Chapter Six
Commercial viability

I ntroduction

6.1 This chapter will examine the government's commitment to the NBN being a
commercially viable operation. Relevant issues include the level of demand that is
required and its relationship to service pricing.

6.2 Pursuant to this, the predicted estimated costings for the NBN will be
outlined, together with the basis on which those costings were made. Claims that
productivity increases will result from the NBN will also be examined, as will the
contentious issue of conducting a cost benefit analysis for this massive spending of tax
payers funds.

The foundation promises

6.3 Shortly after being elected in November 2007, the Rudd Government made a
commitment to the nation that it would:

...provide funding of up to $4.7 billion, and consider the necessary
regulatory changes, to facilitate the roll-out of a new open access, high-
speed, fibre-based broadband network, providing downlink speeds of at
least 12 megabits per second to 98 per cent of Australian homes and
businesses.*

6.4 Following the termination of the RFP fibre-to-the-node (FTTN) process in
April 2009, this commitment suddenly ballooned into the current promise that the
Australian Government would build a fibre-to-the-premise (FTTP) NBN. This build
will be conducted in partnership with the private sector in what is claimed to be the
single largest nation building infrastructure project in Australia's history.

6.5 The current commitment by the government is that the NBN will:

e Connect 90 percent of all Australian homes, schools and workplaces
with broadband services with speeds up to 100 megabits per second,
100 times faster than those currently used by many households and
businesses,

e Connect all other premises in Australia with next generation wireless
and satellite technologies that will deliver broadband speeds of 12
megabits per second; and

1 http://www.archive.dbcde.gov.au/2009/april/national  broadband network, accessed
3 November 2009.
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o Directly support up to 25,000 local jobs every year, on average, over
the 8 year life of the project.?

6.6 Further, the government stated that the NBN was to be 'built and operated on
a commercial basis® by a company established specifically for this purpose, the
company now known as NBN Co.

6.7 The government has committed that 'every house, school and business in
Australia will get affordable fast broadband.” However, the cost of this new
broadband promise is nearly ten times the previous commitment, with the government
anticipating it will now require an investment of up to $43 billion over the eight year
period that the NBN build is expected to take.”

Cost — benefit analysis

6.8 The expenditure of any substantial amount of public funding needs to be
justified transparently to the Australian taxpayer. This is usually undertaken in the
form of arobust and rigorous cost-benefit analysis, which is generally a component of
the government's business case that is routinely prepared prior to embarking on a
maj or project.

6.9 When the government embarked upon its nation building infrastructure
project, a new agency called Infrastructure Australia was created to facilitate the
analysis and the prioritisation of proposed major infrastructure projects. In its first
report to government in December 2008, Infrastructure Australia stated that it had:

...adopted a new national approach to infrastructure decision making ...
[which] uses arobust framework. ...

Infrastructure Australia has rigorously applied this framework.®
6.10 Theframework has seven stages through which infrastructure projects were to
be analysed, which are asfollows:
(i) Goal identification;
(i) Problem identification;
(iii) Problem assessment;

2 http://www.minister.dbcde.gov.au/media/media rel eases/2009/022, accessed
3 November 2009.

3 http://www.minister.dbcde.gov.au/media/media rel eases/2009/022, accessed
3 November 2009.

4 http://www.minister.dbcde.gov.au/media/media rel eases/2009/022, accessed
3 November 2009.

5 http://www.minister.dbcde.gov.au/media/media rel eases/2009/022, accessed
3 November 2009.

6 A Report to the Council of Australian Governments, December 2008, p. 6.
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(iv) Problem analysis;

(v) Option generation;

(vi) Solution assessment; and
(vii) Solution prioritisation.”

6.11 The detailed explanation within Stage 6 of the framework, the 'Solution
assessment', lists the following requirements for action within that stage:

Use of cost-benefit analysis to assess those options/solutions. ... Accurate
and justifiable Cost-Benefit Analysis [CBA] has been used to appraise
options. CBA is comprehensive and includes wider economic and social
impacts.? (bolding added)

6.12 It is clear from this that the government's intention was that all proposals for
infrastructure projects of national significance were to be validated through the
application of this assessment framework, which included the requirement of an
‘accurate and justifiable' cost-benefit analysis that was to be ‘comprehensive' in nature.

6.13 In addition, Infrastructure Australia was required to assess infrastructure
proposals that were to be funded from the Building Australia Fund (BAF) according
to a set of BAF evaluation criteria and principles. Those criteria can be found on
Infrastructure Australia's website, along with an Explanatory Statement that cites:

Pursuant to s. 52(2) [of the Nation-Building Funds Act 2008], the
Infrastructure Minister must not recommend payments from the BAF unless
Infrastructure Australia has advised the Infrastructure Minister that the
payment satisfies the BAF Evaluation Criteria.

Similar arrangements apply under s. 52 to advice from Infrastructure
Australia ... through the Infrastructure Minister, to the Minister for
Broadband, Communications and the Digital Economy...°

6.14 The BAF Evaluation Criterion 2 relates to the '[E]xtent to which proposals are
well justified with evidence and data, with the first part of that criterion stating:

a) Proposals should demonstrate through a cost-benefit analysis that the
proposal represents good value for money.*

6.15 The committee reminds the government that a lack of 'value for money' was
the supporting principle used by the government to terminate the previous FTTN RFP
process.

A Report to the Council of Australian Governments, December 2008, p. 10.
A Report to the Council of Australian Governments, December 2008, p. 10.

Explanatory Statement: BAF Evaluation Criteria, accessed 3 November 2009 at:
http://www.infrastructureaustralia.gov.au/publications.aspx

10 Explanatory Statement: BAF Evaluation Criteria, accessed 3 November 2009 at:
http://www.infrastructureaustralia.gov.au/publications.aspx
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6.16 The government has made no attempt to justify its decision to push ahead
with this major infrastructure project without undertaking a cost-benefit analysis; this
was also the case with the previous FTTN NBN proposal. When Minister Conroy was
closely questioned at Senate Estimates in October 2008 whether there would be any
cost-benefit analysis of the FTTN proposal, the Minister was adamant:

This is an dection commitment, and we will deliver our €ection
commitment. ...

We are going to deliver on our election commitment. ... No ifs, no buts; it
will be delivered.*

6.17 The Senate Standing Committee on Environment Communications and the
Arts (the ECA committee) sought confirmation that the funding was to come from the
BAF, yet was to be exempt from the BAF Evaluation Criteria, to which the minister
replied:

We could not be clearer. ... This will not be subject to Building Australia

Fund processes. Thisis a separate election commitment.*?

6.18 The committee is appalled that, at the time of reporting, almost eight months
after the announcement of the commitment to a massive investment of $43 billion for
the FTTP NBN, the government still refuses to comply with its own legidative
requirements that the NBN must undergo a rigorous cost-benefit analysis.

Stakeholder opinions regarding CBA requirement
I mplementation Study?

6.19 Thereport has discussed in chapter 3 the broad scope of the multi-disciplinary
Implementation Study being undertaken by the Lead Advisor into all aspects of the
NBN roll-out. It would be logical to include a cost-benefit analysis within the broad
scope of this study. Despite the comprehensive list of inclusions within that study,
(see paragraph 3.17), most conspicuous by its absence is a cost-benefit analysis of the
proj ect.

6.20 It was clearly anticipated by several witnesses that a cost-benefit analysis
would be part of the Implementation Study. Mr Sameer Chopra stated at the public
hearing in Canberra that;

It is my understanding that [a cost-benefit analysis| would probably occur
as the NBN implementation study group comes together, but | have not
seen any cost-benefit analysis at this stage.™

11 Minister Conroy, Senate Estimates, Standing Committee on Environment, Communications and
the Arts (ECA Committee), Committee Hansard, 20 October 2008, p. 28.

12 Minigter Conroy, ECA Committee Senate Estimates, Committee Hansard, 20 October 2008,
p. 28.

13 Mr Sameer Chopra, Deutsche Bank, Committee Hansard, Canberra, 20 July 2009, p. 81.
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6.21  The committee asked a telecommunications and media analyst at this hearing
whether it would be 'prudent’ to undertake a cost-benefit analysis for the NBN, to
which the response was:

We absolutdly do. With an investment of $43 billion, whichever way you
look at it and whichever way you structure it in terms of debt equity
funding, it makes sense to perform arigorous cost-benefit analysis.**

An assessment framework

6.22  Another witness made the comment that a cost-benefit analysis was just one
of a'dashboard' of assessment tools available to the government, also anticipating this
to occur within the Implementation Study:

It is one of a range of measures that governments can use to assess the
attractiveness of particular projects. It is obviously important that projects
have a reasonable cost-benefit analysis ... irrespective. Clearly, there is
more detail which will come out through the implementation study about
the costs and benefits of this project and we look forward to seeing them.*®

6.23  The Productivity Commission held the view that conducting a cost-benefit
analysis was not the only way of assessing the viability of amajor project. Mr Bernard
Wonder explained at the Canberra hearing in October:

Desirably, cost-benefit analysis can be used as a tool to inform decision
making. Different cost-benefit assessments will present different
challenges. Sometimes they are more straightforward that other times. for
example, where there is less uncertainty in what the benefits and costs
flows are.

...It is not only cost-benefit analysis, | might add, that will give you that
information — there may be other analyses that are being conducted ... but a
cost-ltzsmefit analysis is one framework that you can enter al of these things
into.

6.24 The submission provided by the Productivity Commission went into
considerable detail about using a cost-benefit analysis as a framework, highlighting
the fact that any such analysis is only as good as the data available to feed into the
framework. The submission noted that:

The precise nature of the benefits and cost which should feed into the
analysis will depend on the specific features of the project.’’

14  Mr Dani€ Blair, Southern Cross Equities, Committee Hansard, Canberra, 20 July 2009, p. 85.

15  Mr Brendan Lyon, Infrastructure Partnerships Australia, Committee Hansard, Canberra,
20 July 2009, p. 21.

16  Mr Bernard Wonder, Productivity Commission, Committee Hansard, Canberra,
1 October 2009, pp 25-26.

17  Productivity Commission, Submission 87, p. 3.
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6.25 The Productivity Commission points to the government's Best Practice
Regulation Handbook (2007) which recommends:

...costs and benefits, including money equivalents based on willingness to
pay, should be discounted using a real rate with appropriate sensitivity
analysis.’®

6.26 A socia discount rate of seven per cent is recommended by the handbook,
with sensitivity testing between three and eleven per cent.® The Productivity
Commission believes that:

...uncertain future costs and benefits should be estimated in terms of the
risk-weighted averages (expected values) of al possible outcomes ... That
IS, uncertainty of costs and benefits should be addressed in the valuation of
the czz(())sts and benefits rather than used to vary the appropriate discount
rate.

6.27 The issue of the uncertainty of both the costs and particularly the benefits is
very pertinent to the NBN, afact pointed out by the Productivity Commission:

The use of expected values of costs and benefits is relevant to the NBN, as
uncertainties of the evolution of technologies and consumer demand mean
no single estimate for each of the future costs or benefits can be proposed
with certainty.?

6.28 The submission acknowledges the difficulties around conducting a cost-
benefit analysis for the NBN, highlighting the complexities of ‘forming appropriate
estimates of the expected values of costs and benefits.'? Further emphasising this
point, the Productivity Commission submitted that:

...cost-benefit analysis is a tool whose results are no better than the
systemic way in which it is used and the quality of data it elicits or
estimates — its value lies principaly in it being appropriately used to fairly
assess the relevant costs and benefits of a project.”

6.29 The committee acknowledges these difficulties. However, the committee
strongly believes that this should not excuse the government from their responsibility
to assess the 'value for money' of this project by conducting a cost-benefit analysis.

6.30 The submission provided by the Productivity Commission suggested that one
way to overcome much of this uncertainty is to conduct pilot trials, with the objective
of gathering information that may not otherwise be revealed. Consequently, pilots can

18  Productivity Commission, Submission 87, p. 4.
19  Productivity Commission, Submission 87, p. 4.
20  Productivity Commission, Submission 87, pp 4-5.
21 Productivity Commission, Submission 87, p. 5.
22 Productivity Commission, Submission 87, p. 6.
23 Productivity Commission, Submission 87, p. 4.
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be 'useful insurance policies® for the government. Noting that the government has
selected Tasmania as the first phase of the nationa roll-out, and also that the first
priority regions have been selected for the Regiona Backbone Blackspots, the
submission suggests that information from these 'pilots' could provide valuable input
into the framework of a cost-benefit analysis.

6.31 The committee views this as sound advice, but believes the suggested
approach of awaiting results from pilots could see the timeframe for implementation
of the NBN blow out considerably. However, the committee also recognises that the
additional time taken would be a relatively inexpensive ‘insurance policy’ when
measured against the $43 billion investment at risk.

6.32 One organisation that remains highly critical of the government's refusal to
undertake a cost-benefit analysis is the Business Council of Australia (BCA). The
written submission provided by BCA attached their submission to the government
regarding regulatory reform options.

6.33  Although supportive of the NBN proposal, BCA's submission to this inquiry
noted that the government's decision to create the NBN Co was:

...asignificant departure from past policy approaches in the ICT sector and
the market-led approach to broadband investment favoured by the OECD.
The proposal is therefore not without some risk and... the BCA contends
that further analysis of the[NBN FTTP] proposal is warranted.?

6.34 BCA supported this cal for further analysis citing recent advice to
governments by the OECD that 'policy makers must evaluate the costs and benefits of
any government investment in communication infrastructure.”® The submission stated
further that:

Consistent with this advice and with international best practice, the
government should provide publicly and in full a cost-benefit analysis that
also sets out the investment case for the planned roll-out ...

Rigorous cost-benefit analysis needs to be an in-built part of all spending
decisions ... The government needs to remain committed to having
Infrastructure Australia audit the likely benefits of maor infrastructure
projects and ensuring the transparency of policy advice.?’

6.35 Attention was drawn to the lack of publicly available information about the
government's policy intentions, which presumably will be entaled in the
Implementation Study. Highlighting the need to fill this information vacuum, BCA

24 Productivity Commission, Submission 87, p. 6.

25  Business Council of Austraia (BCA), Submission 52, p. 3.
26 BCA, Submission 52, p.3.

27 BCA, Submission 52, p.3
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cautioned that until the government's intentions are more fully detailed, 'much
potential current and future investment [in broadband take-up] could be held back.””®

6.36  The submission by BCA to the government's discussion paper on regulatory
reform further elaborated on these issues, again emphasising the need for the
Implementation Study to be completed expediently. The submission made a number
of high level recommendations, two of which were directly relevant:

e The government should make the completion of the NBN
implementation study a high priority and avoid upholding potential
investment, both within and outside the NBN, due to bureaucratic
delay or regulatory uncertainty.

e A thorough cost-benefit analysis on the NBN proposal should be
made publicly available, to ensure that the approach that has been
proposed has a net benefit for the Australian economy and to
underpin confidence in investment.®

6.37 The committee fully supports this call to the government to ensure that the
Implementation Study is completed expediently and that a thorough cost-benefit
analysis is conducted, with the outcomes of both of these to be available for public
scrutiny.

Existing analysis®

6.38 At thetime of reporting, there had been only one academic attempt to conduct
a structured cost-benefit analysis. This was presented by economists Professor Henry
Ergas and his associate, Professor Alex Robson at a Productivity Commission
roundtable on evidence-based policy.

6.39 The telling conclusion of this detailed analysis was that the overall costs of
the NBN will far outweigh any benefits by between $14-20 billion. This is a
staggering claim that surely must ring alarm bells for the government.

6.40 Professor Ergas and Professor Robson are both previously from Concept
Economics. Their analysis compares the likely costs of connecting those within the
90 percent footprint of the FTTP network with the counterfactual cost of upgrading
the existing HFC and copper assets. The latter scenario is similar to the government's
previous FTTN proposal, but with higher speeds of 30-40 Mbps and enabling wireless
broadband in regional areas of up to 30 Mbps. The economists estimate that the cost to
build the FTTP NBN would be around three times the cost of the counterfactual.

28 BCA, Submission 52, p.4
29 BCA, Submission to DBCDE on Regulatory Reform for 21%-Century Broadband, p.4.

30  Thissection includes observations made by and through Communications Day, 2-4 September
2009.
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6.41 Theanalysis of the benefits was based on the likely increase in the consumer's
willingness to pay for the increased speed offered by the NBN FTTP. Thiswillingness
to pay is then mapped over a 20 year period (life span assumed for the FTTP),
allowing for increases in income and the development of future applications that could
drive demand. Professor Ergas explained the analysis as follows:

Our cost-benefit analysis is based on the bottom-up approach, ...the way
that works is that we assume a rate of growth in the willingness to pay and
then we assume that the willingness to pay for higher speeds increases more
rapidly than the willingness to pay for lower speeds. ...

We then value the benefits in that way. That is an absolutely conventional
way of doing this sort of exercise for new goods. We then use that valuation
to compare it to the schedule of costs and that then gives you the
comparison between the costs and benefits... >

6.42 The paper suggested that the NBN would take longer than eight years to build
and that consequently any flow-on benefits would be delayed. Also questioned was
the government's claim that eHealth applications development will surge.

6.43 The authors were critica of a number of assumptions made by the
government that were fundamental to the development of the current NBN policy.
One criticism was the government's claim that the NBN would result in an increase in
productivity after 10 years of 1.1 per cent. The authors stated their belief that this was
incorrectly based on the change in productivity resulting from there being no
broadband available, whereas most Australian consumers already have some form of
broadband.

6.44 There is dso an admission within the paper that the option of delaying the
project was not costed. However, the authors are quoted as suggesting that:

This option is likely to have high value, particularly if it is accompanied by
regulatory reform that addresses the current disincentives to invest.®

6.45 The authors conclude that if the costs of the NBN outweigh the benefits by
more than $17 billion, the project should not proceed. As Professor Ergas stated at the
Canberra hearing:

What it shows to my mind is that you need to do this kind of analysis
because otherwise it isimpossible to take rational decisions.®

6.46  Since the publication of this paper, there have been some criticisms of the
overal outcome arrived at by the authors, their assumptions and the fact that they
advocate a counterfactual that is similar to the now terminated FTTN proposal.

31  Mr Henry Ergas, Committee Hansard, Canberra, 1 October 2009, p. 43.
32  Australian Financial Review, Wednesday, 2 September 2009, p. 3.
33  Mr Henry Ergas, Committee Hansard, Canberra, 1 October 2009, p. 44.
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6.47  The committee believes that this criticism only serves to emphasise the need
for the government to take the lead, undertaking a robust cost-benefit analysis that
makes use of all the information that only the government has available to it through
the ongoing Implementation Study.

Government position

6.48 The committee sought advice from the Department of Broadband,
Communications and the Digital Economy (the Department) on whether a cost-benefit
analysis was planned for the NBN. The Department reiterated the Minister's claim that
the implementation of the NBN ‘is the government's commitment' and continued that:

There will certainly be an independent, multidisciplinary set of commercial,
technical and legal advice.®*

6.49 However, this apparently will not include a cost-benefit analysis.

6.50 The Department of Finance and Deregulation (DoFD) played a significant
role in determining that the FTTP proposal should proceed. When questioned about
how DoFD determined the costing estimates for the proposal for the FTTP network, it
was explained that:

Our costing exercise was entirely related to the cost of building or acquiring
a network. It was not a business study or a cost-benefit study or a business
caseanaysis. ...

In terms of advice on cost and benefit, certainly we have given advice to the
minister in relation to those matters on NBN Co., but a full cost benefit
analysis was not done as part of the period leading up to the [April 2009]
announcements by the government.®

6.51 Officers from the Treasury were also questioned in relation to the costing
exercise, and in particular whether Treasury would normally be asked to conduct a
cost-benefit analysis of a major project proposal as part of its advice to government.
Treasury responded:

We would not. ...aformal cost-benefit analysis has not been undertaken.®

6.52 However, Mr Murray did attempt to explain this response in the ensuing
discussion. Although there may be some benefits that would be readily identified,
such as increased capital stock, and clear economic benefits from increases in
productivity, he said other benefits would be less obvious, including those resulting
from improved competition and greater network coverage:

34  Mr Colin Lyons, DBCDE, Committee Hansard, 20 July 2009, p. 99.
35 Mr Simon Lewis, DoFD, Committee Hansard, Canberra, 1 October 2009, p. 90.

36  Mr Richard Murray, Department of the Treasury, Committee Hansard, Canberra,
1 October 2009, p. 12.
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...there are likely to be significant spin-off benefits of this. ... Those spin-
off benefits are very difficult to quantify.>’

6.53 The committee was troubled to hear Finance Minister the Hon Lindsay
Tanner seem to concede that a cost-benefit analysis would be too hard, due to the high
level of uncertainties that exist:

...cost-benefit analyses are only as good as the assumptions you feed into
them and it is hard to make assumptions about applications and services
that will only be imagined and marketised in a high-speed [NBN]
environment.*

6.54  Again, the committee remains highly critical of the dismissive attitude taken
by the government that such uncertainties justify tossing a cost-benefit analysis into
the "Too Hard' basket.

Minority lack of concern

6.55 Conversdly there were a number of key stakeholders who stated that they
were not overly concerned that there would be no cost-benefit analysis of the NBN
project. Some pointed to historical examples of large national infrastructure projects
that would most likely not have gone ahead if approval was dependent on a rigorous
cost-benefit analysis. For example, Mr Maha Krishnapillai from Optus explained:

...if Sir John Monash in Victoria in 1920s and 1930s had to do a full
economic cost-benefit analysis in terms of rolling electricity out to regiona
Victoriait would have failed and would not have gone ahead on the basis of
why V\éguld you rollout electricity to replace a whole lot of candles and gas
lights.

6.56 At the Communications Day Congressin Melbourne during October, the issue
was the topi EoOf apanel discussion that ‘revealed pronounced industry ambivalence on

the subject’.™ Mr Greg Muller Managing Director of Bullseye was quoted as saying
that the delay caused by insisting on a cost-benefit analysis:

...could be more harmful that the project itself — leaving Australia exposed
to increased competition from other countries proceeding with their own
fibre builds. ...

If we're going to be sustainable as an economy and as a society into the
future, we need access and we need speed ...[which] are fundamental needs
for our society as part of our growth ... failing to implement [the NBN] is

37  Mr Murray, Department of the Treasury, Committee Hansard, Canberra, 1 October 2009, p. 12.
38 Communications Day, 21 September 2009, p. 6.

39 Mr MahaKrishnapillai, Optus, Committee Hansard, Sydney, 5 August 2009, p. 45.

40 Communications Day, 16 October 2009, p. 3.
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only going to constrain us and constrain our business in much bigger ways
than $43 billion.*

6.57 There was a consensus in that panel that, due to the high level of unknowns,
particularly regarding future innovative applications that may be a consequence of the
NBN, concern for the cost-benefit analysis was possibly over-stated. Examples of
present and future applications and uses for the NBN are featured in chapter seven.

6.58 The committee acknowledges that there will be innovations that evolve in an
NBN environment. However, the committee strongly disagrees with the reliance on
policies based on a 'build it and they will come' mentality, which the committee
believesis apoor substitute for arigorous and publicly disclosed cost-benefit analysis.

Commercial viability

6.59 Asnoted in the introduction to this chapter, the government has committed to
ensuring that the NBN Co operates as a ‘commercially viable' Government Business
Enterprise (GBE). Thiswill be a necessary pre-requisite for the government to be able
fulfil its subsequent commitment to sell down its share in the NBN Co five years after
the network is fully operational. However, in stating this desired outcome, the
government has yet to define how it will measure the ‘commercial viability' of the
NBN Co, which adds to the list of uncertainties upon which this proposal is based.

An applicable definition

6.60  One definition of commercial viability was provided in a report to the New
Zealand Government as it sought to restructure its energy sector in 1998. The report
cited severa criteria for determining whether the newly separated entities would be
commercially viable. The New Zealand scenario has parallels to the situation currently
facing the Australian telecommunications industry. The criteria to determine that the
entities were commercially viable included that the entity was:

¢ able to survive (operate without going into liquidation or requiring
financia support from its shareholders) under al reasonably
foreseeable market and operating circumstances; and

e projected in most reasonably foreseeable market and operating
conditions, including all probable market outcomes, to provide
enough positive free cash flow and net profit after tax to enable it to:

o compete effectively in the wholesale [telecommunications]
market;

0 have fundsto reinvest in the [telecommunications] sector;
0 provide acceptable returns to its shareholders; and
o borrow from the private sector on comparative terms.*

41  Communications Day, 16 October 2009, p. 3.
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6.61 The sengitivity to unfavourable variations in demand and different pricing
strategies was also taken into consideration.*®

6.62 Dueto the strong similarities of the New Zealand restructuring scenario to the
establishment of the NBN Co, the remainder of this chapter will use this definition as
a useful benchmark for further examination of the ‘commercial viability' of the
NBN Co.

Timeframe?

6.63  The committee draws attention to another critical parameter that has not been
defined, being the timeframe within which the NBN Co must attain commercial
viability. Although there has been no definite period of time over which the NBN Co
would be expected to prove commercial viability, there was a hint by the Executive
Chair of the NBN Co when he commented that:

| would certainly not exclude the possibility of providing a return on the
investment over the longer term.**

6.64  Of course, this till leaves Australia guessing exactly what is meant by ‘over
the longer term.’

The cost

6.65 According the above definition of commercial viability, the NBN Co will
need to earn a return sufficient to cover the cost of the build before it can generate
‘positive free cash flow and net profit after tax' and be able to provide ‘acceptable
returns to shareholders.’

6.66  The government has said that up to $43 billion dollars would be invested to
build a fully operational, wholesale only, national network. The project will be
undertaken as a joint investment, with government hoping to attract significant
investment from the private sector. This poses the question: what will be the actual
cost to tax payers?

Government response

6.67 The government has been questioned closely about the $43 billion investment
and what portion of that isto be the responsibility of the Australian taxpayer.

42  Energy Reform Transition Unit, Final Certification Report, Chapter 3, 21 November 2005,
accessed on 4 November 2009 at:
http://www.med.govt.nz/templ ates/M ultipageDocumentPage 5412.aspx.

43  Energy Reform Transition Unit, Final Certification Report, Chapter 3, 21 November 2005,
accessed on 4 November 2009 at:
http://www.med.govt.nz/templ ates’/M ultipageDocumentPage 5412.aspx.

44 Mr Michael Quigley, NBN Co, ECA Committee Senate Estimates, Committee Hansard,
19 October 2009, p. 74.
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6.68 At Budget Estimates in May 2009, the Minister gave a detailed opening
statement in which he noted that '...the total funding of the network will be no more
than $43 billion.' The minister further explained that:

With respect to the total cost | should make clear that advice to government
identified a cost range of $38 hillion to $43 hillion ... no-one has seriously
suggested that these figures are an underestimate. | note that even the
anayst lan Martin stated in a recent report that the government's proposed
NBN company could roll out a passive optical network based on FTTP ...
to 90 per cent of households for less than $20 billion to $25 billion. Indeed
we expect the actual cost to be significantly lower than $43 billion for a
number of reasons, including the substantial contingency intentionally built
into the estimate.”®

Lower estimates

6.69 The Minister's admission that the NBN could cost aimost half the stated
$43 billion was supported in evidence to the committee some months later. Mr Arthur
Price, CEO of Axia NetMedia Corporation, outlined his cost estimates to the
committee, stating that the greatest proportion of the cost to build the NBN would be
in connecting individual premisesto fibre. Thiswould:

...have much more of a resources logistical chalenge. We think the fibre-
to-the-premises component of this is about two-thirds to three-quarters of
the [total] capital .*®

6.70  Mr Price believed that the way that this was managed in the network built by
Axiain both France and in Alberta, Canada, was to complete the build in two stages.
The regional backhaul (Axias ‘community interconnect grid’) was deployed first and
communities connected once they had backhaul provided to their closest regional
centre.*” Mr Price believed that the NBN in Australia would not cost $43 billion,
stating that:

The fibre-to-the-premise part would be in the range of $20 billion. The
community interconnect grid [regional backhaul] — the rest —isin the range
of let us say $5 hillion to $7 billion.*®

6.71  Mr Price later reiterated that the build should cost ‘around $27 billion and less
than $30 billion."*®

45  Minster Conroy, Budget Estimates, Environment, Communications and the Arts, Committee
Hansard, Canberra, 26 May 2009, p. 50.

46  Mr Arthur Price, Axia NetMedia Corporation, Committee Hansard, Sydney, 5 August 2009,
p 15.

47  Mr Price, Axia NetMedia Corporation, Committee Hansard, Sydney, 5 August 2009, p 15.
48  Mr Price, Axia NetMedia Corporation, Committee Hansard, Sydney, 5 August 2009, p 15.
49  Mr Price, Axia NetMedia Corporation, Committee Hansard, Sydney, 5 August 2009, p 16.



77

$43 billion under the microscope

6.72  The committee questioned officers from the Department of the Treasury when
they appeared at the Canberra public hearing during October 2009. Mr Richard
Murray reiterated that it was not the government's intention that it would need to
provide the entire $43 billion; rather, 49 per cent of that would come from the private
sector over the eight-year building period. Mr Murray continued that:

The assumption has been made that the other 51 per cent [provided by the
government] would have around a 50-50 debt-equity ratio. ... That leaves
you with an equity funding by the government of about $11 billion. Not all
of that is going to be spent over the forward estimates, but we have in the
budget numbers enough to cover the government's equity investment over
the next four years.>

6.73  However, when the government was pressed to confirm it would only need to
come up with that 51 per cent, the minister admitted that:

We said we would be the 100 per cent if necessary.™

6.74  The amount of $11 billion was then further clarified in response to another
guestion on notice:

The figures ... indicate that the Government borrowing to fund its equity
contribution to the National Broadband Network might be of the order of
$8.6 hillion (comprising an $11 billion equity contribution less the $2.4
billion from the Building Australia Fund), not al of which would be
required over the forward estimates. An addition of $8.6 billion to the
borrowing program, spread over (say) four years, would represent an
increase of only $2.15 hillion per annum. An adjustment of this magnitude
would be very manageable.>

6.75 The government has committed to providing an initia investment of
$4.7 billion, which includes:

$4.45 billion for an equity injection for the company that will build and
operate the network and an investment in the early rollout of the fibre-based
network in Tasmania.*

50  Mr Richard Murray, Department of the Treasury, Committee Hansard, Canberra,
1 October 2009, p. 5.

51  Minster Conroy, Budget Estimates, Environment, Communications and the Arts, Committee
Hansard, Canberra, 26 May 2009, p. 79.

52  Department of Treasury, Answersto Questions on Notice, 1 October 2009,
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6.76  This $4.7 billion comprises $2.4 billion from the Building Australia Fund; the
remaining $2.3 billion is to be provided through the future issuance of Aussie
Infrastructure Bonds. Further discussion about the issuing of bonds can be found in
chapter five.

Wholesale only entity

6.77 Evenif the overal cost of the NBN isless than $43 billion, the major limiting
factor to commercial viability isthat NBN Co will only provide wholesale services to
access seekers. Basically, NBN Co can only sell access to the fibre, and that will
generally be to telecommunications retailers, at least in the formative years. It is
common knowledge that the major commercial value is in the retail service arena, in
which the NBN Co cannot participate.

6.78 If the NBN Co is to be commercialy viable, it follows that the prices it
charges for access to the wholesale services must ensure that the NBN Co can meet
the minimum criteria listed in paragraph 6.60 above. Critical among those criteriais
the ability to provide sufficient positive cash flow to enable reinvestment in the sector
and also provide acceptable returns to its sharehol ders.

6.79  To assessthe ability to generate positive cash flow, a basic requirement would
be a sound understanding of the cost of building a fully operational NBN. Due to the
current lack of information regarding the technical build and consequently the overall
cost of the NBN, prices that have been suggested to date by analysts and
telecommunications companies can only be regarded as speculation. Again, details
within the Implementation Study will hopefully enable more precise calculations.

The relationship between demand and pricing
|s there demand for high-speed broadband?

6.80 The demand for broadband services across Australia is increasing, according
to the June 2009 statistics from the Australian Bureau of Statistics (ABS) on Internet
Activity. Comparisons to June 2008 data show a continuing upward trend in
broadband connections and a corresponding decrease in dial-up connections. >

6.81 An interesting figure is that there still remain over one million dial-up
subscribers out of atotal of 8.4 million internet subscribers.® Almost 13 per cent of
Australian internet subscribers are currently not connected to broadband services. This
is a significant statistic that the government must consider as a possible limitation to
achieving commercial viability of the new network.

54  http://www.abs.gov.au/AUSST AT S/abs@.nsf/ProductsbyRel easeDate/6445F12663006B83
CA256A150079564D?0penDocument, accessed 6 November 2009.

55  http://www.abs.gov.au/AUSST AT S/abs@.nsf/ProductsbyRel easeDate/6445F12663006B83
CA256A150079564D?0penDocument, accessed 6 November 2009.



http://www.abs.gov.au/AUSSTATS/abs@.nsf/ProductsbyReleaseDate/6445F12663006B83%20CA256A150079564D?OpenDocument
http://www.abs.gov.au/AUSSTATS/abs@.nsf/ProductsbyReleaseDate/6445F12663006B83%20CA256A150079564D?OpenDocument
http://www.abs.gov.au/AUSSTATS/abs@.nsf/ProductsbyReleaseDate/6445F12663006B83%20CA256A150079564D?OpenDocument
http://www.abs.gov.au/AUSSTATS/abs@.nsf/ProductsbyReleaseDate/6445F12663006B83%20CA256A150079564D?OpenDocument

79

6.82  Subscription to Digital Subscriber Line (DSL) continued to comprise the
greatest proportion of non-dia-up connections; however this figure fell from
63 per cent in December 2008 to 57 per cent in June 2009.%°

6.83 What is most notable is the staggering ongoing growth in wireless broadband
connections, which now represent around 47 per cent of the DSL subscription. In
June 2009, there were just over two million wireless subscribers, with over 1.9 million
of these being mobile subscriptions. This equates to an increase of over 51 per cent in
wireless subscriptions over the previous six months.>’

6.84  This figure would no doubt be even higher, as the ABS site states that the
figure of two million does not include internet connections via a mobile phone
device.® Given the ever increasing use of handheld devices by a progressively more
mobile workforce, added to by the popularity of new smart phones, such as the
iPhone, the committee suggests that this figure should be markedly higher.

6.85 Some of these statistics should be examined at more than just face value. In
fact the increasing prevalence of wireless broadband connections raises serious doubts
over the need for fibre to 90 per cent of Australian premises.

6.86 The ABS statistics a'so document the increasing appetite among Australians
for higher download speeds, with 57 per cent of internet users now subscribing to
download speeds of 1.5Mbps or greater, up from 51 per cent in December 2008.
However, another telling aspect to the ABS report was that the demand for the highest
speed connections of above 24 Mbps remained steady at 5 per cent over the last six
months.

6.87 Thisindicates that the increase in demand for speed is limited to the lower end
of the speed range, hence questioning the requirement of the government's move from
the RFP proposal speed of 12 Mbps. Mr Kevin Morgan was one witness that raised
this point directly with the committee when he suggested the government needed to
provide affordable broadband, not just to the individual consumer but to 'society at
large." Mr Morgan pointed out that the current UK proposal for broadband is for 2
Mbps as a national goal, suggesting that for Australia:

...it might be more realistic to perhaps go back to the 12 megabits as the
baseline. That would be adequate for most applications that any domestic
user would want. ...

56  http://www.abs.gov.au/AUSST AT S/abs@.nsf/ProductsbyRel easeDate/6445F12663006B83
CA256A150079564D?0penDocument, accessed 6 November 2009.
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So 100 megabits is definitely gold plating and perhaps not necessary.*

6.88 In Canberra the committee heard from Mr Daniel Blair from Southern Cross
Equities, who agreed that there was not the demand for 100 Mbps, in fact he believed
that '[t]here is not that propensity of demand for [even] 12 megabits per second.'® He
later continued that:

In our view there is not a demand for 100 megabits per second. [But] if you
offer someone something for free they will probably takeit up. ...

Itis p(rscletty hard to see how you are going to use 100 megabits per second
today.

6.89 Mr Blair stated quite firmly that the FTTP network would not be
economically viable, partly due to the lack of demand in two areas:

...we believe there is limited demand from consumers — firstly for the
speeds being proposed and, secondly, alow propensity by consumers to pay
above what they do today.®

6.90 On this basis, Mr Blair believed that the NBN would not be attractive to
potential investors, and that in fact, 'l would not be recommending this investment at
this stage.'®

A different pricing model?

6.91 Aligned to the discussions of both Mr Blair and Professor Ergas relating to
consumers' ‘'willingness to pay', a commentator from Nokia, Mr Bob James, came to
the following conclusion:

History shows us that people and businesses ... looking back over the last
ten years ... have paid the same amount or less year after year in most
countries yet received faster speeds. ...

Many households in urban areas have the option of paying for higher speed
today, but choose their plans based on needing more gigabytes per month
rather than more megabits per second.®

6.92 What Mr James infers is that families are looking for subscription plans that
meet their higher download data capacity requirements, rather than just seeking higher
speed capacities for those downloads.

59  Mr Kevin Morgan, Committee Hansard, Melbourne, 7 October 2009, p. 53.

60  Mr Daniel Blair, Southern Cross Equities, Committee Hansard, Canberra, 20 July 2009, p. 89.
61  Mr Blair, Southern Cross Equities, Committee Hansard, Canberra, 20 July 2009, p. 94.

62  Mr Blair, Southern Cross Equities, Committee Hansard, Canberra, 20 July 2009, p. 85.

63  Mr Blair, Southern Cross Equities, Committee Hansard, Canberra, 20 July 2009, p. 88.

64  Mr Bob James, Nokia Siemens networks APAC, Communications Day, 3 November 2009, p. 6.



81

6.93 Referring to the current price modelling based on speed, Mr James
commented that:

Charging for speed made sense when fast connections to business premises
were constructed at one time and at great expense. ... It made sense when
something rare had to be rationed. But does it make sense when the
government is spending considerable amounts of money to make fast
broadband universally available at affordable prices?”

6.94  Mr James suggests that the NBN Co could charge for usage, rather than for
speed, for example applying a monthly fixed fee per premises, plus a charge per
gigabyte of usage. Mr James continued:

This utility style pricing ...is a good way of pricing by value for high fixed
cost infrastructure — rather like water and electricity. It also aligns the ...
long term interests of the end user, the retailer and the network owner.

6.95 This line of thought picks up the thread of conversations the committee has
had with Mr Arthur Price. In evidence before the committee, Mr Price has consistently
advocated Axias principle that the network owner does not compete with their
customer. If network is thus established as a wholesale-only operation, then it is
Axia's contention that structural separation will occur by default.

6.96  The network owner (in Australia’s case, the NBN Co) will then be focussed
on attracting access seekers in order to be commercially viable, rather than actively
competing with them and restricting their access. If the fibre network is of the highest
quality, access seekers will be attracted to it. They in turn will seek to attract
consumers through differentiation of thelir retail services.

6.97  Mr James pricing model would dovetail neatly into this scenario, aigning the
needs of the NBN Co, its access seekers and the Australian consumers. This has
potential as an optional operating model for the NBN Co.

6.98 Mr Price said that wholesale next generation networks, such as Australia's
proposed NBN, would need to alter their operations and focus on long term benefits.
This is due to the fact that fibre networks have high up-front capital costs. However,
Mr Price reminded the committee that FTTP has low recurring maintenance costs and
activities. Consequently, the wholesale owner will:

...depend on the evolution of new, compelling services for end users and a
change in the way end users buy. Those are transformational things. They
depend on the evolution of a vibrant, competitive retail services sector that
provides easy-to-adopt, high value services.®’

65  Mr James, Nokia Siemens networks APAC, Communications Day, 3 November 2009, p. 6.
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6.99 Mr Price then outlined a scenario that he believed would deliver a
commercially viable wholesale-only open access network. However, the notable
difference between Axia's model and that of the government is Mr Price's suggestion
that the starting point is 'a level of financia support', to be provided by the
government. Generally 'in the range of a third of the capital,”® this financia start-up
would be considered a government grant that will not be expected to earn areturn.

6.100 However, in this scenario Mr Price claims that the grant would aso be a one-
off cost to government: '[T]his financial support is not ongoing.' In addition, if
regional backhaul was provided through that one-off government grant, he believes
there would be no further need for the additional government ongoing funding to
ensure ubiquitous regional telecommunication coverage:

...take into account substantial funding ...to regiona and rural Australia
and they crystallise that into one time span and get rid of it — let me use an
example — they would have a payout of having a $2 billion one-time
grant... [that] would deal forever with the regiona and rura dislocation.
That would not be a grant, that would be a saving against ongoing
programs.®®

6.101 Using the scenario above, Mr Price believed that wholesale access prices for
each premises in Australia could be between $40 and $60 per month.” Mr Price also
discussed in detail the key success factor for a wholesale network to be commercialy
viable, stating that:

For wholesale fibre-to-the-premises investments to be viable the key
criterion is to ensure market penetration covers the cost of capital for the
implementation of the fibre-to-the-premises and associated infrastructure.”

6.102 Using the access prices of $40 to $60 per month, Mr Price thought it would be
possible for a customer to have a voice-plus-I SP price starting at about $50 per month
for alower end 25 Mbps service, ranging to $80 to $100 for 100 Mbps. This compares
favourably to what Mr Price believed was the current average cost for a Telstra
customer of $100 per month. At those pricing levels, the NBN Co could drive demand
for its network, attract access seekers and hence achieve the level of market
penetration that would ensure commercia viability. Mr Price stated that the ideal
penetration level was around 70 per cent, and until that is achieved there would be
shortfalls for the company. "
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Other pricing guesstimates

6.103 As mentioned previously, without the Implementation Study, the industry can
only speculate on what could be the pricing levels of the wholesale access.

6.104 At the Telecoms World conference in Sydney during September 2009, a
telecommunications analyst, Mr Mark McDonnell, estimated that wholesale access
prices would cost more than doubl e the cost suggested by Mr Price.

6.105 Mr McDonnell aso pointed to what he believed was a lack of demand for
high speed broadband, stating:

...no-one has yet provided any rea evidence relating to unmet demand for
100M bps broadband delivery for the household.”

6.106 This statement seems to be verified by the ABS statistics cited above that
showed there was no growth in the demand over the last six months for services above
24 Mbps.

6.107 Using his own set of assumptions, Mr McDonnell calculated the cost of
wholesale prices would be $113 per month if the NBN achieved 100 per cent
penetration, ramping up to $905 per month if the network achieved only 12 per cent
penetration.”

6.108 Mr McDonnell continues that:

Itisn't 7réard to imagine what would happen to consumer demand under these
prices.

6.109 The committee notes that the penetration of the recently completed tasCOLT
pilot achieved was only around 25 per cent.”

6.110 Mr Blair also provided some estimates of probable pricing, likewise based on
a series of assumptions (necessary due to the lack of accurate information), including
a take-up assumption of 50 per cent after 10 years of operation. Under his modelling,
Mr Blair proffered that:

...to maintain a 10 per cent return would require that the wholesale price be
somewhere around the $110 mark. If you are aretailer ... [tjoday's margin
levels suggest [aretail price] around the $200-$220 mark. It is conceivable
that perhaps it could be $150, but that would be on very thin margins ...""
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6.111 A more optimistic estimate of the cost of wholesale access was made in late
October by an Optus analyst, placing the cost at between $40 and $70 per month
depending on the level of service selected by the customer. Not surprisingly, this
lower-end price was quickly highlighted by Minister Conroy.”

6.112 The committee draws attention to the government's commitment that it will
provide every house, school and business 'access to affordable fast broadband.’
(emphasis added). Wholesale access prices must be structured to ensure that no
Australian business, household or school is excluded from the potential benefits
offered by the NBN through alack of service affordability.

The value of existing assets

6.113 With the view that market penetration rates of around 60 to 70 per cent will be
required for the NBN Co to be commercially viable, the obvious question is how can
that be achieved by a new network when the current incumbent, Telstra, will aso be
striving to retain at least 60 per cent of the market.

6.114 The obvious solution would be to utilise as much of Telstras existing
infrastructure — its underground conduits, pits and pipes — as possible. The value
placed on Telstra's assets, and consequently the bargaining power it could wield, was
aso subject to much industry speculation. At least that was the case until
26 October 2009, when the government inadvertently tabled a report by the ACCC
that revealed Telstra's true worth to the Australian public.

6.115 Discussion in the industry has centred on the probability that Telstra could
negotiate with the government to 'vend in' its assets, including the transfer of its
customer base. This would resolve the dilemma of NBN Co in struggling to attract
customers to the new network, with the bonus of achieving the immediate high market
penetration and hence faster attainment of commercial viability. It could also be (very
optimistically) seen by some as a 'win' for Telstra, considering the well known fact
that much of their copper customer access network is ageing and consequently heavily
mai ntenance-intensive.

6.116 Conversdly, Telstracould have chosen not to negotiate with the government at
al. Instead, with the knowledge that it would take the government least eight years
before the NBN was built and fully operational, Telstra could easily have made a
concerted effort to upgrade its own infrastructure during that period. They would
subsequently be able to retain and possibly increase their customer base through their
upgraded offerings, leaving the new NBN virtualy stranded, underutilised and
definitely not commercially viable.

6.117 That option has been severed with the government's tabling in
September 2009 of the Telecommunications Legislation Amendment (Competition
and Consumer Safeguards) Bill 2009. This bill seeks to amend the severa pieces of

78  Seediscussion, Communications Day, 23 October 2009, p. 1.



85

existing legislation, with the overall effect of enforcing the structural separation of
Telstra's wholesale and retail business units, thus removing the incentive to optimise
its market power. Thislegidlation is discussed in detail in chapter seven.

6.118 Negotiations between Telstra and the government were ongoing at the time of
reporting. No-one will ever know the full impact that the mistaken revelation of
Telstras asset value has made on Telstra's negotiations with the government.
However, for commercia viability, the NBN Co needs more than just Telstras
infrastructure; it requires Telstra's customers who are using that infrastructure. This
customer base is most certainly as valuable as the infrastructure itself.

Legidation to allow price setting

6.119 One of the outcomes sought by the Telecommunications Legislation
Amendment (Competition and Consumer Safeguards) Bill 2009 is to amend the
powers of the Australian Competition and Consumer Commission (ACCC) in making
access determinations. As noted in the Explanatory Memorandum to the Bill:

A key reform made by this Bill to Part XIC [of the Trade Practices Act
1974] is the removal of the ACCC's role in arbitrating access disputes
between access providers and access seekers, and the introduction of a
power for the ACCC to set up front the terms and conditions of access to
declared services to apply to all access providers and all access seekers.™

6.120 This provision seeks to end the ability of Telstra to 'game’ the regime,
streamlining the pricing process and providing pricing certainty to access seekers and
their customers. It is amove that will no doubt be welcomed by the majority of access
seekers who have experienced both the investment uncertainty and the costly and
time-consuming litigation processes that have plagued the industry for the last decade.

6.121 However, even if the legidation is passed and the ACCC is granted the power
to set prices, the committee highlights that there is still no clear basis on which the
ACCC can decide prices. The committee again urges that the Implementation Study
must be publicly provided to ensure that the previous industry uncertainty around
pricing optionsis not perpetuated by government delays.

Pricing principles

6.122 The Productivity Commission (the Commission) provided a submission to
this inquiry that drew from recent reviews it had conducted, noting that the
Commission had not undertaken any recent reviews into broadband itself. Regardless
of this, the submission provided some very useful principles that govern a number of
aspects around the deployment of the NBN, including pricing principles.

79  Telecommunications Legidation Amendment (Competition and Consumer Safeguards) Bill
2009, Explanatory Memorandum, p. 141.
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6.123 An insight provided by the Commission is that governments should not
regulate prices 'unlessit is clearly necessary to avoid larger efficiency losses from the
successful exercise of market power." Although this implies that price regulation in the
current telecommuni cations environment is warranted, the submission then states that:

Price regulation should not be employed to meet social objectives.®

6.124 This places some cloud over the continuation of price regulation once the
NBN is fully operational, due to the high level of social benefit. Although social
benefits of the NBN are difficult to quantify or monetise for the purpose of a cost-
benefit analysis, they are certainly an assumed consequence by the government and
major stakeholders.

6.125 The Commission also cautioned that ‘price setting is an imprecise exercise'
and that '[A]ll of the methods available to regulators for setting an "efficient” price
have shortcomings.'®

6.126 Having noted that price-setting is an 'imprecise exercise, the Commission
warned that there are negative effects of setting prices either too high or too low:

Prgjudicing future investment in important infrastructure services through
setting prices too low is likely to be much more economically damaging
than allowing service providers some prospect of retaining a modicum of
monopoly rent.

e Excessively low access pricing produces adverse effects gradualy,
but its long-run welfare implications can be significant. If access
prices remain too low, no firm (including the incumbent) will make
core network investments as it cannot expect a reasonable return on
capital.

o Excessively high access prices discourage service-based competition
and lead to excessively high retail prices, less product variety and
the potential for inefficient duplication of facilities.®?

6.127 The Commission recommended that prices should be set so that they are:
...a least sufficient to cover efficient long-run costs, including a return
commensurate with the commercial and regulatory risks involved.®

Competitive neutrality

6.128 The Commission's submission also discussed the issue of competitive
neutrality, noting that the full operational and governance arrangements are till
uncertain. The Commission states that compliance with the policy of competitive
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neutrality would ensure that any company operating as a government business would
not have a competitive advantage. The submission quotes from the Commonwealth
Competitive Neutrality Policy Satement (1996), which warned that:

Where competitive neutrality arrangements are not in place, resource
allocation distortions occur because prices charged by significant
government businesses need not fully reflect resource costs. Consequently
this can distort decisions on production and consumption ... [and] aso
distort investment and other decisions of private sector companies.®*

6.129 This has clear implications for the NBN Co and aso for the ACCC in setting
up front costs for access to the NBN Co, which will be a mgor GBE. The
Commission cautioned that:

...prices set by any government-owned business should fully reflect
resource costs and, in doing so, achieve a commercia rate of return on the
business' capital .2°

6.130 This note of caution is not only relevant, but also highlights yet again the fact
that the costs of building the NBN are an essential component in the price setting
process for the wholesale-only network. Without knowledge of the anticipated cost
outlay, the prices cannot be set to ‘reflect resource costs and consequently no-one can
determine whether the NBN Co will ever be acommercially viable entity.

Discard the commercial viability requirement?

6.131 There have been a number of stakeholders who have questioned the
government's insistence that the NBN Co must be a commercially viable GBE. The
founding CEO of Internode is among those who believe that the government is
mistaken in trying to achieve this outcome. Mr Simon Hackett aligns the creation of a
dedicated national broadband network with the building of Australia's national road
system. He notes that the last 50 years of economic growth and prosperity was
facilitated by the national roadwork, and suggests that the next 50 years growth will
be equally dependent on building a dedicated national broadband network.

6.132 Consequently, Mr Hackett states that:

...the new network, like the nationa road network, should be initially built
as a 100% government funded network, not as a public-private partnership,
to avoid a tug-of-war between competing drivers that could literally pull the
network apart.

6.133 Mr Hackett explained this further:
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The natural agenda of a commercial investor ... conflicts fundamentally
with the long term, nationally available, wholesale-only aspects of the NBN
policy.

...this just serves to highlight that the commercial investment model is the
wrong model to apply to a network of this nature!®’

6.134 Professor Joshua Gans was also of the view that the government should not
force the NBN Co to be a commercially viable entity. Professor Gans pointed out that
the NBN will be a critical infrastructure project for Australia, and stated that:

There is a lot of discussion regarding the new broadband network and
whether it can earn a commercia return. As an economist, | regard that as a
largely irrelevant consideration for what is essentialy a government
infrastructure policy.®

6.135 Professor Gans believed that the government must place greater consideration
on the long term benefits of the NBN, adding the interesting viewpoint that:

...part of the future proofing is being not just technologically future proofed
but economically future proofed aswell. ... | see it not as broadband policy
but infrastructure policy and that is how we have to think about it.%°

The promise of pricing equivalence

6.136 Adding to the pricing confusion is the commitment by the government not
only to provide affordable broadband across the nation, but also to ensure that
everyone in Australia pays the same price for their broadband services. This is in
response to thus-far unanswered and long-standing criticisms that regional and remote
Australians are forced to pay far higher prices for a service than their metropolitan-
living compatriots.

Cross-subsidisation

6.137 In order for wholesale access prices to be equivalent right across the
Australian landmass, and over the three different delivery modes, it is apparent that
access prices for the less-profitable regional, rural and remote communities will need
to be supported by cross-subsidies from the more commercially viable urban centres.

6.138 Minister Conroy has been quoted as confirming that the NBN will offer
uniform wholesale pricing across fibre, wireless and satellite:

This is unashamedly and explicitly a cross-subsidy to deliver equivalent
serviceto all Australians.

87  Mr Hackett, Communications Day, 17 August 2009, p. 6.
88  Professor Joshua Gans, Committee Hansard, Melbourne, 7 October 2009, p. 66.
89  Professor Gans, Committee Hansard, Melbourne, 7 October 2009, p. 67.
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My ambition is that there will be the same wholesale price for every
household for the same speed across satellite, wireless and fibre-to-the-node
[premises].

We are saying up front this will be a cross-subsidy, one wholesale price
averaged across the country.®

6.139 The minister further clarified this severa weeks later at Senate Estimates,
however also inserted a caveat:

What | said in Tamworth was that across the fibre network for 90 per cent
there would be one price for a product — for example one meg. What |
clearly said was that was our ambition, depending on the implementation
report ... for across the three platforms of wireless, satellite and fibre for
there to be consistent pricing, subject to the implementation study...%*

6.140 The minister was even more tentative as he further clarified:

What | have talked about is products and, depending on the implementation
study, some products may — and | stress 'may’ — be able to be priced across
all three platforms.*

6.141 Yet again, the Implementation Study is creating uncertainty even around the
basic assumption of equivalent pricing, which subsequently must impact on the
promised 'affordability’ aspect of the NBN.

Should the subsidy be individualised?

6.142 The prospect of having uniform wholesale prices right across the national
network is most likely music to the ears of those who have been consistently paying
much higher prices for broadband services.

6.143 However, in relation to the application of subsidies, the committee again
draws attention to the principles laid out by the Productivity Commission in their
submission. Their submission stated that:

...iIf subsidies for some consumers of particular infrastructure services are
judged to be necessary, then consistent with the approach agreed by
Australian governments, these should be applied through separate budget-
funded CSOs [Community Service Obligations].*

6.144 Later intheir submission the Commission further expanded on that statement:

90  Seediscussion Communications Day, 23 September 2009, p. 2.

91 Minster Conroy, Senate Estimates, Environment, Communications and the Arts, Committee
Hansard, Canberra, 19 October 2009, p. 67.

92  Minster Conroy, Senate Estimates, Environment, Communications and the Arts, Committee
Hansard, Canberra, 19 October 2009, p. 67.

93  Productivity Commission, Submission 87, p. 9.
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Governments in Australia have accepted the genera proposition that
support for low income, or otherwise disadvantaged, consumers of
infrastructure services is better delivered either by addressing the
disadvantaged directly or through transparent and directly funded CSOs,
rather than requiring providers to cross-subsidise certain users through
artificial pricing structures.*

6.145 Professor Gans separately offered a solution to ensuring that all Australians
have access the benefits of the NBN. In evidence given in Melbourne, Professor Gans
explained a way to ensure that the social dividends of the NBN were achieved across
all demographics:

| advocate, in particular, [free] basic broadband services ... just a basic
level of internet access ... there is no reason why you cannot make that
freely available. You end up making a return on that since the vast majority
of households will want something more than the free service, but if you
have a free basic internet service...it allows you to really consider putting
government services online. We know that one of the impediments to
putting those services online is ... simply because there is a section of the
population that cannot afford broadband access. Provide a free service and
that entire debate changes.®

6.146 Professor Gans believed that the government could also include an income-
tested provision of computer equipment to ensure that all Australians could access the
free service.®® The bottom line dividend for the government would be the long-term
cost savings offered by the broader provision of online government services.

6.147 Yet another alternative solution is to follow the model detailed earlier by Mr
Price, from Axia NetMedia. His suggestion was that, if the government provided seed
funding that was used to nationally deploy sufficient regional backhaul to facilitate all
communities to connect to their nearest regional centre, there would be no need for
any future government funding for regional areas at all. Mr Axia suggested that:

If you do it that way it solves the perpetual cross-subsidy program process;
all our numbers would say that it would only take $2 billion of grant to deal
with that. The government is spending more than $500 million a year now,
so they get a payout on that $2 billion and the long-term spending is over.”’

Productivity Claims

6.148 There is general consensus that the provision of ubiquitous broadband at
equitable and affordable prices will result in productivity benefits across the nation.
For example, the Productivity Commission noted in their submission that:

94  Productivity Commission, Submission 87, p.12.
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...an important contributor to Austraias improved productivity
performance in the 1990s was a competitively driven acceleration of ICT
use in many industries ... By analogy, an efficient, well regulated and
widely accessible NBN might be expected to facilitate further direct
productivity benefits ...%

6.149 The BCA submission supports this view, making the following claim in their
introductory paragraph:

Investment that raises the speed, quality and coverage of high-speed
broadband provision in Australia has the potential to contribute to
innovation, productivity and economic growth in the coming decades.*

6.150 However, the committee notes that the difficulty of attempting to quantify and
monetise productivity increases, coupled with the lack of data both here and oversess,
results in some variance in estimates of the NBN's benefits to productivity. This
simply addsto the list of uncertainties surrounding the implementation of the NBN.

Sate of the Regions Report 2008-09

6.151 In the Sate of the Regions Report 2008-09 (SOR), an entire chapter was
dedicated to the impact of broadband on the economic development of regional
Australia. Although it is amost a year since this report was published, and the
government's planned NBN has evolved from the then FTTN to the current FTTP
proposal, the SOR does carry some important, relevant facts and conclusions from
around the nation.

6.152 The chapter on broadband commences with an examination of the ongoing
upward trend in statistics in broadband and internet usage — a trend that has continued
unabated in the last twelve months, as noted earlier in this chapter. On the basis of the
published figures, the SOR makes a clear statement that:

It isin the nation's interest that the development of the National Broadband
Network is facilitated as planned. Further delays will further undermine
Australia's competitive position in relation to the benefits of the knowledge
economy and of online services.*®

6.153 Further on, the report finds that any delay to the NBN will constrain the
international competitive position of companies, while also delaying the cost savings
that could be achieved through broader application of government online services. The
report also notes that '[PJoor standards of connectivity constrain innovation',

98  Productivity Commission, Submission 87, p. 2.
99 BCA, Submission 52, p. 1.

100 National Economics/Australian Local Government Association, Sate of the Regions 2008-09,
p. 57.
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compromising opportunities to develop, for example, smart network grids that can
facilitate the management of greenhouse emissions.™

6.154 The report quotes from a Telstra publication, Towards a high-bandwidth, low
carbon future, released in October 2007, which estimated that telecommunications
networks had the capacity to reduce national emissions by around five per cent, with
cost savings in the order of $6.6 billion per year.'® With the current debate about
carbon trading schemes, the potential value in carbon credits to Australia will be even
more beneficia to the economy today.

6.155 Noting productivity losses quoted in the previous SOR due to inadequate
broadband connectivity, the report stated that 'there is no reason to assume any
improvements in these numbers for 2008'. No doubt the same can be said for 2009:

Last year's SOR identified $3.2 billion and 32,000 jobs lost to Australian
businesses in the previous 12 months due to inadequate broadband
infrastructure and the possibility of an estimated $40 to $50 billion in
savings from e-health/e-medicine and smart networks over 10 years.’®®

6.156 The SOR aso speculates that 'the rapid uptake of mobile and wireless
broadband [could be] a symptom of the lack of a high speed national broadband fibre
network."***

A New Zealand per spective

6.157 Late in October 2009 a report was released by three New Zealand authors,
who examined the impact of internet connectivity on business productivity. The report
analysed three broadband scenarios for businesses using the internet: broadband
versus no broadband; slow versus no broadband; and fast versus slow broadband. In
their conclusion, the authors noted that:

Our study isthefirst, internationally, to estimate the productivity impacts of
connectivity upgrades using firm level data after controlling for firms
connectivity choices based on their characteristics.'®

6.158 Theintroduction of thisreport highlights the lack of existing research relating
to productivity increases claimed to be attributable to broadband:

101 National Economics/Australian Local Government Association, Sate of the Regions 2008-09,
p. 70.

102 National Economicsg/Australian Local Government Association, Sate of the Regions 2008-09,
p. 70.

103 National Economics/Australian Local Government Association, Sate of the Regions 2008-09,
p. 71.

104 National Economics/Australian Local Government Association, Sate of the Regions 2008-09,
p. 71.

105 Grimes, Ren and Stevens, The Need for Speed: Impacts of Internet Connectivity on Firm
Productivity, p. 35.
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Despite well articulated pleas for upgraded internet access, reference to
rigorous research that quantifies benefits actually accruing from network
upgrades is generally absent in supporting materials. A key reason for this
conspicuous absence is that little rigorous research exists that measures the
productivity impacts of a shift from one type of internet access to
another.'®

6.159 The overall analysis findings supported the general consensus that
productivity isimproved through the uptake of broadband:

We find a ... productivity effect of broadband relative to no broadband of
approximately 10% across al firms. The estimates indicate a marginally
stronger impact on firm productivity ... in rural (low population density)
relative to urban (high population density) areas but the differences are not
significantly different.!”’

6.160 However, an interesting finding seemed to substantiate claims made earlier in
this chapter that perhaps Australia does not need 100 Mbps:

...all of these productivity gains can be attributed to the adoption of slow
relative to no broadband, with no discernable additional effect arising from
ashift from slow to fast broadband.'®

6.161 The report cautions that this finding should be interpreted with care, citing a
number of possible reasons for the finding, and suggests that further research would
beneficial.

Home-grown examples

6.162 The committee was fortunate to hear from several witnesses who are already
reaping the benefits of broadband. Although no attempt has yet been made to quantify
and/or monetise these benefits, they were none-the-less apparent.

6.163 In Melbourne the committee heard from executives of Ballarat ICT Limited,
which ‘is a partnership of industry, government and educational institutions', with the
underlying belief 'that ICT is critical to creating sustainable and dynamic growth
across the region.”™® When asked to comment on the impact that the availability of
higher speed broadband has had on the economic success in the region's ICT sector,
their response was:

106 Grimes, Ren and Stevens, The Need for Speed: Impacts of Internet Connectivity on Firm
Productivity, p. 6.

107 Grimes, Ren and Stevens, The Need for Speed: Impacts of Internet Connectivity on Firm
Productivity, p. 37.
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If you look at development of technology, there is a strong correlation
between the infrastructure in place, including really good optical fibre into
the [Ballarat Technology] park, and the developments that occurred. The
reality is that to attract investment out of the capital cities you have to
provide the appropriate infrastructure.**°

6.164 Noting the attraction factor of the high speed fibre connectivity into the
Ballarat Technology Park, another witness said that it 'gives us an economic
development advantage'.**! In fact, the group noted that the Ballarat Technology Park
had experienced a dlight increase in employment over the past twelve months, despite
the global financial crisis:

In actual fact, we have had a marginal increase in employment. We are still
talking to further investors in this sector ... It gives me added confidence to
continue to push to grow the ICT sector within Ballarat. It is almost like a
risk mitigation sector.**?

6.165 One sector within the Ballarat region that is benefiting from reach of the
Ballarat ICT Ltd is the Grampians Rural Health Alliance; the Alliance established a
company called GRHANet with the purpose of building a broadband network across
the Grampians region. This infrastructure in turn has enabled Vol P services within the
region's health sector, so that:

...every health service in the region is using IP telephony... So al cals
between all health servicesin the region are free. *®

6.166 This has obviousy been financially beneficial to each hedth service. In
addition, GRHANEet has enabled administrative benefits to each health service entity
across the region through the establishment of shared service set-ups:

We provide applications, internet services, electronic health records,
electronic referral systems and the like from that magjor centre, that shared
service M

6.167 Chapter six discusses the benefits of GRAHNEet to local healthcare in further
detail.

6.168 There were also benefits for staff in remote locations having the ability to
access specialist opinions. This had multiple flow-on benefits of increasing the skill
levels of remote health workers, increasing their confidence levels. Having specialist

110 Mr Ma Vallance, Ballarat ICT Ltd, Committee Hansard, Melbourne, 7 October 2009, p. 32.
111 MsHelen Thompson, Balarat ICT Ltd, Committee Hansard, Melbourne, 7 October 2009, p. 32
112 Mr Vallance, Balarat ICT Ltd, Committee Hansard, Melbourne, 7 October 2009, p. 33.

113 Mr David Ryan, Grampians Rural Health Alliance, Committee Hansard, Melbourne,
7 October 2009, p. 77.

114 Mr Ryan, Grampians Rura Health Alliance, Committee Hansard, Melbourne, 7 October 2009,
p. 77.
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advice available on-call and face-to-face had an unexpected benefit of decreasing staff
turnover and also acting as an attraction in the recruitment of new staff.*

6.169 All these benefits are having very real, positive impacts across the Ballarat
health sector and on to Melbourne. Unfortunately none have been collated and
documented.

6.170 Another Melbourne witness gave evidence of the productivity improvements
resulting from the use of broadband. Mr Brad Wynter, from the City of Whittlesea,
described a number of innovations that have been introduced within the council with
the am of reducing the regulation burden on business. The first was to design a
common electronic smart form that could be utilised by all Victorian councils and
then made available to them across a common platform:

That EasyBiz project built that platform to cover 21 different regulatory
processes including planning, building, land based information, health and
local laws ... with the aim of simplifying for local businesses their dealings
with local government.*'

6.171 Mr Wynter explained that this principle has subsequently been applied to
legislation governing food safety and compliance timetables. Even though there were
training programs for businesses that handled food, the council realised there was no
common template for businesses to record their compliance information:

We built an online template system in conjunction with the ANZFA
standards and made it available to all Victorian councils. ... Since then both
New Zealand and Western Australia have looked at the system and have
been interested in utilising it."*’

6.172 These and other innovations discussed by Mr Wynter, clearly demonstrate
that through the use of high-speed broadband, the council had improved business
productivity by reducing the administrative burden. Other 'mobile applications
decreased the amount of travel required by council officers, again with increased
productivity and decreased fuel costs and resultant carbon emissions.**®

6.173 Again, unfortunately these benefits have not been collated or documented
other than anecdotally here in Hansard.

115 Seegenera discussion, Grampians Rural Health Alliance, Committee Hansard, Melbourne,
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Employment promises

6.174 One of the focal points of building the new network was the government's
promise that this would stimulate employment:

This is a mgjor nation building project that will support 25,000 jobs every
year, on average, over the life of the project. At its peak, it will support
37,000 jobs.**

6.175 At that time, with the global financia crisis biting hard throughout the world,
this was a very welcome promise of economic stimulus and employment
opportunities.

6.176 Given that the first rollout has only recently commenced in Tasmania, there
have been no reports to date supporting the claim that local jobs are being supported
in the areas where the fibre deployment has commenced, or whether the deployment
has created new job opportunities, or isjust supporting existing employment.

ills shortage

6.177 While the committee acknowledges that it is early days in the NBN rollout
and that figures supporting the claim are most likely unavailable, there is one issue
that greatly concerns the committee, and that is the requirement for highly skilled
technicians to undertake this rollout.

6.178 The tasCOLT report highlighted the fact that the project, which was
comparatively minute in scale compared to the national NBN rollout, was
significantly hampered by the lack of skilled technicians required to deploy the fibre.

Availability and affordability of skilled installation contractors aso
contributed to delay and final completion date of the network .

6.179 This clam should ring alarm bells for the government to make sure that there
are sufficient skills training in the appropriate technical fields that will provide the
number of skilled, work-ready employees to undertake the rollout in each region.

6.180 The committee sought some information from the Tasmanian Government on
how it would ensure there were sufficient numbers of appropriately trained workers
ready to rollout the NBN in Tasmania. The committee also sought to hear from the
Tasmanian Skills Institute on the courses they might currently have underway that
would provide places for those requiring new skills or an upgrade of current skills.
Both these potential witnesses declined to appear before the Committee.

119 http://www.minister.dbcde.gov.au/media/media rel eases/2009/022, accessed
16 November 2009.
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Octaber 2008, p. 19.
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6.181 The committee did hear relevant evidence from the Ballarat ICT Limited, who
responded to the question of whether the NBN would result in local jobs. The
representatives noted that it was ‘[c]ritical ... to understand the timeframes' that the
training facilities would have to provide the training:

If the NBN was to be launched in Ballarat in six months, there is no doubt
that we would be challenged in finding the full range of skills necessary to
support implementation. If we have awindow of three of four years, ... the
University of Ballarat, particularly through its TAFE division, is one
mechanism we would try to ramp up the skilling of labour.*?

6.182 The committee highlights that the government needs a lead time of three to
four years to ensure an appropriately skilled workforce is ready to deploy the NBN.
Unfortunately, the reluctance of witnesses to speak with the committee does not
provide any assurances that the lessons learned during the tasCOLT trial have been
heeded by the government.

Committee view

6.183 The committee draws the attention of the government to the recently tabled
annual report by the Productivity Commission. In the section devoted to 'getting the
most out of stimulus spending’, the Commission highlights the 'long-term economic
effects that this stimulus spending will have. The Commission states that:

The Government has affirmed that efficient public investment in
infrastructure requires the application of detailed cost-benefit analysis and
transparency at all stages of the decision-making process, to ensure that the
highest economic and social benefits are delivered. (Australian Government
2008c). It has committed to apply rigorous evaluation criteria to allocations
from the newly established 'nation building' investment funds ...*%

6.184 The Commission highlights the fact that the 'guidelines have not been
universally applied to date', holding up the NBN as an example:

...the decision to build a National Broadband network, although endorsed
by Infrastructure Australia, was not based on detailed cost-benefit analysis.

The consistent application of rigorous project evaluation methods remains
fundamental to ensuring that investments are the most beneficial .*

6.185 The committee condemns the government's refusal to conduct a cost-benefit
analysis on the implementation of the national broadband network. The committee
urges the government to follow its own guidelines in requiring a transparent
evaluation of the costs and likely benefits of this proposal.

121 Mr Valance, Committee Hansard, Melbourne, 7 October 2009, p. 26-27.
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6.186 The committee urges the government to produce an interim report on the
Implementation Study, to provide the Australian public and the telecommunications
industry with a level of confidence in the progress of this massive infrastructure
project. The committee also urges the government to ensure the final Implementation
Study report is not delayed beyond February 2010 and is open to public scrutiny.

6.187 The committee is disappointed at the lack of benchmark data that could be
used to measure the predicated impact on productivity of NBN. The committee urges
the government to commission an ongoing review by the Productivity Commission to
capture the productivity benefits across al Austraian communities and particularly
across all sectors of business and industry. The committee consequently makes the
following recommendations:

Recommendation 4

6.188 That the government conducts a rigor ous cost-benefit analysis of its NBN
proposal beforethe NBN Co entersinto any new asset purchasing agreements for
the mainland deployment.

Recommendation 5

6.189 That the government provides an Interim Implementation Study Report
by 31 December 2009. This must provide a progress account of the planning of
the NBN, including the progress of the deployment in Tasmania and lessons
lear ned from that deployment.

Recommendation 6

6.190 That the government immediately undertakes a skills audit for the NBN,
detailing the training course required, the training timeframes involved and the
training institutions available to ensure thereisa fully skilled workfor ce ready to
deploy the NBN in each region.

Recommendation 7

6.191 That the cost-benefit analysis, the Interim Implementation Study Report
and the Final Implementation Study, are all released for public scrutiny within
14 days of completion.

Recommendation 8

6.192 That the government commissions the Productivity Commission to
undertake an annual ongoing evaluation of the impact on productivity resulting
from broadband uptake, across all community, business and industry sectors,
with thefirst report to be tabled in parliament before the last sitting day in 2010.

Recommendation 9

6.193 That if the Implementation Study concludes the NBN project
specifications are unrealistic, not practical or uneconomical, that the gover nment
must reassessits overall policy approach.





