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Dear Mr McLean

Telecommunications Competition Bill 2002

I write in relation to the Senate ECITA Legislation Committee’s consideration of the Telecommunications Competition Bill 2002 (the Bill).

Your office has indicated that the Committee would appreciate a response from the Commission regarding comments made by other parties, both in submissions and at the hearings, regarding the roles and functions of the Australian Competition and Consumer Commission (the Commission).  Having reviewed the written submissions and draft Hansard the Commission considers that there are two key issues on which it can provide advice to the Committee:

· The Foxtel/Optus arrangements that are currently before the Commission; and

· Comments made by Telstra regarding the roles and functions of the Commission.

Foxtel/Optus Arrangements

There has been considerable information presented to the Committee regarding the Foxtel/Optus arrangements that are currently before the Commission.  In its evidence of 22 and 25 October 2002, the Department of Communications Information Technology and the Arts (DCITA) responding to a range of questions from Senator Lundy, outlined the key issues involved in these arrangements.  Given the Commission’s close involvement in this process it considers it may be of benefit to the Committee for it to expand on these issues.  From its reading of the Hansard, the Commission considers that the key issues upon which the Committee was seeking comment were as follows:

· The linkages between the Bill and the Commission’s consideration of the Foxtel/Optus arrangements, particularly:

· Whether the Commission’s decision is dependent on the passage of the Bill;

· If the passage of the Bill impacts on the timing of the Commission’s decision;

· If passage of the legislation is the determinant of whether the deal goes ahead; and

· Whether an agreement has previously been brought before the Commission that pre-empted or was conditional upon legislation passing in the parliament.

The Foxtel/Optus deal is not, as was indicated at various points during the hearings, a merger.  It is a series of arrangements between Foxtel and Optus that provide, primarily, for the supply of Foxtel subscription television content to Optus.

On 21 June 2002, the Commission determined that the proposed arrangements were likely to breach section 45 of the Trade Practices Act (the Act).  This section essentially prohibits contracts, arrangements or understandings that have the purpose, or have or are likely to have the effect, of substantially lessening competition in a market.  The Commission identified four competition concerns: the acquisition of content; the likely dominance of the Foxtel distribution network; the supply of pay TV services to households; and the provision of channels to third parties who wish to supply pay TV to customers.

As is usual in these situations, the parties to a proposed transaction have the option of offering undertakings under section 87B of the Act, to try to allay the Commission’s concerns.  Foxtel, Optus, Telstra and Austar (all relevant parties to the agreements) each offered a draft section 87B undertaking to the Commission.

The undertakings as provided to the market for comment are outlined below.  The Commission has been engaged in negotiations with the parties since its market inquiries and is now close to a final decision – it expects to announce this very shortly.

The undertakings as provided to the market in September can be grouped into four categories:

1. Supply of Content – Clause 9 in the Foxtel undertakings and Clause 2 in the Optus undertakings amend the actual agreement to supply content that was originally put to the Commission in March.

2. Access to Analogue Services – Clause 3 in the Foxtel undertakings and Clause 5 in the Telstra undertakings provide a commitment that both parties will lodge section 152BS access undertakings (under Part XIC of the Act) with the Commission within 28 days of acceptance of the section 87B undertakings.  The 152BS access undertakings will outline the terms and conditions upon which Foxtel and Telstra will provide access seekers with access to the current analogue pay television infrastructure – the set top units (STUs) and the cable respectively.

3. Digital Access Undertaking – Clause 4 of the Foxtel undertaking, known as the digital access undertaking, provides a commitment to supply access to digital STU services in accordance with the Foxtel digital access agreement once Foxtel commences supplying a commercial digital pay TV service.  It contains Foxtel’s pricing methodology for digital STU services. Telstra’s commitments in relation to access to the digital cable are contained in their separate undertakings relating to their commitment to digitise – see next item.

4. Commitment to Digitise – Clause 5 in the Foxtel undertakings and Clause 6 in the Telstra undertakings sets out the conditions and timing under which both parties will commit to digitise their services, STUs and cable respectively.  The commitments are that Foxtel will commence supplying a commercial retail digital cable subscription television service and Telstra will commence supplying a digital subscription television carriage service within 12 months of receipt of final orders from the ACCC regarding applications for special exemptions or undertakings.  Foxtel and Telstra have committed to seeking either anticipatory exemptions or lodging special undertakings in relation to any digitisation.  Such an action aims to remove the risk of potential declaration, ensuring that before the investment is made to digitise, either the terms and conditions upon which access would be provided would be known, or an exemption from the obligation to supply access had been granted.  The commitment to digitise is conditional on:

· There being no regulatory change (defined as the Government passing legislation that would: (a) prevent providers of pay TV services from acquiring the rights to content on an exclusive basis; (b) require them to supply television programs or channels to other providers of pay TV services; or (c) allow open broadcasters to multi-channel prior to January 2007); and

· The revised legislation having commenced prior to 31 December 2003.

Under the current regime, access providers can only seek an exemption from the obligation to provide access once (a) a service is actually being supplied and (b) it has been declared.  The Bill proposes amendments that would enable:

· Anticipatory exemptions from standard access obligations (clause 60, proposes section 152ASA (anticipatory class exemptions) and clause 62, proposes section 152ATA (anticipatory individual exemptions)); and 

· Special undertakings to determine the terms and conditions of access to services not yet declared (clause 95 proposes Section 152CBA).

These amendments will bring the Part XIC provisions into line with the general economy-wide access regime in Part IIIA of the Act, which already allows an access provider to lodge an undertaking in relation to services which have not been declared.

Obviously the ability of the parties to seek an exemption from or lodge an undertaking in relation to, future obligations to provide access to the proposed digital services is dependent upon the new anticipatory exemption clause coming into effect.  In that sense, the passage of the Bill is, therefore, a determinant of whether the digitisation of the cable goes ahead.  

It is important to note, however, that while the passage of the Bill would provide an opportunity for the parties to seek an exemption or lodge an undertaking, this in no way guarantees that the exemption would automatically be granted.  If the Commission accepts the proposed section 87B undertakings and the Bill is passed, Foxtel and Telstra will then lodge further access undertakings and exemption applications with the Commission in accordance with the proposed 152ATA/CBA provisions.  Equally, if the Commission rejects the undertaking and the legislation is passed, Foxtel and Telstra still have the ability to lodge anticipatory undertakings or seek special exemptions.  These would be new and separate statutory processes to the previous consideration of the section 87B undertakings.  The Commission would consider each proposal against the relevant criteria.  The Commission’s decisions in relation to the Foxtel/Optus Agreement are, therefore, not dependent on the passage of the Bill.  

Finally, the Commission is not was aware of any previous agreement being presented to it for consideration that was dependent on passage of legislation.

Telstra’s assertions regarding ACCC regulation of telecommunications

I would also like to address a number of claims about the Commission made by Telstra in its evidence and submissions to the Committee.

Allegations of Under Pricing

In its written submission to the Committee, Telstra claimed that the Productivity Commission (PC) Report into telecommunications specific competition found that the ACCC “…tends to underestimate access prices…”(Telstra Submission, pps.6, 8; Supplementary Submission, pp.1, 4).  It also made these claims in its evidence to the Committee (ECITA Draft Hansard, Tuesday 15 October 2002, p.5, 11 & 12).

Telstra’s claims are based on a very narrow reading of the Report.  As Senator Mackay noted at the 15 October ECITA Committee hearing (ECITA Draft Hansard, p.11) there is a good deal of uncertainty about this particular point in the PC’s report.  Indeed, a close reading of the whole report does not appear to substantiate the claim that the ACCC’s approach to access pricing will tend to underestimate the pricing of access to Telstra’s fixed network.

The Commission rejects any assertion that it is under pricing.  Current pricing procedures do not result in pricing below long-run cost of supply in relation to Telstra’s fixed network.  Telstra’s very high profits and history of high investment in recent years are signs of this.

The ACCC’s approach to pricing is consistent with approaches adopted in most other economies with liberalised telecommunications markets.  Arguably, the ACCC has been generous in its pricing as it allows additional charges that other regulators do not.  For example, the ACCC allows Telstra to recover an access deficit contribution in its access charges because Telstra cannot recover the full costs of providing telephone lines due to certain retail price constraints, even though it is likely Telstra’s profits (including returns to capital) from PSTN services easily exceed any such deficit.

The New Zealand Commerce Commission (NZCC) has recently reduced interconnection rates to the equivalent of around 1c (Australian).  By contrast New Zealand Telecom’s proposed figure was the equivalent of 2.3c (Australian).  This is similar to the interconnection rate proposed by Telstra in its second PSTN undertaking to the Commission (submitted in 2000).  Australian rates for interconnection will always be slightly higher – the NZCC does not include an access deficit contribution in its calculation.

More generally, the PC noted that in the presence of downstream market power, access prices should arguably make a smaller contribution to fixed costs than when such power is absent (PC Report, p.396).  This may lead to such prices being substantially lower than they are at present.  It should be noted, however, that the ACCC, in determining access prices, has not made or attempted to make any such adjustment.

The ACCC has also adopted an approach to access pricing which incorporates considerably more elements from Telstra’s existing network, relies more on Telstra’s actual costs and practices and therefore results in higher access costs than other forward-looking cost alternatives.  As well, the ACCC’s TSLRIC asset base for the PSTN is significantly higher than Telstra’s historical cost values as reported in its annual report for the whole organisation.  This reflects the use of a replacement cost methodology.  The ACCC also incorporates contributions to higher level organisational or indirect costs that are totally outside of the PSTN.  All these factors have the effect of increasing access prices as compared to a pure economic cost approach.

In developing its approach, the ACCC has attempted, albeit subject to the limits of the information available and the other aspects noted above, to ensure that the prices it sets are cost-based and as close as possible to those that would be observed in an efficient market.  These cost models include forward-looking elements that are intended to identify the costs that would be incurred by an efficient operator to provide the service in question.  Such models are intended to avoid the perpetuation of inefficiencies that would result from rewarding actual costs, where those costs reflect inefficient processes or practices.

Finally, in its submissions to the Committee, Telstra made a number of claims to the effect that the PC had concerns about possible damage to investment from ‘under-pricing’ (see in particular Telstra’s supplementary submission to the Committee of 19 October 2002, p.1-2).  However, the PC does not find any adverse impact on investment flowing from the operation of the access regime, and recognises that the access regime may result in increased investment.

For example, the Report:

· Consistently recognises the high levels of investment occurring in the PSTN, ie – 
“Certainly, investment [in the PSTN] has been very substantial in the last few years.” (p. 400);

· Does not identify any harm to PSTN investment from the regulatory regime – 
“… for the core PSTN, the risks of adverse investment effects from the ACCC’s regulated prices are not likely to be currently significant …”(p. 404);

· Nor does it foresee any adverse effect arising – 
“… concern about an imminent crisis in PSTN investment is misplaced.” (p. 402);

· It was also aware of the stifling effects of monopoly on investment, in noting – 
“… that in a shift from monopoly to more competitive markets … there would be an expansion in the long-run capital stock of the incumbent’s bottleneck facility (due to greater demand at lower retail prices).” (p.401)

In relation to the pricing of LCS (local call resale services), the Commission has adopted a retail price minus avoidable cost based pricing approach that takes account of the fact that the retail price for this service is capped by the Government’s retail price controls.  To the extent that such a service may be priced below economic costs, this would be due to the retail price constraints on local calls noted above and not because of the Commission’s pricing approach.  It should be noted in this respect that since Telstra will incur a loss for local calls regardless of whether it provides them itself through its own retail operation or by wholesaling local calls through a competitor, this loss does not represent a significant subsidy.  Indeed, Telstra makes this point in its submission to the PC (submission 42 to the PC Inquiry, p.35).

The Commission’s approach is, in fact, designed to encourage the entry of resellers where they can supply local calls at least as efficiently as Telstra on a retail basis.  The PC concluded that the Commission’s approach, while necessarily a second-best response, appears to be the least costly and the easiest to implement (PC Report, p.652).

Competition Notice Regime

In its submissions to the Committee, Telstra has implied that the proposed amendment to Part XIB of the Act, requiring the Commission to issue advisory notices ahead of issuing a competition notice (clause 116, proposing the insertion of section 151AKA), is aimed at remedying the Commission’s current practices in relation to issuing competition notices.  In particular, Telstra implies that the Commission currently does not provide adequate consultation prior to issuing competition notices and considers that the proposed legislative changes will provide it with the opportunity to “more clearly understand what is considered wrong with the behaviour at issue” (Telstra’s Submission to Senate ECITA Committee, p.8) and are not “…saddled with a competition notice out of the blue, as has happened in the past”(Draft ECITA Hansard, p.8).

In reality, the changes proposed in the Bill codify current Commission practices.

The Commission has administrative law obligations to ensure that the potential recipient of a competition notice is fully informed of the allegations and has an adequate opportunity to respond to those allegations.  It is also impractical to suppose that the Commission would be able to investigate a complaint of anti-competitive conduct, and issue a notice, without advising the relevant party of the allegations and its concerns.  Indeed, many anti-competitive conduct investigations do not proceed to the issuing of a competition notice because the conduct that is of concern is remedied by the relevant party as a result of discussions with the Commission.  

In all previous instances where a competition notice has been issued (there have been three since the inception of regime and all to Telstra), approximately eight months elapsed between the Commission first raising its concerns with the potential recipient of a notice and a notice being issued.  To illustrate this point – it was ten months in the commercial churn matter, almost a year in the internet peering matter and almost eight months in the ADSL matter.  During this period of time the Commission consulted extensively with Telstra regarding its conduct. 

The Commission has administrative law obligations to ensure that the potential recipient of a competition notice is fully informed of the allegations and has an adequate opportunity to respond to those allegations. Clearly it is also impractical for the Commission to investigate a complaint without seeking information and holding discussions with the relevant parties.

Professor Fels’ position on merits review

In conclusion, the Commission considers it important that it address Telstra’s erroneous claims to the Committee that in a speech in Cairo in May 2001 ACCC Chairman, Professor Allan Fels, made a statement supporting the retention of merits review of final ACCC determinations.  Telstra has now made this claim in relation to Professor Fels’ Cairo speech on a number of occasions, including before this Committee.  Professor Fels has refuted these claims in a number of public fora – including before this Committee and in a speech to the Australian Telecommunications Users Group in October of last year

Further, the Commission would like to clarify remarks made by Senator Eggleston (in response to Telstra’s claims) that Professor Fels had made it clear that he “no longer supported merits review” (Draft Hansard, 15 October, p.6).  This statement is also incorrect as the following will indicate.

Professor Fels speech in Cairo was about Egypt’s fledgling competition laws regarding cartels and mergers.  He has always made it clear that he supports full rights of appeal within this context.  Further, as Egypt has no interest in introducing an access regime, let alone a negotiate-arbitrate model, Professor Fel’s comments clearly did not relate to access appeals.  His views on the need to limit the right to appeal on pricing matters were first expressed in his book, The British Prices and Incomes Board, Cambridge University Press, 1972, and have been frequently expressed since that time.  Indeed, Professor Fels, and other members of the Commission, have been vocal public advocates for the removal of merits review from access pricing arbitrations within the Australian regime.

It is unclear, therefore, why Telstra would continue to make these claims and I hope that this explanation will mean that they desist from doing so in the future.

I trust that this meets the Committee’s requirements.  Please contact Heather Rolinson on (02) 6243 1231 if the Committee requires any further information.

Yours sincerely

Brian Cassidy

Chief Executive Officer

