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1. Introduction

Comindicowelcomestheopportunitymakethiscontributionto theHouseof
RepresentativesCommunicationsCommitteeInquiry into thestructuralseparationof
Teistra.

Comindicois aprivatelyownedtelecommunicationscompany,createdin 2000. The
companyhasconstructedanationaltelecommunicationsnetworkcapableof carrying
voiceanddatatraffic acrossasinglenetworkarchitecture.TheComindiconetworkis
exclusivebasedon IP (InternetProtocol)technology;atechnologythatis capableof
carryingservicessuchvideo,messaging,voiceandvideoconferencingoranyother
form ofdigital data.It is theonly national100 percentIP basednetworkcapableof
carryingcarriergradevoiceservices.

Comindicois amemberoftheCompetitiveCarrierCoalitionandis oneofthe
supportersofaseparatesubmissionto this inquirypreparedby ACIL Tasman.

Comindicowould welcometheopportunityto appearbeforethecommitteeto discuss
in moredetail thematerialcontainedin this submissionoranyissuesorpointsof
concernthatthecommitteefeelsComindicocouldassistwith.

2. Comindico’sresponsesto the Inquiry’s terms of reference:

Thetermsofreferencefor thisenquiryaddressthemeritof aspecificpropositionto
changethestructureofTeistra’sbusinessoperationswithin thewider contextofthe
telecommunicationssectorin Australia.

It mustberecognisedthattheparticularstructuralpropositionwhich is thesubjectof
this inquiryis butoneofmanypossibleapproachesto thestructuringofTeistra’s
businessoperationswithin thecontextofpolicy approachesfor theregulationofthe
telecommunicationssector. Themeritsorotherwiseofthis particularpropositiondo
not necessarilyextendto otherapproacheswhichmighthavetheobjectiveor effect of
structuralchangeswithin thesector.

It is evidentthatthispropositionoralternativepolicy propositionsaffectingthe
structureofTelstra’soperationsarisefrom abackgroundofconcernsaboutthecurrent
structureandoperationsofthetelecommunicationssectorin Australia. In otherwords,
it is importantto understandtheproblemthesolutionis designedto address.To
concludethat this particular proposition is not thebestsolution to that problem is
not to concludethat theproblems which mayhavegivenrise to this possible
solution donot needto be addressedby other means.

At theheartofthis Inquiry is thequestionofwhetherthescopeandstructureof
Telstra’sbusinessoperationssubstantiallyaffectordetermineindustryandmarket
behaviour,investment,pricingandstructureswithin Australia’stelecommunications
sector. It is arguedthatthetestsappliedby theACCCin determiningmattersofmarket
powerandin applyingmergerandacquisitiontestsarerelevantto assessingwhether
Telstra’sfirm structurehaseconomicandsocialimpactswhichmeritpolicy and
regulatoryexamination.
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This submissionfurtherarguesthat:

• As aresultofpolicy decisionstakenin 1990/91,Teistradominatesthe
communicationsmarketin Australiaand effectivelyshapesthestructureofthe
Australianmarket,with theeffectthatcompetitivenesshasactuallyweakened
ratherthangrownsincefull marketliberalisationin 1997.

• Whilst communicationsmarketsarebecomingmoredifferentiatedand
specialised,Australianindustryparticipationhasconsolidatedandshrunk.
Whilst manyothertelecommunicationsoperatorsinternationallyhave
specialised,Telstraremainsa “full services”,vertically integratedoperator.The
policyparametersaroundthecreationofOptusasa duopolycompetitoroverthe
period 1991 to 1997ensuredOptushadto mirror Telstraratherthanbeingable
to createanindependentbusinessmodel..

• Telstra’scorenetworkasset,the local accessnetwork,is an obsolescent,sunk
investment.Globallyandin Australia,infrastructurere-investmentin this core
nationalinfrastructureis athistoricallylow levels(recentinvestmenthas
focusedonmobileinfrastructure,andoverlayconnectivityservices).Next
generationbroadbandinfrastructurewill requiresignificantnewinfrastructure
investment.Thekeypolicy question is whether Telstra’s incumbentcontrol
ofthe current infrastructurewifi prejudiceoptimalnational and market
outcomeswith respectto patterns of newinfrastructure investmentand
servicedelivery.

• Thebreakupofverticalintegratedoperationsdoesnotnecessarilyreduce
shareholdervalue. Indeed,it mayincreaseshareholdervalue- which is why
someothertelecommunicationsoperatorshavespunofflinesofbusinessand
specialised.

• The underlying issuesthat giveriseto the proposition beforethis Inquiry
wifi not go away,and Comindico arguesthat new regulatory divestiture
(anti-trust) powersare neededif theAustralian telecommunicationssector
is to maximiseits economiccontribution and consumerbenefit.
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3. Telstra’s market dominance.

Telstrapresentlyis in apositionto controlanddeterminesectoraloutcomesandoverall
industrystructureto agreaterdegreethanin mostadvancedeconomies.This leadsto
systemicmarketdistortionsin theAustraliantelecommunicationssector.

Telstrais theownerofbottleneckinfrastructureandactsbothasupplierofretail and
wholesaleservicesutilising theseinfrastructure.Regulationseeksto employanarrayof
purelybehaviouralremediesto forceTelstranot to usethispowerto its advantage
againstdirectcompetitors.Putsimply, regulatorymechanismsto underpincompetition
in Australiarelyalmostexclusivelyoncreatinganobligationforonecompany(Telstra)
to sell servicesit doesnot wishto sell.

The scopeand scaleof Telstra’sbusinessoperations create a degreeofvertical
integration and industry dominancethat is closeto being unparalleled within
OECD member countries. The effectis to underminecompetitionpolicy anddecade
old measuresto promotemarketliberalisation.

Telstra’smarketdominanceis afunctionofthreefactors:

(i) Telstrais thelargestserviceprovidersin eachofthemarketsoffixed voice
services,mobilecommunications,dataservices,theInternet,directories,and
paytelevisionandis thede factomonopolysupplierin mostregionalmarkets.
(ii) Telstracontrolsthebasicnetworkinfrastructureon whichotherservice
providersrely.
(iii) Telstra’sverticalintegrationasa“full services”operatorthatenablesit to
bundleserviceofferingsandto leveragemarketstrengthsfrom oneproduct
marketto another.

Thefollowing exhibitgraphicallyhighlights theextentto whichTelstradominatesthe
Australianmarket.

AUSTRALASIAN TELECOMMUNICATIONS REVENUES, 2001
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It is estimatedthatTelstracaptures95%ofsectorprofits (ormore,if thefull impactof
newentrantlossesis takeninto account’).

It is important that this is keptin mind whenassessing,for example,discussions
regarding the merits of structural separation emanating from other OECD
countries.

It shouldalsobekeptin mind thatthe industrystructurein Australiadid not ariseby
accident.Political andpolicy decisionsmadein 1991 deliberatelycreatedTelstraasa
“nationalflagship”ableto standits groundin global markets.Thereis muchtalk of
naturalmonopoliesin relationto variouselementsoftelecommunications,but it must
berememberedin thecontextofsuchdiscussionsthatthereis nothing“natural”about
themannerin whichTelstra’smonopolisticpowerdeveloped.

It is submittedthatthescopeandscaleofTeistra’soperationscausesproblemsfor
industrystructureandcompetitiveness,with adverseeconomicandsocial
consequences,because:

• Corporategrowthimperativeshavemadeit difficult to deduceTelstra’s
definition of its corebusinessascharacterisedby its constituentproduct,
marketandgeographicalsegmentactivities. In definingitselfasa “full
services”carrier,thescopeofTelstra’sbusinesshaskeptexpanding,
includingby acquisition.

• Australia’sunderlyingmarketcharacteristicsembedTelstraasade facto
monopolyproviderin regionalAustralia,limit competitiveinvestmentin
newinfrastructure,andrestrictthescopefor robustcompetition. These
characteristicsinclude:

- theskewedpopulationdistributionacrossalargecontinent;
- therelatively small population,with low growth;
- Australia’sdistancefrom global capitalandindustrymarkets.

ForAustralia,thetyrannyof distanceanddensitylives on.

• Thehistoryofindustryevolutionin Australiaandthelegacyofpastsector
regulatorypolicieshaveentrenched,notdiminished,Telstra’sstrongmarket
position. Theseinclude:

- thepolitical decisionto createanationalflagship“megacom”
throughthemergingofTelecomAustraliaandOTCdespitestrong
argumentforthestructuralseparationofpublicassetsto ensure
strongercompetition;

- mandatingTelstraasnationalthe“carrier of lastresort” asthe
nominatedUniversalServiceProvider,entrenchinga regimeof
intra-sectoralcrosssubsidies;

1 OECD, CommunicationsOutlook, 2001, p.13
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- Teistra’sability, by default,to capturethebulk ofspecialsector
fundingprogranimes,including theNetworkingtheNation
funding.

• Regulatorymechanismsdeployedin otherreferencemarkets,notablythe
UK andUS,havenotbeensimilarlydeployedwithin theAustralianmarket
at thelevelof industrystructure. Inparticular:

- anti-trustpowersin theUS haveplayedasignificantrolein
shapingindustrystructure,andspecificallythebreakupofAT&T
in 1984astheplatform forcompetitionpolicy;

- cross-mediaregulationin theUK hasplayedasignificantrole in
shapingcompetitiveaccessmarkets.BritishTelecomwas
specificallyexcludedfrom local PayTV franchises,whichresulted
in thecreationoflocal accesscompetition.

In AustraliatheTradePracticesAct, andthetelecommunicationsspecificregulations,
containprovisionsfor remediesagainstanti-competitiveconduct. Legislationto
strengthentheefficacyoftheseremedieshasbeenrecentlyintroduced. Thesectorhas
also seentheuseofmergerandacquisitioncontrolsto preventthestrengtheningof
competitionto Telstra. Whatis lackingin competitionregulationis acomplementary
divestitureoranti-trustpowerto matchthemergercontrols. It is perversethat the
merger and acquisitionstestscan be applied to competitorswhen the application
of thesametestson ananti-trust basiscould conceivablyleadto regulated
divestituresor controls in the caseof Telstra.

Section50(3)oftheTradePracticesAct1974providesfor anumberoffactorsto be
consideredby theACCC in assessingwhetheraproposedacquisitionwouldbelikely
to havetheeffectofsubstantiallylesseningcompetition.These“mergerfactors” are:-

• Actualandpotentiallevelof import competitionin themarket;
• Heightofbarriersto entryto themarket;
• Level ofconcentrationin themarket;
• Degreeofcountervailingpowerin themarket;
• Likelihoodthat theacquisitionwould resultin theacquirerbeingableto

significantlyandsustainablyincreasepricesorprofit margins;
• Extentto whichsubstitutesareavailable,or likely to beavailablein themarket;
• Dynamiccharacteristicsofthemarket,includinggrowth,innovationandproduct

differentiation;
• Likelihoodthattheacquisitionwould resultin theremovalfrom themarketofa

vigorousandeffectivecompetitor;and
• Natureandextentofverticalintegrationin themarket.

TheUnitedStatesDistrict Court fortheDistrict ofColumbiaprovidesoneofthemost
celebratedcaseson theissueofcompetitionoranti-trustlawsin its actionagainst
Microsoft Corporation2.Inmakingits assessmentonwhetherMicrosofthad engaged

2 United Statesof Americav Microsoft Corporation(Civil Action No.98-1232);Stateof NewYork
v Microsoft Corporation(Civil Action No. 98-1233)
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in anti-competitivebehaviourandenjoyedmonopolypowers,theCourtappliedinter
alia thefollowing factors:-

• Marketshare;
• Heightandlevelofbarrierto entry;and
• Viablealternativesourcesof supply.

Comindicocontinuesto arguethatstructuralissueswithin thetelecommunications
marketjustify theadditionofdivestiturepowersto theTradePracticesAct.

3. Firm levelconsolidationversusmarket differentiation.

Until the 1980stelecommunicationswasa singleproduct,homogenenousindustry
sectorrunby state-controlledutility monopolies.Theprocessesofmarket
liberalisationandde-regulationwhichreshapedthesectorduringthe 1 980sand 1 990s
weredrivenby underlyingtechnologyandmarketdevelopmentsinvolving:

• theunbundlingofnetworkbusinessoperationsintodiscretemarkets
• there-profiling ofthetelecommunicationsbusinessmix non-voicerevenues

displacingvoicein lessthanadecade.This is further indicationofthe
profoundbusinessandtechnologicalchangesofrecentyearsthat have
occurredwithoutfundamentalrevenueofstructuralpolicy issuesin
Australia

• changingrelationshipsbetweencarriageandcontentmarketswith the
convergenceoftelecommunicationsandmediamarkets.

In Australia,the incumbenthasretainedcontrol of the sectorwith limited diversity of
ownershipand industry participation and has expandedinto new contentmarkets.
Following the post 1990s collapse of the technology investmentboom, industry
participationhasshrunkand diversity hasdiminished. It is noteworthythat not only
has Telstra retaineda dominantposition in traditional product segmentswhere it
previouslyheld monopolyincumbency,but Teistrahasalso beenableto establisha
dominantpositionin newproductmarkets,suchastheInternetandpaytelevision.

In parallel to this market consolidation, the underlying technologicalrationale
that hasshapedpast investmentdecisionshas becomeincreasingly irrelevant.
Marketspecialisation,bothin theverticalinfrastructureandservicesmix, and
geographically,hasbecomemorethaneverpossibleby virtueoftheemergenceof
softwarebasedtechnologiessuchasInternetProtocol.

4. Infrastructure control and investment

Telstra’scorebusinessstrengthis its controlofthefixed line accessnetwork. New
infrastructureinvestmentby alternativeoperatorshasbeenprimarilyin longdistance
links, wirelessfacilities and spectrum,andnetworkoperatingsystems.

Telstra’sinstalledlocal accessnetworkinfrastructureis a sunkinvestment,fully
depreciatedandobsolescent.It will not supportnextgenerationbroadbandnetwork

7



functionality(beyondthelimits ofDSL, which is an interim solutionfornetwork
upgradeswith afinite half-life). The critical issueis who will control theinvestment
in nextgenerationnetworkinfrastructure, and whether industry ownership and
structure wifi influence the likely patterns of newinfrastructure investment.

In consideringthis issuerelevantconsiderationsinclude:

• the investmentbiastowardshighdensitymarkets(andsegmentationof
marketsby investmentprospects).As arguedbelow,acommercially
orientedTelstrawould not investin low-densityregionalAustraliaasa
priority.

• timing ofinfrastructureinvestment(controloftiming ofinvestment
decisions).Dominantincumbentshaveboththepowerandtheincentiveto
dictateanddeterminethetimeframeofinvestmentin innovation,and
independentofanynationalinterest.

• greenfieldsinfrastructurerollout scenariosversuslegacydistortions.

• infrastructurebusinessmodels
- differentmodelsin relatedmarkets- eg sharedusein mobiles/wireless;
internationalcables,satellites,andbroadcasttransmissionnetworks.
- crosssubsidisationversusdirect segmentincentives(asin theUS and
Europe).

5. Shareholdervalue

While technologyandglobalinvestorexpectationshavebothbeentransformedoverthe
pastdecade,Telstrahasremainedasmuchavictim oftheregulatoryand legislative
straitjacketcreatedin 1991 astherestofthe industryhasbeenhostageto its market
power.

Theability to segmenttelecommunicationsmarketsto muchfiner degreesthroughthe
deploymentofrecentemergedtechnologieshasledto:

• Rol differentialsacrossgeographicmarkets
• Divestment(businessfunction/ruralnetworks)

It is noteworthythat, independentlyofregulatorydivestitures,numerousmajor
telecommunicationshavemovedto spinoff linesofbusinessofbusinessto createmore
focussed,agilecorporateentities.

Comindicocontendsthatthestatusquo doesnotmaximiseTelstra’sshareholdervalue
noroptimisesectoroutput(leadingto economicinefficienciesandsocialcosts).

6. Remedies
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As describedabove,thetermsofreferenceto this inquiry describeoneoptionfor
dealingwith theincreasinglyproblematicalstructuralissuesconfrontingtheregulation
ofcommunicationsin Australia.A morecompletedescriptionoftheavailableoptions
would include::

• legislativeremediesor Governmentdirectives(viapublic ownership
controls)i.e directgovernmentinterventionto forcearestructuringalong
linesdeterminedby theParliamentorExecutive.

This optionhaspotentialfor asub-optimalresultbecausethereis agravedangerthatit
is madewithoutfull visibility ofunderlyingmarketconditions.Thelegislatorhasno
clearor certainaccessto informationaboutthe internalfinancesofTeistraonwhichto
basedecisions.

• regulatory remedies(divestiturepowersandcrossmediarules)i.e the
provisionof anadditionalremedyto theregulatorto seekstructuralreform
asaresponseto systemicanti-competitivebehaviourand/ortheexclusionof
ownershipacrossdifferentmodesofcommunicationsdelivery.

This option is rules-basedand overcomestheinformationasymmetryproblemif the
regulatoris armedwith sufficientpowersofdiscoveryto interrogateunderlying
financialinformation.

• commercial remediesi.etransparencyof arrangementsfor non-commercial
servicearrangements,andfreeingTelstrato makeeconomicallyrational
decisionsmaximisingshareholdervalue

This remedywould continueto beatrisk ofabuseofmarketpowerarisingfrom legacy
advantagesofincumbency,butwould providescopefor policy innovationthroughuse
of investmentincentives/penaltiesto overcomeareaswheremarket dysfunctionwas
identified as warranting public intervention. (eg tax benefits limited to shared
infrastructures;differential depreciationrulesetc).

Comindicohaspublicly advocatedin thepastits supportfor adivestiturepower
remedyasthemosteffectivemeansofremedyingthestructuralfailuresin the
telecommunicationsmarket.

It is ourbeliefthattheanti-competitive“hotspots”identifiedby theregulator— bethey
verticalelementsoftheinfrastructureorgeographic— providethemostprecise
indicationsofbothbottleneckpointsandmarketsfrom whichTelstrawould withdraw
if it wasseekingto maximiseshareholdervalueunfetteredby legislativelyimposed
structuralconstraints.Thatis, Telstra,which is forcedto retainactivitiesin markets
whereits technologyis inferior to neweralternatives,mustlogically resortto delaying
theonsetoncompetitionto maximiseits returnfrom thatinvestmentwithoutdivesting
itself ofthat activity.
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Conclusion

Comindicosubmitsthatit is unclearif thepropositionbeforeInquiry will beworkable,
butunderlyingproblemsthatgive riseto it will notgo away.Newregulatoryremedies
andinvestmentincentivesarenecessaryto overcomethecoreproblemsofTelstra’s
extensivemarketpowerandtheconsequentproblemssuchastherelianceby other
participantsin thesectoronaccessto bottleneckinfrastructurefrom it asanunwilling
seller.This is necessaryto ensurethatAustraliahasarobusttelecommunications
infrastructureanda competitivemarketfor servicedelivery.

Comindicois availableto assistthecommitteethroughtheelaborationof theabove
pointsorto discussanyotherissuesthatthecommitteeconsidersrelevant.

Pleasecontact:

David Forman
Director,CorporateAffairs andRegulatory
david.forman(21~comindico.com.au
02 82206000
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