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TeistraEnquiry

The Structural Separation of Teistra

1. SYNOPSIS
No otherindustryin Australiais so dominatedby oneplayeras thetelcoindustry— andTeistrais one ofthe
most dominant telcos within OECD countries. The self-regulatoryregime has failed to foster real
competitionin themarketandTelstrahasbeenableto use theregimeto its own advantage.Their ‘gaming’
anddelayingtacticshaveresultedin areductionof competition.This situationis boundto deteriorateeven
furthernow thatTelstranot only dominatesthe telco industry, but, through its 50% ownershipof Foxtel,
hasalso controlof the cableTV marketandthekey entertainmentcontentmarkets(sports,movies,etc). In
a morecompetitive environmentthe cableTV market could be usedto stimulatecompetitionbetween
technologyplatforms,as in donein EuropeandNorth America. Australia is the only countrywithin the
OECDwheresucha high-levelof marketdominanceis permitted.

Giventhe incumbent’scentral role in theeconomiclife ofthenation, it is appropriatefor theCommitteeto
considera proposalthathasthepotentialto alterTelstrairrevocably.Theaim of this shouldbeto stimulate
innovationandusethetelco industryas a tool to moderniseour economy.As explainedbelow,structural
separationshouldresultina separateinfrastructurebusiness.Thiswill createa truly openinfrastructurethat
can be usedby the wider businesscommunity, and it should producea flurry of new businessand
governmentactivities. The Estens Report has clearly indicatedthat ongoing long-term government
involvement— alongwith considerableinvestment— is essentialto the nationaltelco infrastructureof our
country. Oncethis isin placeall otherelementsof Telstracanbefully privatised.

This is arguablythe mostimportantInquiry to beheld in the historyof our telco industry and,as such,it
deservesto betreatedveryseriously.

Themajorfocusof the Inquiry shouldbeto ensureaproperdiscussion— onethatwill producealong-term
planfor thestructuralseparationof Telstra.But this will taketime. Within theOECD theprocesshas taken
a yearso far, anditwill conceivablytakeafew moreyearsto finalise.

Thereis no waythat a quick anddirty Inquiry suchas the oneenvisagedby the presentgovernmentcan
achieve any worthwhile outcomewithin a few short months, when other countriesare looking at a
timeframeofyears.

2. COMMENTS ON THE INQUIRY

I am very pleasedandexcitedabout the Australiangovernment’sannouncementof anInquiry into the
structuralseparationof Telstra.This is arguablythemostimportanttelcodecisionmadeby this government
to date.It putsAustraliaright atthe forefront of theinternationaltelcosceneandI predictthat it will leadto
a watershedin nationalandinternationaltelecommunicationspolicies.

TheInquiry andits subsequentfollow up processshouldgive everybodya chanceto discussthis issue—

andit couldprovidetheoutcomedesiredby consumers(businessandresidential),thegovernmentandthe
industry:
• Morecompetition— but, moreimportantly,a competitiveenvironmentthatis sustainable.
• An opportunityto fully privatisethecontent,services,retail armof Telstra.
• Long-termsecurityfor first-classtelecommunicationsinfrastructurethroughoutAustralia.

I amalsoconvincedthatstructuralseparationis thebestoutcomefor Telstra.It will allow themto focuson
their businesses:theprivatisedbusinesscanconcentrateon customerservicesandprofits; andthenetwork
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business— linked to ongoingsupportof thegovernment,assuggestedin theEstensReport,shouldlook
afterthenational(IT&T) infrastructureandwholesaleservice.

TheEstensReportonregionaltelecommunicationsservicesalso clearlystatedthat thetelecommunications
infrastructurein regionalAustraliawas the responsibility of the government,not of the industry. Estens
statedthiswould costhundredsof millions of dollars(ourestimate$5 billion overa 5-8 yearperiod).

Estens clearly identifies the need for long-term government involvement in the national
telecommunicationsinfrastructureand thegovernmentcanno longerignorethis issue.I concludethat the
governmentrealisedthat a strategicplan, as outlinedby Estens,waspointing to a strategicseparationof
Teistra— a courseof actionwehavestronglyadvocatedoverthelast18 months.

It is our contentionthat this would also improve the shareprice, I don’t believethat, underthe current
vertically-integratedmodel, the sharepricewill everrevert to its original price. A structurally separated
company,however,will at leastopenthe way to a different approachthat might leadto a morepositive
development.

2.1 NETCO AND SERVCO
Theprocessofstructuralseparationwill bea gradualone— it will certainlytakeseveralyearsto implement.
The endresultwill in one form or anotherseea Netco anda Servco.Netco will be the infrastructure
companyand will retaina certain level of governmentownership/involvement.Servcowill be the fully
privatisedservicescompanycomprisingall the voice, data,Internetandbroadbandservices.Servcowill
operateon exactlythesamebasisas othertelcos andISPs.And theseISPs andcompetingtelcoswill be
ableto utilisethewholesaleservicesprovidedby Netcoon exactlythesametermsandconditions.

In November2002 Telstrainstigateda very interestingreorganisation,which certainlydoesreflecta better
alignmentof the currentmarketsituation.I wouldn’t be surprisedif the strengtheningof TelstraCountry
Wide and thefact that its director, Doug Campbell, also presidesoverTelstra’s infrastructuremarksthe
beginningof Telstra’sanswerto thestructuralseparationprocess.Thereis also a realpossibilitythat the
infrastructureconstructioncompanyNDC is broughtbackinto Telstra;furtherstrengtheningthe casefor a
viableandrobustNetco.

It would be much betterif Telstratook control of this processratherthan onceagainfighting all those
govermnentand regulatory decisionsover the next couple of years,wasting valuable recoursesand
managementattention.It shouldleadthechargeandshowthewayforward.

All this havingbeensaid,Telstrastill statesthat it continuesto follow themodelof a fully-integratedtelco.
However,I am interestedto knowwhatthecompany’sstandwill benow this inquiry hasbeenannounced
andalso now moreandmore financial analystsaltertheir position on this issueandstart suggestingthat
structuralseparationmightactuallybe agoodwayto addvalueto theshareprice.

Exhibit 1 — Teistra’s Dominance

• No other industry in Australia is so dominated by one player as the telco industry;
• Telstra is one of the most dominant telcos within the Organisation for Economic Co-operation and

Development (OECD) countries;
• Teistra has marketshares varying from 47% to 90% in any telco or pay TV market;
• The ACCC, ATUG, hA, AhhA, SPAN, Cisco, Microsoft, Sun, HP as well as many others have warned

thegovernment about the unhealthy state of the telco industry — so far at no avail;
• Telstra unrealistically high profits are in stark contrast to the losses or at best marginal profits of all of

theother major players.
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3. GOVERNMENT UNDERMINING DEMOCRATIC PROCESSES?
The political realityof theInquiry,however,becameclearwhenthe governmentannouncedits timetable.
What is arguablythe most importanttelcoInquiry ever conductedby this governmentwill takeplace in
only five daysin February— noneof them in regionalAustralia— andthe report is to betabledon March
24.

The govermnenthasbeenusing the ‘Christmastrick’ for yearsnow — announcingInquiries to address
complextelcoissuesjustbeforeChristmasand using thefactthatpeoplearetaking holidaysandso don’t
have the time to generateproper submissions.It is my contentionthat, by doing this, they directly
underminethe democraticprocess.The structuralseparationissueneedsto be discussedover a full year;
we haveto get thisright andweneedas manyexperiencedminds on thejob aspossible,to discussthepros
and cons.Given this ridiculous timeframe,I think a key outcomeof the Inquiry shouldbe that more
investigationis required.

We havegot a unique opportunityto not only get the future of our telecommunicationsindustryand
infrastructureright. We alsohaveaopportunityto leadtheworld in this respect.Australiahasamongstthe
bestRegulatorsin theworld (ACCC, ACA andACIF) andas asideeffectof aprocesstowardsStructural
Separation,togetherwith the regulatorsa range of intellectual propertyexport opportunitiescould be
explored.

It is however,frightening to observethe government’stunnel vision. Their imageof the telco world is
apparentin thefollowing commenttheymadeabouttheInquiry.

‘However, we are categorically and genuinely opposedto such an idea (ed.
Structural Separation) because it would have a disastrous effect on Teistra‘.s
competitivenessand theindustry. Wethinkthe idea isjustplain stupid.”

If this is indeedtheir view, thenthegovernmentmustbelievethat theOECD,theEuropeanUnion, several
EuropeanparliamentsandProfessorAlan Felsare stupid, since they all supportthe idea of structural
separation.Fromits lofty position,theAustraliangovernmentapparentlybelievesit is theonly oneto get it
right. But its trackrecordprovesthe opposite.Competitionin telcoland is dying, thanksto thepoliciesthat
havebeenimplementedby thegovernmentsince1996/1997.

Its digital TV policy is theworst in theworld; its privatisationpolicy is inshambles;its regionalpolicy has
justbeenshotto piecesby theEstensReport— yettheytakethehigh groundandcall everyoneelsestupid.

We need a governmentthat will act like a mature governing body capableof making considered
judgementsaboutimportantissues.

Structuralseparationis inevitable;theproblemis how to identify the formatthatbestsuits us in Australia
andhow to implementit overa 3—5 yeartimeframe.This governmentcontinuesto try to hold backthe
internationaltide in telco-land,theycontinueto fight battlesthattheyaregoingto lose anyway,so why not
at leasttry to follow theoverseastrendand tap into theglobal think tanks that areoperatingon a much
morematurelevel?

• The restof theworld doesn’tprivatiseits telcos — only 3 out of the 30 OECD countrieshavefully
privatisedoperators.

• Governmentsaroundthe world considertelcoinfrastructureto be a nationalassetandacceptthe fact
that long-termgovernmentinvolvementis required,at leastfor largesectionsof this network.We are
still waiting to learnthe government’sposition on this, asrequestedby theEstensReport,but up till
nowit hasflatly deniedanyresponsibility.

• Structuralseparationis now alsoseenby thefinancial industryas apotentiallypositivemoveforward.
It couldhelp thegovernment’spushfor privatisation,ratherthanhamperingit.
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• Digital TV is usedby othergovernmentsto promotecompetitionbetweenplatforms.Australiacan’t
usethebenefitsof digital TV until atleast2008,thanksto thisgovernment’spolicies.

• CableTV is usedby everyother governmentin thewesternworld to promotecompetition between
platforms— Australiaistheodd oneout.

• Cross-mediaownership(telco,cable,content)is not allowedin anyothercomparablecountry,but this
governmenthasallowedamassivemonopolyto develop.

So, againI ask:who is stupid?

Why can’tthegovernmenttakeamorematurepositionandgenuinelytry to find solutionsthatwill helpthe
industry andenableit to play its role in the modemisationof theAustralianeconomythroughthemany
innovations it has to offer? Why does thegovernmentrepeatedlyfind itself on thebackfoot on telco
issues?

We hold Inquiry after Inquiry, andthe messagesthatcome out of themarealwayspretty clear— yetthe
governmentis fighting progresseveryinch oftheway.

4. REGULATIONSHAVE FAILED TO DELWER COMPETITION
While I supporta regulatedenvironmentI do hearwhat the opponentsof regulationare saying, and I
believe they havea case.Despite the massiveinvestmentsin regulationaroundthe globe (over 150
countrieshaveindependenttelecommunicationsregulators),thequestionremainsas to whethertheyhave
actuallystimulatedcompetition.

In Australia,thenumberof majorplayers(revenuesof over$100 million) havedecreasedfrom 11 in 1999
to 5 in 2002— andwehaven’treachedthe endyet. As a resultthe incumbents,feelingmoresecure,have
hadtheconfidenceto increasebasicchargesandcontinueto delay theopeningup of themostessential
elementsof themarket— dataservicessuchaleasedlines andthelastmile to theconsumer.

Initial legislationassumedcooperationon the part of the incumbenttelcos,whereasthose telcoswere at
that stagebecominginvolved in theprivatisation processand this produceda conflict of interest— to
cooperatewith thegovernmenton deregulationwasagainstthe interestsof their shareholders.In fact, they
wenttheotherway. Therewasplentyof room in the legislationto maintainpartsof their monopoliesand
theincumbentsare makinguseof themoreaccommodatingandlessprescriptiveregulatoryenvironmentto
delaycompetition.

However,despitethis, it is still my beliefthat,unfortunately,wewill needto rely on regulationto stimulate
competitionfor severalyearsto come.However,the focusneedsto shift from regulationof themarketto
industryregulation.As a matterof fact all changesin the Australiantelco markethavebeenregulatory
driven, without governmentleadershipTelstrawill not move and insteadprotectits vestedinterestsand
thusindirectlyhamperinnovationsandthemodemisationof oureconomy.

5. TELSTRA

5.1 FINANCIAL SUCCESSSTORY

Telstrahasgone from strengthto strengthover thelast twelve months.It canbejustifiably proudof its
recentfinancial prudence,which hasleft it in amuchbetterfinancial position thanmanyof its overseas
counterparts.While I amundeniablycritical of thecompanyin otherrespects,I give full credit for this
achievement.
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5.2 SUCCESSFULLY ELIMINATED THE THREAT OF COMPETITION
Telstrahas also succeededin eliminatingthe threatof competition,thanksto theregimeof self-regulation
thathasbeenoperatingoverthe lastsix years.Its majorcompetitors,OptusandAAPT, havebothretreated
into nichemarkets.Apart from the mobilemarket, Optusis makinga small dentin the corporatemarket,
but otherwiseneither of them posesany seriousthreatto Telstra. Most of theotherplayershaveeither
disappearedor have also withdrawn into niche markets,while othersdidn’t ever reach the stageof
becominga threatto the incumbent.I believethenewtelcoswerepartly to blamefor this stateof affairs,
sincethebusinessmodelstheyelectedto usewerenotsound.

5.3 TELSTRA IS UNTOUCHABLE

Competitioncertainlydoeshaveaneffecton Telstrabut, becauseof its dominantposition,anylossesthat it
incurs can easily be recoveredin otherareas.If they lose money in the corporatemarketthey simply
increaseline rentalor mobile chargesin the residentialmarketandthey’re backon top again.In orderto
protecttheir lucrativecorporatedatamarketthey simply delayedtheintroductionof broadband.Despite
political disruption and complaintsfrom consumerorganisationsand others they never encounterany
seriousproblems.Theyseemto beableto operateabovethelaw theyareuntouchable.

5.4 THE STRANGLEHOLD OF A VERTICAL INTEGRATED TELSTRA
Thecurrent regulatoryproblemshavemoreto do with thestructureof the industrythanwith the individual
services.Thevertically integratedmodelprotectsthe incumbentsfrom competitionand it allows them to
maintain the inefficienciesthat are embeddedin suchstructures(adding approximately35% to the cost
structure).In a lean, meanrestructuredenvironmentit is debatablewhetherthe incumbentswould be able
to survive.

5.5 TELSTRAMOVING INTO THE MEDIA MARKET

Havingwon thebattlein the traditionaltelco marketthe companyis now moving into the new interactive
multimediamarket.It is doingthis on its own terms.I can’thelp butadmirethewaytheymanageto dothis
— neitherthe government,nor the regulator,nor commentatorsandanalystscanaffect the process.Their
biggestvictory so far hasbeenthe defeatof oneof their majorenemies,ProfessorAllan Fels. Fora long
timeTelstrahadmadeit clearthat theywere nothappywith theregulatorandtheir recent‘Foxtel’ victory
musthavebeensweetindeed.Theyhavenow beengiven thepowerto dominatethe nextmarket— that of
interactivemultimedia.

Kim Williams hassurelyprovenhis mastership,with a very recognisabletouchfrom SamChisholm,they
bothknewthat thedealhadvery little to do with thedyingpayTV marketbutthat it wasa strategicmove
into thebroaderinteractivemediamarket.TheyclearlyoutmaneuveredtheACCC onthis issue.TheACCC
wasof coursehamperedby thefactthattheyhadto stayswithin thenarrowconfinesof the contentsharing
dealandcouldn’t takesuchbroaderissuesinto account.

Telstra/Foxtelwill betheonlytelco in theworld with theability to dominateacrossmarkets:
• Traditionaltelcoinfrastructure;
• Basictelcoservice;
• CableTV infrastructure;
• Key contentsuchasmoviesandsport.
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6. ARE DISASTERSNEEDED BEFORE WE SEE CHANGES?
Theincrediblemanagementblundersmade,for example,in theUK andtheNetherlandshavenearlyled to
thecollapseof their nationaltelco companies,or essentialpartsof them.Otherhighprofile disasterstories
include the world’s largestoperatorsAT&T andNTT. This hasput backon theagendathequestionas to
whetherit is wisetomaintainthevertically integratedmodel.

SeveralEuropeanparliamentshavealreadyindicatedthattheymight bewilling to nationalise(partsof) the
infrastructure.Onething is certain— thenetworkwill haveto be separatedfrom theretail organisationsof
the incumbentsif we are ever to seecompetitionflourishing in the market.A broadbandenvironment,in
particular,criesout for sucha structure,sinceit would be beneficial to everybodyinvolved if as many
companiesaspossiblewere allowedto delivertheir servicesandtheir contentover thenetwork,without
havingto bein somesort ofapartnershipwith thetelco.

Exhibit 2— Imagine if TNT wereto be the only courier allowedto usethe road system

7. THE FALL OUT FROM THE FOXTEL DEAL
The latest ‘name of the game’ is the emerging interactive media market. After the Foxtel deal,
Telstra/Foxtelis now in anidealpositionto takechargeof this widerbroadband-drivenmediamarketalso.
PayTV is onlya meansto thatgoal.

I am highly critical of the merger— not so much in respect of the pay TV market, which is rapidly
becomingobsoleteanyway — but becauseof thefuture effectsthat this mergerwill haveon the broader
medialandscapeinAustralia.

TheOECD evidencehereis clear— incumbenttelcoownershipofbothcopperandcable leadsto aslower
roll-out andhigherpricedbroadbandservices.Add contentto this andtheeffectwill becompounded.

TheACCC mighthavehadvery little choiceotherthanto get themaximumnumberof undertakingsoutof
thedeal — andit did get these,andshouldbecommendedfor doingso. My criticism is that the dealgoes
waybeyondthepayTV dealandthat therewasverylittle that theACCC could, or did, do aboutthat

The Minister also recognisedthe new situation and commented: ‘Clearly thesearrangementsrequire
considerationby theACCC underthe TradePracticesAct, and the Governmentwill also seekformal
advicefrom the ACCC concerningthe extentto which emergingmarketstructuresare likely to affect
competition across the communicationssector, including through the provision of bundled Pay-TV,
telephonyand broadbandservices. The Governmentis keen to ensure accessto contenton non-
discriminatoryterms.?

/ have comparedthe operation of Teistra’s monopolies to a hypothetical situation where the building
contractorsofa roadsystemonlypermitaccessto a selectnumberoffriends andallies. First ofall they
wouldform theirowntransport, couriercompany,taxi company,buscompany,limousinehire, etc. andonly
allow them to usethe road. They would then build the trucks and cars and only thesecars wouldbe
allowedto beusedbypeopledriving on that road. If you wereluckyyoumightbe able to signa partnership
deal. For exampleTNTsigneda deal, but would haveto paya 50% shareof its revenuesto theroad
owner. And Ipec, for instance,would not be allowed to drive on the road without such a partnership
agreement

I think you will agree that this would be a ridiculous situation, but our politicians and regulators seem to find
it quite acceptable in the telco industry. In fact, as we speak, politicians across the board are preparing to
sanction the comparable ‘safe harbour’ arrangements.
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At facevalue this is veryencouraging,as it wouldbe verydifficult to cometo anyotherconclusionabout
the new market structureand its negativeeffect on the competition.The only really effective outcome
would beafull structuralseparationof Telstra.

8. COMPETITION BILL WILL NOT IMPROVE COMPETITION
Mostindustryobserversagreewithmethat, despitetheMinister’s strongresponseregardingmy analysisof
the effectsof the recentlyintroducedTelecommunicationsCompetitionBill, theBill will havevery little
effectonthedominanceof Telstraoron competitionin thetelcoindustry.However, it couldbea hookthat
the governmentcould use to extend the virtual separationarrangementin accordancewith the
recommendationsthat will comeout of the studythat the ACCC is conductingfollowing theFoxtel deal
andultimatelypavethewayto full structuralseparation.

While thereare marginal improvementsin relation to competition, the new Bill will have little or no
negativeeffect on Telstra.There are sufficient safeguardsincorporatedinto the Bill to allow Telstra to
protectits vestedinterests.

Themainvictory for theincumbent,however,will bethat it will behandedatool to preventanybodyfrom
usingits networks.As soonas the word ‘investment’ is mentionedTelstrawill be given a safe harbour
facility thatwill protectit from anyregulationsthat are developedto provide fair andequitableaccessto
thesefacilities.

9. CROSSPLATFORM COMPETITION
With an eye on the ACCC investigationit is interestingto note that several times the Minister has
expressedaninterestinusingthevariousmediaplatformsto stimulatecompetition.Thekeyplatformsare:
• The fixedtelecomsnetworkwithservicessuchasADSL andFTTH in the future;
• The free-to-airbroadcastingplatform,includingdigital TV;
• The cableTV platformwith cablemodemsandset-topboxes.

TheFoxtel dealcertainlymakesit far moredifficult to createcompetitionbetweenservicesprovidedover
telco andcableTV infrastructure,sinceTelstradominatesthis market,andno long-termcommitmentto
operatein this markethasbeenmadeby Optus.

The digital TV policy is in total shambles,a factthathas alsobeenbelatedlyrecognisedby the Minister.
Earlier this year he tried to createan opening to revive this platform to stimulatecompetition,but
unfortunatelythis failed, andit is nowunlikelythatanythingwill happenbefore2008.

WhatI would onceagainlike to seehere is opennessfrom the govermnentandall the involved parties
beingableto addressthe situationin a comprehensiveway. So far theplatformshaveonly beenlooked at
in isolation,the governmentrefusingto allow anoverall assessment.TheACCC investigationmightjust
openup anavenueto takethatbroaderview.

10. GOVERNMENTWILL HAVE TO TAKE A LEAD
I am enoughofa realist to recognisethat it is uselessto try andputtheclockback.Thereality is that,for a
long time to come,Telstrawill bethe dominantplayeracrossthetelecomsandmediamarkets.Australia
couldtakea leadingrole in theworldwidetrendtowardsstructuralseparation.And we haveto acceptthat
this is goingto takealongtime.
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Weatherthegovernmentlikesit or not thecurrentpolitical situationis suchthat Telstrawill remainin the
government’shandsuntil theissuesas addressedin theEstensReportare solved.

Estens,however,is spot-onin his report.Hestatesthat governmentleadershipis crucial if we areto begin
to move towards a knowledge-basedsociety for all. Let’s hope the government accepts the
recommendationto beginto generatea strategicplan and to startdirectingmoneytowardsinfrastructure
ratherthanto a largenumberof worthwhilecauses— which, at best,will haveminimal impactonthelong-
termimprovementoftelecommunicationservicesin regionalandruralAustralia.

Basedonthis realityit makessenseto startrestructuringTelstraalongthelinesofaNetcoanda Servco.
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Appendix 1
1. STRUCTURALSEPARATIONUNDERDISCUSSION
In December2001 Alan Fels launcheda scathingattack on Telstraand on the powersit has, this was
repeatedin anarticle in theAustralianFinancialReview(AFR) in February2002. Its armyof lawyershas
beenable, as we haveindicatingon so manyoccasions,to delayanyform of competitionfor morethana
decade.It hassuccessfullobbiedthegovernmentinto a self-regulatoryregime,which I vigorouslyopposed
in 1996,allowingTelstra,inAlan Fels’ words: to negotiate,arbitrateandre-arbitrateanydecisionfromthe
regulator,causingdelaysofup to 7 years.

Alan Felsis supportedby anOECD reportthatarguesfor structuralseparation,if this industryeverwants
to becomecompetitive. Microsoft fueledthe debatein February2002, with a messagedirected at the
governmentalongsimilarlines.In Europeandevenin theUSA theissueis clearlybackontheagenda.

2. AUSTRALIAN TELECOMMUNICATIONS REGULATIONS

The second edition of the Australian TelecommunicationsRegulation guide, published by the
CommunicationsLaw Centrein late 2001,explainsthe laws applyingto Australiancommunicationsas at
31 July 2001.It is written for lawyersandnon-lawyersandexplainsthe laws,their implicationsandtheir
policy context.The guidecoverstheTelecommunicationsAct, theRadiocommunicationsAct andrelevant
partsoftheTradePracticesAct, andexplainskeyregulatorydecisionssinceJuly1997.It featuresclearand
informedcommentaryon:
• reformof Australiantelecommunicationsregulationin the 1990s;
• industrystructureandregulatorybodies;
• accessandinterconnection;
• anti-competitiveconduct;
• spectrumlicensingandallocation;
• consumerissues.

Thenext two chaptersarefrom thebook followed by anabstractof thespeechof ProfessorFels, chairman
oftheACCC atthe launchofthebook.

3. THE POLICY CONTEXT

3.1 THE COMPLEX BUSINESSOF DEREGULATION
Australian communicationscompanies,policy-makers,regulators and consumersare engagedin the
complextask of making competitionin telecommunicationsmarketswork. The TelecommunicationsAct
1997 (TA) markedthethird stageof reform of the country’stelecommunicationslegislationin less than a
decade.Eachstagerepresenteda furtherfracturingof themodelof monopolypublicprovisionof electronic
telecommunicationsserviceswhich wasusedin Australiaandmostothercountriesfrom the

19
th century.

Since 1997, the industry, government,consumersand shareholdershave also beentransfonningthe
country’s largestcompanyandoncesoleproviderof telecommunicationsservices,Telstra,from public to
part-privateandperhapsfully privatecontrol.
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3.2 INTERNATIONAL CONTEXT

Thesereformshavebeenpart of aninternationaltrendto liberaliseaccessto telecommunicationsmarkets
and privatise TelecommunicationsServiceProviders.This trend hasbeen encouragedby the growing
importanceof communications,mediaandinformationservicesto overall economicactivity. While service
industryoutputandemploymentin industrialisedeconomieshas long dominatedprimaryandsecondary
industries,theemergenceof an InformationEconomyhas mademediaandcommunicationsservicesas
centralto economicfuturesas theyhavealwaysbeento socialandculturalfutures.

The internationaltrendto emphasisecompetitionas a primary elementof economicand industrialpolicy
hasmirroredthedomesticreformagendafor all Australianindustries.Competitionfrom firms athomeand
abroadhasbeenseenas a vitalspurto exportperformanceandto lowerpricesandhigherqualityof service
for consumers.In somedevelopingcountries,competitionhasbeenintroducedto encouragethebuilding of
newnetworksandtheprovisionof telecommunicationsservicesto previouslyunservedconsumers,as part
of broaderstrategiesofeconomicmodernisationandnationalinfrastructuredevelopment.

3.3 TECHNOLOGICAL CHANGES
Technologicalchangeis animportantpartof this transformation.New technologieshavemadeit possible
to communicateanddo businessindifferentways,andthespeedandunpredictabilityof theirdevelopment
hasmotivatedthe policy emphasison liberal marketsandopencompetition.In particular, the Internetand
the technologiesdevelopedto carry information over it, are now challenging the cost base, pricing
arrangementsandcapabilitiesoftraditionaltelephonynetworks.

New communicationstechnologiesandserviceshavecreatedpossibilitiesto advancelongstandingsocial
policy goals.In Australia, with its small populationspreadacrossvastareasandprofoundpolitical and
social attachmentto theconquestof distance,eachmajordevelopmentincommunicationstechnology— the
telegraph,theunderseacable,thetelephone,thesatellite,the Internet— hasbroughtwith it thepromiseof
progressonthis culturaltask.

3.4 SOCIAL AND ECONOMICISSUES

By the early 1990s,the goal of makingbasictelephoneservicesavailableto all Australianshad largely
beenmet.Up to thistime, thisgoalhaddominatedAustraliantelecommunicationspolicy becauseit wasthe
primaryjustificationfor theexistenceof amonopolyServiceProvider(SP).It hasnow givenwayto amore
complexsetof goals to provide cheaperandmorediverseservicesto businessandresidentialconsumers
througha more competitiveindustry structure.The social policy goal is to ensurenot only that basic
obligations are maintained,but that the benefits of competition flow through to all Australians.
Nevertheless,the ‘rural agenda’hascontinuedto be apotent influenceon telecommunicationspolicy. On
differentissues,it hasprovidedboth a spuranda constraintfor thebroaderliberalisationandprivatisation
agendas.

3.5 CHALLENGES AHEAD OF THE GOVERNMENT
In pursuing thesepolicies, successivefederal governmentshave facedmajor political and conceptual
challenges.In particularhowto makecompetitionworkinan industry;
• whichrequiresco-operationbetweencompetingnetworkownersto achieve‘any-to-anyconnectivity’;
• withhugesunkcostsandongoinginvestmentrequirements;
• wheretheincumbentis likely to remaindominantin theprovisionof fixed-line accessservicesfor the

foreseeablefuture; and
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• whereit is verydifficult to accuratelyattributesharedcostsincurredin providingdifferentservices;
• how to maintainsocial obligationsin aregulatoryenvironmentwhich emphasisesopencompetitionas

the primary driver of customersatisfaction,andthe scrutiny of private shareholdersas the primary
incentiveto companyperformance;

• theappropriaterole forgovermnentin theInformationEconomy;and
• themostappropriatemechanismsfor allocatingaccessto public resourcessuchas theradiofrequency

spectrumandrights of way.

4. DEALII4G WITH THE CONSEQUENCES: POST-1997

4.1 INTRODUCTION
Thepassageof the 1997TA was accompaniedandfollowedby a largeamountof detailedregulatorywork
to carry out activities specifically requiredby theAct andto pursuethepolicy goals it established.New
carrierswere licensed,new infrastructureplans were announcedandnew serviceprovidersestablished
businesses.

4.2 MORE PROBLEMS THAN SOLUTIONS

However, industry organisationswere critical of the perceivedslow paceof reform. They criticised
Telstra’sallegedreluctanceto embracethenewcompetitiveenvironmentin its wholesaledealingswith the
industry,and theACCC’s tardinessin exercisingits powersto ensurea competitivemarketplace.A year
after the 1997 legislation came into effect, the two largestnew entrants,Optusand AAPT, and the
AustralianTelecommunicationsUsersGroup (ATUG), wrote to federal cabinetministersclaiming that:
‘Evidence aboundsthat (effective and sustainablecompetition) does not exist at presentbecauseof
Telstra’sdominantposition in themarket ... Telstrahas little regardfor eitherthe letter or the spirit of
existing legislationandless for regulatorybodieslike theACCC.’ Telstraandits consultantsarguedthat:
‘Australia has madeimpressiveprogresstoward removingregulatoryobstaclesto the functioning of a
competitive marketplace ... Unrealisticallyhigh expectationspredictablygive rise to impatienceand
disappointment.That experience... is not aninherentlyAustralianphenomenon’.A seriesof competition
noticesissuedby theACCC in 1998 togetherwith subsequentcourtaction,sawmodificationsto Telstra’s
conductin two areas:theprovisionof wholesaleInternetaccessservicesandthe administrativeprocesses
involved in transferringcustomerslost to its competitors.By 1999 the focus of competitionregulation
issueshadmoved decisivelyto interconnectionandaccessissues,throughthe ACCC’s considerationof
Telstra’s accessundertakings,its inquiries into the declarationof particular servicesand conductof
individual arbitrations.The ACCC also considered,andrejected,a numberof majorproposedtakeoversin
telecommunicationsand related industries:Foxtel and Australis; Cable & WirelessOptusand AAPT;
TelstraandOzEmail.

4.3 DETERIORATING SERVICES
Deterioratingquality of serviceperformanceby Telstra, particularlyin the contextof the Govermnent’s
commitmentin early 1998 to privatisetheremainingtwo-thirds of thecompany,sawchangesto theCSG
schemeandfurther reviewsandrecommendationsto improveits effectiveness.Thesubmissionlatein 1998
by Telstraof a claim for thenet costof its universalservicearrangements,which massivelyexceededthe
previouslyacceptedcost, raisedfundamentalquestionsabout theappropriatenessof the existinguniversal
serviceschemeandthemethodologiesfor costingit.
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4.4 PROGRESSON TECIINICAL STANDARDS
The ACIF madeconsiderableprogresswith the developmentof industrycodescoveringtechnicalissues,
includinga completereviewofAUSTEL technicalstandardsfor customerequipmentandcabling.Progress
with thedevelopmentof consumercodeswas slowerinitially, butacceleratedfrom 1999.

4.5 POLICY SHIFT FROM DEREGULATION TO PRIVATISATION
The Coalition Government, re-electedin October 1998 with a reducedmajority in the House of
Representativesanda Senatewherethe balanceof powerwould shift to the AustralianDemocratsfrom
July 1999,committeditself to privatisingatleastanother16.6%ofTelstra.Theremaining50.1%would be
sold oncean independentreview team was satisfiedthat Teistra’squality of service performancehad
improvedsufficiently. The Coalition also agreedto tightenservicestandardsundertheCSG, to give the
AustralianCommunicationsAuthority (ACA) apowerto directcarriersto undertakespecific actionin the
event of systemic quality of serviceproblems, and to include a digital data capability in the statutory
universalservicearrangements.

4.6 RECENTAMENDMENTS TO THE ACT
In mid-1999,a substantialpackageof amendmentsto telecommunicationswaspassedby theParliament,
including:
• TelecommunicationsLegislationAmendmentAct 1999;
• Telecommunications(ConsumerProtectionandServiceStandards)Act 1999(TCPSSA);
• Teistra(FurtherDilution ofPublic Ownership)Act1999(whichhadbeentheTelstra(Transitionto

Full PrivateOwnership)Bill 1998);and
• TelecommunicationsLawsAmendment(UniversalServiceCap) Act 1999.

TheseActs providedfor the furtherpart-privatisationandeventuallyfull-privatisation of Telstra, in line
with theGovermnent’selectioncommitments.Theyalso providedsignificantnewpowersfor theACCC in
regulatinganti-competitiveconductandhandling accessdisputesand cappedthe net cost of universal
service arrangementsat its 1997/98level (adjustedfor inflation) for the next two financial years.The
telecommunications-specificconsumerprotection provisions in the 1997 TA and the price control
provisionsfrom the Teistra CorporationAct 1991 were shifted into the new TCPSSA,wheretheywere
supplementedby new provisionsabout telephonesex services(Pt 9A) anda very wide powerfor the
Ministerto directTelstrato ensureits compliancewith theAct (Pt 10). In two separatepiecesoflegislation
passedin 2000, the universal service arrangementswere first modified, then completelyoverhauled,
particularlyto introduceagreaterlevel of contestability.

4.7 THE BESLEY REPORT
The secondtrancheof sharesin Telstrawas soldin thesecondhalfof 1999,bringingprivateshareholding
to 49.9% of the company’s capital. The Government’s inquiry into Telstra’s service levels
(TelecommunicationsServicesInquiry) reported in September2000 (Besley Report), concludingthat
‘Australians generally have adequate access to a range of high quality, basic and advanced
telecommunicationsservicescomparableto theleadinginformationeconomiesof theworld’.

It found that Australianswho live in metropolitanand regional centresenjoy good telecommunication
servicesandare generallysatisfiedwith them. However, a significant proportionof thosewho live and
workin ruralandremoteAustraliahaveconcernsregardingkeyaspectsof serviceswhich, at this stage,are
notadequate.Theirconcernsrelateprimarily to:
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• the timely installation,repairandreliability ofbasictelephoneservices;
• mobilephonecoverageataffordableprices;and
• reliableaccessto theInternetanddataspeedsgenerally.

Continueddevelopmentof competition,togetherwith initiatives suchas contestabilityin universalservice
contestability,would ‘materiallyimprove theservicesavailableto ruralandremoteconsumers’.However,
the BesleyReportalso madea seriesof recommendationsto addressthe areasof concernit identified. It
madeno specificrecommendationaboutthefurtherprivatisationof Teistra.

4.8 NATIONAL COMMUNICATIONS FUND

In May 2001,the Governmentrespondedto theBesleyReportrecommendations,committing $163 million
for initiativesincludinga National CommunicationsFundto assistsignificantregionaltelecommunications
projectsin educationandhealthservices,improvedmobilephonecoverageand dial-up Internet access,
increasedconsumerrepresentationand a study andactionplan aboutthe telecommunicationsneedsof
remoteindigenouscommunities.It also announcedthatit would: reducethemaximumconnectiontime for
remotetelephoneservices;direct theACA to implementa revisedqualityof servicereportingframework
for all major SPsandto review the operationof the CSG in a multi-carrier, multi-platformenvironment;
and that it would appoint a memberof the ACA with specific responsibility for monitoring and
investigatingqualityof serviceissues,especiallyregional,ruralandremoteissues.While includingrevenue
from the sale of the Government’sremainingstakein Telstra in forward estimatespublishedwith the
2001/02budget,the Governmentindicatedthat: ‘The Coalition’s position on Telstrais crystal-clear— we
will not take any steps to privatise any more of Telstraunlessanduntil we are satisfied servicesare
adequate.’

In June2000, the Treasurerdirectedthe ProductivityCommission(PC) to undertakethe review of the
telecommunications-specificcompetitionprovisionsin theTPA andtheTA requiredby theTPA. Although
theTPA requiresthis reviewto be undertakenby mid-2000,the PCDraft Reportwaspublishedin March
2001,with thefinal reportdue in September2001.The Governmentannounceda numberof amendments
to theACCC’s arbitrationprocessin June2001,which it said were consistentwith thePC Draft Report.
Theintentionwas ‘to providecertaintyfor critical investmentby TelecommunicationsSPsandto promote
therapiddevelopmentofbroadbandservices.’

5. THE BROADER ISSUESOF DEREGULATIONS
At the launchof the book ProfessorAlan Fels, chairmanof the ACCC analysedthe regulatorymarketon
theeveof 2002.Thefollowing is anabstractof hisspeech.

5.1 STRUCTURAL ISSUES IN TELECOMMUNICATIONS

The marriagebetweengeneric competitionprovisionsand the telecommunicationscompetitionspecific
provisionsoccurredin 1997,andthereis nearuniversalacceptanceof thisarrangement.

The telecommunicationslegislative frameworkis largelyservice-basedin nature— it effectivelysets outa
processby which wedecidewhat to regulateandthenhowto regulate.

This meansthat regulationcurrently occurswithoutanyreferenceto the structureof the industry to begin
with:
• perhapsweneedto considerhow weregulatethetelecommunicationsindustryfrom theperspectiveof

industrystructure,ratherthanaccessalone;
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• andthatour regulatoryreferencepoint couldbethemarketpoweroftheincumbent.

Forvastmajorityof industriescoveredby TradePracticesAct, efficiencylevels weredevelopedovertime
in alargelyprivatesectorenvironment:
• thisis certainlynot thecaseforTelstra,whichbeganits life a publiclyownedprovider;
• Telstrawascorporatisedin 1991; and hasbeensubjectto competition,albeitof a limited form, from

newentrantssince1997.

5.2 DIFFERENT MODELS OF REGULATION
Other jurisdictions have taken a consideredlook at regulated industries and advocatedanotherway
forward.

In April 2001 theOECD releaseda paper regarding structuralseparationin regulatedindustries.

TheOECDfoundthat, in telecommunications,activitiesthat areusuallynon-competitiveincludeboth:
• theprovisionof aubiquitousnetworlçand
• local residentialtelephonyin rural areas.

In addition, theOECDidentifiedactivitiesthat arepotentiallycompetitiveinclude:
• long-distanceservices;
• mobileservices;
• value-addedservices;
• local loopservicesto highvolumebusinesscustomers,especiallyin highdensityareas;and
• local loopservicesin areasservedby broadband(egcableTV) networks.

Thisdescriptionlargelyfits theAustraliantelecommunicationsindustry:
• althoughinAustraliawehavea relativelyuniquesituationwherebytheownerof the local loopis also

a 50%shareholderin themajorpaytelevisioncablenetwork.

The combinationof vertical integration of carriage serviceswith the ownershipof strategiccontent
provides Telstrawith unparalleledmarketpower in the domestic market. Clearly, this has significant
implicationsfor competitionin bothpriceandservices.

5.3 POSSIBLE REGULATORY IMPROVEMENTS
TheOECD outlinedthefollowingmodelsforprotectingandpromotingcompetition.

Wherethe regulator intervenesto fix the termsand conditionsat which rival firms in the competitive
componentacquire accessto the non-competitiveservices.A numberof different alternativespresent
themselves:

5.3.1 Accessregulation

Wheretheregulatorintervenesto fix thetermsandconditionsat which rival firms in the competitive
componentacquireaccessto the non-competitiveservices(that is, Part XIC of the TradePractices
Act).

Otherapproaches,whichinvolve variousmodelsof separationinclude:
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5.3.2 Ownershipseparation

This is the vertical separationof thenon-competitiveactivity andthe competitiveactivity, protected
by line-of-businessrestraintsor othercontrolsonintegration.

5.3.3 Clubownership
Jointownershipofthenon-competitiveactivityby finns in thecompetitivecomponent.

5.3.4 Operationalseparation
Non-competitivecomponentsare placedunderthecontrolof anindependententity.

Separationof the non-competitivecomponentsinto smallerreciprocalparts can be undertakento
counterthe demand-sideeconomiesof scale(that is, consumersare preparedto pay more to be
connectedto a networkon whichtheycancontactmorepeople).

5.3.5 Accounting,functionalandcorporateseparation
Separationof different accounts,functionaldivisions andcorporateentities althoughownedby the
samecompany— to somedegree,Australia hasadoptedthis approachby introducinga Regulatory
AccountingFramework.

5.4 THE ADVANTAGES OF STRUCTURAL SEPARATION

5.4.1 Vertical integratedcompaniesbenefitsfrom delayingtactics
Theprimaryadvantageof structuralseparationis describedby theOECDaslimiting:

...theneedfor regulationthat is difficult, costlyandonlypartially effective... it reduced
theincentiveoftheproviderofthenon-competitiveactivity to restrictcompetitionin the
competitiveactivity.

The OECD also outlinedthe qualityof regulatoryprocessesthemselvesundera regime in which
structuralseparationhasnotoccurred:

An integratedfirm, in contrastto a separatedfirm, benefitsfrom any action which
delaystheprovisionof raisestheprice or lowers thequality ofaccess.An integrated
firm will thereforeusewhateverregulatory, legal,political or economicmechanismin
its power to delay, restrict the quality or raise theprice of access.Furthermore, the
integratedfirm hasstrongincentivesto innovatein this area, constantlydevelopingnew
techniquesfor delayingaccess.Althoughtheregulatorcanaddressthesetechniquesas
theyarise, it is likely to alwaysbe ‘catching up’ with the incumbentfirm. Regulation,
despiteits bestefforts, is unlikelyto beable to completelyoffsetthe advantageofthe
incumbent.
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5.4.2 The TelstraExample1
This may soundfamiliar. The Chairman of Telstra, Mr Bob Mansfield, recently told Telstra’s
shareholdersatits AGM:

The right to appeal is the basic principle that holds the presentsystemtogether,
creating incentives to commercially negotiate. Other carriers were no doubt
encouragedto negotiateby the Government’sproper lack of support to abolish or
water down appeal rights. Withoutappeals therewould be little incentivefor those
seekingaccessto negotiate.

Thiscouldbeinterpretedin two ways:
• first, the way inwhich Telstrahasinterpretedmerit review is as ‘the basicprinciple’ for creating

incentivesto negotiate;
• second,that the retentionof a merit review processhas led to commercialaccessratesbeing

higher than thosewhich the ACCC seesas efficient. Furthermore,that the threatof a lengthy
tribunal processeffectively givesTeistrathe ability to leveragethepriceof accessrightsagainst
theaccessseeker’sstrongneedfor certainty.

5.4.3 The TeistraExample2
Telstra’sdeliberatestrategyof usingregulatorydelayas a tacticwasrecentlyreveredto by Telstra’s
groupmanagingdirector,Wholesale,Media,LegalandRegulatory,Mr BruceAkhurst:

Wehavemovedfromjust under 40 disputestojust under 10.... 1amnot interestedin
taking a confrontationalor legalisticapproach.Wehavedonethatfor years(emphasis
added).Nowis a realopportunityto takea commercialapproach...Wearereally trying
to grow the retail marketby providinggreatsolutions to the wholesalemarket...My
focuswill beon thecommercialresolutionofoutcomesandcustomerservice.

Thereis no doubtin my mind that Telstra’sincumbencyandstrong degreeof vertical integration
gives it anunparalleledadvantagein theAustralianmarket.

5.4.4 Internationalbenchmarks
At Telstra’smostrecentAnnual GeneralMeeting (notedabove),Telstraoutlinedits performanceto
besuperiorto its internationalanddomesticpeers.

• The Commissionrecently engagedOvum to conducta study which concludedthat Telstra
comparedfavourably with SingTel and TNZ. SingTel’s performanceoverall appearsthe
strongestof the three— in Ovum’sview, this reflectedthe level of SingTel’s dominancein its
homemarket,whichhasonlyrecentlybeenderegulated.

• Analysis alsofoundthatTelstra’sreturnhasbeendiminishedby its (non-regulated)domesticand
overseasinvestments,with write-downsof overa billion dollarsrecorded.

Additionally, a recentMacquarieResearchEquitiespublicationfoundthat:

Overall, Teistrawasmostfrequentlythemostexpensiveproviderwith its offeringsfor
residentialtelephonyservice,broadbandanddial-up Internetusageand ISDNservice
all beingrankedbehindboth TelecomNZandSingTelin the respectivehomemarkets.
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5.5 CONCLUSIONS
It is clearfrom the work of the OECD that thecompetitiveenvironmentis significantly influencedby the
extentto whichthe incumbentis fully integrated.The circumstancesof theAustraliantelecommunications
marketare suchthatthefully integratedincumbentwieldssubstantialmarketpower.

Any regulatoryenvironmentthereforeneedsto be fully cognizant,andtakefull accountof suchmarket
power.

In particular, to regulateproperty, and in the national interest,a full set of regulatorytools would be
required.

The OECDhasdescribedthesuccessof accessregulation— that is, whatwe currentlyhaveat our disposal
in Australia— asbeingdependentupontheregulator’sresources,informationandinstrumentsof control.

Given thefully integratednatureof the incumbent,in the absenceof structuralchange,it becomeseven
moreimportantfor theexistingaccess-basedregulatoryregimeto bemademoreeffectiveby:
• theintroductionof acompulsoryundertakingspower;
• thedevelopmentof conductstandards,and
• changingthecurrentflawedprocessof negotiation,arbitration,andre-arbitration.
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Appendix 2
1. ANALYSIS OF THE ESTENS REPORT

1.1 SYNOPSIS
Estenshas lobbedtheT3 ball squarelyintothegovernment’scourt.Telstramaybe off thehookbutEstens
hasunquestionablypointedthefingerat thegovernment.If they are seriousaboutaddressingthe Report’s
thirty-nineRecommendations(23 ofwhich requirea governmentinitiative andonly 16 a Telstrainitiative)
they will haveto comeup with both a StrategicPlanandbillions of dollars of funding. Up till now the
governmenthasrefusedto takeresponsibilityfor thefundingof regionaltelecommunicationsinfrastructure
andtheyhavealsorefusedto allocatemoneyfrom T3 towardssucha fund.

2. EVERYBODY’S HAPPY
Thegovermnentis happywith the outcomeof theEstensInquiry; Telstrais happy; andI, also,amhappy.
How canthisbe?

Thereasonis that, asusual,weare all lookingatdifferentaspectsof theReport.
• The governmentis happy becausethe Report shows that the telephoneservice in the bushhas

improved,andtheybelievethat thisis all thathasto happenfor themto beableto privatiseTelstra.
• Teistra is happy becausethe report doesn’t require them to begin funding new regional

telecommunicationsbroadbandservices.
• I amhappybecausetheInquiry unambiguouslyspellsoutwhatneedsto bedonein orderto broadband

regional Australia and it placesthe total responsibility for this squarely into the hands of the
government.

I havesaidmanytimesthat the focusshouldbe shifting from voice servicesto broadbandandmorethan
half of theReportfocusesonthis issue.It hasbeenmy contentionfor someyearsthat whatis neededis a
vision fromthegovernmentratherthana haphazardapproach,andtheInquirycallsfor a StrategicPlan.

It is also importantto recognisethefactthat, contraryto thegovernment’sbelief, Estensdoesnot express
supportfor privatisation.TheReportstates:‘TheInquiryhasno viewon thefutureofTeistra....’

Also, notwithstandingthe feelingsof satisfactionevokedby theEstensReport,thefact remainsthatmore
than 600 of the 606 submissionswere of a negativecharacter.Althoughthe Reportdoesn’tarticulatethis
negativity,it is neverthelessevidentfromtheissuesthathavebeenplainlyidentifiedasbeingof concern.

At secondreading,however,a morecompleteunderstandingof the implicationsof theEstensReportbegan
to dawnon the government.It realisedthat it put thefull privatisationof Telstraa long wayup the road
ahead.It immediatelyappearedto getcold feetandbeganto usetheunfavourablefinancialmarketsituation
asapossiblereasonfor droppingits T3 policy.

3. TELSTRA OFF THE HOOK
Ever since I instigatedmy ‘BroadbandCampaign’ in 1999 I havemaintainedthat governmentsupport
would benecessaryto broadbandAustralia, andthat it would beunreasonableto expectTelstrato pay for
theupgradingof economicallyunviable sectionsof the infrastructurein regionalareas.Sincethen it has
becameclearelsewherearoundthe world that as much as one-third of the network that needsto be

18



Submissionfor theStandingCommitteeon Communications,IT andtheArts
TelstraEnquiry Appendix 2

upgradedfor broadbandin developedcountries will require some form of governmentsubsidy. In
Australia,wehaveestimatedthesecoststo bearound$5 billion.

Telstra’sCountryWidereceiveda specialmentionin theReport; it was commendedfor theprogressit has
madeso far. However, thedivision was initially set up by Telstraas a political vehicleto appeasethe
governmentandEstensnow wantsassurancesandsomeformal commitmentsfrom Telstra to strengthen
Country Wide to ensurethat they will be able to continue their excellent work. I am sure that this
requirementwill bewelcomedby theTelstraCountryWidegroup.

A more problematic— and a more costly — issue will arise for Telstra when it seeks to addressthe
recommendationsrequiring it to sort outits pair gainproblemandits expensiveISDN charges.

It is also interestingto note that a lot of the improvementsmadeby Telstra havebeeninstigatedby
governmentintervention— suchastheEstensInquiry. Clearly,a morelong-termstrategicpolicy is needed
for regionalareas,to replacetheseadhocmeasures.

4. BROADBANDP4GIS THE MESSAGE
It was encouragingto note that in the ReportEstensfrequentlyalludesto the importanceof broadband.
‘Accessto higher bandwidthservices is becomingvital for the economicand social developmentsof
regional, rural and remoteAustralia’ (Finding 6.1). Further on there is mention of ‘~its] critical
importanceto the information economy’and the factthat ‘higher bandwidthserviceis becomingvital for
economicandcommunitygrowth.

Of course,wehaveheardall this before.But Estensdoesn’tstop thereas somanyothershavedone—just
paying lip service. They havecome up with possiblesolutions, and, while I questionsome of their
proposals,thisdoesn’tdiminish the factthattheyhavehadthe initiative to formulaterealsolutions.

To be fair, the governmenthas in recentmonthsattemptedto bring Australia into the global broadband
arena.But sofar the governmentinitiatives havebeenhalf-hearted— and we haven’thearda lot fromthe
BAG (BroadbandAdvisory Group) either.Let us hopethat the BAG becomesrevitalisedby this Report
andbeginsto assumeamoresignificantrole.

The strongapproachtakenby Estensis whatthe BAG shouldhaveadoptedmonthsago.But perhapsthis
will betheshotin thearmtheBAG needsto getmoving. Theywerenervousabouttaking a morevisionary
approachand actually ‘fleshing out some broadbandpolicies. The BAG could take up the Report’s
suggestionof a StrategicPlananddevelopanationalplan— of whichthe regionalplanwill be anintegral
part. It appearsto methatagreatdealof the effort expendedby theBAG hasgoneinto marginaltweaking,
plustheodd feel-goodcontentandservicesinitiative. Thefocus,however,shouldbe oninfrastructure.

5. WILL THE GOVERNMENTCOME TO THE PARTY?
It will bevery interestingto seehow thegovernmentreactsto therecommendations.It indicatedthat it had
sent themto Telstrafor comment,but Telstra’spart will be relatively easy.There are,of course,several
areasthat needspecialattention— especiallyin the Internet(technical standards)andISDN (pricing) areas.
But noneofthesewould causethemmajorconcern.

The bulk of the recommendationsare directedat the government.Estensis veryexplicit hereandclearly
statesthatthe industryshouldnothaveto assumethefinancial burdenof broadbandingregionalAustralia.
As we have statedmany times, this is an economicand social issue andneedsto be addressedvia
governmentpolicy,notasanindustryinitiative.
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To date,thegovernmenthasflatly refusedto takeanyresponsibilityfor thefunding of regionalbroadband
infrastructureand it has also clearly statedthat it will not allocate anyof the proceedsof the saleto a
telecommunicationsfund. It will bevery interestingto seehow theyare goingto resolvethis. The Report
doesnotputafigureon thecosts,but it doessuggestthatit will run into thehundredsof millions. I assume
this to beanannualfigure, althoughthis alsoisn’t actuallyexpressedin theReport.

As mentionedabove, our estimateis $5 billion — over a 5-8 yearperiod.The Inquiry believesthat a trust
fund is aneffectivemechanismfor thefunding. Thisproposalcamefrom a suggestionby ATUG, which I
fully support.

There is nothingwrong with sucha largescalegovernmentfundedinfrastructureinvestment.National
infrastructurein generalrequireslong-termfunding as it will providelong-termbenefits.For exampleI
predictthatthenextfibre-basedinfrastructurewill lastfor atlestthenext20 to25 years.

In orderto ensurethat thegovernmentclearlyunderstandstheimportanceof theReport,Estensstates:
‘The Inquiry believesthat the Governmentshouldrespondto thesefuture challengescarefully, and in
accordancewith theprinciples outlinedin this Inquiry. Failure to do so could ultimately reduceservice
benefitsfor thoseregional,rural andremoteconsumerswhothe Governmentaimsto assist’.

Is thatclearor isn’t it?

6. MASSWE TASK AHEAD
And Estensdoesn’tstopthere.TheReportgoesinto quite alot of detail onhow toproceed.It indicatesthat
a StrategicRegionalPlanwill needto be developed,bringingtogetherall thevariouselementsrequiredfor
thebroadbandingof regionalAustralia:

Exhibit 3— Strategic RegionalTelecommunicationsPlan

(Source:EstensReport)

It proposesa subsidyper customerin areasthat needto be broadbandedwith governmentassistance.In
orderto beginto considerthis plan thegovernmentwill first needto identify theseareas— somethingwe
havelongarguedfor, sincepreviousgovernmentgrants(closeto $1 billion’s worthof them)appearto have
beengivenout fairly indiscriminately.

According to the Inquiry, theseper-customeraggregatedsubsidiescould then beusedby accessproviders
tobuild broadbandnetworksin theseareas.

Thiswill beatediousprocessandcouldeasilytakea yearto developto theimplementationstage.It will be
interestingto seeif thegovernmentacceptsthefactthatit needsa StrategicPlanin thefirst place,andthen
to seehow quickly it canimplementit in orderto safeguardits privatisationprocess.I am surethat the
Parliament— andcertainlytheSenate— wouldlike to seethishappenbeforetheyvoteon T3.

To underpin and support the review process, the Inquiry considers the Government should establish and
maintain a strategic plan for regional telecommunications. Such a plan could set out Government objectives
in relation to regional telecommunications, as well as strategies, programs and projects, regulatory
arrangements, funding commitments and timeframes for achieving objectives. It would have a key focus on
strategies for providing new services under future-proofing initiatives, but could also cover other key areas
of policy priority, such as services in remote Indigenous communities, awareness and training, and demand
aggregation strategies, to take a number of current areas of policy focus.
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I can’t seethat this Report has alleviated any of the concernsthat have been voiced by the Opposition
parties and, despite a positive scorecardfor Telstra, I can’t seethat the Report has improved the
government’schancesforT3.

7. ESTENS SUBSIDY SCHEME VERY COMPLEX
While the per-customerschemelooks pretty straightforward,I am afraid it will actuallybe far more
complexthanit appearsto bein theReport.

Oneof the main reasonsfor this will bethe factthat differentcustomerandenvironmenttopologieswill
needdifferentsubsidies.Thismeansthat, to attractoperatorsthat arewilling to build new infrastructure,a
largesumof aggregatedmoneywill needto bemadeavailableatthestart.Thismeansthat,in someareas,a
veryhighsubsidywill berequiredto reacha basiclevel ofthe financingnecessaryfor sucha roll-out.

I wouldn’t like to haveto sort all of this out. Certainly,theprocessshouldbeaimedat achievingresultsthat
are fair andequitable,but I questionwhetherit will actuallybe workable.Infrastructureprojectsarelarge-
scaleinvestment-hungryundertakingsandabroaderscaleapproachmayberequired.

Estens further complicatesthe schemewith the suggestionof offering different subsidiesfor different
broadbandspeeds.Consideringthe speedwith which technologieschange,these specificationscould
becomeobsoletebeforetheyareevenimplemented.

In my opinion, any subsidiesshouldbe basedpurelyon infrastructure— and this infrastructureshouldbe
future-proof.

There will be a mixture of infrastructurerequired: Fibre-to-thehome, fixed broadbandwirelessand
satellite.Infrastructureplansneedto be addressedon a largescaleand majorplayerswill beableto take
advantageof economiesof scaleto mix and matchinfrastructurein accordancewith customerand
environmenttopology.

I still questionwhetherit wouldn’t bebetterto considera structuralseparationof the infrastructureandto
put a nationalinfrastructureplanin placethat canaddressthe issueon that level. This could still involve
regionalfacilities-basedinfrastructureproviders,but they wouldhaveto operatearoundonenationalplan.
Wealreadyhavea CountryWidecompanyandtheycouldbecometheenginebehindsuchanapproach.

8. INNOVATION THROUGHCOMPETITION
TheReportalsoclearlyadvocatesthatthewayforwardin regionalAustraliawill havetobebased,asfar as
possible,oncompetition.

In subtleways,andwithoutcriticising thegovernmentoutright, Estenspinpointsthe variousproblemsthat
exist in the market. The Report bluntly states that ‘contestable USO pilots haveyet not delivered
competitiveoutcome’.It also indicatesthat governmentpolicies shouldbe technologically-andplatform-
neutral.Well, look at thepresentgovernment’sdigital TV policies.Not only are theredifferentrules for
differentplatforms — within the digital TV platform thereare different rules for technologies,such as
multichanneling,interactiveTV, datacastingetc. Add to this thecurrentFoxtelaffair andit is evidentthat,
if anything, government policies are tending to shift further away from the pro-competitive
recommendationsandobservationscontainedin theEstensReport.

It will bea bravebodyof peoplethat undertakesto straightenout this messandchangethesegovernment
policiessothattheywill stimulatecompetition.
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Furthermore,Estensstressestheneedforcompetition,but this is exactlywhatthecurrentregimehasfailed
to deliver. There is now less competitionthan in 1997, when the new TelecommunicationsAct was
introduced.

9. LONGER-TERM SECURITY
The Reportalso goesinto comprehensivedetail in addressinglong-term requirementsto secureongoing
improvementsandongoingreviewsabout regional issues.In many of the recommendationswords like
‘timeframes’,‘monitoring’ and ‘public reports’ appearfrequently.

Therecommendations9.1 to 9.6 spellthis out:

• The governmentshouldput in placea processto regularly reviewtelecommunicationsservicesin
regional, rural and remoteAustralia, and to assesswhetherimportantnewserviceadvancementsare
beingdeliveredequitablyin thoseareas.

• The reviewprocessshould be linked to a strategic plan for regional telecommunications,and
underpinnedby ongoingarrangementsthatprovidea high degreeofcertaintythatgovernmentfunds
will bemadeavailableto supportserviceimprovementsin regional, rural andremoteAustralia, where
theywill notbedeliveredcommerciallywithin a reasonabletimeframe.

Establishinga structureforfuture reviewsofregional, rural and remotetelecommunicationsservices
should:

o providecertaintyfor regional, rural and remotecommunities;
o ensurethatreviewsareindependentfromexecutivegovernment; -

o allowfor flexible and appropriatepolicy responsesto meetthe rangeofneedsin regional,
rural andremoteAustralia;and

o promotecompetitionandcommercialservice delivery as the mosteffectiveandsustainable
serviceoutcome.

• The scopeofregular reviewsof regional, rural and remotetelecommunicationsservicesshouldbe
flexible, but thereshould bea corefocuson assessingwhetherimportantnewtelecommunications
servicesareavailableequitablyacrossAustralia.

• Future governmentsshouldbe legally obligedto respondpublicly to the recommendationsoffuture
reviews,andtojustify responsesthatare not inaccordwith reviewrecommendations.

• Thegovernmentshouldprovidefundingforfutureserviceimprovementsin regional, rural andremote
Australia,rather thanimposingfinancialobligationson industry.

• The governmentshould ensure that regular reviewsof regional telecommunicationsservices are
supportedby organisationalarrangementsthatprovidea strongfocus on monitoringand assessing
regional, rural and remoteservice levels. TheAustralian CommunicationsAuthoritywould be an
appropriatebodyto undertakethisfunction.

Estensseesa major role for the ACA in this process,with new powersandnew tasks,and I canonly
supporttheir recommendationsandviewsin that respect.

This, togetherwith adequatelong-term funding, would provide a framework to protect the continuing
securityoftheregionaltelecommunicationsinfrastructure.
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10. REGIONAL EQUALITY
Estensalso addressedthe issueof the ‘deepfelt concernaboutthe needfor equitybetweenregional and
metropolitanAustralia’. While theReport advocatesin generalterms that broadbandservicesshouldbe
availableon anequitablebasisin metro andregionalAustralia,it doesnotsaythat theseservicesneedto be
identical. This points to some of the issuesraisedby the critics who havebeenasking why we should
botheraboutthebush,asthesepeoplecan’texpectto getservicesat acity-level.
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Appendix 3
1. ANALYSIS - TELECOMMUNICATIONS COMPETITION BILL 2002

1.1 POLITICALLY RISKY MODEL
Therewill beno legislatedvirtual separationundertheproposedBill. TheMinister, not the regulator,will
dictate to the ACCC what sort of accountingseparationinformation should be disclosedby Telstra to
facilitatetheregulatorin thearbitrationprocess.

Through a ‘Disallowable Instrument’theMinister will directthe ACCC to requestdatafrom Telstraon a
range of issues,suchas prices, terms andconditions. But the legislationdoesn’tautomaticallyprovide
increasedtransparencyon how Telstra’sinternalpricing-settingregimeworks.In fact, it couldbe argued
that, by leaving the importantdecisions in the control of a politician, ratherthan in the hands of an
independentbodylike theACCC, thesituationhasdeteriorated.

Everythingwill dependon thewillingnessof theMinisterto use the ‘Disallowable Instrument’.In theory,
theseMinisterial determinationscouldbeusedto closeoff theseloopholes.Theotheroptionis to rely on
‘blackletterlaw’ — andthishas,in thepast,enabledTelstraandits lawyersto find loopholeafter loophole.

Of course,this processis opento political abuse.TheMinisterwill belobbied from all sides— hispolitical
colleagues,theOpposition,Telstraandtherestof the industry. So, while the intentionmightbe correct,I
havereservationsaboutthepracticalityoftheprocess.

With Telstra’ssuccessfulhistoryof influencinggovernmentdecisions,this legislationwill certainlyplease
the financial marketandwill openthe doorto a strongshareprice, sinceit allows Telstrato retainits
positionof influence.

The onlyreal solutionwould beto introducemuchtougherlegislation.Thishashappenedin theEuropean
andNorth Americancountries,wherethe incumbentsoperateunderfar tougher,ann’s-lengthdealingrules
in respectoftheir retailandwholesaledivisions.Theserulesarequite explicit andleavevery little roomfor
loopholes.In the self-regulationenvironmentthat existsin Australia it is necessaryfor the ACCC to test
every singlepowerit has — and they clearlydon’t havetheresourcesto do this. In everyotherindustry in
Australiamuchtougheranti-discriminationlaws andanti-trustlaws arein place. Why isn’t this thecasein
thetelecommunicationsindustryalso?

I hadhopedthat theMinisterwould haveincludedsomeof theseoptionsin his newaccountingseparation
legislation.

In summarytheproposedlegislationasksthe partiesto acceptthebill in ‘good faith’. Underthe newBill
Telstrawill beableto continueto ‘game’ theregulatoryregime.Thereareno indicationsthatTelstrawould
wantto abandonthis; it would not bein its self-interest.But evenif weput all of this asidethe newBill
will onlymarginallyimprovecompetition.

Full structuralseparationasis underdiscussionin Europeis theonly wayto createsignificantchangesthat
will resultin improvedcompetition.

1.2 THE END OF DELAYING TACTICS?
The major advantageof the new legislation will be that Telstra canno longer indefinitely delaythe
implementationofregulatorydecisions.Its rightof appealtoACCC arbitrationwill beremoved.
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I wasamusedto seeTelstracomplainingaboutthefactthat theACCC will now havemorepowersto set
wholesaleprices.Telstrahashadsix yearsto providea betterserviceto its customersandhas failedto do
so, despitenumerouswarningsfrom theMinister, theregulator,theParliamentandtheSenate.So yes of
courseby themfailing to cometo theparty,Telstrawill no longerbe ableto do whatit wantsandit is good
to seethattheACCC will soonbeabletointervenein processesthatTelstrahassuccessfullystalledfor
years.

Thenewlegislationalsosetsbenchmarksfor far moretransparentpricing principles— this,also,hasbeena
verycontentiousissue.

While theseissuesare certainly set to improve, the Bill leavessufficient loopholesopenfor Telstra to
continueits ‘gaming’ practices.

1.3 THE EFFECTS OF THE NEW BILL ON COMPETITION
Thesepositiveelementswill mainlybenefitcompaniessuchasPrimusandMCT, sincetheyarestill very
activein theresaleareaandstill dependto a greatextentonTelstra’scooperation.However,in theoverall
schemetheeffectwill bemarginalaswetalk hereaboutcompaniesrepresentingonly afew percentageof
thetelcomarket.

OptusandAAPT havealreadylargelyabandonedthis market.It will certainlymakewhatis left of their
existingresalebusinessmoreviable.It is however,highlyunlikelythat thedozenor socompaniesthathave
left themarketoverthe lastfew yearswill re-enterit. It is alsounlikely thatthecurrentplayerswill stepup
their resaleactivities to anydegree.ThenewBill will notleadto increasedcompetition.

Theworldhasmovedonandthis is prettymucha retrogradestep.It would havemadea differenceif these
measureshadbeenintroducedin, say,1998/1999whenthecompetitionwas fightingstrenuouslyfor a
betterregime.

Havingsaidthis,anythingthatpromotescompetitionis welcome— but it will havevery little impactonthe
overallstateof competitionin themarket.This is whyTelstrahasbeensoquiet on thesubject.Theyarenot
makingtheircustomaryobjectionsto thereforms;theyareprettyrelaxed.Theyhavealreadywon thebattle
andarequite contentto let theothersmopup theleft-overs.

1.4 TELSTRA THE BIG WINNER
Not only hastheforeshadowedlegislationbeenwatereddown — Telstrahasalsobeengranteda whole
rangeof otherconcessions:
• Safeharbour— beforeTelstramakesnewinvestmentsit canasktheACCC notto declaretheirservices

andleavethemunregulated.
• All declaredserviceshavea sunsetclauseof five years,afterwhich timethewholeprocessis wide

openagain.
• TheACCC is alsorequiredto warnTelstraof upcomingcompetitionnotices.

Thesafe-harbourissueis ofparticularimportance,asit will alsoprovideTelstralFoxtelwith the
opportunityto blockothersaccessto its planneddigital cableTV network.Thispartof theBill would mean
anenormousincreaseinTelstra’smonopolyanda severesetbackforcompetitionin Australia.
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1.5 THE FOCUSIS ON T3 NOT ON IMPROVING COMPETITION
While thenew Bill offers someimprovementon thepreviousregimeit is certainlynot enoughto revive
competitionin the industryandthis afterall was the whole purposeof the exercise.ThereforeI canonly
concludethat this untenablesituationexistsin Australiabecauseof theproposedsaleof T3. I realisethat
theMinister is inanawkwardposition here.ThePrimeMinisterhasone goal only— to sellT3 at all costs,
in order to securea new termfor his government.And hehastold his CommunicationsMinister to do
whateveris necessaryto fetchmethe$30 billion.

As well asthis,Telstrais breathingdowntheMinister’sneck,watchinghiseverymove.

The Minister is indeedfirmly wedgedbetweena rock and a hardplace, and I feel a certainamount of
sympathyfor him in thisunenviableposition.However,weshouldnot lose sightoftherealissue,which is
to securea first-classtelecommunicationsenvironmentinAustralia— onethatwill benefitbothour society
andour economy.

1.5.1 WhatAustralianswant

If thegovernmentdid havethenationalinterestatheartit would havelistenedto whatits voterswant:
• Better prices

Telstra is cleverly usingits opaqueprice-settingregime well beyondthe industry, and this
deliversanegativeeffectto end-users.ThePriceControlDeterminationin 2000was introduced
ingood faith, in thebeliefthatTelstra’srightsof rebalancingwould be implementedaccording
to the spirit of the legislation.The oppositeis in facthappening.Forexample,thecompanyhas
increasedits line rentalchargesandnow offers a rangeof totally non-transparentcall charges,
supposedlyrebalancingthe increases.Residentialandbusiness,fixed line andmobile charges
haveall goneup. It is clear that the endresult is a lot of extramoneyfor Telstra($100million-
plus) and this is obviously being paid for by the end-users..Without appropriateregulation,
priceswill increasesignificantly post-privatisation(airportfeesarea caseinpoint).

• Broadband for regional Australia
To date,the governmenthas refusedto considerthe funding of the $5 billion requiredfor new
broadbandinfrastructurefor regional Australia. Whereis their vision; whereis their framework
fora first-classregionalinfrastructure?

• Improved competition
Everyone agreesthat competitionhas diminished since deregulationwas launchedby this
governmentin 1997 and this new legislationwill do nothing to improve that situation.ATUG
andvariousbusinessgroupshaveconstantlyalertedthegovernmentto the concernsvoicedby
their businessmembersaboutthe lackof effective competitionin mobile, broadbandandfixed
services.Thisneedsto befixedbeforeprivatisations.

• Rejectionof privatisation
According to a surveyin TheAustralian,66% of thepopulationdoesn’twantprivatisationand
ATUG has indicated that an increasing numberof their businessmembersare opposedto
privatisation.

The current telecommunicationspolicies are totally driven by greed and the governmenthastaken an
extremelyarrogantposition, ignoring the wishesof its voters.And, while I believethat the Minister is
sincereinhis commitmentto the industry, I think he is facedwith anuphill battle againsttheexpediency
thatis thedriving forceelsewherein thegovernment.
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