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SUMMARY

In accordance with the practice of the Australian Competition Tribial h e
Tribunal 6) for matters of significant pul
prepared to accompany the Decision today and the Reasons for Decision which will

be publishedn Monday21 May 2007 after any outstanding issues of confidentiality

have been resolved. The summary is intended to assist in understanding the outcome

of this proceeding and is necessarily not a complete statement of the reasanifg,

the conclusias, of the Tribunal. The only authoritative statement offtmei bunal 0 s
reasons is that contained in the published Reasons for Decision wiliche

published on 21May 2007 and will be available on the internet at

www.competitiontribunal.gov.guogether with this summary.

The matter before the Tribunal constituted by GoldBer@resident), MRobin

Davey and Profess@avid Roundwas an application by Telstra Corporation Limited

( A Tel fertrewvieano of the decision of the Australian Competition and Consumer
Commissionit he Commi ssiono) to reject two ord
Telstra to the Commission pursuant td52BU(2) of theTrade Practices Acl974

(Cth) (Athe Acto).

Tel strads wundertakings set out certain t
prepared to provide access to its Uncond
access seekers fromJanuary 2006 until 30une 2008.The ULLS isa service for

access to unconditioned cable, usually a coppex pair, between an eadser and a
telephoneexchange. Th&JLLS essentially gives an access seeker the use of the
copper pair without any dial tone or carriage service. This allows the access seeker to

use its own equipment inan exchange to provide a range of services, including

traditional voiceservices and high speed internet access, to theserd

The Commission rejected the undertakings in its final decision published on
25 August 2006 on the basis that it was not satisfied thathbegefor access to the

ULLS of $30 per month and dain nonprice terms and conditions specified in the
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undertakings were reasonable having regard to the matters set d2iAH and the
objectives in 452AB of the Act.

Particular terms and conditions of access to its ULLS proposed by Telstrd telate
1 a monthly charge for access to the ULafS30 per service;

1 Network Modernisation Provisions whereby Telstra set out the terms on which
it would carry out network upgrades which included the possibility that the
ULLS would no longer be able tme supplied.

These terms and conditions gave riseissues whether it was reasonallaving

regard to the matters specified ihS2AH and the objectives in1$2AB, for Telstra:

1 to arrive at its $30 charge by averagitsggcosts of supplying theLLS across
four geographiareas throughout Australia, namely central business districts,

metropolitan areagrovincialareas and rural areas;

1 to rely on its PSTN Ingress and Egréss Mo d eIl (nfoRlleE 0) t o e
thenetworkcosts sought to be recovered by the $30 charge;

1 toinclude the Network Modernisation Provisioasd

1 to use two distinct valwues for its Weli
in determining its costs of supplying the ULLS and, regardless of whetee
or two WACC values were accepted, whether it was reasonable for Telstra to
adjust the WACC by the addition of an amount equal to one standard
deviation to allow for an alleged asymmetry in the social consequences of

errors made in estimating the WACC

These were only some of the issues addressed by the Tribunal.

By virtue of s152BV(2)(d) of the Actt h e Tri bunal casnot a
undertakings unless it is satisfied that the terms and conditions specified in the
undertakings are reasonable having regard to the matters set dilidAld and the

objectives in 452AB. The matters to whicthe Tribunalmust have regard in



determinng whether particular terms and conditions of an access undertaking are

reasonable include:

1 whether the terms and conditions promote the-k@ng interests of endsers
of carriage services which, in turn, requitke Tribunalto have regard to the
extent to which the terms and conditions are likely to result in the achievement
of the objective of promoting competition in markets darriageservices and
encouraging the economically efficient use of, and the economgfdityent

investment in, infratructure generally;
1 the legitimate business interests of Telstra,;

1 the interests of access seeketsch as Optus Networks Pty Limitedid the

other access seekers who participated in the proceextidg;

1 the economically efficient operation of ardage service.

The Tribunal has reached the conclusibat it is not satisfiedhaving regard to the
matters set out in 552AH and the objectives inl$2AB that:

1 the charge for access to the ULLS of $30 pervice per month in the
undertakings based on the averaging of its costs of supplying the ULLS

across the four geographic argageasonable;
1 the Network Modernisation Provisions in the undertakings are reasonable;

i the PIEI | mo d e | can be relied upamsisot o est

supplying the ULLS for the periods covered by the undertakings;

1 Tel strads estimated net work costs re|

projected network costs for the periods covered by the undertakings;

1 Tel strads al | o spacific asis aordss ULLSslined bnly Ss
reasonable with the consequence thatTribunal isnotsa i sfi ed t hat T

estimate®f its ULLS specific costs are reasonable;

i the use by Telstra of twwealues for theWACC in determining its cost of

suppying the ULLSis reasonable;
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1 the calculation and estimate of the WACC by the addition of an amount equal
to one standard deviation in order to allow for the alleged asymmetry and the
social consequences of errors made in estimating the WACC, foutpese

of determining and estimating Tel strab

It follows from these conclusions that the Tribunal is not satisfied, having regard to

the matters set out in162AH and the objectives in162AB, that the terms and
conditions specified in the undertakings, in the respects referred to in the Reasons, are
reasonabl e and that t h eAuglsh @006 rejecting thé s d e «
undertakings should be affirmed.

The decision of the Tribunal is that the decisainthe Commission on 2August
2006 rejecting the two ordinary access undertakings given to it by Telstra Corporation
Limited on 23December 2005 is affirmed.
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GENERAL DISTRIBUTION

REASONS FOR DECISION

THE TRIBUNAL: JUSTICE GOLDBERG (PRESIDENT), MR R DAVEY and
PROFESSOR D ROUND

1. INTRODUCTION

Tel stra CorpofTatsobnad)i mhasedapplied to t|
s152CE(1) of theTrade Practices Act 974 (Ct h) (Athe Acto) for
the Australian Competition and Consumer Com
ordinary access undertakings/gm by Telstra to the Commission unde¥t52BU(2) of the
Act.

The access undertakings set out the pricecanthinnon-price terms and conditions
upon which Telstra undertakes to provide its Unconditioned Local Loop SefVied. st r a 0 s

Unconditioned Local Loop Service was described in the undertakings as:

fié a service for the use of a continuous metallic twisted pair between the
Network Boundary at théJLL End Customer Premises and WL POI
associated with theCAM servingthaULLEnd Cust omer . O

The Unconditioned Local Loop Service was declared by the Commission under
s152AL(3) of the Act. Two undertakings were given by Telstra to the Commission on
23 December 2005. Tlyecontained substantially the same teransl conditions. The first
undertaking was in respect of the period frodahuary 2006 to 30une 2007. The second
was in respect of the period fromJdly 2007 to 3@une 2008. Each of the undertakings
provided for a monthly charge of $30 per servickhe Commission rejected the two
undertakings in its Final Decisigoublished on 2%ugust 2006on the basis that it was not
satisfied that the price and certain fmice terms and conditions specified in the

undertakings were reasonable.

The applicabn for review was filed by Telstra on Beptember 2006. The issues
before the Tribunal are whether the price and certainpnioe terms and conditions of the
undertakings are reasonable having regard to certain statutory matters to which we shall refer

AnnexureA contains a glossary of terms used in these reasons.
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2. PARTIES TO THE APPLI CATION

The Commission appeared to assist the Tribpoasuant tos 152CF(3) of the Act,
and the following parties were granted leave to intervene in the proceeding:

1 Optus Networks Pty Limited (AOptuso);

q AAPT Limited (AAAPTO) ;

1 Agile Pty Limited (AAgil eo);

1 Chi me Communications Pty Limited (AChi meo
1 MacquarieTeecom Pty Limited (AMacquarieo);

1 Primus Telecommunications Pty Ltd (APri mu
1 Power Tel Limited (APower Tel 0) .

Agile, Chime, MacquariePrimus andPower T e | (Athe other inter

represented.All intervenors currently acquire thénconditioned Local Loop Servideom
Telstra. AAPTfiled a statement of facts, issues and contentions but took no further part in

the proceeding
3. THE LEGISLATIVE REGI ME

The telecommunications access regime undeti®tof the Act was considerechd
explained recently by the Tribunal ifelstra Corporation Limited2006] ACompT4, in
Application by Optus Mobile Pty Limited & Optus Networks Pty Limi28d6] ACompT8
and inApplication by Vodafone Network Pty Limited & Vodafone Australia Linj2607]
ACompT1. We adopt thoseonsideratiosand explanatiosin these reasons and provide the
following summary of the provisions of RIC that are relevant to our considerationthis

proceeding

Section152AR of the Act sets out the standard asceso bl i gat i ons (At he
which an access providdéhat supplies a declared service must comply. The $&0Ogut the
manner in which an access provider, if so requested by a service provider, must provide an

activedeclared serviceThese obligatins require an access provider, such as Telstra, to:

1 supplyanactive declared service, in this case lthreonditioned Local Loop Service
to the service provider so that the service provider can provide carriage services
and/or content services 152AR(3)(a);
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1 take all reasonable steps to ensure that the technical and operational afuthey
service supplied to the service provigehich includes ordering and provisionj)ng

equivalent to that which the access provider provides to:its@éb2AR(3)(b); and

1 take all reasonable steps to ensure that the service provider receives, in relation to the
servicesupplied to it, fault detection, handling and rectification of a technical and
operational quality and timing that is equivalent to that white access provider
provides to itself s152AR(3)(c).

(We describe the second and third of t hese
equi valency SAOso0) .

A carrier (or carriage service provider), such as Telstra, wgheequired to comply

with the SAOsmust comply with those obligations

1 on such terms and conditions as are agreed betiwteand an access seeker:
s152AY(2)(a);
1 if the carrier (or carriage service provider) and the access seakaot reach

agreemat and the carriefor carriage service providenps had an access undertaking
accepted by the Commission (or, on review, by the Tribunal), the terms and
conditionswith which the carrier (or carriage service provider) must comapdy to

the extent thathey are set out in the undertaking, as set out in the undertaking
s152AY(2)(b)(i);

1 if the carrier (or carriage service provider) and the access seakaot reach
agreemenandthe carrier (or carriage service provider) has had an access undertaking
accepted by the Commission (or, on review, by the Tribunalhleuindertaking does
not specify terms and conditions about a particular matter, the terms and conditions
with which the carrier (or carriage service provider) must comglg to be
determind by the Commission acting as an arbitrator and its determination on the
arbitration must be consistent with the SAOs and any operative undertaking
s 152AY(2)(b)(ii); and

1 if there is no undertaking, on such terms as the Commission acting as anoarbitrat
may determine s152AY (2)(b)(iii).
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A carrier(or carriage service providemay submit an ordinary access undertaking to
the Commission under which it undertakes to comply with the terms and conditions specified
in the undertaking in relation to ttapplicableSAOs s152BS(1). The Commission must
accept or reject the undertakingl52BU(2), but it must not accept an undertaking unless it

is satisfied that:

1 the undertaking is consistent with the SAOs applicable to the carrier or provider:
s152BV(2)(b); and

1 the terms and conditions specified in the undertaking are reasond®2B¢(2)(d).

The section®of the Actcritical to theC o mmi s s i 0 n b sccegtecrejectian n
undertakingandanyr evi ew of t he si@GhbytmeiTrbenal@arensélS2AH aad |
152AB. Sectiorl52AH(1) sets out matters to which regard must be had by the Commission
(and by the Tribunal on review) in determining whether particular terms and conditions of an

access undertaking are reasonable:

fi ( a Whether the terms and conditions promote the {@mm interests of
endusers of carriage services or of services supplied by means of
carriage services;

(b) the legitimate business interests of the carrier or carriage service
provider cocer ned, and the <carrierds or p I
facilities used to supply the declared service concerned;

(c) the interests of persons who have rights to use the declared service
concerned;

(d) the direct costs of providing access to the declaesslice concerned,;

(e) the operational and technical requirements necessary for the safe and
reliable operation of a carriage service, a telecommunications network
or a facility;

(H the economically efficient operation of a carriage service, a
telecommunications network or a facild.i

Section152AH(2) provides that subsecti¢h) does not, by implication, limit the matters to
which regard may be had determining whether the ternamd conditions specified in the

undertaking are reasonable

Section152AB(2) provides, relevantly, that in determining whether the terms and
conditions of an undertaking promote the ldagn interests of endsers of carriage services
orservices supplied by means of <carriage ser)
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the Commission (and by the Tribunal on review) to the extent to which the terms and

conditions are likely to result in the achievement of the following objectives:

i ( ¢ dhe objective of promoting competition in markets for listed services;

(d) the objective of achieving aitg-any connectivity in relation to
carriage services that involve communication betweeruseds;

(e) the objective of encouragirthe economically efficient use of, and the
economically efficient investment in:

) the infrastructure by which listed services are supplied; and
(i) any other infrastructure by which listed services are, or are
|l i kely to become, capable of being
Section152AB(3) provides that subsecti@) is intended to limit the matters to which regard
may be had. Subsequent subsections 2B expad upon the manner in which the

Commission (and the Tribunal on review) is to have regard to those objectives.

Where in these reasons we refer to the
use the expression as shorthand to describe and explamskthat is committed to us by
ss152AH and 152AB. Section152AH(1) does notconfine the notion of reasonableness
articulated in 452BV(2)(d)because of the provision inl82AH(2) andit is not exhaustive
of the matters to which regard may be hadevertheless, whenonsidering whether a term
or condition (ormatterssuch as a method or means used to arrive at a particular term or
condition) is reasonahleve pay particularegard to the matters specified iA52AH(1) and
the objectives set out in12AB. We are not considering the reasonableness of the term or
condition (or the method or means used to arrive at the term or condition) in the abstract
unrelated to the matters specified iIl52AH(1) and the objectives set out inlS2AB:
Application by Vodafone Network Pty Limited & Vodafone Australia Lim(gagpra) at
par[12].

In determining whether the terms and conditionsaof access undertaking are
reasonable, there are no absolute answers, nor is thereandgz@ssy one correct approac
Application by Optus Mobile Pty Limited & Optus Networks Pty Limisegbra) at pafl5];
Telstra Corporation Limitedsupra) at parfg3] and[67].

4, THE UNCONDITIONED LO CAL LOOP SERVICE

The Commi ssionbés Final D e cnct slasaiptiongwhichv i d e s

we adopt) of the Unconditioned Local Loop Service:
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e a service for access to wmeparndi ti oned
between an end user and a telephone exchange.Ud@ essentially gives

an access seeker the use of the copper pair without any dial tone or carriage

service. This allows the access seeker te itss own equipment in an

exchange to provide a range of services, including traditional voice services

and high peed internet access, totheand er . 0

The Commi ssionds Fi n 3dlstralas thd psedomnmantasupplier d e s «
of the Unconditioned Local Loop Service atescribeshe declaredservice as being:

né used by access s ewa knetwosks tb @xistingp n n e ¢t t
infrastructure and deliver new and innovative higeed and dathased

services to endisers more efficiently. It can also potentially be used to

provide voice services more efficiently using voice olerand DSL

technologies.  @&ssible services include high speed Internet access,

Otewvlor ki ngo, di st a-oredemant,eramote i locg ,areavi d e o
network LAN) access and other multimedia and data applications, as well as

traditional local, STDandIDD call services in competdin wi t h Tel stra. o

The Unconditioned Local Loop Servids an input that access seekers can use to provide
retail fixed line services in competition with Telstra in retail markets for telecommunications

services.

There are differences between the @oims si ondés deYncanditipned on o f
Local Loop Servicewhi c h it has decl ared dnoonditioeetl st r ad
Local Loop Servicavhich it supplies. We consider these differences later in these reasons.

For convenience we generallfrer t o both descriptions by the
5. THE DECLARATION OF T HE ULLS

Where an eligible service (that is, a listed carriage service within the meaning of the
Telecommunications A&997 (Cth) or a service that facilitates the supply of sudmace)
is supplied by a carrigjor carriage service providerguch as Telstra, the Commission may
declare the service if it is satisfied that the making of the declaration will promote the
long-term interests of endsers of carriage services or of seeg provided by means of

carriage services: X52AL of the Act

The Comnission first declared the ULLShdl1 August 1999 varyinghat declaration
on 18May 2000 The Commission again declaréga service 0 28 July 2006 to take effect
from the date Dits gazettal pursuant to162AL(5) and to expire on 3duly 2009 That
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declaration was published in Gazette GIN. 31 of 9August 2006 The ULLS was described

in the declaration in the following terms:

fiThe unconditioned local loop service is the use of unconditioned
communications wire between the boundary of a telecommunications network
atanenduser 0s premises and a point on a t
is a potential point of interconnection kmted at or associated with a

customer access module and located on theused side of the customer

access module.

The declaration included the following definitions:
fiboundary of a telecommunications networkis the point ascertained in
accordance with sectio?2 of theTelecommunications Act 1997

communications wire is a copper based wire forming part of a public
switched telephone network;

customer access modulis a device that provides ring tone, ringreent and
battery feed to customersd equi pment.
Stages, Remote Subscriber Units, Integrated Remote Integrated Multiplexers,
Nonintegrated Remote Integrated Multiplexers and the customenlodule

of a Local Access Switch

é 0

6. TELSTRAGS UNDERTAKI N

As noted in paf3] above, Telstra gave to the Commission two undertakings in

relation to the ULLS. Telstrsaid it gavetwo undertakings:

i € to maximise the prospect of an undertaking being accepted. The
Commission makiave been or the Tribunal may now for example be satisfied
that the terms and conditions of the Undertakings are reasonable in respect of
2006/07 but not in respect of 2007/08. In those circumstances, if one
undertaking covered the entire period, it walikely be rejected. However,

the existence of two Undertakings may léadheacceptancdof] one of the
Unhdertakings. 0

The second undertaking was in substantially identical terms to the first undertaking
save for its commencement and durationis b come into operation onJuly 2007 and to

continue, subject to certain provisions not relevant for present puyposie80 June 2008.

Each undertaking consisted Recitals, Operative Provisions and three Attachments
(A, B and C). The followig paragraphset out, or describehe parts of the Recitals,
Operative Provisions and Attachmetitsit arerelevant to our consideration of their terms

and conditions.

e |
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RecitalB to each undertakg statel that:

fiTelstra gives this undertaking pursuant to Divistorof PartXIC of the

Trade Practices Act 974 (Taoh)) i(nA rel ation to the U
Local Loop [BeelaradiSereice Y t wadi ¢ih was decl ared
ACCCunder sectioi52AL(3) of theTPAO .

RecitalC state that the terms and conditions specified in the undertaking principally
related to matters of pricing and dmbt cover other matters relating to the supply of the
service upon which Telstra and an access seeker must reach agreeoneattpbe supply of

the service.

Clause2 of the firstundertaking set out the period of the undertaking in the following

terms:

A2 Commencement and Duration
2.1  This Undertaking comes into operation upon the later of:

(@) acceptance of the Undertaking by tRe&CC under
Division 5 of PartXIC of theTPA and

(b) 1 January 2006,

and continues, subject to paragrapt2(b), until the earlier to
occur of:

(c) 30June 2007; or

(d)  termination or withdrawal in accordance withePA

2.2 For the avoidance of doubt, this Undertaking (including,
without limitation, any prices in this Undertaking) has no effect
in respect of any services that:

@) have been supplied by Telstra to an Access Seeker prior
to the date on which the dartaking is accepted by the
ACCCunder Division5 of PartXIC of theTPA or

(b) are being supplied by Telstra to an Access Seeker under
an existing agreement on the date on which the
Undertaking is accepted for as long as that agreement
remains on foob

Clause2 of the second undertaking was in identical terms save that the commencement date
in ¢l 2.1(b) was 1uly 2007 and the termination date ir2cl(c) was 3@une 2008.
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25 Clause3 of each undertakingasin the following terms:

A3 Undertaking Terms and Conditions

3.1 Telstra undertakes to thACCC that during the period this
Undertaking is in effect pursuant to clausé it will comply
with the terms and conditions specified in Attachmants
and C of this Undertaking in relatioto the standard access
obligations applicable to Telstra in respect of the Declared
Service.

3.2  For the avoidance of any doubt, this Undertaking:

(@) does not specify all the terms and conditions on which
Telstra will comply with the standard access
obligations that are applicable to it in respect of the
Declared Service referred to in clau3d, but only
some of them, and therefore does not constitute an offer
by Telstra to provide the Service to an Access Seeker;
and

(b)  does not apply to the Declat&ervice to the extent that
there are no standard access obligations applicable to
Telstra in respect of the Declared Service for reasons
including, without limitation, the granting of an
exemption by thACCCunder sectiod52AT of theTPA
in respect ofthe Declared Service, the variation or
revocation of a declaration by thé&CCC under
section152A0 of the TPA in respect of the Declared
Service or the expiry of a declaration in accordance
withtheTPAor a deter mination by t

26 AttachmentA of the first undertaking contained a Service Schedule which provided,

inter alia:

N2 Service Description

Telstra Unconditioned Local Loop Service

2.1

2.2

2.3

The following service description is provided for Telstra
Unconditioned Local Loop Service and applieste provision

of the Telstra Unconditioned Local Loop Service by Telstra to
the Access Seeker.

Telstra Unconditioned Local Loop Service is a service for the
use of a continuous metallic twisted pair between the Network
Boundary at theJLL End Customer Premises andJaL POI
associated with theCAMserving thatULL End Customer.

Telstra Unconditioned Local Loop Service will support a
connectionwittbCcont i nui ty. o

h e
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27 Clause4 of AttachmentA, which dealtwith facilities access, red, in accordance
with RecitalC, that facilities access wanot a matter dealt with by the undertakings and that
an access seekemould need to enter intsuchfacilities access arrangemsntith Telstraas
were necessary in a@er for it to connect its network to the ULLS at the ULLS point of

interconnection (APOI 0)

28 Clauseb6 related to Network Modernisation and provided

6.1 The Access Seeker agrees that:

(@) Telstra has the right to antain and upgrade its Network:

(b) provision of the Telstra Unconditioned Local Loop Service
does not prevent, limit or restrict Telstra from maintaining or
upgrading its Network; and

(c) the mainteance and upgr &tdaek ineclidesTel st r ads
remedation, reconfiguration, enablement, augmentation,
maintenance and repair of the Network (including the removal,
rearrangement, replacement or decommissioning (for example
with fibre optic cable) of the continuous metallic pair used for
the supply of the T&tra Unconditioned Local Loop Servite
t he AccesNetw&leUpdrades) ( A

6.2 The Access Seeker acknowledges that:

(@ any such Network Upgrade by Telstra may include the
installation of TCAMs closer toULL End Customers than a
Telstra exchangedilding;

(b)  any such Network Upgrade may require:

0] the truncation of Telstra Unconditioned Local Loop
Service provided from Telstra exchange buildings;

(i) the establishment by Access Seekers of aligwPOl
or the relocation by Access SeekerdJot. POIs from
one point to another (such as from a Telstra exchange
building to the vicinity of relevatCAMs); and/or

(i)  the alteration of deployment classes of Authorised
Equipment used by Access Seekers on Telstra
Unconditioned Local Loop Servicand

(©) a Network Upgrade may result in the Telstra Unconditioned
Local Loop Service no longer being able to be supplied or the
quality of the Telstra Unconditioned Local Loop Service (or
any services supplied by Access Seekers to thieir End
Customers using the Telstra Unconditioned Local Loop
Service) being adversely affected; and
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(d)  where a Network Upgrade does not result in the truncation of a
Telstra Unconditioned Local Loop Service provided to the
Access Seeker, but requires the alteration ofdéployment
class of Authorised Equipment used on the Telstra
Unconditioned Local Loop Service, then subject to the required
alteration being made to the deployment class, the Access
Seeker may continue to access Telstra Unconditioned Local
Loop Service.

6.3  Where a Telstra Unconditioned Local Loop Service has been activated
or Telstra has received ELLS Request (as that term is defined in the
ULL Ordering and Provisioning Code) and:

(@ the Network Upgrade will require the Access Seeker to take
particular action in order to continue to use the Telstra
Unconditioned Local Loop Service (such as that described in
clause6.2(b)); or

(b)  the Network Upgrade will result in the Telstra Uncoratied
Local Loop Service no longer being able to be supplied,

Telstra will provide the Access Seeker with notice of the Network
Upgrade. The type of notice given and the length of notice period
given in the Network Upgrade notice will vary dependingtantype

of Network Upgrade, but in the case [détwork Upgrades other than
Emergency Network Upgrades, Telstra will provide the Access Seeker
with notlessthanlwe ek s 6 pri or notice of t

6.4 Where:

(@) a Network Upgrade notice requires the Access Seeker to take
particular action (such as that described in cla@s2(b)) in
order to continue to use the Telstra Unconditioned Local Loop
Service and the Access Seeker fails to do so within the time
specifiedn the notice; or

(b) the Network Upgrade is one that will result in a Telstra
Unconditioned Local Loop Service no longer being able to be
supplied,

Telstra has the right to terminate that Telstra Unconditioned Local
Loop Service and the Access Seekestrnomply with any notice from
Telstra for the Access Seeker to submit a Handback (as that term is
definedinth&JLLOr deri ng and Provisioning

29 AttachmentB of the first undertaking containechargesfor the provision of the

Telstia ULLS andprovided,inter alia:

N2 Charges for Telstra Unconditioned Local Loop Service

2.1 The charges payable by the Access Seeker to Telstra for Telstra
Unconditioned Local Loop comprise:

he Ne

Code
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(@) aonce only charge payable at connectifoghnection
charged) (although this charge is not a matter dealt
with by this Undertaking);

(b)  amonthly charge; and

(© charges for operational aspects of the service such as
service qualification inquiries and order withdrawals
(although these charges amot a matter dealt with by
this Undertaking).

2.2  The charges payable by the Access Seeker to Telstra for Telstra
Unconditioned Local Loop Service are geographically

averaged.

3 Monthly Charge

3.1 The monthly charge for each Telstra Unconditioned Local
Loop Service is set out in Tabl#67.1. The monthly charge
depends upon whether the Telstra Unconditioned Local Loop
Service is connected at #RIM/RIM/CMUXor anRSS/RSU 0

Tablex167.1 was in théollowing form:

Location of Monthly Charge
ULL POI 1 January 2006 to 30 June 2007
RSS/RSU $30 per month
IRIM/RIM/ Not dealt with by this Undertaking given the
CMUX limited demand at this point

Thecharges for the period of the second utadeng were in identical terms save that

thewor ds fAgiven the | i mdidtnetdppebneimaablel67.a of the hi s
second undertaking.
AttachmentC to each undéking wa e n t Stahdard dcceBs Obligatioms |t

providedthat Telstravould comply with theSAOSs in the following terms

i 1 . [hsofar as a Service, or part of a Service, is a Declared Service, then
Telstra will, as required under PaKIC of the TPA treat the Access
Seeker on a nediscriminatory basis as required by theamstard
access obligations in relation to the supply of that Service or that part
of the Service, including but not limited to, if requested by the Access

Seeker:

(@) taking all reasonable steps to ensure that the technical and
operational quality of thatService or part of the Service, is
equivalent to that which Telstra provides to itself; and

P
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(b)  taking all reasonable steps to ensure that the Access Seeker
receives, in relation to thateBvice or that part of the Service,
fault detection, handling and rectification of a technical and
operational quality and timing that is equivalent to that which
Tel stra provides to itself. 0

7. THE COMMI SS| GGRNNSSFOR EERNECTING THE UNDERTAKINGS

Having assessed the key components of the undertakgagsst the matters set out in
s152AH(1), the Commission was not satisfied that the terms and conditions specified in th

undertakings were reasonable.

More particularly, it was not satisfied thaeT st r adés esti mates of
based on it®STN Ingress and Egressl Mo d e | 1l nfjofidt eece yBasdBable because
it had not discharged the onus on it to demonstrate the reasonableness of the model and its
underlying assumptions Thus, the Commission concluded that Telstra had failed to

demonstrate thatts costs were efficient

Nor was the Commissioe at i sfi ed t hat Tel strads prop
would be reasonablbecausehe averaged chargeould not reflect the asts of the ULLSn
different geographic areast was of the view thathis would adversely affect competition in
the markets for basitelecommunicationsnd broadband services and would distort usage
and investment decisions, resulting in the ineffitieuse of, and investment in,

telecommunications infrastructure.

Focusing on what it considered to Hee high weighted average cost of capital
(AWACCO) vVval ue g0 estimatdts ndtwork toststhe IComanissiorexpressed
concerns with Telstétas r e | PrafessoRobastBo wman o6 s mda drivedad | o gy

those values.

In relation tothe specific costshat Telstra claimed to incur in the supply of its ULLS,
the Commission considered the most significant issue to be the appropriatecoostry

base. It concluded that:

fEven if theACCCaccept ed Tel strads claims in rel
cost pool, the recovery of specific costs over @GN lines or all ADSL

[asymmetric digital subscriber lindhes would result in a per serviaharge

substantially below that proposed by Telsira.



37

38

39

40

-14-

Emphasisindhat it considered that the undertakings only covered certain forms of the
declared servicegshe Commission formed the view that the undertakimgsofar as they

addressed relevantquisionswer e consi st &AQs. wi th Telstrads

Commenting on the network modernisation provisions in the undertakingR2gar
above), the Commissionoted that the issues surrounding network modernisation were
inherently complex and considered that such clauses would:

fimore usually be determed by bilateral commercial negotiation or by
agreed operational procedures through gelfjulatory mechanisns.

The Commission concluded that the proposed price andpmosm terms and

conditions contained in the undertakings:

1 were unlikely to proma the longterm interests of endsers as they would not
promote competition and encourage the economically efficient use of, and investment

in, infrastructure;

1 resulted in Telstra recovering more than was necessary to protmdegitimate

business ird@rests;

1 would harm the interests of access seekers and the persons who had rights to use the
ULLS;

1 exceeded the direct cost of providing access;

1 did not have a material effect on the operational and technical requirements necessary

for the safe andetiable operation of telecommunications serviees]

1 were not likely to facilitate the economically efficient operation of the ULLS.

Accordingly, the Commission was not satisfied that the terms and conditions specified in the

undertakings we reasonable.
8. ISSUES

The principal issues for our consideration are:

1 whether the undertakings are consistent with the SAOs applicable to Telstra:
s152BV(2)(b); and
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1 whether the terms and conditions specified in the makiegs are reasonable:
s152BV(2)(d).

Deciding whether the terms and conditions specified in the undertakings are

reasonable includes a consideration of the following key issues:

1 whet her Tel strads proposed mont hS g $30

reasonableand

1 whether the network moderntgan provisions are reasonable.

A consideration of the reasonableness of the monthly $30 per service charge raises for

consideration the followingignificantissues:

1 whether it is reasonable for [E&a to rely on the PIH modelto estimate the network

costs that provide the basis fbe $30 charge;

1 whether the assumptions made, and the method used, by Telstra in arriving at its

WACC are reasonable and, in particulahether its

0 use of twoWACCSs, one to determine the ULLS network costs and another to

determine its ULLS specific cosis reasonableand

o] increase of a number of input parameters by one standard deviation to take
account of claimed asymmetric social consequences of errastting the
WACC, is reasonable

i whether the approach taken by Telstra to determine its ULLS specific costs is

reasonable andh particular whether:

o] it is reasonable for Telstra to rely ahe Speci fi c Cost s Mo (
SCmodel 0) i t porposeadf @edeloping the underakings; and
0 what it refers to as 1itsCé&lpeuwl dti iconCss)

estimates of its actual costs and its method of allocating those costs are

reasonable; and
1 whether, as claimed by Telstra, certain touchstones, namely:

0 historicand current cost estimates derived

accounts (fAithe RKR account so) ;



43

44

-16-

0 an estimate of its costs derived from a model developed in-1998 by
NERA Ecaomic Consulting fi N E Rfdr thg¢ Commission and modified by
the Commi ssion immdeO0O0)d; (Anhde NERA

0 international benchmarks,
demonstrate the reasonableness of the $30 charge.

The issues listed above are by no means the only issues addressir reasonsor are they

the only issues that were addressed during the course of the review.
9. CONSISTENCY WITH THE STANDARD ACCESS OBLIGATIONS

The SAO imposed on Telstra undet $ 2 AR( 3) ( a) is to supply
seM ce0O to service providers. The Commi ssio
pursuantto 452AL. We must not accept Telstrabds undert
they are consistent with the SAOs that are applicable to Telstt&2BV(2)(b). In deciding

whether we might be so satisfied, we were faced witlialf@ving issues

(&  whether the undertakings complied with the obligation 152AR(3)(a) to supply an
active declared service, the ULLS, or whether the undertakings gixn in relation
to a service, th&elstraULLS, which was different from the ULLSs declare@nd so
limited in scope as to preclude us from being satisfied, as required33B%/(2)(b),
that the undertakgs were consistent with the SAOs; and

(b)  whether either of the equivalency SAOsLE2AR(3)(b)ands 152AR(3)(c): paf7])
impose an obligation on Telstra to inform a service provider to whom it ssppéie
ULLS of a network upgrade

The issue in pdKi3(a)] arises because the description of the ULLS, which is the
subject of the Commissiono6s dexdensive awith,ithens i s
description of the ULLS which ishe Telstra service, the subject of the undertakings.
Specifically:

1 Tel strads uLLs will support a connectio
requirement for Telstrads ULLS to support

1 Tel strads ULLS i nvolsmeetllctwisted pais ehereak thea ¢ o n
declared ULLS involves the use of an unconditioned copper based wire; and
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1 the undertakings do not specify prices for the ULLS where theusedis connected
to IRIM/RIM/CMUX units and therefore do not cover conneecicdo any of these

types of network nodes.

Nothing turns on these differences as the ULLS supplied by Telstra falls within the
description of the ULLS in the declarations.

ULLS in the declaredervice in the following respects:

1 a continuous metallic twisted pair is an unconditioned communications wire;

1 the use of that metallic twisted pair bet
Customer Premises and a ULL POI [point of interconnattassociated with the
TCAM serving that ULL End Customero as d
bet ween Athe boundary of a tuwderclhhsmmume mia:
and a point on a telecommunications network that is a potential POldoahiar
associated with a customer access module and located on theseedr 6 s si de o

cust omer access modul edo as described in t

1 although the undertakings do not deal with the charge for a service with ULL POls
which connect witHRIM, RIM or CMUX units, they do deal with services in which
ULL POIs connect with RSSs and RSUs so that there is still a use as described in the

declarations.

The issue inpar[43(b)] arises because of the contention that the Network
Moderni sation Provisions contained in the u
obligation under 452AR(3)(b) to take all reasonable steps to enswaettte technical and
operational quality of the ULLS is equivalent to that which Telstra supplies to itself. Optus
argued that in order for Telstra to meet its obligations, Optus would need to be given notice
of all the details of network modernisatiorattwould materially affect its operations at the
same time as Telstra became aware of such matters, in order to allow it to respond at the
same time, and in an equivalent manner, as Telstra. Optus contended that the Network
Modernisation Provisions (pf28]) failed to provide such notice and instead provided that

access seekers may only be provided with fifteen weeks notice.

We do not consider that the equimaty SAOs (sub$52AR(3)(b) and (c)) impose an
obligation on Telstra to inform a service provider of a network upgrade that would impact on



47

48

49

-18-

the provision of an active declared service. The sulpatter covered by those
subparagraphs relates to matteos directly involved in the fact of notification of a network
upgr ade. We adopt, for the purpose of the
contained in cb.1 of the Service Schedule which is Attachm&nib the undertakings
(par[28] above). Insofar as that definition is relevant to a notification by Telstra of a
Network Upgrade, the notification does not deal with or encompass components of the

technical and operational quality (including ordering and provisioning which precede the

supply of the service) of the service fAsuppl

forewarning or notification of an interruption, alteration or changeabgérvice. Further, it

does not deal with or encompass components of fault detection, handling or rectification of
the service of a technical and operational quality or the timing of such fault detection,
handling and rectification of the service. Tlefrer enc e t 0l152AR(3)(0)iisrag 0 i
reference to the timing of the fault detection, handling and rectification of the service; it is not
a reference to the timing of the giving of any notice of any matter by an access provider to a

service provider.

Put shortly, the equivalency SAOs do not give rise to any obligation on the part of
Telstra to give any particular type or period of notice of any Network Upgrades that will
affect the provision of the ULLS. To that extent, and in that respectyrtiertakings are
consistent with the SAOs applicable to Telstra. They do not contain any provision relating to
the manner or period of notification of any Network Upgrades which impinge upon, or are

inconsistent with, those obligations.

It is necessaryo distinguish between the nature, content and effect of any Network
Upgrade and the period of notification to be given to a service provider of any such proposed
Network Upgrade. The former is covered by the equivalency obligations contained in
subssl52AR(3)(b) and (c), the latter is not so covered.

It is of course a separate and further enquiry whether the provisions in the
undertakings relating to network modernisatiorparticularly in relation to the period of
notification of any proposed Netwolkpgraded are reasonable having regard to the matters
specified in SL152AH and the objectives in1$2AB.



50

51

52

-19-

In any event, we are satisfied that the provisions of the undertakings, including the
Network Modernisation Provisions, are consistent with tB©S that are applicable to

Telstra. There is no provision in the undertakings which inhibits or prevents Telstra from:

1 ensuring that the technical and operational quality of the ULLS it supplies (including

ordering and provisioning) is equivalent tottiadnich Telstra provides to itself; or

1 ensuring that service providers receive, in relation to the ULLS it supplies, fault
detection, handling and rectification of a technical and operational quality and timing

that is equivalent to that which Telstrapides to itself.

For the reasons given above, we do not
Network Modernisation Provisions in the undertakings to be consistent with the SAOs, Optus
would need to be given notice of all of the details mf aetwork modernisation that would
materially affect its operations, and allow it to respond at the same time, and in an equivalent
manner, as Telstra becomes aware of such matters. We do not accept that such notification is
part of the technical and ogional quality of the service supplied by Telstra to itself. The
notification provision contained in the undertakings6@, paf28] above) is not, ints

terms, inconsistent with any of the SAOs.

We also do not accept the submission of the other intervenors 152B¥%(2)(b)
requires us to reject an undertaking which contains Network Modernisation Provisions unless
we are satisfied that Telstra lyiin every instance, exercise the Network Modernisation
Provisions in a way which is consistent with the obligation und&2&R(3)(b). As noted
earlier, we do not accept that the notification provision in the Network Modernisation
Provisions is coveredy s152AR(3)(b) but we accept that the nature of any Network
Upgrade may well fall within the terms of $§2AR(3)(a) and (b). The submissions of the
other intervenors misconstrue the terms @562BV(2)(b) which requires us to compare the
terms of theundertakings with the SAOs and determine whether there are any inconsistencies
between them. It is the nature of the obligation undertaken by Telstra which is relevant, not
whether it will in fact perform that obligation on every occasion in the futurenwhis
required to do so. If the terms of the undertakings are consistent with the SAOs then our
enquiry under 452BV(2)(b) is at an end. We are not required to go further and determine,
that is, predict, whether Telstra will, in fact, in the futueerg out and implement the
obligations it has undertaken to perform.

ac
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10. AVERAGING OF NETWORK COSTS

One of the principal matters for our det ¢
per service per month for access to the ULLS is reasonable. dnmileihg whether that
charge is reasonable, we must have regard to the matters set olb2AHs and the
objectives set out in 552AB. Whether that charge is reasonable requires us to look at the
method by which the charge is derived and to determiretheh the method is, in all the
circumstances, reasonable. We must therefore assess the method adopted to derive the ULLS
charge by reference to the same matters set outlib2gsH and 152AB.

Tel strads principal c o n haege foriaccess to s ULLE | at i ©
was that the charge should be averaged across four bands or areas, namely:
T Bandlicentr al business districts (ACBDsO
1 Band 2i metropolitan;
T Band 3i provincial;
T Band 4i rural,
to reflect the retail price parity obligat:i
relation to line rental services at the retail level, so that it can recover the efficient costs of its
investment in its Customer Telstae@ussts dirdentioror k (|
in this form, the contention is more accurately expressed in the followingi ftmmmonthly
charge for access to its ULLS should be set on the basis that it recovers no more than the
efficient costs of the supply of the ULLS all geographic areas and that this charge is based
on the average of the costs across those four areas to reflect the RPPO faced by Telstra in
relation to line rental services at the retail level, so that it can recover the efficient costs of its
investnent in its CAN.
10.1 THEBASISOFTELSTRA6 S $30 CHARGE

We turn to a consideration of averaging having regard to the particular matters set out
in s152AH and the objectives in1s5 2 A B . Telstrads proposal i
ULLS monthly access elnige across the four geographic areas it has identified, based on the
average of its estimated efficient costs of supplying the ULLS in these four areas. When we
use the expressions fAaveragingo or Aaveraged
geographic averaging of its costs and to the consequent uniform ULLS monthly access
charge across the four areas. -Bveni d@irmnyo a

Adeveragedod, we are using them as fthenldkSt hand
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to each of the four areas and to the practice of charging different amounts for access to the

ULLS Telstra supplies in each of the four bands or areas.

The issue of averaging arises because the cost of the ULLS which Telstra supplies
varies letween the four bands or areas. Telstra has estimated its costs of supplying the ULLS
in each of the four bands or areas and says that the cost of supplying the ULLS increases
successively from one band to the next, with the cost of supplying an ULL&nohlBoeing

the lowest and the cost of supplying an ULLS Bérizking the greatest.

The material before us showed that there are two separate areas in which averaging
could most conveniently be considered. The parties considered the impact of avieraging

urban areas (in which they included bafidend 2) and in rural areas (in which they included

bands3 and 4) . We follow the same path, recocg

down into the four bands or areas.

In order toset a uniform charge for the ULLS that just recovers the cost of providing
the service across all of these bands, a charge must be set that reflects the average cost of
providing the service across the whole of the country. In other words, -abstvehages
must be set for the ULLS in some areas in order to generate sufficient revenues to
crosssubsidise belove 0 st charges for the ULLS in other
of providing the ULLS in each of the four bands, averaged access chargée fdLLS
would be above the cost of providing the service in the CBD and metropolitan bands, but
below the cost of providing the service in the provincial and rural bands. Telstra argued that
averaged access charges must be set for the ULLS in ordgmnerate, and preserve, a

crosssubsidy from CBD/metropolitan bands to provincial/rural bands

Telstra has derived its monthly charge of $30 per service on the basis that the monthly
charge will recover no more than its costswpplying the ULLS and a reasonable return of,
and return on, capital empl oyed in making t

based on the following elements:

T ULLS network costs;

1 ULLS specific costs; and

f
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1 an adjustmentdr the amount Telstra receives from the Universal Service Fund

(AUSFo) as a result of its Universal Serv

Based on a number of inputs and assumptions to which we refer later in these reasons,
including using a lower and a higher \E& value, Telstra has estimated the averaged costs

of supplying its ULLS during the periods covered by the undertakings as set out in the table

below:
Lower Higher Lower Higher Lower Higher
value value value value value value
1/1/06- | 1/1/06- | 1/7/06- | 1/7/06- | 1/7/07- | 1/7/07-
30/6/06 30/6/06 30/6/07 30/6/07 30/6/8B 30/6/08
Network costs $24.95 $34.97 $27.47 $38.37 $28.62 $40.26
plus specific costs $5.65 $5.99 $3.59 $3.90 $2.67 $2.91
less USO adjustmen,  $0.31 $0.31 $0.29 $0.29 $0.26 $0.26
Total $30.29 $40.65 $30.77 $41.98 $31.03 $42.91
The network costs described in this tkhble ha

model while the specific costs have been estimated by reference to tedeCand the

SCCalculations. We shall return to these cost estimates later in these reasons.

In the case of the loweralue cost estimates outlined in pa8] above, the averaged
costs may be contrasted wit h-valuenetsvorkcastspere st i n

ULLS per month for each of the four bands based on itdIPfiedel:

1/7/0530/6/06 1/7/06-30/6/07 1/7/0730/6/08
Band 1 $[X] $[X] $[X]
Band 2 $[X] $[X] $[X]
Band 3 $[X] $[X] $[X]
Band 4 $[X] $[X] $[X]
Averaged cost $24.95 $27.47 $28.62

Tel strads est i ma tvalee nawork costsperdJi LS pec moath foredch aj h e r

the four bands were:
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1/7/0530/6/06 1/7/06-30/6/07 1/7/0730/6/08
Band 1 $[X] $[X] $[X]
Band 2 $[X] $[X] $[X]
Band 3 $[X] $[X] $[X]
Band 4 $[X] $[X] $[X]
Averaged cost $34.97 $38.37 $40.26

Telstra averaged its lowsalue and highevalue network cost estimates using the following

weights:

05/06 06/07 07/08
Band1| [X]% [X]% [X]%
Band2 | [X]% [X1% [X]%
Band3 | [X]% [X1% [X]%
Band4 | [X]% [X1% [X]%

Telstra accepted that if there was no RPPO imposed on it, fullwelmged ULLS

charges would be a sensible policy from an economic perspective.

RPPO, in effect, required it to charge the same price for line rental servicesettihievel

in all areas. (This contention is an owémplication of the content of the RPPO and does not

It contended that the

take into account the consequence of bundling line rental services with other services. We

return to this issue later in these reasons). Accoidifglstra, a policy of fully daveraged

ULLS charges would allow both retail and wholesale prices to reflect costs in accordance

with standard economic principles. But, it submitted, where an RPPO existaderdged

ULLS charges

of its CAN would not be recovered and competitive activity in rural areas would be

e fskimanu rnagpe b yh carcecaeerss s eeker s

W i

discouraged. By contrast, averaging of ULLS charges assisted in matching the structure of

retail and wholesale prise

Creamskimming, as explained by Telstra, occurs when access seekers take advantage

of the arbitrage opportunity that exists if cbstsed charges are set for the ULLS (a key input

into the provision of a retail line rentadrgice) in urban areas in circumstances where Telstra

needs to set abovedst prices for retail line rental services in these areas in order to meet its

RPPO. If access seekers chose only to operate in urban areas, they would be able to set

prices for theetail line rental services they offer that reflect the cost of providing the service

t |
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in these areas if they were able to acquire the ULLS femvéeaged charges. However,
given such retail prices would be cdistsed, they would necessarily be belowahevecost

prices for the retail line rental services set by Telstra in order to comply with its RPPO. If
Telstra chose to respond by lowering its own retail prices towards its cost of production, it
would therefore reduce the abesest revenue it wouldeceive from providing retail line
rental services in urban areas. In turn, this would undermine its ability to fund the
crosssubsidy arrangement it believes is necessary to meet the RPPO in rural areas.
Alternatively, Telstra could choose not to resgdo competition and retain abewgest prices

for retail line rental services in urban areas. If it did so, it would be expected to lose most (if
not all) of its retail line rental customers in urban areas. Telstra argued that under either
strategy it vould no longer be able to earn sufficient revenues in total to recover the efficient
costs of its CAN.

102 TELSTRAOGS RECEARARITYBPBUGATION (RPPO)

The RPPO arises in the following circumstances. Unde®Alof theTdstra Carrier
Chargesi Price Control Arrangements, Notification and Disallowance Determination
No.10of 2005 (as amended by the Telstra Carrier Chargeé®rice Control Arrangements,
Notification and Disallowance Determination Nbof2005 (Amendment Na.of 2006))
(At he Price Control Determinationo), Tel st
residential, charity and business argers, in nommetropolitan areas, at the same or a lower
price and on the same pricglated terms it offers to sucimausers in metropolitan areas.

Further, Telstra must offer Abasinetopalitane r ent
areas at the same or lower price and on the samerpgcé at ed terms as it
rental ser vi c éudeinmetropolitan@amegs.ar abl e

For the purposes of ¢PA:

1 Ametropol itan arcaraed charge ama for tSiidaey, iMellboerme,
Brisbane, Perth or Adelaide;

1 Anemetropol itan ar e astaliaother than a metrppoldan &em; of A

=
>

Aprfie€eleat ed termso means terms relating to

i Abasic | ine rental serviceo means a | ine

supplied to a customer in order tongoly with the requirement to provide
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pre-selection under a determination made by the Australian Communications and
Media Authority under Paft7 of theTelecommunications A&997, other than a line
rental in respect of which the customer contractuallg@gnot to exercise the right to
pre-select in favour of a carriage service provider other than Telstra.

(The Price Control Determination is made pursuant tb54¢1), 155(1) and 157(1) of the
Telecommunications (Consumer Protection and Service Standards) 4@ 9 ( Ct h) (n
TCPSSAct o) ) .

It was accepted that at the present time, and on the date of the Price Control
Determinati on, Tel strads basupxplliiede urmearetral T

HomelLine Part and BusinessLine Part services.

The consequence is that Telstra is required to provide its HomeLine Part and
BusinessLine Part line rental services in-moetropolitan areas at the sanreadower price,
and on the same prigelated terms, as it offers these services to customers in metropolitan
areas. These two services are unbundled services. HomeLine Part service is defined by
Telstra in the terms and conditions on which it offessBasic Telephone Service. The
HomelLine Part service is available where a customer does not preselect Telstra for
long-distance calls, international calls and calls to mobile numbers. A subscriber to the

HomelLine Part service obtains:

1 conrection to Telstrads Public Switched Tel
1 the ability to make and receive certain types of calls, basically local calls;

i a telephone number;

1 a free listing of the telephone number in a telephone directory.

A subscriber to the éimeLine Part service who wishes to make ldigjance calls,
international calls or calls to mobile numbers must either preselect a carrier other than Telstra
for these calls or use an override code to select Telstra, in which case further charges will be

incurred.

The BusinessLine Part service is in similar terms but applies to businesseysd

rather than residential.
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Telstra also supplies line rental services as a part of bundles that include various
calling services (such as fix¢d-mobile calls, long distance calls and international calls).
However, the RPPO requirement in the Price Control Determination does not apply to these
line rental services when they are supplied as part of a bundle of sexwitleyy as the line
rent al service supplied in these bundl es

par[64] above.

103 TEL STRAOWERSAN BERVICE OBLIG ATION (USO) AND THE
UNIVERSAL SERVICE FU ND (USF)

Underpinning Telstrads argument for the
it needed to subsidise the provision of telecommunications services in rural areas in Australia
because of its RPPO. It was accepted that the cost of providing these services in provincial
and (especially) rural areas was significantly higher than in urban areas, and that Telstra was
required to provide line rental services in provincial and rurasarand to endsers, that

were unprofitable.

The need to subsidise the provision of telecommunications services in rural areas
raises for consideration Telstrabds USO whi

Telstra receives from the USF.

The USO is described in%1) of theTCPSSAct in the following terms:

AnFor t he pur p o s eusiversalf senticd oldigatiéndstthe t h e
obligation:

(@) to ensure that standard telephone services are reasonabbssibte
to all people in Australia on an equitable basis, wherever they reside
or carry on business; and

(b)  to ensure that payphones are reasonably accessible to all people in
Australia on an equitable basis, wherever they reside or carry on
business; ad

(c) to ensure that prescribed carriage services are reasonably accessible
to all people in Australia on an equitable basis, wherever they reside
or carry on business. 0
Telstra is subject to the provisions of the USO by virtue of the provisionsldf §¢8A and

12D of theTCPSSACt.

S

a

c
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The USF arises through the imposition of a levy upon industry participants
(telecommunications carriers), including Telstra, underTtelecommunicationsUfiversal
Service LevyAct 1997 (Ch). At the present time, Telstra is the only universal service
provider. The levy is assessed, collected, recovered and distributed under3Dn¥ the
TCPSSAct. The amount of the subsidy to be paid to a universal service provider in relation
to its USO isdetermined by the Minister for Communications, Information Technology and
the Arts under Di® of theTCPSSAct: s16. The TCPS®\ct does not, however, set out
any mechanism or formula by reference to which the subsidy to Telstra is to be determined,
nori s the subsidy Iinked to Telstrads costs
advice from the Australian Communications and Media Authority. OduBg 2005, the
Minister set the subsidies for the financial years 2005/2006, 2006/2007 and 2&07/20

Telstra takes into account the amount of the subsidy it receives when calculating its
ULLS charge but it contends that the subsidy does not provide for full recovery of the deficit

incurred in serving endsers to whom it provides a s&e at a loss.

The Commission submitted that Telstra had not provided any evidence to suggest that
the USF would be incapable of meeting any cost shortfall that would exist in rural areas for
an efficient forwardooking network. The Commission alsmbmitted that in order to
determine whether the ULLS charge proposed by Telstra was reflective of its efficient costs,
the USF subsidy should be calculated by reference to the subsidy that Telstra would receive if
a forwardlooking network were built. Te Commi ssi on argued that T
was irrelevant. We do not accept this line of reasoning. The fact is that the Minister has
already set the USF subsidies for the periods covered by the undertakings. The proposition
that we havetoconsd er , whet her Tel strads costs under
are efficient costs, does not mean that we have to undertake a hypothetical exercise to
determine the appropriate amount of the USF subsidy during the periods of the undertakings.
Theexi stence of Il ssues in relation to Telstr
whether the PIE model accurately estimates efficient ULLS network costs, does not mean
that we should disregard the USF subsidies actually fixed by the Ministelation to the

periods covered by the undertakings.
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10.4 THE AVERAGING ISSUE

Telstra supported its case for averaging by relying on the report
ProfessoDavid Sappington an eminent expert in the field of economics and regulatory

policy in the téecommunications industry.

ProfessoSa p pi n gt o n Qissummay, wdreutrgat uniforst ULLS charges

1 were consistent wittand helped to mitigate the deleterious effecishaef RPPO;
1 would limit creamskimmingin urban areathat underminethe RPPO;

1 could enhance competitive activity in rural Australia and help to limit the operation of

inefficient suppliers in urbaareas

1 could help to support a low uniforchargefor an unbundled basic access service

throughout Australiaand

1 constituted a reasonable policy in Australia as long as Telstra continued to face the
RPPO.

ProfessoSappi ngt onds anal yexplisitassumptiors:ased upon

1 Telstra was required to charge the same price for unbundled basic access services to
residential (and businesshdusershroughout Australia;

1 the price that Telstra charged for unbundled basic access setwvigesidential
enduserscould exceed Telsta 6 s uni t p r o d @reashutoofiten was s t I n
bel ow Tel strabés unardgasgnd oduction cost in r

1 Tel strads effi ci etmeULLSwas genecally higheranfrurapeaso d u c i n

of Australia than in urbaareas
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It appears thatthere was a fourth assumption underpinning some of

ProfessoSappi ngt onés anal ysi s, namely, that uni

only effective to mitigate the effects of the RPPO and avoid the consequences of
creamskimming when new entrain urban areas, or retail competitors of Telstra in urban
areas, are precluded from investing in alternative urban networks, or if it is not technically or

commercially feasible for competitors to roll out alternative urban networks.

There was no ntarial placed before us to the effect that bypass, whether efficient or
inefficient, by access seekers would not be possiltldeed there was some evidence to the
contrary, namely, that bypass ofseiméuly2006 aos
to the Commi ssi A8téategic Revew df the ReguRteoom @& Fixed Network

ServicesTelstra stated that:

Al n tCBI®Bs Jtee central business districts of Sydney, Melbourne,
Brisbane, Adelaide and Perththere are multiple competing fixed and
wireless access networks that provide effective competitive infrastructure to
Tel strads networ k. o

f

r

Further, Optus pointed to the fact t hat by

occurred to some extent. Inthe@mi s s i o nfélecommanations Infrastructure in
Australia 2004(June 2005), it was noted that the traditional copper network accounted (in
2004) for 87.2% of subscriber connections and that other technologies (such as Hybrid
FibreCoaxi al HE&I)14.86% fand optical fibré 0.6%) accounted for the

remainder.

The Commission also noted in Fsal Determination on its Declaration Inquirfpr
the ULLS, PSTKDTA and CLLRJuly2006) that a number of local access networks based on
microwave, fixed wireless, optical fibore and satellite technologies had emerged in recent
years. It identified the alternative network infrastructure in place in capital cities as of June

2004 and sdithey were mostly in discrete geographic areas. It observed:

AWhile these networks may have the techn

t hat ar e, to a degree, substitutable f
customer access networlCAN), most ofthese networks are located in

discrete geographic areas. For instance, optical fibre networks are mostly

located in central business districCBD) areas and are targeted toward

corporate customers. Some fidvased and/orHFC networks are also

deployedin certain regional areas such as tA&€T and some regional cities

in Victoria, NSWand other areas. Many of the wireless networks that have

O |
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been developed recently are targeted at-esers in regional and remote
areas. o

We also note, and take into aoob, the following observation of the Commission:

Aln addition, the mere existence of alte
indicate that there is effective competition in particular areas. Effective

competition will depend on factors including, Imait limited to, the height of
barriers to entry, competitorso whol esal
levels, and the prices and costs of services provided. Hence, it is when

conditions for competitive new entry exist and there is evidence of effective

competition in an appropriately defined market (or the prospect of this in a

clearly defined timdrame) that removal of regulation should be considered.

Therefore, in addition to the evidence that shows alternatives are fragmented,

the Commission has heeceived any evidence that these alternative networks
actually constrain Telstrabds prices and
Telstra generally has a large degree of market power in originating and
terminating voice calls, as well as the provisioh fixed services more
generally. o

The significance of the existence, or possibility, of bypass, whether it be efficient or
inefficient, is that Telstrads rationale for
entrants or retail competitors urban areas can bypass the Telstra network and avoid having
to pay the averaged ULLS charge. To the extent that bypass of the CAN is significant in
urban areas, there will be less users of the CAN in urban areas from which Telstra can extract
abovecost evenues through its pricing of retail line rental services. In this situation,

Tel strads ability to subsidise the |l osses in
cost obtained in urban areas will be lost (or significantly diminished) amddhsequence

will be similar to that which Telstra contends will occur as a result of csd@mming.

Telstra submitted that no compelling case had been made that inefficient bypass
would be widespread under averaging or that the risk of such bypdssgtinst averaging.
It relied upon the views expressed by CoRE Research that entry into the market, even if
subsidised, would not occur unless it was efficient and that entrants would make efficient
build versus buy decisions. There is some merit im shbmission as there is in the other
submissions advanced by Telstra as to why the risk of bypass did not totally undermine its
arguments in support of averaging. Nevertheless, as noted earlier, there was some evidence

before us that bypass had occurred
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However, the reasons for that bypass, specifically whether they werdr@st or
demanddriven, were never articulated. We cannot be confident what the drivers of bypass
might be, nor the quantum of bypass, should dersat® signals change, asould be the
case with an averaged access charge which would be higher than hitherto had existed in

urban areas.

One of ProfesssBappi ngt onds basi c Jaweraged BHLLS i ons
charges, coupled with the RPPO, would enahkfficient competidrs to thrive in urban
area while precluding the operation of efficient competitors in rarads.

ProfessoiSappington noted thaunder deaveragingthe price structure imposda/
the RPPO encouraged competitors to iserendusersin urban areasof Australia and
discouraged competitive activity in ruratea. He observed that even a competitor with a
cost structur e si miiteaendusersprofitably is tunbamdéreasby oul d
charging a lower price than Telstra chargesllT e | s priceaséGet at an abowest level in
urbanareasn order to help finance the belesost pricing that is implemented in ruekeas
to comply with the RPPO.

ProfessoSappington considered thah theory Telstra could lower theprice it
charged for unbundled basic access services in wbeasto match the price charged by

competitors, but under the RPPO, this price reduction would require an identical price

reduction in ruralareas,which togetherwo u | d reduce <STentuyt rHa 0 s e a

considered that Telstra might conceivably redube prices it charged for bundled
telecommunicatiomiservices in urbaareasonly, leavingthe price of unbundled basic access
unchanged throughout Australia. Telstra might then consider ngighe prices of bundled
services in rurabrea to offset the revenue reduction resulting from the lower prices of
bundled services in urbaares. However, Profess@appington noted that rurahdusers
could avoid the hi gh sepiceasrraral aréagy purdhasing liasica 6 s
access from Telstra (at the RPPO price) and securing any additional desired services from

competitors.

It was critical to Profess@appi ngt onds anal ysi s t hat
competitive marketsvhereby prices were driven to the level of costs soghegs for retail
line rentalservices would beset at levels that reflected the-aeeraged costs of providing
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these serviceg, oul d not i nf | uleeocadcse of The RPPO.rHe dostahpeati c i n g

once Tel strads pri ces welfe opreclude@ $ronc reflecting ¢hs s
de-averagd costs of producing thee servics, it was best to set wholesatbarges for the
ULLS that similarly departed from the dmeragd costs of producing thevholesale

services.

ProfessoiSappingtomotedthatin the reportAveraging vsDe-averaging provided to
the other intervenors bylarsden Jacolssociatesjt was suggesd that uniformcharge
would enable Telstra to achieve a competitive advarttagewould allow it to undercut its
urban competitors and capture greater market share. This suggestion is not warranted if you
accept Profess@appi ngt ondés t h elsargs is nebeastary ta enabie dgstran g
to subsidise its rural servicdsaving regard to the RPP(RrofessoSappington notethat
the RPPO preanted Telstra from reducing th price it chargedor unbundled basic line
access in urbaarea of Australia without implementing the same price reduction in rural
area. Therebre, ProfessoSappington argued, Telstra svaot at liberty to engage in the
selective price cutting in urbasrea that Marsden Jacohssociatesappeaed to envision.
This is not necessarily correct. Telstra might not be at liberty to engage in selective price
cutting of theretail line rental service which is subject to the RPBGO it is at liberty to
engage in selective price cutting in urkeea in relation to bundled products which are not
subject to the RPPO. This propositialso applies to any other lineentalservice which is
not subject to the RPPO.

However, Marsden JacoBssociatesmight be correct in their suggestion if the
position is that Telstra is ableby reference to other services provided over its CAN
accumulate profits from the provision of those services which enable it to subsidise rural

services thereby releasing its urban charges from the need to subsidise ruas$ servi
11. DOES AVERAGING PROMO TE THE LONG -TERM INTERESTS OF END-USERS?

The answer to this question requires u$58AB(2)) to have regard to the extent to
which averaging is likely to result in the achievement of the objective of:
1 promoting competitio in markets for listed services;

1 achieving anyto-any connectivity in relation to carriage services that involve

communication between engsers; and

S e

of
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1 encouraging the economically efficient use of, and the economically efficient

investment in:

o the irfrastructure by which listed services are supplied; and
0 any other infrastructure by which the listed services are, or are likely to become,

capable of being supplied.

We turn first to the objective of promoting competition in markets for listedcgsvi

111 THE MEANING OF PROMO TING COMPETITION IN S152AB(2) OF
THE ACT

The ULLS can be used to provide a range of telecommunications services, including
fixed-line voice services (such as the provision of line rental, local call and long distance call
services) and broadband internet services. We consider the markets for these services to be
the relevant markets within which to determine whether averaging is likely to promote

competition.

Telstra argued that averaging was likely to promote competition in urban areas as
de-averaged charges for the ULLS, in the face of the RPPO, would prevent Telstra from
competing with access seekers in urban areas, even if it was equally as efficiemhaig or

efficient than, access seekers, because of the existence ofsiieaming.

Telstra also argued that averaging would be likely to promote competition in rural
areas because access seekers could obtain access at charges less than cost agté §o comp
an area otherwise not open to them. If charges wemelmged, competition would be
unlikely to occur in rural areas. Even an efficient access seeker would be unable to compete
as retail prices would be heimdetits RPPOwW Put o st
shortly, Telstra contended that-deeraged charges encouraged inefficient competition in
low cost urban areas and inhibited or prevented efficient competition in high cost rural areas.
Averaged charges avoided these consequencesidagcas long as Telstra must meet its
RPPO, they were the only means for encouraging efficient infrastrelzaigsiesd competition

in rural areas.

It is important to remember that in this context we are considering the likelihood of

the promot on of Acompetitiono, not the promoti on



96

-34-

the process of competition and whether effective competition is likely to be promoted. We
are not concerned to determine whether particular market outcomes will be achieved by

averaging.

In the context of determining whether to declare a service unddARif the Act,
the Tribunal stated inSydney International Airporf2000] ATPR 41754 at 40,775
(par[106]):

AThe Tribunal does not conscongpetiiont hat t he

in s44H(4)(a) requires it to be satisfied that there would be an advance in

competition in the sense that competition would be increased. Rather, the

Tri bunal considers that the 4HM)@E) on of Apr

involves the ida of creating the conditions or environment for improving

competition from what it would be otherwise. That is to say, the opportunities

and environment for competition given declaration, will be better than they

woul d be without decl aration. o
That observation was made in the context 4#ild(4)(a) which at the time of the decision
required the Minister to be satisfied that
subsection (amended by theade Practices Amendment (National Access Reghtie2006
(Ct h)) now requires the Minister to be sati
increase in competition éo. We consider,
applies to the meani ng d52ABiR)c) of the Act: IBgvenc o mp e t
Network Limited (N@l) [2004] ACompT 11 at [124]. The qualification is that pursuant to
s44H(4)(a) (before its amendment) the Minister (and the Tribunal on review) had to be
satisfied that access or intieavednaacaexays kie
pursuantto4d 52 AB(2) we must have regard to Athe e
likely to result in the achievement of the objective of promoting competition in relevant
markets. The difference in language recogmiighe different legislative regimes in IRA
and PXIC. Sectiord4H(4)(a) (before its amendment) did not require a consideration of the
extent to which access or increased access would promote competition in a market. Now
s44H(4)(a) requires the Mister (and the Tribunal on review) to be satisfied that access or
increased access would promote a material increase in competition in a market. When, for
example, 452AB(2)(c) directs the Commission (and the Tribunal on review) to have regard
to the exént to which averaging is likely to result in the achievement of promoting

competition in rural areas, the Commission (and the Tribunal on review) must consider the
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extent of the competitive impact of averaging in rural areas and the likelihood of tatt, ext

not only the improvement of the environment for competition.

Competition is a process, rather than a situatidReQueensland G®perative
Milling Association and Defiance Holding$976) 8 ALR 481 at 51815. It is the way in
which firms interat, and respond to each other, to ensure they best achieve their individual
objectives. Under traditional economic theories of the firm, firms are normally considered to
operate with the objective of maximising profits. In general, it is assumed thatviith this
objective will compete to win market share from each other. In turn, competition between

firms in this way is desirable from a consumer perspective because it creates incentives for

firms:

1 to lower their prices towards their costs of prdduc in order to attract more
consumers to their business so that they can expand their market share; and

1 to seek greater productive efficiencies (now and over time) so that they may lower

their costs of production. In turn, this enables them profitédbliower prices for
consumers in ways that will attract more consumers to their business in order to

increase their share of the market.

It is in the interests of consumers that efficient producers of services survive the
process of competition as thensure that a given service can be profitably produced at the
lowest possible cost. In turn, efficient producers are able profitably to provide services to
consumers at lower prices. The process of competition allows efficient suppliers to survive
anddisplace less efficient suppliers in well functioning markets. Inefficient suppliers will
produce their services at a higher cost than their rivals. They will be unable profitably to
lower the prices they set for consumers to the same level as moienéfiioducers, with the
consequence that they will be unable to win consumers and will therefore be forced out of the
market. If, however, efficient suppliers are unable for other reasons to remain in the market,

prices will not reduce to levels consistavith the costs of the efficient suppliers.

Accordingly, we believe it is important not to confuse the objective of promoting
competition with the outcome of ensuring the greatest number of competitors. That is, the
Act aims to promote competition ¢euse of the benefits that result from th@cessof

competition, such as lower prices for consumers and the displacement of inefficient suppliers
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by efficient suppliers of services. As the Tribunal observeSyiiney International Airport
(supra) at pafl08]:
AThe Tisicdnaemexd lwith furthering competition in a forward looking
way, not furthering a particular type or number of competitiors.

(See als®ydney Services Pty LimitgtD05] ACompT 7 at pal36]).

Whether averaging will promote emetition in the relevant markets for listed
services depends upon whether averaging will enable efficient suppliers to operate in
dependent markets. The aim is not to ensure that the greatest number of conipetitors
irrespective of their level of efficrey i can enter and successfully remain in relevant
markets. Rather, it is to ensure the existence of the conditions necessary to promote effective

competition.

We agree with Telstrads proposition that
compee on the basis of its own efficiencies in telecommunications markets as it is that other

competitors are able to compete on the basis of their own efficiencies in these markets.

11.2 IS AVERAGING LIKELY TO PROMOTE COMPETITI ON IN
MARKETS FOR LISTED S ERVICES IN URBAN AREAS?

The Commission argued that averaging would not promote competition in the markets
for listed services in urban areas because averaged charges would be higher in urban areas
than deaveraged charges. This would increase the cost of the ULLS to access seekers
choosing to compete in urban areas (relative to that undavetaged charges) and their
ability to compete in urban areas would be reduced.

The Commission argued thatshwas particularly the case where the marginal cost to
Telstra of providing equivalent services to arggrs remained the same, regardless of what
charging structure was adopted in the undertakings. The increase in marginal cost to access
seekers as a csequence of the averaged ULLS charges would put them at a competitive

disadvantage with Telstra

The Commission and Optus argued that averaging might discourage access seekers
from making investments in the infrastructure necessary to provide setaites using the

ULLS in preference for other wholesale products offered by Telstra that wdlve less
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investment. Optuslso arguel that the negative impact on the margins and commercial
returns of Telstrd £ompetitors resulting from averagivgould discourage investment in
ULLS-based infrastructure (such as DSLAMSs), causing a further decline in competition in

the long term.

Optus contended that in order to use the ULLS, access seekers must incur a
significant oneoff capital outlay and recung operating costs in addition to monthly access
payments to Telstra, including the capital costs of installing DSLAM equipment in Telstra
exchanges and the costs required to connect that equipment to the network. It argued that
access s eekere highly seasitiggitan LLSwaccess charges, and significant
negative margins would be incurred if access charges were averaged. In addition, it said the

payback period on ULLS investments would increase by more Xjé&f [

The other intervenors relied upon the report by Marsden Jacob Assogiatesging

vs. Deaveraging which stated:
AEntrants have built their business cases
remain deaveraged (at least in the short to medium run). y Audden

changes to regulatory sentiment would therefore cause serious disruption in
the market.

Averaging of theULL price may force some access seekers to pass on
increased costs to end users, face a squeeze on their margins or ultimately
exitthemarke i f competitive margins are compl e

Telstra argued that while averaging would lead to higher access charges in urban
areas than would occur under-aleraging, this did not mean the process of competition
would be undermined. It did nbelieve that averaging necessarily meant that the ability of
all service provider$ including Telstra and its competitoisto compete in these markets

was inhibited.

Telstra respondetb the argument thadveraged chargef®r the ULLS might lead
access seekers to use alternative products that invdbss infrastructure investmenbly

submitting that:

1 investment in both th&)LLS andalternative productgvolved some degree of sunk

costsalthough the extermhight differdepending on the techngjiesdeployed and
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1 averaging wouldhot alter the balance between thégges of investmenh away that

would alter the degree of competition.

109 We accept t hat a 31 ULLSnaohargesais akin toman ifceshse inr a 6
production costs for access seekers wishing to utilise the ULLS to provide services to
enduser s. We al so accept that Telstrads prorg
than deaveraged charges in urban areaBhe higher the averaged charge, the higher the
production costs for access seekers wishing to use the ULLS to provide servicesisersnd
This means that when acquiring the ULLS in urban areas, access seekers will pay a charge
t hat | s asleastwfeproviding acdess @odt.

110 We do not consider, however, that this necessarily means access seekers will be
unable to compete with Telstra to provide fixete telecommunications services (including
broadband interneesvices) to endisers in urban areas using the ULLS. In order for access
seekers to compete with Telstra using the ULLS, they will need to be able to set retail prices
that enable them to recover the cost of the ULLS and any additional costs they iecur wh
providing retail services to engsers. In normal circumstances, one would expect an access
seeker could only compete if Tel strabdés ULLS
service and if the access seeker were at least as efficient as ife[strdforming the other
stages of the production process necessary to provide servicesuseesd If (as would be
the case in urban areas were Telstra to average its ULLS charges) the ULLS charges were
above Tel strads c ostenTastrawouldde ablé to meducet the grices e r v i
of retail line rental services to emsers below the price an access seeker could offer on

account of it facing a lower cost than the access seeker pays for the ULLS.

111 However, incircumstances where Telstra must set prices for retail line rental services
at abovecost levels in urban areas in order to subsidise belwst pricing in rural areas,
Telstra may not be able to reduce retail prices towards its cost of providing the serv
urban areas if it sets averaged ULLS charges. This is because doing so would deprive it of
the abovecost revenues it would need to recover the total costs of its CAN. In this context,
therefore, Telstra may be forced to price retail line rergalices as if it faced the same
average costs in all areas. Where that is the case, access seekers may still be able to compete
in urban areas if the ULLS charges are averaged. Provided access seekers are at least as

efficient as Telstra at the ndylLLS stages of production of fixelthe retail services, they
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should be able to compete with Telstra if it is forced to set retail prices that reflect average

costs in all areas.

112 This proposition may be illustrated by an example. Assumehbatdst of the ULLS
line in urban areas is $10, while the cost of the ULLS line in rural &e80. Assume also
that the averaged cost of the line is $30 and that the other costs involved in providing line
rental services to endlsers is $10 per lindf Telstra were required to set a uniform price for
retail line rental services that just recovers the costs of providing these services, it must set its
price at $40 per line in all areas (the average line cost of $30 plus the additional cost of $10
perline). In this environment if Telstra set averaged access charges for access seekers that
reflected the average cost of providing the service in all areas, the ULLS charge would be
$30 per service. If access seekers were equally (or more) efficiere athir stages of
production as Telstra, they should be abl e
service. This would be the case even if access seekers sought only to operate in urban areas.
While Telstra would face a lower cost of providiinge rental services in urban areas of $20
per service (the $10 underlying per line cost plus $10 in other costs), Telstra could not reduce
its price to this level without making an overall loss across all line rental services it produced
in all areas. Tis is because any reduction in the price of retail line rental services in urban
areas would push its average price below average cost such that its total revenues did not

cover total costs.

113 To the extent that Telstra must set aboust prices for retl line rental services in
urban areas in order to cressbsidise beloveost prices for retail line rental services in rural
areas, it is likely that it would be limited in its ability to set retail prices for services in urban
areas that can be provideding the ULLS in a way that would undermine the ability of

equally efficient access seekers to compete with it.

114 However, it is not clear whether Telstra needs to set abosteprices for retail line
rental services in urban areas miler to recover the losses it makes from setting belost
prices for retail line rental in rural areas. The material before us does not enable us to
determine whether Telstra makes sufficient above normal profits from the provision of
services over it<CAN, other than line rental, to balance any losses it may make from the
provision of belowcost retail line rental services. |If Telstra did earn such above normal

profits from the provision of other services over its CAN, it might be able to reducadbe pr
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of retail line rental services in urban areas closer to its costs of production by using the above
normal profits to cover the losses it might make from setting betwst prices for retail line

rental services in rural areas. If this were the caséstra might be able to set prices for

retail line rental in urban areas below those which an access seeker might charge if ULLS
charges were averaged and if the access seeker were equally, or more, efficient than Telstra
in the noRULLS, stages of the pduction process for fixetine retail services. If this were

to be the case, it is possible that the averaged ULLS charges could be used by Telstra to
inhibit the ability of efficient competitors to compete with it over the provision of flxesl

retail services in urban areas.

Overall, we are not satisfied that averaged ULLS charges would be likely to prevent
access seekers that were at least as efficient as Telstra at th# lt®nstages of the
production process for fixelihe retail ®rvices in urban areas from being able to compete
with Telstra in urban areas. The extent to which the averaged charges would prevent efficient
access seekers from competing with Telstra in urban areas would be likely to depend on
whether Telstra earns ae normal profits from services other than the line rental that it
provides over its CAN. There is insufficient material before us to enable us to reach any

definitive conclusion on this issue.

However, it does not follow that if Telstdad not have above normal profits available

to it from the provision of other CAN services to subsidise prices for retail line rental services
in urban areas, averaging would actually promote the ability of equally efficient access
seekers to compete within retail markets in urban areas. Averaging may not inhibit the
ability of efficient access seekers to compete with Telstra in retail markets, but that does not
mean it enhances their ability to compete. In such a scenario, averaging would neither
promote nor diminish competition in urban markets. Accordingly, we do not consider
averaging is likely to promote the ability of efficient access seekers to compete in markets for

listed services in urban areas to any significant extent.

11.2.1 Would increased ULLScharges resulting from averaging lead to

less infrastructurebased competition in urban areas?

There are a mwhoesle sewites Whech an taacesdseeker might use
as an alternative to the ULLS to provide services tousmmis. There is access to the line

sharing service (ALSSo0), whol esale | ine ren
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(ALCSO0) , o hiegi MATN ng and terminating acces:
wholesaleasymmetric digital subscriber linefi ADSL 0) services. Acces
can involve differing levels of infrastructure investment by access seekers. In particular,
while theULLS and LSS require access seekers to deploy significant amounts of their own
infrastructure (such as DSLAMSY puchaas WOReahds t r a 0 ¢

wholesale ADSL servicésrequire a lesser amount of infrastructure investment.

118 Othe things being equal, if, as a result of averaging, ULLS charges were to increase
in urban areas, the charge relative to Tel st
In turn, given that the ULLS charge represents a cost for access seekesigtihe cost of
providing retail services to engsers using the ULLS (as compared to the alternatives) will
therefore increase. As a consequence, access seekers may find it more profitable to provide
retail services to endsers in urban areas usingeofor more) of the alternatives. While the
exact extent of substitution between the ULLS and the alternatives will depend on the
crossprice elasticity of demand for these services, we accept that it is likely that a higher
relative ULLS charge resultinffom averaging will be likely to lead access seekers to use
less of the ULLS and more of the alternatives.

119 Subject to access seekers not acquiring more of the LSS as an alternative to the
ULLS, less use of the ULLS may lead to less infrastructure imargt by access seekers. To
the extent that there was less take up of the ULLS and more take up of alternative wholesale
services that involved a lesser level of infrastructure investment, we accept this may reduce
the extent of competition between accesekers and Telstra over those stages of the
production process to which the infrastructure investment would have related. In turn, this
may reduce the areas of service provision over which access seekers can compete with

Telstra.

120 This need not nessarily be an inefficient outcome. To the extent that the alternative
wholesale services were priced at averagedizastd levels, an averaged ULLS charge may
prevent inefficient use of, and investment in, the infrastructure by which -liixed

telecomnunications services are provided to arsg®rs.
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11.2.2 Can Telstra compete in urban areas if it sets cbssed

de-averaged access charges for the ULLS?

As we noted earlier (pdB3]), Telstra argued that egeveraged ULLS charges, in the
face of the RPPO, would prevent Telstra from competing with access seekers in urban areas.
We have found that, in principle, @&eraged charges for the ULLS could estabash
arbitrage opportunity for potential access seekers in urban areas which could have the effect
of reducing the price of retail line rental services towards their costs of production in urban
areas. While Telstra could choose to respond to any movecbgsaseekers who sought to
reduce the price of retail line rental services towards cost in urban areas by lowering its own
prices of retall line rental services not subject to the RPPO in these areas, doing so would
deprive it of (at least some) abegestrevenues it gains from its pricing of retail line rental
services in these areas. As a consequence, it may be limited in the extent to which it can
crosssubsidise beloveost pricing of retail line rental services in rural areas if access seekers
use deaveraged charges for the ULLS to enter urban areas for the provision ofifieed

telecommunications services.

In principle, therefore, it is possible that cbsised deaveraged access charges for the
ULLS could prevent Telstra from responding tompetition from access seekers in urban
areas in a way that would enable it to recover the costs of its CAN. In that sense, therefore,
the existence of the RPPO might bring about a result that Telstra can only compete to provide
fixed-line telecommunicatins and broadband internet services to-@sers in urban areas if

it is prepared to incur a loss across the entirety of the services it provides over its CAN.

We do not, however, consider that this means that Telstra would find competing in
urban aeas to be unprofitable. So long as the access charge for the ULLS in urban areas is
costbased, and Telstra is at least as efficient as access seekers in the other stages of the
production process necessary for the provision of fikezl telecommunicatios services,

Telstra should not need to reduce its price for retail line rental services below its cost of
production in urban areas. Accordingly, when viewed in isolation;lstd ULLS charges

in urban areas should not make the provision of retaiicg in these areas lessaking for
Telstra. For so long as Telstra continues to make a normal (or greater) profit from the
provision of retail line rental services in a particular area, it will continue to have an incentive

to compete for endsers in lhat area. It is the pricing of retail line rental services in rural
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areas that is argued to be unprofitable. Even if this continues to be the case, and competition
in urban areas prevents Telstra from fully recovering this loss from its pricing in amtas)
Telstra will still have an incentive to compete in urban areas for so long as its pricing of retail

line rental services in these areas is profitable.

124 Telstra would only be expected to choose not to compete in urban areas if any price
decrease for retail line rental services in urban areas forced it to decrease its prices for retalil
line rental services in rural areas. This is because such a price decrease in rural areas would
have the effect of increasing its losses in rural areas. We tdoonsider that Telstra will
necessarily need to reduce the price of retail line rental services in rural areas if it responds to
competition in urban areas by reducing its price of retail line rental services in urban areas.
As indicated in parf65]-[66] of this Decision, the RPPO only formally applies to a limited
rangeof Tel strads | ine rental service offering
respond to competition in urban areas through the use of unregulated service offerings. So
long as it does not reduce the price of the limited number of line remdlgis that are
subject to the RPPO, it should not need to reduce the price of retail line rental services in

rural areas as a result of any response it makes to competition in urban areas.

125 Overall, we consider that Telstra will be able to continueotmpete in urban areas if
it is forced to set codtased deaveraged charges for the ULLS. While such charges may
prevent Telstra from extracting above normal profits to balance losses it may make in rural
areas as a result of the RPPO, this does nonnueban areas will, of themselves, be

unprofitable.

126 It follows from this analysis that we do

is likely to promote competition in urban areas.

11.2.3 CONCLUSION ON WHETHE R AVERAGING IS LIKEL Y TO
PROMOTE COMPETITION IN MARKETS FOR LISTED
SERVICES IN URBAN AREAS

127 Competition is likely to be promoted in a market when the conditions or environment
for improving competition in that market are enhanced. Competition will be enhanced when
firms that are efficienin providing given services are able to recover their costs and survive

in a given market. It is equally as important that Telstra be able to compete to provide
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fixed-line retail services to endsers if it is efficient in doing so as it is that effitieccess

seekers are able to compete.

128 We accept that, under certain circumstances to which we have referred, Telstra may
not be able both to compete with access seekers in urban areas and to recover the overall
costs of its investment in the CAN ifgets cosbased deveraged charges for the ULLS in
urban and rural areas. Cdmised deaveraged charges for the ULLS should not, however,
make competing in urban areas unprofitable if Telstra is at least as efficient as access seekers
in the provisionof other noRULLS stages of the production process for fitie@ services.

Telstra has already made its investment in the CAN and, provided it is at least as efficient as

its rivals, we consider it would continue to seek to compete in urban areas even if
de-averaged charges were set for the ULLS. It follows that we do not consider averaging is

l' i kely to promote Telstrads ability to comp
markets. It will be likely to compete on the basis of its own efiis in urban markets in

the presence of either averaged oiagieraged ULLS charges.

129 Averaged charges for the ULLS would not necessarily prevent efficient access
seekers from competirig urban areas. To the extent Telstra was unable to recover losses it
made from setting belowost prices for retail line rental services in rural areas from services
provided over the CAN, other than retail line rental services provided in urban aveasid
be limited in the extent to which it could reduce prices for retail line rental services in urban
areas to take advantage of any difference between the charge for the ULLS and the cost of the
ULLS in urban areas. While efficient access seekers Ipgaynable to compete on their
merits in urban areas if averaged ULLS charges were set and Telstra sought to use above
normal profits gained from the provision of other CAN services to €soBsidise retall
prices in urban areas, we do not consider trehave sufficient material before us to reach a
view that Telstra has such above normal profits available to it to use for such a purpose. For
the reasons outlined in pdkl( to [114 above, we are not satisfied that averaged charges

for the ULLS would prevent efficient access seekemnfcompeting in urban areas.

130 This is not to say that we consider that averaging is likely to achieve the objective of
promoting competition by enhancing the ability of efficient access seekers to use the ULLS to
compete in urban retail markets. Averagwill not bring about a result that the competitive

environment for the supply of retail services provided using access to the ULLS in urban
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areas will be enhanced, improved or changed in a way which provides a positive boost for the

competitive environrant.

We accept that an increase in ULLS charges as a result of averaging may lead access
seekers to use less of the ULLS and more of alternative wholesale products available to them
than they would use under -dgeraged charges. We also accept thasy lead to less

infrastructure investment by access seekers.

Overall, therefore, we do not consider that averaged ULLS charges are likely to

promote competition in urban areas.

11.3 IS AVERAGING LIKELY TO PROMOTE COMPETITI ON IN
MARKETS FOR LISTED SERVICES IN RURAL AREA S?

Telstra submitted that while there had been some ULLSupke Bands3 and 4
(regional and rural areas), the ULLS svgenerally not viable with daveraged ULLS
chargessince the daveraged ULLSharges in regional and ruraleas wee substantially
above the pricefor retail line rentalservices The existenceof the RPPOmeant that
averaged ULLS charges weilge only means for encroaging efficient infrastructurbased
competition in rural areas Telstra argued that if aess seekers we more efficient than
Telstra in the supply of fixed voice and broadband services in rural, areaaged ULLS
chargeswould allow them to compete with e | s regulatédgetail pricesTelstra said that

such competition wouldotbepossble with deaveraged ULLSharges.

The Commi ssion submitted that Telstrads &
evidence showed that regardless of the structure or level of ULLS charges, demand for the
ULLS in rural areas would be minimal bes& of the technical limitations of the ULLS and

the high capital costs of installing compet.

The Commission pointed out that the ULLS is often sought by access seekers in order
to provide xDSL services to ensersbut the ability of the ULLS to provide xDSL services
to endusers was dependent on the length of the copper wires that comprise the ULLS. The
Commission referred to a report prepared by Frontier Econoniics,| st r ad s UL |
Undertakingi Impact of Average LLS Charges on Promotion of Competitiarhich stated,
in relation to xDSL services provided over the ULLS, that:
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AThe speed of service delivery deteriora
from t he exchaThgrate at which spaesl eleteriorates with
customer distance from the exchange varies with the fold$btechnology
used. In general however the speed falls significantly when customers are
more than Xm from the exchange and it is not technically fssusing
xDSLt echnol ogy, to ensure Obroadbandd spee
more than approximately6k m f r om t he exchange. 0
The Commission contended that the length of copper wise evaaverage, longer in rural
areas than in urban areas, and, in many cases, would result in data transmission being of

insufficient speed to satisfy ensers.

136 On this basis, the Commission concluded that if access seekers were unable to use the
ULLS to provide broadband services in rural areas, they would be severely constrained in
their ability to earn sufficient revenues to cover their costs of capital should they choose to
provide services using the ULLS in these areas. It followed, the Cormmissid, that we
could not be satisfied that the imposition of ULLS charges in rural areas that was below the
efficient cost of supplying the ULLS would have any material impact on competition in rural

areas.

137 Optus submitted that technical limitat® inhibited the effectiveness of using the
ULLS to provide xDSL services in rural areas and contended that many rural areas might be
more efficiently served by other technologies, including WIMAX and satellite

communications.

138 Optus contended that ew if an averaged charge of $30 was set for the ULLS, access
seekers would not find it cosffective to provide retail services to easers in rural areas.
It relied on the Frontier Economics report whegtimated the total incremental monthly cost
per customer at a minimum of1$1 (including a $30 ULLS charge), compared tH2®
average monthly retail revenue. Frontier concluithedt

Al n regionalBandd)e aBel(sbtarnadéss proposed char
likely to promote competition by facilitatimgw investment by access seekers.

Cost information supplied by Optus provides strong support for the notion

that the ULL charge will simply have no influence on the likelihood of

competitive entry in these areas. Entry is simply too costly relativieeto t
benefits obtainable. o
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Telstra responded to the Commission and Optus by contending that:

1 there was no credible evidence that xDSL technology was ineffective beyaonab

an exchange; and

1 FrontierE c 0 n o mi ¢ 0 sregarding gDSu tedhrobpy capabilities in rural areas

appeaedto be based 0® p t apmion.

However, t he l i mitations on xDSL technol

Technology Officer, DHugh Bradlow who said that:

AThe | i mDSLt&dhnology is ¢that it can only be offered where the
customerb6s premises are within a certain
exchange. This distance depends on the type of copper cabldis(e.g.

thickness) which is used to connect the customerte the hange . 0

Telstra said that there was evidence before the Tribunal that there had been take up of
the ULLS in Bandd under deaveraged charges and that WIMAX was not {estse
technology. MrAshwini Pradhan, thé’roduct Managefor the ULLS in theBroadband
Access Solutions Team at Telstra, said that there had beenpakehe ULLS in Ban® by
[X] access seekeend in Band! by [X] access seekerHe noted that although this talp
was not significant, it was not immaterial. The talgeof ULLS services in operation in
Band3 at 30June 2006 was around] % of Tel strads tot al uLLsS d

I n relation to Telstrads eimuse techrtology,n t h a
Dr Bradlow said that there were no large scale deploysnaiViMAX existing as at August
2006 and that there was very little operating data available from real operating experience
about its actual performance. He also observed that because lower frequencies had greater
maximum transmission ranges for rurapbgations, there were significant coverage and cost
advantages in operating High Speed Down Link

wireless technology) rather than WiMAX.

While DrBr adl owés evidence demonstraterd that
means of providing broadband telecommunications services in rural areas, he did not support
the claim that the ULLS is capable of providing xDSL services touseds located more

than 5km from an exchange.
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Although averaging of ULLS charges opehs door for access seekers who are more
efficient than Telstra in supplying broadband services and fixed voice services in rural areas
to compete with Telstrads regulated retail
which averaging is likelyto result in the promotion of competition in markets for listed
services during the periods covered by the undertakings. Sé&&2#B(2)(c) requires us to
have regard to the extent to which averaging is likely to promote competition in rural areas.
Thetechnical limitations on the use of the ULLS in rural areas, and the minimal take up to
date identified by MPradhan, suggest that it is unlikely that averaging will result in the
promotion of competition in rural areas during the periods covered bytestakings to any

significant extent.

We say this even though the averaged charge for access to the ULLS would be less
than a deaveraged charge as we have not been provided with any information or details as to
the projected demand for the ULLS imabareas. We cannot extrapolate from the material
available to us the existence of a likely trend of developing competition. To date,
competition in rural areas has been virtually +eoastent. We note that Frontier Economics
was of theviewthatavegge d UL LS charges dAwill simply hav.

of competitive entry in these areas [baBdsand 4] 0.

We are therefore not satisfied that averaging is likely to promote competition in

markets for listed services in rural areas to sigpificant extent.

114 IS AVERAGING LIKELY TO ACHIEVE T HE OBJECTIVE OF
ANY-TO-ANY CONNECTIVITY IN RELATION TO CARRIAGE
SERVICES THAT |INVOLVY E COMMUNICATION BETW EEN
END-USERS?

No submissions were made as to whether averaged ULLS charges wouldybm like
result in the achievement of the objective of achievingtargny connectivity in relation to
carriage services that involve communication betweenuseds: d52AB(2)(d). We
consider that averaged ULLS charges will neither promote nor detoacttfre achievement

of this objective.

11.5 IS AVERAGING LIKELY TO ACHIEVE THE OBJECTIVE OF
ENCOURAGING THE ECON OMICALLY EFFICIENT U SE OF, AND
THE ECONOMICALLY EFF ICIENT INVESTMENT IN , THE
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INFRASTRUCTURE BY WH ICH LISTED SERVICES ARE SUPPLIED
AND ANY OTHER INFRAS TRUCTURE BY WHICH TH E SERVICES
ARE, OR ARE LIKELY T O BECOME, CAPABLE OF BEING
SUPPLIED?

We are required to have regard to the extent to which averaging is likely to achieve
this objective by 452AB(2)(e). In turn, this provision requires us to have regard to the
matters specified in sul§§) and (7A) of SL52AB.

Telstra submitted that averaging encouraged the economically efficient use of, and
efficient investment in, infrastructure and discouraged inefficient entry for the following

reasons:

1 de-averaged ULLS charges will, in the presence of the RPPOgca@abpportunity
for access seekers to enter urban areas to provide telecommunications services even if
they are not as efficient as Telstra. Averaged ULLS charges will prevent this as they
remove the gap bet we e n-avéragedsUlLS chdrges whient a i |
allow new entrants to make a margin ev
Accordingly, access seekers must compete with Telstra on their merits rather than on
a margin which might result from a regulatory inconsistency betwedtSiricing

policies and the Governmentoés retail pri

1 deaveraged ULLS charges wil/| under mi ne
investment in the CAN because it will undermine the ceudsidy arrangement that
is necessary for o meet its RPPO. Averaged ULLS charges will enable Telstra to
recover its network costs which will ensure continuing investment in infrastructure

and allow the safe and reliable operation of the ULLS.

Telstra accepted that averaging might leaddme inefficient bypass in urban areas
but contended that this was unlikely to be as harmful to thetkmng interests of endsers
and economic efficiencyas@dev er aged ULLS charges. It was
that while inefficient bypass ight not promote the lonterm interests of endsers, there
were other ways in which averaging would promote the-teng interests of endsers that
outweighed any diminution inefficient bypass might cause to those interests. Telstra also

f
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maintained tht it could respond to the threat of inefficient bypass in urban areas by lowering

the price for retail line rental services in bundled service offerings.

Telstra also argued that no compelling case had been made that inefficient bypass
would be widepread under averaging. It referred to a report prepared for the Commission by
CoRE Research which indicated that entrants would make build versus buy decisions that
were efficient, regardless of the level of ULLS charges. It contended that Optus did not
appear to be increasing the number of customers serviced by its HFC network despite ULLS

access charges being ab@ast in urban areas.

Telstra also accepted that there may be allocative efficiency losses as a result of
ULLS charges in urban areasibg set in excess of costs, but argued that such losses were a
result of the Government policies aimed at equitable pricing of telecommunications services
for all Australians, regardless of where they reside. Telstra said that any allocative efficiency
losses must be weighed against the Gover nmeni|

equitable pricing of telecommunications services for all Australians.

The Commission and Optus submitted that the difference between the costs of and
chargesfor the ULLS in different areas that would result from averaging, would distort
buil d/ buy incentives for access seekers and

urban areas and discourage efficient bypass of the CAN in rural areas.

Optus noted that bypass of the CAN had already occurred to some extent in urban
areas. It referred to a report by Analysys into the cost of using alternative technologies (such
as WIMAX and HSDPA) which showed that inefficient bypass was feasible in Baadd
2. Optus submitted that there was a potential risk that a $30 averaged charge would

encourage investment in less efficient technologies in urban areas.

Analysys found that WIMAX might provide a lowepst alternative to wire line
access soludns for voice and data services in rural areas. Optus contended that such forms
of efficient bypass might be discouraged by averaging ULLS charges in rural areas because it

would ensure the ULLS charges were set substantially below cost.
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The Commisi on and Optus reject eaveraged|ULLiSr a 6 s
charges would provide a margin between its retail price and its costs that would enable
inefficient access seekers to provide profitably retail services tasgrd using the ULLS.

The Conmission and Optus contended that access seekers would compete amongst
themselves to drive inefficient rivals out of relevant markets so that inefficient entry would be

prevented.

Optus submitted that where bypass was feasible, incentives for ecatigrafficient

investment would be best created by:

1 a costbased ULLS charge to provide correct entry incentives for access seekers; and
1 having a separate instrument to address any-tetal distortions.
Access charges will have implicatiofws efficient investment in:
1 the infrastructure in which access providers, such as Telstra, invest in order to provide
telecommunications services (including declared services); and
1 the infrastructure in which access seekers, such as Optus and ehéntghvenors,

invest in order to provide telecommunications services.

Access pricing must be considered from the perspective of both the access @odlitther

access seeker.

In general terms, efficient investment by an access provider in the infrastructure
necessary to supply telecommunications services will be achieved when the firm is just able
to recover the costs of such investment (inclusive of a normal return on gemeve). If the
firm is unable to recover the costs of efficient investment, it will not undertake such
investment. If the firm is able to recover more than the costs of its investment, it will have an
incentive to expand investment beyond efficient leveéAn access charge should be one that
just allows an access provider to recover the costs of efficient investment in the infrastructure
necessary to provide a declared service. An access provider will have a number of sources of
revenue available to tb help it to recover its costs. The infrastructure necessary to provide
the ULLS largely involves the infrastructure necessary to provide the CAN. The services
provided by Telstra using its CAN include retail services provided directly tased and

wholesale services provided to its competitors. So there will be sources of revenue available
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to Telstra to help it to recover its costs of the CAN, other than the revenue it receives from
providing the ULLS.

160 It is also necessary to consider relevannciples in relation to thefficient use of,
andinvestmentin, infrastructurdoy access seekers Tel strads competitor e
access seekers of the ULLS) will also be required to invest in infrastructure in order to
provide telecommunations services. They will have available to them the option of
investing totally in their own infrastructure in order to provide services to theiussd or,
by seeking access to Telstrads (or anather \
more limited amount of telecommunications infrastructure. Potential access seekers are often

said to face Abuild or buyod choices.

161 In either case access seekers will need to make investments in some infrastructure of
their own. An example is theqvision of highspeed data services to easkrs using access
to the ULLS. An access seeker would need to invest in some infrastructure which it would
deploy in Telstrabés exchanges, such as DSLAN

servicessuch as the need to develop a billing platform of its own to serve retail customers.

162 An access seeker wildl have an incentive
access charges are set to recover the efficient costs of investing in the ictiresstnecessary
to provide the declared service. If access charges are set at levels below those necessary to
recover efficient costs, a potential access seeker may be encouraged to acquire access to a
declared service when it would be more efficientitaio build its own infrastructure and
bypass access to the declared service. This may also encourage inefficient investment in
other infrastructure necessary to provide telecommunications services. For example, in the
case of access to the ULLS, it mawd access seekers to deploy more DSLAM equipment in
more of Telstradbs exchanges than it woul d i
efficient costs. It may lead to inefficiently high levels of investment in other infrastructure by

access seeks

163 Conversely, if an access charge is set at a level in excess of that needed to recover the
efficient costs of investment in infrastructure necessary to provide the declared service, the
access seeker may be encouraged to invest in its own inftasgrut circumstances where it

may be more efficient to seek access to an
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inefficiently high access charges for a declared service may lead an access seeker to choose
different wholesale products that invel it making investments other than those which it
might make if access charges were set at efficientregsiery levels. For example,
abovecost ULLS charges might lead an access seeker to purchase other wholesale products
(such as Tel ADSL andl SVLRwvgroaucts) svhitheinvolve a lower level of
investment in additional infrastructure (such as DSLAMSs) than would be the case if access

charges were set to recover costs.

164 Overall, therefore, efficient investment bgpth access providers and ass seekers
would be expected to be encouraged in circumstances where access charges were set to
ensure recovery of the efficient costs of investment (inclusive of a normal return on
investment) by the access provider in the infrastructure necessaryvideptbe declared

service.

165 | f Telstradés averaging is designed to re
infrastructure, its operating costs and to obtain a normal return on capital, we consider that
such averaging is likely to result in the amlement of the objective of encouraging the
economically efficient investment in Telstr a
issue whether an averaged charge of $30 per month is likely to achieve that objective. We do
not know whether an avagad monthly access charge of $30 per line does no more than
recover Telstrads costs of its infrastructurt
obtain a normal return on its capital. In order to be satisfied that this is the case, we need to
be satisfied that the PIE | mo d e | estimates Telstrabs effi
supply the ULLS, the CAN. For the reasons set out later in this Decision, we are not able to

be satisfied that this is the case.

166 We reach a different conclusian relation to whether averaging would be likely to
encourage efficient Il nvest ment I n infrastruc
decisions will generally be made where access seekers face a charge that reflects the cost of
providing theservice. Averaging generates a disassociation of prices and costs in different
areas. As noted earlier, the cost estimates provided by Telstra in its undertakings show that
averaging will lead to a charge greater than the cost of providing the sereedsl and
2, and a charge below the cost of providing the service in Baadd 4.
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This would be expected to increase the potential in Barzohal 2 for:

1 inefficient bypass of Telstrads CAN;

i inefficiently low levels of infrastructure inveseant by access seekers in the
infrastructure needed to be used with the ULLS (such as DSLAMS) in order to

provide telecommunications services to-@sgrsin these areas; and

1 inefficiently high investment in the infrastructure necessary for Telstra tadgro

alternative wholesale products to access seekers.

While the evidence available to us indicates some degree of bypass is already
occurring in urban areas, there is insufficient evidence to enable us to reach any firm
conclusions as to the likelibd that bypass (efficient or otherwise) would occur, or the extent
of such bypass, if averaged access charges were set for the ULLS in urban areas.

In Bands3 and 4, averaged ULLS charges would be expected to increase the potential

for:

1 inefficiently low investmenin alternative infrastructure by which telecommunications
services can be provided in competition with those provided over the CAN;

1 inefficiently high infrastructure investment by access seekers in the infrastructure
necessary to provideelecommunications services in combination with access to the
ULLS; and

1 inefficiently low investment in the infrastructure needed by Telstra to provide

alternative wholesale products to access seekers.

It follows that we consider that averaging wude unlikely to encourage efficient

investment decisions by access seekers in either urban or rural areas.

When considering whether averaging is likely to encourage the economically efficient
use of relevant infrastructure, it is relevant to consildiexe types of efficiency allocative,
productive and dynamic efficiency. With respect to allocative efficiency, the Tribunal has

previously recognised inelstra Corporation Limitef2006] ACompT 4 at [94] that:
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ARAl |l ocati ve ef fi citeel whkeye the pricd of & servitee s t pror
reflects the underlying marginal cost of
172 We consider that averaging would be likely descourageallocative efficiency

because it will lead to a disassociation between the charges and qusteidihg the service

in different areas. In particular, and as noted above, averaging will lead to-asbve
charges for the ULLS in urban areas, and betost charges for the ULLS in rural areas. In
turn, this would be likely to lead to aboeeest pices for retail telecommunications services
provided using the ULLS in urban areas, and betost prices for the same services in rural

areas. The resultant disassociation between prices and costs would be likely to generate:

1 less than allocativekgfficient consumption of telecommunications services in
Bandsl and 2; and

1 greater than allocativelgfficient consumption of telecommunications services in
Bands3 and 4.
173 There was no debate between the parties that averaging would give rise to

allocativelyinefficient consumption of telecommunications services. Telstra accepted that as

a result of the averaging of ULLS charges, there may be allocative efficiency losses in
Bandsl and 2, but argued that this allocative inefficiency was a consegjueinthe
Government 6s objective of maintaining equite

all Australians.

174 While it may be true that the Government intends that there be equitable pricing of
certain telecommunications services Australia, this does not detract from the fact that
averaging would be likely to discourage allocativefficient consumption of
telecommunications services. While we are not limited, by virtue 1&28H(2), in the
matters to which we may have regaviden considering whether the terms and conditions of
an undertaking are reasonable (including, if
to equitable pricing of telecommunications services), consideration of such Government
policies will not hae the effect of making averaging likely to encourage allocatigtigient
use of relevant telecommunications infrastructure. Rather, we consider that averaging is

likely to discouragehe allocativelyefficient use of relevant infrastructure.
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In relation to whether averaging would be likely to encourage productive and dynamic
efficiency, these efficiencies can be encouraged through access charges in at least two main
ways. First, a term or condition of access that has the effecbofoping competition in
telecommunications markets will normally have the effect of providing incentives for
telecommunications service providers to pursue productive and dynamic efficiencies. By
finding lower cost ways of producing services now (and efthlure), service providers are
able to offer lower prices to endsers for their products in order to win greater market share.

As noted earlier, however, we do not consider averaging is likely to promote competition in
relevant markets to any signifitaextent. Accordingly, it is unlikely averaging will promote

productive and dynamic efficiencies in this way.

Secondly, access charges can create an incentive for access providers to seek
productive and dynamic efficiencies if access charges ateasetg regard to the efficient
costs of providing access to a declared service. If charges are set in this way, an access
provider has an incentive to devise even more efficient ways to produce a declared service in
order to lower its costs of doing sold& these charges for access. Improving efficiency in
this way enables access providers to receive more revenue than is necessary to recover their
actual costs of providing access to the service. Averaging is not relevant to the determination
of the effcient costs of providing the ULLS. The issue of averaging is rather a consideration
of how best to recover the efficient costs of providing access to a service (in this case, as
estimated by the PIE model). Thus, the same incentive to seek produciveé dynamic
efficiencies in order to lower costs below those estimated by thél PiBdel will exist

irrespective of whether Telstra averages eaderages its access charges for the ULLS.

It follows, therefore, that we do not considlat averaging is likely to encourage the
achievement of the objectives of promoting productive and dynamic efficiencies.

Overall, we consider that it is unlikely that averaging would achieve the objective of
encouraging the economicalefficient use of relevant infrastructure. Indeed, based on the
analysis contained in paf$71] to [174] above, we consider averaging is likely to discourage

the allocativelyefficient use of relevant infrastructure.
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11.6 CONCLUSION ON WHETHE R AVERAGING PROMOTES THE
LONG-TERM INTERESTS OF END-USERS

179 As noted earlier, we are required to determine whether averaging is in theedong

interests of endisers. In this section we have found that averaging:

1 is not likely to achieve the objective ofgmnoting competition in urban and rural

areas during the periods covered by the undertakings;

1 is not likely to achieve the objective of encouraging the economically efficient use of
infrastructure;
1 is not likely to achieve the objective of encouragingremically efficient investment

in infrastructure by access seekers; and

1 may, in principle, achieve the objective of encouraging economically efficient
investment by Telstra, but we are not satisfied that the $30 charge Telstra proposes

will achieve ths objective.

It follows from these findings that we are not satisfied that averaging is in thdeong
interests of endisers of the ULLS.

12. THE LEGITIMATE BUSIN ESS INTERESTS OF TELSTRA AND ITS
INVESTMENT IN FACILI TIES USED TO SUPPLY THE ULLS

180 We adopt the approach to the scope and
i nterestso t ak @ebstralCyrpotatior Lindited20D6) ACarhpT 4 at paji89]
that:

Nfé | egitimate business interestts require
costs of supplying theSS[line sharing serviceind achieve a normal return

on its invested capital. The expression
general expression and is somewhat epeea x t ur e d . Wh at i's fl e
conduct or iterdst irepsiness maytbe @pen to a number of

di ffering interpretations. We <consider
interestso is a reference to what is reg:
commercial or business terms. In the contextd¥2AH(1)(b), the expression

connotes something which is allowable and appropriate when negotiating

access to the carrierés infrastructure.
charge term and condition of access and
structure, it is a reference to the interest of a carrier in recovering the costs

of its infrastructure and its operating costs and obtaining a normal return

on its capitalo
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(Emphasis added)

181 Telstra provides its ULLS through the use of its CAN so that for the purposes of
S152AH(1) (b) we mu s t have regard t o Tel st
consequences of averaging its monthly charge for access to the ULLS on its ability to recover
its investment (inclusive of a normal return on capital) in the CAN as well as in the ULLS.

182 There are two main sources of revenue available to Telstra that enable it to recover

the costs of its investment in the CAN:

1 the revenue it receives from retarvices provided directly to entsers using the
CAN; and
1 the revenue it receives from access seekers through the provision of wholesale

services such as the ULLS.

The RPPO may affect the first source of revenue, while the access charges contttieed i

undertakings will affect the second source of revenue.

183 It follows, therefore, that in order for us to determine whether averaging would enable
Telstra to recover the costs of its investment in the CAN we must have some awareness of the
revenueTelstra would receive from the provision of all services it provides over its CAN, not

just the revenue it may receive from providing the ULLS.

184 Telstra contended that cdsased deveraged access charges for the ULLS would
undermine & ability to meet its RPPO in a way that enabled it to recover its aasits
compete in all areas of the country. In particular, Telstra argued treatedeged access
charges for the ULLS would lead to cregkimming, with the effect of retarding its ability
to recover the efficient costs of the CAN. In contrast, it considered that averaging of ULLS
access charges would prevent cresimming from occurring, thereby enabling it to recover

its efficient costs.

185 The Commission and the other parties did not consider that averaged access charges
were necessary for Telstra to meet its legitimate business interests. They questioned whether
the crosssubsidised pricing arrangement Tedssought was necessary to meet its RPPO and

to recover the efficient costs of its CAN. They argued that:
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1 the RPPO only applied to a subset of Tel
the number of actual lines to which the RPPO iaplplwas small. Accordingly, the
RPPO has Ilittle impact on Telstrabs abili

ability to respond to competition in rural areas;

1 Telstra received funding from the USF to compensate it for losses it made when
providing telecommunications services (including retail line rental) touseds at
broadly equitable prices in different parts of the country. This funding therefore
diminished the need for Telstra to extract abowst revenues from urban eoders

in orde to fund the crossubsidy it believed was necessary to meet its RPPO; and

1 Telstra provided a number of services to-esdrs using its CAN. To the extent that
Telstra made above normal profits from the provision of these services, it might not
need o set above&ost prices for retail line rental services in urban areas to cover
losses it may make from the provision of retail line rental services in rural areas. In
other words, profits from other ndime rental CAN services might more than cover
anylosses Telstra made from providing retail line rental services at hmistMevels

in rural areas.

186 Further, the Commission and Optus argued that even if Telstra averaged its access
charges for the ULLS, it may not be able to recoveeffisient costs because access seekers
would bypass use of the ULLS by deploying their own alternative infrastructure in urban
areas. Doing so would deprive Telstra of the revenues it believed it needed under averaging
to finance belowcost pricing of lie rental services in rural areas in accordance with its
RPPO.

187 It is important to remember that the primary focus of our analysis in this context is not
on whether averaging is necessary to enable Telstra to recover its costs of, anteimviest
the CAN, but rather on whether averaging is reasonable having regard to the legitimate
business interests of Telstra and its inves
interests include its interest in recovering the costs of its tnficsre, in this case its CAN,

its operating costs of its ULLS, and obtaining a normal return on its capital.

188 If averaging enables Telstra to recover no more than these costs and obtain no more

than a normal return on its capital, then averaging neasald to be in its legitimate business
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interests and, to that extent, reasonable for the purposesls#A$i(1)(b). (Whether
averaging is reasonable having regard to the matters specifiekb&Asi(1)(a), (c), (d), (e)

and (f) requires further analygs which we refer elsewhere in these reasons.)

It is not to the point that some other method of setting a monthly charge for the ULLS
i s, or may be, in Telstrads | egitimate busi
recover the costsfats infrastructure, its operating costs and a normal return on its capital
rendering averaging unnecessary. We adopt and apply the observation of the Tribunal in
Telstra Corporation Limite¢2006] ACompT 4 at [63]:

Aé I n consi der i ngmatehotits bosts areTreasosable veed s e s
are not driven to considering whether tI
views or assessment of those costs are more reasonable. Nor do we enquire

whet her Telstrads method or arecporoach i n e
appropriate approach. I f Telstrads met ho
is reasonable having regard to the statutory matters set outi5248H and

152AB then the matter rests and a comparison with the $9.00 monthly charge

is then to be de: Application by Gas\et Australia (Operations) Pty Ltd

(2004) ATPR 4B78 at [29]. Put shortly, our inquiry is whether the method

employed by Telstra at each level of determining the costs of its LSS is

reasonable having regard to the statutory mattetentified in sL152AH and

the objectives setoutinls5 2 AB. 0

It is important to bear these propositions in mind when considering the issues raised
by Telstra, the Commission and the other parties ifi&f to [186 above. The issue of
creamskimming is in point. If deaveraged ULS charges are expected to lead to
creams K i mmi ng, it may be said that averaging i
that is the only way it may recover its costs of its infrastructure, its operating costs and obtain
a normal return on its capl. However, if deaveraged ULLS charges are not expected to
lead to creanskimming, it does not follow that averaging is not in its legitimate business

interests.

It is of course an entirely different matter whether averaging of charges for access to
the ULLS is reasonable having regard to the {tergn interests of endsers, or to the

interests of access seekers, or to the direct costs of providing access kb $he U

It is not to the point, however, to argue that Telstra may be able to recover its efficient

costs under daveraging because of the matters outlined if28. These matters bear on
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the consideration of whether -dgeraging will enable Telstra to recover the costs of its
infrastructure, its operating costs and obtain a normal return on its capital. While they are
matters we would consider if we were asked to determine whethavedaging was in

Tel st r acédusihessginterestanthdy are not matters that determine whether averaging

is in Telstrads | egitimate business 12hterest
to 12.4 below.

12.1 WILL DE -AVERAGING LEAD TO CR EAM -SKIMMING?

Telstra arguedhiat under daveraged access charges for the ULLS, access seekers
would 7 in the presence of the RPPOengage in crearskimming with the effect of
i mpeding Telstrabés ability to recover the <co
to providethe ULLS. With averaging, however, Telstra contended that the ability of access
seekers to engage in cremkimming would be removed. In turn, this would ensure Telstra
would be able to recover the efficient costs of its investment in the infrastroettgssary to
provide the ULLS. In effect, therefore, Telstra argued that averaging would be in its
legitimate business interests because it enabled it to avoid the prospect otkirmamng

occurring.

As the cost of a copper line varies throughousthalia, a uniform price for retail line
rental services cannot reflect the cost of providing the service in all areas of the country.
Further, if a uniform retail price is to be set that just recovers the costs (inclusive of a normal
return on capitalpf providing retail line rental services throughout the country, then that
price must be set to recover at the average cost of providing these services throughout the
country. The result is that the retail price will exceed cost irdost (urban) areasnd be
below cost in higkcost (rural) areas. The RPPO would, in the presence of differing costs of
production in different areas, require some level of esodsidisation in retail pricing.
Telstra would need to set abewest retail prices in loweod areas in order to generate

sufficient revenues to subsidise belowast prices in higitost areas.

In the absence of competition from other service providers, suchsubsslisation
can be established. If, however, competitors are able to entsraitket in lowcost areas,
they will be able to take advantage of the arbitrage opportunity resulting from the difference
between the low cost of providing retail line rental services and the -@osveetail prices

being set in these areas by Telstra tAe extent that such competition materialises, it would
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prevent Telstra from continuing to operate in {o@st areas in a way that enabled it to fund
crosssubsidised pricing arrangements across the country. In particular, if competitors are
able to erdr low-cost areas and set prices below the averaged price being set by Telstra
which is seeking to meet its RPPO (but above the cost of providing services in the area), it
will be able to attract endsers away from Telstra. In turn, this will preventsi@ from
gaining abovecost revenues in these areas in order to subsidise Hgelstwpricing in rural

areas. The greater the level of competition in-6mst areas, the more one would expect the
price of retail line rental services in these areas tocedawards the cost of providing

services in these areas.

196 Competition can occur in a number of ways
crosssubsidised prices for retail line rental services. Another service provider can acquire
accesstod!l strados CAN t o pr eusersd the exterd thdt susheacess c e s
was to the ULLS, at daveraged codbased levels, this would provide access seekers with an
incentive to enter loveost areas to provide services to -@seérs. Any retfprice above the
low-cost access charge (plus the addition of any other costs of providing a retail line rental
service) but less than the abes@st averaged retail price would enable the access seeker to
attract eneusers to it. To the extent that ass seekers were successful in attracting
endusers to them, this would deprive Telstra of the almmst revenues it would otherwise

receive in lowcost areas to finance beleswst retail pricing in higitost areas.

197 Competitors could also choose topbgg s s Tel stradés CAN and <co
their own to provide services in competition with Telstra. To the extent that competitors can
produce substitute services in kmvo s t areas at costs | ower the
would be profitable fot hem t o bypass use of Telstrads n
low-cost areas. This could be the case even

less efficient) to operateinlowo st areas than Telstrads net wo

198 We accept, as a mattef grinciple, that it is possible that d&eraged ULLS charges
could resultincreams ki mmi ng and have the effect of unc
its RPPO in relation to basic access services, compete in urban areas and recover the costs of
its investment in its CAN. This will be a possibility if @&eraged codbased access charges
are set for the ULLS in urban areas and Telstra is required to set ancaisbyeice for retail

line rental services in urban areas in order to meet its RPPOwillhiseate an incentive for
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access seekers to enter these areas. While competition between a number of access seekers
might reduce the extent to which any individual access seeker could make above normal
profits in the process, the price for retail lirental services in urban areas will be driven
towards its cost of production.

199 Telstra could respond to cesased prices for retalil line rental services in two ways.
First, it could lower its own prices for retail line rental services towards inogtder to
compete with access seekers. Even if it could do this in a way that meant it did not also need
to reduce the price of retail line rental services in rural areas in accordance with its RPPO,
this would stildl u n d e-subsidiseebelotcest widing af éetail limeb 1 | 1 t y
rental services in rural areas with revenue gained from setting-gbst@rices for retail line
rental services in urban areas. If Telstra was unable to recover fully losses made in rural
areas as a result dklow-cost pricing of retail line rental services in accordance with the

RPPO, this would clearly not be in Telstrads

200 Secondly, Telstra could choose not to compete for retatusads in urban areas by
lowering its pries towards the costased levels being set by access seekers. To the extent
retail endusers chose to move their custom from Telstra to access seekers, this would deprive
Telstra of abow&ost revenues from servicing these -ei3érs. At the same time, [Fga
could seek to raise the price of retalil line rental services in rural areas towards cost in order to

ensure it did not make losses in these areas.

201 However, the extent to which Telstra can do this is limited by other price control
arrangementshat apply to line rental services in the Price Control Determination. Telstra is,
in addition to the RPPO, also subject to two separateO@Pprice caps on basic access
services provided to residential and businessum®ds. Further, sub&B(1A) of the Price
Control Determination Amendment specifies that when calculating price movements for the
CPFO% price cap that applies to basic access services provided to residentigees)da
price movement is taken to be the sum of the movements in the eyereg for the service
from, for the first price cap period, $31.95. In other words, average prices for basic access
services provided to residential easers cannot increase, in real terms, above $31.95 per

month.
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Thus, if Telstra chose not torseee endusers in urban areas so as not to reduce its
prices of retail line rental services for all residential-aedrs towards cost in urban areas, it
would still be unable to increase prices towards cost in rural areas as a result of the separate
CPL0% price cap on residential basic access services. We assume, for the purposes of this
argument , t hlanmodel aedurately estinates Fhé &fficient costs of building an
ULLS in rural areas at ¥[] in 20052006 on this basis. Telstra would et able to increase
the price of retail line rental services to residential customers to recover its costs in rural areas
because such a price would clearly push the average of residential basic access prices above
$31.95 per service per month. This fesiccurs because, without Telstra servicing urban
residential endisers at a lower cobiased price, there would not be the coubtdancing
lower urban residential line rental charges necessary to keep the average of residential line
rental charges belo $31.95 per service per month in real terms if Telstra sought to increase
the price of residential line rental services in rural areas towards its underlying cost of

production.

It can therefore be seen that neither strategy would, in principle,eeialstra to
meet both its price cagmdearn sufficient revenues to cover costs in a way that would be

consistent with meeting its legitimate business interests.

The Commi ssion submitted -avéraged chlamdssvoulda 6 s
encowagecreans Ki mmi ng by Tel strads competitors in
as it suggested that there were above nor ma
competitors in urban areas. The Commission argued that if prices in the itivmpedrket
were driven down to the | evel of cost s, t her
profits regardless of whether ULLS charges were averagedavataged. The Commission
submitted that there was nemged o deeveraged priciag s ki m

structure.

We consider t hat this submission of t he
creams Ki mmi ng argument . The point is not that
be earned by Telustbrambsaareampetbiuttorsatihrer t hat
environment of dewveraged charges where Telstra is subject to the RPPO, will be able to
obtain access to the ULLS at a line cost well below the price of the retail line rental services

which Telsta is obliged to offer to its retail customers because of the RPPO. In this way,
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Tel strads competitors wild@ be able to offer

well below the price Telstra offers to its retail customers.

As the Commisain pointed out, it may well be that there could be a number of access
seekers competing in an urban market that would have the effect of driving prices down to
the level of the costs of those access seekers. Nevertheless, in such circumstances, although
those competitors may not themselves be earn
still be significantly undercutting Telstra in the retail market and thereby depriving Telstra of

significant revenues.

Optus submitt ed-skimmad arglinecht €dsantaaldy amoanted @ an
argument that Telstra should be reimbursed by access seekers (througitasbhdvelS
charges in urban areas) for decreased margins it would derive in urban areas as a result of
increased competition. We acceptfhe oposi ti on that @AdAthe | egit.i
Telstra do not include reimbursement as a result of losses brought about by increased
competition. However, w e do not accept
creamskimming argument. That arguntecomes about, not because of the existence of
increased competition in urban areas, but rather because of the imposition of the RPPO. The
RPPO ties Telstrabds hands and |l imits the ext
rental services irban areas without having an impact on its overall ability to recover its
efficient costs of the CAN.

Optus also submitted that there was no direct causal relationship between retail price
competition in urban areas and reductions in retail pricingiial areas caused by the RPPO
and that the RPPO was only likely to have a minimal impact (if any) on prices for retail line
rental services in rural areas. As we have noted earlier, we consider that there need not
necessarily be a relationship betweetail price competition in urban areas and reductions in
retail pricing in rural areas caused by the RPPO. The extent of the impact which the RPPO is
likely to have on prices for retail line rental services in rural areas depends upon an analysis
of thetypes of retalil line rental products offered in a bundled and unbundled form. This leads
to a consideration of the HomeLine Part and BusinessLine Part products offered and we give

consideration to these matters later in these reasons: skEztibn
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209 We therefore accept that Telstra has made out a case thaedseged access charges
could lead to crearskimming in the way Telstra describes, where Telstra is subjected to the
RPPO. However, this conclusion, by itself, does not mean thavetaged accescharges
for the ULLS are not in Telstrads | egitimat e
other considerationis such as those discussed in sectibh®, 12.3 and 12.4 belowwhich
might mitigate against the losses Telstra might make r@swdt of crearskimming under
de-averaged access charges for the ULLS. Further, and perhaps more importantly for the
purposes of this Decision, this finding does not answer or resolve the question whether
averagingwould enable Telstra to recover thei@ént costs of its investment in the
infrastructure necessary to provide the ULLS. It is one thing to say tretedlaged access
charges may lead to cresskimming; it is quite another to say that averaged access charges
will overcome creanskimming ina way that enables Telstra to recover its investment in the
infrastructure necessary to provide the ULLS (the CAN), as well as its operating costs and
ensure it obtains a normal return on its capital. This is particularly relevant to the discussion

of bypass in sectiod2.5 below.

122 DOES THE RPPO ONLY CONSTRAIN THE PRICING OF
TELSTRAGS HONMRL ANDEBUSINESSLINE PART LINE
RENTAL SERVICES?

210 The RPPO does not apply to all line rental services offered by Telstra at the retail
level whether bundledraunbundled. ClausEA of the Price Control Determination applies
only to Telstrads HomelLine Part and Busi ne:
pars[65] to [68]), which the Price Control Determination envisages can be provided in either
a bundled or unbundled form. An ender who acquires either service cangekect another
service provider to provide other call services (such as domestic lorenagistand
international calls and fixetb-mobile calls) or connect into such Telstra services, as
required, from time to time, without having entered into a contract with Telstra in advance to
receive those services. Telstra also offers a line rentatsdosendusers as part of bundled
offerings that require the endser to preselect Telstra to provide other call services such as
domestic long distance and international calls. The RPPO does not apply to a line rental
service when it is provided asrpaf such a bundled service offering. When we refer to
Abundl ed service offeringso or Abundl eso i n

offerings, or bundles, that are not formally subject to the RPPO.
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211 We were informed that as at July 20Gfhly a very small percentageX]pe of
Tel strads resi dsrtrisalsulbisce i bendt dalo dred str ads
were not informed whether any (and if so how many) of its business customers subscribed to
its BusinessLine Part services.he Commi ssi on and Optus submit
only applied to a very limited number of lines, it had only a minimal impact on prices for

retail line rental services in rural areas.

212 Telstra argued that, nevertheless, the conseguef the RPPO was that it effectively
prevented Telstra from charging different prices for the bundled line rental services in
different areas because eusers made pricing decisions based on a view of relative prices.
Telstra contended that if it wete raise the price of its bundled service offerings made to
rural residential endisers, who were not subject to the RPPO, to levels that would ensure it
recovered the cost of providing line rental services in high cost rural areassemsdvould
move avay from purchasing such residential bundled offerings and instead purchase the
HomelLine Part service (which is priced below cost in +aght rural areas) and acquire from
an alternative carrier the other calling services they would otherwise have dcouiae
bundle through prselection.

213 The Commission challenged Telstrabs prop
pricing of bundled line rental services. It contended thatlesder s 6 deci si ons
carriers for preselected calls depended natly on the relative prices of their services but
also on the perceived value and convenience of the services they offered. The Commission
submitted that there was no evidence before us to indicate what, if any, degree of
substitutability existed betweereT st radés various | ine rental S
that Telstrads HomelLine Part and BusinessLi:
rental plans included in bundled service offerings asusmis were not eligible for bundling
discaunts and were reliant on a competitive carrier to supphselected calls at a price less

t han Tel strads.

214 The Commission contended that data available to it as aur89 2005 indicated a
modest increase in the takep o f sThentlledtoffelangds including those offerings with
higher line rental rates. This was consistent with observations made by the Commission in
the previous year. It also noted that there was a slight decrease in the numbeusd#rend

who made a prseletdion in favour of competing carriers. It submitted that this evidence
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demonstrated the i naccur a-osersfaded witredn sid¢reasedns pr ¢

the monthly access charge for bundled services would switch to HomeLine Part.

215 The Commission also rejected the proposition that any reduction in the retail prices
that Telstra set for bundled service offerings in urban areas in response to competition there
would lead to any significant flowwn effect to the price that Telstra was ableharge for

retail line rental services in rural areas.

216 Optus argued that Telstra was able to compete in urban areas on the basis of line
rental products other than HomeLine Part and BusinessLine Part (which were the benchmarks
for the purposes of theA®RO) without being required to reduce its prices for retail line rental

services in rural areas under the RPPO.

217 We accept that the RPPO only applies directly to certain retail line rental services
(Tel strads HomelLi ne P a red)sodhatdielsBaican offex ietaillinen e P &
rental products to endsers as part of a bundle of telecommunications services without being
subject to the formal constraints of the RPPO. Telstra can therefore compete with access
seekers and other competitans the basis of bundled retail service offerings in urban areas
without being required to price its retail line rental services at any mandated RPPO amount.
For exampl e, if Telstrads competitors were t
areas, Telstra could respond by lowering the price of some of its bundled offerings without
having to lower the price of its RPR®gulated unbundled line rental service in urban areas
(and, as a consequence, having to lower the price of the same seruical iareas at the
same time). To that extent, the Commission is correct when it submitted that there would not
be any significant flowon effect to the price Telstra could charge for retail line rental
services in rural areas if it responded to competitio urban areas through the use of its

bundled service offerings.

218 But there is, in principle, a degree of substitutability between an unbundled line rental
service, subject to the RPPO, and a bundled offer that includes line rental services, not so
slbject when they are provided in the same ar
Part services may be (as the Commission put
those services do not offer bundling discounts, have the inconverménudtiple bills and
require a competitive carrier to supply other services (such as domestidistanagce calls
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and international longlistance calls) at a discount to Telstra. We therefore accept that some
endusers will prefer to purchase line rdrgarvices, and other telecommunications services,

as part of a bundle and that they may be prepared to pay a premium to receive the bundle
under a single billing arrangement. Nevertheless, there will be a limit as to how far Telstra

can increase the pgcof its bundled offers that include the provision of a retail line rental

service without driving an endser away from the Telstra bundled service offerings to a
competitive offer t hat marries Telstrads ur
servies with the adan of subscribing for other services from a competitor of Telstra.

219 We do not consider that enders would be likely to continue to acquire retail line
rental services as part of a bundle if the price of the bundle was increasedide thatr
refl ected or approximated the recovery of T
rural areas, while the price of an unbundled line rental service (offered in the HomeLine Part
or BusinessLine Part services) remained at a level emjum satisfy the Price Control
Determination. In such circumstances, the economics of the situation would dictate that the
enduser would acquire the unbundled line rental service at the R&gMated price and
would acquire from a competitor of Telstize other services the emder requires, such as

the right to make longlistance calls.

220 This scenario may be illustrated in the following way. Assume that:

1 the cost of providing a retail line rental service in rural areas is consistent with the
est mat es out | i nkrdoddl (thatiB &Kl mertlinean®8052606) E

i retail line rental services can be supplied either as an unbundled product, or as part of

a bundled offering that includes local and long distance calls;

1 on average, the sb of providing local and long distance calls amounts to a further

$40 per enduser per month; and

i the RPPO means that the price of the basic unbundled retail line rental product must
be the same in rural and urban areas, and that the price cannatenane@al terms,
above $31.95 per service per month.

In such a context, a carrier equally efficient as Telstra at providing local and long distance
calls could offer to supply ruralends er s usi ng a c¢ o miselentedtbasion o f

line rental service and its own local and ledigtance calls at a cost of $71.95 per month (that
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is $31.95 + $40). If Telstra sought to recover the full cost of providing a line tossard

through a bundle of its own it would need to set a charge of at3péakiper bundle per

month in order to recover its costs of providing the services in this bundle (tha]ipeB[

line plus $40 for local and long distance calls). While Telstra would be free to offer this
package to endsers, and would not be formallgonstrained by the Price Control
Determination as this only applies to the unbundled basic access service, it is unlikely
endusers would choose this bundled offering
unbundled line rental service and a competiios of f eri ng of | ocal and

221 We would expect that the RPPO would only
line rental services if the price of the bundled offer were increased substantially to a level
which would create and expoaesignificant difference between its price in rural areas and
the price of a HomelLine Part (or BusinessLine Part) service coupled with the price of the
other services in the bundle (that might be acquired from a competitor of Telstra under a
pre-selectionarrangement). Such a substantial price difference would give rise to normal
demand and supply responses so that Telstra would not be able to sustain such a price
increase for its bundled service offering without losing -esers to its competitors.
Endusers would either be willing to change the nature of the services supplied or would be
advised by Telstrabés competitors to acquire

together with the competitorsd other service

222 It follows that, althoup the RPPO formally applies only to two of the line rental
services that Tel stra supplies, and that p
customers may acquire those services, t he |

behaviour for otherime rental service offerings. While other factors (such as the receipt of

all services in a single bundle with a single bill from the one service provider) may influence
anenduser 6s decision whether to acqursendcesa | i ne
from its competitors, it is likely that if Telstra were to increase substantially its prices for

retail line rental services in its bundled offerings, some of its customers would opt to acquire

a HomelLine Part (or BusinessLine Part) line reataZice and to acquire other services from

Tel strads competitors. Il n t h eprica dlasteity ofe o f i
demand between different line rental service offerings, it is difficult to be sure of the extent of

this substitutability
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However, the extent of the difference between the existing price cap on residential
basic access services in rural areas ($31.95 per service per month) and lthendti&l
estimate of the cost of providing a line in these areaX]($er service pr month in
20052006) suggests that any increase in the price of unregulated retail line rental services
(either directly or implicitly if line rental is supplied as part of a bundle) to recover costs in
these areas would be expected to lead to a signtfievel of substitution towards the price

controlled line rental offerings.

We <concl ude, therefore, t hat the RPPO d
pricing of bundled offerings that include the provision of line rental services. This would,
therefore, limit the extent to which Telstra could seek to recover its costs of providing line
rental services in rural areas through the use of bundled service offerings. While Telstra
might be able to increase the price of its bundled service offebpgs modest amount
without its customers switching towards the proomtrolled HomeLine Part or BusinessLine
Part products, we consider that it could not increase the price of bundled service offerings in
rural areas to approximate castovery levels.The point at which Telstra would no longer
be able to increase the price of its bundled service offerings without its customers switching
to its HomeLine Part and BusinessLine Part products is not clear. There was no material
before us which enabled us tetermine the price point at which such substitution might
occur. However, the extent of the difference between the cost of providing line rental
services in rural areas and the proomtrolled level at which Telstra must set prices for its
HomelLine Pd and BusinessLine Part customers, leads us to conclude that it would be
unlikely that Telstra would be able to increase the prices of its bundled service offerings to
approximate the recovery of its costs of providing retail line rental services (aed oth
services provided in its bundles) in rural areas without substantial (if not total) substitution

towards its pricecontrolled products.

12.3 WOULD THE UNIVERSAL SERVICE FUND (USF) BE EXPECTED
TO COMPENSATE TELSTR A FOR LOSSES IN RURAL AREAS?

As noted earlier, paf71], under the TCPS&ct Telstra, as a universal service
provider, i's required to ensur elichhinctlade linet an d a
rental services), payphones and prescribed carriage services are reasonably accessible to all

people in Australia on an equitable basis, wherever they reside or carry on business. This



226

227

228

229

-72-

requirement is referred to as the Universal Ser@bégation (USO). Telstra is entitled to

receive a subsidy to compensate it for complying with the USO.

Optus submitted that the appropriate mechanism for addressing, and compensating,
Telstra for any losses it incurred in providing retail serviaed®elowcost prices in rural
areas, because of its RPPO, was the Universal Service Fund (USF) administered under the
TCPSSAct described in pdi72]. According to Optus, if the USF does not compensate
Telstra fully for its net losses in rural areas, it should seek a review of the USO regime. It
submitted that the TCPS&:t gave effect to objectives different from those iIrXRE of the
Act and tke objectives in PXIC did not reflect the objectives of the TCPA&.

We accept that XIC of the Act and the TCPS&ct are predicated on different

objectives. The i ssue of Telstrads right to

has arise i n t he cont ext of Tel strads cIXlCi m t ha

sense) way to ensure that it recovers its costs of providing the ULLS. In this context the
relevant question to ask is whether averaging, combined with the USF, ensutes Tels

recovers no more than the costs of providing the ULLS and a normal return on its capital.

In setting out what we believe is the relevant question we make three observations.
First, it is not to the point to ask whether Telstra could meet itSnege business interests

under deaveraging if the USF fully compensated it for losses it makes in rural areas as a

result of the RPPO. Our inquiry is not into whetherade er aged charges ar e

legitimate business interests, but rather whetheaver aged charges ar e

business interests.

Secondl vy, averaging would not be i n Tel
presence of a USF that fully compensated Telstra for losses it made in rural areas on account
of the RPPO. This is because in these circumstances averagungch enables Telstra to
extract aboveost revenues from the provision of retail line rental services in urbaniareas
would result in Telstra being oveompensated for losses it incurs when g retail line
rental services at beleeost levels in rural areas. This would result in averaging not being in
Tel strads | egitimate business interests as

providing the ULLS and a normal return on itpital.

S
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230 Thirdly, we consider it is to the point for Telstra to argue that the contribution it
receives from the USF does not adequately compensate it for its losses in ogmyilyithe
RPPO in the provision of retail line rental services in rural areas, when considering whether
averaged charges are 1in Telstraods l egi ti ma
compensate Telstra for losses it would make when supplyinglme¢aiental services in rural
areas, then it may be that it needs to average its ULLS charges in order to ensure it can
recover aboweost revenues from the provision of retail line rental services in urban areas in

order to recovetully the cost of preiding the ULLS and a normal return on its capital.

231 In making these observations, it is important to note that any finding that the USF
does not compensate Telstra fully for losses it might make in rural areas as a result of the
RPPO should not be cansed as a criticism of, or a finding of a shoaming in, the USF
mechanism. As noted earlier (§&2] above) the USO subsidy is not linkedToe | st r ad s
costs in fulfilling its USO and the TCP3®t does not set out any cdsised mechanism or
formula, by reference to which the subsidy is to be determined. Further, the losses that are
being considered in the context of this matter are hypo#iétisses an access provider might
incur if it built today a new and efficient network capable of providing the ULLS. However,
this does not mean that actual contributions from the USF should not be considered when
determining an appropriate access chéogehe ULLS. It is appropriate for Telstra to argue
that it would not be compensated adequately for losses it would incur in rural areas if it
constructed a hypothetical efficient forwdobking network to provide the ULLS by reason
of its compliance vth the USO, notwithstanding what it receives from the USF, and that
otherwise it wants to match its revenue to the efficient ford@okling costs of providing the

ULLS in both urban and rural areas by averaging.

232 We consider that averaged ULLS chargembined with the USF would only be in
Tel strabdés |l egitimate business interests if:
1 the USF did not compensate Telstra fully for losses it would make when providing

retail line rental services at belesost prices in rural areas in accordance with the
RPPO; and

i whatever contribution it received from the USF were to be deducted from the pool of
costs Telstra sought to recover through i

for estimating charges for the ULLS in its undertakings seeks to account fo
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contributions received from the USF by deducting the USO adjustment from the pool

of costs it needs to recover through access charges for the ULLS ($88)] jgdnove).

233 Telstra argued that the subsidies itwould receive during the periods of the
undertakingsdrom the USFwould not fully compensate it for the losses an efficient operator
would incur in rural areas it were to set beloveost prices in thesareasin order to meet
Tel st r ad sunderline PrigeaContr®etesmination. The Miister has determined the

following total USF contributions:

1 $171,403,872 for 2005/2006;
1 $157,691,562 for 2006/2007;

1 $145,076,237 for 2007/2008.

Not all of the USFis to compensate Telstra for setting equitable pricesetail line rental
services. ThdJSO extends alsto cover othertelecommunicationservices, such as the
provision of payphones. Tistra estimatedhat23% of its USF subsidy should be attributed

to compensating it for services provided over itgpay CAN. Telstra divided these amounts

by the number of CAN lines per year to estimate both annual and monthly amounts from its
USF that should be considered as being attributable to compensate it for services provided

over its copper CAN. The relevdigures according to Telstra are as follows.

Year Copper CAN share Copper CAN share per Copper CAN share
service per year per service per month
200506 $39,550,792 $3.73 $0.31
200607 $36,386,792 $3.44 $0.29
200708 $33,475,790 $3.17 $0.26
234 Telstra estimadd thatthe amount of the USF subsidy that should be attributed to the

CAN per service per month is well below thesdat estimated it would incur when setting
below-cost prices forretail line rental service in rural areas. Using 2088006 as an
example$0.3lper service per month is wel/l bel ow t
of the cost of providing the ULS on a per month basis in Ba#Ad3$[X]) and the price it is
effectively constrained to charge residentalstomersin rural areas (around $31.95 per

service per monthapproximately ${] per service per month
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Telstra has estimated the copper CAN USF share per service per month on the basis

of spreading the USF acroalt CAN lines, and not just those in rural arelaagttare making a

loss. It is possible to estimate a copper CAN share of the USF on the basis that it was only

attributed to those lines in Baddwhere it is expected that Telstra would need to set

belowcost ULLS charges. By dividing the copper CAN shaf the USF by the copper

CAN share per service per year we can determine the total number of copper lines Telstra

used to determine its copper CAN share of the USF per service per year/month. Having

regard to the weights used by Telstra to determinavanaged estimate of the cost of the

ULLS we can estimate the number of copper lines that would exist inBfX3J% of total

lines). These estimates resulted in the following figures:

Year Copper CAN share | Copper CAN share | Total CAN lines | Number of CAN
per service per year lines in Band4
200506 $39,550,792 $3.73 10,603,430 [X]
200607 $36,386,792 $3.44 10,577,556 [X]
200708 $33,475,790 $3.17 10,560,186 [X]

Dividing the estimate of the USF that should be attributed to the CAN hyuthéer

of lines we estimate would exist in Baddwe can generate an estimate of the amount of

USF subsidy for services provided in Bahavere the entirety of the CAN subsidy only to

apply to the lines in this band. This estimate results in the foltpfigares.

Year Copper CAN share | Copper CAN share per Copper CAN share per
Band 4service per year | Band 4service per month
200506 $39,550,792 $X] $X]
200607 $36,386,792 $X] $X]
200708 $33,475,790 $X] $X]

This estimates informative

Tel straos

e st i niagrovalisg theULLE h e

in the PIEIl model indicate a line cost in Bartof $[X] in 20052006; $[X] in 20062007
and $[X] in 2007-2008. As discussed earlier, we considbat Telstra is, to some extent,

constained in its ability to raise the price ofsidentialline rentalservicesin rural areas

substantially in excess of $31.95 per month in real termstbegreriod of the Pde Control

Determination (whichdoes not expire until June 2009). This suggdstss| st r ad s

would be substantially above its expatline rental revenues in BaAdluring the perioslof

ef |

i n e
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the undertakings if its estimate of line costs in the RlBodel were accuratelndeed, one

would expect this difference tme at least ithe order of $K] per line per month.

237 However,as estimated aboveyen if the entirety of the USF attributable to the CAN
wereto be distributed only to Bartllines, the amount of this subsidy would only range from
$[X] to $[X] depending on theear of estimationl f T e | slitmodeledimakes d line
costs are accurate, and the amount of the USF it attributes to the Z3%d\ i reasonable,
then the USF would not fully compensate Telstra for the losses it makes in rural areas.
Further, een if the entirety of the USF (rather than mer@§%) was dedicated to
compensating Telstra for losses it makes in providing line rental services at equitable prices
in Band4, this would still result in a subsidy of orfjX] to $[X] per line (dependingn the
year) in Band} (with no funds available to compensate Telstra for any losses it might also
make in Ban® or for other services Telstra provides at betmst prices in rural areas in

accordance with its USO).

238 This analysis Iis dependent on us being sa
costs of providing the ULLS in the PIEmodel are reasonable. For the purposes of this
analysis we have proceeded on the basis that those estimates are readdoalgieer, as
discussed later in these reasons, we are unable to be satisfied that the estimates of the costs of
providing the ULLS provided by Telstra using its RIEnodel are reasonable. On this basis
we are unable to be satisfied that the curremell®f USF subsidy is not sufficient to
compensate Telstra for any losses it may make from providing retail line rental services in

rural areas in accordance with its RPPO.

239 In summary, we consider that averaging combined with the USF would only be in
Tel strabds |l egitimate business interests if i
i the USF did not fully compensate Telstra for losses it makes in rural areas attributable

to its RPPO; and

i a deduction was made from the pool of costs Telstra sought to recover fnageale

ULLS charges for any contribution it received from the USF.

While Telstrads methodol ogy for estimating
made for contributions received from the USF, it is not clear whether the USF compensates

Telstraforl osses made in rural areas as a consegqg!
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modelling of the efficient costs of providing the ULLS gave rise to reasonable estimates of
providing the service in rural areas (in particular in Bapdour acceptance of sit
methodology for ascertaining what proportion of the USF should be attributed to subsidising
Telstra for providing retail line rental services in rural areas at betistvprices would result

in a conclusion that Telstra would have provided sufficiendeawe to show that the USF

does not fully compensate it. However, for the reasons set out later, we are not satisfied that
Tel strads estimates of the efficilbmotlelaceost s o
reasonable. Accordingly, we are ufelo reach a definitive conclusion whether the USF

does compensate Telstra for losses it incurs when providing retail line rental services in rural

areas.

12.4 IS TELSTRA LIKELY TO BE EARNING ABOVE NOR MAL PROFITS
FROM THE PROVISION O F OTHER SERVICES PROVIDED OVER
THE CAN THAT MIGHT C OMPENSATE IT FOR LOSSES MADE
WHEN PROVIDING LINE RENTAL SERVICES BELOW COST IN

RURAL AREAS?
240 Tel strads submission was that its ULLS ch
it to recover its CAN costs in a competdiy v neut r al manner . Howev

used to provide a number of services, not just its ULLS. It is used, for example, to provide
retail PSTN services, wholesale line services and to provide a series of declared services such
as the LCS and tHeSTN OTA services.

241 The other intervenors submitted that Telstra already recovered the CAN costs relating
to basic access by means of the retail line rental charge which it charged retail customers and
the wholesale line rental charge which it chargeiist wholesale customers. They contended
that it had also recently attempted to subsidise line rental from PSTN OTA charges by means
of its most recent proposed PSTN OTA undertaking which was before the Commission at the

time it made its decision on tlhwdertakings.

242 The other intervenors also submitted that Telstra enjoyed monopoly power in relation
to almost all services provided over the CAN, and could recover the costs of the CAN either
through regulated wholesale pricing for declared servicesh(ags PSTN OTA, WLR, the
LSS, the ULLS and the LCS (outside CBDs), or through unconstrained wholesale pricing for

nondeclared services (such as the LCS in the CBDSs).
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243 The Commi ssion submitted that Tel strads
difference between the costs of providing the ULLS in rural areas and the revenues it
received from providing retail line rental services in rural areas was mislebdoayse,
inter alia, Telstradid notinclude the revenues it receivedm call and interneservices, or

subsidies such as Broadband Connect.

244 Optus also contended that all rural revenues and government subsidies received by
Telstra should be considered in calculating
245 Tel stra submitted that Optusd contention
1 the relevant issue was the revenues that would need to be allowed to a hypothetical
supplier of the declared service. What C

revenus, many of which were completely unrelated to the declared service;

1 the effects of such a tax (which would be offset against the ULLS charges that access
seekers would need to bear) would be discriminatory (as a similar wider tax would not

be applied t@ccess seekers) and distorting; and

1 there would be no sense in subtracting from the costs estimated by tHenfekiel
the revenues Telstra earned from a wide range of services, as the cost pool estimated
by the PIEII model did not include the costssiciated with these services.

246 When assessing these submissions and contentions we need to consider the extent to
which Telstra would be able to recover the efficient costs of its investment in the
infrastructure necessary to provide the ULLS. T#ithe relevant question when considering
Tel strabés |l egitimate business interests and
provide the ULLS.

247 Our inquiry is directed towards whether averaging is in the legitimate business
interests of Telsa because it enables Telstra to recover the costs of supplying the ULLS and
the CAN over which it is provided. It is not to the point that it may be able to recover those

costs by means other than averaging.

248 We consider that the issue whether Tal$tad revenue available from the supply of
CAN services other than the ULLS, which could subsidise the cost of the ULLS, is not
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relevant to determining whether averaging 1is
the existence of above normalofits made from the provision of other CAN services (if
proven) may ensure Telstra could still recover the costs of its infrastructure, its operating
costs and obtain a normal return on its capital necessary to provide the ULL&vérdged

charges wereset, this is not the focus of our inquiry in this matter. At issue is whether
averaging, of itself, would enable Telstra to earn more revenues than were necessary to
recover the costs of providing the ULLS and obtain a normal return on its capitalitor, if
already earned above normal profits, whether averaging would increase the extent of such
profits). We consider this would only be the case if averaging, of itself, led to a diminution in

the level and extent of competition in relevant markets. Weod@onsider this is the case.
Accordingly, we consider averaging could be
there existed above normal profits from the provision of other CAN services.

125 IS BYPASS OF TELSTRAO S CAN L1 KELWERE FO SET
AVERAGED ULLS CHARGE S?

249 Optus and the Commission submitted that even if Telstra were to set averaged ULLS
charges, Tel st r aod scostachargesi foryrurak lme réntaln sgrviceseldy o w
abovecost pricing of urban line rental services htifpe undermined if bypass were to occur
in urban areas. In such circumstances, the capacity of averaged ULLS charges to protect

Tel strads | egitimate business interests, and

250 We acceptthataffc i ent bypass i n urban areas has |
ability to crosssubsidise beloveost prices for retail line rental services in rural areas with
abovecost prices for retail line rental services in urban areas. Potential access sdeke
choose to deploy efficient alternative infrastructure in the presence of an averaged ULLS
charge would, if subject to effective competition, be driven to reduce the price of retail line
rent al services in urban @aingeuwban retaol ine redtal Tel s
services. This would be likely to deprive Telstra of most (if not all) of the abose
revenue it might otherwise have been able to extract from urbamsensl in order to
subsidise beloveost prices for retail line rentakrvices in rural areas. Telstra would either
lose most of its customers to competitors setting-lbaseéd urban prices or, if it chose to
respond to competitors, it would need to lower its prices towards its costs in these areas.
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251 This dfect can occur, at least to some extent, even if bypass is inefficient. Inefficient
bypass occurs when a potential access seeker chooses to invest in infrastructure even though
it would be more allocativelgfficient to use the ULLS to provide retail diirental services
(or their substitutes) to engsers. While inefficient bypass would still be expected to lead to
a lowering of charges for urban line rental services (and their substitutes) in urban markets,
we would not expect the pricesto be lowefed | | y t owards Tel strabs ¢
line rental services in urban areas. The less efficient the bypass, the less the reduction in
abovecost revenues Telstra would receive from providing retail line rental services in urban
areas. Howeverng reductioninabove o st revenues would stild/l u

to crosssubsidise the price of rural line rental services.

252 As we have noted earlier, there is evidence that alternative network infrastructure in
the form of local access tweorks has emerged in recent years, albeit primarily in the CBD of
capital cities. As the Commission has noted, most of these networks are located in discrete
geographic areas. At Jwne 2004, notwithstanding the presence of multiple local access
netwoks in CBDs and metropolitan areas, approximately 99% of connections have been to
networks operated by Telstra and Optus. According to the Commission, in provincial areas,
as well as in rural or remote areas as afll8te 2004, approximately 99% of subseri

connections were to Telstra and Optus local access networks.

253 Although it is apparent that bypass can occur to some extent in urban areas, we are
not able, on the material before us, to determine the extent to which bypass, whether efficient

or othewise, would occur if Telstra were to set averaged ULLS charges in the future.

254 Optus relied upon a report by Analysys which suggested that setting the ULLS charge
at $30 per line per month would make inefficient bypass feasible in urban areas. However
the Analysys report depended upon the existence of a number of assumptions, particularly in
relation to the market share of a new entrant, and it recognised the limitations of the extent to
which alternative technologies are able to provide all thecthat might be provided over
Tel strads CAN. The Analysys report does nc

significant bypass of the CAN.

255 In summary, we accept that bypass has the potential to undermine the ability of

Telstra to raise reveie from abowv&ost pricing of retail line rental services in urban areas in
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order to subsidise belewost pricing of retail line rental services in rural areas in order to

meet its RPPO. However, the extent to which it would undermine this ability deperible

extent to which such bypass would be efficient. While the evidence indicated that some level

of bypass is already occurring in urban areas (particularly in CBD areas in Sydney,
Melbourne, Brisbane, Adelaide and Perth), it is unclear what adaliti{drany) amount of

bypass (efficient or otherwise) would occur in the future were Telstra to set an averaged
ULLS charge. It is also unclear whether such bypass would allow other carriers to provide a
sufficiently broad suite of retail services to nfatbose presently capable of being provided
using Telstrads CAN. Accordingl vy, we are n

occur to any significant extent if Telstra were to set an averaged ULLS charge.

12.6  CONCLUSION ON THE LE GITIMATE BUSINESS INTERESTS OF
TELSTRA AND ITS INVE STMENT IN FACILITIES USED TO
SUPPLY THE ULLS

256 De-averaged ULLS charges, in the presence of the RPPO, have the potential to enable
access seekers to apply downward preEesgiure on
urban areas and undermine its ability to cragssidise beloveost prices for retail line rental
services in rural areas by abes@st pricing of retail line rental services in urban areas. It is
likely that averaged ULLS charges may prevent tiisurring by limiting the ability of
access seekers to apply downward pressure on prices for retail line rental services in urban
areas. Accordingly, averaged ULLS charges would have the potential to enable Telstra more
readily to recover its investmeint facilities used to supply its ULLS and therefore be in its

legitimate business interests.

257 While the RPPO applies formally only to
consumed by a small proportion of its emgkrs, it is likely to constrainip some extent,
Tel strabés pricing of other rural retail I i ne
bundles). We would expect different line rental products provided by Telstra to be, to some
extent, substitutable. While Telstra may be dablencrease the revenue it receives from
providing line rental products by increasing the price of retail line rental services in bundled
service offerings in rural areas, it is unlikely it can do so in a way that would enable it to
recover fully the linecost associated with providing those services. We refer to the
significant difference between the existing

rental service and the PIEmodel estimates of the efficient cost of the ULLS in Bdndlf
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Telstra were to set averaged ULLS charges, we do not expect it would be able to earn more
revenue by setting abowst prices for retail line rental services in urban araad
increasing the price for retail line rental services in ranaas towards the cost that is
necessary to recover the costs of its infrastructure, its operating costs and obtain a normal

return on its capital necessary to provide the ULLS.

258 We also consider that an averaged ULLS charge will not enable Telstra to
overrecover the costs of its infrastructure, its operating costs and obtain a normal return on

its capital necessary to provide the UL&&long as:

1 the USF does not compensate Telstra fully for any losses it may incur in providing

line rental servicem rural areas; and

1 the amount of any USF payments made to Telstra are deducted from the pool of costs

it seeks to recover through averaging.

Whi | e d m@iting tmetlaodology does seek to deduct an amount to reflect payments
received under the USF, for reasons associated with the way in which Telstra estimates its
costs of providing the ULLS, we are not satisfied that the USF would not fully compensate
Telstra during the periods of the undertakings for the losses an efficient operator would make

when providing retail line rental services in rural areas in accordance with the RPPO.

259 It is not relevant to consider whether Telstra makes adequate or mtnowal profits
from the provision of other services over its CAN that would compensate it for any net losses
it might incur from providing rural retail line rental services if it were teaderage its ULLS
charges. We consider that averaging, of itsetfuld not be likely to enable or increase the
ability of, Telstra to recover more than the costs of its infrastructure, its operating costs and
obtain a normal return on its capital necessary to provide the WHJ€eS, if it did earn above

normal profits fom the provision of other CAN services.

260 We accept that bypass does have the pote
abovecost revenues from the provision of urban retail line rental services if it were to set
averaged ULLS chges. While the evidence available to us indicated some degree of bypass
was already occurring in urban areas, there was insufficient material before us to enable us to
reach any firm conclusions as to the likelihood that bypass, efficient or otherwides or

extent of such bypass, would occur if Telstra were to set averaged ULLS charges.
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261 We are satisfied that averaging of Tel st
its legitimate business interests and is, to that éxtesasonable for the purposes of
s152AH(1)(b). The nature of the averaged charge and its structure is designed to recover no
more than Telstrads overall costs of I ts 0
normal return on its capital. Hower, we are unable to be satisfied on the basis of the
materi al pl aced before us that an averaged |
legitimate business interests. We do not know whether that charge does no more than recover
Tel st r afdtsinfrasousttre used to supply the ULLS, its operating costs and obtain a
normal return on its capital. In order to be satisfied that this is the case, we need to be
satisfied that an application of the RIH mo d e | accur atelwardest i ma
looking efficient costs of the network, the CAN, used to supply the ULLS. For the reasons
set out later, we are not satisfied that it does produce such an estimate of the efficient

forward-looking costs of the CAN.
13. THE INTERESTS OF PERSONS WHO HAVE RIGHTS TO USE THEULLS
262 In Telstra Corporation Limited2006] ACompT 4 at [138], the Tribunal said that:

AThe interests of per sonhSS[LimehSharifrgave a ri
Service] access seekers, are served by an access priceriahtes them to
compete on their merits (that is, on the basis of their own efficiency) in
downstream mar kets. o

We consider the same principle applies in relation to the interests of access seekers to the

ULLS.

263 Telstra submitted that averaging maipossible for Telstra to fund ongoing efficient
investment in its CAN, thereby providing access seekers with the ongoing option to access a
modern, highguality telecommunications network in Australia. Telstra contended that
averaged ULLS charges perteil access seekers to make a significant margin between the
costs of supply and Telstrads retail prices
compete with Telstra. Averaging ensured that the competition that then occurred was on the
merits, ratler than being distorted by regulatory arbitrage opportunities. Telstra argued that it
was competition on the merits, rather than competitiors@ethat was in the interests of

access seekers.
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264 Optus submitted that the averaged ULLS charges would@dh the interests of
access seekers because such a charge would increase the price of the ULLS in urban areas
and have the effect of inhibiting the ability of access seekers using the ULLS to compete with
Telstra to provide retail services to emsers m those areas. While averaging would lead to
lower ULLS charges in rural areas, Optus argued that the position of access seekers would
not be materially improved as ULHSased competition in rural areas was unlikely to be

economic, even with averaged ULkBarges.

265 Optus said that Telstra had previously advocatedveeaged ULLS charges and that
investment decisions had been made by access seekers in reliance on the availability of such
charges. If access charges for the ULLS were now to be avewdtie@ consequential
increase in urban chargakis wouldraise the risk of stranded investm®im competitive
infrastructure. Optus saiiwould not be financially viable foit (or its competitors) to roll
out ULLSbased networks to the same extast it possibly culd under costeflective
deaveragechargingl t was implicit in Optusd submissi

was, of itself, damaging to the interests of access seekers.

266 In our caonsideration of the extent to which averaged ULLS charges were likely to
promote competition in markets for listed services, we concluded that such charges would
have the effect of i ncreasing access seeker
servce in urban areas. We also concluded that the increase in the ULLS charge that would
result from averaging did not, of itself, mean that access seekers would be unable to compete
on their merits to provide fixeline services to endsers. While averagestccess charges
might not prevent access seekers from competing on their merits in urban areas, this does not
mean that averaged charges that lead to an increase in the charge for the ULLS in urban areas

is in their interests.

267 We accept that ahangefrom deaveraged charges to an averaged ULLS charge has
the potenti al to make access seekersd inves
ULLS in urban areas unviable as a result of the significant increase in the input costs that
would resultfrom an increase in the charge for the service in those areas. Such a situation
would not be in the interests of access seekers. It follows that we consider that averaging is
not in the interests of persons who have rights to use the ULLS in urban areas
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268 We are also not satisfied that averaging is in the interests of persons who have rights
to use the ULLS in rural areas. As we have noted earlier, having regard to the technical
limitations on the use of the ULLS in rural areas and the minimal takéo date, it is
unlikely that averaging will promote competition in rural areas to any significant extent
during the periods covered by the undertakings. Although the averaged charge would be less
than a deaveraged charge, whether averaging is initierests of access seekers in rural
areas depends on whether they can turn averaging to their advantage. On the material
presently available to us, we are not satisfied that access seekers in rural areas will be able to

develop competitive strategiesasesult of averaging.

269 Taking all the above matters into consideration, we do not consider that averaging is

in the interests of access seekers.
14. THE DIRECT COSTS OF PROVIDING ACCESS TO THE ULLS

270 Telstra submitted that when we have regard éodinect costs of providing access to
the ULLS in accordance withl62AH(1)(d), we should consider the averaged direct costs of
providing access to the service. It contended that its full costs of supplying the ULLS
included both the physical productianst and the increased financial deficit it faced when
competitors employed the ULLS to attract profitable customers away from Telstra in urban
areas. Telstra said that when it loses profitable customers to competitors it forfeits the
financial contribub n t hose customers formerly made to

production.

271 The Commission submitted that the charging structure for access to the ULLS,
whether averaged or dweraged, was not determinative of the direct costs that were
necesarily incurred in respect of the provision of access to the ULLS. We agree with that

submission.

272 The effects of competition should not be considered as a direct cost of providing
access to the ULLS. The Explanatory Memorandum to the Trade Practices Amendment
(Telecommunications) Bill 1996 (Cth) stated that:

AConsi st enlA ofwhe TPA théraerfter ences here to the
business interests of the carrier or carriage service provider and to the
60directd costs of providing access are ir
provider should be reimbursed by the third party seeking access for
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consequential costs which the provider may incur as a result of increased
competition in an upstream or downstream

On this construction of $52AH(1)(d) it follows that if the RPPO were to lead Telstra to
incur a loss, because of the need tovigte retail price parity in rural areas, then this would
be relevant to our consideration of Telstratd

costs of providing access.

273 Telstra argued that the loss of revenue in urban areas neededsssubsidise
below-cost pricing of retail line rental services in rural areas should not be considered to be a
consequential loss that followed the introduction of competition into relevant downstream or
upstream markets. It argued thata competitivemarket, a supplier that was subject to a
uniform price constraint on its retail prices would never sedvi@aged wholesaleharges
when those daveraged whealsale charges would allow creakimming to occur. Rather,
the loss of the contribution margiwould bethe result of a regulatory price distortion that
would never be found in a competitive market as it would ntakerecovery of costs,
including direct costs, impossible.

274 We accept that daveraged ULLS charges would enable access seekeet tower
prices for retail services in urban areas than they could if they faced averaged charges for the
service. We also accept that this may lead to a reduction in the revenue Telstra earns from
providing retail services to engsers in urban areasich may limit the ability of Telstra to
crosssubsidise beloveost prices for retail line rental services in rural areas. But we do not
accept that any such consequences that might flow freaveiaged ULLS charges would
affect the direct cost of providijnaccess to the service. Rather, the direct costs of providing
access to the service are likely to remain unchanged irrespective of whether Telstra were to
set averaged or emveraged charges. Averaged aneaderaged ULLS charges are merely

different wgys of seeking to recover these costs.

15. THE OPERATIONAL AND TECHNICAL REQUIREMEN TS NECESSARY FOR
THE SAFE AND RELIABL E OPERATION OF THE CAN AND THE ULLS

275 Telstra argued that, as averaged ULLS charges allowed it to recover its network costs,
this shauld ensure ongoing investment in infrastructure, and allow for the safe and reliable

operation of the ULLS.
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276 The Commission contended that so long as ULLS charges, whether averaged or
de-averaged, were based on efficient network costs, then this \albodd for the recovery of
all operating, maintenance and capital costs necessary to ensure the safe and reliable
operation of the ULLS.

277 A service provider will have a sufficient incentive to ensure the safe and reliable
operation of carriage servige telecommunications networks or facilities so long as it
receives sufficient revenue to cover the costs of ensuring safe and reliable operations. Telstra
should have a sufficient incentive to ensure the safe and reliable operation of relevant
carriage srvices, networks and facilities associated with the provision of the ULLS so long
as it is able to set an access charge for the service that will enable it to recover the efficient

costs (inclusive of a normal return on its investment) of its CAN.

278 Averaged ULLS charges would enable Telstra to recover the efficient costs (inclusive
of a nor mal return on its investment) of its
proposed averaged charge of $30 per service per month achieves this resutondider
later in these reasons the quantum of the charge having regard to the concerns we raise in
relation to the costings derived from the RPIEodel.

16. THE ECONOMICALLY EFF ICIENT OPERATION OF THE CAN AND THE
ULLS

279 The factors that are likely to encourage the economically efficient use of, and the
economically efficient investment in, the infrastructure by which listed services are supplied
(s152AB(2)(e)), capable of being supplied, or likely to become capableimg Bapplied,
are similar to those factors which are likely to lead to the economically efficient operation of

a carriage service, a telecommunications network or a facility.

280 Having regard to our analysis in relation to whether averaged ULLS chaegidseyr
to encourage the economically efficient use of the infrastructure by which listed services are
supplied, capable of being supplied, or likely to become capable of being supplied, we do not
consider that averaged ULLS charges would be expecteadad the economically efficient

operation of relevant carriage services, telecommunications networks and facilities.
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17. OVERALL ASSESSMENT OF REASONABLENESS OFAVERAGING

In order to determine whether an averaged ULLS charge of $30 per month is
reasmabl e we are required to Ahalb2AH@egher do t
objectives in 452AB. As Masord pointed out irR v Hunt Exparte Sean Investments Pty
ld( 1979) 180 CLR 322 at 329, when weswg e dir
are required to take those matters into accc

el ement o in reaching our decision.

When we are required to have regard to a number of matters and so give weight to
them as fundamental elements in reaghour decision, it will be inevitable that the weight

we give to each of these elements or matters will vary.

We have also had regard to the objective oIt of the Act, enshrined in
s152AB(1), which is to promote the losigrm interests of endsers of carriage services, or

of services provided by means of carriage services.

With this background we summarise our findings and conclusions on the issue
whet her Telstrabs averaged charge of $30 pe
reasonable.

We have found that averaging:

1 is not likely to achieve the objective of promoting competition in urban and rural

areas during the periods covered by the undertakings;

1 is not likely to achieve the objective of encouraging the economically efficient use of
infrastructure;
1 is not likely to achieve the objective of encouraging economically efficient investment

in infrastructure by access seekers; and

i may, in principle, achieve the objective of encouraging economically efficient
investment by Telstra, but we are not satisfied that the $30 charge Telstra proposes

will achieve this objective.

It follows from these findings that we are not satisfied that averaging isifotigterm
interests of endisers of the ULLS.
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We have found that averaging is |ikely t
are met, provided the USF does not fully recover losses made by Telstra in providing retail
line rental servicem rural areas. In principle, the methodology used by Telstra to average its

ULLS charges (including making a deduction from its costs for contributions received from

]

t he USF) would ensure the ULLS charge does

invedment in the infrastructure necessary to provide the ULLS and provide a normal return
on its capital. However, given we are not satisfied that thdlfPhiB&del accurately estimates

the efficient costs of providing the ULLS for the reasons discussedvageare not satisfied

t hat the averaged charges specified in the

interests.

We have found that averaging:

1 is not in the interests of access seekers;

1 should not, of itself, lead to the recovery of mndhan the direct costs of providing

access to the ULLS;

1 enables Telstra, in principle, to meet the operational and technical requirements for
the safe and reliable operation of the ULLS. However, we are not satisfied that
Tel strads pr argeoos $3@ peraserdce peg raontk &chieves this result;

and

1 would not be expected to lead to the economically efficient operation of relevant

carriage services, telecommunications networks and facilities.

Having regard to the matters irlS2AH(1) and the objectives in 852AB(2), we are

not satisfied that the averaged ULLS charge of $30 per service per month:

is in the long term interests of enders: 452AH(1)(a) and 452AB(2);

i's in the interests of personsS2AD(o); have

= == =2 =4

enables Telstra to recover only its direct costs of providing access to its ULLS:
s152AH(1)(d);

i's in Telstrads | edb2h0H(I)()t e business inter

r
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1 only enables Telstra to meet the operational and technical negunte necessary for
the safe and reliable operation of the ULLSI52AH(1)(e); and

1 would allow the economically efficient operation of the ULLSI52 AH(1)(f).

289 More particularly, we are not satisfied that the averaged ULLS charge of $30 per
servce per month is reasonable because we are not satisfied that it meets the objectives in
s152AB(2) of:

1 promoting competition for listed servicesls2AB(2)(c)); or

1 encouraging the economically efficient use of, and economically efficient investment
in:
o the infrastructure by which listed services are providedddbZAB(2)(e)(i)); and
o any other infrastructure by which listed services are, or are likely to become,
capable of being supplied 152AB(2)(e)(ii)).

290 Finally, an averaged ULLS charge of $30 per service per month will neither enhance
nor detract from the objective of achieving @&oyany connectivity in relation to carriage

services that involve communications betweenesers: 452AB(2)(d).

291 Ovenall, having regard to the findings we have made, and the conclusions we have
reached in relation to the matters set out152AH(1) and the objectives inl$2AB, we are
not satisfied that Telstrads propogmahthaver ag

are reasonable.
18. NETWORK MODERNISATIO N PROVISIONS

292 Telstra contended that the Network Modernisation Provisi(pes[28] above)
adeguately balancedts interests and the interests of armbrsand access seekers. It
submitted thahetwork modernisation, including the ongoing maintenance and upgrads, of
network was necessary to enable it to meet the demands of retail and whenesaders 6
the PSTN. Accordinglyit said, network modernisation was in the leteym interests of

endusers, ints legitimate business interests and in the interests of access seekers.

293 Telstra argued that the eek notice period was a minimymeriod and balanced the

needs of access seekers for certainty of term and supplyiterest in modernising its
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network and the interests of enders in obtaining improved service. It comnted that a
minimum period of 1%eeks was sufficient for acgge seekers to make alternative
arrangemerst and that it had legal obligations under the Act (WisV and XIB) and
obligations of equivalence under its operational separation requirements to ensure that it

provided equivalent notice of network upgradeadoess seekers as it did to itself.

294 It submitted that thexemption of emergency network upgrades from being subject to
the minimum notice periodeflected standard industry practice. It contended that any
increase in the minimum notice period ixcess of 1%eeks would have an unreasonably
detrimental impact on its legitimate business interests and on thdelonginterests of
endusers, althouglwe note thathere was no evidencether than assertiono support tis

submission.

295 Telstra relied upon the evidenceof Mavi d Pil tz, the Gener al
Fundamental Planning Access, Network & Technology Group. His evidence was that delays
due to notice periods in excess of the time within which Telstra could plan arehiegl a
net work wupgrade would constrain Teasestof ads ¢
telecommunicatiosiservices. He said that in a number of cases,;emo@rgency maintenance
or upgrades to Telstrads net wor k four waehksd b e
According to MrPiltz, the effect of any delay om network upgrade project would need to be
evaluated in planning for network upgrades and might result in some projects no longer being
commercially viable. This evidence prowitikttle support for the proposition that Telstra

would be harmed by a lengthier notice period or good faith requirements.

296 Optus and the other intervenors accepted principle the need for Telstra to
modernise its network and to maimtat properly and to gpulate retwork modernisation
provisions but they challenged the particular provisions set out inutigertakingson the
basis that they allowed for activities which had an-eampetitive effect or consequence.
The scope of the provisions allowed Tedsphysically to alter the ULLS in a manner which
impacted dramatically on the ability of access seekers to maintain theaif teeULLS. In
particular cl6.3 and cl 6.4 of the undertakings (p§R8] above) enabled Telstra to
decommi ssion the <copper pairs on,wthang h acc:
15weeks notice to access seekers.
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297 Looming large in the debate on the Network Modsation Provisions was the
exi stence of Tel comhmited proposal ot aeraliut ¢f b mnajor upgrade
to the network involving fibréo-thenode technol ogy (AFTTNO) .
intervenors were concerned that the Network Modation Provisions authorised Telstra to
conduct majoupgrades such as a FTTN rolit without appropriate regulatory oversight by
the Commission under the arbitration provisions ok of the Act. It should be noted that
Telstra has made it clear thaithout certain necessary changes being made to the regulatory
framework, it willnot be proceeding with any raut of a FTTN network.It should also be
noted that Telstra has made it clear, as outlined later in these reasons, that if it wereito roll o

a FTTN networ k, it woul d not enforce the und

298 Optus contended that under the Network Modernisation Provisions, Telstra would be
entitled to deploy an FTTN configuration at all the major exchanges servedptus
DSLAMs utilising the ULLSthroughout Australia. The result would be that Optus would
have no comparable access alternativertable it tocontinue to serve thenduserswith
whom it had established a connection througlinstallation of DSLAM egipment which
connected into the ULLS linest Telstraexchange building If FTTN were deployed and
the copper pairs into exchange buildings were decommissioned, it would no longer be
possible for an access seeker to access the ULLS at a Telstra exohidaigg and it would
either be not technically feasible or, at the least, not econéonian access seeker to access
the ULLS at the node. This would occur because the business of the access seekers would be
based substantially on their consideraloieestment in their network which connected into

the ULLS through the installation of DSLAMs in Telstra exchange buildings.

299 The Commission accepted that network modernisation was in theédongnterests
ofenduser s, Tel st r ad serebteand thei inteseste of dceessiseplasss |1 n't
that it was necessary for thedertakinggo providefor network modernisation. However, it
did not accept that the Network Modernisation Provisions in the undertakings were
reasonable. The Commission contended that the minimum period veéeks notice to
access seekers constrained the ability of acseskers to plan infrastructure purchases,
technical staff allocations and ender marketing of new services. It argued that the
entitlement of access seekers (if any) to institute proceedings und¥; Ftand XIB of the
Act was not an adequate altetima to reasonable notice of network upgrades. It contended

further t hat the information equivalence st
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Plan( A O Svirere )yet to be fully implemented and did not provide a sufficient guarantee of

equivalent otice.

300 The Commission contended that the Network Modernisation Provisions went beyond
wha't was necessary to protect Tel strads | e
modernise its networkand that there was no evidence that it would be habyedlengthier
notice period or good faith requirements. It was likely that most upgrades would be planned
in excess of 1Weeks ahead of implementationit contended further that the Network
Modernisation Provisions did not promote the laegn intersts of enelisers as competition
would be damaged if access seekers did not receive adequate notivedednisation
activities andTelstra were able to modernise in a way that targeted access seelers.
contended that the undertakings, therefore, disgmd access seeker investment in

infrastructure.

301 Optus supported t he Commi ssionods critiec
Provisions. In particular, it contended that thenEgk notice period was not sufficient for
access seekers to make alternatiserangements, particularly given that network
modernisation could includee ULLS no longer being supplied at all.

302 The difficulty with the Network Modernisation Provisions is thatytto@ver the
spectrum of network modernisation activities from thimor to the major. The complaint
was that, in effect, Aone size fits allo.
of Network Upgrades in @.1 of Attachmenf to the undertaking§par[28] above)is very
broad. It ranges from immediate or urgent maintenance and repair of the ULLS to the
rearrangement, removal and replacement and the decommissioning of the copper gairs use
by Telstra for the supply oJLLS to access seekers. The replacement of the copper pairs by
fibre optic cable is included in these activities. It follows from the breadth of the activities
contemplated byhe definition ofthe Network Upgrades that they maypact upon the

supply of ULLS to access seekers.

303 The Commission, Optus and the other intervenors challenged the terms upon which
Telstra is able to undertake the netwongtades contained in the undertakings. In this

context, the Network Modernisatidirovisions provide that:
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1 an access seeker agrees that Telstra has a right to maintain and upgrade its network
and acknowledges that such a maintenamceupgrade may result in thi LS being

truncated and no longer able to be supplied;

1 an access seek acknowledges that in some cases access seeker points of

interconnection may have to be moved,

1 Telstra will provide at least Meeks notice of any network upgratthet will affect
the supply of theJLLS other than in respect of emergency network ugesafor

which no minimum notice period is specified.

It is also important to note that @l4 provides that Telstrhas the right to terminate the
ULLS if the access seeker does not take any action that is required of it by Telstra in the light

of arelevant network upgrade.

304 The concern we have about the Network Modernisation Provisions is that the
definition of M@ANetwork Upgradeso covers suc|
period of notification of 13veeks is not necessarily appriate or reasonable in respect of
the range of the activities encompassed in the definition. Some of the network upgrades,
such agemoval or replacement of thél LS with fibre optic cable, or its decommissionjng
would require access seekers to planomefrastructure works, or acquire and install new
equipment and, in the casé the decommissioning of thHdLLS, the need to market new
services to endsers. These activities may well take longer to plan, implement and install
than the minimum notice period of Weeks proposed by Telstra. That notice period is also
likely to place access seekers at a significant competitive disadvantage with Textstnado

some of Telstrads net wor k weaelsgormplandedscarnout. | requ

305 Tel stra admi tted i n i ts response t o t h
undertakingghat the level of planning for network mhernisation would rangieom several
weeks to many months. Telstra said that while some of its network modernisation activities
would be delayed to meet the minimum wi&eks notice, it expected that the majority of

other network modernisation activities would be notified wethiness of 15veeks.

306 If Telstra providd access seekers with only the minimumwiéeks notice, they
mightnot have sufficient time, or as much time as Telstra has in respecoahitsistomers,

to respond to the network upgradeSlause6.4 of the Network Modernisation Provisions is
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relevant in this context because it provides that should an access seeker fail to take the action
specified in a network upgrade notice, it must comply with any notice by Telstra to hand back

a customer.

Telstra hassserted that it intends to provide notice to access seekers as soon as it has
plans to proceed with a network upgrade proposal. But this assertion is not reflected or
recorded in a commitment or provision in the undertakings. Nevertheless, the assagio

be considered in the |Iight of Telstrabds obli

The Commission submitted that Telstra had a strong incentive not to give access
seekers an equivalent period of notice of upgradebelstra might A ve it sel f . T
response was that it was not able to give access seekers a égggkopnotice of upgrades
thanit gave to itself because it was subject to equivalence obligations under its OSP. It was
required under the provisions of tlieleommunications Act997 (Cth) to prepare an OSP

and have it approved by the Minister.

Under s61(1) of theTelecommunications A&t9 97, Tel stradés | icenc
conditions specified in Sch Clauset8 of Pt8 of Schl provides that the aiwf Pt8 is:

fié to promote the principles of transparency and equivalence in relation to
the supply by Telstra of wholesale eligib

One of the objects of Btis to promote:

fié a principle of equivalence in relation to the supply by Telstra of
designated services to:

M Tel strads wholesale customer s; and
(i) Tel strads reitail business units
eo

Clausesl of Schl requires Telstra to prepare a draft OSP which must be directed towards
the achievement of the aims and objects & Bhd which musfpursuant to cb2) be given
to the Minister. Under &4 the Minister must approve the draft OSP or refuse to approve it.

If the Minister approves a draft OSP it becomes a final OSP which comes into force
when Telstra is notified of the approvallmportantly, a final OSP is not a legislative
instrument for the purposes of thegislative Instruments A@003 (Cth): c¢cb5(2), and
compliance with it i's not a &93).dHoweven, if o f T
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Telstra contravenes its OStRe Minister may require Telstra to prepare a rectification plan.

Once the rectification plan has been approve

final rectification pl ano,b65afBt8. daileretoa abiply i o n
with a final rectification plan may attract a pecuniary penalty of réllllon for each

contravention: see &8 and 570 of th&elecommunications A&997 (Cth).

Telstra prepared a draft OSP which was approved and announced by the Minister on
23June 2006. Under d of the OSP Telstra was required to prepanger alia, an
Information Equivalence StrategyilES0O) with which it would comply after 3Dctober
2006.

The IES was released and published onJ@® 2006. It contained detailed
provisions relating to network upgrade notification. It has therefore been implemented. The
IES contained the following provisions:

fiNetwork Upgrade Notifications
Core Principles

5.4  The Network Upgrade Notificatns will be applied in accordance with
the following core principles:

(@ from time to time, Telstra may identify ways in which it can
improve its access network in terms of efficiency, capacity and
coverage;

(b)  Telstra has the right to maintain and upde its access
network, including the right to remedy capacity runout in both
narrowband and broadband services and to provide faster
broadband services to customers; and

(o the maintenance and wupgrade of
includes remediation,  econfiguration, enablement,
augmentation, maintenance and repair of the access network
(including the removal, rearrangement, replacement (for
example with bre optic cable) or decommissioning of the
continuous metallic pair used for the supply of Eligibl
Services to wholeward& YWpgtramamens)

Scope of Network Upgrade Notifications

5.5 Telstra will notify affected wholesale customers in accordance with
clausess.6 to 5.8 below of any Network Upgrade that involves
remediation, reconfigurabin, enablement, augmentation, maintenance
and repair, including:

of
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(@) the installation of a full power Digital Subscriber Line Access

Mul ti pDSeAMse 6 ) (at a remote point n
network; or

(b)  the removal, rearrangement, replacementr (fxample with
fibore optic cable) or decommissioning of the continuous
metallic pair in Telstrads access

used for the supply of th&LL service or SS service to
wholesale customers,

where the Network Upgrade:

(c) will require the wholesale customer (if the wholesale customer
wishes to maintain the service):

0) to establish a new Pol or relocate a Pol used or to be
used by the wholesale customer for those services from
one point to another;

(i) to alter the Deployment Class of Authorised Equipment
used by the wholesale customer on the relevrit
service orSSservice; or

(i)  to install Authorised Equipment used by the wholesale
customer on the relevaiiLL service orSS service
closer to theend user than exchange buildings; or

(d) will, if the wholesale customer wishes to maintain the service,
result in the quality of the service (or any services supplied by
the wholesale customer to its end users using the service) being
adversely affectear

(e)  will result in theULL service orSSservice no longer being
supplied (for example because the continuous metallic pair
used for the supply of the service to the wholesale customer has
been removed or decommissioned and replaced with fibre optic
cable).

How Telstra will inform customers of Network Upgrades

Where the Network Upgrade will affect existing or ordekdid.
services or SS services, then Telstra will provide any affected
wholesale customers, with an individual Network Upgrade
Notification in writing in accordance with the terms governing the
supply ofULL services orSSservices. Other than for Emergency
Network Upgrades as discussed below), Telstra will provide the
relevant wholesale customer with an individual Network Upgrade
Notification no less than 1Wweeks prior to the implementation of the
Network Upgrade.

Telstra will also provide notice more generally to wésale customers
acquiring ULL services orSSservices of any Network Upgrades that
affect one or moré&JLL services oiSSservices in thenanner set out in
clause5.5. This general notification will be in accordance with the
terms governing the supply OLL services oiSSservices (as the case
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may be) and may be by way of a website that would be available to all
wholesale customers acquiringLL services orSS services and
updated on a regular basis.

Emergency Network Upgrades

5.8 Telstra will use its beésendeavours to provide affected wholesale

customers with notice of an Emergency Network Upgrade prior to the

Emergency Network Upgrade being implemented. Where it is not

practicable for prior notice of an Emergency Network Upgrade to be

given, Telstra Wi provide any wholesale customer whoskL

services orSS services are affected by the Emergency Network

Upgrade with notification as soon as practicable after the Emergency

Net wor k Upgrade has been i mplemented. 0

It should be noted that the provisions @f5.4(c) provide a definition of the scope of

ANet wor k Upgradeo which is in identical ter
Up gr a d e6slfr) of AttactamienA to the undertakings.

313 In substance the IES goes no further than the provisions ohtlertakingsso far as
the rights of access seekers are concerned.

in the following terms:

AThis | nfor mat i owis deiggupublishdd enfuwtleerartte of at e g
Tel strads obeéTeg@mnuoicatonsAct RO The purpose of
this I nf ormati on Equi val ence Strategy [

compliance with and monitoringmnabf Tel str :
Separation Plan.

The publication of this Information Equivalence Strategy is not intended to
confer any rights on any person. In particular, nothing in this Information
Equivalence Strategy is to be taken as a representation that Telstra will act o

refrain from acting in any particular way
314 Clause4.8 of the OSP provided:
N By compl ying wi t h t he |l nf or mati on Equi

demonstrate that the provision of information provided by the Key Network

Services Business Unit or th@/holesale Business Unit to wholesale
customers about rel evant changes to Tel
possible, equivalent to the provision of the same or similar information to the

Ret ai | Business Unit. o
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315 Clauses.15 of the OSP provided releudy:

AThe Strategies wi || assist i n t he ach
operational quality of Designated Services supplied to wholesale customers

and the Retail Business Unit by describing, among other things, the measures

Telstra will implement:

(@) to ensure that the standard of delivery of Designated Services supplied
to wholesale customers is equivalent to the standard of delivery of
Designated Services provided to the Retail Business Unit, through a
commitment to the implementation of processesprimmote the
principle of equivalence of supply by the Key Network Services
Business Unit of Fault Detection, Handling and Rectification, and
Service Activation anBrovisioning;

(b)  to demonstrate that information provided by the Key Network Services
or Wholesale Business Units to wholesale customers about relevant
changes to Telstrabds network is, to t
that provided to the Retail Business Unit, such as by developing and
implementing a network change notification processi@scribed in
clause4.6;

(0 to protect confidenti al I nformation r
customers, such as by the implementation of policies, procedures and
systems to ensure that confidential information of wholesale customers
is not disclosedb the Retail Business Unit; and

(d) to establish an alternative dispute resolution process for resolving
di sputes with Telstrads whol esale cust

316 Telstra rejected the Commissionods S ubmi:
sufficient guarantee foequivalent noticeand that the protection of access seekers under
PtslV, V and XIB of the Act vasnot an adequate alternative to reasonable naticehe
basis that Telstra was liable to considerable financial penaltidsdaections from the
Commission and the Minister for breaches of the Act. However, in our thewaking of
proceedings for enforcement of the Act or other remedial acsiamo substitutefor the
provision of adequate and reasonable notice of netwpgkades in the undertakings. The
purpose of an undertaking is to specify enforceable rights and obligations between access
providers and access seeke(é\n undertaking does not necessarily cover all the rights and
obligations of the parties)The diclaimer in the IES is specific in its terms tlitatonfers no
rights on access seekers, nor does it indicate or undertake that Telstra will act or refrain from
acting in any particular way. We do not consider that a strategy for the monitoring of

Telstrd s per f or ma,mrcite obsefvande bfgshe &S Bn adequate or reasonable
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substitute for a provision in thandertakingswhich is binding uponand enforceable

betweenthe access seekers and Telstra.

Tel strads | ES dmavide sufficiént guaranteemiuequivalentenetice
and, in any eventhat guarantee isot incorporated into the undertakings. Enforcement of
those strategies under statutory provisions is not as effective or immediate as the ability to

enforce a commitnmé under an undertaking.

We accept that access seekers do not have an udlimitei ght of access
ULLS, or the right to prevent network modernisation, but they ought not to be placed in a
position where their substantial investments in stftacture might be isolated andade

redundanes a result of Telstrads timing and | oc

Such a situation is not in the lotgrm interests of endsers of the services provided
to them by access seekarsing the ULLS Nor isit in the interests of access seekers
themselves. A consequence of an inadequate period of notice of network upgthdes is
will provide a disincentive to access saskfrom engaging in facilitielsased competition

with Telstra. Such a situationowld not be in the lonterm interests of endsers.

There are two aspects to the objection to the Network Modernisation Provisions. One
relates to the absence of a commitment by Telstra imidertakinggo give an equivalent
period of notice of a proposed network upgrade to an access seeker as it gives to its retalil
business units. The other aspect is the period of notice which will apply to major network
upgrades which will involve the removal, reagament, replacement or decommissioning of
the continuous metallic pair used for the supply of the ULLS to access seekers. Such
upgrades will result in a substantial interferervegh, and interruptionof, the service
supplied by access seekers to-esds. It is not possible to anticipate all the particular
circumstances which will confront an access seeker when notified of such a major network
upgrade by Telstra. Nevertheless it is apparent that some major network upgrades would
involve Optusand otheraccess seekelmving to adopt courses of condticat would mean
the cessation ofheir current network configuration anthat they would have to relgn
unregulated services provided by Telstra or other access providers. Telstra posited a number

of alternatives which might be open to Optus and other access seekers to maintain continuity
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of their servicebut the terms of such alternatives, their technical and financial feasianiy

their costwerenot provided to us

321 What is missing from theindertakings and what is required having regard to the
breadth of t he activities covered by t he
undertakingsis a provision which either tailors particular periods of notice to particular types
of network upgrades dhe provision of an arbitration or dispute resolution procedure if an
access seeker wants to contend that the period of notice of a particular network upgrade by
Telstra is unreasonable and inadequate, having regard to the nature of the particular network

upgrade.

322 The inadequacy and unreasonableness of the blankeed&s period of notice
applicable to all types of activities cover
recognised and acknowledged i n Tdeds®rntonthéd s r es

undertakingsvhich it submitted on August 2006. Paragraf@b8 of that response stdte

ATel stra has made it very <c¢lear that wit

made to the regulatory framework, Telstra will not be proceeding with an

roll-out of aFTTN network. Telstra informed the Australian Stock Exchange

on 4August 2006 that nBTTN investment would proceed under the current

regulatory framework. Telstra acknowledges that should it at some time in

the future undertake any largealeFTTN network rolbut, this would require

a separate regime to provide access seekers with sufficierte noti the

impact of such a rotlut. Telstra would expect that this would be dealt with in

any special access undertaking fief TN services. In the event of such a

large-scale FTTN rollout, Telstra will not seek to rely solely on thetwork

modernisationprovisions setoutinthen der t aki ngs . 0
This acknowledgement highlights the issue raised by the Network Modernisation Pmavision
The definition of A B\le df ttachinentUtp ghe Brilertakings i n c |
includes an FTTN network raluit. However, the separate regime for hsw roll out
contemplated by Telstra is not included in the Network Modernisation Provisiong and i
would be open to Telstra by virtue of the undertakings to give access seekers welks5
notice of a proposed FTTN network rolit which would, no doubt, involve substantial
interference andnterruption to the use of thBLLS. One may accept Telsbass pr esent
intention in relation to the notice regime it proposes in the evert lafge scale FTTN
network rollout, but circumstances change and Telstra is not bound by the acknowledgment

set out abovelIn the absence of any similar acknowledgemernth@undertakingsit would
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be open to Telstra in the future, due to changecumstances or o#inwise, simply to give
15weeksnotice of sucha large scale FTTN network rollu t . Tel strads | ES
enforceable protection for access seekers in suchevent. As the Disclaimer states
(par[313), it confers no rights on access seekers and it is not a representation that Telstra

will act or refrain from actig in any particular way.

323 The inadequacy and unreasonableness of the Network Modernisation Provisions was
further acknowledged by Telstra in the course of its submissions. We accept that the
definition of M@ANetwor k Up qgldaotievehe Uld® ceasimgg d act
to be available, but when it was pointed out to counsel for Telstra titai(c) of
AttachmentA to the Undertakingsncluded the decommissioning of the continuous metallic
pair, counsel responded:

ATel str a ha stinnha dvent that teEETTN roli-buprogramme
were to be resurrected, it being in abeyance at the moment, but were it to be
resurrected, Telstra would not apply these Network Modernisation Provisions
in the catext of such an extensive rolit. Telstrahas acknowledged that

such an extensive nationwide modernisation programme would require a
di screte regi meo.

324 If that be the situation, it is unreasonable, and not in the-tkermg interests of
endusers or in the interests of access seekers, fordtiee provision in theindertakinggo
apdy in its terms to an FTTN robut programme. If Telsdris proposing that such a rollit
be provided with a separate and discrete regime for notification aneinmaptation, then the
FTTN roll out programme shul d be exci sed from the defini
The short point is that the language of6d(c) of AttachmenA is sufficiently wide to
contemplate a national FTTN radut. If Telstra proposes that that provision not apply in the
eventof a national FTTN rolbut and that a separate undertaking be given to deal with that
discree subject, then the provisions in&ll(c) should be so limited.

325 Telstra challenged the proposition that if access seekers had insufficient time to
respondto a notice of a network upgrade they would be required to hand back customers to
Telstra. It contended that upon notification of a network upgrade an access seeker was free to
acquire ULLS from the remote node. However, Telstra added g fiderh e cheically e
f e a s tohhis eposition. We were not informed as to the manner in which such an

acquisition might be technically feasible. Telstra put an alternatireh was for an access
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seeker to acquire alternative wholesale services from Tatstnaler to service its engses.
However, we were not informeaf the cost of such acquisition. These alternatives do not
answer the concern of Optus and the other intervenors as to the consequences of a network
upgrade on the substantial investmémtinfrastructurethat they have already made to
connect their networks to the ULLS by way of the use of DSLAMs in Telstra exchange

buildings.

The Commission, Optus and the other intervenors raised concerns that under the
network upgrade provisions, B&la would be ableand likely, to target network upgrades to
areas whereaaess seekers had deployed Uth&sed infrastructure to compete with Telstra.
These submissions remain in the realm of speculation and there was no material before us
from which weconsider we would be entitled to draw a conclusion as to the probability of
such conduct on the part of Telstra. We not@ passi ng, Tel strads p
prohibited from targeting network upgrades to areas where accesssséeker made
investments in ULLSbased infrastructure because of its obligations under the Act, including
PtslV, V and XIB. However, ifevidenceexistedwhich supported the proposition that there
was a probability that Telstra would target network upgrades in the malhegped, westill
do not consider that such obligations are a substitute for a specific provision in the

undertakinggpreventing such targeting.

The vice of the Network Modernisation Provisions in the undertakings is not so much
the period of noticatself, but rather the breadth of the nature and scopieohetwork
upgrades to which the period of notice is applicable. We accept that in a number of cases
none mer gency mai ntenance or upgrades t o Tel
implemented witin four weeks. However, the problemtisat thisperiod of notice also
covers network upgrades of a far greater exterdiuding the decommissioning of the
continuous metallic @ir used for the supply of theLLS. The unreasonableness of the
Network Madernisation Provisions in the undertakings is related to the indiscriminate
provision of a minimum of 1®Weeks notice to a wide range of network upgrades, some of

which provide reasonable provisions for access seekers and some of which clearly do not.

We are not satisfied, having regard to the matters set outl&2AH and the
objectives in 452AB, that the Network Modernisation Provisions are reasonable.
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TELSTRAGS NETSISRKE BIBI MODEL

Telstra submitted that the monthly chargedocess to its ULLS should be such as to

enable it to recover the efficient costs of the ULLS fully and in a competitively neutral

manner. It contended that the costs of the ULLS comprise the ULLS network costs and the

ULLS specific costs (from whichaske duct ed a portion of Tel

Paragraplpi59] above sets out the cost estimates Telstra has made in support of its contention

that the charge contained in its undertakings is reasonable. As can be seen {&8h par

T e | s tetwarldcest astimates comprise the greater proportion of its estimates of the costs

of supplying the ULLS.

The network costs of supplyirtge ULLS primarily relate to the costs of installing,

maintaining and operating the copper wire (and ancillarypegent) in the CAN as well as

other associated indirect cost8elstra estimated its network costs by using thelPi&odel

which it contendegbrovides reasonable estimates of the efficient network coste fLLS

having regard to the fact thidite ULLS is a coppelbased service.

The PIE Il model isdescribed by Telstra as a total element famgincremental cost

( ATELRI Co0 )The modeledétermines, on the basis of various inputs, the network

elements which would be necessary to constietistomeraccess network (CAN), the costs

of those elements, the annual amguntcessary to recover those capital costs, the

operational

proportion of the CAN costs that relatethe ULLS.

Microsoft Access software. The model is made up of several individual modules. The

The PIEIl model is an engineeringconometric model which operates using

modules contained within the model estimate network costs in twetissteps:

(@)

a series of modules within the model first dimension the CAN and theextbiange
net work (Al ENO) i n order to deter mine
needed to provide a number of PSTN services, including tHeSU This step is

performed by the fADemand Modul eo, t he

str

a@&Mo na iamtde n anndci er e(cfi costs applic

t h

i S

A CAModul eo, Mohel @d EMNAd t he iTrench Shar

modul es may be described coll endively

as
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(b) once the mtwork needed to provide the ULLS and other PSTN services is
dimensioned, the second step undertaken by thdlPiBdel involves costing the
net work that has been di mensioned. Thi ¢
Reporting Modul eo.

When the model is used to estimate the ULLS network cost figures, it first dimensions the

network for the relevant year and then costs the network it has dimensioned.

333 The PIEIl model estimates both a low and high value for each of tre theriods
covered by the undertakings. Tel stra refer
Ahi gher boundo network cost estimates. The

value relates to the use of two different WACC estimates. gutbie lower WACC estimate,
the PIEII model calculates the following averaged network cost for each of the three periods

covered by the undertakings:

1/7/0530/6/06 | 1/7/06:30/6/07 1/7/07-30/6/08
Averaged cost $24.95 $27.47 $28.62

Using the higher WACC estimate, the RIEmodel calculates the following averaged

network cost for each of the three periods covered by the undertakings:

1/7/0530/6/06 | 1/7/06:30/6/07 1/7/07-30/6/08
Averaged cost $30.72 $34.04 $35.88

334 Telstra contended that theetavork costs estimated kthe PIEII model should be

increasedo take account of;

1 the cost of leadns. A leadin is the installation of a communications cable between
the CANandanend s er 60 s Jeisttarnontereadat the cost of leathsis not
included in the network costs estimatedivy PIEIl model. Telstra submitted thai
appropride estimate of the cost of leaits amountedo §X] perservice in operation
($O0) per mont h;

i trench uplifts Telstracontendedthat the PIEII model underestimatethe cost of
trenches becausedoes not take into account that if there are driveways in the way of
trenches, trenches would need to be constructed by underground boring rather than by

digging. Further, th@IE 1l model does not provide for the costs of cables having to
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be laid under concrete pathways rather than in nature strips. Telstra also contended
that in the case where cables can be laid in areas which do not have existing
infrastructure (such as pattor driveways), the PIE model does not include the
costs for backfilling trenches with soil andinstating the surface with turf for main
cable and IEN trenches. Failure to account for these factors meant tHarfeidel

would underestimate the desof constructing the CAN, and therefore the costs of
providing the ULLS. Telstra estimated thattmonthly cost ofthe ULLS would
increase byp[X], §X], HX] and $X] per linein Bandsl through 4 respectively if

these additional considerations weakdn into account;

a gadient multiplier The PIEII model assumethat Australia is flat and does not
take into account the existence of gradients in the landscapéhe gradiendf the
groundwill have an impact orthe actual installed length of bées and trenches,
Telstra submittedhatthe PIEIl model would underestimate the appropriate length of
cable and trench distances for the CAN. It submittegradient multiplier ofl%
should be applied to cable and trench distances to account fontlesstatement of

costs;

an dstacle plift. The PIEII modelassumes that all trenches between network points
can be constructed in straight linesrenches are not always laid in straight lines due

to obstacles such as lakes and riverglstra contended that the FlEnodel would
therefore underestimate the length of the cables and trenches that would be needed to
navigate these obstacles.sltbmitedthan an obstacle uplift @b should be applied

to cable and trench distances toagat for this understatement of costs; and

carrier of last resorf fi C O LoBligations Telstra hasanobligation asa COLRfor

all endusers including those who acquire retail phone services from a competing
carrier usinghe ULLS. According to Telsa, this obligationmposes costs on Telstra
andprovidesbenefitsto ULLS access seekeasd their customersTelstra contended

that the costs of meeting this obligation include the maintenance of its IEN. This is
the network that connects all exchamgaround Australia. The ULLS does not
involve the provision of access to the IEN. Given its belief that the COLR obligation
provides benefits to access seekers and their customers, Telstra submitted it wa
consistent withthe statutory criteria for ULLSchargesto include a contribution of

$[X] to help recovethe common costs of the IEN.
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335 T e | s higheaalibend PIEI model network cost estimatesjth the addition of the
estimates for the cost of ledws, the trench uplifand the gradient and obstacle upltsit
excluding the costs of the COLR obligatiprgsuledin the following totalmonthly costper
SIO:

1/7/0530/6/06 | 1/7/0630/6/07 1/7/0730/6/08
Averaged cost $34.97 $38.37 $40.26

These valuewere obtainedising the weightset out in paf60] above.

336 Telstra submitted that the reasonableness of its price terms was tsdppgr
calculations it had made relating to:

1 cost estimates using thBlIERA model| which resulted in ULLS network costs of
approximately $33 per line per month;

T historic costs Telsta contended that the historic cost of the ULLS network was
$27.05 per line per mont h. Hi storic cos

~

accountingRAFD Amewor k (i

1 current costs The current costs of the ULLS network were estimated by Teilsiing

a revaluation of historic costs in current cost termsXat Ber line per month;

1 international benchmarksTelstra contended that average ULLS charges fell at the
middle to lower range of prices for this service offered in other major comparison
jurisdictions, after purchasing power parity and line density differences had been

taken into account.

337 The PIEIl model was the subject of considerable criticism by the Commission, Optus
and the other intervenor s. onwashtleat wWe comdmnosbe i o n 0 s
satisfied that the estimates of network costs produced by thd Rigdel were reasonable

estimates of the efficient ULLS network costs.

338 The criticisms by the Commission, Optus and the other intervenors of thik PIE

modelcan be summarised as follows:
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themodelwasnot transparerdas no documentation or user manual was provided with

the model;

Telstra had placed restrictions on the ability of other parties (and the experts engaged
by them) that prevented them frama ni pul ati ng and testing t

architecture and code;

DrBridgerMMi t chel | | Tel strads expert, relied
provided by Telstra and therefore was unlikely to have subjected the model to a

detailed review aslaimed by Telstra;

Telstra used a methodology to geste ULLS network costs which walifferent to

that described in its submissions

the model did not represent a forwdooking cost model and as a result overstated

Tel strads cost s;

therewere problems with the architecture of the mdaetause

1 it modelled what a network would look like in 2004/2005 but did not model
the network for any of the years covered by the undertakings. There was no
evidence before the Tribunal to suggéstttan efficient network in each year
covered by the undertakings would have similar characteristics to a network
modelled as at duly 2004;

1 it did not model a network that utilised-tip-date technology. It was based on
outdated technology, and dibt encompass technological solutions that might
be cheaper or more efficient than copper (such as WiIMAX or 3GSM). So it
did not provide reasonable estimates of efficient forwaoting costs; and

1 exogenous variables were included because there aedfigiencies in the
model 6s operation. 't was not reason
estimates by the inclusion of lead costs, trench uffts, a gradient
mul tiplier, an obstacl e upl i ft and a
obligations. Tl fact that Telstra needed to make exogenous adjustments to

thePIEI'l model was an implicit recognitic
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(9) many of the inputs, assumptions and cost estimates usdfieirmodel were
unreasonablandthe impact ofaltering theinputs into the modeio reflect different

assumptions could not be assessed;
(h)  the revaluation of the asset base was not reasonable;

) the NERA model no longer reflected best practice as it was out of date, no longer
accurately modelled networlosts and was significantly less sophisticated than the
PIE Il model;

(), Tel strads historic ULLS network cost est.i

of historic network costs;

(ky Tel straods current net wor k ¢ desance ®stliei mat e
Tribunal 6s assessment of Telstrads propos

) the model underestimated the level of trench sharing in new estates (it assumed a new
entrant replicating the entire CAN within opear) and this was inconsistent with

Tel strabés prudent past ability to share t

We turn to the Commissi onodl mpdeliddmotp al c

actually model a ULLS network for any of the years covered by the undertakings.

The PIEIl modd seeks to estimate the forwaabking costs oprovidingthe ULLS
for each of the years of the unadsdings. Under standard forwalabking cost models, this
is performed by estimating what would be the efficient cost of providingdhdce if the
network over which it is provided were to be built in the period(s) to which the undertakings
relate. A standard forwardooking cost model would seek to consider how the network over
which the ULLS was provided (the CAN) would be dimensid if it was built anew in each
of the three periodsovered bythe undertaking§l January 2006 30 June 20062006/2007
and 2007/2008). To avoid confusion, it should be noted that this does not mean that the
capital costs associated with the constamcbf a hypothetical new network in each period
covered bythe undertakings would be modelled to be recovered, in full, in each of the
periods in which the hypothetical new networks were modelled to be constructed. Rather, the
capital costs would be analised over the lifetime of the assets involved in constructing the

network usinga tilted anmnuity formula Only those capital costs allocated to the first period
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using tilted annuity formulavould be recovered in the first period in which the hypothktica

new network was constructed.

341 In its primary submissiondelstra asserted that the RIEnodel:

~

Afé was used to generate neftomdichkhecosts est
undertakings relatedjy altering inputs and running the model to dimension
network for those years, as set out in the statement of Andrew Harvey Briggs,
the December Submission and Telstrabés Par
However, Annexur® of Tel str ads Nogembeca0Q6dorthe Sommmssioh er o0
('t heNofivlermb er | e tatecethadbthe asbertiorothastherBIEhodel was used to
dimension the network for each year of the undertakings was incorrect. This can be seen in
particular on pagé ofthe 1’Nove mber | etter where there is ;
f i gur eeport gemerated by the model being based on a distribution of copper lines in
2004/2005 and not for the years covered by the undertakings. Anresh@vs therefore
that the PIHI model, in its ordinary mode of operation, only dimensions, and is tapaly
of dimensioning, the network for 2004/2005.

342 Paragrapi0 of AnnexureB confirms thatthe PIEI model 6s cost esti
on a distribution of copper lines in 2004/2005, and not for the years covered by the
undertakings. Thus, the thedology explained by Telstra in relation to running the IPIE
model shows that Telstra has updated the costs of the 2004/2005 network for each year

covered by the undertakings but, has not dimensioned the network for those years.

343 That the PIHI model is only dimensioned to model networks dimensioned up to the
year commencing July 2004 was also made clear by Telstra in the particulars of the manner
in which its efficient costs were calculated. It is also made clear bAndrew Briggs who
said tha in estimating the efficient costs of providing the ULLS the PIEhodel was
updated and that the starting point was the model version which included the 2004/2005
inputs. He said that for the purposes of running a sensitivity analysis, the base enodel f
2004/2005 should be used. In its December 2005 submissions to the Commission, Telstra
acknowledged that the PIE model was run based on 2004/2005 inputs except for the

WACC, the price indices used to update the value of assets, and in the anculgtioals.
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The Commi ssi on chall enged M evodelt waa @s ass
forward-looking model in the sense that it determined the equipment necessary to build the
CAN based on forecasts for certain services. The Commission said, lgortieat, in
particular, the model did not forecast numbers of SIOs beyond 2004/2005. The Commission
contended that it was not reasonable for Telstra to have estimated efficient ULLS network
costs for the periods covered by the undertakings by extrapofadm a network existing as
at 1July 2004, and that there was no evidence that an efficient network in each period
covered by the undertakings would have similar characteristics, particularly with respect to
the number of SIOs, to a network construatadL July 2004.

There are a number of ot her i ssues which

the PIEIl model in respect of the periods covered by the undertakings.

The material contained in the November letter in relation to theethodology used
in the PIEI model and the manner in which it was to be run was not in accordance with
Tel strabds earl i32of MByry i gz de .st at emeprat, and in
2005 submissions to the Commission, Telstra said that it &dladlated the ULLS network

costs for each period covered by the undertakings by:

(@ using a version of the PIEmodel containing 2004/2005 inputs;
(b) making changes to only six price indices (that were listed in the earlier evidence); and
(c) updatingthe WACC.

It is now apparent from the November letter that Telstra altered a furthepfide
trends, rather than only the six price trends referred to if3gécb) above. This was not
stated expressly by Telstra but can be ascertained by dogplae value of the price trends
set out in the base or unaltered RIEodel with the value of the price trends that appear in
the screen shot of the PIEmodel set out in pa#(e) of Annexurd to the 17November

letter.

Further, while Telstraaw fit to change a total of 3frice trends (despite indicating it
had only changed six), it seems to have decided not to have changed others. This is apparent
from the Afscenario costldo moastli ndi spH eagte d i
17 Novemberletter, which shows that only 13 of the 28 asset categories in the 2004/2005
network dimensioned by the PIEmodel have been priced in the relevant periods covered
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by the undertakings. Accordingl vy, onlsy 13

costing sheet have been updated.

Further, in the 1November letter Telstra said that in relation to the cost estimates for
the three years of the undertakings:
AThe i nputs used are those conCtai ned in

the statement of Andrew Harvey Briggs date&Ligust 2006 and in thedLLS
Costs Spreadsheeto.

AnnexureC referred to the base model with the 2004/2005 inputs and four addition&l PIE
versions which estimated network costs for 2006/2007 and 2007y2€®8&e low and the
high WACC using the updated price indices.

It should also be noted that none of the five versions of thel Pi&del annexed to
MrBri ggs o6 st at eGmoemainedanputsfontheeygau20@5/2006. Thus, it is not
clearwhat inputs Telstra may have used in the PIBodel for estimating ULLS network
costs for 2005/2006.

InMrBri ggsod6 statement he also said that
category used by Telstra was 0.0%. In th&bvember letterhowever, Telstra stated:

A At al |l t i melH9% has beerf usegl unrtfE [lonfodels as is
evident from the models comprising Annexaore the Briggs Statement. To

the extent that the Briggs Statement sugg

If Mr Briggs was incorrect then Telstra was similarly incorrect in3daof its December

2005 submissions to the Commission.

The Commission submitted that the additional information which Telstra provided to
it in the 17November letter in relatiorotthe process by which, and the manner in which,
Telstra used the model and the input values contained in it was not material to which we
could have regard because of the provisions X3 2CF(4)(a) of the Act. We do not accept
this submission. We aretssdied that the information contained in the N@vember letter
fell within the category of information given, documents produced and evidence given to the
Commission as required byl§2CF(4)(a). It may be that the Commission was not given a

sufficient explanation by Telstra in relation to some of the material, such as input values,

cont ai ned in the additional i nformation whi
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model . Neverthel ess, the content svenadthet he Ar
Commission and it was for the Commission to seek further information from Telstra in

relation to those contents if it saw fit.

As noted earlier, Telstra relied on the expert reports d¥lizhell in support of its
proposition that it waspgropriate and reasonable to rely upon the IPH&odel to estimate
Tel strads efficient c o s MischelbdoncludedsthatGhe WPIEa nd i t
model appropriately calculated total service longn i ncr ement al costs (
PSTN OTA, the LCS and the ULLS. However, it should be noted thawlibchell relied on
Telstra for a description of the model and for a number of other aspects of the model. For

example, he said that he was informed by Telstra that:

(@ the major network elemé&s) including distribution and main cables, remote access
units, switches, cable trenches and transport facilities were dimensioned using current

bestpractice design principles; and

(b) provisioning of each network element was based on efficient emigiggarinciples

that took into account subscriber and traffic density.

We therefore view with caution Telstrads sub

detailed review by DMitchell.

We are not satisfied that the FlEnod e | depicted the di mensi o
or its ULLS network for any of the years to which the undertakings relate. Nor did it
generate estimates of the costs of constructing such a network for those years. Furthermore,
we are not satisfied that & reasonable for Telstra to justify or support its monthly charge for
access to the ULLS by reference to network cost estimates for the years covered by the
undertakings which are, in substance, the costs of a network dimensioned for 2004/2005,
albeit prieed for the years covered by the undertakings.

There was no evidence before us to support the proposition that the ftookirdy
network in any year covered by the undertakings would be the same as, or resembled, the
forward-looking netvork modelled by the PIE | model . I n this respe
submi ssion that the APIE 11 mo d e | assumes ¢cC
2000. o Il niodettheR dirkensions the network for changes in the number of SIOs in
subsegent year s. It does this by distributing



- 114-

€ proportionately among tlhle nadeleds.s esl| s @ tumg
PIE Il model dimensions the network for changes in the number of SIOs from dod fe

the next by assuming those SIOs are distributed around the CAN in proportion to customer
addresses and locations as at October 2000. We also note that the model assumes there is no
change in the aggregate number of SIOs from 2004/2005 onwards.isTt assumes the

number of SIOs remains the same from 2004/2005 through until the end of the periods

covered by the undertakings (June 2008).

356 We have two concerns with this approach. First, there is no evidence before us to
support the propositiothat the aggregate number of SIOs in any given year would continue
to be distributed around Telstrads CAN in pr
2000. That i s, for the model 6s estimates o
undertakings (2007/2008) to be accurate, the distribution of SIOs in that year would need to
reflect that which existed in October 2000. Telstra provided no evidence that this assumption
was warranted. Indeed, evidence provided byidchell suggested it the distribution of

customers around the CAN can vary substantially from one year to the next. He argued that:

AEven i f the demand aggregated over al |l
declining, the change in demand over time is unlikely to be uniforemabd

at some exchanges or over some parts of the nationwide network may be
increasing, particularly in towns and cities that are expanding and in suburbs

where there is high growth in new developments (for example, apartment

complexes and infill housing).

e

€ Australian BuAB8da)u noeft Sptoaptuilsattiicosn (cdh an g e
local government area indicate a large variation in population changes
between areas. For example, between 2003 and 2004 the biggest increase in
population occurred in Perth1@.1%) while the largest decline was in
CoolgardieWA(-6 . 8 %) . O
Accepting the evidence of DMitchell, it does not follow that the sliribution of SIOs in the
last year of the undertakings (2007/2008) would be reflected by the distribution which existed
in October 2000. Further, given that the distribution of SIOs amongst the CAN might
materially affect the proportion of customers iffetent bands, this could have significant
consequences for the network cost estimates generated by the rRdEel given the

difference in cost in providing the ULLS in different bands.

357 Secondly, the PIH model assumes that the aggregate numibe8l®s remains at

levels which existed in 2004/2005 for the periods covered by the undertakings. While the
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PIEIl model is updated for the periods covered by the undertakings to reflect forecast
changes in minutes of use for traffic across the CAN for ghgods covered by the
undertakings, it is not updated for forecast changes in the number of SIOs. We are concerned
that the failure to update the PllEnodel for changes in forecast numbers of SIOs may have
the effect of generating cost estimates tlmhot accurately reflect the TSLRIC of providing

the ULLS during the periods covered by the undertakings.

358 Dr Mitchell briefly addressed the issue of the RIEnodel not being updated for
forecast changes in the number of SIOs for the periods @bWwsréne undertakings in the

context of the rolforward methodology used in the model as follows:

i F oULLS the rolkforward calculation updates the costs calculated in the
PIE Il model to account for updatafACCand price trend values but using

an unclanged total number of copper lines over the period of the undertaking.
As total copper lines are forecast to decline slightly, and assuming that some
costs will not fall commensurately with this decline in demand, unit access
network costs will be undeeded by a small amount, resulting in a
conservative calculation &/LLSr at es . 0

Telstra also argued in its submissions that:

ié the Commission makes something of t
2004/05 aggregat€AN demand to estimate costs for the Undertaking years.

However, even if aggregate demand is lower in the Undertakings years than

in 2004/05, this would mean thaweragecosts are higher since a large

proportion of CAN costs are fixed. Indeed, to test thensitivity of this

assumption, Telstra has run the KWWACCand highWACC versions of the

PIE Il model for 2006/07, updating ti8Oforecasts to reflect the decrease in

the number ofSICs from 2004/05 to 2006/07X|% over all geographic

areas). All otler things constant, the resultant average costs increase from

X togX] and from X]to X]r espect i vel y. 0o

359 We are not satisfied, however, tliae way in which Telstra rolls forward the PIE
model from 2004/2005 to the periods covered by the undertakings is likely to generate
appropriate estimates of the TSLRIC of providing the ULLS in these period#84itéell
provides evidence as to the appropriateness of thél Ri&del, but this is lanost exclusively
directed to the manner in which the model is constructed to estimate the TSLRIC of
providing the ULLS in the periods up to the end of 2004/2005 Mibrhell provides little
evidence as to the suitability of the manner in which Telstila forward the use of the
PIE Il model into periods subsequent to 2004/2005.
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360 Further, even if the limited discussion of the Hfoliward methodology by D¥litchell
that is referred to in pdB58] above was enough to satisfy us of thdaility of this
approach for estimating costs for the periods covered by the undertakinds, wma¢ know
the basis for DMi t chel | 6s assumptions that Atot al |
s | i g Hndeed, we are not satisfied that the evidenpparts the view that the aggregate
number of SIOs in Australia would be likely to decline during the periods covered by the
undertakings. In support of the estimates referred to by Telstra @58hmabove, Telstra
simply referred to a set of spreadstse provided to the Commission under the title
fiSpreadshedt PIE Il Rollforward New ULLS.xIs [Microsoft Excel spreadsheetHowever,
the spreadsheet referred to by Telstra does not contain thé Rtiel results that Telstra
submitted would follow fran an application of its forecast of SIOs for the periods covered by
the undertakings. While the spreadsheet referred to by Telstra contains declining SIO
estimates/forecasts for the periods covered by the undertakings, the source of these
estimates/foreads is not made clear. Accordingly, the basis upon which Telstra derived the
SIO estimates/forecasts contained in the spreadsheets is unclear. Also, it is not clear to us
that the aggregate number of SIOs would, necessarily, be expected to declinetitiring

periods covered by the undertakings. Il n t hi

neée it i's not clear that the factors that
demand forCAN services will continue and there are strong indications that

other factors will drive CAN service demand higher in the future. Anticipated

demand forADSL and high speed Internet services (i.e., not just voice

telephony) are also factors Telstra must take into account in provisioning for

future demand foEANs er vi ces . 0

We would also point out that in its primary submissions Telstra said that:

AThe CAN expands each year due to new est
a rate of approximatelix]%, [ X]% and[X]% per annum in 2003/04, 2004/05
and 2005/ 06 respectively. o

361 Telstra separately referred to other evidence fronChdilg Lex Hedges, Technology
Infrastructure Manager, Copper, Fibre, HFC, that it extended the access network to provide
services in 2003/04 toX]] new locations, in 2004/05 t&X] new locations and in@D5/06 to
[X] new locations. While it may be that the number of locations to which the CAN extends
does not match the number of SIOs in the CAN (because some locations to which lines were

previously provided no longer have active SIOs, or as many adi¥g),She basis of any






