Structural separation: The regulatory framework for the NBN should ensure that
the owner of the NBN is under strict obligations to provide access to the NBN on
terms that are genuinely open and equivalent and not clouded by conflict of
interest. To achieve this, the NBN owner must not be a retail provider.

0 Opens Access principles: The NBN should provide all Access Seekers with
access to all services on a transparent and equal basis. This will be achieved by
requiring the owner of the NBN to provide services on an “Equivalence of Inputs”
basis. In this way, all access seekers would have the right to receive the same
products at the same prices and using the same operational support systems.

0 Cost based pricing: Prices for services on the NBN should be set at levels which
are sufficient only to recover the efficiently incurred capital and operating costs of
providing access to and operating the NBN, plus a reasonable return.

0 ACCC oversight: To ensure that the above obligations are enforced and
competition and consumer interest are safeguarded the NBN must be subject to
oversight by the ACCC.

e With these four pillars locked in, Australians could look forward to a new high speed
broadband network AND strong competition - bringing plenty of choice for consumers,
and affordable prices.

e Optus Networks Investments (ONI) has lodged a proposal that sets out a plan to build a
state of the art national broadband network that will deliver wholesale only broadband
services at a minimum downlink speed of 12 Mbps to at least 98 per cent of Australian

e ONI's proposal is not only consistent with the four pillars noted above it places
competition at the heart of its bid. ONI seeks to maximise competition on the NBN by
adopting a world’s best practice regulatory framework.




ONI has proposed the first ever structurally separated, genuinely open access fixed line
network in the history of Australian telecommunications. ONI stands ready, willing and
able to build the NBN.

The NBN represents a once in a generation opportunity to cross the Rubicon and
address past policy failings by creating the conditions for a vigorously competitive fixed
line market to emerge. Optus is, therefore, pleased that amongst the Committee
members there is strong acknowledgement of the need for fundamental regulatory
reform aimed at fostering competition on the NBN.

In recent weeks a number of significant events have taken place in the NBN tender
process:

0 The ACCC provided its assessment of the submitted bids to the Government’s
Expert Panel on the NBN;

0 The Expert Panel made its recommendation on the proposals to the Minister for
consideration;

o Telstra was removed from the NBN tender process as its poor excuse of a
proposal, no more than a twelve page letter to the Government, did not contain a
mandatory plan for small and medium sized enterprises.

We welcome the requirement for both the ACCC report and the Expert Panel report to
be tabled to the Senate after the conclusion of the process.

We now await the Government’s announcement on its preferred proponent to build
Australia’s National Broadband Network.




1. The Government’'s RFP process
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1.2

1.3

1.4

15

1.6

The Government issued its Request for Proposals for the National Broadband Network in
April 2008. Optus is supportive of the Government's RFP process, which we believe to
date, has been undertaken in a fair, open and competitive manner.

This approach has been vindicated by the strong response from the private sector to the
RFP. The telecommunications industry is fully cognisant of the important role the National
Broadband Network has for Australia’s future economic productivity and prosperity.

To its credit, the Government has drawn on the power of competition to secure the best
ideas for the NBN from the private sector. Optus applauds this approach which we hope
will ensure that the NBN lives up to its promised economic and social benefits.

Three national bids — one of which is the Optus Networks Investments proposal — and two
state-based bids for the ACT and Tasmania are now being considered by the Minister
armed with advice from the ACCC and the Government’s own Expert Panel on the NBN.

In delivering multiple bids to build the National Broadband Network, the private sector has
played its part in the process. It is now time for the Government to play its own very
significant role.

In making its decision on who builds the network, it is important that the Government does
not lose sight of its key objective - ensuring that services offered over the NBN are
available to the widest possible number of Australians at the most affordable prices. This
can be best achieved by ensuring that the NBN is open to all access seekers on an equal
basis thereby enabling retail competition to flourish.

2. Regulatory changes needed to get the correct market structure

2.1

2.2

2.3

2.4

As the NBN process reaches its finale with the Government deliberating on its preferred
bid, the most pressing need is for a regulatory regime that will create a more competitive
market structure.

The Optus Networks Investments (ONI) proposal sets out a plan to build a national
broadband network that delivers wholesale only broadband services at a minimum
downlink speed of 12 Mbps to at least 98 per cent of Australian premises.

A winning ONI bid would provide many households and businesses in rural and regional
Australia with access to true high-speed broadband services for the first time. The ONI
network roll-out plan also gives priority to under-served areas, such as rural and regional
Australia and metropolitan broadband ‘black-spots’. In other words the network would be
built in the bush first and rolled into metropolitan areas that currently already have good
broadband services.

In its public advocacy on the NBN, Optus has consistently called on the Government to
adopt four key measures as part of any NBN plan:

(@) Structural Separation: To ensure that the NBN is be subject to strict
compliance with the concept of structural separation, which means that it will
not be a vertically integrated provider of wholesale and retail services and will
be subject to strict ring-fencing rules to ensure there can be no discrimination
in favour of a related entity.




2.5

2.6

2.7

2.8

2.9

(b) Open Access Principles: The NBN should provide all Access Seekers with
access to all services on the NBN on a transparent and Equivalence of inputs
(EOI) basis in respect of the following:

Q) the technical, functional and operational features and quality of
access (including upgrades and updates);

(i) the process and timing of provision of access;

(iii) the provision and timing of support (including fault identification
and rectification) of access to the Network;

(iv) the pricing of access; and
(v) the administration and management of the Network and access to
it.
(c) Cost Based Pricing: The NBN Operator should take all reasonable steps to

price access to the NBN on a transparent and EOI basis. Prices for services
should be set at levels which are sufficient to recover only the efficiently
incurred capital and operating costs incurred in providing access to and
operating the NBN, plus a reasonable rate of return.

(d) ACCC oversight role: In support of structural separation, pricing and open
access principles the ACCC should be given a clear and defined oversight
powers to regulate access to the NBN on an ongoing basis.

With these four pillars locked in, Australians can look forward to a new high speed
broadband network AND strong competition - bringing plenty of choice for consumers, and
affordable prices.

ONI’'s proposal is not only consistent with the above principles it places competition at the
heart of its bid. ONI seeks to maximise competition on the NBN by adopting a world’s best
practice regulatory framework.

The ONI proposal represents the first ever structurally separated, genuinely open access
fixed line network in the history of Australian telecommunications. All access seekers
would be able to access the same wholesale services on the same terms and conditions,
in the same timeframes and using the same processes. Prices would be regulated by the
ACCC.

These principles will ensure that the NBN owner cannot play favourites with its own retalil
arm, while raising prices or denying service to other retailers.

With this framework in place, competition at the retail level is likely to flourish on an ONI
managed NBN. This will enable the NBN to live up to its promised economic and social
benefits by providing consumers and businesses with a real choice of broadband provider
and access to more innovative services at more affordable prices.

Telstra’s proposed regulatory framework is anti-competition and anti-consumer

2.10 In contrast to Optus and others in the industry, Telstra has been pursuing a self-interested

anti-competition policy with a bid that seeks to minimise any regulatory oversight of both
the NBN and existing regulated access services.

2.11 Whilst Telstra’s twelve page letter is light on specific details about Telstra’s proposed

regulatory framework for a Telstra built NBN, these details can be founded in its more
lengthy submissions of 25 June 2008 to the Minister on the Regulatory framework that
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should apply to the NBN. The following table provides a summary of Telstra’s proposed
regulatory changes and the implications of these.

Telstra proposal

[implications

Telstra’s “Enhanced High-Speed
Access Service” to be legally exempt
from regulation

ACCC would have no role in regulating the high-speed
services for which the NBN is being built

Complete freedom for Telstra to price gouge and
discriminate

Business Grade Services to be
legally exempt from regulation.

ACCC would have no role in regulating the high-speed
services for which the NBN is being built

Many small and medium businesses will have no
choice of provider and will be left to the mercy of
Telstra.

Monthly charges for “High-Speed
Access (or legacy)” Service to be
regulated under a Special Access
Undertaking

ACCC unable to effectively regulate future even for
legacy services

Legislative amendments to existing
Part XIC and Part XIB provisions

These are designed to further reduce the powers of the
ACCC

2.12 In essence, Telstra is seeking to remove from regulation the high-speed services for which
the NBN is to be developed. This would give it complete discretion to set the terms and
conditions of access to those services. Indeed there is no certainty that such access will in
fact be provided. However, to maintain the public fiction that it supports “open access” it
has offered to provide access to legacy services under a special access undertaking. In
reality this is likely to circumscribe any powers the ACCC might have to effectively
regulate those legacy services. As the final icing on its cake, Telstra requires wholesale
changes to the current regulations to limit the ability of the ACCC to continue to regulate
existing services that will continue to be provided after the NBN is rolled out.

2.13 Put simply, Telstra is making a cynical bid to achieve a substantial roll-back of existing
access regulation and to ensure that the NBN is subject to little or no regulation. It is an
anti-competition, anti-consumer proposal that subjugates the national interest to the self-
interests of Telstra’s shareholders and management. Telstra’s approach should be

rejected out of hand.

2.14 Optus has attached to this submission a report prepared by Dr Chris Doyle of the
University of Warwick that examines Telstra’s submissions relating to the regulation of the
NBN. Dr Chris Doyle has concluded that:

“The regulatory regime that should govern the NBN should be based on a proper forward
looking assessment of the relevant markets. In my view there is every reason to be
concerned that the NBN operator, particularly if it were Telstra, would not operate in a way
that would meet the Government’s objective of “open access” and “equivalence of access
prices and non-price terms and conditions. Separation of the NBN is a desirable




prescription and would ensure that the Government’s objectives would be met and

ultimately that end users would benefit”.*

3. Telstra continues its aggressive brinksmanship

3.1

3.2

3.3

3.4

3.5

3.6

In December the Government announced that it had taken the decision to exclude Telstra
from the NBN process. The reality is that Telstra removed itself from a process that it had
never fully been committed to.

Telstra failed to submit a Small and Medium Enterprise (SME) Participation Plan — which
was one of just five mandatory requirements of the RFP.

The RFP provided proponents with flexibility in preparing their proposals. However the
mandatory requirements were clearly outlined in Sections 10.8 and 10.9 of the RFP.
Clause 10.9.1 of the RFP specifically states that:

“The Commonwealth will exclude a Proposal from further consideration if the
Commonwealth considers that the Proponent does not meet the following conditions for
participation:

SME Participation Plans

Proponents must prepare a Plan demonstrating how they will provide full, fair and
reasonable opportunity to Australian and New Zealand SMEs to supply goods and
services to the NBN Project”.

In addition, clause 1.5.32 of the RFP explicitly states that “It is a condition for participation
in this process that Proponents submit a plan outlining opportunities for Australian and
New Zealand SMEs to provide goods and services to the project”.

The mandatory requirements were clearly outlined and as the Minister noted, all
proponents were specifically reminded of the need to meet minimum requirements on no
less than two occasions prior to the lodgement date.

Telstra’s twelve page NBN ‘proposal’ which was submitted only minutes before the midday
deadline on 26 November, did not include a SME plan. Telstra was appropriately excluded
from the process.

Telstra’s actions are part of a coordinated campaign to pressure Government

3.7

3.8

In failing to submit a compliant bid Telstra’s action can be seen as the latest act in its
carefully crafted and coordinated campaign to pressure Government into conceding to its
terms to roll-out this network. More recent manifestations of this campaign have seen
Telstra scaling back its NBN plans and talking up alternative options to the NBN.

Telstra’s 12 page ‘bid’ was insulting to Australian consumers and the Australian
Government. It merely offered to provide high speed broadband to as little as 80% of the
population with a guaranteed retail product of just 1Mbps, well short of the Government'’s
stated objective of an NBN that provides a minimum 12Mbps to 98% of premises.

! Comments on the Telstra Submission on Vertical Integration and Separation — A Report for Optus, by Dr Chris
Doyle of Department of Economics and Warwick Business School, University of Warwick - September 2008, page

32




3.9 Not only did this proposal demonstrate its contempt for the Government’'s NBN process,
but it also provides a clear indication of Telstra’s lack of commitment to rural and regional
Australia.

3.10 In fact Telstra’s bid falls well short of what it was prepared to do when it first aired the
need for a Fibre-to-the-Node (FTTN) network in August 2005. Back then it was prepared
to build to up to 98% of the population, but mysteriously Telstra’s position has now altered
and it says that this is no longer a commercially viable proposition.

3.11 Telstra’s position on the NBN has changed with the wind throughout the debate as it
seeks to maximise the pressure on Government for its own private advantage. Here's
what Telstra’s Group Managing Director of Public Policy and Communications David
Quilty had to say in a media release dated 3 October 2008:

“There is no infrastructure more important to all Australians than the National Broadband
Network. It will make business across virtually every sector more efficient and
productive.”?

3.12 But at an investor conference a week later, Sol Trujillo vowed that Telstra would not bid
without a government guarantee that the new fibre network would not be separated from
Telstra’s retail operations. He said:

“Before we bid we need clarification....or it would not make sense to bid.”®

3.13 This position was repeated on 21 November 2008, by Telstra chairman Donald
McGaughie who told 1,000 shareholders at Telstra’s annual meeting:

“Unless we can have clarity from the relevant Federal Government Minister that we will
not be subjected to further separation, we are not in a position to lodge (a bid), nor to build
the NBN.”

3.14 But by 25 November 2008, Telstra had changed its tune again, with Mr Quilty telling the
Melbourne Age:

“Telstra wants to build the National Broadband Network. We are ready to go.”*

3.15 Notwithstanding its public ultimatums, Telstra submitted its twelve page NBN ‘bid’ without
ever receiving any guarantee from the Government that it would not be structurally
separated. It was entirely proper for the Government to refuse to entertain Telstra’s
attempt to vary the rules of the Government’s RFP process.

3.16 Telstra’s lack of commitment to the NBN has is further demonstrated by the actions of its
key executives after its exclusion from the process.

3.17 Speaking at a Citigroup conference in Arizona in early January, Telstra chief executive Sol
Trujillo announced that Telstra would effectively deny the owners of the NBN a customer
base by migrating its retail customers to its own networks before the project could be
completed.

2 03/10/08: Telstra media release: “Broadband must be first cab off the rank in the PM's infrastructure fast track.”
® 07/11/08: The Australian. Page 1 article.
3 22/11/08: Herald Sun, Business Daily. P93 article.

#25/11/08. The Age. Page 8 article




3.18 Having been excluded from the process Telstra has now started to talk-up the alternative
investment options available to it. These include the possible upgrade and extension of its
HFC network and the use of its mobile network outside of metro areas.

We will continue to focus on providing services to our customers, including our high
speed wireless broadband, our fixed broadband via ADSL or HFC cable networks. We
do have lots of options for future high speed broadband delivery and think many of you
that have been involved in our investor days or one on one sessions and all the public
presentations that we've made, clearly we have the wireless platforms and fixed
platforms.®

3.19 A decision to pursue these options would be a matter for Telstra’s management and
shareholders. However, it is relevant for policymakers to have an assessment of whether
they are realistic, credible options - or simply ‘spin’, being put forward by Telstra in an
attempt to derail the NBN process by discouraging Government and alternative bidders
from proceeding. Optus is well placed to comment on both options, as the owner of both a
rival HFC network and a rival mobile broadband network. Our advice to Government is
that neither option is commercially credible as the basis for a serious plan to compete with
a genuine NBN; nor in policy terms is either an attractive substitute for the Government’s
planned NBN.

3.20 The existing Telstra HFC networks only cover at most some 2.5 million homes and
extending the footprint would be significantly more costly and risky than an FTTN roll-out
(contemplated by the NBN). Further, connecting customers to the HFC is considerably
more complex and costly than cutover to the NBN. Customers can be migrated in batch
from the existing PSTN to the NBN by a cutover at the node, which will take a matter of
minutes and involve minimal customer inconvenience. In contrast, connection to the HFC
has to be done on a customer by customer basis, because each customer premise has to
be wired-up to the HFC. In addition, all existing customer equipment (such as modems)
will need to be replaced with equipment designed to operate on the HFC.

3.21 Whilst Mobile Broadband services will be an important feature of the Broadband market,
they will only complement, not substitute, for services on the NBN. Whilst Telstra fanfares
“peak network speeds of 21Mbps” on its Mobile network, the reality is that few if any
customers will experience that speed. Mobile broadband speed degrades rapidly with both
distance from the base station and the number of customers seeking to access a
particular base station.

3.22 Where the service is available, actual speeds experienced by customers are likely only to
be in the region of 550kbps to 8 Mbps — significantly less than the capability of the NBN.
This shortcoming was actually acknowledged in the Telstra press release that announced
that its network was capable a peak speed of 21Mpbps:

“Customers using the Turbo 21 modem in enabled areas will experience download speeds
ranging from 550 Kbps to 8 Mbps. This is the second time Telstra has been awarded a
Guinness World Record for the fastest national broadband network - the first was in 2007
when Telstra recorded record speeds of 14.4 Mbps.”®

3.23 Further, when talking about the capabilities of fibre to deliver high speed access in ain a
presentation in April 2008, Mr John Stanhope, Telstra’s Chief Financial Officer, noted that;

5

Transcript from the Media/Analyst Briefing on Telstra’s exclusion from the National Broadband Network RFP
Process - http://www.telstra.com.au/abouttelstra/investor/docs/tls654 transcriptmedianalystbriefing.pdf

6 Telstra media release February 17 2009
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“Can wireless technologies achieve these same throughputs? While the capability and
capacity of wireless technologies has improved markedly and will continue to do so, the
fact is that wireless is a shared technology so the answer is no. While we are proud that
our wireless customers will be the first in the world to get a 21Mbps HSPA+ network later
this year, this is a peak throughput. With a lot of customers on the network simultaneously,
there is just not sufficient spectrum capacity across the air-interface to guarantee these

speeds”. ’

3.24 Further, Telstra currently charges a significant price premium for its mobile broadband

service putting it well beyond the means of many people.

3.25 Clearly, there are some significant holes in Telstra’s so-called “Plan B” — these are

sufficiently large to suggest that these plans are not genuine but simply another tactic
designed to increase the pressure on Government.

4. Lessons learned from the OPEL process

The OPEL Process

4.1

4.2

4.3

In June 2007 the Government selected OPEL, a joint venture between Optus and Elders,
to build a rural broadband network with $958 million of funding under the Broadband
Connect (BBC) program.

A contract was signed between OPEL and the Government in September 2007. Under
the Contract, OPEL was required to prepare and deliver an Implementation Plan by early
January 2008.

On 1 April 2008 the Government announced that it had terminated the OPEL contract,
purportedly on the grounds that OPEL’s Implementation Plan showed it did not provide the
required coverage of underserved premises.

The Department was wrong to conclude that OPEL did not achieve the required coverage

4.4

4.5

4.6

4.7

4.8

4.9

In responding to the Government’s purported termination of the contract, Optus stated that
the plan did meet the required coverage; that the Department had provided flawed advice
to the Minister; and that Optus would reserve all of its rights.

That remains our position. In this section we briefly explain the key reasons why we
believe the Department’s advice was flawed.

The purpose of the BBC program was to fund the provision of broadband to premises
which were ‘underserved’, that is, premises which did not have access to ‘metropolitan
equivalent’ broadband services.

The issue in dispute is the number of ‘underserved premises’ which would have received
coverage.

As required under OPEL’s contract, we prepared and lodged an Implementation Plan
showing how many ‘underserved premises’ would receive coverage from the OPEL
network of WiMAX base stations.

OPEL'’s Implementation Plan showed that it would have delivered coverage to 889,322
underserved premises.

7 Presentation by John Stanhope, Chief Financial Officer at the ABN Conference, Communications in the Digital Age. 29 April

2008
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4.10 The Department claims that only 379,676 of these are actually underserved premises.

4.11 The Department does not dispute that the remaining 509,646 premises receive coverage
from the OPEL network. However, it says that all of those premises received metro-
equivalent broadband services as at 30 June 2006, so therefore they were not
underserved premises.

4.12 The root cause of the different assessments is that according to OPEL there are
1,462,653 underserved premises in Australia, and according to the Department there are
787,000. So even if we agree on the physical area covered by the OPEL network, and in
turn the number of premises falling within that physical area, we disagree about how many
of the premises covered are in fact ‘underserved premises.’

4.13 There were some contributing factors to this disparity.

4.14 First, the two parties prepared their databases of underserved premises separately,
without consultation and without comparing notes — until it emerged during contractual
negotiations, in August 2007, that there was a disparity.

4.15 Secondly, both OPEL and the Department used as their starting points the database of
‘GNAFs’ (geographical name address files) prepared by a company called PSMA Limited,
formerly the Public Sector Mapping Agency. This lists all premises in Australia. We
believe that the Department used an earlier version than OPEL, which caused some of the
disparity.

4.16 But the real problem emerged with the next step. While the GNAF database contains
some 10 million premises, it was necessary to reduce this to a list of premises which were
‘underserved.’

4.17 Optus believes the Department made serious errors in developing its database. We
believe it mis-applied the definition of ‘underserved premises.’ That is, the rules it applied
to develop its database did not accurately reflect the definition of this term in the contract
with OPEL.

4.18 As a consequence of this error, we think the Department seriously underestimated the
number of underserved premises which would receive coverage from OPEL'’s network.

4.19 There are two major classes of error we will highlight here. First, many premises in
Australia are served by a Telstra copper connection that has a ‘pair gain system’ on it.
ADSL does not work on a connection with a pair gain system and hence, in the absence of
broadband from any other source, the premises must by definition be ‘underserved’. The
OPEL database systematically excluded all premises served by a pair gain system. By
contrast, the Department’s database did not systematically include premises served by
pair gain systems as ‘underserved premises’.

4.20 The map at attachment | showing coverage in Woolgoolga (NSW) illustrate this point. The
blue dots show premises which both the Department and OPEL agree are underserved.
These blue dots are served by ‘pair gain’ — which means ADSL is unable to work. The
grey dots (further out of town) are also served by ‘pair gain’ but the Department has
identified them as served. OPEL has identified them as under-served. This is inconsistent.
They are either served or underserved.

4.21 The map at attachment Il showing coverage in Nuriootpa (SA) illustrates the same
problem.

4.22 The second class of error is that the Department’s database ‘blanked out’ large areas of
Australia, on the basis that all premises in those areas had metro-equivalent broadband
coverage delivered by wireless operators For example, in the Department's database
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there is not one 'underserved premise’ within a 70 kilometre diameter circle on the north
coast of NSW, an area bounded by the towns of Byron Bay, Casino, Kyogle and
Brunswick Heads. OPEL'’s database shows that there are 19,300 underserved premises
in that area which would have been served by 15 WIMAX base stations under the OPEL
plan.

4.23 The map at attachment Il showing coverage in Lismore illustrates this point. The blue
dots on the left, outside the large circle (use Goonellabah/Modanville as the centre of the
circle) are agreed by OPEL and the Department to be ‘underserved premises.” But the
Department’s database shows all the grey dots inside the circle as served (while OPEL
shows them as ‘underserved premises.’) The Department does not dispute that the grey
dots are premises which would have received coverage from the OPEL network. But it
claims they are all premises which received metro equivalent broadband services.

4.24 The Department’s position amounts to claiming that every premises within that 70
kilometre diameter circle was able to receive a metropolitan equivalent broadband service
as at 30 June 2006 — that is, a service offering a speed of at least 512 Kbps at a price
broadly equivalent to what you would pay for the service in the city. To anyone who
knows that area of northern New South Wales, this claim is clearly incorrect.

4.25 Optus has previously stated that we believe that the contract should not have been
terminated.

A Lost Opportunity

4.26 The OPEL network would have delivered a competitive national broadband network
extending high speed services to 99% of the population and providing speeds of up to 12
megabits per second by the end of 2009.

4.27 The cancellation of OPEL was a lost opportunity for Australian business and consumers,
particularly in the bush. Almost 900,000 premises across rural and remote Australia were
to have been delivered metro-equivalent services at metro-comparable prices. Many of
those premises would have been receiving services now.

Lessons for the NBN Process

4.28 Optus has chosen to participate in the NBN Process, despite our grave concerns over the
termination of the OPEL contract, because of our commitment to providing enhanced
broadband competition.

4.29 We think it is important however that all parties learn the necessary lessons from the
OPEL process. Optus has taken care to address the relevant points in its submission to
Government.

4.30 An important lesson is the need for absolute clarity in determining the total number of
premises in Australia, and the premises which are determined to be covered by the
network, so that it can be agreed how coverage is to be calculated and whether the 98 per
cent coverage target has been met. The methodology must be comprehensively defined
and agreed between the Department and the party which is chosen to build the network.

4.31 The Department will also need to significantly improve its technical capabilities in
modelling and database development. Any successful bidder will want to ensure that there
is a transparent and comprehensive reconciliation between the database they have used
and that used by the Department.

Telstra’s Cynicism Knows No Bounds
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4.32 Finally, the sad experience of the BBC program teaches us that Telstra’s cynicism knows
no bounds when it comes to doing whatever it takes to crush competition.

4.33 Telstra ran an aggressive legal and lobbying campaign to overturn the award of the BBC
funding to OPEL, including taking legal action against then Minister Coonan. When Dr
Phil Burgess, Telstra’s Group Managing Director, Public Policy & Communications, left
Australia, he cited the overturning of the grant to OPEL as one of his major achievements
of his time at Telstra.

4.34 Yet in November 2008 Telstra announced in its response to the NBN RFP that it would not
build out to beyond 80 to 90 per cent of the population. This is the same Telstra which in
August 2005 told Prime Minister Howard in a presentation which was subsequently
released to the ASX, that in exchange for a public subsidy of $4.7 billion it would build out
a 12 Mbps network to 98 per cent of the population. Now, with the same subsidy available
under the Rudd Government's NBN RFP, Telstra has cynically abandoned the last 18 per
cent of the population. These are the very Australians whom the BBC program was
designed to serve. But with Telstra having destroyed the competitive threat from OPEL, its
interest in serving rural and regional Australia with next generation broadband seems to
have disappeared.
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Telecommunications has experienced much technological change over the last few
decades, but despite this, market power has been acknowledged by many to reside
within local access networks over this period.®?

The effect of technological change in telecommunications has been progressively to
eliminate natural monopoly elements in higher capacity backbone markets, and in some
cases to eliminate natural monopoly elements in some access networks. There has been
no radical shock to the position of market power, though there have been surprises in
terms of services (such as the unforeseen explosive growth in mobile telephony from the
late 1990s onwards).

Professor Cave also suggests that functional separation in the UK is ill-equipped to deal
with NGA because of an “inflexible structure [imposed] on a business which is not

easily reversed”®,

Functional separation in the UK was designed to deal with problems in the UK and was
primarily concerned with the well-known parameters of a legacy network. It is not
necessary to ‘reverse’ the rules, as flexibility was built into the Undertakings by
allowing for industry consultation on how best to accommodate NGA and NGN
products.

7.3. Consequences of separation

Professor Cave’s main thesis in relation to separation rests on the effects it would have
on the incentives to invest in new fibre networks (page 9). Professor Cave inquires into
coordination across a vertically separated chain in telecommunications. He suggests
that problems of hold-up would likely beset the ownership separation model. The idea
is that investment by a separated network company would have low salvage value and
would feature asset specificity (Williamson (1985)).

In this setting it is speculated a service provider could order access capacity from the
network company, and once such capacity is installed it would have a strong incentive
to renegotiate terms in its favour. Anticipating this incentive, it is predicted the network
company would either set very high prices for capacity installation or choose not to
invest at all. Alternatively, both parties would likely recognise the changing incentives
over time and would write contracts that are enforceable and which allow risks to be
shared such that investment does occur.

Interestingly the issue of hold-up, often spoken about but rarely cited in practice, was
raised in evidence before a FTC/DOJ Joint Hearing by Michael D. Hartogs of

%2 This is the case in Europe where NRAs in the EU have found incumbent operators to possess market power in
wholesale local access markets (these are markets 8 and 9 known as call origination and call termination), see
http://ec.europa.eul/information_society/policy/ecomm/doc/implementation _enforcement/article 7/comp req_%20firs
t %2006082008.pdf.

% page 7 in Cave (2008).
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Qualcomm, a chip and computing manufacturer separated from downstream operators
(telecommunications networks and service providers). He stated that:

“there is little evidence that ex post opportunism is or would be a
frequent occurrence...no essential IP [Intellectual Property] holder has
an interest in killing the downstream market as its revenues are linked to

the growth of this market”.®*

| suggest the same attitude would prevail in a separated telecommunications sector.

Professor Cave also asserts that “this accumulation of evidence suggests that co-
ordination problems in separated structures are potentially severe”®®. The evidence
appealed to is taken from Ofcom (2007). | cannot find a suggestion of potentially severe
problems relating to coordination in this document. Furthermore, it is striking that since
Professor Cave claimed these “severe” problems BT has announced that it intends to
embark on a major investment in NGA infrastructure:®®

“As part of our wider strategy of delivering next generation broadband
services nationwide, we recently announced plans to invest £1.5 billion
to make fibre-based, super-fast broadband available to as many as 10
million homes in the UK by 2012.”

It would appear that BT’s recent announcement demonstrates the investment
coordination issue is unfounded.
7.4. Other comments

Professor Cave suggests that separation of the NBN would sacrifice benefits of vertical
integration including:®’

e Lower prices as double marginalisation is avoided
e Better and more innovation processes because network level decisions can be
made with much better knowledge of retail products and retail demand

conditions

e Network operator’s incentives to invest because it shares in the margins accruing
downstream

% See presentation to FTC/DOJ Joint Hearings on Single Firm Conduct, 30 January 2007
http://www.usdoj.gov/atr/public/hearings/single_firm/docs/221412.htm

% page 19 in Cave (2008).

® See BT ‘First quarter to June 30, 2008 - key points’ at
http://www.btplc.com/News/Articles/Showarticle.cfm?ArticlelD=f8d20ceb-9f66-480c-8393-289550000b4b

" page 19 in Cave (2008).
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e More responsive as there is no need to bargain about risk sharing and capital
contribution

Aside from the first point above, which | accept and in any case can be dealt with via
other remedies (e.g. price regulation), the other three claims need closer scrutiny.

It is not clear why a vertically integrated company should necessarily have “much better
knowledge of retail products and retail demand conditions”? | presume Professor Cave
is inferring that in a separated context, information flows between disparate downstream
service providers and an upstream network provider would be compromised. But why
would this be the case? Do airlines fail to signal their intentions about customer
requirements to manufacturers? Does Dell operate at a competitive disadvantage by not
producing components?

In terms of sharing margins — | find this a strange comment. It suggests that firms
operating in vertically separated industries would always be at a disadvantage, as
margins could not be shared. But in reality upstream and downstream firms are capable
of writing enforceable contracts that lead to risk sharing and, where desirable, margin
sharing. This is evident in the vertically separated aerospace industry, where Boeing
was barred from service provision after 1934. The same can be said for companies
supplying equipment to operators in the telecommunications sector, such as Nokia,
Siemens, Alcatel-Lucent, etc.

7.5. Concluding remarks

On close inspection of Professor Cave’s position it appears he is not that far from my
own position. | have suggested that for the NBN there should at least be a strengthening
of the operational separation. In my view this is compatible with a “model
incorporating integration” and would deliver the “effective behavioural enforcement of
equivalence”.
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8. Conclusion

Telstra has presented a case against separation of the NBN, arguing that the
proponents of separation are “backwards looking”. In particular Telstra states that
separationists, as it calls them, take a rear view mirror by:

e Calling for overseas models of separation “designed around a legacy network
architecture that the NBN will render redundant”;

e Promoting separation as a solution to “discriminatory problems that have
long been resolved in Australia”; and

e Overlooking the “fact that the limited real world experience of separation is
on already-built networks and even then that the disruptions, costs and delays
have been large relative to any conceivable benefits”.

In this report I have rebutted each of these claims and shown that they lack validity.

The regulatory regime that should govern the NBN should be based on a proper
forward looking assessment of the relevant markets. In my view there is every
reason to be concerned that the NBN operator, particularly if it were Telstra, would
not operate in a way that would meet the Government’s objective of “open access”
and “equivalence of access prices and non-price terms and conditions”.

Separation of the NBN is a desirable prescription and would ensure that the
Government’s objectives would be met and ultimately that end users would benefit.
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