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Mr Paul McMahon
Committee Secretary
Houseof Representatives
Communications,InformationTechnologyandthe Arts
Committee
Ri, Suite116
ParliamentHouse
CANBERRA ACT 2600

DearMr McMahon

Inquiry into the Structure of Teistra

Thank you for your letter of 20 December2002 inviting us to makea submissionto the inquiry into
the structureof Teistra(“the Inquiry”). Giventhe natureof the Inquiry, our equity capital markets
joint venturebetweenABN AMRO BankNV andN M Rothschild& Sons,ABN AMRO Rothschild,
is respondingto this invitation. We havepleasurein attachingto this letter our submissionto the
Inquiry.

Scopeof Our Submission

In preparingoursubmission,wehavefocusedourattentionon thelikely effect of:

1) astructuralseparationof Teistra’scorenetworkfromits otherbusinesses;and

ii) reducingthe Commonwealth’scurrentshareholdingin Telstra’snon-networkbusinesses

on Telstra’sshareholdervalueandTeistra’sshareholders.

Our View
Our preliminaryview is that the structuralseparationof Telstrawould currentlybe likely to havea
negativeeffect on Telstra’sshareholdervalueandits shareholders.Thepotentialerosionof earnings
andthe costs of, and uncertaintycausedby, structural separationwould be likely to outweighthe
positiveeffects associatedwith anenhancedmanagementfocus andthe potentialvalue re-ratingof
one or both of the separatedentities. We alsobelievethat the marketwouldbe supportiveof the
Commonwealthreducing its currentshareholdingin Teistra,irrespectiveof whetherthe sell down is
conductedas partofa structuralseparation.

Our view is providedwithout accessto Telstra’sconfidentialinformation,knowledgeof the structural
separationmodelbeingconsidered,the commercialarrangementsandregulatorycircumstancesbeing
contemplatedandotherimportantinformation. Without suchinformation anddefinitions aboutthe
model, etc. it is not possible presentlyto quantif~’the effects on Teistra’s shareholdervalue and
Telstra’sshareholders.As aresultof theselimitations,ourviews areindicativeandarebasedon our
professional experienceand judgement and on other information referred to in the attached
submission.

Level 29,ABN AMRO Tower,CnrPhillip & Bent Streets,SydneyNSW2000,Australia Telephone61 2 8259 5953 Facsimile61 2 8259 5466
Box 4675 GPO,SydneyNSW 1042,Australia

ABN AMRO Rothschildis theAustralasianjoint venturebetweenABN AMRO EquityCapital MarketsAustralia Limited (ABN 17000757 111)andRothschild
AustraliaSecuritiesLimited (ABN 61 008591 768) part oftheWorldwideEquityCapitalMarketsJointVentureoftheRothschildandABN AMRO Groups



Clarifications

If youhaveanyquestionson oursubmission,pleasecontacteitherofus directly.

Yourssincerely,

7(J~4i~-~

SteveCrane
ChiefExecutive
ABN AMRO (Australia)Limited

JimButler
Director
N M Rothschild& Sons(Australia)Limited
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INQUIRY INTO THE STRUCTURE OF TELSTRA

1. The Terms ofthe Inquiry and Scopeofthe ABN AMRO Rothschild
Submission

1.1 Terms ofthe Inquiry

The termsof theInquiry areasfollows:

“That the Committeeinquire into andreport on the economicand social impactof structurally separating
Telstra’scorenetworkfrom its otherbusinessesandreducingthe Commonwealth’scurrentshareholdingin
Telstra’snon-networkbusinesses.

In conductingits inquiry, theCommitteeshouldconsiderthe impactof suchaproposalon:

o The efficientprovision of servicesto end-users,including businessesand residentialcustomersin
regional,ruralandremoteAustralia;

o Telstra’s ability to continue to provide a full array of telecommunicationsand advanceddata
services;

o Ongoinginvestmentinnewnetworkinfrastructure;

o Thewider telecommunicationsindustry;

o Thetelecommunicationsregulatoryregime;

o Telstra’sshareholdervalueandits shareholders;and

u TheCommonwealthBudget.
The Committeeshall consultwidely in the conductof the inquiry, including with the telecommunications

industry,the investmentcommunity,representativesof regionalAustraliaandthetradeunionmovement.”

1.2 Scopeof ABN AMRO Rothschild’s submission

Thetermsof theInquiry contemplatea broadinvestigationof the socialandeconomicimpactsof a potential
structuralseparationof Telstraand a reductionin Commonwealthownership in Telstra’s non-network
businesses.

We have limited our submissionto the Inquiry to issuesrelating to Telstra’s shareholdervalue and its
shareholders.

ConfidentialTelstrainformation,regulatoryclarity and detailsaboutany proposedstructuralseparationare
critical to the quantificationandassessmentof valuationeffects. Attemptsto quantif~’thevariouseffectsat
this stagewithout an agreedmodel and Telstra confidential andother information, in our opinion, risks
misrepresentingthe magnitudeand direction of the effects. Consequently,our views at this stage are
indicativeonly, andbasedon ourprofessionalexperienceandjudgementandotherinformationcontainedin
this submission.
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INQUIRY INTO THE STRUCTURE OF TELSTRA

2. ABN AMRO Rothschild Expertise

ABN AMRO Rothschildis theinternationalequity capital marketsjoint venturebetweenthe ABN AMRO
andRothschildgroups. Formedin July 1996,ABN AMRO Rothschildis oneof the world’s leadingequity
capitalmarkethousesandwas rankedin the top 5 for Global Co-ordinatorsof internationalequity offerings
in 2002. Since 1996, we have lead managedinternationalequity offerings worth in excessof US$120
billion.

We haveaccessto someof theworld’s mostskilled corporatefmanciersfromboth the RothschildandABN
AMRO internationalanddomesticnetworks. Togetherwith our dedicatedteamof equity capitalmarkets
professionals,wehaveadvisedon valuationsandcapital raisingsfor someof the largestandmostsuccessful
equityofferingsinternationally.

We havestrong advisoryand executionexperiencein the telecommunicationssector. We haveadvised
eitherthe vendoror issueron telecomssectorequitymarketstransactionsworth in excessof US$150billion,
significantlymorethananyotherhousein theworld.

o In Australia,we actedas GlobalCo-ordinatorfor both the TelstraIPO and Telstra2 privatisation
offering, as well as actingas the BusinessAdviser in the TelstraIPO andScopingStudyAdviserin
Telstra2. This experiencegivesusunrivalledinsightinto boththe companyandsector.

o In Asia, we wereGlobal Co-ordinatorandBookrunneron threeof the largest telecommunications
IPOsin 2002 (MobileOne,Maxis CommunicationsandBhartiTele-Ventures).

o Internationally, we have advised on many of the largest incumbent telecommunications
privatisations,includingBritishTelecomII andIII, DeutscheTelekomI, II andIII, KPN I, II, III and
W, andthe SwisscomIPO, in addition to the extensivecorporateadvisorywork our parentbanks
haveundertakenwith all of thesecompaniesandrespectiveGovernments.

In addition,wehaveextensiveexperiencein advisingon andstructuringlandmarkdemergersandspin-offs
in bothAustraliaandinternationally.

o In Australia, we actedas the FinancialAdviser, LeadManagerandBookrunneron the successful
A$2.2bndemergerofBHP SteelLimited from BHPBilliton Limitedin July 2002,havingdeveloped
ahighly innovativeoffer structure. The transactionwas awarded1PO of the Year 2002 by Finance
Asia, CFO Magazine and Equity Deal of the Year by AsiaMoney. We also actedas Financial
Adviser and Lead Manager on the successful$400m spin-off of AGL’s pipeline assetsinto
AustralianPipelineTrust. We actedas FinancialAdviseron the spin-offof AustereoLimited from
Village RoadshowLimited. We are currently acting as FinancialAdviser to CSR to explore
demergeroptions,with atransactionlikely to be completedin the first halfof 2003.

o In Europe,we advisedBritish Telecomon the plannedspin-offof their directoriesbusiness(Yell)
and DeutscheTelekom on the spin-off of their internet subsidiary (T-Online) and cable TV
networks.We havealsoadvisedon thedemergersof BritishGas(US$2Obn),Hanson(US$19bn) and
Vodafone(US$9bn).
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INQUIRY INTO THE STRUCTURE OF TELSTRA

3. Teistra structural separation

The terms of the Inquiry do not set out the model of structuralseparationbeing considered. The model
chosenwill influencesubstantiallythetype andmagnitudeof effectsof astructuralseparation.Forpurposes
of this submission,wehavesetout belowahigh level outlineof apossiblemodel for “structural separation”.
We understandthat structuralseparationinvolves the creationof two separatecompanies:onefocussedon
running the core Telstra network (“Core-Netco”) and the other focussedon selling servicesto end-user
customers(“Servco”). ABN AMRO Rothschildhasassumedthe following:

Core-Netco(ownsTeistra’s core
network)

Servco(Owns Telstra’s non-
network businesses)

Corebusiness Owning, operatingandmaintainingthe
core Telstra voice and data
infrastructurethroughoutAustralia.

Selling andpackagingtelephone,data
andinternetproductsandservicesto its
customers.

Goalsandobjectives Efficiently operate and maintain the
existingcorenetwork,aswell as invest
in new network infrastructureto meet
wholesale customers’ core network
needs.

To effectively provide high quality
telecommunicationsservices to end
users.

Customers Telstra’snon-networkbusiness, other
carriersandcarriageserviceproviders,

All government, corporate and retail
endusercustomers.

Servicesoffered Wholesale servicesprimarily required
by its customers and which can be
providedprofitably.

Any telecommunicationsproduct and
service end-usersdemandthat can be
profitably provided.

Assets The core Telstra infrastructure
throughout Australia including the
“local loop” or coppernetwork, long
distance trunk network, some
international trunk network, CBD
metrorings,etc.

Customers accounts, major Telstra
brands,softwareproducts,etc.

Brands Networkbrands. Retailbrands(eg. Telstrabrand).
Capitalstructure Likely to be relatively highly geared

supportedby thelargefixed assetbase
andutility-style cashflows.

Likely to be predominantly equity
fundedand accommodatea relatively
low amount of gearing.

Many more issuesneedto be resolvedto clearly definewhat is meantby Core-Netcoand Servco. For
example:

o whatis the transferpricing regimeandcontractingtermsandconditionsfor themultitude ofproducts
andservicespossiblebetweenCore-NetcoandServco?

o will Core-NetcoandServcobe able to competein eachother’s markets(can Servcobuild its own
network,canCore-Netcosellits servicesto end-users)?

o which entity will retain Teistra’suniversalserviceobligations?

o whatotherinfrastructure,people,processesandsystemswill beincludedineachentity?

o whatliabilities will beassumedby eachentity?

4.

4



INQUIRY INTO THE STRUCTURE OF ‘TELSTRA

4. Impact ofstructural separationonTeistra’s shareholdervalue and its
shareholders

ABN AMRO Rothschildbelievesthat the structuralseparationof Telstrawill be likely to havea negative
effect on its valueandon its shareholders(ie. the combinedenterprisevalues of a separatedCore-Netcoand
Servcowouldbe substantiallylower thanawholeTelstra). While it is currentlynot possibleto quantify and,
insomecases,evendeterminethedirection andnatureof all thepossibleeffectsof a structuralseparationof
the naturebeingcontemplated,it is ourjudgementthat while someeffects could be positive,the negative
effects on (i) underlying earnings, (ii) one-off transactioncosts, and (iii) transitory effects, such as
uncertaintydiscountson Telstra’sshareprice prior to andduring structuralseparation,would belikely to
outweighanypositiveeffects.

Thestructuralseparationproposalwill likely haveanegativeeffecton all of Telstra’sshareholdersincluding
‘public’ shareholders(eg. thosewho arenot the Commonwealth).Unless,for example,significantvalueis
provided(eg.by the Commonwealth)to the ‘public’ shareholdersto compensatethem for the likely loss of
value as a resultof the separationcausedby the Commonwealth,the TelstraBoardof Directorswould be
unlikely to be ableto supportastructuralseparation.

Below, we have outlined some of the positive and negativeeffects that we believemay flow from the
structuralseparationprocess.

4.1 Possiblepositive impacts of structural separation on Telstra’s shareholder value and its
shareholders

Therearepossiblevalueenhancingeffectsfromstructuralseparation.

a) Increasedmanagementfocusandorganisationalspeed/flexiblity

It is likely that structurally separatedCore-Netcoand Servcoentities could becomemore focused and
efficient as the managementteams of these entities would operate in a narrower sphere of
telecommunicationsactivity.

b) Possiblelowercostofcapitalfor Telstra‘s Core-Netco

The network entity formed from structuralseparationwill likely be perceivedto be a stable, utility style
companywith steadycashflows capableof payinga stabledividend. This mayresult in a lower costof
capitalbeingappliedto theCore-Netcopoststructuralseparationthanis currentlybeingappliedto Telstraby
the market. The overall costof capital could be furtherenhancedby ahigh level of gearing. For example,
we notethatAustralianPipelineTrust(“APT”), apossibleanalogueto Core-Netcowithin the energysector,
currentlytradeson a high 16.0 timesprospectivePE multiple1 whereasits historicparentcompany,AGL, a
possibleanalogueto an integratedcompany,currentlytradeson a 13.4timesprospectivePEmultiple.

Any reratingof this entity maywell beoffset by the potentialperceptionthat Core-Netcowill havelimited
growth prospects,particularly if the structuralseparationproposalalso involves the creation of a new
regulatoryschemeapplyingheavyregulatorycontrolson Core-Netco(eg. apricecapregime).

c) Possiblehigher “growth premium”multiplefor Teistra‘s Servco

Conversely,the Servcoserviceentity (or entities) formedfrom structuralseparationmay be perceivedto
havebettergrowth prospectsthanTelstra as a wholecurrentlyas it would no longer be groupedtogether
with thelower growth,highly regulated“utility” networkbusiness.However,thismaybe offsetby ahigher

Teistra currently trades on a 14.5 times prospective PE multiple
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INQUIRY INTO THE STRUCTURE OF TELSTRA

costof debtcapital dueto the inherentincreased“riskiness” of asmallerbusinessthat doesnot benefitfrom
thestable“utility” cashflowsof thenetwork.

We hastento emphasisethat without knowledgeof the specificsaboutthe model of structuralseparation,
Telstraconfidentialandother information (eg. transferpricing andregulations)and the multitude of other
effects(eg.earningsdegradation),it is not possibleto saydefinitively if theaboveeffectswouldbe positive
or negative. In consideringthe differencesbetweenmultiplesin structurallyseparatedbusinessesin other
industries,one cannot drawrelevantcomparisonsor conclusionsuntil the fundamentalmodelandfinancial
informationis understood.

4.2 Negative effects of structural separation on Teistra’s shareholder value and its
shareholders

Thereare likely to be numerousnegativeeffects from structuralseparation. Some are “one-off’ (eg.
transactioncosts),otherstransitory (eg. “uncertainty discount” on Telstrashareprice) andotherson-going
(eg. loss of customersand economiesof scaleand scope). Some of the negativeeffects of structural
separationareas follows:

a)Lossofcustomersandmarketshare

It is likely thatduringtheprocessof sucha massiveexerciseto separateandoperateCore-NetcoandServco,
therewill be servicedegradationissues. Thiswill meanTelstrais likely to losecustomersandmarketshare
to competitors.Thiswill haveanegativeeffecton Telstra’svaluation.

b) Therewill belossesofbenefitsflowingfromeconomiesofscaleandscope

There will be losses of economies of scale and scope from a structural separation of Telstra.
Telecommunicationsis an industry that involves highupfrontcapital investment,fixed costsandbenefitsof
aggregatedpurchasingpower. Correspondingly,it is important to achievesufficient utilisation rates to
achievereturnsonupfrontinvestments.

Currently, Telstra has madea considerableinvestmentin systemsand headoffice functionsto ensure
coordinationamongthe linesof businessof service,investmentandoperationalactivitiesto ensureefficient
provisionof customerserviceandoperationof thebusiness.

A structuralseparationof Telstrawill involve the duplicationof someof Telstra’sfixed costsandrecurring
corporateoverheadto ensureeffective coordinationacrossproductsand supportsystemswithin the two
entities. Significantcostsandinvestmentin systemsandprocesseswill alsobe requiredin separatingthe
networkfrom othercustomerfocusedprocessessuchas provisioning,billing and care. Coordinationcould
be morecostly shouldstructuralseparationoccuras theseactivitieswould needto occurthrough external
transactionprocesses(eg.muchgreatercostof contracting,negotiating,communicating,etc.). For example,
network capital expendituredecisionsmay becomemoredifficult becauseof contractinguncertainties. It
may alsobe moredifficult to ensuretheprovisionof quality servicesto consumersonceTelstrais no longer
vertically integrateddueto thedifficulty of coordinatingactivitiestowardsthisend.

Furthermore,Servcocould“cherrypick” lucrativeareas(eg. metroareas)to build infrastructure“stranding”
andunder-utilisingCore-Netco’sassets,andCore-NetcoandServcowould facecompetitionfrom arguablya
morevertically integratedcompetitor,SingaporeTelecommunications.
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INQUIRY INTO THE STRUCTURE OF TELSTRA

c) Lossofbenefitsofequitymarketsize

Telstracurrentlyenjoyssignificantbenefitsfrom beingoneof the largestlistedstocksin Australia. Teistrais
currentlythe ~ largestlistedtelecommunicationscompanyin theAsia-Pacific andoneof the largestlisted
telecommunicationscompaniesglobally.

Thesebenefitsinclude:

o accessto capital markets(high degreeof internationalinterest in and coverageof Telstraas an
investment);

o costof capital (dueto its highdegreeof accessto internationalcapitalmarkets,Telstrahastheability
to tap largesumsof capital atvery competitiveinternationalrateson short noticeshouldinvestment
opportunities arise, though its ability to tap equity capital is restrictedcurrently by legislation
requiringthe governmentto maintainits majority ownershipof Telstra);

o inclusionin stockmarketindices(currentlyTelstrarepresents1.6%oftheMSCI EAFE Index,0.9%
on the MSCIWorld Index) underpinningdemandfor Telstrashares;and

o strongliquidity in its shares(averagetradingof 26.7m shares,worth an averageof $132mper day
overthe last 12 months,makingTelstraoneof thethreemostliquid stockstradedon theASX).

The structuralseparationof Teistra will result in smallerindividual entities, diminishing some of these
benefits. This is likely to be mostevidentfor the smallerof thetwo entities. Thematerialityof this change
will bedifficult to quantify without furtherinformationaboutthe likely respectivesizesof the two entities.

d) Highercostofdebt

On arelatedpoint, Servcowill alsolikely haveincreasedborrowingcostspost structuralseparationdueto its

likely highervolatility of earningsandsmallersize.

Currently, Telstrahasaccessto very attractivelypriceddebtdueto its strongmarketpositionandstrongcash
flow position. With a AA- rating, Telstrais amongthehighestratedtelecomcompaniesin theworld andis
widely regardedashavingastrongability to raisedebtin largeamountsandon shortnoticeshouldit choose
to do so.

Poststructuralseparation,it is likely that theTelstraentitieswill havehigheraverageborrowingcostsdueto
a lower credit rating basedon a different risk profile andsmaller revenuebaseswith lessdiversification
within eachgroupthanis currentlythe case.We notethatCore-Netcocouldpossiblyretainaverygood cost
of debtdependingon the modeldefinition, regulations,etc.

e) TheimplementationprocessforstructuralseparationofTeistrawill becostly

Theprocessof structuralseparationof Telstrainto two groupswill incursubstantialtransactioncosts.These
costs will both be monetary (eg. compensationfor professional advisors, lawyers, accountantsand
consultants)and non-monetary(eg. commitmentof managementand Board time during the processof
structuralseparation).

In recent Australiandemergers,the direct transactioncosts haverangedbetween$44 million and $126
million. Thesedemergershavebeensubstantiallysmallerdemergersthanthestructuralseparationof Telstra
wouldbe.

We believethat thecostsfor Telstrawill be substantiallyhigher thaninpreviousdemergertransactionsdue
to the strongly integratednatureof modemtelecommunicationscompanies.Modem telecommunications
systemsare increasinglycomplex,utilising software,softwareembeddedhardware,andothersystemswhich
integrateprocessesandinfrastructurevertically allowing seamlessautomationof provisioning, configuration

7



INQUIRY INTO THE STRUCTURE OF T.ELSTRA

and other customer-focusedprocesses. It would be difficult to define where“network” assetsend and
“other” assetsbeginand implementationdifficulties would arise in separatingthe integratedsystemsand
processesthat spanthe differentbusinesses.Significantexpenseto obtainprofessionaladviceon this issue
wouldlikely berequired.

J) Uncertaintyto depressTelstramarketvalue

The structural separationof Telstra would bring about a fundamentalchangeto the structure of the
telecommunicationssectorin Australia.

As discussedin Section6, ABN AMRO Rothschildbelievesthat therehasbeenno comparablestructural
separationimplementedglobally. Structuralseparation,therefore,representsanunprecedentedchangeand
shareholderswill likely face uncertainty on a wide numberof issuesrelatedto the structuralseparation
proposal,for example,the processandits length, the resultantcompanystructure,the businessprospectsof
any new entitiesandshareholders’likely payoffs(including compensation,if any, from theCommonwealth
Government).

Shouldshareholdersbelievethereis a real prospectof structuralseparationbeingeffected,we believethe
uncertaintywill haveadetrimentaleffecton theTeistrashareprice(andshareholdervalue)until theproposal
is completedandcertaintyis restored. Giventheextentof changesrequiredto achievestructuralseparation,
suchuncertaintycouldendurefora reasonablylongperiodof time.
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INQUIRY INTO THE STRUCTURE OF TELSTRA

5. Imp act of the Commonwealth reducing its shareholdingin Telstra’s non-
network business

Ourunderstandingof theproposalfor “reducingthe Commonwealth’scurrentshareholdingin Telstra’snon-
network businesses”is that it will involve the Commonwealthselling down or selling out of its 50.1%
remainingshareholdingin Servco.

ABN AMIRO Rothschild has recently commissionedindependentmarket researchinto international
institutional investors’ views of Telstra and the support for any future sell-down of the remaining
Governmentshareholding.Throughthis researchandtheday to daycontacttheABN AMRO salesdeskhas
with the leadingAustralianandinternationalinstitutions,ABN AMIRO Rothschildhasfoundstrongsupport
in themarketfor suchasell-down. Althoughwehaveonly investigatedsupportfora sell-downinTelstrain
its current form, the reasonsgiven by investorsto support a sell-down in Telstrawould likely still be
applicableif it wereto takeplacein Servcoonly following astructuralseparation.

A full Governmentsell-downis viewed as positive for shareholdervalueby investorsfor a numberof
reasons:

o It would allow Servcofull accessto equity capitalmarkets,allowing the companyto raiseproceedsfor
future acquisitions/financing.This would bemorerelevantin the caseof Servcobecauseit is likely to
bemorerelianton equityfunding forgrowththanwould Telstraasawhole.

o It would removeany perceptionin the market that the managementof Servco is constrainedand
influenced by the Commonwealthas a majority shareholder, thereby allowing managementto
concentratefully on deliveringshareholdervalue

o It would increasethefreefloat andthereforewouldbelikely to increaseliquidity in the stock

o It would increasethe index weighting of Servco,both on the ASX andinternationalindices,therefore

creatingfurtherindexdrivendemand

It is importantto notethat althoughthe view on a Governmentsell-downis positive, it is not possibleto
determinewithout full information (eg. aboutthe regulatoryregime) whethera full sell-downin Servco,
following structuralseparation,would increaseoverallshareholdervalue.
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INQUIRY INTO THE STRUCTURE OF TELSTRA

6. Precedentsfor Structural Separation

a) Internationalprecedentsofstructuralseparationoftelecommunicationscompanies

Globally, therehavebeenmanyexamplesof demergers,spin-offs andcarve-outsin the telecommunications
sector. While suchseparationshaveandwill continueto occur, therehasnot beena structuralseparation,as
wegenerallyunderstandis beingconsideredby theInquiry, of afull service,incumbenttelecommunications
companyseparatingout its nationalcorenetworkfromthe otherbusinesses.Thestructuralseparationshave
tended to be of lines of business(eg. mm02 mobiles businessseparatedfrom BT, cableTV business
separatedfrom DeutscheTelekom,directoriesseparatedfrom QWEST,etc.) or geographicallybased(eg.
RegionalBell OperatingCompanies(“RBOC’s”) from AT&T in the USA, China Netcomfrom Telecom
China in China, and NTT Eastand NTT West in Japan,etc.). Therehave also beenmany “partial”
separationswhereusuallya line of businessis separatedandaportionof the line of businesssoldto athird
partyor parties(eg.partial separationof 1-Onlineby DeutscheTelekom,partial separationofOrangemobile
fromFranceTelecom,separationofNIT DoCoMoby NTT, etc.).

ABN AMRO Rothschildbelievesthat, globally, norestructuringhasbeenexecutedby an incumbenttelecom
operatorthat hasresultedin the completestructuralseparationof the operator’s‘core network’ and ‘other
businesses’as suchaseparationwouldbeunlikely to bevalueenhancing.

b) Two telecommunicationcompanyexamples,geographicandline ofbusinessseparation

The mostanalogousregulatoryseparationthat ABN AMRO Rothschildis awareof is thedivision of AT&T
into RBOCs,AT&T long distanceandresearchlaboratoriesin the early1980s,andto amuchlesserextent
theseparationofDeutscheTelekom’scableTV assets.

ABN AMRO Rothschild views the AT&T and RBOC restructuring as not directly comparableto the
proposedTelstraseparationas it involved the division of network andotherassetsamongseveralRBOCs
ratherthanthe separationof corenetwork assetsfromotherassets. Thestructuralseparationwaslargely on
a geographicalbasis with eachRBOC obtaining a regional network and customersand the incumbent,
AT&T, retaining the trans-nationaland internationalnetwork and customers. Each RBOC compriseda
combinationof both networkassetsandnon-networkbusinesses,albeit with a smallergeographicfootprint
thanAT&T.

In the caseof EuropeancableTV, EU Directivesmandatethatcableandfixed telephonyassetsmustbe kept
structurallyseparateas they are the two forms of “last mile” access.However,as thereis no restrictionon
ownership,it is completelypossiblefor cable and fixed telephonyassetsto still be owned by the same
company. Generally,Europeangovernmentsandregulatorshavenot enforcedseparationof ownershipof
cableandtelecomnetworkassets. Thoughsalesof cableassetshaveoccurred,thesehavegenerallybeen
driven by Europeantelecomcompanies’desiresto reducedebt rather thanregulatory intervention. An
exceptionhas beenin the caseof DeutscheTelekom,whichhaspursueda seriesof tradesaleof different
regionalcablebusinesses.Regulatorsblockedthe largestof thesesales(to Liberty Mediaof the US)on anti-
competitiongrounds. Thissaleis nowproceedingasasale to a consortiumofprivate fmancialinvestors.

c) Proposalsforstructuralseparationofincumbentoperators

While therehavebeenvariousproposalsforstructuralseparationof incumbenttelecommunicationoperators
as is beingconsideredby the Inquiry, thesehavebeenrejectedby governmentauthoritiesfor variousreasons
afteraperiodof evaluation.

For example,in 1999,thePublic Utilities Commissionof Pennsylvaniaorderedstructuralseparationof retail
andwholesalebusinessesfor Verizon. The orderwas subsequentlymodified, however,to requireaccounting
separationonly. In March 2001 the Commissionindicated that structural separationwould involve
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INQUIRY INTO THE STRUCTURE OF TELSTRA

substantialimplementationcosts andwould require at least as much ongoing regulatory monitoring as
existingaccessarrangements.

In March 2001, the Florida Public ServiceCommissionwas askedto order structuralseparationof Bell
Southto facilitatecompetition. This requestwas rejectedon thebasisof “costsandinefficiencies”aswell as
on thegroundsthatsuchdrasticremedieswereprematuregivenaccessprovisionsthenexisting.

In 1999,theNorwegianParliamentrejectedaproposalforseparationof the Telenornetwork.

In April 2001, the UK regulator Ofiel rejected structural separationof vertically integrated telecom
companiesas a meansof addressingcompetitionissues. Oftel suggestedthat structuralseparationcould
hamperinnovationin newservices,damagecompetitionacrossdifferentplatformsandhindertelecomfirms
from competingin world markets. Moreover, Oftel suggestedthat othersolutions,eg. the imposition of
obligationsrelatingto the provisionof accesson non-discriminatoryterms,couldmore effectively address
competitionissues. During the secondhalf of 2001, BT receivedopportunisticapproachesfrom private
equity andbanksfor the purchaseof its fixed lines and local accessbusinesses.Theseapproacheswere
rejected.

In Japan,the TelecommunicationsCouncil of theMinistry of PublicManagement,HomeAffairs, Postsand
Telecommunicationspublishedin February2002 its secondreport in which it recommendedthatNIT be
restructuredin two yearsif progresstowardsgreatercompetitionwas not achieved. Thereport suggested
thattherefirst bereformof accessarrangementsby the regionalphonecompaniesownedby NTT (NTT East
andWest) to allow greateraccessby competitorsto theirnetworks. Thereportrecommendedthatstructural
separationbe consideredif thefirst reformfails to increasecompetition. Thereportrecognisedhoweverthat
separationwould be time consuming,costly and uncertainin its outcomegiven the lack of international
precedents. The report thus acknowledgedthat competition would be better encouragedthrough
interconnectionpricing andinvestmentpolicies.

d) Australianprecedentsfor structuralseparation

Thereareno relevantprecedentsfor structuralseparationin thetelecommunicationssectorinAustralia.

The past few yearshas seenan increasein the numberof Australianlisted companiesin other sectors
undertakingdemergers,spin-offsandcarve-outs,includingthefollowing:

o demergerof WMC Limitedinto AluminaLimited andWMC ResourcesLimited (2002);

o demergerof BHP SteelLimited from BHP Billiton Limited (2001);

o spin-offof AustereoLimited fromVillage RoadshowLimited (2001);

o demergerof OneSteelLimited fromBHPBilliton Limited (2000);

o spin-offof AustralianPipelineTrustfrom TheAustralianGasLight Company(2000);

o demergerof BoralLimited fromOriginEnergyLimited (2000);

o demergerof PaperlinXLimited fromAmcorLimited (2000);and

o demergerofCoca-ColaBeveragesplc from Coca-CocaAmatil Limited (1998).

Thereasonsfor the demergers,spin-offsandcarve-outshavebeenmanyandvaried, including:

o to unlock “hidden value” in a particular line of businessby allowing investorsto comparethe
demergedentity to well understoodand well valued peers(eg. the partial spin-off of Austereo
Limitedhighlightedto investorsthesubstantialvalueofVillage Roadshow’sradioassets);

o to focusoperationson the coreline of business(eg. the OneSteelandBHP Steeldemergersallowed
BHP Billiton to focus on its portfolio of mineralsand petroleumassetsand for the newly listed

11



INQUIRY INTO THE STRUCTURE OF TELSTRA

entities to focustheir expertiseon the manufactureand distributionof long steelproductsand flat
steelproductsrespectively);

o to gainaccessto a lower costof capital (eg. the natureof the AustralianPipeline Trust’s business
andcashflowsallowedit to accommodatesignificantlyhighergearingthantheparent,andtherefore
to accessa lower overall costof capital); to targetanew “natural” investorbasefor geographically
andvertically separatelines of business(eg. thedemergerof Coca-CocaAmatil Limited’s European
bottling operationsfrom thosein Asia-PacificallowedCoca-ColaBeveragesplc to seekanew stock
marketlisting on the LondonStockExchange,andattractnew investorswhosoughtdirectexposure
to theEuropeanbottling operations);and

o to provideinvestorsexposureto “pureplay” linesof business(eg.BHP Billiton andBHP Steel).

Thecommonthemeunderlyingthesedemergershasbeenthatthey havebeenundertakenwith the objective
of enhancingshareholdervalueandhavebeenexecutedwith the full support andrecommendationof the
Board of the company. Basedon ABN AMRO Rothschild’sexperience,the supportof the Board and
managementofthecompanyis crucialto thesuccessof thetransactionandits acceptanceby investors.

* * * * * *** *** ** ** * ** * ** *** * ** * ** *** ** * *

For further informationor clarification aboutour submission,pleasecontactusdirectly.
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