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Glossary

Access Provider

Access Seeker

Customer access network

Distribution network

Exchange
Feeder network

Integrated remote
integrated multiplexer

Inter-exchange network

Integrated Services Digital
Network

Local access switch

Carrier or carriage service provider who supplies declared
services to itself or other persons defined in
section 152AR of the TPA.

Service provider who makes, or proposes to make, a
request for access to a declared service under
section 152AR of the TPA.

The network which enables the connection of telephones
and other customer premises equipment to switching
technology. It consists of a network of conduits and pipes
in the ground with a mixture of cables containing copper
wires and optical fibres. It has two parts — the distribution
network and the feeder network.

That part of the customer access network connecting the
distribution point (typically a pillar) to the network
termination point.

A generic term for a major node in an exchange service
area (e.g. an IRIM, RSS/RSU, LAS, TS).

That part of the customer access network connecting the
exchange to the distribution point (typically a pillar).

This device consists of a protective housing cable and
optical fibre terminating strips, and multiplexing
equipment, erected in street-based housing. ‘Integrated’
means that the housing contains multiplexers that enable
different services to be carried over the same transmission
cable (i.e. special services, telephone services, public
telephone services, ISDN services). The transmission
protocol used to provide carriage services is integrated
with the telephone exchange software.

The network connecting exchanges to each other.

The ISDN is a network that has evolved from the PSTN.
ISDN services enable end users to send and receive
information at faster speeds and with greater reliability
than is possible using the standard PSTN service. ISDN
services are used for the carriage of information such as
voice, data, high quality sound, text, still images and
video.

This equipment provides ring current, dial tone and
battery feed to end-users, as well as switching calls locally
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Multiplexer

Network termination point

Pre-selection

Remote subscriber stage

Remote subscriber unit

Service provider

Total service long run
incremental cost

to other local access switches. It also provides number
analysis for call routing and call charge recording, and
enhanced (or supplementary) services such as call waiting
and call diversion.

A device that combines two or more signals into a single
composite data stream for transmission on a single
channel.

The termination point of the public switched telephone
network at the end-user’s premises. Cabling beyond this
point is customer wiring.

Function that enables an end-user or service provider to
select a preferred carrier or carriage service provider for a
certain type of call (e.g. long distance calls).

A customer access module of the LM Ericsson AXE
telephone switching exchange located in buildings remote
from the group switching function.

A customer access module of the Alcatel S12 telephone
switching exchange located in buildings remote from the
group switching function.

Defined in section 86 of the Telecommunications Act
1997. Means a carriage service provider or a content
service provider.

See Australian Competition and Consumer Commission,
Access Pricing Principles — Telecommunications: A
guide, July 1997, and Australian Competition and
Consumer Commission, Unconditioned Local Loop
Service, Pricing Principles and Indicative Prices, June
2008.
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Executive Summary

On 3 March 2008, Telstra Corporation Limited (Telstra) lodged an ordinary access
undertaking (2008 Undertaking) with the ACCC. This Undertaking specifies certain
terms and conditions under which Telstra will meet its standard access obligations
(SAOs) in respect of the unconditioned local loop (ULLYS).

The ULLS is most commonly a twisted copper wire pair that provides a
communications path between the telephone exchange and the consumer or business
end-user premises. As a result, the ULLS is an essential input used by other
telecommunications access seekers in combination with their own equipment to
provide competitive telephony and high-speed broadband services to consumers and
businesses.

Telstra proposed a monthly charge of $30 to be paid by access seekers for access to the
ULLS in metropolitan areas. This charge is substantially above the currently regulated
access price of $16.75. Telstra also propose that the $30 charge may be increased to
$46.54. The higher charge was estimated by Telstra using its submitted cost model,
version 1.3 of the Telstra Efficient Access Model (TEA Model). Several non-price
terms were also proposed.

The ACCC considers the 2008 Undertaking:

= is unlikely to promote the long term interests of end-users, as it will not promote
competition and will not encourage the economically efficient use of, and
investment in infrastructure;

= will result in Telstra recovering more revenue than is necessary to promote
Telstra’s legitimate business interests;

= will harm the interests of access seekers and persons who have rights to use the
service;

= contains price terms which will exceed the direct costs of providing access;

= does not have a material effect on the operational and technical requirements
necessary for the safe and reliable operation of telecommunications services;
and

= is not likely to facilitate the economically efficient operation of the ULLS.

Accordingly, the ACCC is not satisfied that the terms and conditions in the 2008
Undertaking are consistent with the legislative criteria and are reasonable.

Hence, the ACCC has made a final decision to reject Telstra’s 2008 undertaking in
respect of metropolitan areas (Band 2 exchange service areas).

Yincludes a proxy ULLS specific charge of $2.45.
16



E1 Assessing the 2008 Undertaking

The ACCC relies on various sources of information to assist it in determining whether
the 2008 Undertaking satisfies the legislative criteria.?

The ACCC discusses the following key sources of information used in this final
decision to determine whether the 2008 Undertaking is reasonable:

= Telstra’s implementation of the Total Service Long Run Incremental Cost Plus
(TSLRIC+, where 'plus' refers to an adjustment allowed to recover common
costs);

= results from a comparison of international local loop prices with Telstra’s
proposed $30 price;

= trend in ULLS prices and uptake overtime; and

= preliminary results from the Analysys cost model which provides guidance on
the range of possible cost estimates.

Telstra’s implementation of TSLRIC+

The ACCC considers TSLRIC+ to be a broad theoretical concept which can be
implemented in a number of different ways, depending on how costs are measured and
allocated, and the parameter values and underlying network assumptions used to
produce cost estimates.

The ACCC has previously provided broad guidance on how it would expect the
TSLRIC+ of a regulated service to be implemented. This is set out in the ACCC's
Access Pricing Principles - Telecommunications, a guide® and more recently in the
ACCC's Pricing Principles for Unconditioned Local Loop Service, Pricing Principles
and Indicative Prices.*

In assessing Telstra's implementation of TSLRIC+ in its TEA model, the ACCC
considered whether it was satisfied that Telstra’'s implementation of the TSLRIC+
concept (the parameter values and underlying assumptions regarding network design
applied by Telstra in the TEA model) result in cost estimates that, on balance, meet the
legislative criteria.

The TEA model has been through several revisions during the undertaking assessment
period as corrections were made by Telstra to errors identified by other parties.

2 In particular that the terms of the undertaking are reasonable under section 152AH of the Trade
Practices Act 1974 (TPA),

8 ACCC, Access Pricing Principles - Telecommunications, a guide, 1997.

*  ACCC, Pricing Principles for Unconditioned Local Loop Service Amendment Determination 2008
(No.1), p.5.
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Inherent inconsistency with Telstra's implementation of TSLRIC+

In practice, TSLRIC+ estimates are generally modelled on the concept of a
‘hypothetical operator' building a 'hypothetical network'.

The ACCC considers that when TSLRIC+ is implemented assuming best-in-use
technology and an optimised hypothetical network design, estimates are likely to reflect
the hypothetical operator's efficient and forward-looking costs of providing the
regulated service. Costs that are efficient and forward-looking are likely to create
signals to efficiently build infrastructure where bypass is possible, or buy the regulated
service.

The ACCC observes that there is inherent inconsistency in Telstra's implementation of
TSLRIC+. In particular, Telstra has been inconsistent in its application of the
hypothetical operator — sometimes applying costing and network design assumptions of
the incumbent with a legacy network design network and other times, costings
associated with a new entrant. For instance, Telstra has continuously referred to its
TSLRIC+ model as producing cost estimates faced by a new entrant, yet its model is
based on the existing Telstra network, a network design that would not be implemented
by a new entrant. This inconsistency assumes that a new entrant repeats the legacy
network design decisions of the incumbent, thereby increasing the cost attributed to the
hypothetical network and the cost estimates for a ULLS.

The assumption of hypothetical operator is an underlying concept in the TEA model -
in particular, it is a hard-coded feature which the network design depends on.
Therefore, where internal inconsistencies in the application of hypothetical operator
occur - such as in Telstra's implementation of TSLRIC+ in the TEA model - variable
parameter values and therefore cost estimates are affected.

Further testing of the TEA model

Despite its concern over Telstra’s implementation of TSLRIC+, the ACCC
acknowledges that Telstra has submitted the TEA model as a significant piece of
material in support of its 2008 Undertaking and that the model should therefore be
subject to comprehensive scrutiny. Therefore, the ACCC has:

= assessed the reasonableness of Telstra's preferred key default parameter values;
and

= undertaken its own scenario run of the TEA model. The scenario run was, in
part, undertaken to see what results would be achieved by attempting to
overcome the inherent inconsistency in the application of hypothetical operator
by Telstra.

In its assessment of Telstra's preferred key default parameter values, the ACCC
considers that Telstra's implementation of TSLRIC+ over-estimates network costs and
therefore does not produce cost estimates that are efficient and forward-looking.

18



The ACCC notes Telstra has asserted that the $30 charge can be supported by the
results of the TEA model under any reasonable set of inputs.® The ACCC has found
that when the TEA model is run with other parameter values, the resulting range of
estimates between $18 - $21 are significantly less than $30. This leaves the ACCC with
significant doubt as to whether the $30 charge is reasonable. While this does not, of
itself, mean that the ACCC cannot be satisfied of the reasonableness of the $30 price,
the ACCC does have concerns that the $30 figure falls outside what could be
considered to be a reasonable price range.

To understand the significance of the proposed $30 charge in terms of revenue, the
ACCC notes that Telstra would receive an additional $97 million in revenue per
annum® when comparing Telstra’s annual revenue at the current regulated price’ versus
at a $30 charge.

Comparison of international local loop prices with Telstra’s proposed $30 price

In response to the ACCC’s Draft Decision, interested parties submitted that the
international benchmarking exercise in the Draft Decision should be more
comprehensive. Accordingly, the ACCC engaged Ovum to undertake a more detailed
international benchmarking analysis - taking account of similarities and differences
between countries.

The results of Ovum's work shows that, even when taking into account country specific
factors, the $30 charge is still significantly higher than prices for similar unbundled
local loop services in comparable countries. The significant discrepancy suggests the
$30 charge is higher than that required by an efficient operator in other comparable
countries to recover costs of supplying an ULLS.

Trend in ULLS prices

The ULLS price is an important factor in encouraging new investment in, and further
augmentation to the ULLS-based network, as access seekers incur this cost when
delivering broadband and voice services to end-users, using their own infrastructure.

The ACCC notes that since 2005-06, ULLS regulated prices have slowly increased due
to higher input prices. ULLS uptake in all bands has grown during this time.

The ACCC considers that a rapid and substantial change in the monthly charge to $30
could have the effect of distorting access seekers' incentives to invest in ULLS-based
infrastructure. In particular, any further price increases to $46.54 is likely to have a
significant detrimental effect on ULLS investment.

®  Telstra letter to ACCC, titled “Telstra’s March 2008 ULLS Undertaking for Band 2: Request for
further information”, 7 April 2008.

& $14.30 plus a proxy for the ULLS specific charge of $2.45
7 $97 085 400 = ULLS lines in Dec 2008 (610 600) * 13.25 * 12
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Preliminary results from the Analysys cost model

The ACCC engaged Analysys Mason Limited (Analysys) to develop a TSLRIC+
model for a range of fixed network services, including the ULLS for all areas of
Australia for the period 2007-2012.

The ACCC considers that the results from the Analysys cost model can be viewed as
providing a preliminary check on other model estimates. In this regard, any large
disparities between the Analysys cost model estimates and other model estimates would
suggest further investigation into the other models' underlying assumptions and
parameter values. With this in the mind, the ACCC notes the significant difference
between the current Analysys cost estimate for 2008 of $17-$18° and the $30 charge.

The ACCC accepts that the Analysys cost model has yet to be finalised. The Analysys
model has recently been the subject of a public consultation process, and as such may
undergo modifications before being finalised. Furthermore, as was indicated in the
ACCC'’s discussion paper on the model, the default values with which the Analysys
model is populated are default values selected by Analysys, and do not necessarily
reflect the ACCC’s preferred values.® As a result, the ACCC considers that, whilst the
Analysys model is a relevant source of information, less weight can be placed on
current estimates from the Analysys model for the purposes of assessing this
undertaking, than other sources of information.

Examination of Regulatory Accounting Framework data

The ACCC examined Telstra’s returns under the Telecommunications Industry
Regulatory Accounting Framework (RAF) in order to reach a view on the possible
guantum of Telstra’s direct costs of providing access to the ULLS. The ACCC has
found that the $30 charge will allow Telstra to more than recover the direct costs of
providing the ULLS.

Despite the ACCC noting in its Draft Decision that Telstra did not supply direct cost
information; in response to the Draft Decision Telstra did not provide an alternative
method or its own estimation of the direct cost of providing the ULLS, submitting only
the TEA model as supporting evidence. The ACCC notes however that TEA model is
intended to estimate the cost of the hypothetical operator when providing the ULLS, as
claimed by Telstra. It would, therefore, not be appropriate to use the TEA model to
estimate the direct cost of providing the ULLS.

Concluding Comments

As a result of the detailed analysis undertaken by the ACCC, it is not satisfied that
Telstra's 2008 Undertaking is reasonable.

8 Estimated using v.1.2 of the Analysys cost model, plus a ULLS specific charge of $2.45. Note that
the inclusion of $2.45 does not indicate that the ACCC accepts $2.45 as a reasonable price for the
ULLS specific charge. Its inclusion here is for illustrative purposes only.

® ACCC, Analysys Cost Model Discussion Paper, December 2008, p. 8.
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E2 A note on the practice of late submissions

The ACCC notes with concern that Telstra and access seekers continued to provide
submissions to the ACCC beyond the due dates. Submissions to the Draft Decision
were due 12 December 2008, which was extended to 23 December 2008. The ACCC
notes that 132 documents were lodged by Telstra in the 10 days to 22 April 2009.

Late provision of documents necessarily delays the ACCC’s decision and provides a
reduced opportunity for all interested parties to assess and respond to the submissions
of others within a reasonable timeframe. None of this can be in the public interest.

When parties provide submissions to the ACCC, it expects parties to provide relevant
comments and analysis. In this way, the ACCC and parties are clear as to the arguments
that the submitter considers relevant to the current process. While providing documents
without indicating their relevance to this process may save time for the submitting
party, it makes the job of the ACCC and other parties more difficult and reduces the
effectiveness of the original submission.

In this undertaking process, the ACCC notes that on a number of occasions, parties
submitted documents without any supporting analysis, and without indicating their
relevance to the assessment process. For instance, Optus submitted an Ofcom Paper®
on 14 April 2009 without providing any supporting submission indicating its relevance.

Notwithstanding, the ACCC has had regard to all submitted material. Where material is
of questionable relevance and/or has not been the subject of full consultation, the
weight given to that evidence has been affected. This is the risk that is taken by any
party who delays their submissions or fails to take appropriate time and care to specify
the particular passages on which they rely.

10 Ofcom, Review of BT network charge controls - consultation on proposed charge controls in
wholesale narrowband market, 19 March 2009.
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1 Introduction

This document sets out the ACCC’s final decision on Telstra's ULLS 2008
Undertaking.

On 3 March 2008, Telstra lodged an access undertaking with the ACCC. The 2008
Undertaking specifies certain terms and conditions under which Telstra undertakes to
meet its SAOs in respect of the ULLS. The 2008 Undertaking supersedes a previous
ULLS undertaking that had been lodged by Telstra on 21 December 2007, which
Telstra withdrew at the same time the 2008 Undertaking was lodged. The 2008
Undertaking does not include monthly charges for the ULLS in areas other than Band 2
ESAs and contains limited non-price terms and conditions.

In support of its 2008 Undertaking, Telstra submitted the TEA Model. Telstra has since
submitted revised versions of the TEA model. Telstra’s Proposed Monthly Charge of
$30 is below version 1.3 of the TEA Model's estimate of $46.54 in Band 2 ESAs.
Telstra submits that the Proposed Monthly Charge of $30 is limited to the term of the
2008 Undertaking, which if accepted by the ACCC would extend until 31 December
2010. After the term of the undertaking, Telstra submits that ULLS prices can be
increased to TSLRIC+ (estimated as $46.54 by the TEA Model (version 1.3) either
through commercial negotiation, arbitration or Telstra lodging another undertaking.*

Telstra has submitted three revised versions of the TEA model and accompanying
documentation in support of its 2008 Undertaking:

= On 6 August 2008, Telstra submitted version 1.1 of the TEA model;
= On 10 September 2008, Telstra submitted version 1.2 of the TEA model; and
= On 22 January 2009, Telstra submitted version 1.3 of the TEA model.

On 13 November 2008 the ACCC released its Draft Decision (2008 Draft Decision)
and preliminary reasons for rejecting the 2008 Undertaking. In response to the ACCC's
2008 Draft Decision,* the ACCC received submissions from:

= Telstra;

= the CCC;

= Optus;

= Adam Internet et al; and

= Unwired Australia Pty Ltd (Unwired).

On 4 June 2008 the ACCC released a discussion paper on Telstra's 2008 Undertaking
(the 2008 Discussion Paper). In response to the Discussion Paper, submissions were
received from:

11 Telstra Corporation Limited, Telstra’s ULLS Undertaking is Reasonable, 4 April 2008, p. 4.
2. ACCC, 2008 ACCC draft decision, November 2008.
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= Telstra;
= Comepetitive Carriers Coalition (CCC);
= SingTel Optus Pty Limited (Optus); and

= Adam Internet Pty Ltd, iiNet Limited/Chime Communications Pty Ltd and
Agile Pty Ltd/Internode Pty Ltd (Adam Internet et al).

The ACCC commissioned Ovum to review and report on version 1.0 of the TEA
model. Ovum was also engaged by the ACCC to respond to submissions made to its
reports and reviewed versions 1.2 and 1.3 of the TEA model, to the extent that this was
required. It was also engaged to undertake an international benchmarking analysis on
unbundled local loop prices.

Public versions of submissions and Ovum's reports on its review of the TEA models
and its international benchmarking analysis are available on the ACCC's website.
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2 Background

2.1 Declaration and the regulatory framework

The ULLS was first declared in August 1999 under Part XIC of the TPA and was
subsequently re-declared by the ACCC in July 2006 for a further three years.®* Once a
service is declared, carriers and CSPs supplying the declared service to themselves or
others are subject to the SAQOs. These obligations constrain the manner in which
carriers and CSPs can conduct themselves in supplying the declared service.

Section 152AR of the TPA sets out the SAOs applying to carriers and CSPs when
supplying the declared service to themselves or others. The terms and conditions upon
which a carrier or CSP meets these obligations are as agreed between the parties. In the
event that they cannot agree, one of them can notify the ACCC of an access dispute
under section 152CM of the TPA. Once notified, the ACCC can arbitrate and make a
determination which resolves the dispute. However, the ACCC’s determination need
not be limited to the matters specified in the dispute notification. The ACCC can deal
with any matter relating to access by the service provider to the declared service.*

The TPA also enables a carrier or CSP to resolve potentially contentious issues with the
ACCC outside the arbitral process. A carrier or CSP can do this by giving the ACCC an
access undertaking under section 152BS of the TPA, setting out the terms and
conditions on which the carrier or CSP proposes to comply with particular SAOs. If
accepted by the ACCC, the terms and conditions of the undertaking become binding. If
a carrier or CSP breaches the undertaking, the Federal Court can make an order
requiring compliance with the undertaking, the payment of compensation, or any other
order that it thinks appropriate (section 152CD). Once an undertaking is in operation,
the ACCC must not make an arbitral determination that is inconsistent with the terms
and conditions of the accepted undertaking.*

2.2 The declared service

2.2.1 Unconditioned Local Loop Service

The current ULLS declaration describes generally the provision of this service as
involving the use of unconditioned cable, primarily copper pairs, between a customer’s
premises and a point located at or associated with a CAM.

As shown in Figure 2.2.1, ULLS interconnection is typically on the customer side of
the IDF in a Telstra local exchange. In other words, access seekers generally install

¥ ACCC, Declaration inquiry for the ULLS, PSTN OTA, CLLS, Final Determination, July 2006.
¥ Trade Practices Act 1974 (Cth), subsection 152CP(2).
¥ Trade Practices Act 1974 (Cth), subsection 152CQ(5).
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their own interconnection equipment—typically a DSLAM—in an exchange which is
‘associated with” a Telstra CAM.*

Importantly, the right of access under the existing ULLS declaration is not limited to
the exchange. The current ULLS declaration also applies to remote access units, such
as street cabinets, where a CAM has been deployed.

Access seekers that take up the ULLS can provide higher quality and a more diverse
range of broadband services compared to those access seekers that resell Telstra’s
ADSL service. The ULLS can also be used by access seekers to supply voice calls.

Figure 2.2.1 Schematic diagram of the ULLS network architecture

Location of Customer ! ULLS I Customer
Access Module | | Premises
! !
———— et I | I
i VDF |
IDF | i i
i ! !
i 1 Side | |
AS Equipment Sids Network Cust
Equip ' / Side Network Side I T Equip
I .
i ULLS — Interconnection Cable l
ULLS - Point of i (Tie Cable) Customer
Interconnection i ULLS - Métwork ULLS - End User Cabling

- . Reference Point Reference Point

The MDF is within the exchange building. The section labelled ‘ULLS’ is the cable between the exchange building
and the customer’s premises.

Source: modified diagram from Communications Alliance (C559:2005) Part 1, p. 16.

Telstra, as the predominant supplier of this service, has ownership of most of the
copper CAN located throughout Australia.

The declared ULLS is used by access seekers to connect their own networks to existing
infrastructure and deliver new and innovative high-speed and data-based services to
end-users more efficiently. It can also potentially be used to provide voice services
using VoIP and DSL technologies. Possible services include high speed Internet
access, ‘tele-working’, distance learning, video-on-demand, remote LAN access and
other multimedia and data applications, as well as traditional local, STD and IDD call
services in competition with Telstra.

2.3 Background to regulation of the ULLS

The 2008 Undertaking lodged by Telstra follows a series of decisions made by the
ACCC since 2003 on ULLS monthly charges. On 9 January 2003, Telstra lodged an
undertaking with the ACCC relating to the supply of the ULLS (2003 Undertaking).

6 The ACCC considers that an access seeker’s DSLAM is ‘associated with’ a CAM in Telstra’s
exchanges. While both in the exchange, the link between an access seeker’s DSLAM and a Telstra
CAM is indirect as it is routed through Telstra’s MDF.
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In October 2003, the ACCC published model price and non-price terms and conditions
for core services, which included the ACCC’s views on appropriate pricing of the
ULLS. Subsequently, Telstra withdrew its 2003 Undertaking by way of submitting the
2003 Replacement Undertaking on 14 November 2003. Following the issue of a draft
decision to reject the 2003 Replacement Undertaking by the ACCC, Telstra withdrew
the 2003 Replacement Undertaking and submitted a revised ULLS monthly charge
undertaking — the 2004 Undertaking — on 13 December 2004. The 2004 Undertaking
contained geographically de-averaged prices according to geographical areas (Bands 1—
4).

On 21 December 2005, the ACCC issued a final decision to reject the 2004
Undertaking. In rejecting the 2004 Undertaking, the ACCC formed the view that the
monthly access charges proposed by Telstra were higher than what was required for it
to recover the costs of provision of the ULLS in full.

Telstra lodged the 2005 Undertaking, which proposed a single (average) ULLS
monthly price of $30 per month, on 23 December 2005. In August 2006, the ACCC
rejected the 2005 Undertaking.” The ACCC's decision was affirmed by the Australian
Competition Tribunal which was not satisfied that the ULLS charge of $30 per service
per month was reasonable.*®

In December 2007, March 2008 and April 2008, the ACCC made final determinations
in the arbitration of eight disputes between Telstra and access seekers regarding the
supply of the ULLS. These final determinations specified the monthly charges for
which Telstra supplied the ULLS to access seekers and expired on 30 June 2008. The
ACCC is currently arbitrating a number of ULLS access disputes, all of which involve
ULLS monthly charges.

In June 2008, the ACCC made the 2008 ULLS Pricing Principles and Indicative Prices
Determination.* This determination includes indicative prices for ULLS monthly
charges until July 20009.

In October 2008, the non-price model terms and conditions determination for the ULLS
and core services made in 2003 expired. In November 2008, the ACCC made a new
determination for non-price model terms and conditions that applies to the ULLS and
other core services (2008 Model Terms Determination).®

7 ACCC, 2006 ACCC final decision, August 2006.
8 Telstra Corporation Limited (No 3) [2007] ACompT 3 (17 May 2007).

¥ ACCC, Pricing Principles for Unconditioned Local Loop Service Amendment Determination 2008

(No.1).
2 ACCC, Model Non-Price Terms & Conditions Determination 2008.
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3 Summary of the Telstra ULLS Undertaking

This section summarises the price and non-price terms and conditions in the 2008
Undertaking.

3.1 Terms and conditions of the Undertaking: Proposed ULLS
monthly charge

Telstra submits that the ULLS charges payable by the access seeker to Telstra should
comprise:

= aonce only charge payable at connection (‘connection charge’);
= amonthly charge; and

= charges for other aspects of the service, including operational aspects such as
service qualification inquiries and order withdrawals.?

In the ACCC's 2008 Draft Decision, the ACCC noted the 2008 Undertaking appears
only to specify the monthly charge for Band 2 ESAs, which Telstra proposes to set at
$30.

In response, Telstra submitted that:?

Telstra’s Undertaking encompasses all elements of the ULLS monthly charge. The costs
associated with the monthly charge in Telstra’s Undertaking are ULLS network costs and ULLS
specific costs. Most attention to Telstra’s Undertaking has been given to Telstra’s estimate of
ULLS network costs, since this, on its own, supports a $30 ULLS price. Given this, and for the
purpose of limiting the scope of debate around Telstra’s Undertaking, Telstra is willing to
accept the ACCC’s $2.45 cost estimate for ULLS specific costs set out in its 2008 ULLS pricing
principles.

The ACCC notes Telstra's submission that the Proposed Monthly Charge includes
ULLS specific costs of $2.45. However, the 2008 Undertaking which sets out the terms
and conditions for access to the ULLS does not state that the ULLS specific cost is
included.

The ACCC also notes that the 2008 Undertaking does not explicitly include charges for
the ULLS in areas other than Band 2 ESAs, ULLS connection charges and charges for
operational aspects of the service.

The term ‘Band’ has been developed by Telstra to differentiate geographic areas within
Australia. Telstra states that a Band 2 area has more than 108.4 SIOs per square
kilometre, which is not considered a Band 1 area.® The ACCC notes that this generally
equates to metropolitan areas outside of the central business districts of NSW, Victoria,

2 Telstra, 3 March 2008 Ordinary Access Undertaking for the Telstra Unconditioned Local Loop
Service, Attachment Part B — Service Description, p. 13.

2 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p 33.
% Telstra, Service Quality Strategy, 23 June 2006, p. 3.
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South Australia Queensland and Western Australia, and covers 67 per cent of all SIOs
(approximately 6.9 million lines from a total of 10.2 million lines), 70 per cent of the
population, but only 0.2 per cent of the land mass. *

The Proposed Monthly Charge of $30 is below the TEA model's (Version 1.3) estimate
of $46.54 in Band 2 ESAs.

3.2 Basis for proposed charges: the Telstra Efficient Access

model

The TEA model estimates the ULLS network costs for all 583 Band 2 ESAs. In
summary, Telstra submits that the model:

uses actual data including customer locations, pillars, exchange locations and
cable routes;

does not include any cable duplication;®

allows variability in the price inputs for equipment, materials, supplies and
contract labour required to construct the CAN;

uses application ratios designed to account for variations in terrain in which the
plant will be placed (i.e. rocky or normal terrain, turf or under roads, footpaths
and driveways);

models every exchange;

limits equipment choices to those that satisfy the ULLS product definition (i.e.
an all copper unconditioned loop), even though Telstra currently deploys only
fibre main cable in new construction;

does not include distribution areas of the existing Telstra network that are fed
by fibre because ULLS is not available in those areas;

includes sharing of trenching and conduit between fibre main cable and copper
main cable;

can be run using a tapered or non-tapered distribution cable design; and

uses two databases: the Cable Plant Records database which records Telstra's
records of physical cables and the Network Plant Assignment and Management
System which stores information about customer services and network plant
interconnectivity.®
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Based on analysis of ESA boundary information conducted by ACCC. The boundary information
was purchased from Maplinfo in the package, Exchangelnfo.

Legacy effects, such as duplicative cable runs are inherent in Telstra’s current network as a result of

the construction and reinforcement of the network over the course of a number of years.

Telstra, TEA model overview, 21 December 2007, p. 2.



3.3

Non-price terms and conditions

The 2008 Undertaking prescribes a limited number of non-price terms and conditions.
These set out:

the description of the ULLS that Telstra undertakes to supply access seekers;

that the service may vary depending on the geographic and technical capability
of the Telstra network when a request for the ULLS is made or the ULLS is
delivered,

in accordance with the ULLS Ordering and Provisioning Code (ACIF
C569:2005), Telstra will provide the access seeker with information in Telstra's
records about the cable plant used to provide the ULLS. Telstra makes no
representation as to the accuracy of that information;

that the access seeker complies with applicable industry safety standards,
including the Network Deployment Rules (ACIF C559:2005) for voltages and
currents on the ULLS. The access seeker must install all necessary surge
protection to safeguard against personal injury and damage to equipment;

that the access seeker must comply with the ULL Fault Management Guideline,
the Network Deployment Rules (ACIF G572:2001) and the ULLS Ordering and
Provisioning Code (ACIF C569:2005);

that the access seeker enter into, with Telstra, facilities access arrangements
necessary for it to connect its network to Telstra's ULLS at the ULL POL.
Telstra notes that the 2008 Undertaking does not deal with facilities access; and

that the access seeker is responsible for billing the end user for the
telecommunications service provided by the access seeker to the end user.
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4 Legislative Framework

4.1 Form and content of an ordinary access undertaking

Section 152BS of the TPA provides that an ordinary access undertaking submitted by a
carrier or CSP to the ACCC is a written document which indicates how the carrier or
CSP undertakes to comply with the terms and conditions specified in the undertaking in
relation to the applicable SAOs. Section 152BS sets out that an ordinary access
undertaking may be one of the following types:

= an undertaking containing terms and conditions that are specified in the
undertaking; or

= an undertaking where the terms and conditions are specified by adopting a set of
model terms and conditions set out in the telecommunications access code, as in
force from time to time.?

The 2008 Undertaking falls into the first category where the terms and conditions are
specified in the undertaking.

4.2 Criteria for acceptance of an undertaking — model terms
and conditions in access code not adopted

Section 152BV of the TPA sets out the matters in respect of which the ACCC must be
satisfied before it can accept an ordinary access undertaking. It applies where an
ordinary access undertaking is given to the ACCC by a carrier or CSP and the
undertaking does not adopt a set of model terms and conditions set out in the
telecommunications access code.

Section 152BV of the TPA provides:
1) This section applies if:

(@) an ordinary access undertaking is given to the Commission by a carrier or a
carriage service provider; and

(b)  the undertaking does not adopt a set of model terms and conditions set out in the
telecommunications access code.

2) The Commission must not accept the undertaking unless:
(@  the Commission has:

(M published the undertaking and invited people to make submissions to the
Commission on the undertaking; and

(i) considered any submissions that were received within the time limit
specified by the Commission when it published the undertaking; and

2 Trade Practices Act 1974 (Cth), subsections 152BS(3) and (4).
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(b)  the Commission is satisfied that the undertaking is consistent with the standard
access obligations that are applicable to the carrier or provider; and

(c) if the undertaking deals with price or a method of ascertaining price-the
Commission is satisfied that the undertaking is consistent with any Ministerial
pricing determination; and

(d) the Commission is satisfied that the terms and conditions specified in the
undertaking are reasonable; and

(e)  the expiry time of the undertaking occurs within 3 years after the date on which
the undertaking comes into operation.

Note: Section 152AH contains a list of matters to be taken into account in determining
whether terms and conditions are reasonable.

Each of the matters set out in subsection 152BV/(2) is explained below.

4.2.1 Public process: paragraph 152BV(2)(a)

Paragraph 152BV(2)(a) of the TPA provides that the ACCC must not accept an
undertaking unless the ACCC:

= has published the undertaking and invited people to make submissions on the
undertaking; and

= has considered any submissions that were received within the time limit
specified by the ACCC when it published the undertaking.

On its website the ACCC has published the 2008 Undertaking, the ACCC's 2008
Discussion Paper and ACCC's 2008 Draft Decision. The ACCC has invited
submissions at each stage of the process, set timeframes to make submissions and
where appropriate granted extensions.

The ACCC has posted electronic copies of parties’ public submissions in response to
the ACCC's 2008 Discussion Paper and the ACCC's 2008 Draft Decision on its
website. Where parties have provided submissions in confidence or, where parts of
submissions have contained confidential information, as claimed by submitters (and
accepted by the ACCC), these documents have not been included on the website.
Where possible, the ACCC have required parties to supply public versions of
confidential documents to be included on the ACCC’s website.

4.2.2 Consistency with the standard access obligations: paragraph 152BV(2)(b)

Paragraph 152BV(2)(b) of the TPA provides that the ACCC must not accept an
undertaking unless the ACCC is satisfied that the undertaking is consistent with the
SAOs that are applicable to the carrier or CSP. Subject to exemptions made by the
ACCC, a carrier or CSP must comply with the SAOs in regard to declared services it
supplies either to itself or to other persons. The SAOs are set out in section 152AR of
the TPA.
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In summary and subject to certain conditions and exceptions set out in section 152AR,
if requested by a service provider, an access provider is required to, amongst other
things:*

supply the declared service (paragraph 152AR(3)(a));

take all reasonable steps to ensure that the technical and operational quality of
the declared service supplied to the service provider is equivalent to that which
the access provider is supplying to itself (paragraph 152AR(3)(b));

take all reasonable steps to ensure that the fault detection, handling and
rectification which the service provider receives in relation to the declared
service is of equivalent technical and operational quality and timing to that
which the access provider provides to itself (paragraph 152AR(3)(c));

permit interconnection of its facilities with the facilities of the service
provider(paragraph 152AR(5)(c));

take all reasonable steps to ensure that the technical and operational quality and
timing of the interconnection is equivalent to that which the access provider
provides to itself (subparagraph 152AR(5)(d)(i));

if a standard is in force under section 384 of the Telecommunications Act 1997,
take all reasonable steps to ensure that the interconnection complies with the
standard (subparagraph 152AR(5)(d)(ii));

take all reasonable steps to ensure that the service provider receives
interconnection fault detection, handling and rectification of a technical and
operational quality and timing that is equivalent to that which the access
provider provides to itself (paragraph 152AR(5)(e));

if requested by the service provider, provide billing information in connection
with matters associated with, or incidental to, the supply of the declared service
(paragraph 152AR(6)); and

if a declared service is supplied by means of conditional-access customer
equipment, the access provider must, if requested to do so by a service provider
supply any service that is necessary to enable the service provider to supply
carriage services and/or content services by means of the declared service and
using the equipment (paragraph 152AR(8)).

The ACCC’s view is now final on whether the 2008 Undertaking is consistent with the
applicable SAOs, and is set out in section 5 of these reasons.
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4.2.3 Consistency with Ministerial pricing determinations: paragraph
152BV(2)(c)

Section 152CH of the TPA provides that the Minister may make a written
determination setting out principles dealing with price-related terms and conditions
relating to the SAOs.* Subsection 152CI(1) of the TPA provides that if a provision of
an access undertaking is inconsistent with any Ministerial pricing determination, the
provision will have no effect to the extent of the inconsistency.

Paragraph 152BV(2)(c) provides that the ACCC must not accept an undertaking
dealing with price or a method of ascertaining price unless the undertaking is consistent
with any Ministerial pricing determination.

To date, a Ministerial pricing determination has not been made. Accordingly, the
ACCC is not required to assess the 2008 Undertaking under this criterion until such
time that a Ministerial pricing determination is made.

4.2.4 Whether terms and conditions are reasonable: paragraph 152BV(2)(d)

Paragraph 152BV(2)(d) of the TPA provides that the ACCC must not accept an
undertaking unless the ACCC is satisfied that the terms and conditions specified in the
undertaking are reasonable.

When assessing the 2008 Undertaking, the ACCC must have regard to both the object
and objectives of the Part XIC telecommunications access regime as set out in
section 152AB of the TPA and, more specifically, in determining whether the particular
terms and conditions of the 2008 Undertaking are reasonable, it must have regard to the
range of matters set out in subsection 152AH(1) of the TPA.

Subsection 152AB(1) of the TPA stipulates the object of the Part XIC
telecommunications access regime is to promote the LTIE. In determining whether a
particular thing promotes the LTIE, the ACCC must have regard to the extent to which
it is likely to result in the achievement of the following objectives:

= promoting competition in markets for telecommunications services;

= achieving any-to-any connectivity in relation to carriage services that involve
communication between end-users; and

= encouraging the economically efficient use of, and the economically efficient
investment in, the infrastructure by which telecommunications services are
supplied, or are likely to become, capable of being supplied.®

In addition to considering whether the 2008 Undertaking meets the object and
objectives of the telecommunications access regime, subsection 152AH(1) of the TPA
requires the ACCC to assess whether the particular terms and conditions of the 2008
Undertaking are reasonable having regard to the following criteria:

% In section 152CH of the TPA “price-related terms and conditions” means terms and conditions
relating to price or a method of ascertaining price.

% Trade Practices Act 1974 (Cth), subsection 152AB(2).
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whether the terms and conditions promote the LTIE of carriage services or of
services supplied by means of carriage services;

the legitimate business interests of Telstra, and its investment in facilities used
to supply the declared service;

the interests of persons who have rights to use the declared service;
the direct costs of providing access to the declared service;

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

the economically efficient operation of a carriage service, a telecommunications
network or a facility.*

In addition, the ACCC may consider any other relevant matter.*

The ACCC'’s view on the reasonableness of the terms and conditions contained in the
2008 Undertaking is set out in section 7 of these reasons.

4.2.5 Expiry date: paragraph 152BV(2)(e)

Subsection 152BS(7) of the TPA provides that an ordinary access undertaking that
specifies terms and conditions must specify the expiry time of the undertaking.
Paragraph 152BV/(2)(e) provides that the expiry time of the undertaking must be within
three years after the date on which the undertaking comes into operation.

The term of the 2008 Undertaking is, if accepted, from the date of the ACCC’s
acceptance until the earlier of:

31 December 2010;
termination or withdrawal of this Undertaking in accordance with the TPA; or

the Telstra ULLS ceases to be service of a kind to which a declaration under
section 152AL of the TPA applies, and

the ULLS ceasing to be a service of a kind to which a declaration under section
152AL of the TPA applies.

8 Trade Practices Act 1974 (Cth), subsection 152AH(1).
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152AH(2) states that the matters listed in subsection 152AH(1) do not limit the matters to which the
ACCC may have regard. Thus, the ACCC may consider any other relevant matter.
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4.3 Procedural matters

4.3.1 Confidentiality

In arriving at its final decision, the ACCC has relied on commercial-in-confidence
information supplied by Telstra and interested parties. The ACCC has assessed this
material in terms of its policy on treatment of information and has determined that, in
most instances, it should not reproduce that confidential material in these reasons. The
ACCC notes, unless it can corroborate commercial-in-confidence information in some
way, it is constrained in the weight that it can give to information that has not been
subject to broader industry scrutiny.

Where information that is commercially sensitive has been relied upon in reaching a
conclusion in these reasons, it has either been aggregated to a level such that it is no
longer commercially sensitive or, where this is not possible, masked with the
designation [c-i-c]. Unless otherwise indicated, the information masked with [c-i-c] is
information provided by Telstra or an interested party over which they have made a
confidentiality claim and the ACCC accepted that claim.

The ACCC recognises that its decision-making processes should be as transparent as
practicable. In this regard it notes that interested parties can obtain the commercial-in-
confidence information from the provider of that information upon the giving of an
appropriate confidentiality undertaking. The ACCC notes that interested parties have
been able to negotiate such undertakings with Telstra in respect of some of the
confidential information that has been relied upon by the ACCC.

However, the ACCC notes that Telstra's confidentiality arrangements have made it
difficult for interested parties to gain reasonable access to the TEA model. The
timeliness of the provision of confidential information continues to be an ongoing issue
of concern to the ACCC. Given the delays experienced by interested parties throughout
this process, the ACCC expressed its concern to Telstra on several occasions that
interested parties have been significantly limited in their ability to properly assess the
TEA model and confidential material in support of the 2008 Undertaking.** The
ACCC’s concerns in relation to proper external review of the 2008 Undertaking and
supporting materials are discussed further in Appendix B.1.

The ACCC also notes that Optus has adopted a similar confidentiality undertaking
arrangement as Telstra with regard to its confidential material. The ACCC reiterates
that it would be concerned if such processes affected interested parties' ability to
properly assess relevant material.

4.4 Information requests and further submissions from Telstra

Pursuant to subsection 152BT(2), the ACCC has the power to request that Telstra give
the ACCC further information about the 2008 Undertaking in order to facilitate the
ACCC'’s consideration of the 2008 Undertaking.

% ACCC letter to Telstra, Telstra’s 2008 ULLS Undertaking — Confidentiality arrangements, 14 May
2008.; ACCC, 2008 ACCC Discussion Paper, June 2008, pp. 9-10.
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The ACCC made three formal requests to Telstra for further information under
subsection 152BT(2). Prior to the release of the 2008 Draft Decision, on 28 March
2008* the ACCC made an initial request® with Telstra providing responses on 4
April®* and 7 April 2008.% Subsequent to the release of the ACCC's Draft Decision, the
ACCC made two more formal requests for further information on 16 December 2008
and the 23 January 2009.* Telstra responded to these requests on 13 March 2009.%

These formal requests for information and public versions of Telstra’s responses are
published on the ACCC website.

4.5 Information relied upon

In assessing the 2008 Undertaking, the ACCC has primarily relied upon Telstra’s
submissions in support of the 2008 Undertaking, as well as the submissions of Telstra
and interested parties made in response to the ACCC’s 2008 Discussion Paper and the
ACCC’s 2008 Draft Decision. The ACCC has relied upon relevant information from
sources other than submissions where it considers that the information facilitates its
analysis. This relevant information includes previous ACCC reports; information the
ACCC has obtained in the course of related regulatory processes; advice from
consultants engaged by the ACCC; and other materials, such as academic writings and
journal articles. All information the ACCC has had regard to in making this decision is
specified in Appendix C.

4.6 Decision-making period

The ACCC has a six month statutory timeframe in which it must make a decision to
accept or reject the 2008 Undertaking.* The six month timeframe does not include:

= the period of time from the date the ACCC published the 2008 Undertaking and
invited submissions to the due date for receipt of those submissions (the
‘Consultation Period’);* or

% ACCC, Letter re: Telstra’s March 2008 Undertaking for Band 2: Request for further information,
28 March 2008.

% ACCC, Letter re: Telstra’s March 2008 Undertaking for Band 2: Request for further information,
28 March 2008.

Telstra, Letter re: Telstra’s March 2008 Undertaking for Band 2: Request for further information, 4
April 2008.

Telstra, Letter re: Telstra’s March 2008 Undertaking for Band 2: Request for further information, 7
April 2008.

¥ ACCC, Letter re: Request for further information: Telstra's Band 2 ULLS undertaking, 16
December 2008.
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¥ ACCC, Letter re: Request for further information: Telstra's Band 2 ULLS undertaking, 23 January

20009.

%0 Telstra. Letter re: Telstra's Band 2 ULLS Undertaking - Response to s.152BT requests and further
submissions, 13 March 20009.

* Trade Practices Act 1974 (Cth), subsection 152BU(5).
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= the period of time from the date the ACCC makes a formal request for further
information to the date that Telstra fulfills the request.* As noted (in section
4.4), the ACCC has requested further information from Telstra on three
occasions pursuant to section 152BT of the TPA.

Moreover, in certain circumstances, the ACCC may extend or further extend the six
month timeframe by a period of not more than three months.* The ACCC extended the
six month statutory timeframe by three months in November 2008. Based on this
extension and the requests for further information pursuant to section 152BT of TPA
discussed above, the statutory timeframe has been extended until 16 May 2009.

2 See paragraph 152BV/(2)(a) of the TPA.

* Trade Practices Act 1974 (Cth), subsection 152BU(6). The ACCC can request further information
pursuant to section 152BT of the TPA.

*  Trade Practices Act 1974 (Cth), subsection 152BU(7).
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5 The standard access obligations

Under paragraph 152BV(2)(b), the ACCC must not accept an undertaking unless it is
satisfied that the Undertaking is consistent with the SAOs that are applicable to the
carrier or CSP — in this case, Telstra. The SAQOs are set out in section 152AR of the
TPA. An access provider that supplies a declared service to itself or other persons
must comply with any applicable SAOs. Paragraph 152BV(2)(b) ensures that the
carrier or CSP is not subject to inconsistent obligations if the undertaking is accepted.

5.1 Approach to assessing consistency with the standard access
obligations

The TPA does not detail a specific approach for assessing whether the terms and
conditions in an undertaking are consistent with the access provider’s SAOs. The
approach used by the ACCC is to consider whether the terms and conditions in an
undertaking are inconsistent with the SAOs. If the terms and conditions are not
inconsistent with the SAOs, the ACCC is likely to regard them as consistent.

The ACCC considers that terms and conditions specified in an undertaking would be
inconsistent with the SAOs if an access provider, in giving effect to those terms and
conditions, would not satisfy each of the applicable SAOs. Such inconsistency may
arise expressly or by implication from the circumstances in which the terms and
conditions in the undertaking could be satisfied.

The purpose of this assessment is to ensure that an access provider would comply
with the SAOs should the 2008 Undertaking be accepted. This process is not
concerned with the reasonableness of the terms and conditions of the 2008
Undertaking. Reasonableness is assessed separately in section 8 of this final decision.

The ACCC has only considered whether any of the specified non-price terms in the
2008 Undertaking are inconsistent with the applicable SAOs. The specified price
terms and conditions of the 2008 Undertaking are more relevant to the assessment of
reasonableness and to the matters to which regard must be had under section 152AH.

5.2 Assessment

Clause 3.1 of the 2008 Undertaking provides that Telstra will comply with the terms
and conditions specified in the Attachment to the 2008 Undertaking to satisfy the
relevant SAOs.

The terms and conditions principally relate to pricing, although the Attachment also
contains clauses that may be classified as non-price terms and conditions.

The Attachment to the 2008 Undertaking specifies a Telstra service description and
proposed non-price terms for the Telstra service. The service description encompasses
availability, cable plant information and applicable industry standards. The Telstra
service description is outlined below:

(@) The Telstra service description
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Telstra describes its Unconditioned Local Loop Service to be a service for the use of a unconditioned
Communications Wire between the Network Boundary at the End Users Premises and a ULL POI
associated with the TCAM service that End User.

The Telstra Unconditioned Local Loop Service will support a connection with DC continuity.

(b) Availability

The availability of the Telstra Unconditioned Local Loop Service may vary depending on the
geographic and technical capability of the Telstra Network at the time at which a request for the Telstra
Unconditioned Local Loop service is made or the Telstra Unconditioned Local Loop Service is
delivered.

(c) Cable Plant Information

Telstra will, in accordance with the ULL Ordering and Provisioning Code, provide the Access Seeker
with information in Telstra’s records about the cable plant used to provide the Telstra Unconditioned
Local Loop Service.

The access seeker acknowledges that the information provided to it by Telstra will be derived from
Telstra’s records and that Telstra makes no representation as to the accuracy of that information.

(d) Industry Standards

The Access Seeker must comply with the applicable industry safety standards, including the
specifications set out in the Network Deployment Rules for voltages and currents on the Telstra
Unconditioned Local Loop Service.

The Access Seeker must install all necessary surge protection to safeguard against personal injury and
damage to equipment.

The non-price terms pertain to access seeker obligations, facilities access and
customer billing. The non-price terms specified in Part B of the Attachment to the
2008 Undertaking are outlined below:

1. Access Seeker Obligations

The Access Seeker must comply with the ULL Fault Management Guideline, the Network Deployment
Rules and the ULL Ordering and Provisioning Code.

2. Facilities Access

The Access Seeker will need to enter into with Telstra such facilities access arrangements as necessary
in order for it to connect its network to a Telstra Unconditioned Local Loop Service at the ULL POI.

3. End Customer Billing

The Access Seeker is responsible for billing the End User for the telecommunications service provided
by the Access Seeker to the End User.

5.2.1 Non-exhaustive scope of the 2008 Undertaking

Telstra notes in its 2008 Undertaking application that the terms and conditions
specified principally relate to matters of pricing.

While the price and non-price terms and conditions that are contained in the 2008
Undertaking do not cover all of the matters relating to the supply of the service, it is
not necessary for an undertaking to exhaustively address all matters that could relate
to the applicable SAOs. The terms and conditions of the 2008 Undertaking — once
accepted — relate to the supply of the service as specified in the 2008 Undertaking.
Any relevant matters that are not addressed in the 2008 Undertaking can be settled by
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commercial negotiation. However, in the event that parties to a commercial
negotiation are unable to reach an agreement, such matters could be settled via an
ACCC arbitration of the dispute.

The ACCC considers the absence of terms and conditions about certain matters does
not, by itself, make an undertaking inconsistent with the SAOs. The ACCC notes that
the TPA does not contemplate that an undertaking must include all the possible terms
and conditions of access. However, the ACCC also recognises that the absence of
terms and conditions in an undertaking may only provide a limited degree of certainty
to all market participants.

In the Draft Decision, the ACCC noted that because the 2008 Undertaking is focused
solely on the monthly access charge, there may still be scope for Telstra to restrict
access to the declared service, as access seekers may need to negotiate on reasonable
terms and conditions on other cost items included in the monthly charge, which have
not been detailed in this undertaking. In relation to whether the Proposed Monthly
Charge includes a specific charge component, Telstra, in its Response to the Draft
Decision noted that the Proposed Monthly Charge includes a specific charge of $2.45.
However, the ACCC considers that as this clarification was provided in a submission
and not in the terms and conditions in the Undertaking, this issue still creates
uncertainty in negotiations between parties as to whether the specific charge is
included.

5.2.2 Submissions

Whether the 2008 Undertaking specifies terms and conditions for services other
than the Telstra Service

Telstra notes that the ULLS service description in the 2008 Undertaking (the 'Telstra
Service’) is consistent with the service description contained in the ULLS
Declaration.” In particular, Telstra considers that there are some aspects of the Telstra
Service covered by the 2008 Undertaking which are more limited than the ULLS
Declaration description. For example, the 2008 Undertaking only specifies charges for
a ULLS connected to an exchange building in a Band 2 exchange. However, these
matters do not create any inconsistencies with the SAOs.*

Optus notes that while the ULLS Declaration description in the 2005 Undertaking and
2008 Undertaking are not exactly the same, the wording is very similar.*
Accordingly, Optus considers that some of the ACCC’s comments in assessing
Telstra’s 2005 Undertaking would be applicable to the assessment of the Telstra
Service submitted as part of Telstra’s current ULLS 2008 Undertaking. Optus notes
that the ACCC in its August 2006 Final Decision of the Assessment of Telstra’s ULLS
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Telstra, Response to the ACCC’S discussion paper, 12 August 2008, p. 2.
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Telstra, Response to the ACCC’s discussion paper, 12 August 2008, p. 2.
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Optus, Response to the ACCC’s discussion paper, August 2008, p. 11.
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Monthly Charge Undertaking® concluded that the Telstra service description
appeared to be more limited than the ULLS Declaration.®

Adam Internet et al submit that the main difference between the service description in
the ULLS Declaration and the 2008 Undertaking is that in the latter, Telstra does not
state that the POl must be located on the end-user side of the CAM. Adam Internet et
al therefore suggest that the service description in the 2008 Undertaking is potentially
broader than the ULLS Declaration.*®

In reply to Optus’ submission, Telstra states that Optus makes an incorrect
assumption in describing the 2008 Undertaking service description as being
potentially more limited than the ULLS Declaration. Telstra also submits that Adam
Internet et al are incorrect in stating that the service description in the 2008
Undertaking is broader than the ULLS Declaration.

Telstra submits that the service description in the 2005 Undertaking was described in
similar terms as the 2008 Undertaking and that this was held to be consistent with the
ULLS declaration by the ACCC and the Australian Competition Tribunal. Telstra
states that a more limited service description does not affect the ability of Telstra to
meet its SAOs as an access seeker could ask the ACCC to arbitrate a dispute for the
provision of a form of the declared service that was not described in the service
description but was contemplated by the ULLS declaration.®

Supply, quality and fault handling in relation to the declared service

The 2008 Undertaking specifies certain technical requirements, applicable codes and
industry standards relating to supply of the Telstra Service.

Telstra notes the absence of terms and conditions specifying how it will fulfil its
obligations in respect of equivalent supply, quality and fault handling of the ULLS,
should have no bearing on the ACCC’s assessment of the reasonableness of the 2008
Undertaking as:

= the 2008 Undertaking is not required to be exhaustive;

= any relevant matters not addressed in the 2008 Undertaking could be settled by
commercial negotiation or, failing that, in appropriate circumstances, by the
ACCC in arbitration; and

= paragraph 152BV(2)(d) provides that the ACCC must be satisfied that the
terms and conditions specified in the 2008 Undertaking are reasonable. None
of the terms and conditions specified in the 2008 Undertaking can be said to
be unreasonable due to the absence of terms and conditions regarding
obligations concerning equivalence.*

4% ACCC, 2006 ACCC Final Decision, August 2006.

49 Optus, Response to the ACCC’s discussion paper, August 2008, p. 12.

% Adam Internet et al., Response to the ACCC’s discussion paper, December 2008, p. 2.
L Telstra, Response to access seeker submissions, 18 November 2008, p 17.

2 Telstra, Response to the ACCC’s discussion paper, 12 August 2008, p. 3.
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Optus suggests that Telstra does not provide access seekers with a level of service
equivalent to that which it provides itself. Optus notes that this difference is
particularly evident with timeframes for supply of new customers; capacity thresholds
on daily ULLS cutovers (for supply of new customers); copper quality and fault
handling. Optus submits that the absence of certain terms and conditions in the 2008
Undertaking mean that the 2008 Undertaking is not consistent with the SAOs.*

In response to Optus, Telstra submits that, as contemplated by Part XIC, the terms of
the 2008 Undertaking need not be exhaustive and that actual compliance with SAQOs
in practice are irrelevant to an assessment of whether the terms and conditions of the
2008 Undertaking are consistent with the applicable SAOs.*

Interconnection of facilities

The 2008 Undertaking does not contain provisions relating to the technical and
operational quality and timing of interconnection, or provisions in relation to
interconnection, fault detection, handling and rectification. Part A of the Attachment
to the 2008 Undertaking defines the POI between Telstra’s network and a service
provider’s network. Part A of the Attachment to the 2008 Undertaking states that:

ULL POI means, in relation to a line, a point that is an agreed point of interconnection
located at or associated with a TCAM and located on the End User side of the TCAM.

Telstra submits that it has not included specific terms relating to availability, cable
plant information, industry standards, access seeker obligations, facilities access and
end user billing in the 2008 Undertaking.*® These issues have been excluded from
previous Undertakings and the ACCC accepted that those Undertakings were not
inconsistent with the billing information SAOs. The ACCC notes that Telstra is
incorrect when it states that the 2008 Undertaking does not include specific terms
relating to access seeker obligations, as these are clearly set out in the 2008
Undertaking. For instance, Part B (1) of the Attachment to the 2008 Undertaking sets
out ‘Access Seeker Obligations’ which states that ‘The Access Seeker must comply
with the ULLS Fault Management Guidelines’.

Optus submits that the CAM is in fact owned by access seekers, and therefore it
would be incorrect to say the CAM is owned by Telstra.*® Optus observes that Telstra
has changed the definition of POI slightly from the ACCC service description. Optus
suggests that Telstra’s use of the description ‘agreed POI’ is more narrowly defined
than the ACCC’s description of a “potential POI’. Optus suggests that a potential
POI provides multiple possible points of interconnection, but an agreed point of
interconnection is limited to those locations to which Telstra is willing to supply; it

% Optus, Response to the ACCC’s discussion paper, August 2008, p. 13.

% Telstra, Response to access seeker submissions, 18 November 2008 , p 22

% Whilst the ACCC’s Draft Decision also indicated that the 2008 Undertaking did not include

specific terms relating to access seeker obligations, this is not the case.
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Optus, Response to the ACCC’s discussion paper, August 2008 p. 16.
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Optus, Response to the ACCC’s discussion paper n, August 2008, p. 16.
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may also be a means by which Telstra can avoid reaching an agreement with an
access seeker for supply of the ULLS.* Optus suggests that the POI described in the
2008 Undertaking disadvantages access seekers and is not consistent with the SAO to
permit interconnection to the service provider’s facilities.®

Adam Internet et al suggest that a reasonable undertaking by Telstra should include an
obligation to enable an access seeker to interconnect with Telstra’s facilities.®

In response to Adam Internt et al, Telstra notes that facilities access is not a matter
dealt with specifically by the 2008 Undertaking. Telstra submits that it is not
necessary for the Undertaking to be exhaustive and the absence of particular terms
and conditions does not mean that the terms and conditions specified in the 2008
Undertaking are inconsistent with the ULLS Declaration.®

Provision, timing and content of billing information

The 2008 Undertaking does not contain terms and conditions on the provision, timing
and content of billing information.

Subsection 152AR(7) of the TPA provides that the billing information that must be
provided by an access provider to a service provider at such times and in a manner
ascertained in accordance with the Trade Practices Regulations 1974. Regulation 28S
prescribes the manner, form and timing that the billing information must be provided,
and that they should be agreed by the access provider and service provider. It also sets
out the type of billing information that must be given.

Optus submits that access seekers need to be provided with transactional data in a
timelier manner than it and other access seekers are currently experiencing. Optus
refers to the particular circumstance of ULLS completion advices that are currently
supplied within one clear business day in accordance with ACIF C569:2005
Unconditioned Local Loop Service - Ordering, Provisioning and Customer Transfer.
Optus notes that this timeline is not acceptable — particularly when the connection is
completed on a Friday as this provides a lag between Optus’ own billing of an end
user and the time within which it has been billed by Telstra for provision of the
Telstra Service.®

5.2.3 Conclusion

The ACCC notes that there is potential for uncertainty for access seekers about the
scope of the 2008 Undertaking as it specifies a service that does not precisely
correspond to the terms used to define the declared service. In particular, the ULLS as
described in the 2008 Undertaking would appear more limited than the declared
service.

8 Optus, Response to the ACCC’s discussion paper, August 2008, p. 17.
% Optus, Response to the ACCC’s discussion paper, August 2008, p. 17.
8 Adam Internet et al., Response to the ACCC’s discussion paper, December 2008 , p. 5.
8 Telstra, Response to access seeker submissions, 18 November 2008 , p 23.

8 Optus, Response to the ACCC’s discussion paper, August 2008.
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The ACCC notes the following aspects of the Telstra service description that are not
in the ULLS Declaration:

= The Telstra Service will support a connection with DC continuity — there is no
requirement for the Telstra Service to support any other service;

=  The Telstra Service is limited to a Telstra Service where the End User is
connected to an exchange building in a specified Band 2 Exchange Service
Area;

= The definition of the POI in the 2008 undertaking refers to an 'agreed POI'
while the declaration refers to a ‘potential POI’;

= The 2008 Undertaking does not contemplate prices for the ULLS in a Band 2
Exchange Service Area for a service connected at:

@) other exchange service areas (not a Band 2 Exchange Service Area); or

(b) places other than at an Exchange Building in a Band 2 Exchange
Service Area such as when an End User is connected to either a
IRIM/RIM/CMUX.

The ACCC is of the view that the price and non-price terms specified in the 2008
Undertaking only apply to the declared service supplied by Telstra. Telstra would not
be required to supply, on the terms of the 2008 Undertaking (if accepted), a form of
the declared service that was different to or beyond the scope of the Telstra Service.

One interpretation of the 2008 Undertaking is that it specifies terms and conditions for
all possible forms of the ULLS. This interpretation has the consequence that Telstra
could—refuse to supply any form of the declared service other than the Telstra
Service it has specified in the 2008 Undertaking. If such an interpretation was
adopted, the ACCC could not be satisfied that the 2008 Undertaking is consistent with
the SAOs. However, the ACCC interprets the 2008 Undertaking as specifying terms
and conditions only for the supply of the Telstra Service and not for every possible
permutation of the ULLS. Accordingly, the ACCC concludes that utilising a service
description for the ULLS in the 2008 Undertaking which is different to the description
in the ULLS Declaration does not automatically lead to an inconsistency with the
SAOs.

The ACCC considers that, the Telstra Service, while different in description to the
ULLS Declaration, would not constrain the ability of access seekers to gain access to
the ULLS in accordance with Telstra’s SAOs. Further the ACCC considers that where
an access seeker requires access to a declared service that does not fall within the
definition of the Telstra Service in the 2008 Undertaking, then this does not
necessarily mean that the undertaking is inconsistent with the SAOs, it just means that
the undertaking may not apply to the specific requirements of the access seeker. For
instance, access seekers are still able to request access to a ‘potential” POI, however,
the fact that it is not an ‘agreed’ POl means that its supply is not subject to the 2008
Undertaking and parties will either have to reach agreement, supply a new
undertaking or notify an access dispute in order to meet the SAOs.

Therefore the ACCC considers that any inconsistency between the service
descriptions contained in the ULLS Declaration and the 2008 Undertaking does not
result in the 2008 Undertaking being inconsistent with the SAOs.
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The ACCC notes that the 2008 Undertaking does not contain provisions specifying
how Telstra will satisfy its obligations regarding:

= the quality and timing of fault detection, handling or rectification;
= the commencement, refusal, suspension or termination of supply;
= all terms concerning interconnection of facilities; and

= billing terms.

The ACCC considers that the absence of these provisions does not necessarily make
the 2008 Undertaking inconsistent with the SAOs. Rather, Telstra has not specified all
aspects of how these obligations will be satisfied for the Telstra Service. These will be
determined through negotiation.

As discussed above at section 5.2.1, the ACCC considers that should agreement not
be reached on these provisions and other non-price matters not dealt with in the 2008
Undertaking, any disagreement could be resolved via the arbitration process under
Part XIC of the TPA. For instance, in relation to the issue raised by Optus regarding
the provision of equivalent service in relation to the time frames for the supply of new
customers, the ACCC considers that if parties are unable to satisfactorily negotiate a
resolution, they have recourse to notify the ACCC of a dispute on this issue.

The ACCC’s conclusion is that the 2008 Undertaking is not inconsistent with
Telstra’s SAOs in relation to the ULLS. The ACCC notes that the 2008 Undertaking
does not contain an exhaustive terms and conditions or deal with all aspects of the
supply of Telstra’s ULLS service. However, an undertaking is not required to be
exhaustive, and other terms and conditions of supply could be determined by
commercial negotiation, or failing agreement, through arbitration by the ACCC.

The ACCC notes that it has recently made the 2008 Model Terms Determination
under section 152AQB of the TPA in relation to the core services (PSTN OTA, LCS
and ULLS).® As the ACCC is required to have regard to the Determination that has
been made in arbitrating access disputes concerning core services, such model non-
price terms and conditions provide guidance to industry on access terms and may
assist in facilitating commercial negotiation and increase certainty.

8 ACCC, Final Determination - Model Non-price terms and conditions, November 2008.
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6 Background: the ACCC’s approach to pricing the
unconditioned local loop service

6.1 Introduction

This section is intended to provide background to the cost methodology that applies to
the ULLS, and the rationale for its application. In light of the focus on the price terms
in the 2008 Undertaking, the ACCC considers it important to provide background and
context about the ACCC’s approach to costing the ULLS, prior to setting out the
ACCC's assessment of the 2008 Undertaking against the legislative criteria. The
ACCC also refers to the Telstra's costing assumptions for illustrative purposes in this
section.

The ACCC has provided guidance to industry on pricing principles that would
generally be appropriate in the pricing of regulated services and in particular the
ULLS. These are detailed in the ACCC's Access Pricing Principles -
Telecommunications, a guide® and more recently in the ACCC's Pricing Principles
for Unconditioned Local Loop Service, Pricing Principles and Indicative Prices (the
2008 ACCC Pricing Principles).®

The ACCC'’s final 2007 ULLS Pricing Principles conclude that Total Service Long
Run Incremental Cost Plus (TSLRIC+) where “+’ refers to the addition of common
and indirect costs not directly attributable to the service, should be applied to the
ULLS.®

As noted in its 2008 Draft Decision, TSLRIC+ establishes a broad framework and
general principles only; it does not necessarily follow that all implementations of the
TSLRIC+ framework will satisfy the legislative criteria the ACCC must consider,
particularly the reasonableness of an undertaking under section 152AH.

The ACCC notes that several submissions in response to the ACCC's 2008 Draft
Decision commented on the appropriate pricing methodology to apply to the ULLS.
These submissions have been taken into account by the ACCC and detailed, where
relevant in this section.

6.2 The concept of TSLRIC+

This section describes the components of a TSLRIC+ framework and the purpose of
applying this concept.

8  ACCC, Access Pricing Principles - Telecommunications, a guide, 1997.

%  ACCC, Pricing Principles for Unconditioned Local Loop Service Amendment Determination 2008

(No.1), p.5.

ACCC, Pricing Principles for Unconditioned Local Loop Service Amendment Determination 2008
(No.1), p.5.
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6.2.1 Components of TSLRIC+

The concept of TSLRIC may be better understood by breaking it up into the following
components:

= ‘Total service’ refers to the cost of production of an entire service (as opposed
to the cost of a particular unit which is a marginal cost concept);

= ‘Long run’ refers to a cost concept where all factors of production can be
varied. In the short run, at least one factor of production (usually equipment) is
fixed;

= ‘Incremental cost’ is the increment or additional cost the access provider
incurs in the long run in providing a particular service as a whole, assuming all
of its other production activities remain unchanged. Identifying these costs
involve a comparison of the costs the access provider would incur if it did
provide the service with the costs the access provider would incur if it did not
provide the service.

Hence, TSLRIC is the total incremental or additional cost a firm incurs in the long run
in providing a service, assuming all of its other production activities remain
unchanged. It is the cost a firm would avoid in the long term if it ceased to provide a
service. As such, TSLRIC can represent the costs a firm necessarily incurs in
providing a service and captures the value of society’s resources used in its
production.

TSLRIC is derived by summing the capital costs (consumption of capital rather than
actual investment) and the operating and maintenance costs that the firm incurs in
providing the service as a whole on an annual basis.

Capital costs comprise the cost of capital (the opportunity cost of debt and equity used
to finance the firm) and depreciation (the decline in economic value of assets) of
capital that is specific to the production of the service. These are expressed as
annualised capital costs and depreciation, where annual capital costs are derived by
the application of the WACC factor on the estimated costs of fixed assets.

Operating costs are the continuing operational costs of providing the service,
including the labour and materials costs that are causally related to the provision of
the service.

In a pure TSLRIC framework, only product-specific costs are considered with no
allowance for common costs associated with multiple products. For this reason, it is
usual to allocate some of the common costs associated with a regulated product. The
ACCC uses TSLRIC+ where “+’ refers to the addition of common and indirect costs
not directly attributable to the service.

6.2.2 Purpose of using TSLRIC+

The application of TSLRIC+ pricing is based on the idea that, in certain
circumstances, it can be desirable to set an access price that mimics the price that
would prevail if the access provider faced effective competition caused by the threat
of being displaced as a supplier through the possibility of bypass.
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One reason the ACCC adopted TSLRIC+ in the past has been to promote efficient
build/buy decisions - in particular, building of by-pass infrastructure, where efficient.
Setting prices based on TSLRIC+ was intended to create the right incentives for
carriers operating in downstream markets to make the appropriate choice as to
whether they should invest in their own upstream infrastructure (i.e. build) in order to
provide services to end-users, or to seek access from an existing upstream provider of
the listed service (i.e. buy).

The ACCC notes that the degree to which efficient build/buy signals are achieved
depends on how TSLRIC+ is implemented. This is discussed below in section 6.3.
Efficient build/buy signals are where the access price is set at a level where the build
option encourages the access seeker to efficiently invest in a network build that brings
better service potential, defined in terms of productive, allocative and dynamic
efficiency outcomes.

The ACCC also notes that even if cost estimates create incentives to efficiently build
or buy, this does not mean that the cost estimates on which an undertaking is based
would automatically mean the price terms and conditions of an undertaking satisfy
each of the legislative criteria the ACCC must consider. Therefore, the ACCC notes
that while such estimates may assist the undertaking to meet some of the legislative
criteria; the undertaking still may not necessarily satisfy all of the legislative criteria.
This recognises that the cost estimates are supporting material to an undertaking and
that what is of relevance is whether on balance the undertaking satisfies the legislative
criteria.

6.3 The implementation of TSLRIC+

The ACCC considers TSLRIC+ to be a broad theoretical concept which can be
implemented in a number of different ways, depending on how costs are measured
and allocated, and the parameter values and underlying network assumptions used to
produce cost estimates.

The ACCC has provided broad guidance on how it would prefer the TSLRIC+ of a
regulated service to be implemented. This is set out in the ACCC's Access Pricing
Principles - Telecommunications, a guide® and more recently in the ACCC's Pricing
Principles for Unconditioned Local Loop Service, Pricing Principles and Indicative
Prices.®

In the assessment of an undertaking the ACCC must be satisfied that implementation
of that concept results in cost estimates that, on balance, meet the legislative criteria.
The ACCC notes that a choice as to what assumptions are made when estimating the
TSLRIC+, means that not all implementations of TSLRIC+ will result in a price term,
which although based on the TSLRIC+, necessarily meets all the legislative criteria
that the ACCC must consider.

8 ACCC, Access Pricing Principles - Telecommunications, a guide, 1997.

%  ACCC, Pricing Principles for Unconditioned Local Loop Service Amendment Determination 2008
(No.1), p.5.
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Implementing TSLRIC+ requires a number of decisions to be made about the
parameter values and underlying conceptual basis for the network design. These
parameter values and underlying assumptions regarding the network design are the
prime basis for the resulting TSLRIC+ estimate. Therefore, when the ACCC assesses
a cost model submitted as part of an undertaking, it will have regard to the
reasonableness of the parameter values and underlying network design assumptions,
to determine whether cost estimates supporting the undertaking have been
implemented in a fashion that would be considered reasonable under the legislative
criteria set out in section 152AH of the TPA.

NERA submits that the TEA model is a TSLRIC+ model. However NERA notes that
it has not conducted an analysis on the ‘appropriateness’ of the inputs that have been
used in the model and has assumed that the inputs are appropriate.*®

The ACCC’s view is that the relevant test in assessing whether cost estimates from
Telstra’s implementation of TSLRIC+, on balance, satisfy the legislative criteria, is
whether the assumptions and input values Telstra applies can support an estimate of
the efficient cost of supplying the ULLS—not whether the TEA model simply applies
a TSLRIC+ concept.

The ACCC considers that the existence of particular features in certain
implementations of TSLRIC+ may be likely to result in estimates that, on balance,
meet the legislative criteria; these features being:

= That the hypothetical efficient network operator is the access provider; and

= network assets in the hypothetical network are optimised on a forward-looking
or best-in-use technology basis.

When these features exist in a TSLRIC+ model, the ACCC considers that cost
estimates the cost model is based on, are likely to be efficient and forward-looking
which goes towards satisfying some of the legislative criteria. These features are
discussed further below.

6.3.1 Basing TSLRIC+ of the service on the access provider

In practice, TSLRIC+ is based on the total service costs of a “hypothetical efficient
network operator’. The ACCC agrees with Competition Economists Group (CEG)’s
briefing that Telstra has applied the ‘hypothetical new entrant’ paradigm using
estimates of forward-looking replacement costs which value copper lines when such a
technology is not likely to be optimal in the present day.” CEG submits that such an
application is questionable as new entrants ‘would never enter with the types of
technology being modelled.”™

The ACCC considers that the incumbent’s network design should be a key
consideration in determining the layout and costs of a hypothetical efficient network

8 NERA, TSLRIC+ assessment, 16 January 2009, p.1.
" Competition Economists Group, Telstra ULL Price Undertaking, November 2008.
™ Competition Economists Group, Telstra ULL Price Undertaking, November 2008, p.1.
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operator. The ACCC noted this in its Access Pricing Principles -
Telecommunications, a guide:

The Commission will take into account the existing network design in determining TSLRIC. "

In particular, the ACCC considers that for access seekers to make efficient decisions
about whether to build network infrastructure or buy the regulated service, TSLRIC+
should be based on the efficient costs that the access provider will incur over the long
run in providing the service given its current network design and architecture. It
should not be based on the assumption that the access provider can start again with a
blank slate.” If the access seeker can, over the long run, provide the service at a lower
cost than the access provider, it is economically efficient for the access seeker to
duplicate the infrastructure. The ACCC also notes that having regard to the actualities
of existing network deployment, where possible, ensures that the hypothetical
efficient network assumption does not lead to unrealistic deployment outcomes.

The ACCC, therefore, considers that basing TSLRIC+ of the service on the efficient
costs the access provider incurs in the long run in providing the regulated service is
consistent with the purpose of creating incentives to efficiently build or buy, where
there is potential for bypass through the duplication of infrastructure.

The CCC submits that “in the event that an operator did decide to bypass the local
loop, it would not likely use copper.”™ The CCC also states that Telstra, in its TEA
model, has taken into account obstacles that a new entrant would face when building a
copper network, such as trenching and labour costs.™

The ACCC also notes the comment from Europe Economics in a report prepared for
Optus:

If TSLRIC+ is based on the concept of efficiently reproducing a copper-based access network,
this would not be the relevant benchmark for the “build or buy” decision. New entrants would
not reproduce a copper-based network similar to the one that has already been rolled out by
the incumbent. Instead, they will roll out the technology that is most appropriate to the areas
they serve (for example additionally using fibre in urban areas and radio in rural areas).™

The ACCC has taken these submissions into account and observes that an access
provider that is operating efficiently in the long run would not choose to build a
copper network but would be highly likely to use alternate technologies where the
costs involved in the breaking and reinstating of concrete is not incurred (e.g.
wireless), or where performance may be more efficient (e.g. using fibre instead of
copper). In particular, the ACCC notes that Telstra's actual optimisation of the CAN

2. ACCC, Access Pricing Principles - Telecommunications, a guide, 1997, p.38.

® Statement by Graeme Woodbridge, Telstra Corporation Limited (No 1 and 2) [2000] ACompT,
paragraph 80.

™ Competitive Carriers Coalition, CCC submission on Draft Decision, 15 December 2008, p. 6.

™ Competitive Carriers Coalition, CCC submission on Draft Decision, 15 December 2008, p. 6.

" Europe Economics, Pricing Principles for the Unconditioned Local Loop Service (ULLS) in

Australia The Conceptual Framework Final Report for OPTUS, March 2009, p.23.

50



today indicates that it recognises other technologies are superior to copper. For
example, the ACCC is aware that as Telstra has optimised its network over time, it
has replaced copper with fibre such that 10.2 per cent of SIOs in the Telstra CAN do
not terminate at the exchange.” The ACCC understands that the majority of these
SIOs are fed by fibre from the exchange to a large pair gain system or RIM. The
ACCC considers that Telstra's optimisation choices, such as replacing copper with
optical fibre, demonstrates that the TEA model’s hypothetical copper bypass network
is unrealistic.

6.3.2 Methods of estimating TSLRIC+

Telstra submits that the TEA model applies a ‘standardised form of TSLRIC+
pricing’ and that the ACCC has previously indicated that a TSLRIC+ methodology
will be used to assess future prices.” Telstra further submits that the ACCC’s 2002
and 2007 pricing principles affirm the suitability of TSLRIC+ for setting prices along
with previous decisions from the Australian Competition Tribunal.™

However, as stated above and in the ACCC’s 2008 Draft Decision, of primary
relevance to the ACCC is whether the actual implementation of the concept of
TSLRIC+ under consideration meets the legislative criteria that the ACCC must
consider in assessing an undertaking.

There are a variety of methods that can be used to derive a TSLRIC+ estimate of a
service. For example, TSLRIC+ may be estimated by reviewing the historic and
current costs of operators. In relation to historic costs, the ACCC has generally
considered that outlays incurred in past periods provide little assistance in
determining the costs that would be incurred by an efficient supplier of a service in
the present day. Using historic costs as the basis for pricing decisions can therefore
distort consumption and investment decisions. For instance, historic costs guarantee a
normal commercial return on costs to the access provider, regardless of the quality of
the investment decision and whether such an investment decision is good or poor.
Such an approach does not create appropriate incentives for the access seeker to make
efficient build or buy decisions.

Current costs generally provide a superior alternative to historical costs but can suffer
from omission or incomplete information about what assets have been fully
depreciated over time. Further current costs may fail to provide appropriate incentives
for service providers to build or buy as basing the estimate of TSLRIC+ on current
costs alone would mean that access seekers may pay more than the efficient costs,
potentially reducing entry.

Another method of estimating TSLRIC+ is through the application of an optimised
cost model using forward-looking (current) costs. These costs are those that the access
provider would incur in the long term using the most efficient means possible and

7 Based on analysis of information provided in response to the ACCC Infrastructure Record-

Keeping Rule 2007, December 2007, the document is titled
Telstra_ MDF_non_MDF_data_ ACCC_2009.xls and was received 5 March 2009

" Telstra, Response to access seeker submissions, 18 November 2008, p. 3.

™ Telstra, Response to access seeker submissions, 18 November 2008, pp. 5-6.
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commercially available. This methodology focuses on the efficient costs an access
provider would incur over time so that errors or distorted decisions that an access
provider may have incurred in the past are set aside and hence the current opportunity
cost of the services to be provided is reflected.

The TSLRIC+ framework is usually applied using a forward-looking costs
framework. In principle, the application of forward-looking costs would value all
existing assets at the cost of a Modern Equivalent Asset (MEA). A MEA is the lowest
cost asset built with the latest available, proven technology which can provide the
equivalent service potential as the service which is being costed. In general, the
forward-looking approach is more compatible with the competitive standard of
efficiency, since in a competitive market, prices are set on the basis of the prevailing
technology. In a competitive environment, operators would compete on the basis of
costs likely to be incurred and are not compensated for costs incurred through
inefficiency. In this regard, the estimation of efficient and forward-looking costs using
a TSLRIC+ framework may indicate that a price term of an undertaking based on
TSLRIC+ satisfies the legislative criteria that the ACCC must consider in determining
whether to accept or reject an undertaking.

In response to the 2008 Draft Decision, Telstra submits that the ACCC is undertaking
a ‘mix and match’ approach in relation to what cost base—historic or current—it uses
to assess the price terms in the 2008 Undertaking.® Telstra further submits that the
ACCC’s Draft Decision creates uncertainty as to whether TSLRIC+ pricing fulfils the
legislative criteria.®* With regard to pricing declared services Telstra submits that the
objective of the legislative criteria is to ‘achieve the competitive market outcomes that
would exist if the market for the supply of those services was effectively
competitive.’®

Whilst the ACCC has sought historic and current cost information from Telstra, it
notes that it has not applied this cost information in a ‘mix and match’ manner.
Rather, for the purposes of estimating the efficient costs of providing the ULLS in the
long run, the ACCC has indicated a preference for current cost information. It will
also have regard to actualities of network deployment given that the hypothetical
efficient network assumption can lead to unrealistic deployment outcomes. However,
the ACCC may consider other information such as historic cost information when
assessing an undertaking according to specific legislative criteria, such as considering
the “direct costs of providing access to the declared service’.®

6.4 Modelling the CAN

Designing a network model to estimate TSLRIC+ requires choices about how much
optimisation to include in the modelled network. These choices can be represented on
a spectrum, as shown in the figure below.

®  Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 10.
8  Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 14.
8  Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 14.
8  Pparagraph 152AH(1)(d) Trade Practices Act 1974,
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Figure 6.4 Approaches to Network Design in TSLRIC Models *

| | |
b 1 1 | >

acarched earth Scorcied node Current costs

Under the scorched earth approach, nothing is fixed, not even the location of the
nodes. The scorched earth network is what would be built if no network currently
existed, and is generally based on the location of customers and forecasts of demand
for services. As all network elements are subject to most efficient/best practice
analysis, this approach generally gives the lowest estimate of TSLRIC+, because it
removes all inefficiencies associated with the historical development of the network
through time. While this approach may in theory give a measure of forward-looking
costs; at a practical level, it is inherently susceptible to error, as there is no reference
to an actual network deployment.

At the other end of the spectrum, a network can be based on the current costs of the
existing firm. This will give the highest estimate of TSLRIC+ because it does not
allow for any optimisation beyond what is already contained in the actual, existing
network.

The scorched node approach is an intermediate approach that assumes the location of
certain key features (nodes) of the access provider's existing network, such as
exchanges and pillars, will be fixed; but optimises certain components of the network
such as routes between and within nodes. Therefore, the ACCC has generally
accepted the scorched node approach as an appropriate basis to model the fixed
network.

When optimising network assets, costs can be valued based on the actual technology
in use, or the best-in-use technology or on forward-looking technology (as if the most
efficient/best technology commercially available or MEA were used). The ACCC has
indicated a preference for either best-in-use or forward-looking technology, both of
which optimise the replacement cost of the network.* Valuing assets based on these
technology assumptions estimates the present-day cost of replacing the network asset
with another asset that provides the equivalent service potential. This need not be the
same asset, but rather is the asset that hypothetically would be the best (least cost)
option for providing the equivalent service under best-in-use or forward-looking
technology. Valuing assets assuming forward-looking technology would apply the
most efficient technology for the provision of services on the ULLS - this may mean
wireless loops and fibre.

However, in the past the ACCC has generally accepted the assumption of the best-in-
use technology to estimate costs, as this requires less speculation about future
evolving technologies or substantially altered network design. It is important to note
that application of the optimised replacement cost approach to asset valuation

8 The distance between the points on the spectrum is illustrative only.

%  ACCC, Access Pricing Principles - Telecommunications: a guide, July 1997, p. 42.
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assumes that the least cost technology is continually changing and there is the
potential for infrastructure duplication using that cheaper technology.

Harris and Fitzsimmons argue that a TSLRIC model must take into account real world
conditions, and that a failure to do so will lead to artificially low prices,® which
would discourage investment by efficient operators.®” The ACCC agrees with Harris
and Fitzsimmons that real world conditions need to be taken into account when
modelling the efficient costs of providing the ULLS in the long run. The ACCC
considers that this is precisely what the scorched node approach to modelling does; it
uses information about the access provider's existing network configuration as the
basis for estimating the efficient costs incurred in providing the ULLS in the long run.

6.5 Relevance of the current implementation of TSLRIC+

As stated previously, the ACCC has indicated that 'optimised replacement cost' is its
generally preferred method of cost valuation.® Under this approach, each time an
access price is determined, the existing sunk investment (in this case, the CAN) is
revalued on the basis of a hypothetical situation where a brand new network is
instantaneously constructed, and replicates the existing network’s service potential,
but uses best-in-use technology based on forecast demand. The “cost’ of building this
hypothetical replacement network is therefore the ‘asset base’ from which access
prices are determined.

The application of an optimised replacement cost approach was premised on the fact
that the cost that the access price is based on would send appropriate efficient
build/buy signals. These signals were considered necessary because, when the
telecommunications access regime commenced, it was believed that rapid
technological change (where the least-cost technology continually changes), would
lead to a declining unit cost of service provision, increasing the likelihood that access
seekers would build their own competing infrastructure to provide end-user services.
In particular, with falling replacement costs, valuing the network at replacement cost
would mean that the asset base would be revalued downwards over time as costs fell,
resulting in falling access prices, and thus discouraging access seekers from
inefficiently building their own competing infrastructure.

However, the ACCC is aware that there are limitations in the current implementation
of TSLRIC+ and that the past rationale of promoting efficient/build decisions when
pricing the ULLS may be less relevant.

The ACCC notes that the current implementation of TSLRIC+ may, in practice, have
resulted in the past depreciation of existing asset values not being taken into account
in the revaluation of network assets in each regulatory period. Therefore, existing
assets do not drop out of the asset base because they are continually revalued at
optimised replacement cost. This limitation is particularly apparent when having to

% RG Harris and W Fitzsimmons, Assessment of the TEA model, 4 November 2008, p. 19.
8  RG Harris and W Fitzsimmons, Assessment of the TEA model, 4 November 2008, p. 20.

8  Reproduction cost may also be appropriate, in cases where replacement cost is difficult to quantify.
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cost enduring assets such as trenches, which are likely to be less susceptible to bypass.
The ACCC notes that under Part XIC of the TPA, it is open to parties to put forward
their preferred pricing approaches, and that Telstra has consistently proposed
particular forward-looking TSLRIC+ principles, including asset revaluation. The
ACCC also notes that this continual revaluation of the asset base, where it is unclear
when the revaluation will occur creates considerable uncertainty for both access
provider and access seekers.

The ACCC acknowledges that the past rationale of promoting efficient build/buy
decisions through the current implementation of TSLRIC+ may be less relevant in a
regulatory environment where the competitive state of telecommunications markets is
changing and there may be fewer prospects for efficient by-pass. The ACCC also
observes that there are limitations in the application of TSLRIC+ outside its original
focus on PSTN assets. In response to the ACCC’s 2008 Draft Decision, Optus also
questions the suitability of TSLRIC+ for pricing the ULLS.* In particular, Optus
considers that a NBN roll out would have limited potential for infrastructure based
competition because Telstra has already recovered a 'substantial proportion of the
costs incurred historically on network construction.”® Furthermore, Optus cites
Europe Economics as indicating that where the provision of a service is expected to
remain a monopoly, the application of TSLRIC+ as a pricing methodology is less
appropriate.

The ACCC is conscious of the evolving nature of the telecommunications industry. In
particular, since the 2008 ACCC Pricing Principles, the lack of deployment of
competing end-to-end infrastructure by access seekers for some services and/or some
regions may necessitate a review of the current access pricing principles, and the
consideration of other appropriate pricing approaches.

6.6 Conclusion

The overall conclusions of the ACCC in regard to the issues discussed in this section
are:

= TSLRIC+ may be implemented in a number of ways, depending on the
parameter values and underlying assumptions regarding network design

Implementing TSLRIC+ requires a number of decisions to be made about the
parameter values and underlying conceptual basis for the network design.
These parameter values and underlying assumptions regarding the network
design are the prime basis for the resulting TSLRIC+ estimate.

= Of primary relevance to the ACCC is whether the cost estimation supporting
the undertaking has been implemented in a fashion that would be considered
reasonable under the legislative criteria set out in section 152AH of the TPA.

& Optus, Response to the ACCC’s Draft Decision, December 2008, p. 7.
% Optus, Response to the ACCC’s Draft Decision, December 2008, p. 7.

8 Europe Economics, 2004, Pricing Methodologies for Unbundled Access to the Local Loop, Final

Report, p. 50. As cited in: Optus, Response to Draft Decision, December 2008, p. 6.
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When the ACCC assesses a cost model submitted as part of an undertaking, it
will have regard to the reasonableness of the parameter values and underlying
assumptions regarding network design, to determine whether cost estimates
supporting the undertaking have been implemented in a fashion that would be
considered reasonable under the legislative criteria set out in section 152AH of
the TPA.

The ACCC’s assessment of Telstra's implementation of TSLRIC+ is discussed
in the next section.



7 Assessing price terms in the 2008 Undertaking

7.1 Introduction

This section describes the ACCC’s review of key material considered in its
assessment of the price terms in the 2008 Undertaking against the statutory criteria.

When assessing whether the price terms in the 2008 Undertaking are consistent with
the legislative criteria, in particular, whether the terms of the undertaking are
reasonable under section 152AH of the TPA, the ACCC has relied on various sources
of information to assist it in determining whether the proposed undertaking price
satisfies the legislative criteria that the ACCC must consider.

The ACCC discusses the following key sources of information used in this final
decision, to determine whether the terms and conditions specified in the 2008
Undertaking are reasonable:

= Telstra’s implementation of TSLRIC+ (the TEA model default parameter
values and underlying network design assumptions);

= results from a comparison of international local loop prices with Telstra’s
proposed $30 price;

= trends in ULLS prices and uptake over time; and

= preliminary results from the Analysys cost model, which provides guidance on
the range of possible ULLS cost estimates.

The ACCC’s assessment of the price and non-price terms and conditions of the 2008
Undertaking against the reasonableness criteria in section 152AH of the TPA is set
out in section 8.

7.2 Relationship between the $30 Proposed Monthly Charge
and TEA model estimate

In support of its 2008 Undertaking, Telstra submitted the TEA Model. Telstra’s 2008
ULLS Undertaking price of $30 (Proposed Monthly Charge) is below the price
estimate, given by version 1.3 of the TEA Model, of $46.54 in Band 2 ESAs.

To understand the relationship between the $30 Proposed Monthly Charge and the
TEA model estimate, the ACCC in a letter dated 28 March 2008 requested from
Telstra the 'mathematical calculations and TEA model parameter changes used to
reconcile the 2008 Undertaking monthly charge of $30 for Band 2 and the TEA
model’s estimate of a ULLS monthly charge of approximately $50."2 In response,
Telstra stated that:

% ACCC letter to Telstra, “Telstra’s March 2008 ULLS Undertaking for Band 2: Request for further
information”, 28 March 2008.
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A $30 ULLS price, while at this stage below TSLRIC+, is a reasonable first step for
industry to take toward TSLRIC+-based pricing and cost recovery.

Telstra’s proposed charge of $30 is reasonable for a number of reasons, including the fact
that it is fully supported by the results of the TEA model under any reasonable set of
inputs. Since the TEA model is a TSLRIC+ model, the proposed charge is consistent with
the statutory criteria. Additionally, the $30 undertaking price reflects the level
persistently sought in commercial negotiations with access seekers as well as in previous
regulatory proceedings. Therefore, it in no sense amounts to a “rate shock” for access
seekers. It is open to the Commission to find, on our evidence, that a higher price would
also be reasonable. However, this is not a reason to reject Telstra’s undertaking as it does
not mean that the $30 price charged over the term of Telstra’s ULLS Undertaking is
unreasonable. #

Telstra also submits that the Proposed Monthly Charge of $30 is limited to the term of
the 2008 Undertaking. After the term of the 2008 Undertaking has expired, Telstra
submits that ULLS prices should be increased to TSLRIC+ (estimated as $46.54 by
version 1.3 of the TEA Model) through commercial negotiation, arbitration or Telstra
lodging another undertaking.**

The ACCC notes that it is required to assess whether the $30 Proposed Monthly
Charge is reasonable (that is, the price terms of an undertaking are reasonable) and
thereby satisfies the legislative criteria. The TEA model is assessed as being relevant
material in support of the Proposed Monthly Charge. In particular, the ACCC has
assessed whether Telstra's implementation of TSLRIC+ is able to support cost
estimates that reflect the efficient and forward-looking costs of providing the ULLS.

7.3 The ACCC’s assessment of Telstra’s implementation of
TSLRIC+

In this section, the ACCC provides an assessment of Telstra's implementation of
TSLRIC+. A comprehensive summary of the assessment of Telstra's assumptions on
network design and engineering rules and default parameter values are detailed in
Appendix B.

7.3.1 Telstra’s implementation of TSLRIC+

As noted in section 6, the ACCC considers that, even if a particular model upon
which a proposed price is based conforms to the TSLRIC+ concept, this is not
sufficient to infer that the estimates from such a model are reasonable estimates.
Rather, the issue is whether Telstra’s implementation of TSLRIC+ results in
reasonable cost estimates, which requires an assessment of the reasonableness of
underlying assumptions and parameter input values in the cost model.

The ACCC has refined its thinking on whether Telstra’s implementation of TSLRIC+
can support estimates that are efficient and forward-looking as a result of submission
received in response to the 2008 Draft Decision. In particular, the ACCC has firmed

% Telstra letter to ACCC, titled “Telstra’s March 2008 ULLS Undertaking for Band 2: Request for
further information”, 7 April 2008.

94

Telstra, Undertaking is reasonable, 4 April 2008, p. 4.
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its view that Telstra’s implementation of TSLRIC+ is not likely to result in cost
estimates that are efficient and forward-looking.

The ACCC has found that Telstra’s implementation of TSLRIC+ suffers from an
inherent inconsistency—it applies a scorched node approach to modelling in that the
TEA model is based on Telstra's existing CAN but assumes that a new entrant would
replicate the entire copper Telstra network in the present day. The ACCC notes,
however, that a new entrant may choose other technology options such as fibre and
wireless, as well as a different network design when building an access network
today.

It is apparent in several cases that Telstra’s implementation of TSLRIC+ is intended
to estimate the costs of a hypothetical new entrant. For instance, in Telstra's
submission in response to the Draft Decision, Telstra states:

The price proposed in Telstra’s Undertaking is supported by the result of the TEA model
which calculates the TSLRIC+ of an efficient new entrant supplying ULLS.%

Harris and Fitzsimmons similarly state that their view is that estimating TSLRIC+
requires determining what it would cost a new firm to build, operate and maintain a
new CAN.*

However, unlike the TEA model network, a ‘hypothetical new entrant” would be able
to adopt a more efficient network design, and/or use other technologies such as fibre
or wireless. It would be unlikely to replicate Telstra's existing copper network,
including the existing exchange and pillar locations.

Accordingly, the ACCC considers that Telstra’s modelling paradigm effectively
assumes that the new entrant repeats the legacy network design decisions of the
incumbent, thereby increasing the cost attributed to the hypothetical network.

Having endorsed an approach that models a new network that would not be built,
Harris and Fitzsimmons advocate that the costs associated with this new network
should be estimated having regard to ‘the environment as it exists today’. In
particular, they express the view that the new firm building the new network ‘would
not have the luxury of installing its network in unobstructed green field conditions.”®

This statement from Harris and Fitzsimmons suggests a new entrant would build a
network that replicates the Telstra copper network and, therefore, would have to face
costs such as the breaking and re-instating of concrete. The ACCC considers that a
new entrant would not choose this deployment option for those parts of the network
that are potentially replicable especially when compared to other options presently
available that do not require such significant cost to be incurred.

This inconsistency is apparent again in Harris and Fitzsimmons' submission when, in
their criticism of the ACCC's views on modelling the fixed network, they state that it
IS inconsistent to assume an instantaneous network build for the purposes of using

% Telstra, Response to ACCC’s Draft Decision, 23 December 2008, p. 24.
% RG Harris and W Fitzsimmons, Assessment of the TEA model, 4 November 2008, p. 15.
" RG Harris and W Fitzsimmons, Assessment of the TEA model, 4 November 2008, p. 15.
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‘best in use’ technology and dimensioning the network, but to also assume trench
sharing in new estates, which could only happen if the network were built over a
number of years.*

Harris and Fitzsimmons appear to indicate that if a network is built instantaneously
then a new entrant would not be able to exploit trench sharing that may have occurred
over the previous years; therefore, the trench sharing is constrained to the level that
occurs at the time of the instantaneous network build. However, the ACCC notes that
as Telstra’s implementation of TSLRIC+ applies a scorched node approach, the
actualities of network deployment (in this case, that the network is built over a
number of years) is relevant to the modelled network design. Therefore, as Telstra has
had the opportunity to trench share over time, this should be taken into account when
modelling the hypothetical network.

As the scorched node modelling paradigm used by the TEA model assumes that a new
entrant repeats the inefficient deployment decisions of the incumbent, this increases
the cost attributed to the hypothetical network. In this regard, the ACCC does not
consider that Telstra’s implementation of TSLRIC+ can support cost estimates that
reflect the efficient cost of providing the ULLS. The ACCC considers that when using
a cost model there should be consistency in the underlying network design
assumptions. The ACCC considers that networks can be designed as a ‘scorched
node’ or ‘scorched earth’~ what is of importance is that model assumptions are
consistent with the scorching approach applied.

The ACCC concludes that the internal inconsistencies that exists in Telstra’s
implementation of TSLRIC+ means that any cost estimates from such implementation
need to be considered with caution.

The ACCC has also completed further testing of Telstra’s implementation of
TSLRICH+, including key assumptions and default parameter values, to assess whether
cost estimates from Telstra’s implementation of TSLRIC+ are reasonable.
Furthermore, as set out below, the ACCC has applied another set of assumptions to
the TEA model, the results of which indicate that the Proposed Monthly Charge is out
of the range of estimates that could not be considered reasonable.

7.3.2 Further testing of Telstra's implementation of TSLRIC+

The ACCC acknowledges that Telstra has submitted the TEA model as a significant
piece of supporting material in respect of its 2008 Undertaking, and that Telstra's
implementation of TSLRIC+ should therefore be subject to comprehensive scrutiny.

As noted above, the ACCC has performed an assessment of the Telstra's
implementation of TSLRIC+ - its underlying network design assumptions and default
parameter values - despite its view that the TEA model suffers from an inherent
inconsistency as to the identity of the hypothetical operator.

In this section, the ACCC provides:

%  RG Harris and W Fitzsimmons, Assessment of the TEA model, 4 November 2008, pp. 22-23.
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= 3 summary of its assessment of Telstra's implementation of TSLRIC+ - the
network design assumptions, engineering rules and default parameter values
Telstra has applied; and

= the results of the ACCC's own scenario run of the TEA model. The scenario
run was undertaken to see what results would be achieved by attempting to
overcome the inherent inconsistency in the application of the hypothetical
operator by Telstra.

Summary of the ACCC's assessment of Telstra's implementation of TSLRIC+, the
underlying network design assumptions and default parameter values

As noted in section 6, the ACCC considers model estimates that reflect the efficient,
forward looking costs of providing the ULLS are likely to satisfy the legislative
criteria.

With this in mind, the ACCC’s assessment of Telstra's implementation of TSLRIC+,
the underlying network design assumptions and default parameter values, is
summarised below. A more detailed assessment is provided in Appendix B.

Ability to assess the TEA model

The ACCC considers that the TEA model itself is, overall, open and transparent but
the ACCC has concerns about the limited opportunity for external review of the
model due to confidentiality restrictions imposed by Telstra for access to the full
version of the TEA model.

Engineering rules and network design

The ACCC considers that Telstra's implementation of TSLRIC+ suffers from an
inherent inconsistency in its application of the 'hypothetical operator'. This directly
affects the engineering rules and network design assumptions in the TEA model. For
instance, Telstra's implementation of TSLRIC+ uses as a starting assumption Telstra's
actual copper routes yet Telstra repeatedly refers to the TEA model producing
estimates faced by a new entrant. Further, the Telstra's implementation of TSLRIC+
assumes that the hypothetical network that would be built in the present day would be
a copper network which effectively replicates Telstra's network. This assumes that a
new entrant would repeat the legacy network design decisions of the incumbent,
which results in attributing a higher cost to the hypothetical network. Therefore,
estimates from such a model would not be efficient and forward-looking.

The ACCC has detailed its views on specific aspects of Telstra's assumptions
regarding the engineering rules and network design in Appendix B.

Telstra’s default network cost assumptions

The ACCC has made the following assessments in relation to Telstra’s default
network cost assumptions:

= the value of equipment costs and vendor prices are overestimated,;
= the inclusion of lead-in costs result in an overestimation of network costs;
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= the inclusion of the surface barriers (such as the breaking and reinstating of
concrete) as a component of trenching costs results in an overestimate of
network costs. The ACCC considers that Telstra is inherently inconsistent in
its implementation of TSLRIC+ in the TEA model with regard to the
application of the hypothetical operator. In particular, the Telstra applies a
scorched node approach to modelling the CAN yet Telstra assumes that the
new entrant would replicate Telstra's entire copper network and would
therefore face costs such as the breaking and reinstating of concrete. The
consequence of the inherent inconsistency in Telstra's application of the
hypothetical operator means that the costs of the hypothetical network are
artificially inflated as it assumes that the new entrant will repeat the legacy
network design decisions involving costs such as breaking and re-instating
surface barriers, which may not be incurred in a forward-looking network
design.

= Telstra’s preferred trench sharing value of 1 per cent in new estates is an
underestimate of trench sharing in the present day;

= operations and maintenance and indirect cost factors are overestimated,

= the cost of capital is overestimated. While the ACCC and Telstra do agree on a
number of the WACC input parameters, the ACCC rejects Telstra’s overall
WACC as excessive; and

a straight line (flat tilt) annuity will result in over compensation to Telstra.

The ACCC concludes that, overall, these default network cost assumptions would
lead to an over-estimation of the efficient costs of providing the ULLS.

TEA model scenario run

Given its conclusion that Telstra's implementation of TSLRIC+ results in estimates
that are not within the expected range of prices, the ACCC has tested the TEA model
using another set of assumptions to see what results would be achieved by attempting
to overcome the inherent inconsistency in Telstra’s application of hypothetical
operator. The ACCC also notes that Telstra has asserted that the Proposed Monthly
Charge can be supported by the results of the TEA model under any reasonable set of
inputs.*

The ACCC applied the following assumptions to version 1.3 of the TEA model in its
scenario run:*®

= trenching of turf only;

= the ACCC's calculations for the pre-tax WACC of 9.64, post-tax vanilla
WACC of 8.83;*

% Telstra, Telstra's ULLS Undertaking is Reasonable, 4 April 2008, p. 2.

1% The calculations used by the ACCC to derive the estimated range were provided to Telstra on 18
December 2008, and is available on the ACCC website.
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= tilt to the ducts and pipes of 3 per cent;**
= $0 for lead-ins rather than the TEA model assumption of $282.91; and

= taking account of the fall in O&M costs by $2.51, which Telstra estimated
was the net result from corrections to the factor calculation issues raised by
the ACCC in its 2008 Draft Decision.*®

In combination, these assumptions result in an estimated range of $18-$21 for the
ULLS monthly charge (which includes a specific charge) which is significantly less
than $30.

This leaves the ACCC with significant doubt as to whether the Proposed Monthly
Charge of $30 is reasonable and reflects the efficient costs of providing the ULLS.
While this does not, of itself, mean that the ACCC cannot be satisfied of the
reasonableness of the $30 price, the ACCC does have concerns that the $30 figure
appears to fall outside what could be considered, when all submissions are taken into
account, to be a reasonable price range. The results of the ACCC's scenario run
indicate that Telstra's application of its TEA Model over-estimates network costs.

The ACCC also had other concerns expressed in the Draft Decision regarding
adjustments to the O&M and indirect cost assumptions, which were not addressed by
Telstra. In this regard, an additional further decrease in the estimated monthly charge
would be expected. These were not included in this scenario run of the TEA model as
this would have required significant data manipulation.

To understand the significance of the proposed $30 charge in terms of revenue, the
ACCC notes that Telstra would receive an additional $97 million in revenue per
annum* when comparing Telstra’s annual revenue at the current regulated price*®
versus at a $30 charge.

The quantum of the impact of the inclusion of breaking and reinstating concrete costs
to network costs can also be seen from the fact that these surface barrier costs
contribute $11.72 (25 per cent) to Telstra’s estimate of $46.54.

The ACCC also notes Optus' submission that it used version 1.2.1 of the TEA model
to undertake its own scenario run using revised parameters.’® These revised
parameters include a number of the ACCC’s parameters, including Ovum’s proposed
pre-tax WACC. In addition, Optus modified the costing information in the TEA

101 The risk-free rate and the A-rated cost of debt were estimated from closing prices for the 10
trading days ending 8 April 2009.

102 A 3 percent tilt reflects forecast inflation from December 2008 to December 2010. see
http://www.rba.gov.au/PublicationsAndResearch/StatementsOnMonetaryPolicy/Aug2008/list_of t
ables html#table_17

103 Telstra, Response to the ACCC’s Draft Decision, 23 December, p. 83.
104 $14.30 plus a proxy for the ULLS specific charge of $2.45

105 $97 085 400 = ULLS lines in Dec 2008 (610 600) * 13.25 * 12

106 Optus, Response to the ACCC’s Draft Decision, December 2008, p. 29.
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model to make it consistent with the confidential Optus submission by [begin c-i-c]
[end c-i-c]. Optus submits that these changes result in a monthly charge

of [begin c-i-c] [end c-i-c], which reduces the valuation of the network by
[begin c-i-c] [end c-i-c].

In relation to the scenario discussed above, Optus notes that this does not indicate ‘the
entire sum of changes that would be necessary to make the TEA model acceptable.”*’
Optus states that this is because there are ‘fundamental problems with many other
aspects of the model such as the lack of optimisation along routes’.*®

In its submission of 23 March 2009, Telstra state that its analysis from testing the
materiality of the ACCC’s position on the inputs into the TEA model shows that it
would be an error to reject its undertaking since, even after running the TEA model
with the ACCC’s set of input values, the TSLRIC+ estimate of ULLS in band 2 is
above the Undertaking price of $30. Telstra submit that the approach taken to measure
the materiality involves quantifying the cumulative impact of all changes proposed by
the ACCC in the 2008 Draft Decision and, in cases where clear guidance was not
provided by the ACCC in the Draft Decision, the most recent of the ACCC’s other
decisions in relation to ULLS. Telstra further submit that to achieve a price below
$30, a user of the model must uniformly adopt the most extreme and unrealistic
assumptions.'®

The ACCC considers that the alternative assumptions it applied to its scenario testing
of the TEA model were not extreme or unrealistic. The significance of the effect of
changing the values of key parameters is not surprising to the ACCC as clearly some
of these parameter values (such as the costs of breaking an re-instating concrete) rely
heavily on the underlying network design assumptions of the TEA model. The ACCC
does not consider the materiality of changes in input values provides support as to
whether Telstra's proposed charge of $30 reflects efficient and forward-looking costs -
it simply demonstrates that particular inputs are sensitive to change. Further, the
ACCC considers that the relevant issue from its own scenario run of the TEA model
is that the resulting estimated range of $18-$21 is significantly less than Telstra's
proposed charge of $30.

7.3.3 Overall assessment of Telstra's implementation of TSLRIC+

The ACCC considers that Telstra's implementation of TSLRIC+ suffers from inherent
inconsistency in its application of the hypothetical operator in the TEA model; such
an assumption is a key underlying hard-coded feature in a cost model. In particular,
this inconsistency assumes the new entrant repeats the legacy network design
decisions of the incumbent, thereby increasing the cost attributed to the hypothetical
network.

The ACCC prefers the application of the access provider as the hypothetical operator
as this is consistent with encouraging efficient build/buy signals, where bypass is

97 Optus, Response to the ACCC’s Draft Decision, December 2008, p. 30.
108 Optus, Response to the ACCC’s Draft Decision, December 2008, p. 30.

19 Telstra, Telstra’s Ordinary Access Undertaking for the Unconditioned Local Loop Service:

Materiality Testing, Draft version, 23 March 2009, p. 1.
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possible, which satisfies some of the legislative criteria. However, the ACCC
recognises that networks can be designed as a ‘scorched node’ or ‘scorched earth’.
Accordingly, what is of importance is that model assumptions are consistent with the
scorching approach applied.

Notwithstanding its concerns over Telstra's implementation of TSLRIC+ in its
application of the hypothetical operator, the ACCC undertook further analysis and
testing of Telstra's implementation of TSLRIC+. Its assessment of the Telstra's
underlying network design assumptions and parameter values and results of the
ACCC's own scenario with another set of parameter values indicate that the Telstra's
implementation of TSLRIC+ overestimates the efficient cost of providing the ULLS
in the long run.

Given this assessment, the ACCC concludes that it does not consider that Telstra's
implementation of TSLRIC+ in the TEA model is able to support a conclusion that
the Proposed Monthly Charge is based on cost estimates that reflect the efficient and
forward-looking costs of providing the ULLS.

7.4 Comparison of international local loop prices with the
Proposed Monthly Charge

7.4.1 Introduction

The ACCC’s 2008 Draft Decision set out the results from international benchmarking
analysis, which compared ULLS prices in 14 European Union (EU) countries with the
Proposed Monthly Charge. The analysis adjusted the EU countries’ prices to take into
account the exchange rate and purchasing power parity (PPP), as well as noting the
effects of population densities on ULLS cost per service.

The ACCC considered in its 2008 Draft Decision that it would be difficult to conclude
that the Proposed Monthly Charge of $30 can be justified when compared to lower
ULLS charges in the comparator set.

The ACCC received a number of submissions on the international benchmarking
analysis in the 2008 Draft Decision. Submissions addressed two broad inter-related
issues:

= the relevance of international benchmarking analysis; and
= the factors relevant in developing robust international benchmarking analysis.

These issues are discussed in turn below, including detailing submissions and the
ACCC's response to these submissions.

The ACCC notes the comments submitted about the limited nature of the international
benchmarking analysis undertaken in the ACCC's 2008 Draft Decision. The ACCC
acknowledges comments put forward from Telstra and their consultants, Ingenious
Consulting (Ingenious), and notes that an important reason for a consultation process
is for preliminary analysis to be subject to external review. In this context, the ACCC
has had regard to these comments and engaged Ovum to further develop the
international benchmarking analysis. In response to the Ovum analysis, Ingenious
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submitted a second report essentially repeating its views as set out in its first report in
respect to the adjustments required to ensure a valid comparison between different
countries. The results of the Ovum analysis and the ACCC’s responses to issues
raised by Ingenious are discussed below.

7.4.2 Relevance of international benchmarking in assessing price terms of the
2008 Undertaking

Telstra submits that the ACCC’s international benchmarking analysis in the 2008
Draft Decision provides no evidence as to whether Telstra’s proposed price satisfies
the legislative criteria. Telstra submits that the ACCC’s approach in the 2008 Draft
Decision is likely to lead to outcomes that are inconsistent with the statutory
criteria.**® Telstra also submits that in previous ULLS Undertakings the ACCC
concluded that international benchmarking cannot be used in preference to the
application of a detailed analysis of the statutory criteria.**

Telstra also submits that the ACCC has moved away from the precedent set by the
Australian Competition Tribunal and the ACCC over the last decade.™ It considers
that the ACCC and Australian Competition Tribunal precedent shows that there are
many factors that need to be considered for an international benchmarking analysis,
and that considering only a subset of these factors—adjusting for PPP and population
density—is insufficient and could result in an incorrect comparison.** Telstra and
Ingenious further submit that the ACCC rejected a similar study presented in support
of Telstra’s 2005 ULLS Undertaking on the grounds that taking account of only PPP
and line density was not sufficient.**

Telstra contends that the ACCC's criticism of Optus’ 2004 MTAS Undertaking
international benchmarking evidence as being limited to a subset of factors across
three comparator countries, highlights the importance of adjusting for all relevant
factors that may lead to cost differences between countries.*® Telstra notes the
ACCC'’s previously stated view that failing to account for the relevant factors may
result in international benchmarking being more misleading than if no adjustments
were made at all.*

In response, the ACCC notes that the results from international benchmarking
analysis is not intended to replace its obligation to consider the legislative criteria in
assessing the price terms of the 2008 Undertaking. The ACCC's assessment of the
2008 Undertaking with regard to each of the legislative criterion is detailed in chapter
8. The ACCC also observes that international benchmarking information constitutes
additional information which can assist in its assessment of whether the price terms

110 Telstra, Response to the ACCC’s draft decision, December 2008, p. 24.
11 Telstra, Response to the ACCC’s draft decision, December 2008, p. 22.
112 Telstra, Response to the ACCC’s draft decision, 2008, p. 24.

13 Telstra, Response to the ACCC’s draft decision, December 2008, p. 20.
14 Telstra, Response to the ACCC’s draft decision, December 2008, p. 23.
15 Telstra, Response to the ACCC’s draft decision, December 2008, p. 21.
116 Telstra, Response to the ACCC’s draft decision, December 2008, p. 21.
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do in fact reflect the efficient cost of providing the ULLS and satisfy the legislative
criteria.

Having regard to comments made in submissions that the international benchmarking
analysis in the 2008 Draft Decision should be more comprehensive, and the
Australian Competition Tribunal’s view that a range of adjustments need to be made
for international benchmarking analysis to provide useful information, the ACCC
engaged Ovum to conduct analysis that takes the necessary adjustments into account,
the results of which are detailed below.

Also, as stated in its 2008 Draft Decision, in past comparisons of ULLS prices, the
ACCC has generally placed less weight on the use of international benchmarks,
relative to other information before it, because of the difficulty of finding an
appropriate comparator for the low population density area of Band 4. However, as
the 2008 Undertaking is restricted to Band 2, the ACCC considers that benchmarking
the Proposed Monthly Charge against other countries is a more useful input to this
decision. For better like-for-like comparisons in its benchmarking analysis, Ovum has
compared the countries based on a 'national average'.

7.4.3 Consideration of factors relevant in international benchmarking analysis
This section sets out:

= Ovum's benchmarking methodology;

= the ACCC's consideration of specific factors to be taken into account in an
international benchmarking exercise; and

= other methodological issues relevant in an international benchmarking
exercise.

Ovum’s international benchmarking methodology

In Ovum's Telstra ULLS Undertaking - ULLS International Benchmarking: An
Advisory Note to the ACCC (‘Benchmarking Advisory Note"),**” Ovum use two data
points to represent the Australian ULLS pricing situation:

= ‘current band weighted ULLS charge’ estimated as $15.75. This is an average
of the ACCC’s indicative prices weighted by the number of ULLS services in
each of bands 1, 2 and 3; and

= ‘proposed (band weighted) charge' estimated as $28.93. This estimate is
derived by substituting Telstra’s Proposed Monthly Charge into the above
weighted calculation.*®

Ovum considers the six factors raised by Ingenious: regulatory framework, land use,
copper prices, population density, loop lengths; and pricing structure.

7 Ovum, ULLS benchmarking review, 26 February 2009.
118 Ovum, ULLS benchmarking review, 26 February 2009, p. 5.
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When considering land use, Ovum notes that while it was not able to conduct a
comparison between countries based on land use differences due to lack of available
information, it noted that land use and population density are correlated and therefore
some variability due to land use is likely to be captured in an analysis of population
density.

In conclusion, Ovum acknowledges that Ingenious identify factors relevant to an
international benchmarking exercise, and takes into account Ingenious’ submission in
its Benchmarking Advisory Note, as well as provides further comparisons based on
actual available data.™

The ACCC notes Telstra’s comments that it has been inconsistent in its application of
conversion methods when deriving international benchmarking prices. Ovum have
applied updated ULLS rates, including revising calculations in response to Telstra’s
submission.*®

Further details on Ovum'’s methodology can be found in its Benchmarking Advisory
Note.

1. Regulatory framework

Ingenious submits that different costing methods used in recent years in different
countries have had a material impact on the resulting prices in each country.**
The ACCC agrees that the pricing methodology for regulated services is a specific
country factor that could affect ULLS prices.

The ACCC notes that Ovum's benchmarking results which compares countries with
different access pricing approaches to ULLS prices suggests that the proposed (band
weighted) charge in Australia of $28.93 is higher than all the comparator countries
irrespective of which costing methodology has been used. > Table 1 sets out Ovum's
ULLS comparison for countries with different costing approaches.

Table 1: ULLS Comparison for Countries with LRIC-based Costing

Country Monthly ULLS cost (PPP) Cost standard
Telstra (proposed) 28.93 LRIC
Australia (current) 15.75 LRIC
Germany 16.89 LRIC
Austria 15.20 LRIC
France 14.75 LRIC
Denmark 13.22 LRIC

119

Ovum, ULLS benchmarking review, 26 February 2009, p. 12.
120 Telstra, Queries on ULLS Undertaking Draft Decision, letter of 17 February 2009.

121

Ingenious, Report for Telstra, December 2008, pp. 14-15.

122 Ovum notes that Austria, Denmark, France and Germany use LRIC-based prices, while Sweden,

Italy, Finland, Spain the UK and the Netherlands have adopted prices based on Fully Allocated
Cost (FAC), Fully Distributed Cost (FDC) or Embedded Direct Cost (EDC). Ovum, ULLS
benchmarking review, 26 February 2009, pp. 6-7.
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Sweden 12.90 FDC
Italy 12.45 FDC
Finland 16.95 FAC
Spain 16.94 FAC
United Kingdom 15.23 FAC
Netherlands 12.87 EDC

Source: Ovum, ULLS International Benchmarking Advisory Note, 26 February 2009, pp. 6-7.
Notes: Fully Allocated Cost (FAC), Fully Distributed Cost (FDC) or Embedded Direct Cost (EDC).

Ovum contends that LRIC takes account of only a proportion of overhead expenses,
while other methodologies cover all overheads; therefore, LRIC-based prices are
generally expected to be lower than those calculated under other costing
approaches.*#

Ovum notes that comparisons to these countries are also relevant because regulation
has been in place for more than 5 years and each is a developed country with market
structures broadly similar to Australia with competitive pressure from DSL and cable
providers.**

2. Population density

The ACCC observes that population density can affect ULLS charges as scarcely
populated service areas generally attract longer loop lengths and lower duct density
and thus higher costs per loop.

The ACCC notes Ovum’s evidence that the proposed (band weighted) charge is an
outlier when compared to ULLS charges in the comparator countries that also have a
low national population density.**

Figure 1: Monthly ULLS Charge compared with Population Density (June 2008)

2 Ovum, ULLS benchmarking review, 26 February 2009, pp. 6-7.
124 Ovum, ULLS benchmarking review, 26 February 2009, p. 6.
125 Ovum, ULLS benchmarking review, 2009, p. 7.
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These results suggest that, as the Proposed Monthly Charge is for Band 2, which has a
substantially higher population density than the country as a whole, this would render
the Australian case even less consistent with overseas benchmark data.

The ACCC also notes Optus' comments that an efficient ULLS rate for Band 2 in
Australia should be lower than the sample countries nationally averaged ULLS
rates.’® Optus concludes that the benchmark rates provide even stronger evidence
that Telstra’s proposed charge is unusually high.**

Adam Internet et al also considers it unusual for Telstra’s proposed ULLS charge to
be considerably higher than the ULLS charges in the countries listed in ACCC’s 2008
Draft Decision, given the significant population density differences between Band 2
in Australia and these countries. Accordingly, Adam Internet et al submit that less
trenching and cabling would be required per service in Band 2, and that this should
result in a lower cost per service in Band 2 compared to the sample countries.**

The ACCC notes Ingenious' comment that the type of housing being serviced also
impacts upon cost, as it is generally more expensive to provide services to individual
households compared to multi-dwelling buildings.*® Ingenious contends that
Australia has a very high proportion of detached housing and thus has a low level of

126 Optus, Response to the ACCC’s Draft Decision, December 2008, p. 38.
27 Optus, Response to the ACCC’s Draft Decision, December 2008, p. 39.
128 Adam et al, Response to the ACCC’s Draft Decision, 23 December 2008, p. 3.

125 Ingenious, Report for Telstra, December 2008, p. 29.
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copper pairs per duct (and therefore lower duct density), resulting in a higher price per
loop.*® The ACCC considers that the prevalence of detached housing in Australia is
not likely to be material as the notion of ‘housing mix’ is likely to be sufficiently
captured by the ‘population per square kilometre” metric of population density.

The ACCC also notes Ingenious' comments relating to further considerations when
measuring a country's population density; in particular:

= that the ACCC’s use of ‘population per square kilometre’ may be misleading,
as the driver for the cost of ULLS is population density in served areas.
Ingenious also submits that remote areas in several countries are served by
aerial cable which is significantly cheaper than the ducted copper used in Band
2 areas of Australia;** and

= using the ‘population per kilometre of roadway other than highways’ measure
gives a “starkly different picture” than simple national population density. The
former measure will give an approximate guide to population density, as non-
highway roads (and telecoms ducts) run mainly through populated areas.**

Ingenious, when making the above statements notes that there is no Band 2 data
available for Australia.*** Accordingly, the ACCC cannot assess the materiality of the
suggested measurement changes and therefore places less weight on Ingenious’
submission in relation to the effect of this factor on the ULLS price.

3. Copper prices

Ingenious submits that copper prices are a significant aspect of ULLS costs. Ingenious
contends that copper prices have varied substantially over time and that these
variations are material to the outcome of a benchmarking methodology.**

The ACCC appreciates that copper prices have varied between 2003 and 2007, but
notes that in 2008 copper prices decreased significantly.®* However, the ACCC
agrees with Ovum that as copper is an internationally traded commodity** and it is a
common factor between all countries, its price is not material to an international
benchmarking analysis.

4, Loop lengths

The average local loop length in a country can affect the ULLS cost and thus the
monthly ULLS charge.

130 Ingenious, Report for Telstra, December 2008, p. 27.

131 Ingenious, Report for Telstra, December 2008, p. 26.

32 Ingenious, Report for Telstra, December 2008, p. 26.

33 Ingenious, Report for Telstra, December 2008, p. 32.

134

Ingenious, Report for Telstra, December 2008, pp. 29-30.

135

Ingenious, Report for Telstra, December 2008, p. 30.

136

Ovum, ULLS benchmarking review, 26 February 2009, pp. 8-9.
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The ACCC notes Ingenious’*” and Ovum’s*® views that the country’s average local
loop length affects ULLS costs.

Ingenious submits that the monthly ULLS cost will be in part a function of local loop
length, and that Australia has an average loop length as long as any of the European
countries it examined. Accordingly, Ingenious submits that per-loop costs will be
higher in Australia compared to the European average.'®

The ACCC in particular notes Ovum’s views in relation to Canada having similar
population density to Australia and longer average local loop length, but a ULLS
monthly charge of approximately $20.*° The results of Ovum's analysis are provided
in figure 2.

Figure 2: Monthly ULLS Charge compared with Average Loop Length (June
2008)
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Ovum concludes that Australia’s current band weighted ULLS charge is consistent
with its comparators once loop length has been taken into account, and that the
proposed (band weighted) charge is well outside these bounds.** The ACCC
considers that this evidence suggests that even when average local loop length is
taken into account, there is a significant discrepancy between the Proposed Monthly
Charge and the charge in comparator countries.

7 Ingenious, Report for Telstra, December 2008, p. 30.

%8 Ovum, ULLS benchmarking review, 26 February 2009, p. 3.

3% Ingenious, Report for Telstra, December 2008, pp. 30-31.

10 Ovum, ULLS benchmarking review, 26 February 2009, p. 9.

¥ Ovum, ULLS benchmarking review, 26 February 2009, Figure 2.5, p. 9.
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6. Pricing structure

While PPP captures some differences between countries, the pricing structure, the
structure of the telecommunications industry and the level of competition prevailing
in a country may affect ULLS benchmarking.

Ingenious submit that upfront connection charges are also relevant to benchmarking
ULLS charges and suggests that a 'whole of life' (WOL) approach—where both an
initial connection charge and *... (say) three years of rental charges’—should be taken
to benchmarking a mix of ULLS charges.**? It submits that the Australian connection
charge is low relative to those of the European comparators; therefore, using the WOL
approach would serve to significantly reduce the disparity between Telstra’s proposed
charge and the charges in the sample countries.'®

The ACCC notes, however, that Ingenious has not provided the results of a WOL
analysis. To test Ingenious' claim, the ACCC carried out its own analysis using the
method proposed by Ingenious, and found the WOL method increased the sample
countries” ULLS charges by a small degree. The analysis is illustrated in figure 3.

Figure 3: Comparison of ‘whole of life’ ULL charges between Australia and the
comparator set
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Source: Base data from Commission of the European Committees, Progress Report on the Single
European Electronic Communications Market 2007, p. 106.

Notes: Whole of life = once-off connection charge + (monthly charge x 36)
The WOL charge is based on Ingenious' comment that the WOL also included "..say three
years of rental charges."

42 Ingenious, Report for Telstra, December 2008, p. 32.

143

Ingenious, Report for Telstra, December 2008, pp. 32-33.
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The source data did not include ULL connection or monthly charge data for Norway, and thus
the ACCC was unable to include this country in its analysis. The exchange rate used to
convert all figures to EUR may have changed since the European report was published. The
EUR to AUD exchange rate on 27 January 2009 was used in the ACCC’s analysis. Australia’s
‘whole of life’ charge is calculated using Telstra’s proposed ULL charge of $30 and a ULL
connection charge of $52.80 (Connection charge obtained from ACCC, Unconditioned Local
Loop Service Access Dispute between Telstra Corporation Ltd and Chime Communications
Pty Ltd, November 2005, Schedule 2.)

This analysis indicates that Telstra’s Proposed Monthly Charge remains the highest of
all the countries benchmarked, with the exception of Ireland. The ACCC therefore
notes that using the WOL method proposed by Ingenious produces similar results as
when monthly ULLS charges are directly compared.

The ACCC notes Ovum’s views in relation to upfront charges having different
purposes, and thus being subject to different variability, compared to monthly
charges. The ACCC also notes Ovum’s views concerning Telstra’s inclusion of
running costs rather than one-off charges in its TEA model.**

The ACCC notes Ovum uses two methods to compare general pricing structure and
its effect on the ULLS charge:

= comparing the ULLS charge with the lowest monthly retail price charged by
the incumbent and competitors, as the ULLS is used by a competitor of the
incumbent to provide internet access (ADSL) and telephony; and

= comparing the monthly ULLS charge with general retail price level for
internet access. This method relies on the calculation of a ULLS margin factor
(generally less than 1) for the comparison. Ovum contends that if the margin
factor is low, then there is scope for competitors to provide their own retail
services, and if it is high then there is little room for competition.**

Under the first method, the Proposed Monthly Charge would push the ‘Australia
(current)’ data point upwards and to the right in Figure 4. The Proposed Monthly
Charge is greater than any of the ULLS charges shown.

144 Ovum, ULLS benchmarking review, 26 February 2009, p. 10.
145 Ovum, ULLS benchmarking review, 26 February 2009, pp. 11-12.
46 Ovum, ULLS benchmarking review, 26 February 2009, Figure 2.6, pp. 10-11.
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Figure 4: Monthly ULLS Charge compared with Lowest Monthly Price per Mb/s
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Source: Ovum, ULLS International Benchmarking Advisory Note, 26 February 2009, p. 11

Under the second method, as illustrated in Figure 5, the Proposed Monthly Charge
would put upward pressure on the retail prices offered by alternative operators in the

Australian market.

Figure 5: ULLS Margin Factor compared with Monthly ULLS Charge (October
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The ACCC considers that Ovum's results suggest that, in a comparison of margin
factors, both the current Band 2 ULLS monthly charge and Ovum’s current band
weighted charge are consistent with international experience. An increase in ULLS
charges to Telstra’s Proposed Monthly Charge would raise the margin factor
substantially (assuming retail prices remained unchanged), suggesting that Telstra’s
Proposed Monthly Charge would represent a significant divergence from this overseas
benchmark data.

Other methodological issues for consideration in international benchmarking
Comparator set

The ACCC notes Ingenious' comment that the comparator set used is critical, and that
the ACCC should make clear why a particular subset of countries is used as a
comparator, something that it has not done previously.**

Optus submits that the countries included in the analysis are comparable to Australia
because they are similar with regard to the state of market, socio-economic factors
and regulatory environment. Optus provide further discussion on each of these issues
against each comparator county.**

The ACCC notes that the comparator set it used in the 2008 Draft Decision was based
on data availability. The ACCC notes that Ovum, for its benchmarking exercise in
this Final Decision, primarily based its selection of comparator countries on those
countries used by the ACCC in its Draft Decision, for consistency reasons. In addition
to those counties selected in the benchmarking exercise in the Draft Decision, Ovum
have also included Canada due to similarities with Australia in terms of local loop
length and population density. The ACCC considers this sufficient reasoning for using
the comparator set especially as comparable country information is not easily
available.

Timing and exchange rate issues

The ACCC notes Ingenious' comments about variability in the PPP and exchange
rates and issues with converting currency. For instance, Ingenious submits that some
European rates are promulgated in the local currency requiring a two-step conversion
to Australian dollars. Ingenious notes that the rates used in the conversion have not
been specified.** Ingenious also state that PPP rates are inherently less volatile than
standard exchange rates, but may still move materially over time.**®

The ACCC notes that the rates used in the conversion were provided to Telstra on 20
March 2009, and are available on the ACCC website. These rates were also used by
Ovum. The ACCC agrees that it is important to take variability in the PPP and
exchange rate into account in a conversion exercise and that any conversion exercise

¥ Ingenious, Report for Telstra, December 2008, p. 6.
148 Optus, Response to the ACCC’s Draft Decision, Appendix B, December 2008, pp. 2-14.

% Ingenious, Report for Telstra, December 2008, p. 10.

150

Ingenious, Report for Telstra, December 2008, pp. 10-13.
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is not likely to be precise. The ACCC notes that this is precisely the reason for the
ACCC viewing the results of international benchmarking as only one factor in
determining whether the Proposed Monthly Charge reflects the efficient costs of
providing the ULLS.

7.4.4 Conclusion

The ACCC notes Telstra’s and Ingenious’ submissions regarding the need to take
account of similarities and differences between countries in a benchmarking exercise.
The ACCC notes that consideration of such factors is relevant to an international
benchmarking exercise that produces useful information. The ACCC also considers
that of importance is whether a number of these factors can be quantifiable in a robust
manner so that useful comparisons can be made. In this regard, the ACCC observes
that Ingenious, on a number of occasions, made assertions about the relevance of
particular factors without providing any evidence to indicate the materiality of these
factors in a benchmarking exercise.*

The ACCC notes that Telstra's submission of 8 April 2009 states that there are several
errors in Ovum’s international benchmarking - that Ovum has understated the current
weighted average monthly ULLS charges over all bands; overstating the proposed
charges applied in the benchmarking and did not take account of each country’s once-
off ULLS connection charges. It considers that, once these errors are corrected for,
Ovum's benchmarking results reveal that the proposed ULLS price is comparable to
charges overseas.* Telstra also submits that Ovum has factored in only a subset of
the relevant cost drivers.

The ACCC does not agree that Ovum has underestimated the current weighted
average monthly ULLS charge. In fact, the ACCC considers that Ovum's estimate is
conservative as the weight it uses is based on the number of ULLS lines, when the
number of SIOs would have been a better approximation. Applying the number of
SIOs would have increased the current and proposed weighted average ULLS charge.
The ACCC also notes that once-off connection charges were considered in the context
of the 'whole-of-life' analysis which was proposed by Ingenious. The ACCC also
considers that where Ovum was not able to take account of certain factors, it provided
valid reasoning, for the absence of such factors in the benchmarking exercise. The AC
C reiterates that it considers the results of Ovum's benchmarking exercise as
providing a preliminary indication of whether the Proposed Monthly Charge requires
further scrutiny.

In summary, the ACCC considers that after taking into account submissions and
Ovum’s international comparisons, the ACCC considers results from comparing the
ULLS price in Australia with international countries as a useful source of information
in assessing the 2008 Undertaking. The ACCC considers that results from the

151 For example: Negotiation element of regulation - Ingenious, Report for Telstra, December 2008,

p.14; and Pricing structure: Ingenious, Report for Telstra, December 2008, pp.32-33.

152 Telstra, Telstra’s ordinary Access Undertaking for the Unconditioned Local Loop Service-

Response to Ovum Advisory Notes, 8 April 2009, p.8, paragraph 37.

153 Telstra, Telstra’s ordinary Access Undertaking for the Unconditioned Local Loop Service-

Response to Ovum Advisory Notes, 8 April 2009, p.8, paragraph 38.
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international benchmarking exercise - where the $30 charge is significantly higher
compared to the price of similar unbundled local loop services in other countries -
provides support for its conclusion that the Proposed Monthly Charge of $30 does not
reflect the efficient costs of supplying the ULLS.

7.5 Trends in ULLS prices and uptake

This section provides background on the trends in Telstra's proposed ULLS monthly
charges and the ULLS indicative prices overtime; and how the Proposed Monthly
Charge is positioned within this trend. The growth in ULLS uptake is also discussed.

In response to the 2008 Draft Decision, Optus submits that trends in the indicative
ULLS price may be regarded as a key factor influencing access seeker expectations of
the ULLS price.” As part of its submission, Optus submitted data and information on
trends in ULLS pricing. Optus also submits that Telstra’s proposed substantial and
rapid increase in the ULLS charge would deter investment in the ULLS-based
infrastructure. Optus considers a stable ULLS price is conducive to such
investments.**

Following the Draft Decision, the ACCC has further analysed the trend in Telstra's
proposed undertaking prices for the ULLS, the ULLS indicative prices and ULLS
uptake.**

Table 2 sets out Band 2 ULLS indicative prices, Telstra's proposed Band 2 ULLS
undertaking prices over time, and the growth in Band 2 and all band ULLS uptake
overtime. Figure 6 graphically depicts this information. The ACCC considers that as
the majority of ULLS uptake is in Band 2 ESAs, where data is not available in
relation to uptake in this band, ULLS uptake data for all bands serves as a reasonable
approximation.

154 Optus, Response to the ACCC’s Draft Decision, December 2008, p. 49.
%5 Optus, Response to the ACCC’s Draft Decision, December 2008, p. 43.

1% ACCC, Pricing of Unconditioned Local Loop Services, March 2002; ACCC, Unconditioned Local
Loop Services Final Pricing Principles, November 2007; ACCC, Unconditioned Local Loop
Service Pricing Principles and Indicative Prices, June 2008.
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Table 2 Band 2 ULLS prices, and ULLS SIO uptake
Band 2 All Bands
Telstra ULLS Final Annual Band 2 SIO growth Annual TLS
proposed indicative arbitrated ULLSSIO asa%ofall bands | Annual ULLS Retail DSL
prices prices prices growth SIO Growth SIO Growth!  Growth?
Dec-01 $63 $35
Dec-02 $63 $35
Dec-03° $22° $22°
Dec-04° $22 $22’
Dec-05° $30° $12.30 $12.30 209.70% 107.61%
Dec-06 $30%° $13.70 $13.70 98.78% 46.90%
Dec-07 $30™ $14.30 $14.30 134.48% 13.93%
Dec-08" $30 $16 61.54% 95.83% 59.76% 0.03%
average annual growth 61.54% 125.68% 42.12%
Sources:

ACCC analysis of Telstra’s Customer Access Network Record Keeping and Reporting Rules (2008)
ACCC, Final Pricing Principals for the Unconditioned Local Loop Service Amendment Determination

200

8 (No.1)

ACCC, Pricing of unconditioned local loop services final report-2002
ACCC, Price model terms and conditions Final Determination-October 2003
UBS, Australian Telecommunications Tracker

Telstra, Annual Report, 2006 to 2008

Not
1

2
3

10
11
12

es:
Telstra CANRKR -December 2008

Telstra CANRKR — December 2008

November 2003, Telstra withdrew its January 2003 Undertaking proposing a Band 2 ULLS price
of $40. Telstra submitted a new Undertaking with a proposed Band 2 price of $22.

The $22 price can be considered Telstra’s proposed average Band 2 ULLS price as the November
2003 Undertaking specified an adjustment mechanism for Telstra’s proposed price. For ULLS
demands above a certain threshold, increasing amounts of discount would be applied to the $22
price as demands increase. For ULLS demands below a certain threshold, increasing amounts of
premium would be applied to the $22 price as demands decrease.

The $22 price is inclusive of ULLS specific charges of $10

December 2004, Telstra withdrew its November 2003 Undertaking and replaced it with a new
Undertaking with a Band 2 access price of $22-the withdrawn Undertaking is not included in the
calculation of the Telstra proposed price’s trend line

The $22 price is inclusive of ULLS specific charges of $10

From Dec-05 onwards, the ULLS indicative price excludes ULLS-specific charges. Earlier
indicative prices include ULLS specific charges

Average proposed ULLS access price for all bands

Average proposed ULLS access price for all bands

Average proposed ULLS access price for all bands

March 2008, Telstra withdrew its December 2007 Undertaking and replaced it with a new
Undertaking with a Band 2 access price of $30- the withdrawn Undertaking is not included in the
calculation of the Telstra proposed price’s trend line
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Figure 6 ULLS price trends and ULLS SIO uptake
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A number of observations can be made from Table 2 and Figure 6:

= Between 2001 and 2008, the ULLS indicative price displays an overall
downward trend. however the following observations need to be considered:

during 2002-03, the ACCC’s indicative ULLS price falls from $35 to
$22. The $22 price includes a ULLS-specific charge of $10. During
this period, there was a switch to the PIE Il model that Telstra
submitted as part of its ULLS Undertaking in 2003-04. The ACCC
further notes that the model which the $35 charge was based on - the
NERA model — was deemed inadequate by the ACCC* and the
Australian Competition Tribunal.**®

during 2004-2005, the indicative price fell from $22.00-$12.30 due to
a re-evaluation of how ULLS specific costs were allocated. The ACCC
was particularly conservative before this time in relation to specific
costs allocation and it allowed for $10 of ULLS specific costs in the
$22 indicative price.** However in the December 2005 Final Decision,
a new method, whereby ULLS-specific costs were allocated to a

157

158

159
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Australian Competition Tribunal, Re Telstra Corporations Ltd (No3)[2007] ACompT 3, 17 May
2007, paragraph 376

Ibid, paragraph 377.

ACCC, Final Determination for model price terms and conditions of the PSTN, ULLS and LCS
services, October 2003, p. 84.



broader customer base, was adopted because it was consistent with the
regulatory criteria.*® The ACCC also notes that annual ULLS and LSS
specific costs constituted less than 0.05 per cent of Telstra’s annual
revenue.* Accordingly, the ULLS-specific charge was removed from
the ACCC’s indicative Band 2 ULLS price. The ACCC notes that this
decision has been vindicated by the Australian Competition Tribunal
on two occasions;. 2

- since 2005-06 the indicative price exhibits an upward trend. The $3.70
increase to the indicative price from 2005 to 2008 is due to inflation
and rising input costs.

= The ACCC notes the fall overtime in the ULLS indicative price (despite small
increases from June 2006 onwards) correlates with growing ULLS uptake in
all bands and slowing growth in Telstra retail DSL lines;

= Asthe ACCC’s indicative price has steadied, ULLS uptake for all bands has
seen positive growth since June 2005 with an average annual growth of 125.68
per cent. At the same time, Telstra’s retail DSL lines saw slowing growth from
2005 to 2008 (annual growth of 107.61 per cent, 46.90 per cent, 13.93 per cent
and 0.03 per cent for each period between 2005 and 2008)

=  While ULLS uptake in all bands has increased by, on average, 125.68 per cent
Telstra retail DSL increased by 42.12 per cent annually from December 2005;

= Telstra’s proposed Band 2 monthly charge of $22 during 2004 to 2005 is
significantly lower than its proposed price of $30 in its 2008 Undertaking; and

= Telstra submits the proposed Band 2 ULLS monthly charge can be increased
to $46.54 after the term of the 2008 Undertaking has expired. This is higher
than previous proposed undertaking prices of $40 in 2003 and $30 during
2005 to 2007.

The ACCC notes and agrees with Optus’ view that a stable ULLS price is conducive
to investment in the ULLS. The ULLS price is an important factor in encouraging
new investment in, and further augmentation to the ULLS-based network, as access
seekers incur this cost when delivering broadband/DSL and voice services to end-
users, using their own infrastructure. In particular, any further increases as suggested
by Telstra to an eventual ULLS price level of $46.54 is likely to have a significant
detrimental effect on the uptake of ULLS.

160 ACCC, Assessment of Telstra’s ULLS and LSS month charge undertakings-Final Decision,
December 2005, p. 28.

ACCC, Assessment of Telstra’s ULLS and LSS month charge undertakings-Final Decision,
December 2005, p. 29.

162 Australian Competition Tribunal, Re Telstra Corporations Ltd (No3) [2007] ACompT 3, 17 May
2007, paragraph 396-404; Australian Competition Tribunal, Re Telstra Corporation Limited (ACN
051 775 556) [2006] ACompT 4, 2 June 2006, paragraph 150.
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7.6 Results from the Analysys cost model

The ACCC commissioned Analysys Mason Ltd to produce a cost model of the
Australian fixed network (“Analysys cost model”). The Analysys cost model uses a
bottom-up network building approach, preserving only the RAU locations from the
current network, to estimate prices for a range of services, including ULLS, across all
bands.

The Analysys model was released for consultation in December 2008 for 14 weeks.
The consultation process has closed and the model is being finalised.

The ACCC received a number of submissions in relation to the results on the
Analysys cost model as part of the 2008 Undertaking assessment process.

Adam et al submit that the Analysys model released by the ACCC is likely to produce
unbiased results as it is truly independent.*®*® They acknowledge that the Analysys
model is in the early stages of public scrutiny, but note that the Analysys cost model
estimates a price less than half that proposed by Telstra in the 2008 Undertaking,
which makes the unreasonableness of Telstra’s proposed $30 price clear.'*

Similarly, Optus argues that the Analysys cost model’s Band 2 ULLS estimate of
$14.74 for 2008 casts doubt over the credibility of the estimates produced by the TEA
model.** Optus submits that the Analysys cost model provides a relevant benchmark
for the TEA model.*®

Adam et al submit that the Analysys cost model provides firm support for the
proposition that the TEA model costs assumptions would lead to an over-estimation
of the costs of providing the ULLS. They observe that, though the Analysys cost
model is still in its early stages of public discussion and scrutiny, the disparity
between the 2008 ULLS Band 2 cost of $14.74 estimated by version 1 of the
Analysys cost model, and Telstra’s $30 proposal is so vast that the unreasonableness
of Telstra’s undertaking is abundantly clear. Further, the Proposed Monthly Charge is
more than twice the Band 2 charge estimated by the Analysys cost model for
Australian fixed network services.*

Telstra also submit in its Measure of TEA Model Efficiency: ULLS Band 2 - version 2
provides a comparison of some of the quantities of network equipment between TEA
model and the Analysys cost model.*®

In response to these comments, the ACCC notes that the Analysys cost model is not
intended to be a benchmark for the TEA model. The ACCC considers that the

163 Adam et al, Response to the ACCC’s Draft Decision, 23 December 2008, p. 6.

164 Adam et al, Response to the ACCC’s Draft Decision, 23 December 2008, pp. 6 — 7.

165 Optus, Response to the ACCC’s Draft Decision, 23 December 2008, pp. 41 — 42.

168 Optus, Response to the ACCC’s Draft Decision, 23 December 2008, p. 41.

167 Adam et al, Response to the ACCC’s Draft Decision, 23 December 2008, pp. 6-7.

168 Telstra, Measure of TEA Model Efficiency: ULLS Band 2 - version 2, 9 March 2009, p. 6.
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Analysys cost model provides estimates for regulated fixed network services under
particular modelling assumptions. The ACCC considers that the Analysys cost model
estimates are efficient and forward-looking.

The ACCC regards the Analysys cost model as demonstrating one way that efficient
and forward looking estimates based on TSLRIC+ can be derived. These monthly
charge estimates for the ULLS in Bands 1 and 2 are provided in the table below. As
noted previously, the ACCC considers that there are different ways of implementing
TSLRIC+ but not all of these will necessarily satisfy the legislative criteria. Further,
other pricing approaches used to estimate the cost of providing the ULLS, may satisfy
the legislative criteria.

Table 3 Analysys cost model monthly charge estimates

Version 1.2 of the Analysys cost model: ULLS monthly charge

estimates ®

2007 2008 2009 2010 2011 2012
Band1 |2.60 2.60 2.61 2.62 2.63 2.63
Band 2 | 14.53 14.61 14.67 14.73 14.80 14.87

Source: ACCC, Analysys cost model for Australian fixed network services, December 2008, p. 48.
Notes: a. ULLS monthly charge estimates do not include the ULLS specific charge. Applies a
pre-tax WACC: 8.88 per cent, post-tax WACC: 7.88 per cent

The ACCC considers that the results from the Analysys cost model can be used to
provide a preliminary check on other model estimates. Any large disparities between
the Analysys cost model estimates and other model estimates may suggest further
investigation into the other models underlying assumptions and parameter values is
required. With this in the mind, the ACCC notes the significant difference between
the Analysys cost model version 1.2 estimate of $17-$18 (includes $2.45 for the
ULLS specific charge)** and the Proposed Monthly Charge of $30.

The ACCC notes whilst the Analysys cost model consultation process has closed, the
model may undergo modifications before being finalised. Furthermore, as was
indicated in the ACCC’s discussion paper on the model, the default values with which
the Analysys model is populated are default values selected by Analysys, and do not
necessarily reflect the ACCC’s preferred values.*® As a result, the ACCC considers
that, whilst the Analysys model is a relevant source of information, less weight can be
placed on estimates from the Analysys model until its finalisation, than on other
sources of information for the purposes of assessing whether the price term in the
2008 Undertaking reflects the efficient cost of supplying the ULLS.

189 Note that the inclusion of $2.45 does not indicate that the ACCC accepts that $2.45 is a reasonable
price for the ULLS specific charge, and its inclusion here is for illustrative purposes only.

0 ACCC, Analysys Cost Model Discussion Paper, December 2008, p. 8.
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8 Does the 2008 Undertaking satisfy the legislative
criteria?

Paragraph 152BV(2)(d) of the TPA provides that the ACCC must not accept an
undertaking unless the ACCC is satisfied that the terms and conditions specified in
the undertaking are reasonable.

When assessing the 2008 Undertaking, the ACCC must have regard to both the object
of the Part XIC telecommunications access regime as set out in section 152AB of the
TPA and, more specifically, in determining whether the particular terms and
conditions of the 2008 Undertaking are reasonable, it must have regard to the range of
matters set out in subsection 152AH(1) of the TPA.

Subsection 152AB(1) of the TPA stipulates the object of the Part XIC
telecommunications access regime is to promote the LTIE. In determining whether a
particular thing promotes the LTIE, the ACCC must have regard to the extent to
which it is likely to result in the achievement of the following objectives:

= promoting competition in markets for telecommunications services;

= achieving any-to-any connectivity in relation to carriage services that involve
communication between end-users; and

= encouraging the economically efficient use of, and the economically efficient
investment in, the infrastructure by which telecommunications services are
supplied, or are likely to become capable of being supplied.*™

In addition, subsection 152AH(1) of the TPA requires the ACCC to assess whether
the particular terms and conditions of the 2008 Undertaking are reasonable having
regard to the following criteria:

= whether the terms and conditions promote the LTIE of carriage services or of
services supplied by means of carriage services;

= the legitimate business interests of Telstra, and its investment in facilities used to
supply the declared service;

= the interests of persons who have rights to use the declared service;
= the direct costs of providing access to the declared service;

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

= the economically efficient operation of a carriage service, a telecommunications
network or a facility.

L Trade Practices Act 1974 (Cth), subsection 152AB(2).
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In addition, the ACCC may consider any other relevant matter.*

8.1 Promoting competition in markets for telecommunications
services

In determining the extent to which the 2008 Undertaking will promote competition in
markets for telecommunications services, the TPA obliges the ACCC to have regard
to the extent to which the 2008 Undertaking will remove obstacles to end-users of
telecommunications services.*” However, the ACCC is not limited to this and may
consider other matters in determining whether the 2008 Undertaking will achieve the
promotion of competition in markets for telecommunications services.*"

In its Draft Decision, the ACCC considered that Telstra's implementation of
TSLRIC+ was not able to support a conclusion that the Proposed Monthly Charge
reflected the efficient and forward-looking costs of providing the ULLS. The ACCC
also noted that the 2008 Undertaking does not provide certainty to access seekers,
potentially affecting their ability to compete in telecommunications markets. In
particular, the ACCC noted that the 2008 Undertaking does not include all the
relevant costs in the monthly charge. Accordingly, access seekers will still need to
negotiate with Telstra on other aspects of the monthly charge, which creates
uncertainty in the market, thereby potentially affecting the ability of access seekers to
compete and reducing the incentives for entry.*”

8.1.1 Submissions

Telstra submits that the price of the ULLS can be a factor that determines whether
some end users face obstacles to gaining access to listed services. In particular,
Telstra submits that the ACCC is interpreting this criterion as requiring below
TSLRIC+ or below cost pricing of the ULLS. In particular, Telstra submits that:

...there can be no justification for relying on the promotion of competition criterion to force
prices (or obstacles to end-users more generally) below the level that market conditions would
otherwise provide for were the supply of services competitive.'

Further, Telstra states:

... Therefore, if ULLS prices are currently below the TSLRIC+ of an efficient new entrant,
which is currently the case, then increasing prices closer to cost will promote competition.*”

72 Section 152AH does not use the expression “any other relevant matter”. Rather, subsection
152AH(2) states that the matters listed in subsection 152AH(1) do not limit the matters to which
the ACCC may have regard. Thus, the ACCC may consider any other relevant matter.

% Trade Practices Act 1974 (Cth), subsection 152AB(4).

7 Trade Practices Act 1974 (Cth), subsection 152AB(5).

%5 ACCC, 2008 ACCC Draft Decision, November 2008, pp. 48-49.

176 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 31.
7 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 32.
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Telstra considers that pricing below the level of a new entrant’s cost will, in the long
run, prevent any entry in the supply of ULLS because a strict prerequisite for entry is
the expectation of financial capital maintenance.’® Telstra also submits that pricing
below an efficient entrant’s cost will reduce the level of entry and competition by
substitutable networks that are a primary source of competition for the incumbent’s
fixed line CAN based services in other parts of the world (e.g. cable networks in the
United States).*” Telstra submits that preventing investment in substitutable networks
creates obstacles to end-users gaining access to a range of choices that they would
otherwise have, resulting from the availability of alternative networks and services
delivered on those alternative networks. Telstra provides a description of the range of
alternative access-based infrastructure networks in Band 2. **®

In contrast, Optus submits that reasonable pricing of the ULLS in recent years has
improved competition. In particular, Optus submits that there has been significant
roll-out out of DSLAM-based networks to date. It considers that the proposed
increase in the ULLS charge risks reversing these gains.*

Optus also considers that the proposed increase in the ULLS charge to $30 would not
result in lower prices for consumers and would not facilitate the displacement of
inefficient suppliers by efficient suppliers. Rather, access seekers would be forced to
pay the $30 access charge to Telstra and this charge would largely be passed on to
end-users. Optus considers that Telstra’s retail unit, which does not face the $30
access charge, would be able to displace access seekers from the market by charging
lower prices than Optus is able to charge.

Optus observes that Telstra has made significant margins on its fixed line service. It
indicates that this is in contrast with the tighter resale margins available to access
seekers which have been progressively squeezed by increases in resale wholesale
prices with no corresponding change in retail prices.®

Telstra argues that access seekers currently in the market will continue to earn
substantial margins at a Band 2 ULLS price of $30 and will not, therefore, exit the
market. It provides financial analysis of Optus and Adam Internet et al’s data showing
that at a $30 ULLS price in Band 2, such access seekers will earn EBIT margins of
40.62 per cent and 46.75 per cent, respectively, from services supplied using the
ULLS. According to Telstra’s analysis, further entry will be profitable.*®

In response to Telstra's financial analysis, Optus submits that Telstra’s projections are
based on outdated financial reports and that the capital expenditure costs, ARPU and

78 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 31.
7% Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 31.
180 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 31.
181 Optus, Response to the ACCC’s Draft Decision, 8 December 2008, p. 51.
182 Optus, Response to the ACCC’s Draft Decision, 8 December 2008, p. 57.
18 Optus, Response to the ACCC’s Draft Decision, 8 December 2008, p. 53.
184 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 32.
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monthly costs included in Telstra’s submission are from a June 2006 presentation.
Optus submits that the presentation outlined gross margin improvements unrelated to
the resale of ULLS. Optus considers that Telstra has provided an overestimated
EBITDA that does not account for all of Optus’ costs associated with utilising the
ULLS.*

Adam Internet et al also respond to Telstra's financial analysis, submitting that
Telstra’s projection of its EBIT includes data that is unrelated to the provision of
ULLS, such as LSS based services.**® Adam Internet et al further submits that Telstra
has assumed Adam Internet et al’s entire customer base uses bundled telephony and
broadband products, and have simply aggregated the ARPU for both products across
all services to form a revenue figure. Adam Internet et al consider that by correcting
these two errors alone, it’s weighted gross margin on ULL based services is about half
of Telstra’s weighted EBITDA estimates.**

In response to Optus and Adam Internet et al’s submissions on profitability analysis,
Telstra submits that Optus and Adam Internet et al have not supported their arguments
with evidence or provided an alternative way to calculate margins. Further, to the
extent that information has been provided, Telstra has not had the opportunity to
analyse this information given the confidentiality claims placed over it.*

Telstra considers that the TEA model, as constructed and populated with Telstra’s
inputs, produces costs equivalent to those an efficient new entrant would face.*® It
considers that the TEA model does calculate the efficient forward-looking costs of
supplying the ULLS, and therefore considers that the ACCC is incorrect in
concluding that Telstra's Undertaking does not promote competition.**

Telstra also appears to indicate that the 2008 Undertaking encompasses all elements
of the monthly charge. In particular, Telstra states that:

Telstra’s Undertaking encompasses all elements of the ULLS monthly charge. The costs
associated with the monthly charge in Telstra’s Undertaking are ULLS network costs and
ULLS specific costs. Most attention to Telstra’s Undertaking has been given to Telstra’s
estimate of ULLS network costs, since this, on its own, supports a $30 ULLS price. Given
this, and for the purpose of limiting the scope of debate around Telstra’s Undertaking, Telstra
is willing to accept the ACCC’s $2.45 cost estimate for ULLS specific costs set out in its 2008
ULLS pricing principles. **

185 Optus, Optus Supplementary Submission to the Telstra ULLS Undertaking (2008-2010): A
response to the ACCC's request for further information on Optus' ULLS margins, February 2009,
p. 2.

18 jiNet, Further submission from iiNet, 2 February 2009.

187 jiNet, Further submission from iiNet, 2 February 2009.

188 Telstra, Response to Optus and iiNet Submissions on Profitability Analysis, 11 March 2009, p. 1.
18 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 32.
19 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 33.

91 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 33.
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Telstra acknowledges that the 2008 Undertaking relates only to network costs, and
submits that this does not prevent the ACCC accepting the 2008 Undertaking.*2

Network Strategies in a report commissioned by Optus, submits that a correct
TSLRIC calculation requires all costs specific to the ULLS to be included.**® In
addition, Optus submits that in order to achieve certainty, access seekers need to
know the full monthly charge. Optus therefore believes that all parts of the ULLS
charge should be submitted as part of the 2008 Undertaking and that the ACCC
should not consider part of the whole charge.**

8.1.2 ACCC view

In determining the effect of the Proposed Monthly Charge, the ACCC has had regard
to what markets the ULLS is used in as an input.

Relevant market(s)

The ACCC notes that the ULLS is an input in the provision of a range of services,
including fixed-line voice services (such as the provision of line rental, local call and
long distance call services) and high-speed xDSL broadband services. As such in
assessing whether particular terms and conditions will promote competition in the
supply of the ULLS, the ACCC has identified the following relevant markets:

= the wholesale market for the provision of broadband/DSL and voice services.

Competitors rent the ULLS from Telstra and combine it with their own or
others’ infrastructure and/or build alternative access infrastructure-based
(stand-alone networks) to compete with Telstra’s CAN.

= the retail market for the provision of broadband/DSL and voice services.

Regulated wholesale services—the LCS and WLR—can be bought from
Telstra and resold to retail customers. Competitors to Telstra may also supply
retail services via their own wholesale operation - through their own
ULLS-based or alternative access infrastructure-based networks.

The rest of this section details the reasoning as to why the ACCC considers that the
Proposed Monthly Charge will not promote competition in the broadband/DSL and
voice services markets. In particular, the section makes the following main points:

= Telstra is likely to over recover the costs of providing the ULLS with a $30
charge. Therefore, at a $30 charge, efficient providers of broadband/DSL and
voice services would not face equivalent wholesaling costs and are not able to
compete on their respective merits downstream;

%2 Telstra, Response to the ACCC’s Draft Decision, 12 August 2008, p. 10.
1% Network Strategies, Report for Optus, 5 September 2008, p. 66.
194 Optus, Response to the ACCC’s Draft Decision, August 2008, p. 33.

88



= aProposed Monthly Charge that increases the wholesale provisioning costs for
efficient access seekers using the ULLS will diminish these competitors'
ability and incentive to compete; and

= when modelling the efficient costs of providing the ULLS, the access provider
should be assumed as the 'hypothetical operator' as estimates based on this
assumption promotes competition in related markets.

These points are discussed, in turn, below.

What ULLS charge would allow Telstra to recover the costs of providing the ULLS?

The analysis below is used to determine whether Telstra would recover its costs of
providing the ULLS with a $30 charge.

Table 4 below provides a measure of the direct costs based upon cost data that Telstra
supplied in its RAF for 2006/07 and 2007/08 regarding its CAN. The cost measure is
broken down into CAN costs (operating expenses and depreciation) and cost of
capital (i.e. a normal return on capital employed).

Table 4 2006-07 and 2007-08 CAN costs reported in RAF [begin c-i-c]
]

[end c-i-c]

The ACCC notes Telstra's submission that ULLS specific costs and organisational
level costs should be included when estimating the direct cost of providing the
ULLS.*®

The ACCC has conservatively assumed ULLS specific costs of $2.45 per month,®
and organisational costs as a 20 per cent mark-up over network costs.

Hence, the average monthly charge for 2006/07 and 2007/08 necessary to recover the
direct costs of the customer access network across all areas — which will exceed the
amount necessary to recover costs in Band 2 areas — is likely to be in the order of:

2006/07 [begin c-i-c] ||| G (e c-ic]
[begin c-i-c) I (= c-i-<]

1% Telstra, letter to ACCC, 17 February 2009.
1% ACCC, 2008 ACCC pricing principles, June 2008, p. 18.
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2007/08: [begin c-i-c] ||| G (c c-i-c]
(begin c-i-c] | (crc c-i-c]

Notes:
a. does not adjust for productivity improvements or other changes reasonably expected.

b. assumes that monthly access charges are the only source of revenues from which to recover
these costs, when other sources of revenue will likely be available.

c. Telstra has reported that the number of access lines across all bands is [begin c-i-c] ||jl}
[end c-i-c].

Even with the additions of ULLS specific costs and organisational level costs, the
2006/07 and 2007/08 average monthly charge necessary to recover the direct costs of
the customer access network across all areas is significantly lower than the Proposed
Monthly Charge. This indicates that the Proposed Monthly Charge of $30 will allow
Telstra to over recover the direct costs of providing the ULLS, and that it could
recover these costs under a lower monthly charge.

The ACCC therefore considers that efficient access seekers using the ULLS will have
difficulties competing with Telstra as the cost of a necessary input facing industry
operators is not equivalent to what is faced by the incumbent.

Will an access price that permits an access seeker to recover their costs, regardless
of whether the access price is set at an efficient level, promote competition in
related markets?

The ACCC notes the inconsistency in Telstra’s argument — on the one hand, Telstra
appear to be arguing that access prices should be cost based, but at the same time, it
argues that the $30 charge will still keep access seeker’s competing in the market as
they are earning positive margins, suggesting that the $30 is not cost-based.

Telstra appears to argue that prices should be set up to a level that will keep access
seekers in the market, so a $30 ULLS charge will still allow access seekers to achieve
a profitable outcome.

The ACCC notes that it is not sufficient to simply have access prices set at a level that
allows access seekers to maintain their existence in the relevant market. For
competition to be promoted, the ACCC considers that the access price should be set at
a level that ensures:

1. all downstream firms face the same price for interconnection (‘equal
access cost'); and

2. the interconnection price for all downstream firms is set to reflect the true cost
of the access service (‘'setting the access price at an efficient level). The ACCC
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interprets the 'true cost' as the efficient cost, given that setting prices at such
level sends the signals to efficiently build or buy.*’

The first condition of an 'equal access costs' recognises that competitors facing a
higher wholesaling cost will face a competitive disadvantage when competing for
customers in downstream markets. For the competitor facing higher access costs, this
is likely to reduce its incentives to compete for customers since more of the
competing firm’s profits will be taken up by the purchase of access. In this regard, the
ACCC notes Optus’ concerns of potential price squeezing behaviour — that if the
Proposed Undertaking Charge was introduced, Telstra may reduce its retail prices for
broadband and voice services and because it faces a lower internal charge,
competitors will be unable to compete and may be squeezed out of the market. The
ACCC considers that competition is not promoted when the vertically integrated
incumbent has the ability to reduce downstream retail prices towards cost as it faces a
much lower wholesale price than access seekers who are facing a $30 charge.

The second condition recognises that an integrated carrier will set its retail prices in
part based on the true cost of access services it supplies to itself. The ACCC notes that
unless all other carriers explicitly face an access price equal to the efficient cost of
access, they will not compete on 'equal terms' with the integrated carrier. Satisfying
this condition means that efficient service providers face equivalence in wholesaling
costs so that they can compete on their respective merits downstream and keep any
efficiency gains from competing. This situation has been referred to as a ‘strong’
competitive neutrality scenario by William Tye.*® Strong competitive neutrality
manifests itself in the inability of firms controlling access to appropriate the efficiency
advantages of firms seeking interconnection.

The ACCC considers that competition is best promoted when both conditions are
satisfied as the competitive behaviour of downstream firms does not depend on the
presence or absence of vertical integration.

William Tye explains the notion of ‘competitive neutrality’ in the context of
regulating interconnection:

The basic notion of “competitive neutrality” is to define the terms of interconnection to purge
the emerging competitive regime of the legacy of the historical monopoly regime. An efficient
transition regime would then achieve effective competition through efficient entry and
provision of services.'®

He distinguishes between ‘weak’ and ‘strong’ competitive neutrality. Telstra’s
argument appears to support weak competitive neutrality, which seeks to set prices at
a level that keeps competitors in the market, regardless of their ability to provide
services efficiently or not.

197 Stephen P King, Joshua S Gans, When are regulated access prices competitively neutral? The case

of telecommunications in Australia, Australian Business Law Review, 2005, volume 32, issue 6,
pp. 407-41.
1% william B. Tye, Conference paper, July 25-26 2002.
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The ACCC is of the view that the Proposed Monthly Charge violates both conditions.
In particular, as set out above, the first condition of 'equal access cost' is not satisfied
because Telstra is able to recover its costs of providing the ULLS at much less than
$30 indicating that the Proposed Monthly Charge would not ensure equivalence in
wholesaling costs. Further, the second condition of 'setting the price at the efficient
level' is also not satisfied.

As noted in section 7, the ACCC is of the view that the Proposed Monthly Charge is
an overestimate of the efficient costs of providing the ULLS in the long run. In that
section, the ACCC noted that the Telstra's implementation of TSLRIC+, with its
modelling assumption inconsistency in applying the ‘hypothetical operator’, cannot be
relied on to support efficient and forward-looking costs. Further, when Telstra's
implementation of TSLRIC+ is populated with other input values, the resulting
estimate indicates that the Proposed Monthly Charge is significantly above the range
of estimates that would be considered reasonable. The ACCC also notes that
international benchmarking of unbundled local loop prices with the Proposed Monthly
Charge indicates that the $30 is significantly above other comparable countries. The
preliminary results from the Analysys cost model also suggest that the Proposed
Monthly Charge may lie outside the range of estimates that would be considered
efficient and forward-looking.

As the Proposed Monthly Charge does not meet both conditions the ACCC considers
should be satisfied to best promote competition, the ACCC does not consider that its
introduction will promote competition. In particular, the Proposed Monthly Charge
results in the asymmetric benefits accruing to the Telstra as the integrated carrier
relative to access seekers in the provision of DSL/broadband and voice services.

Effect on competition when competitors face a charge that does not reflect equal
access costs and is not set at an efficient level

The ACCC considers that there may be serious detrimental consequences to the
competitive process if efficient competitors are not facing the equivalent cost of
access to a necessary input as they are unable to keep any efficiency gains. As noted
above, this is likely to diminish access seekers' incentives to enter (including into new
service areas) the broadband/DSL and voice services market via ULLS usage
(including into new service areas). Also, those already with existing ULLS-based
networks may be deterred to invest in further ULLS uptake. Access seekers’
willingness to invest in further improvements in quality and ability to compete on
price is also likely to be affected. The reduction in competitive tension from partial
facilities-based competition puts at risk the benefits - such as lower prices, better
quality and more innovative services - that can accrue to end users.

The ACCC has serious concerns that the Proposed Monthly Charge will have a
significant detrimental effect on ULLS-based competition, especially as such partial
facilities-based competition has seen significant growth. [begin c-i-c]

20 UBS, Australian Telecommunication Industry Survey-Volume 5, March 2009
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[end c-i-c]

The ACCC also notes that DSL delivered over the ULLS continues to be the
dominant provisioning mechanism. In this regard, the ACCC would be concerned
about the effect that impediments to ULLS-based competition would have on the
competitive outcomes in broadband markets. As at June 2007, on average,
approximately 62 per cent of OECD broadband subscribers accessed the internet
using DSL technology with 29 per cent, on average, using cable technology. In
comparison to the OECD average, approximately 81 per cent of Australia's broadband
subscribers accessed the internet through DSL, while cable users only accounted for
15 per cent.*®

The ACCC also notes that there are significant barriers to entry facing competitors
who wish to deploy a ULLS-based network, which means any further impediments to
competition (such as in the form of an access price that distorts competitive
outcomes) would be of serious concern to the ACCC.

One particular barrier is the existence of capped exchanges. This represents an
impediment for new and existing access seekers seeking to acquire the ULLS. In a
fully capped or MDF capped exchange, access seekers are precluded from
interconnecting to Telstra's facilities for the purpose of acquiring the ULLS. Another
barrier is the delays resulting from the queuing process employed by Telstra in
exchanges where access seekers need to undertake works prior to installing their
equipment. This prevents access seekers from obtaining timely access to Telstra
exchange buildings, affecting their ability to compete effectively which may reduce
their incentives to continue to deploy ULLS-based infrastructure.

The ACCC considers that by deterring ULLS-based competition, the Proposed
Monthly Charge could lead competitors to rely on the resale of Telstra's products,
which results in less favourable competitive outcomes for end-users. Resellers do not
provide the degree of competitive constraint on Telstra’s vertically integrated business
as competitors with their own ULLS-based networks are less reliant on accessing

21 Figure derived from: UBS, Australian Telecommunication Industry Survey-Volume 5, March 2009;

ACCC, Telstra Customer Access Network Record Keeping and Reporting Rules - Section 151BU
Trade Practices Act 1974, September 2007.

202 ACCC, Telstra Customer Access Network Record Keeping and Reporting Rules - Section 151BU
Trade Practices Act 1974, September 2007.

23 ACCC, Telstra Customer Access Network Record Keeping and Reporting Rules - Section 151BU
Trade Practices Act 1974, September 2007.

ACCC, Telstra Customer Access Network Record Keeping and Reporting Rules - Section 151BU
Trade Practices Act 1974, September 2007.

25 OECD, ‘OECD broadband statistics to June 2007, available at
www.oecd.org/document/60/0,3343,en_2649 37441 39574076 _1 1 1 37441,00 html.
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Telstra's network inputs, and therefore have more scope to offer competitive service
offerings.

The ACCC notes Telstra's comment that the introduction of the Proposed Monthly
Charge would have the effect of access seekers choosing to fully bypass the CAN
with an increase in investment in those alternative technology networks that provide
services substitutable to the CAN. The ACCC observes that alternative
telecommunications access networks using fixed wireless, optical fibre and mobile
services have emerged in Band 2. For instance in Band 2 ESAs, the proportion of
ESAs with the presence of HFC competitors was approximately [begin c-i-c]
[end c-i-c] per cent in December 2008.2¢ More generally, for all bands, the ACCC
observes that wireless broadband users (includes fixed and mobile wireless) has seen
a significant increase in growth; from June 2007 to June 2008, user uptake increased
by [begin c-i-c] I [end c-i-c] per cent. This compares to HFC take up of
begin c-i-c] M [end c-i-c] per cent in the same time period (and [begin c-i-c]
® [end c-i-c] per cent growth in ULLS SIOs). The ACCC notes that the
wireless figures also include the provision of services to regional areas, the majority
of which are in Queensland.?°

The ACCC considers that there is some uncertainty as to the extent that bypass or
further augmentation of an existing network would actually occur as a result of the
introduction of the Proposed Monthly Charge. The ACCC notes that the effect on
competition between services delivered on the CAN and alternative access-based
networks from the Proposed Monthly Charge depends on the degree of substitutability
between broadband/DSL and voice services delivered on the CAN compared to that
on alternative access infrastructure-based networks. For instance, voice services
delivered over the CAN and mobile networks may be substitutable, but high speed
broadband services delivered over these platforms may not be close substitutes. For
example, as Nokia Siemens Networks has noted, xDSL and fibre-based broadband
has the potential to offer the whole suite of services currently available in the market,
including High Definition IPTV and interactive Web2.0 applications, whereas mobile
networks are more suited to providing more limited web and other mobile
applications on the move.*

26 ACCC, Telstra Customer Access Network Record Keeping and Reporting Rules - Section 151BU
Trade Practices Act 1974, September 2007.

27 Figure derived from aggregation of: ABS, Internet Activity Survey, June 2008; ABS, Internet
Activity Survey, March 2007; ABS, Internet Activity Survey, December 2007

28 Figure derived from aggregation of data provided by Telstra and Optus under the Div 12 record
keeping rules: Telstra, 2007-08 Report on telecommunications charges under Part XIB, Division
12 of the Trade Practices Act 1974 (Cth) — Schedule F Internet Services, 8 October 2008; Telstra,
Division 12 report updated — Schedule F Internet Services, 4 February 2009; Optus, Division 12
return Optus, Final Optus Internet data tables and tariff charges — Internet Services information
request, 18 December 2008; Optus, Division 12 data request — ACCC Supplementary Data Cable
and Wireless, 4 February 20009.
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21 Nokia Siemens Networks, Broadband with no boundaries, March 2008.
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Overall, the ACCC is of the view that the introduction of the Proposed Monthly
Charge may have the effect of creating an incentive for some access seekers to build
new networks or further augmenting their existing network. However, a key issue to
consider is that even if some bypass or further augmentation does occur as a result of
the introduction of the Proposed Monthly Charge, the ACCC questions whether such
bypass represents efficient investment and would result in the delivery of better
service potential. The effect on efficient investment as a result of the introduction of
the Proposed Monthly Charge is discussed later in this section.

Whose costs are relevant, and how should these costs be measured to promote
competition in related markets?

Telstra argues the costs that are relevant are those of a new entrant:

The price proposed in Telstra’s Undertaking is supported by the result of the TEA model
which calculates the TSLRIC+ of an efficient new entrant supplying ULLS.??

The ACCC notes the inconsistent use of the hypothetical operator in Telstra's
implementation of TSLRIC+, in particular Telstra assumes the hypothetical operator
is the access provider but at other times, assumes it is a new entrant. For instance,
while Telstra indicates that its application of the TEA model estimates the TSLRIC+
of an efficient new entrant, Telstra's implementation of TSLRIC+ assumes a new
entrant would build Telstra's existing (optimised) full copper network in the present
day. This inconsistency in the hypothetical operator standard implies that a new
entrant would replicate the existing copper network, which increases the cost
attributed to the hypothetical network. Yet, Telstra acknowledges there is a difference
when the access provider or new entrant assumption is used as the hypothetical
operator:

...a new entrant’s costs can, and usually do, differ from those of an incumbent for a number of
reasons. For example, an incumbent would have adopted a network design and technology
based on a reasonable set of expectations at the time. A new entrant, however, might adopt a
different network design and/or technology today given a different set of circumstances.
Similarly, an incumbent would have adopted the most efficient construction practices and
placement procedures in the past, while a new entrant might have to adopt a different set of
practices and procedures today, given it faces different environmental factors.?

The ACCC considers that effective competition will be promoted when the access
provider operating efficiently in the long run is assumed to be the hypothetical
efficient operator in a TSLRIC+ model. In this way, the hypothetical network is based
on the current network design where an entrant will decide to build (and compete
effectively) if it is able to do so at a lower price than the access provider.

Further, the ACCC notes Telstra's implementation of TSLRIC+ where it assumes that
a new entrant building a stand alone by-pass network that replicates Telstra’s current
network, results in the costs of the hypothetical network being artificially inflated as it
assumes that the new entrant will repeat the inefficient deployment decisions of the
incumbent. For instance, costs such as breaking and re-instating concrete costs may

22 Telstra, Response to the ACCC’s draft decision, 23 December 2008, p. 24.
23 Telstra, Response to the ACCC’s draft decision, 23 December 2008, p. 18.
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not be incurred in a forward-looking network design. Inclusion of such costs would
not best promote competition - equally efficient competitors would not be able to
compete on their merits in their respective downstream operations.

Telstra’s argument regarding access seeker’s profit margins

The ACCC notes that the level of access seeker’s profit margin is not a legislative
criterion. However, the ACCC considers it is relevant to make a number of comments
about the analysis behind an access seeker’s current profit margin and likely profit
margin under the $30 Proposed Monthly Charge, given the discrepancies in the
analysis and subsequent conclusions stemming from this analysis.

The ACCC notes the following views submitted by access seekers:

=  Optus’ considers that Telstra have omitted a number of ULLS-associated costs
from their projections which is likely to result in an overstatement of its
current and future profitability;>*

=  Adam et al. submits that Telstra have included non-ULL services in their
calculations of revenue, resulting in an overstatement of earnings;** and

= Adam et al. submits that the revenue base used by Telstra in its calculations
includes an overstated customer base. Telstra’s calculations of revenue for
each of Adam Internet et al's products do not use the relevant customer bases
for each product and also included LSS based services. By correcting these
two errors iiNet’s weighted gross margin on ULL based services is about half
of that stated by Telstra.

The ACCC notes that in response to access seekers submissions, Telstra submits that
Optus and Adam et al.’s views are not supported by reliable evidence and the
criticisms of Telstra are based on ‘spurious assertions’ about the way telephone
services are purchased.?’

Having considered submissions received on this issue, the ACCC is of the view that
all parties including Telstra could not provide compelling arguments in their
submissions on the effect of the $30 charge on access seeker's profit margins.

Inclusion of the specific charge in the Proposed Monthly Charge

The ACCC notes that Telstra has tried to redefine the Proposed Monthly Charge to
include a specific charge of $2.45 in its submission in response to the 2008 Draft
Decision. However, the ACCC notes that as this clarification was stated in Telstra's
submission and not reflected in the formal terms and conditions of the 2008

214 Optus, Optus Supplementary Submission to the Telstra ULLS Undertaking (2008-2010): A
response to the ACCC's request for further information on Optus' ULLS margins, February 2009,
p. 2.

215 jiNet, Further submission from iiNet, 2 February 2009.

218 jiNet, Further submission from iiNet, 2 February 2009.

27 Telstra, Response to Optus and iiNet submissions on Profitability Analysis, 11 March 2009, p. 1.
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Undertaking, there would be potential uncertainty for access seekers as to whether a
ULLS specific charge is included in the Proposed Monthly Charge.

The ACCC notes that it has focused on the Proposed Monthly Charge as being the
network cost component, as per the formal Undertaking documents. It is important to
note that the network cost component represents a significant part of the charge for
the ULLS. Even if the Proposed Monthly Charge as detailed in the Undertaking were
to be taken to include a specific cost component of $2.45 it would not materially
affect the ACCC's overall assessment that the Proposed Monthly Charge is not
reasonable.

Overall conclusion on promotion of competition

The ACCC considers that setting prices reflective of efficient costs in the long run,
inclusive of a normal return on investment, best promotes competition.

The ACCC does not consider that the Proposed Monthly Charge reflects the access
provider’s efficient costs of providing the ULLS in the long run. The consequences
for efficient service providers not facing equivalent costs in respect of a necessary
input, that is the price of the ULLS, is that equally efficient competitors are not able to
compete on their merits in their respective downstream operations. This is likely to
detrimentally affect ULLS-based competition in the supply of DSL/broadband and
voice services, an area of partial facilities-based competition that has seen significant
growth in the last four years.

With a ULLS charge set at a level that inflates the efficient cost of providing the
service, potential competitors may be deterred in competing via deployment of a
ULLS-based network. Incentives to invest in further ULLS uptake by existing
competitors will diminish and may reduce the willingness of existing competitors to
compete for consumers by reducing prices or increasing quality. This lessening in
partial facilities-based competition will reduce the competitive tension in the market
for DSL/broadband and voice services, reducing the benefits that can accrue to end-
users through greater competition, such as better service offerings.

Overall, the ACCC is of the view that the introduction of the Proposed Monthly
Charge may have the effect of some access seekers choosing to build new networks or
further augmenting their existing network. However, as discussed above, the ACCC
considers that even if some bypass or further augmentation does occur or occurs as a
result of the introduction of the Proposed Monthly Charge, the ACCC questions
whether such bypass represents efficient investment and would result in the delivery
of better service potential. The effect on efficient investment as a result of the
introduction of the Proposed Monthly Charge is discussed later in this section.

The ACCC also notes that competitors are likely to move towards a resale model
when faced with an access price that does not reflect the efficient costs of providing
the service. The ACCC considers that infrastructure-based competition is more
favourable than resale competition than, whether that be via the ULLS-based network
or stand alone alternative access infrastructure-based networks, given that
infrastructure-based competition meansthere is less reliance on the Telstra network,
such that competition is sustainable and, therefore, likely to result in better service
outcomes for consumers.
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Overall, the ACCC considers that the Proposed Monthly Charge in the 2008
Undertaking would not promote competition in the market for broadband/DSL and
voice services.

The ACCC does not consider that the non-price terms of the 2008 Undertaking will
impact the objective of promoting competition.

8.2 Achieving any-to-any connectivity

Subsection 152AB(8) of the TPA specifies that the objective of any-to-any
connectivity is achieved if, and only if, each end-user who is supplied with a carriage
service that involves communication between end-users is able to communicate, by
means of that service, with each other end-user who is supplied with the same service
or a similar service, whether or not the end-users are connected to the same
telecommunications network.

In its 2008 Draft Decision, the ACCC took the view that the terms of access in the
2008 Undertaking do not directly affect the objective of achieving any-to-any
connectivity.

Adam Internet et al. submit that it does not agree with the ACCC's view. They note
that given that a large number of premises cannot be serviced via the ULLS because
of technology blockers, such as RIMs and pair gains, they consider that in order to
promote the LTIE, the 2008 Undertaking should improve any-to-any connectivity.
They submit that Telstra does not undertake to remove technology blockers or
transport services to copper lines in order to allow greater uptake of the ULLS. As
such, Adam Internet et al consider that this objective has not been achieved.?®

In response, the ACCC notes that in assessing whether the 2008 Undertaking satisfies
this objective, there is a difference between ‘achieving' and ‘promoting' any-to-any
connectivity. In particular, the ACCC is interested in considering whether the 2008
Undertaking would create obstacles for the achievement of any-to-any connectivity,
where this means difficulties for the end-user to be able to communicate regardless of
the network to which they are connected. The ACCC does not consider that the 2008
Undertaking is required to advance this objective through further terms and conditions
of the 2008 Undertaking.

Therefore, the ACCC's view is that the 2008 Undertaking does not directly affect the
objective of achieving any-to-any connectivity.

8.3 Encouraging the economically efficient use of, and
economically efficient investment in infrastructure

In the ACCC’s view, having regard to ‘the objective of encouraging the economically
efficient use of, and economically efficient investment in ... infrastructure’®° requires

28 Adam Internet et al, Response to the ACCC’s draft decision, 2008, p. 6.
219 paragraph 152AB(2)(e) TPA.
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an understanding of the concept of economic efficiency. This concept consists of
three components:

= Productive efficiency - This is achieved where individual firms use resources
such that goods and services are produced using the least cost combination of
inputs.

= Allocative efficiency - This is achieved where the prices of resources reflect
their underlying costs so that resources are then allocated to their highest
valued uses (i.e. those that provide the greatest benefit relative to costs).

= Dynamic efficiency - This reflects the need for industries to make timely
changes to technology and products in response to changes in consumer tastes
and in productive opportunities.

Subsection 152AB(6) of the TPA lists the matters the ACCC must have regard to in
determining the extent to which the terms and conditions of the 2008 Undertaking are
likely to result in the achievement of the objective of encouraging efficient use of, and
investment in, infrastructure. Those matters are:

= Whether it is, or likely to become, technically feasible for the services to be
supplied and charged for, having regard to:

o the technology that is in use, available or likely to become available;

0 whether the costs that would be involved in supplying, and charging for,
the services are reasonable or likely to become reasonable; and

o0 the effects, or likely effects, that supplying, and charging for, the services
would have on the operation or performance of telecommunications
networks.

= The legitimate commercial interests of the supplier or suppliers of the services,
including their ability to exploit economies of scale and scope.

= The incentives for investment, including the risks involved in investment,® in:
o the infrastructure by which the services are supplied; and

0 any other infrastructure by which the services are, or are likely to become,
capable of being supplied.

However the ACCC is not limited to these matters in its assessment of the extent to
which the 2008 Undertaking is likely to achieve the above objective
(subsection 152AB(7)).

20 gybsection 152AB(7A) was inserted into the TPA in September 2005. This subsection requires
that the ACCC, in determining incentives for investment, must have regard to the risks involved in
making the investment.
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The ACCC considers that an access price that reflects efficient, forward-looking costs
best meets the objective of encouraging the economically efficient use of and
investment in infrastructure. This is because such prices:

= are consistent with the access provider’s legitimate commercial interests;
= enable access providers to exploit economies of scale and scope; and

= provide correct incentives for the access provider and access seekers to make
efficient investments in infrastructure used to supply the ULLS and
downstream services.

In the 2008 Draft Decision, the ACCC took the view that the terms and conditions in
the 2008 Undertaking would not satisfy the objective of encouraging the efficient use
of, and investment in, infrastructure.

8.3.1 Submissions

Telstra's submission assumes that the current ULLS price is set below cost. Telstra
submits that:

If prices are set below the TSLRIC+ of an efficient new entrant, efficient facilities-based
investment will be stifled. This is the current outcome that the Australian industry is
experiencing, given the current level of ULLS prices, which are extremely low and below
cost.?!

Telstra submits that investment in the CAN requires Telstra to incur costs that are, by
their very nature similar to those a new entrant would incur. That is, Telstra must dig
trenches, place conduit and haul cable through the conduit ducts and reinstate the
affected area to a similar state as originally encountered. Therefore, Telstra considers
that the cost to Telstra and other existing facilities-based competitors of adding to and
upgrading existing networks is very similar to the cost that would be faced by a new
entrant undertaking the same work.??

Telstra considers that the ongoing incentives for investment in infrastructure will not
be maintained by prices that are less than the forward-looking costs that would be
faced by a new entrant building a network, as measured by a properly constructed
TSLRIC+ model.

Telstra submits that the substantial facilities-based entry that has occurred did so prior
to the ACCC setting very low ULLS prices. As a consequence of those
determinations, facilities-based entry has stalled with firms preferring to utilise
Telstra’s network rather than their own. In this regard, it argues that continuing to set
the ULLS price at low levels will have a detrimental effect on facilities-based
competition for ULLS substitutes.

Telstra also submits that setting the ULLS price to $30 - closer to the cost of the
efficient new entrant building a CAN - would promote the long term interests of end

221 Telstra, Response to the ACCC’s draft decision, 23 December 2008, p. 36.
222 Telstra, Response to the ACCC’s draft decision, 23 December 2008, p. 35.
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users and encourage Optus to invest in, and use its own infrastructure and thereby
promote long term competition.?® Therefore, Telstra considers that the ACCC should
have regard to whether its decision would encourage efficient investment in, and use
of Optus’ infrastructure.?* Telstra also submits that its Proposed Monthly Charge
provides the expectation of financial capital maintenance for Telstra’s and other
facilities based competitors’ new investments in CAN infrastructure. Telstra considers
that while the ULLS represented a small proportion of its total lines, Telstra faced
only a small disincentive to invest in the CAN because of low ULLS prices ($12.30-
$16 per month). However, now that a substantial number of Telstra’s lines are used to
provide the ULLS, the disincentive has increased significantly. Hence, ULLS pricing
that is below TSLRIC+ will, particularly in the near future, put pressure on Telstra to
reduce its CAN investment below efficient levels.?*

Telstra also considers that, as access seekers will have the ability to continue to earn
substantial margins on their investments, such access seekers will undertake efficient
investments if they expect their prices to recover the cost of their investment.

In terms of the TEA model, Telstra submits that the ACCC proposes that full
optimisation would involve trenching inputs being based on Telstra’s actual incurred
costs while other inputs should be based on forward-looking efficient costs. Telstra
states that if prices are based on the historic or embedded costs of trenching (and
assuming these are below current costs), then access seekers will never build their
own infrastructure even when it is more efficient for them to do so.%*

In a submission on behalf of Telstra, Ergas argues that with respect to assets that must
eventually be replaced, notwithstanding that assets such as ducts and trenches may
never be replicated by access seekers, the logic of TSLRIC+ pricing implies that
access services that use those assets should be priced so as to recover their
replacement costs. According to Ergas, this will provide the minimal signal necessary
to lead investors to replace redundant assets.?

Optus submits that the proposed substantial and rapid increase in the ULLS charge
would significantly discourage investment in DSLAMSs and associated infrastructure
by access seekers. It considers that such investment is highly responsive to changes in
the ULLS monthly charge and is very likely to be deterred by increases in that charge,
particularly if the pace of the increase is rapid rather than gradual.?®

228 Telstra, Supplementary Submission-Competing Infrastructure in Band 2 Areas: the implications of
SingTelOptus’ HFC network for ULLS pricing, 20 March 2009, p. 36, paragraph 97.

224 Telstra, Supplementary Submission-Competing Infrastructure in Band 2 Areas: the implications of
SingTelOptus’ HFC network for ULLS pricing, 20 March 2009, p. 36, paragraph 99.

25 Telstra, Response to the ACCC’s draft decision, 23 December 2008, p. 29.
26 Telstra, Response to the ACCC’s draft decision, 23 December 2008, p. 37.

27 Ergas Henry, In The Matter Of Undertaking Dated 3 March 2008 Lodged By Telstra Corporation
Limited With The Australian Competition And Consumer Commission In Respect Of
Unconditioned Local Loop Service, April 2009, p. 9.

28 Optus, Response to the ACCC’s draft decision, 8 December 2008, p. 43.
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Optus believes that investment in access seeker DSLAMSs is strongly influenced by
the indicative price set by the ACCC. It submits that the ACCC’s indicative price has
often been a key predictor of the arbitrated ULLS price and thus may be regarded as
the key determinant of access seeker expectations of the ULLS price. In turn, access
seeker expectations of the ULLS price are a key determinant of DSLAM investment
by access seekers. Optus considers that allowing for a lag of a year or two for
investment lead-time, investment by access seekers in DSLAMSs has been stimulated
significantly by the ACCC’s reductions in ULLS indicative prices in Band 2 first to
$22 and then later to $14.30.2#

Optus considers that access seekers have made substantial investments in DSLAMS
and associated infrastructure on the basis of a reasonable expectation that ULLS
prices will remain close to the ACCC’s indicative price, which is $14.30 for the
period 1 July 2007 to 30 June 2008 and $16.00 for the period 1 July 2008 to 30 June
2009. It follows that Telstra’s proposed substantial and rapid increase in the ULLS
charge from $14.30 (the regulated price at March 2008) to $30.00 (the Proposed
Monthly Charge) would significantly discourage investment in DSLAMs and
associated infrastructure by access seekers.*°

8.3.2 ACCC view

In assessing whether the 2008 Undertaking encourages the economically efficient use
of, and investment in infrastructure, the ACCC has had regard to the economically
efficient use of and investment in infrastructure used to supply the ULLS. This is the
infrastructure necessary to provide the CAN, for example, ordering and provisioning
systems and access networks, as well as infrastructure used to supply carriage and/or
content services over the ULLS (for example, DSLAMS).

As noted in section 7, the ACCC is of the view that the Proposed Monthly Charge is
an overestimation of the efficient costs of providing the ULLS in the long run. The
ACCC considers that Telstra’'s implementation of TSLRIC+, with its inherent
modelling assumption inconsistencies, cannot be relied on to support efficient and
forward-looking costs. Further, when the TEA model is populated with other input
values, the resulting estimate indicates that the Proposed Monthly Charge may be
significantly above the range of estimates that could be considered to reflect the
efficient costs of supplying the ULLS. The ACCC also notes that international
benchmarking of unbundled local loop prices with the Proposed Monthly Charge
indicates that the $30 is significantly above other comparable countries.

The ACCC notes that because Telstra’s Proposed Monthly Charge is an
overestimation of the efficient cost of providing the ULLS, its introduction would
distort the incentives for efficient investment in ULLS-based infrastructure.

An inflated ULLS charge distorts allocative efficiency and could encourage
inefficient bypass of the ‘last mile’ of Telstra’s copper network onto other, potentially
higher cost networks. A ULLS charge that overestimates the cost of providing the

29 Optus, Response to the ACCC’s draft decision, 8 December 2008, p. 49.
20 Optus, Response to the ACCC’s draft decision, 8 December 2008, p. 49.
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service would also be inefficient in a productive efficiency sense, since competitors
using the ULLS would not be able to provide broadband and voice services at the
lowest possible cost. The ability to achieve dynamic efficiency will also be affected as
competitors in the market for broadband and voice services may not have sufficient
funds to invest in innovative products. The ACCC considers that these efficiency
outcomes are likely to be at risk with the introduction of a ULLS price that
overestimates the cost of providing the service. In this regard, the ACCC disagrees
with Telstra’s comment that as long as access seekers are recovering their investment,
they will continue to invest in infrastructure. Setting the ULLS price at a level that is
not equivalent to the wholesaling cost that the access provider itself is facing and
which is not set at the efficient level, reduces the incentives and ability for more
efficient competitors to keep the efficiency gains, including investing further in
ULLS-based infrastructure. In this regard, the ACCC notes Optus' submission that the
ULLS price is a key factor in an access seeker's decision to investment in DSLAMS,
and that the reduction in the ULLS indicative prices over time has contributed to
increased DSLAM investment.

The ACCC notes that Telstra argues that alternative facilities-based competition has
suffered, and will continue to suffer, as a consequence of a below cost ULLS charge.
The ACCC also notes Telstra's point that alternative access-based investment will
increase with the introduction of the Proposed Monthly Charge. The ACCC agrees
that investment in alternative access-based infrastructure may occur but, as noted
previously, the ACCC considers that it is uncertain as to the extent that such bypass
would occur as this would depend on the degree of substitutability between services
delivered on the CAN compared to alternate technologies.

Further, while the ACCC considers that the bypassing of Telstra’s network is likely to
provide stronger competitive tension in the market. The ACCC notes that it does not
consider simple duplication of networks is in the LTIE. The ACCC only seeks to
promote facilities-based competition where it is likely to encourage the efficient use
of, and investment in, infrastructure.

The ACCC considers that efficient investment occurs when competitors build a new
network that results in better service potential, as measured in productive, allocative
and/or dynamic efficiency outcomes. For instance, productive efficiency may be
promoted if a new network has lower wholesaling costs than the current provisioning
cost of the ULLS. To encourage efficient investment in alternative access networks
and ULLS-based networks, the appropriate access price should reflect the efficient
cost of providing the ULLS in the long run. The ACCC does not consider that
Telstra's implementation of TSLRIC+ which assumes investment today in another
copper network that replicates Telstra's existing network design represents efficient
investment or that the unit cost of a better access network would be at $30. Setting an
access price that does not reflect the efficient costs of providing the ULLS is likely to
distort the decision to buy or efficiently build alternative networks.

The ACCC does not agree with Telstra's comment that a ULLS charge lower than $30
would reduce its incentives to continue investing in the CAN. The ACCC considers
that the Proposed Monthly Charge more than compensates Telstra for the cost of
providing the service as the $30 is an overestimate of the cost of providing the ULLS.
The ACCC also notes that the $30 Proposed Monthly Charge would reduce Telstra's
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incentives to invest in an efficient manner as the $30 charge does not reflect the costs
that it has faced and will face in the future. Further, the ACCC notes that Telstra's
investment in the CAN is necessary for the provision of a range of fixed-line services
to end-users, not just the ULLS. In this regard, it would be expected that Telstra
would continue to invest in the CAN to ensure recovery of costs and a normal risk-
adjusted return for all services that use the CAN. The ACCC observes that Telstra's
RAF 2007-08 historic cost report demonstrates that Telstra services that use the CAN
are very profitable with overall net profit for all services at 2007-08 of [begin c-i-c]

[end c-i-c]. The ACCC is also not persuaded by Telstra's argument that
a price lower than the $30 Proposed Monthly Charge will reduce its incentives to
continue investing in the CAN as a substantial number of Telstra’s lines are used to
provide ULLS. The ACCC considers that the increased uptake of ULLS is not
material to Telstra's incentives to continue invest in the CAN if it is able to recover its
costs through a ULLS charge that allows it to recover its efficient costs of providing
the ULLS.

In considering the appropriate trenching costs in estimating the efficient cost of
providing the ULLS in the long run, the ACCC notes that under the assumption of the
access provider as the hypothetical efficient operator, the ‘starting point’ in
determining the appropriate network design is the current network design—not a
clean slate scenario.

The ACCC notes Telstra’'s comments that by setting prices on the historic cost of
trenching, access seekers will never build their own infrastructure even when it might
be efficient to do so. To clarify, the ACCC notes that, it considers that the access
provider may incur trench costing when building the hypothetical network; such costs
would be incurred in greenfield areas where the cost of trenching would not be
prohibitive - the issue is whether a hypothetical network in the present day would
incur costs associated with the breaking and reinstating of concrete. The ACCC does
not consider that building a new and better network in the present day would include
breaking and reinstating costs. Instead, alternative technologies likely to be used are
those that avoid as much as possible the need to break and reinstate concrete. Such
technologies have been recognised by Telstra and Ergas and include wireless and
aerial cabling.®* Therefore, the inclusion of breaking and reinstating costs
overestimates the current efficient cost of providing the ULLS and is therefore likely
to reduce access seeker investment in new and existing ULLS-based networks. By
diminishing investment in partial facilities-based competition—an area that is likely
to result in more sustainable competition compared to simply the resale of Telstra's
products—there is less competitive tension to compete for end-user custom through
greater service offerings may result which is not in the LTIE.

The above argument also applies to the views expressed by Ergas. It is likely that
when and if ducts need to be replaced, the hypothetical efficient operator, will as far
as possible seek to utilise alternative technologies which do not involve breaking and
reinstatement of concrete as well as alternative network configurations which

21 Ergas Henry, In The Matter Of Undertaking Dated 3 March 2008 Lodged By Telstra Corporation
Limited With The Australian Competition And Consumer Commission In Respect Of
Unconditioned Local Loop Service, April 2009, pg. 9.
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minimise the amount of trenching required. As a result, the replacement cost of duct
assets should reflect these considerations.

Therefore, the ACCC does not consider that the 2008 Undertaking encourages the
economically efficient use of, and economically efficient investment in, infrastructure.

The ACCC does not consider that the non-price terms of the 2008 Undertaking will
impact the objective of encouraging the economically efficient use of, and investment
in, infrastructure.

8.4 Assessment of non-price terms in the 2008 Undertaking

Telstra’s 2008 Undertaking includes a limited number of non-price terms and
conditions as set out in section 3 of this report.

In its 2008 Draft Decision, the ACCC concluded that the non-price terms in the 2008
Undertaking were reasonable.

8.4.1 Submissions

In response to the Discussion Paper, Telstra submitted that its 2008 Undertaking is not
required to ensure access seekers have the ability to reasonably access the ULLS by
specifying a full suite of non-price terms of access.??

Telstra noted that the ACCC has commented on the same non-price terms of access in
its assessment of Telstra’s 2004 December Undertaking to the effect that it did not
identify concerns that would lead to a view that the non-price terms in that
undertaking were other than reasonable.?*

Optus submitted that, to be consistent with the reasonableness criteria, Telstra’s 2008
Undertaking should contain non-price terms that ensures that the access provided to
access seekers is equivalent to that which Telstra provides to itself.

In this regard, Optus submitted that Telstra does not provide equivalent access to
Telstra exchange buildings (TEBA) to access seekers as it does to itself. It claimed
that, while access seekers are prevented from accessing racks in ‘capped exchanges’,
where capacity is constrained, these ‘caps’ do not apply to Telstra. Optus submits that
the External Interconnection Cable service that is provided by Telstra in such capacity
constrained situations is not equivalent to the access that Telstra provides to itself.>*

Optus argued that the omission from the 2008 Undertaking of terms that require
Telstra to provide access on a non-discriminatory and equivalent basis, such as with
respect to TEBA, fault handling, copper quality and other non-price matters, makes

22 Telstra, Response to the ACCC’s draft decision, 12 August 2008, p. 41.
28 Telstra, Response to the ACCC’s draft decision, 12 August 2008, p. 41.
24 Optus, Response to the ACCC’s draft decision, August 2008, p 67.

25 Optus, Response to the ACCC’s draft decision, August 2008, pp. 67-68.
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the 2008 Undertaking less than reasonable in terms of the reasonableness criteria set
out in section 152AH.%*

Adam Internet et al submitted that a reasonable undertaking should include terms
which require Telstra to meets its SAOs with respect to the interconnection of
facilities that enable access seekers to acquire the ULLS. These access seekers raised
concerns that access seekers do not receive equivalent treatment as Telstra provides to
itself, in terms of being able to access Telstra’s MDFs to install DSLAMSs.%

In its response to access seeker submissions, Telstra repeated the view that the non-
price terms and conditions in an undertaking do not need to be exhaustive nor are they
required to ensure that access is provided to access seekers on an equivalent basis as
that which the access provider provides to itself.>®

Telstra also argued that none of the terms and conditions specified in the Undertaking
can be said to be unreasonable due to the absence of terms and conditions regarding
equivalence between access seekers and Telstra. According to Telstra, the terms and
conditions in the Undertaking are not discriminatory and access seeker arguments
concerning the non-equivalence of exchange building access and other non-price
matters are not relevant to an assessment of whether the terms and conditions in the
2008 Undertaking are reasonable.?*

8.4.2 ACCC view

The ACCC notes Telstra’s comments in respect to previous views expressed by the
ACCC on Telstra’s non-price terms of access. The ACCC acknowledges that some of
the terms are the same in both the 2004 December Undertaking and the 2008
Undertaking. Where it is possible to maintain consistency, the ACCC seeks to do so,
however all terms submitted as part of an undertaking are assessed each time an
undertaking is submitted.

The ACCC notes the concerns raised by Optus and Adam Internet et al that the 2008
Undertaking should include certain non-price terms to ensure that the service
provided to access seekers is equivalent to that which Telstra provides to itself.

The ACCC considers that an undertaking should not be considered less than
reasonable simply because a matter is not covered in an undertaking and where that
matter can, potentially, be addressed by recourse to arbitration or commercial
negotiation.

The ACCC considers that to the extent that the Undertaking includes limited non-
price terms and conditions, as set out in Section 3.3, these do not appear to be
unreasonable. However, the ACCC also notes that the Undertaking does not contain a
complete set of non-price terms and conditions or deal with all aspects of the

26 Optus, Response to the ACCC’s draft decision, August 2008, pp. 67-68.
27 Adam Internet et al, Response to ACCC ULLS Discussion Paper, p. 5.
28 Telstra, Response to access seeker submissions, 18 November 2008, p. 77.

29 Telstra, Response to access seeker submissions, 18 November 2008, p. 78.
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acquisition of the services covered in the Undertaking. The ACCC considers that non-
price terms in the 2008 Undertaking would not create a barrier to access seekers
gaining equivalent service. The ACCC also notes that the Undertaking is not required
to be exhaustive, and other terms and conditions of supply could be determined by
commercial negotiation, or failing agreement, through arbitration by the ACCC. On
this basis the ACCC concludes that the non-price terms of the 2008 Undertaking
would not detract from the LTIE.

The ACCC notes that the non-price model terms and conditions of access to the core
services, including the ULLS will provide better guidance to industry as to terms and
conditions the ACCC will have regard to in arbitrating access disputes concerning
core services, such as the ULLS.*°

8.5 Conclusionon LTIE

Overall, the ACCC concludes that the Proposed Monthly Charge price term is not in
the LTIE based on the conclusions that it would not promote competition under
paragraph 152AB(2)(c) and would not result in the economically efficient use of and
investment in infrastructure under paragraph 152AB(2)(e).

The ACCC notes that Telstra has clarified in its submission in response to the 2008
Draft Decision that the Proposed Monthly Charge includes the specific charge of
$2.45 in its submission in response to the 2008 Draft Decision. However, the ACCC
notes that as this clarification was stated in Telstra's submission and not reflected in
the terms and conditions of the 2008 Undertaking, there is potential uncertainty for
access seekers as to whether the ULLS specific charge was intended to be included in
the Proposed Monthly Charge.

The ACCC also has concerns about the timing of the Undertaking application from
Telstra. The Undertaking was submitted in March 2008 with a term commencing
from the point of acceptance by the ACCC until 31 December 2010. Telstra is aware
that due to the statutory process that the ACCC is required to undertake, if the
Undertaking is accepted, it will be valid for less than two years. In future, the ACCC
would express a strong preference for Telstra to submit undertaking applications well
prior to their proposed commencement date.

The ACCC considers that non-price terms in the 2008 Undertaking would not create a
barrier to access seekers gaining equivalent service. In addition any issues in dispute
can, potentially, be addressed by recourse to arbitration. On this basis the ACCC
concludes that the non-price terms of the 2008 Undertaking would not detract from
the LTIE.

8.6 Legitimate business interests of Telstra, and its investment
in facilities used to supply the declared services

The ACCC is of the view that the concept of legitimate business interests should be
interpreted in a manner consistent with the phrase ‘legitimate commercial interests’

20 ACCC, Final Determination - Model Non-price terms and conditions, November 2008.
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used elsewnhere in Part XIC of the TPA. Accordingly, it would cover the carrier’s or
carriage service provider’s interest in earning a normal commercial return on its
investment.

However, as is explained in the ACCC’s guide Access Pricing Principles -
Telecommunications, it is unlikely the access provider’s legitimate business interest
would extend to achieving a higher than normal commercial return through the use of
market power.?* For example, access prices should not, in most cases, be artificially
inflated by the lack of competition in the supply of infrastructure services or barriers
to entry (physical or administrative). However, carriers should also not be precluded
from earning higher than normal commercial returns where these returns are
generated from, for example, innovative investments or unique cost-cutting measures
rather than through the exercise of market power or barriers to entry.

Following on from this, the access provider’s legitimate business interests do not
extend to receiving compensation for loss of any ‘monopoly profits’ that occurs as a
result of increased competition. In this regard, the Explanatory Memorandum for the
Trade Practices Amendment (Telecommunications) Bill 1996 states: %2

...the references here to the ‘legitimate’ business interests of the carrier or carriage
service provider...are intended to preclude arguments that the provider should be
reimbursed by the third party seeking access for consequential costs which the provider
may incur as a result of increased competition in an upstream or downstream market.*

When considering the legitimate business interests of the carrier or carriage service
provider in question, the ACCC also considers what is necessary to maintain those
interests. This can provide a basis for assessing whether particular terms and
conditions in the 2008 Undertaking are reasonable to maintain those interests.

In its 2008 Draft Decision, the ACCC took the view that overall the 2008 Undertaking
would result in Telstra recovering more than is necessary for its legitimate business
interests and investment in facilities used to supply the declared service.

8.6.1 Submissions

Telstra submits that prices that reflect the costs of a new entrant and competitive
market outcomes would not deliver to Telstra or any firm a higher than normal
commercial return, as might be secured through the use of market power or barriers to
entry. Telstra considers that in the exercise of modelling an efficient new entrant’s
costs with the TEA model, barriers to entry are assumed not to exist.?*

Telstra considers that historic or embedded costs are irrelevant to the consideration of
legitimate commercial interests. It states that it is legitimate for Telstra to earn a
return that would otherwise occur in a competitive market for the supply of ULLS.

21 ACCC, Access Pricing Principles — Telecommunications, July 1997, p. 9

22 Trade Practices Amendment (Telecommunications) Bill 1996 Explanatory Memorandum, p. 46.
3 Trade Practices Amendment (Telecommunications) Bill 1996 Explanatory Memorandum, p. 46.
24 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 38.
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Such a return would not be determined by Telstra’s historic or embedded costs but
rather the costs of an efficient new entrant.

Telstra considers that the ACCC is focused upon the prevention of recovery of higher
than a normal commercial return, while ignoring its responsibility to enable Telstra to
earn a normal commercial return. Telstra considers that this approach is exemplified
through the ACCC’s exclusive focus on the prospect that forward looking providers
may incur costs that Telstra has not historically incurred, while ignoring all costs
which Telstra has efficiently incurred in the past, which can be avoided by new
entrants going forward.

Telstra submits that the ACCC has preferred a particular estimation of costs (historic
versus current) depending on which cost estimate is lower. It also considers that the
ACCC's approach in its Draft Decision where it changed its approach to costing
creates regulatory risk that is unnecessary and prejudicial to Telstra's legitimate
interests.?’

Adam Internet et al indicate that Telstra’s proposed cost of capital is overestimated
and would result in Telstra recovering more than its legitimate business interests.
Further, they reiterate that Telstra should not be able to recover costs that exceed its
actual historically incurred costs.*®

8.6.2 ACCC view

Consideration of an access provider's legitimate business interests means assessing
the effect that the Proposed Monthly Charge has on the access provider's ability to
recover costs from its investments and achieve a normal risk-adjusted rate of return.

The ACCC notes that access pricing must have regard to Telstra’s legitimate
commercial interests. This is interpreted as allowing Telstra to cover its efficient costs
from the totality of its retail and wholesale pricing, having regard to its ability to
exploit economies of scale and scope. Therefore, in the context of assessing this
criterion, the ACCC does not agree with Telstra's statement that historic costs are
irrelevant to the consideration of its legitimate business interests. Under paragraph
152AH(1)(b) of the TPA, the ACCC must consider whether the legitimate business
interests of the access provider are being met, not those of a new entrant. In this
regard, the ACCC considers that Telstra's assertion that the costs of the efficient new
entrant should be estimated to determine whether this criterion is satisfied is incorrect.

The ACCC clarifies that, whilst it has sought historic and current cost information
from Telstra, it has not selectively applied these cost bases depending on which cost
estimate is lower. Rather, for the purposes of estimating the efficient costs of
providing the ULLS in the long run, the ACCC has indicated a preference for current

25 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 39.
26 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 39.
247 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 40.
28 Adam Internet et al, Response to the ACCC’s Draft Decision, 23 December 2008, p. 5.
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cost information. It will also have regard to actualities of network deployment given
the hypothetical network assumption can lead to unrealistic deployment outcomes.
However, when the ACCC is required to assess an undertaking according to specific
legislative criteria such as considering the legitimate business interests of the access
provider and the ‘direct costs of providing access to the declared service’,? it uses the
appropriate form of information, which is historic cost information of the access
provider.

Therefore, in assessing the Proposed Monthly Charge against the access provider’s
legitimate business interests, what must be considered is whether, given the current
scale and scope of the CAN, Telstra is able to recover the costs of operating its
existing network and earn a return on its overall investment in the network with a $30
charge. The ACCC considers that the Proposed Monthly Charge would result in
Telstra recovering more than its legitimate business interests and therefore is not
reasonable.

The ACCC notes that the RAF historical data details the actual capital costs Telstra
has incurred in building the CAN. Therefore, the ACCC has used this data to consider
whether Telstra's legitimate business interests may be recovered with a $30 ULLS
Charge. The ACCC notes that its estimate of Telstra's direct costs of providing the
ULLS using RAF historical data - as set out previously in table 4 and under section
8.1.2 - shows that Telstra's Proposed Monthly Charge of $30 will allow it to over
recover the direct costs of providing the ULLS and that it would be able to recover
these costs under a lower monthly charge. The ACCC notes that this result was
achieved even when it applied a pre-tax WACC value of 9.64 per cent (rather than the
pre-tax WACC value in the RAF of 16.49 per cent). Therefore, the ACCC considers
that the Proposed Monthly Charge would result in Telstra recovering more than its
legitimate business interests and therefore is not reasonable.

The ACCC considers that the inclusion of surface barriers (eg. concrete footpaths and
roads) in the TEA model as a component of the cost of supplying the ULLS, would
result in in a price term which would overly compensate Telstra for its investments in
facilities used to supply the declared service. The ACCC notes that it considers
legitimately incurred surface barrier costs are those involved in actual network build
or further augmenting the network. In contrast, the costs of breaking and reinstating
surface barriers for maintenance purposes, such as replacing existing cables because
of faults and changes in technology, are not costs that the ACCC believes are
legitimate costs incurred by Telstra. These costs are already accounted for in
operating and maintenance costs and therefore have already been recovered. The
ACCC notes that Telstra's submission in response to its information request of 16
December 2008 sets out the costs of breaking and reinstating different surface types
over the last nine years.”*. However, it is impossible to distinguish whether these
costs were incurred as part of the network build or as an operating and maintenance
cost.

29 gection 152AH(1) Trade Practices Act 1974.

20 Telstra, Telstra's Band 2 ULLS Undertaking - Responses to s152BT information requests and
further submissions, Letter of 13 March 2009.
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Further, the ACCC notes that witness statements provided by Telstra as supporting
evidence indicates that historic costs involved in the breaking and restating of surface
barriers did occur due to replacing copper cables whether for technological or faulty
cable reasons. This suggests that the costs of breaking and re-instating surface barriers
is likely to be overestimated, which would overcompensate Telstra for costs that it did
not incur.

The ACCC also notes that as the RAF historic data sets out the costs Telstra has
incurred in building and maintaining the CAN, costs Telstra incurred when breaking
and reinstating surfaces are also included. As noted above, the ACCC has already
assessed that Telstra would over recover the direct costs of providing the ULLS with a
Proposed Monthly Charge of $30, and could do so with a lower monthly charge.

The ACCC also notes that the access price should be set at a level that will allow
recovery of the cost of the CAN going forward. The ACCC considers that it highly
unlikely that the most significant CAN cost - the trenching costs of the CAN - in the
present day will be significantly different from historic values. Therefore, as the
ACCC has assessed Telstra's CAN historic costs can be recovered by a significant
margin under a $30 ULLS charge, its cost going forward are also likely to be
recovered as well under such a charge.

The ACCC notes that when another set of inputs are used in the TEA model which the
ACCC considers reflect the efficient costs of supplying the ULLS, including
removing costs for the breaking and re-instatement of concrete and making
adjustments to Telstra's default WACC value, the resulting estimate indicates that a
price term based on Telstra’s TEA model estimate is likely to overcompensate Telstra
for the costs it has incurred in providing the ULLS. The ACCC also observes that
international benchmarking of unbundled local loop prices with the Proposed Monthly
Charge shows that the $30 is significantly higher than other comparable countries.
Even accounting for country specific factors, the network deployment costs of
Telstra’'s CAN cannot be so significantly higher than other countries that the Proposed
Monthly Charge would or could be justified.

In conclusion, the ACCC considers that the 2008 Undertaking would allow Telstra to
recover more than its legitimate business interests and its investment in facilities used
to supply the declared service and therefore is not reasonable.

8.7 The interests of persons who have rights to use the declared
service concerned

Paragraph 152AH(1)(c) of the TPA requires the ACCC to consider the interests of
persons who have rights to use the declared service concerned. In this instance, this
requires considering the interests of persons who have rights to use the ULLS.
8.7.1 Submissions

In response to the ACCC’s Draft Decision, Telstra submits that this criterion is
fulfilled when:
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...end users and persons who have a right to use ULLS benefit from the same outcomes
(ULLS price) that they would obtain were the market in which ULLS was supplied was
competitive and ULLS was not declared. This is the competitive market outcome.?*

Further, Telstra submits that:

the interests of those who have a right to use ULLS do not extend to receiving access at prices
below those which they could expect in a competitive market??

Accordingly, Telstra submits that ‘the TSLRIC+ of an efficient new entrant
approximates the outcome that would occur in a competitive market and, therefore,
promotes the interest[s] of persons who have rights to use the ULLS’.>3

Telstra further submits that this criterion cannot be used to substantiate prices that
have ‘been set below the forward looking cost of supply through regulatory
intervention.”**

Adam Internet et al submits that it agrees with the ACCC’s view in the 2008 Draft
Decision that the interests of access seekers are served by a price which enables them
to compete in downstream markets. Adam Internet et al further submits that given the
Proposed Monthly Charge is significantly higher than the existing ULLS price, it may
‘distort the competitive process and harm the access seekers’ interests... [and] would
also not promote the LTIE.”**

8.7.2 ACCC view

The ACCC considers that the interests of persons who have a right to use the ULLS,
I.e. access seekers, are served by an access price that enables them to compete on their
merits (that is, on the basis of their own efficiency) in downstream markets.
Therefore, the ACCC acknowledges Telstra’s submission that this criterion is met by
a price term that mimics a competitive market environment. The ACCC notes that in a
competitive market environment, competitive tensions exist between competitors. To
ensure competitive neutrality and allow access seekers to compete, it is necessary that
there is equivalency in wholesale provisioning costs. This ensures all efficient
competitors are placed in a position where they are able to retain efficient gains when
competing on their respective merits.

Access seekers who have rights to use a declared service will, in general, use that
service as an input to supply carriage services, or a service supplied by means of
carriage services, to end-users. In the ACCC’s view, these persons have an interest in
being able to compete for the custom of end-users on the basis of their relative
technical and commercial merits. Their ability to compete in the supply of a service in
a dependent market should be based on the cost or quality of their service relative to
their competitors. Accordingly, the ACCC considers terms and conditions that favour

51 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 40.
%2 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 40.
%% Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 40.
%4 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 41.
%5 Adam et al, Response to the ACCC’s Draft Decision, 23 December 2008, p. 5.
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one or more service providers over others and thereby distort the competitive process
may prevent this from occurring and consequently harm those interests.

As discussed above, the ACCC considers that the Proposed Monthly Charge is an
overestimation of the efficient costs of providing the ULLS. Such a charge will not be
in the interests of access seekers as it will not send efficient build/buy signals. The
ACCC considers the interests of access seekers are best served by a charge that
provides efficient signals, allowing them to decide when to compete via reselling,
installing their own DSLAM technology, or investing in alternative infrastructure or
further augmenting existing network infrastructure. The ACCC considers that the
Proposed Monthly Charge would, if accepted, distort these signals.

In addition, given the trends in ULLS prices, the ACCC considers that it is not in the
interests of access seekers that ULLS prices substantially increase to a level that
overestimates the efficient costs of providing the ULLS. Such a conclusion may be
supported by the preliminary results of the Analysys Cost Model, which indicates that
the TEA model estimates may be higher than the efficient cost of providing the
ULLS.

The ACCC also considers that Telstra's implementation of TSLRIC+ results in cost
estimates that would overcompensate Telstra. These findings favour Telstra over
others which would distort the competitive process and consequently harm access
seekers’ interests.

8.8 The operational and technical requirements necessary for
the safe and reliable operation of a carriage service, a
telecommunications network or a facility

In determining the extent to which an undertaking is reasonable, paragraph
152AH(1)(e) of the TPA requires the ACCC to consider the operational and technical
requirements necessary for the safe and reliable operation of a carriage service, a
telecommunications network or a facility.

The ACCC’s Draft Decision stated that this criterion requires considering the effect of
the proposed undertaking on the ability to ensure a carriage service,
telecommunications network or facility is operated in a safe and reliable manner.

The ACCC understands this criterion to mean that an access price should not lead to
arrangements between access providers and access seekers that will encourage the
unsafe or unreliable operation of a carriage service, telecommunications network or
facility.?®

In the long-run, access prices that are persistently below the efficient costs of
supplying a service can, indirectly, compromise the safe and reliable supply of the
service. The ACCC considers that the Proposed Monthly Charge is not below the
efficient costs of supplying the ULLS and is, in fact, above the efficient costs of
supplying the ULLS in the long run.

%6 ACCC, Access Pricing Principles — Telecommunications, July 1997, p. 10.
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Therefore, the ACCC does not consider that 2008 Undertaking would have a material
effect on the operational and technical requirements necessary for the safe and reliable
operation of telecommunications services.

8.9 Direct costs of providing access to the declared services

In determining the extent to which an undertaking is reasonable, paragraph
152AH(1)(d) of the TPA requires regard to be had to the direct costs of providing
access to the declared service. Direct costs are those costs necessarily incurred in or
caused by the provision of access. As stated in the relevant explanatory memorandum:

..the references here ... the ‘direct’ costs of providing access are intended to preclude
arguments that the provider should be reimbursed by the third party seeking access for
consequential costs which the provider may incur as a result of increased competition in an
upstream or downstream market. %’

This requires that an access price not be inflated to recover any profits that the access
provider (or any other party) may lose in a dependent market as a result of the
provision of access.

The direct costs criterion also implies that, at a minimum, an access price should
cover the direct incremental costs incurred in providing access. It also implies that the
access price should not exceed the stand-alone costs of providing access.?*

In its Draft Decision, the ACCC noted that it had not been provided with evidence of
Telstra’s direct costs of providing access to the ULLS in Band 2.% Therefore, to
assess the 2008 Undertaking against this criterion, in the Draft Decision, the ACCC
examined evidence from international benchmarks and Telecommunications Industry
Regulatory Accounting Framework (RAF) historical data.® The ACCC’s preliminary
view was that the international benchmarking analysis suggested that overseas
operators are able to provide similar unconditioned local loop services at much lower
prices, that is, they were able to provide these services at a much lower direct cost that
is estimated by the TEA model.

The ACCC’s RAF analysis from its Draft Decision indicated that the Proposed
Monthly Charge of $30 would allow Telstra to over-recover the historic costs of
providing the ULLS. The ACCC therefore considers that Telstra could recover these
costs under a lower monthly charge.:

8.9.1 Submissions

Telstra submits that the Proposed Monthly Charge is consistent with the ACCC’s
interpretation of the Explanatory Memorandum as the Proposed Monthly Charge is

%7 Trade Practices Amendment (Telecommunications) Bill 1996 Explanatory Memorandum, p. 46.

%8 Stand-alone costs are the costs an access provider will incur providing a service assuming the

access provider produced no other services.
%% ACCC, 2008 ACCC Draft Decision, November 2008, p. 54.
%0 ACCC, 2008 ACCC Draft Decision, November 2008, p. 54.
%1 ACCC, 2008 ACCC Draft Decision, November 2008, p. 55.
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below the stand-alone costs of providing access because only a proportion of indirect
costs are allocated to the ULLS.?®?

Telstra submits that the analysis in the Draft Decision is inconsistent with its own
interpretation of this criterion as it relies on two sets of material—international
benchmarking and RAF data—which:

...incorrectly asserts that the price proposed in Telstra’s Undertaking exceeds the level
necessary to ensure that Telstra would be able to recover the direct costs of providing
ULLS.*®

Telstra submits that the ACCC’s international benchmarking analysis is flawed as:

= its use is inconsistent with the ACCC’s previously expressed views on the use
of benchmarking;

= international benchmarks do not compare the direct costs, rather they compare
the prices which each operator charges;

= regulatory regimes between countries and their objectives differ, thereby
making comparisons difficult;

= it is incorrect to assume that overseas regulators have had regard to direct
costs in the same way that the ACCC does and there is no evidence that
overseas regulators determine the direct costs of ULLS provisioning in their
own countries; and

= there is no evidence to suggest that the costs used are consistent with the
ACCC’s own interpretation of the direct costs criterion.

Telstra raise the following concerns with the ACCC's analysis of the RAF when
assessing the 2008 Undertaking against the direct costs criterion:

= the RAF values assets at their written down value rather than their economic
value; and

» the RAF values a different mix of types of assets and network design than
would be used by an efficient new entrant. 2

Telstra submits that the RAF is a measure of the written down historic/embedded cost
of supplying the CAN. Telstra also submits that RAF data does not provide any
standalone or incremental costs of providing the CAN.?*

Telstra notes that in the past they have sought to use historic ULLS costs to assess the
reasonableness of an Undertaking price. Telstra submits that the Australian

%2 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 41.
%3 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 42.
%4 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 42.
%5 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 43.
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Competition Tribunal has rejected the use of historical costs as a basis of assessing the
reasonableness of ULLS costs.®® Telstra also submits that the use of historic costs
derived from the RAF is inconsistent with the 2002 ULLS pricing principles. Telstra
considers the ACCC’s use of Telstra’s historic cost is inconsistent with its own
interpretation of the direct cost criterion.?”

Telstra indicates in its submission dated 17 February 2009, that:>®

8.9.2

the ACCC has calculated the return on capital associated with only those CAN
assets reported in the RAF. For example, some CAN assets were purchased
prior to the period for which the information contained in the RAF relates.
Thus, the RAF does not reflect the full capital costs of Telstra’s CAN;

the ACCC has used Ovum’s pre-tax WACC of 9.22 per cent, which is
substantially below even the ACCC’s pre-tax WACC of 11.35 per cent for the
2008/09 year;

the ACCC’s analysis excludes any contribution to indirect costs. Since these
later costs are reasonably included in a cost-based price, a comparison
between the ACCC’s incomplete calculation of historic costs and the $30 price
term in the 2008 Undertaking would not be like-for-like;

there are no ULLS specific costs included in the ACCC’s calculation. These
should be added to the ACCC’s calculation of historic costs to compare
against the $30 monthly charge in Telstra’s 2008 Undertaking;

the ACCC’s analysis excludes radio bearer equipment asset costs, but divided
the total non-radio costs by all SIOs, including radio SIOs when calculating
the unit cost. This will understate the unit cost of non-radio CAN SIOs; and

for the calculation of the historic O&M and depreciation costs the ACCC’s
analysis is linked to the current cost accounts. While this has no impact on the
analysis as put forward by the ACCC, it is likely to if the ACCC had properly
included indirect costs. For consistency, the ACCC’s analysis should link to
the historic cost accounts.

ACCC view

The ACCC derivation of Telstra's directs costs of providing the ULLS is provided in

table 4.

The ACCC notes that Telstra seems to have misunderstood the reasoning behind the
analysis it has undertaken in assessing the direct costs criterion, and the interpretation
of this criterion more generally.

%6 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 43.
%7 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 43.
%8 Telstra, letter to ACCC, 17 February 2009.
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When assessing the 2008 Undertaking under this criterion, the ACCC must consider
whether the access provider recovers the direct costs of providing the ULLS. Telstra's
comment that the RAF analysis is irrelevant is correct. Telstra have misunderstood the
reason for the ACCC's RAF analysis. The ACCC notes that the RAF analysis was
designed to estimate Telstra's historic costs of providing the ULLS to estimate the
direct incremental costs incurred in providing access. This direct cost is then
compared to the Proposed Monthly Charge to see whether the $30 charge would
allow Telstra to recover the historic cost of Telstra's CAN.

The ACCC notes that Telstra's implementation of TSLRIC+ does not provide an
appropriate measure to estimate Telstra's direct costs of providing ULLS access
because, as stated by Telstra,*® the TEA model seeks to measure the costs that may be
faced by a new entrant seeking to replicate Telstra’s access network. In this regard,
Telstra's implementation of TSLRIC+ does not provide a measure of Telstra’s direct
costs of providing access to the ULLS.

In the Draft Decision, the ACCC noted that Telstra did not supply information on the
direct costs of providing the ULLS; therefore, the ACCC relied on RAF data. Despite
this, Telstra did not supply direct cost information in response to the Draft Decision.
Further, the ACCC notes that Telstra has indicated in Telstra's Response to the
ACCC's Draft Decision that the Proposed Monthly Charge is below the stand-alone
cost of providing access and that its direct costs are between the direct incremental
cost and the standalone cost of providing the ULLS,?° but, again, has not provided
any evidence to substantiate that claim.

With no submitted information from Telstra about the direct incremental costs of
providing the ULLS, the ACCC has continued to rely on other information in the
Final Decision. The ACCC notes Telstra’s concerns with the use of international
benchmarking and comments made the Australian Competition Tribunal®* in relation
to the adjustments required before international comparisons can be made. As set out
in section 7, the ACCC has undertaken additional analysis using international
benchmarks. The results continue to demonstrate that services in comparable
countries can be offered at a price lower than that proposed by Telstra, suggesting that
their direct costs may also be lower.

Therefore, in this Final Decision, the ACCC continues to consider it useful to
examine Telstra’s returns under the RAF in order to reach a view on the possible
quantum of Telstra’s direct costs of providing access to the ULLS. However, it notes
that the conclusions that can be drawn from this examination are necessarily limited,
as:

= the RAF data concern Telstra’s entire existing network (bands 1-4), while the
2008 Undertaking concerns supply of the ULLS in Band 2 only; further, the

%% Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 32.
210 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 41.

271

Australian Competition Tribunal, Application by Optus Mobile Pty Limited & Optus Networks
Pty Limited, [2006] ACompT 8.
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RAF data cannot be easily broken into bands in order to make a like-for-like
comparison; and

= the source data represents historic practices, and does not reflect productivity
improvements or other changes; for example, in input prices, reasonably
expected for the period of the undertakings.

That said, the ACCC concludes that this examination lends support to the view that
Telstra’s likely direct costs of providing access to the ULLS in Band 2 for the
proposed period of the 2008 Undertaking will be significantly less than what it will
recover if Telstra charges the Proposed Monthly Charge for its supply of the ULLS.

In response to Telstra's submission of 17 February 2009, the ACCC notes that it has
recalculated its estimates of Telstra's direct costs using RAF data, including using a
pre-tax WACC value of 9.64 per cent (having regard to all submissions received),
adding indirect costs and a specific charge to the direct cost estimates. Even with
these changes - which increase the estimate of direct costs - the ACCC still finds that
Telstra over recovers the cost of providing the ULLS with a Proposed Monthly
Charge of $30. The ACCC notes Telstra's comment that the RAF does not take
account of the full capital costs of the CAN. The ACCC considers that RAF historical
data provides valid material for the calculation of direct costs even for assets with
long lives as the RAF would include its written down value. The ACCC also notes
that Telstra has not provided alternate data or provided its own direct costs estimates
of providing the ULLS.

Therefore, the ACCC considers that, based on the RAF analysis above and results
from the international benchmarking, the ACCC's final conclusion is that the
Proposed Monthly Charge of $30 would allow Telstra to over-recover the direct costs
of providing the ULLS, and that it could recover its direct costs under a lower
monthly charge.

8.10 The economically efficient operation of a carriage service, a
telecommunications network or a facility

In determining whether an undertaking is reasonable, paragraph 152AH(1)(f) of the
TPA requires the ACCC to consider the economically efficient operation of a carriage
service, telecommunications network or a facility. The 2008 Draft Decision indicated
that this criterion embodies the concept of economic efficiency and considered
whether Telstra’s Undertaking promotes this concept.

8.10.1 Submissions

In response to the 2008 Draft Decision, Telstra submits that the ‘[p]rices based on the
TSLRIC+ of an efficient new entrant reflect the efficient forward-looking costs of the
service and, therefore, meet this criterion.’?”

272 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 43.
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8.10.2 ACCC view

In the ACCC’s view, the phrase ‘economically efficient operation’ embodies the
concept of economic efficiency set out in the analysis of the LTIE. These include
productive efficiency, allocative efficiency and dynamic efficiency. The ACCC has
already had regard to these matters when considering the LTIE.

The ACCC considers that an access price should encourage access providers to select
the least-cost method of providing the service and provide those services most highly
valued by access seekers. Accordingly, the ACCC considers that this concept is not
necessarily limited to the operation of carriage services, networks and facilities by the
carrier or carriage service provider supplying the declared service, but could also
include those operated by others (for example, service providers using the declared
service).

To consider this matter in assessing an undertaking, the ACCC may consider whether
particular terms and conditions enable a carriage service, telecommunications network
or facility to be operated in an efficient manner. This may involve, for example,
examining whether they allow for the carrier or carriage service provider supplying
the declared service to recover the efficient costs of operating and maintaining the
infrastructure used to supply the declared service under consideration.

In general, there is likely to be considerable overlap between the matters that the
ACCC takes into account in considering the LTIE and its consideration of this
criterion.?”

In summary, the ACCC considers that the Proposed Monthly Charge is based on an
overestimation of the efficient costs of providing the ULLS in the long run.
Accordingly, the ACCC considers that the Proposed Monthly Charge will result in
inefficient build/buy signals, which may discourage access seekers from making
efficient investment decisions regarding building new or further augmenting ULLS-
based networks. Therefore the ACCC considers that the Proposed Monthly Charge
would not encourage the economically efficient operation of a carriage service, a
telecommunications facility or a network facility.

8.11 Conclusion

On balance, after assessment against the legislative criteria the ACCC considers the
2008 Undertaking:

= is unlikely to promote the LTIE, as it will not promote competition and will
not encourage the economically efficient use of, and investment in
infrastructure;

2% In considering whether particular terms and conditions will promote the long-term interests of end-
users, the ACCC must have regard to their likely impact on the economically efficient use of, and
economically efficient investment in, the infrastructure by which carriage services and services
provided by means of carriage services are supplied. Clearly there is overlap between the phrase
‘economically efficient use of ...” in the LTIE criteria and the phrase ‘economically efficient
operation of ... in this criterion.
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will result in Telstra recovering more than is necessary to promote Telstra’s
legitimate business interests;

will harm the interest of access seekers and persons who have rights to use the
service;

contains price terms which will exceed the direct costs of providing access;
does not have a material effect on the operational and technical requirements
necessary for the safe and reliable operation of telecommunications services;
and

is not likely to facilitate the economically efficient operation of the ULLS.

Accordingly, the ACCC is not satisfied that the terms and conditions specified in the
2008 Undertaking are reasonable under sections 152AH and 152BV of the TPA and
has decided to reject the undertaking under subsection 152BU(2) of the TPA.
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Appendix A The ACCC’s approach to assessment

A.1 Criteria for assessment: reasonableness of terms and
conditions

Paragraph 152BV(2)(d) of the TPA provides that the ACCC must not accept the 2008
Undertaking unless the ACCC is satisfied that the terms and conditions specified in
the 2008 Undertaking are reasonable.

In forming a view about whether particular terms and conditions of the 2008
Undertaking are reasonable, the ACCC must have regard to the following matters set
out in section 152AH of the TPA:

. whether the terms and conditions promote the LTIE of carriage services or of
services supplied by means of carriage services;

. the legitimate business interests of Telstra, and its investment in facilities used
to supply the declared services;

= the interests of all persons who have rights to use the declared services;
. the direct costs of providing access to the declared services;
. the operational and technical requirements necessary for the safe and reliable

operation of a carriage service, a telecommunications network or facility; and

. the economically efficient operation of a carriage service, a
telecommunications network or a facility.

In addition, the ACCC may consider any other relevant matter.

In conducting an assessment under these criteria, the ACCC will apply these criteria
in accordance with the interpretations set out in Chapter 4 above.

In Appendix B, the matters to which regard must be had are considered, either directly
or indirectly. Where a matter is considered not to be relevant, the ACCC has included
express statements to that effect.

214 Section 152AH does not use the expression ‘any other relevant matter’. Rather, subsection
152AH(2) states that the matters listed in subsection 152AH(1) do not limit the matters to which
the ACCC may have regard. Thus, the ACCC may consider any other relevant matter.
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Appendix B Reasonableness of Telstra’'s
Implementation of TSLRIC+

This Appendix contains the ACCC’s assessment of whether Telstra's implementation
of TSLRIC+—Telstra's preferred default parameters and underlying network
design—are reasonable in accordance with the range of matters set out in subsection
152AH(1) of the TPA and detailed in section 8 of this paper.
The ACCC identified the following key issues in its 2008 Draft Decision:

= ability to properly assess the TEA model;

= network design and engineering rules;

= cost valuation;

= trenching costs;

= trench sharing;

= operations and maintenance and indirect cost factors;

= cost of capital,

= depreciation.
The ACCC's assessment on each of these issues is discussed, in turn, below.
B.1 Ability to properly assess the TEA model
If the TEA model is to be accepted as a basis for pricing the ULLS, the ACCC
considers it necessary that it be subject to scrutiny by the ACCC and interested
parties. In considering the ability of interested parties to assess the TEA model, there

are two key issues to consider:

= whether the model is transparent and user friendly, allowing the model and
assumptions to be tested; and

= whether users have had sufficient access to the model to adequately review it.
Submissions
Telstra

Telstra submits that the documentation provided with the TEA model is
comprehensive, very detailed and more than adequate to evaluate the TEA model.?®

25 Telstra, Response to the ACCC’s Discussion Paper, 12 August 2008, pp. 5-6.
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Telstra submits that the Microsoft Excel spreadsheets used in the TEA model enable
users a higher degree of flexibility in testing alternative input values. Telstra also
submits that the results of the TEA model are consistent with its experience, economic
intuition and financial principles and the related documentation identifies all
parameters required to assess the cost of ULLS.

Telstra notes that version 1.0 of the TEA model, submitted on 3 March 2008, contains
software errors that were fixed in version 1.1 of the model, which was submitted on 6
August 2008.7® Following Ovum’s report commissioned by the ACCC, Telstra
submitted a revised version of the TEA model—version 1.2—on 10 September 2008.
Telstra submitted a further revision of the TEA model—version 1.3—on 22 January
20009.

Telstra submits that it has sought to address concerns about a lack of transparency in
the pre-processing work in the TEA model by submitting documentation explaining
the process by which the TEA model database was derived.?” Telstra also submits
that modelling a single network architecture does not limit the ability to test
efficiency, as the best way to measure the efficiency of the TEA model is to compare
it to Telstra’s actual network.?

Telstra submits that its confidentiality arrangements are clearly documented, and
comply with expectations set out by the ACCC.?® Telstra also submits that it has not
declined any request from Optus for an individual to gain access to the TEA model.*®
In total, Telstra states that 18 individuals, excluding Ovum, have gained access to the
full version of the TEA model, and that, other than making broad allegations without
substantiation, no access seeker has stated how the confidentiality arrangements have
hindered their ability to review the TEA model.?*

Other parties

Optus submits that Telstra’s confidentiality arrangements have been onerous and
confusing and as a result, Optus has not had reasonable access to the TEA model and
related information.?* Optus submits that an offer from Telstra to allow access to a
limited version of the TEA model to a single employee was inadequate, as it did not
allow for access to a full version of the model, and thus would not have allowed full
communication between Optus and its external consultants.?® It notes that Telstra has
not made the TEA model and related information available to Optus in a manner
which allows full and timely analysis, and comments that the degree of scrutiny of the
model by access seekers and other parties has been limited by the terms of Telstra’s
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2 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, pp. 45 — 46.
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confidentiality arrangements. Adam Internet et al supports the ACCC’s preliminary
view that Telstra’s confidentiality arrangements have adversely affected interested
parties’ ability to properly assess the TEA model.?*

Optus also submits that some of the most important aspects of the TEA model are not
transparent or able to be modified by the user.?® Optus observes that the TEA model
appears to use a pre-processed network database file. As a result, users may vary only
a limited range of components of the model, and cannot vary network architecture.?®
Furthermore, Optus submits that it is not possible to test the level of efficiency in the
design, as the actual locations of network structure points are not provided.*" Further,
Optus notes that the ACCC has identified a number of basic errors in the TEA model,
and that Telstra has had to update the model several times to address these.*®

In light of these views, Optus submits that the ACCC must place less weight on the
model in setting ULLS prices to the extent that the ACCC should not have regard to
the TEA model.?® Optus further submits that the ACCC should place limited reliance
on any confidential evidence supplied by Telstra, as access seekers have not had a
reasonable opportunity to assess such evidence.?®

In a report prepared for Optus, Network Strategies states that the TEA model is not as
transparent as it would usually expect in a regulatory model.** Marsden Jacob
Associates (MJA) found the TEA model to be more transparent than its predecessors
in certain areas (such as the use of MS Excel and MS Access), but less transparent in
other areas (such as the reliance on detailed 'real' Telstra data and the lack of
information on this data).?* All external advisors—MJA (commissioned by the CCC),
Network Strategies (commissioned by Optus) and Ovum (commissioned by ACCC) -
considered the TEA model user manual and model documentation to be of reasonable
quality.>® However, Ovum noted a number of inconsistencies between the model
documentation and the model implementation.?* It also notes that there is no
documentation for the Access database and suggest that this should be made
available.
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In regard to the flexibility of the model, Network Strategies notes that it is not
possible to vary the network architecture.®® It also took the view that some of the
inputs and assumptions in the TEA model are not visible and cannot be checked
because of the way pre-modelling data has been incorporated into the TEA model
network database. Network Strategies clarified this view in response to the ACCC’s
Draft Decision, stating that its concerns related to the inability to see or vary network
topology, cable routes and customer locations.”® In relation to the engineering and
costing modules, Network Strategies acknowledges that the data in these modules is
both visible and modifiable.*’

Network Strategies also states that the TEA model contains the results of calculations
that are performed outside the TEA model. Given that several steps in the modelling
process are not included, these calculations are unable to be checked.?® For example,
Network Strategies note that the determination of DA areas has not been explained,
and that this calculation, through the calculation of line density, has a large effect on
cost. Network Strategies states that this process is not transparent.>® Network
Strategies also asserts that, whilst Telstra has submitted material explaining the route
optimisation process, the actual calculations and data are still not available, and thus
not verifiable.*®

Ovum took the view that the response to changes in key inputs in the model is
consistent with its experience and financial principles.® Network Strategies also took
the same view.* Early versions of the TEA model contained errors such as missing
links where some inputs into the model had been hard coded and changes to these
inputs had no impact on the monthly ULLS cost.*® Telstra sought to rectify these
missing links in version 1.2 of the TEA model.** Ovum also observes that the TEA
model user interface does not have a comprehensive means of error checking inputs,
which can lead to misleading results.*®

The ACCC notes that Ovum has completed two separate reviews of the TEA model,
and that the latest review takes into account all updates to the model including those
in version 1.3.
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Ovum also considers that the lack of pre-processing of the cable data in the input
dataset is a serious concern as it results in more cable and conduit being placed than is
necessary. This design approach is not optimal and a formal redesign of the data
would be beneficial.®*®

Network Strategies notes that the TEA model does not provide any information about
the actual locations of cable routes and therefore there is no way of verifying that the
routes used in the model are indeed efficient.*” Ovum also states that it cannot verify
Telstra’s assertion that DAs do not overlap, as access to geographical cable data is not
available.*®

ACCC view

In assessing the degree that the TEA model allows for proper scrutiny of model
assumptions, there are two key issues to consider:

= whether the cost model possesses good model features to allow the model to
be tested. In the 2008 Discussion Paper, the ACCC noted that the cost model
must have the following features:

= be sufficiently transparent so that the ACCC and interested parties can
reasonably assess the inputs and outputs at a disaggregated level;

= allow users to test the assumptions in the model and analyse the impact of
different changes in inputs (and architecture) on outputs by understanding
the linkages within the model; and

= allow users to assess how element costs and capital are allocated within
services.®®

= whether users have had sufficient access to the model itself in order to
adequately review the model.

On the first issue, the ACCC notes comments by Ovum and other parties that raise
issues with the TEA model such as the existence of errors, and missing linkages. The
ACCC notes that, in its submission of 10 September 2008, Telstra has sought to
address these errors including submitting a revised version of the TEA model.**

The ACCC considers that most of the TEA model calculations are well-documented,
and that additional material submitted by Telstra in response to access seeker
concerns has aided in understanding the pre-modelling work in the model. The ACCC
also agrees with Ovum's assessment that the TEA model is generally easy to use.
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Overall, the ACCC considers that it is satisfied with the useability of the TEA model.
Compared to its predecessor, the PIE Il model, the TEA model is accompanied with
documentation that sets out most model calculations, and allows most parameters to
be changed and tested. A model that possesses these features may assist parties to
better scrutinise the TEA model so that they may make well-informed comments.
However, the ACCC notes that these positive features would be undermined if the
TEA model does not contain accurate material.

The ACCC agrees with the comments by Network Strategies that the development of
the TEA model database lacks transparency. The ACCC acknowledges Telstra’s
submission of material explaining the process undertaken to derive this database, but
without access to the actual data, the accuracy of this document cannot be determined.
The ACCC notes that, by looking at the results of this pre-modelling work, Ovum
identified implementation errors in the development of the database. Whilst Telstra
has since addressed those errors, without access to the pre-modelling work, the ACCC
cannot have confidence that the process described by Telstra has been implemented
without errors.

Furthermore, the ACCC considers that the inability of users to see or vary the network
topology as determined in the development of the database reduces the transparency
of the model. The ACCC recognises, however, that the additional functionality
required to allow users to control the network design may add to the complexity of the
model, and hence increase development costs. The ACCC’s view is that, whilst an
ideal model would have this functionality, this part of the TEA model is acceptable.

The ACCC acknowledges the difficulties and complexities inherent in any cost
modelling exercise. It also understands that any cost model will need to be refined and
adjusted to ensure that the model is robust. In this regard, the ACCC understands that
it may not be pragmatic for Telstra to release a new version of the TEA model
contemporaneously every time a refinement or adjustment to the TEA model is
required. However, if Telstra's supporting submissions have errors and/or parties are
not informed of any changes to such material, interested parties will be limited in their
ability to make well-informed comments.

On the second issue, the ACCC has continuously expressed concerns that Telstra's
confidentiality arrangements have made it difficult for interested partes to gain
reasonable access to the TEA model in terms of:

= having insufficient time to review the current version of the TEA model (version
1.3 for external advisors/consultants with a non-commercial role and version 1.3.1
for access seekers with a commercial role);

= the confusing nature of the confidentiality arrangements; and

= the limited number of parties with access to the full version of the TEA model.

The ACCC considers that Telstra’s confidentiality arrangements have affected
interested parties' ability to provide full and timely analysis and comment on the 2008
Undertaking and the TEA model. The ACCC notes that as at 13 January 2009, only
18 individuals (excluding Ovum) have gained access to the full version of the TEA
model, and that none of these individuals are employees of an access seeker.

128



Furthermore, 11 of the 18 individuals with access to the full version of the TEA
model are the legal representatives of access seekers, and would likely be limited in
their ability to assess the technical aspects of the model. The ACCC therefore
considers that Telstra’s confidentiality arrangements have unduly restricted the level
of discourse between access seekers and their external consultants.

The ACCC notes that access to Telstra’s PIE Il model, which also contained
commercially sensitive information, only required a single level of confidentiality
agreement, which allowed access to the full version of the model to both internal and
external advisors and consultants.

These restrictive arrangements contribute to the ACCC's ongoing concerns that the
model has not been subject to comprehensive external review, which has meant that
the ACCC has relied significantly on the findings in Ovum's review of the TEA
model as this represents the most comprehensive external review of the TEA model
and benchmarking, where appropriate.

The ACCC notes that Optus has also imposed a two-tiered confidentiality
arrangement from 22 January 2009, similar to Telstra’s, for access to Optus’
confidential information. Access to confidential Optus information has been limited to
12 Telstra representatives. Such an arrangement may have restricted Telstra’s ability
to assess and respond to Optus’ submissions.
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B.2 Network design and engineering rules

The network design and engineering rules used in the TEA model provide the basis
for dimensioning the physical network, and thus for determining the ULLS network
cost.

The ACCC notes that, since the publication of its Draft Decision, Telstra has issued
an updated version (version 1.3) of the TEA model. Version 1.3, however, does not
include any changes to the network design and engineering rules used.

The TEA model uses Telstra’s existing network as a starting point from which to
model an access network. The following structure points from the existing network
are retained by the model:

= the exchange location;

= distribution area boundaries;

= pillar locations;

= customer locations; and

= distribution and main cable routes.

In the TEA model the distribution and main cable routes are an optimised subset of
the existing main cables and conduit routes that use existing rights of way from the
exchange to the pillars and from the pillar to the customer premises.

Submissions
Submissions received can be categorised into two broad groups:
1. network design and optimisation; and
2. application of engineering practices in the TEA model.
1. Network design and optimisation
Telstra

Telstra submits that a hypothetical TSLRIC+ model does not account for the real
world constraints and does not reflect the efficient costs of supply or the actual
services supplied.®* Telstra submits that hypothetical models do have their uses, but
only as proxy for the real world in the absence of actual data. Telstra considers there
are limitations to TSLRIC+ pricing that do not account for such factors that include
unchangeable physical or geographic constraints - which a competitor and/or network
builder would face. Telstra considers that the long-run perspective of TSLRIC+

11 Telstra, Response to the ACCC’s Discussion Paper, 12 August 2008, p. 10.
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requires the factors of production in the network to be variable while certain
geographic or physical constraints are fixed.*?

Telstra submits that the main and distribution conduit routes in the TEA model are
efficient, given the real topographical and demographic constraints of connecting
customers to the CAN.** Telstra also submitted a comparison of network equipment
in the TEA model and Telstra’s inventory records showing efficiency savings in the
TEA model design.®* Telstra supplied an updated study of the efficiency of the TEA
model in March 2009. In a submission to the ACCC dated 1 April 2009, Telstra
resubmits the results of the Measure of TEA Model Efficiency document dated 8
September 2008 and notes that it has updated this report to include comparisons
against the ACCC’s Fixed Network Services Cost Model.**

In responding to access seeker submissions, Telstra reiterates that the TEA model
gives a more realistic cost estimate than hypothetical models, due to the fact that it
places cables in existing rights of way, and doesn’t place cables across rivers, lakes,
and other natural obstructions.®” Telstra, however, refutes claims that the TEA model
retains existing pit and manhole locations, which are only used as waypoints for cable
routes. It contends the model then determines efficient pit and manhole locations for
the resulting network. Telstra also submits that Ovum supports the TEA model’s
approach.®

Telstra notes that the cost of the pillars in the TEA model make up less than one per
cent of the total cost, whilst approximately 84 per cent of the cost is due to cable and
conduit. Thus Telstra concludes that accurately identifying cable and conduit runs is
more important than optimising the number and location of pillars.*® Telstra further
submits that virtually every street in Band 2 needs to be trenched regardless, and thus
the location of pillars has no impact on overall costs.*®

Telstra further submits that the ACCC should examine the comments in a report by
Network Strategies “with due suspicion, since they provide no quantification or
evidence of their assertion.”**

Dr Robert G. Harris and Dr. William Fitzsimmons, in a statement submitted by
Telstra, acknowledge that a more hypothetical approach, which allowed a portion of
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the pillars to be relocated, could possibly realise a lower cost. They conclude,
however, that their expectation is that there would be little, if any, reduction in price
as a result.®»

Telstra submits that the TEA model is forward looking in the sense that it uses actual
locations of pillars and the existing DA in the network design. Telstra states this
ensures that the network is able to model both the Full-Loop ULLS and the Sub-Loop
ULLS.** Telstra explains that:

...if, for example, a party other than Telstra wins the current Government tender for the NBN,
they will need to acquire from Telstra Sub-Loop ULLS at all ESAs to which they intend to
roll out a fibre to the node (FTTN) network. The prices for Sub-Loop would need to reflect
the actual pillar location as the actual pillar location would be the location where the NBN
provider will interconnect with Telstra. At the same time, other parties will acquire Full-Loop
ULLS from Telstra. If Sub-Loop ULLS pricing is based on actual pillar placement and Full-
Loop ULLS pricing is based on hypothetical pillar placement, then the relative cost of each
will be distorted.*

Telstra notes that Optus has not provided any evidence to support its view that laying
cables down both sides of roads would be more efficient and that it would in fact be
four times more expensive.*® Telstra further submits that it is very difficult to deploy
aerial cabling in Australia, and that Optus has previously submitted material on its
own CAN which indicates that the use of aerial cable is, in practice, impossible.®*

Telstra acknowledged the error identified by Ovum in the main network engineering
module, which resulted in some structure points in the model having more than one
next structure point. Telstra submits that it subsequently fixed this issue in version 1.1
of the TEA model. Telstra disagreed, however, with Ovum’s claim of a similar error
in the distribution engineering module. Telstra argues that the instances where a
single structure point has two next structure points in the distribution network occur
when cables served by different pillars (ie. from different DAs) share trench for a
period, then diverge to their respective pillars. Telstra submits that allowing cables
from distinct DAs to share trench adds flexibility, increases efficiency, and that
avoiding it would require laying conduit down both sides of roads that form DA
boundaries, hence increasing costs.**

Telstra submits that in its statutory assessment of its 2008 Undertaking, it is not the
ACCC's task to find an alternative model (hypothetical or otherwise) that could be
used to derive a different or the same result as the TEA model.**
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In a report prepared for Telstra, NERA Economic Consulting conclude that the use of
a scorched node approach—using existing locations of network nodal points—is
standard practice in estimating TSLRIC+.°* NERA states that a pure scorched node
approach does not involve changing the location of nodes, and that the TEA model
therefore represents a scorched node model.*®

NERA further states that the route optimisation process followed by the TEA model
might not produce the most economically efficient deployment in some
circumstances. This is due to the fact that it only minimises the length of the network,
and does not take into account the number of cables required on each link.** NERA
asserts, however, that trench and duct costs account for the majority of costs in the
TEA model, so minimising the conduit length minimises the main cost driver, and
thus is a reasonable approach.®? Furthermore, NERA submits that, as conduit is the
greatest cost component in the TEA model, the greatest cost savings from
optimisation are likely to occur when a second conduit is triggered.®** NERA
concludes that, as only a single conduit is deployed for 99 per cent of distribution
conduit length, the effect of minimising only network length is likely to be minimal.®*
NERA also recognises that minimising cost over network length and cable
deployment simultaneously would be extremely complex, and that given these
complexities, the TEA model approach is reasonable.**

Telstra submits that the price set for the ULLS should reflect the service description
definition and technical constraints on that service.®*® Thus, as the ULLS service
declaration requires Telstra to provide a copper wire service, the price it is allowed to
charge should be for a copper wire service. Modelling other services such as fibre and
wireless would not meet the definition of the ULLS. Furthermore, Telstra submits
that there are no further technological advancements in unconditioned copper wire
expected in the foreseeable future.*”

Other parties

Modelling approach

MJA prepared a report on behalf of the CCC. In that report, MJA notes that the
methodology used in the TEA model is to develop a model of access network costs
based on inputs from Telstra’s existing network, while allowing for a degree of
optimisation.®® MJA states this approach is unlikely to suffer from the assumptions
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required for a theoretical network structure which can lead to erroneous results, “but
may - depending on the use of the information - incorporate inefficiencies.”** Further,
MJA asserts it has reservations about the degree of optimisation in the network design
due to the retention of pillar locations, as it believes that this may lead to cost
inefficiencies.*®

MJA states that the TEA model should be reconciled with an alternative ‘bottom-up’
TSLRIC network model which incorporates efficiencies not implemented in the TEA
model.** The objective of reconciliation would be to identify and explain the
differences between the modelling approaches and to reveal important information on
the optimality of the TEA model.*** MJA conclude that such an approach would
greatly assist the ACCC in making informed decisions about the design and input
parameters of the TEA model and ultimately provide a more thorough evaluation of
ULLS costs.*?

Optus submits that “it is reasonable for the ACCC to base its ULLS pricing on a
scorched node approach, however the TEA model is not based on a conventional
scorched node approach.”** It is Optus’ view that the approach used in the TEA
model does not allow for sufficient network optimisation. This is because use of the
existing locations of pillars, manholes and pits mean “historical inefficiencies will be
carried into the final price and unfairly paid for by access seekers.”** Optus
acknowledges Telstra’s justification for the approach taken in the TEA model, that is,
by using existing features of the network it incorporates design features of the next
generation network, but concludes that this rationale is largely irrelevant in terms of
ULLS pricing.>®

Optus submits that the TEA model network is “practically identical to that of Telstra’s
own network with a minimum of adjustments for efficiency.”** Furthermore, Optus
contends that the network design is not optimal,*® and that it is unlikely to meet the
efficiency standard, as it is heavily influenced by the historical network.** Optus also
submits that there is no evidence to support Telstra’s claims of efficiency.*®
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Network Strategies in its report for Optus, refute Telstra’s assertion that their claim of
inefficiency is based on an incorrect belief that all nodes are retained.*' Network
Strategies states that their belief that the design is inefficient is based on the fact that
DAs are not redesigned, meaning that DAs and pillar locations based on historical
demand are retained.** Network Strategies also states that, whilst not all pits and
manholes are retained, the locations of all structure points are used as waypoints for
cable routing, and that they are unable to determine whether these waypoints are
efficient.®*

Network Strategies also disagree with Telstra’s assessment that a comparison showing
the TEA model’s efficiency savings over the existing network proves that the TEA
model is efficient.®™ Network Strategies states that comparing an efficient model to
the existing network would be a good measure of existing inefficiency, but that a
comparison to the existing network is no justification for accepting a model as
efficient.®®

MJA states there may be significant cost efficiencies in allowing pillar locations to
vary and be subject to optimisation.** This is on the basis that if the pillar is placed
close to the customer, then the total cable distance is minimised.*” Ovum, in a report
commissioned by the ACCC, states that although there may be some overestimation
of pillar sizes the effect is likely to be small.*®

Ovum, in reviewing the economic aspects of the TEA model for the ACCC, states that
the TEA model is a hybrid model between standard bottom-up and top-down.*®
Ovum reports that:

The TEA model uses a “scorched node” approach. The main nodal locations are fixed, which
in this model include: the telephone exchange locations, the Distribution Area (“DA”)
boundaries, the Pillar locations at the edge of each DA, and the customer locations. The
model then dimensions a traditional access network to meet the customer demand using the
locations specified. This method is appropriate but its design should be modified. In Europe
and across the world many regulators have adopted a modified scorched-node approach.

A modified scorched-node approach takes the existing topology as a starting point, but then
modifies the network by eliminating inefficiencies. The technology between the existing
nodes is optimised to meet the demands of a forward-looking efficient operator. There is little
evidence of the network being optimised and the design is inefficient in some aspects. *°
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Ovum further reports that a modified approach, in which only some node locations are
retained, whilst others (such as pillars) are optimised, “may yield further efficiencies
but would be a substantial undertaking and is probably not justified for the purpose of
the Access Undertaking.”*:

Ducts and cable routes

The Ovum report indicates that, in relation to version 1.1, the TEA model’s
documented efficiency improvements of eliminating duplicate cable runs and
choosing shortest-path routes have not been implemented in the construction of the
database used in the model.*** This means that cable paths and consequentially duct
placements implemented in the model are inefficient.®** Ovum subsequently states
that, in version 1.2 of the TEA model, the model database is implemented correctly.**
Ovum also agrees with Telstra’s assessment that the same structure point can appear
in more than one DA.* Ovum believes that a limited redesign of DAs may yield
greater efficiency, but concludes that the TEA model approach, with fixed DAs, is
satisfactory.*®

Optus submits that neither cable paths nor cable routes are likely to be efficient as the
locations of the structure points, the cable paths between nodes and the routing cables
between the structure points is not optimal.®*” Further, Optus submits operators in
other jurisdictions use more efficient direct buried and overhead cable distribution.®
Optus also submits that the TEA model’s network design rules assume that all ducts
are ‘doubled’” and Optus does not consider this is necessary and considers that it is not
consistent with efficient network design.*®

Optus further contends that the TEA model’s practice of laying cables down only one
side of each road, with road crossings at every second allotment is inefficient.*

Network Strategies reports that for an efficient model, re-clustering locations and
hence hypothetical cable routes are essential.** Furthermore, it asserts that the
problems with hypothetical models identified by Telstra, such as running cables
across natural obstructions, are easily fixed by using rectilinear, rather than Euclidian,
distances.®® Network Strategies observes that such an approach will be reasonably
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accurate in Band 2, given the grid like layout of such areas. It also notes that more
advanced models use actual road data, giving accurate and realistic cable distances.®”

Network Strategies note that Telstra’s assertion that running cabling down both sides
of streets is four times more expensive, and is based on the assumption that per-metre
costs of trenching and cabling would remain unchanged in such a deployment.® They
submit that the model “has been designed around a number of pre-conceptions,” and
that, hence, “costs in the model appear to justify the architecture.”*™ Network
Strategies concludes that Telstra’s analysis is unhelpful, as “options for a specific
reticulation design cannot be used to cost alternative designs.”*

Ovum notes that:

The model also assumes that all cables have been laid underground and no alternative usage of
other technologies such as aerial cable has been included. Other regulatory LRIC models may
include alternative technologies. However, in Australia there is no alternative. Ovum believes
local councils will not accept such usage of alternative equipment. With such an assumption in
place the model has been modelled fairly to represent no alternative technologies. However,
with this assumption in place, capital and operational costs will tend to be higher.%

Copper and other technologies

MJA raises the issue that “while the TEA model attempts to optimise a copper
network it makes no consideration of alternative technological solutions or mixes.”*®
Further, MJA considers that a network built of copper is likely to be sub-optimal. On
this basis MJA does not believe, as a matter of principle, that the TEA model
produces reasonable results.®”

MJA states that an appropriate network model should reflect best-in-use or best
commercially available technology and that “simply assuming that a copper network
is efficient in Band 2 is not satisfactory.”* MJA asserts that by limiting the TEA
model to the technology of copper it “fails the basic test inherent in the TSLRIC
concept.”#!

The CCC submits that a forward-looking approach must mimic the decisions a new
entrant would make.** The CCC therefore believes that modelling a copper network
is unreasonable, as a new entrant building a bypass network would be extremely

3 Network Strategies, Additional comments on the TEA model, 19 December 2008, p. 17.
¥4 Network Strategies, Additional comments on the TEA model, 19 December 2008, p. 21.
%5 Network Strategies, Additional comments on the TEA model, 19 December 2008, p. 21.
3% Network Strategies, Additional comments on the TEA model, 19 December 2008, p. 21.
877 Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 10.

3 Marsden Jacob Associates, Review of the TEA model, 12 August 2008, p. 1.

3% Marsden Jacob Associates, Review of the TEA model, 12 August 2008, p. 1.

%0 Marsden Jacob Associates, Review of the TEA model, 12 August 2008, p. 5.

®1  Marsden Jacob Associates, Review of the TEA model, 12 August 2008, p. 5.

%2 Competitive Carriers Coalition, CCC’s submission, 15 December 2008, p. 8.

137



unlikely to build a copper network.** Further, the CCC suggests that as a copper
network would provide a lower quality service than a fibre network at much the same
cost, the price a new entrant would be willing to pay for a copper network would be
significantly lower than the price it would cost to build that network.*

2. Application of engineering practices in the TEA model

Telstra

Telstra submits the TEA model applies best-in-use and forward-looking engineering
practices and determines the efficient quantities of plant and equipment that are
necessary for a ULLS network. Telstra submits the engineering rules in the TEA
model would be adopted by an entrant building such a network today.*®

Telstra submits the TEA model includes the necessary and appropriate network assets
to model an efficient, forward-looking network that can provide the ULLS; that this
represents the most efficient approach currently available and that there is no over-
provisioning.®

Telstra submits that Optus’ claim of all ducts being doubled is incorrect,®” and that in
fact, in 99 per cent of the distribution network, only a single duct is deployed.*®
Telstra further states that, in the main network, the additional duct deployed is
required for maintenance purposes.*®

Telstra submits that the non-tapered network design used by default in the TEA model
is the design Telstra uses when deploying new networks. It acknowledges that the
non-tapered design does result in a very small increase in initial costs compared to a
tapered design, but that this would be more than offset by future savings in adding
capacity to the network.*® Telstra refutes claims that the demand in the network is
known and fixed, stating that demand for lines has decreased by [begin c-i-c] -

[end c-i-c] over the past five years.** Telstra states that the level and location of
demand will always change, and that even if the customer base does not grow,
demand will vary from location to location.** Telstra also notes that a non-tapered
network reduces jointing costs, allows large volumes of a single cable size to be
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purchased, thus reducing costs, increases efficiency in installation as only one cable
size needs to be carried, and that the extra capacity is needed to fix faults.***

Telstra notes that, even if a non-tapered network is not acceptable, this is not a reason
to reject the TEA model, as the model allows the user to choose between a non-
tapered and a tapered design.**

In a further submission to the ACCC on 24 March 2009 (dated 9 March), Telstra
supplied a regression analysis identifying parameters of DA design which may drive
the cost of CAN construction. Telstra submits that the “R-squared for this regression
model is 0.9971 [indicating] ... that the model provides a very good approximation of
the factors driving CAN investment cost.”** In conclusion, Telstra submits that “DA
design has a statistically significant but very small theoretical impact on investment
cost.” ¥

Other parties

MJA reports that it largely agrees with the network components retained by Telstra in
the TEA model network design with the exception of retention of the pillar
locations.*”

In contrast, Optus submits that:

...the network design and engineering rules of the TEA model are not likely to lead to an
efficient network design, since the approach is based upon the unsupported assumption that
Telstra’s historical node layout is efficient, the degree of optimisation in the model is
overstated and some of the engineering rules appear to be less than efficient.**®

Optus further submits that despite the model documentation stating that these modules
are optimised, the modules are considered by Optus to be dimensioning tools
containing network descriptions and locations are fixed in a network database and do
not contain variable design features capable of optimisation.**

Network Strategies reports that in general Telstra has used appropriate assets in the
model; however, the use of assets is not optimised.*® Further, Network Strategies note
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that certain elements in the network (eg. ducts) appear to be over-provisioned,
resulting in an inefficient design.**

Ovum submits that the engineering rules described in Telstra’s documentation are
“extensive and detailed and, on the whole, represent good engineering
practice...[u]nfortunately, there are a number of areas in which the implementation
falls short of the documented rule and the stated intentions.*

Submissions on particular issues associated with aspects of the network assets and
design implemented in the TEA model are set out below.

Customer locations

MJA considers it appropriate to retain customer locations to reflect the line demand
structure.*®

Distribution area boundaries

MJA notes that the use of actual distribution area boundaries may retain some
network structure inefficiencies but does not regard it as significantly material to
warrant closer examination.“*

Ovum also notes that for efficient design the distribution areas should not overlap.“®
Lead-in cables

MJA find the fact the model does not use poles for lead-in cables or the distribution
part of the network problematic.*¢ Although MJA acknowledges that the use of poles
may be subject to limitations, “to disregard the use of poles altogether is unlikely to
yield a cost efficient result.”*”

Access nodes and cable jointing

Optus submits that the network produced by the TEA model places a large number of
access nodes and cable joints close together and, as cable jointing is particularly
expensive, this design characteristic is a source of inflated costs in the TEA model.*®

In contrast, Ovum reports that the jointing of cables in the model is efficient and cable
lengths are given a generous value which may end up underestimating the jointing
costs.*®
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Tapered architecture

Optus and Network Strategies state that where Telstra uses non-tapered architecture
where it is not suitable, Telstra is overbuilding the network and this is a source of
inefficiency. Optus submits that non-tapered architecture is suitable for new exchange
areas where future demand is unknown and in existing areas where potential for
network growth is limited otherwise tapered architecture is suitable.*® However,
Network Strategies reports that the TEA model network is not being designed to cope
with unexpected future growth, and hence a non-tapered architecture is appropriate.**
Ovum’s report also notes that the default non-tapered option in the model creates a
degree of inefficiency in the design, but is common practice.*?

Network Strategies acknowledges that economies of scale in cable prices and
simplified network design may be justifications for deploying a non-tapered design.
Network Strategies states, however, that no price reduction in 100 pair cable from
such economies of scale are present in the TEA model, and that there is no reduction
in overheads due to the simplified design.* Network Strategies thus concludes that
“there is no justification for the use of non-tapered architecture in the TEA model.”**

ACCC view

The ACCC agrees with Telstra that the hypothetical network produced through costs
modelling is only a proxy for the real world and that certain geographic and physical
constraints may need to be fixed when modelling the CAN. In this regard, the ACCC
considers that the current network design of the access provider provides a useful
starting point when determining the hypothetical network to avoid unrealistic
deployment assumptions.

The ACCC considers that Telstra's implementation of TSLRIC+; in particular its
inconsistent application of the ‘hypothetical operator', affects the TEA model's
network design. The ACCC notes that, in estimating the TSLRIC+ of the ULLS,
Telstra has applied a scorched node approach which assumes the access provider as
the hypothetical operator. However, Telstra states in several parts of its submission
that its application of TSLRIC+ provides cost estimates faced by a new entrant.
Telstra seems to be suggesting that, in the current environment, the hypothetical
network that would be built would be, in effect, a replication of its copper network.
Telstra appears to assume that a hypothetical operator would repeat the legacy
network design decisions of the incumbent, which results in attributing a higher cost
to the hypothetical network. On this basis, the ACCC considers that estimates from
Telstra’'s implementation of TSLRIC+ in the TEA model are not efficient and
forward-looking.
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Telstra's assumption that the hypothetical operator in the present day would replicate
a copper network is a key hard-coded feature in the TEA model. Cost estimates from
such a model will not reflect the optimal network design and best-in-use technology
in the present day. Therefore, the ACCC is not satisfied that the TEA model's network
design reflects the efficient and forward-looking costs of supplying the ULLS. In this
regard, the ACCC agrees with comments by Optus that the network design is not
optimal and that it is unlikely to be efficient as it is heavily influenced by historical
inefficiencies.

The ACCC notes that where access prices are not based on the costs of an efficient
network, the resulting access prices will not reflect the efficient costs of providing the
service, such that some of the legislative criteria for accepting an undertaking will not
be satisfied. For instance, an access price based on cost estimates that are not efficient
and forward-looking will not encourage appropriate signals for competitors to
efficiently build their own infrastructure, where bypass is possible, versus buying the
regulated service.

The ACCC notes that whilst the Draft Decision took the view that a technology
constraint exists—that because the ULLS description is technology specific, the
hypothetical network modelled is only a copper network—this Final Decision reflects
a change in the ACCC’s view. In particular, the ACCC notes that its role is to assess
whether the terms of the 2008 Undertaking satisfy the statutory criteria (including
whether cost estimates which support the undertaking are efficient and forward-
looking), therefore the ACCC should not be constrained because the ULLS
declaration service description is technology-specific.

The ACCC considers that cost estimates should be based on a hypothetical, efficient
and forward-looking network, so that appropriate signals are set to efficiently build
infrastructure, where bypass is possible, or to buy the regulated service. Costing the
CAN as the entire copper network just because the service description is technology
specific, as Telstra has done, does not create such signals as it assumes that copper is
the best technology in use in the present day, and does not consider other
technological options that may offer greater service potential. In this regard, the
technology specific nature of the ULLS description is irrelevant to the hypothetical
network design.

The issue of alternative technologies was first raised by MJA in response to the
discussion paper, who stated:

the TEA model does not in MJA’s view adhere to the basic principle and purpose of a
total service long-run incremental cost (TSLRIC) model. ... [i]jt makes no
consideration of alternative technological solutions or mixes. It makes the assumption
that a copper network is the appropriate forward-looking network.“®

Given that MJA’s comments were an isolated submission, the ACCC had regard to
the submission but restricted their analysis to the service description.
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In response to the Draft Decision, a number of additional parties raised the issue of
considering alternative technologies in a hypothetical network. For example, Unwired
criticised the ACCC’s position in the Draft Decision, submitting that:

[tlhe Commission is effectively deciding that the only practical access technology is
Telstra’s copper network. This is patently absurd.*'®

In addition, a submission from CEG in response to the Draft Decision notes that “a
new entrant would never enter with the types of technology being modelled [by the
TEA model].”*” Furthermore, in response to the Draft Decision, the CCC submitted
that:

The CCC considers that even in the event that an operator did decide to bypass the
local loop it would not likely use copper. A new local loop operator might use wireless
or cable network as the basis of its entry. In fact, if a new operator were to re-dig the
trenches, ... it would lay fibre to the home rather than copper. Such a network would
provide a significantly higher quality of service than is provided by the existing copper
loop but cost about the same given the vast majority of the cost of the network is in
trenching and labour costs and the cost difference between copper and optical fibre
cabling is not significant*'®

The ACCC notes Telstra's comment that it applies best-in-use and forward-looking
engineering practices and determines the efficient quantities of plant and equipment
that are necessary for a ULLS network. The ACCC considers that while Telstra may
apply best practice engineering rules, these rules relate to building an entire copper
network and as its network design suffers from inherent inconsistencies and is an
underlying assumption, TEA model estimates will necessarily not be forward-looking.
The ACCC notes the following about the engineering rules:

= |t seems acceptable to apply the TEA model's engineering rules relating to
retaining current pillar and DA locations and using an optimised subset of
existing cable routes, although the ACCC considers that there are different
optimisation methods that could be used to determine efficient network costs,
for example, applying an algorithmic approach to current network design to
determine efficient routes is one approach. The ACCC also notes Telstra’s
submission on the parameters of DA design which effect the cost of
constructing the CAN.*®

= The ACCC nonetheless has concerns regarding DA design. In particular, the
fact that distribution cables from different DAs share conduit at some points
shows that at least one of these cables is not following the shortest path back
to the exchange, indicating that the current DA design is not the most efficient
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possible. Whilst Telstra is correct in stating that this sharing of conduit
increases efficiency in the context of fixed DA boundaries, were a redesign of
DAs performed, the ACCC considers that greater efficiency could be
achieved. Furthermore, the ACCC notes Telstra’s regression analysis which
indicates that whilst the impact of DA design is small, it is nonetheless
statistically significant.

= The ACCC agrees with NERA that the route optimisation process used in the
TEA model is reasonable. Given the use of existing pillar locations, DAs and
cable routes, a more complete method of optimising over both network length
and cable numbers would not likely result in significant extra efficiency
savings.

= The ACCC accepts that a non-tapered architecture is reasonable in light of
Ovum’s comments that a non-tapered design provides greater operational
efficiency, and implementing a tapered design would only save 4 per cent of
the cost.*® The ACCC also agrees that the use of underground cabling would
be necessary due to restrictions from local councils.

The ACCC notes that Telstra has provided material to show the efficiency in the TEA
model compared to its actual existing network (particularly for trenches, manholes,
pits and cable sheath). However, the ACCC’s view is that the evidence provided by
Telstra only suggests that Telstra’s existing network is inefficient, and does not give a
good indication of the level of efficiency in the TEA model. Without the ability to
determine actual locations and cable routes used in the model or to compare to other
possible deployments with fewer constraints, the ACCC is unable to assess the true
level of efficiency in the copper design.

With respect to Telstra's comment that the model can be used to price the sub-loop, in
assessing the TEA model for the purposes of the 2008 Undertaking, the ACCC’s role
IS to determine whether the price estimates for the ULLS from the model are
reasonable. In this context, a discussion of sub-loop pricing for a fibre to the node
network is not relevant in assessing the reasonableness of Telstra’s undertaking.

The ACCC acknowledges MJA’s suggestion of reconciling the TEA model with a
bottom-up model. The ACCC has had such a model developed by Analysys Mason
Ltd., but, as outlined in chapter 7, the weight that can be placed on estimates from the
Analysys model is limited because the model has not been finalised.

Overall, the ACCC considers that whilst it is willing to accept that Telstra has
implemented reasonable engineering rules under the assumption of the replication of
an entire copper network build in the present day, this does not mean that Telstra's
implementation of TSLRIC+ results in estimates that are efficient and forward-
looking. In fact, the ACCC considers that Telstra's implementation of TSLRIC+
results in estimates that are inflated because the network design assumption—which
underlies the engineering rules of the TEA model—suffers from inherent
inconsistencies in its application of the hypothetical operator.
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B.3 Equipment Prices

This section looks at the equipment prices used in the TEA model and whether they
are reasonable. Accordingly, it considers the source of the equipment prices used in
the model, and whether adjustments have been made to these prices to ensure they are
forward looking.

Telstra’s proposed network input costs

In support of its 2008 Undertaking, Telstra submits that the TEA model is based on
the ongoing costs of supplying ULLS using efficient means of supply and
technologies that are currently in widespread commercial use. In particular, Telstra
submits that one way the model achieves this is by using competitive market rates for
valuing plant and equipment.*

The ACCC notes that Telstra only supplied estimates for the cost of network inputs
and deployment activities in the full version of the TEA model. Accordingly, it is
unlikely that parties who did not have access to the full version were able to undertake
a complete assessment and make fully informed submissions on the model and its
outputs. The ACCC notes that on 13 January 2009, only eighteen individuals
(excluding Ovum) had gained access to the full version of the TEA model. Of these
eighteen individuals, 11 are from law firms representing access seekers and seven are
from consultants advising either Optus or the CCC. This compares to a total of
twenty-nine individuals who gained access to the non-confidential version of the TEA
model.**

Submissions
Telstra

Telstra submits that the cost estimates in the TEA model reflect the efficient
‘replacement’ cost of the CAN.** This is on the basis that rates for plant and
equipment are obtained from Telstra’s actual external contractor rates.** Further, the
report by NERA Economic Consulting, prepared on behalf of Telstra, states that
“[s]tandard practice in TSLRIC+ models is to value assets using the cost of replacing
them with the modern equivalent asset (MEA).”**

In responding to Ovum’s Economics Report, Telstra submits that the Access and
Associated Services (A&AS) contract rates are not historic costs.**® Rather, these are
current contract rates which are forward looking, as they are applicable through to at
least [begin c-i-c] ||l (end c-i-c].*" Telstra argues that as the rates for
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plant and equipment are efficient competitive prices, the TEA model, by using these
rates, calculates the current market price of replacing the CAN.“® In a submission to
the ACCC on 1 April 2009, Telstra resubmits that A&AS contracts were awarded
after a “competitive selection process.”** Furthermore, the statement of [begin c-i-c]

In responding to submissions made by access seekers, Telstra submits that Optus’
criticisms of copper cable prices were based on ‘dummy’ vendor prices contained in
version 1.2.1 of the TEA model.® Telstra re-emphasise this view in their response to
the ACCC’s Draft Decision** and further submit that the Network Strategies report,
submitted on behalf of Optus, does not provide any detail of how cable costs were
calculated.”? Furthermore, Telstra characterise the TEA model cable costs as
reflecting “negotiated rates established through an extensive competitive bidding
process.”* Telstra also notes that Optus’ prices may not include inventory
management such as warehouse storage costs.**

In relation to Optus’ statements regarding the lower costs of equipment in other
jurisdictions, Telstra submits that Optus do not provide any justifications for this
statement.** In addition Telstra submit that such a comparison would have to take into
account a wide variety of factors including differences in cable production costs, as
well as the differences in exchange rates and purchasing power.*®

In response to a request for further information from the ACCC, Telstra provided
information detailing what functions (such as storage costs) are included in the
equipment prices in the TEA model.*” Telstra submits that the TEA model’s input
prices include the equipment cost, as well as storage and delivery costs. Telstra also
notes that installation costs are included in some instances (e.g. manholes) whereas in
other instances installation is a separate charge (e.g. copper cable).*®
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Telstra further submits that it is [begin c-i-c]

“1 [end c-i-c]

Telstra also submits that the cost of lead-ins should be included in the monthly charge
for the ULLS.*? In response to the ACCC’s Draft Decision, Telstra submits that its
earlier submission stating that lead-in costs are recovered through connection
charges,*® was incorrect.“* First, this is because lead-ins are a once off cost that must
be incurred by Telstra or a potential new entrant.** Second, Telstra submits lead-ins
are installed at a loss, and this cost cannot be increased by more than CPI.“¢ Third,
Telstra submits lead-ins are not recovered through O&M costs.*”

Telstra submits that Ovum’s suggestion to reduce equipment prices by 10 per cent to
account for the recent reduction in equipment prices is not required as Telstra’s prices
were negotiated in 2007.4¢

In relation to entrance facility costs, Telstra submits that these are not recovered
through TEBA charges, which recover costs relating to the equipment side of the
MDF.** Telstra submits that the entrance facility costs that are sought to be recovered
in the TEA model relate to costs on the customer or line side of the MDF.** Telstra
submits that the costs associated with these facilities are “required to terminate copper
main cables, regardless of which carrier is providing the actual service over the

49 Telstra, Telstra’s response to the ACCC’s January request for further information, 13 March 2009,
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lines.”** Telstra also raised this issue in a letter to the ACCC dated 2 December
2008.42

Other parties

Optus submits that the TEA model costs are likely to significantly overestimate
Telstra’s efficient cost of supplying the ULLS and do not reflect the replacement cost
of the CAN.*® Optus argues that one reason for this is that Telstra’s vendor prices are,
on average, [begin c-i-C] . [end c-i-c] per cent higher than the market prices
available to Optus.®* In support of Optus’ assertion that the TEA model equipment
prices are too high, Optus has provided a statement by [begin c-i-c] |||ilij (end
c-i-c] which compares TEA model input prices with Optus’ prices.”® Optus indicates
that the information contained in this statement indicates what prices are available to
Optus in the market, through offers from vendors.“®

Network Strategies reports that the two key costs in the model, trenching and copper
cable, appear to be high.”” In response to the ACCC’s Draft Decision, Network
Strategies notes that cable costs are 10 to 20 per cent higher for small cable sizes than
its estimate, and 50 per cent higher for large main cables.*® Accordingly, Network
Strategies concludes that due to Telstra’s overestimation of cable costs, the TEA
model output will be greater than the efficient cost of providing the service.*®

Ovum states that there is no evidence that the network costs submitted in the model
have been re-valued and made forward looking. Further, Ovum concludes that the
cost inputs are in fact generally historic averaged costs sourced from Telstra’s
engineering department and mainly drawn from three A&AS agreements.*® MJA
states that Telstra has not supplied documentation to support its claims of efficient
costs.**

MJA observes that the cost factors used in the TEA model lack detail and are
provided for very large cost categories.*? In particular, MJA asserts that it is unclear
whether Telstra has considered the large cost difference between boring and trenching
in implementing the model.** The basis for increasing costs of manholes and pits on a
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per square metre basis is also highlighted in the report as being unclear and possibly
not correct.**

In relation to costs of cables, Optus argues that the costs of copper and fibre cable are
likely to be above ‘replacement cost’ and appear to be significantly higher than
equivalent prices in other jurisdictions.“® Optus provides its own confidential prices
for copper and fibre cable which are lower than the equivalent prices in the TEA
model in support of this assessment.*¢ Further, MJA observes that certain cable sizes
have costs that are excessive relative to other cable sizes.*”

In a further submission to the ACCC, Optus indicated that the pricing information in
the statement of [begin c-i-c begin] [end c-i-c] is the “landed unit cost’.“®
Accordingly, whilst this price does not include storage, it does include the cost of
delivery to either a warehouse or an on-site location for installation. Optus also
submits that it “considers that an efficient operator building a new network will incur
minimal storage costs” given that landed unit costs include transport to a location for
installation.*®

On 23 March 2009, Optus supplied additional information regarding the cost of
copper cable only. However Optus noted that it was not possible to determine a ‘base
price’ for copper cable only, and their prices still include the cost of transport to
Australia, which includes shipping and customs charges. Therefore, Optus notes that
the “true ‘base price’ is likely to be even lower than reflected” in the information
provided by Optus.*™

In contrast, Ovum’s comparison of the cost of the MEA to historic costs used in the
TEA model indicates that overall the cost of cable is broadly in line with international
benchmarks.** However, Ovum concludes that the other equipment prices in the TEA
model should be lower as they should be valued at current cost of a MEASs and if the
cable costs are adjusted with international benchmarks and other equipment prices are
reduced by 10 per cent, then the final ULLS cost falls by 6 per cent.*

In response to the Draft Decision, the Adam Internet et al submission supports the
ACCC’s view that lead-in costs and entrance facility costs are not legitimate costs

44 Marsden Jacob Associates, Review of the TEA model, 12 August 2008, p. 8.
45 Optus, Response to Discussion Paper, August 2008, pp. 40 — 41.
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incurred in providing the ULLS.** In a further submission provided to the ACCC, the
access seekers indicate that TEBA charges do not include costs associated with the
equipment Telstra has called entrance facility costs.“* Accordingly, the access seekers
conclude that a portion of entrance facility costs could be recovered via the ULLS
monthly charge.

Adam Internet et al also submit lead-in costs should not be recovered through the
ULLS monthly charge as Telstra’s responsibility is to provide a connection only to
the property and does not require trenching beyond the property’s boundary.“® In
addition, Adam Internet et al submits that Telstra’s lead-in costs are “most likely
recovered or possibly over-recovered in the $299 connection charge” imposed on new
customers or through the Universal Service Fund.“” In support of this position, the
Adam Internet et al submission contains information supplied by Telstra for people
building a new home.*® This indicates that a home builder must dig a trench, and
arrange for a Telstra approved contractor to install the lead-in.*® This information is
supported by information provided in Annexure B from the Department of
Broadband, Communications and the Digital Economy on network extension and
trenching costs.*®

Adam Internet et al also question whether copper prices should be considered at all.
For example, given the Federal Government’s National Broadband Tender, Adam
Internet et al submits that Telstra’s TEA model cannot be realistically described as a
‘forward-looking” model as it ‘is based upon the obsolete copper network’ and
consequently the replacement cost methodology (RCM) is no longer relevant:**

In these circumstances, a RCM is no longer an appropriate cost model because no access
provider, hypothetical [or] otherwise, would replace the CAN with another CAN because even
the best (least-cost) option under current technology will soon be trumped by the superior
(most cost) NBN.

ACCC view

In considering whether the costs in the TEA model are efficient and forward looking,
where Australian prices are unavailable for comparison, the ACCC prefers an
approach which benchmarks cost values with international equivalents. The ACCC
also notes that it is usually the case that vendor prices are confidential. On this basis,
the ACCC has relied on Ovum’s analysis which suggests that the equipment prices
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should be lower and Optus’ submission that the cost of cable used in the TEA model
is high. The ACCC notes that Telstra’s pricing information contained in the TEA
model version 1.2 has not been changed in version 1.3 of the model.

The ACCC notes NERA’s submission that MEAs should be applied to a TSLRIC+
model. However the ACCC, as indicated above in section 6, has noted that in relation
to this issue, that it would be willing to accept an implementation of TSRLIC+ that
uses the best-in-use technology that is commercially available.

As discussed above, Telstra submits that Optus’ criticisms of cable costs were based
on dummy variables. In addition, the ACCC notes Telstra’s concerns*: that the prices
supplied by Optus may not be comparable, in that Optus’ prices may not include
items such as inventory management costs. In order to ensure that the costing
information above is comparable, following the release of the ACCC’s draft decision,
the ACCC sought further information from both Optus and Telstra on the specific
costs included in each item. This has allowed the ACCC to conduct an independent
comparison of the cost of copper cable used in the TEA model. A summary of this
information is provided in Table B.3.1 below.

The ACCC notes that Telstra’s prices in Table B.3.1 represent the approximate cost
for copper cable only. The ACCC calculated this value using the percentage factors
supplied by Telstra in response to the ACCC’s request for further information dated
23 January 2009.%* In addition, the ACCC notes that Optus submits that their vendor
prices are conservative as they have been calculated by subtracting local delivery
costs of [begin c-i-c] - [end c-i-c] per metre and also include charges associated
with transportation to Australia such as shipping and customs charges.*®

Table B.3.1 Comparison of Telstra’s vendor prices*® with Optus’ vendor prices®

[begin c-i-c]

Rl Bl

|||-I-
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[end c-i-c]
Table B.3.2 Percentage differences between Telstra’s and Optus’ vendor prices

[begin c-i-c]

As indicated in Table B.3.2 above, the costing information supplied by Optus is in all
instances except one, lower than that supplied by Telstra (a positive value indicates
that Telstra’s price is higher than Optus’). The ACCC notes that in five instances,
there is a greater than [begin c-i-c] . [end c-i-c] per cent difference between the
vendor prices proposed by Telstra and Optus, and in one of these instances, the
difference is as much as [begin c-i-c] - [end c-i-c] per cent.

The ACCC notes that if the equipment costs in the TEA model are overstated, these
issues will be magnified by the factors that are applied elsewhere in the model.
Accordingly, whilst the information supplied by Telstra and Optus means that it has
not been possible to conduct a comparison using identical items, despite the inclusion
of additional items in Optus’ information, in all instances except one, Optus’ vendor
prices are lower than Telstra’s.

The ACCC also notes that Telstra has included the cost of a 2 pair lead-in of $282.91
to network costs. Following submissions in response to the ACCC’s Draft Decision,
the ACCC's view is that this cost should not be included in the cost of providing the
ULLS. As noted in the 2005 Undertaking Final Decision,*® Telstra has previously
submitted that the cost of lead-ins is recovered through connection charges.*® In
response to the ACCC’s Draft Decision; Telstra submits that their previous
submission in 2003 indicating that lead-ins are recovered through connection charges
was incorrect.** Despite this, Telstra has not provided persuasive additional evidence
indicating that lead-in costs should be included in the cost of providing the ULLS. For
example, Telstra have not demonstrated what has changed since their submission to

#  ACCC, 2006 Final Decision, p. 66.

%0 Telstra, Telstra’s Detailed submission in support of its PSTN OTA and LCS Undertakings dated 9
January 2003, 31 July 2003, p. 31.

1 Telstra, Response to Draft Decision, 23 December 2008, p. 65.
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the ACCC in 2003. Further, and consistent with the ACCC’s views in recent arbitral
final determinations the ACCC does not consider that lead-in costs should be included
in network costs as:

= the ACCC considers that lead-in costs, being once-off costs associated with
connecting a service are more appropriately recovered through connection
charges;

= the ACCC in not satisfied that the cost of lead-ins is not already fully or partially
recovered by Telstra’s connection charges;“? and

= |ead-in costs may already be recovered in O&M costs.

Whilst Telstra, in response to the ACCC’s Draft Decision, have submitted further
information regarding the nature of entrance facility costs,** the ACCC considers this
information is insufficient to determine whether entrance facility costs are being
accurately recovered and are not recovered elsewhere. However given the relatively
minor impact on the total ULLS monthly charge, at this stage, the ACCC is prepared
to accept the inclusion of these costs for the purposes of assessing the 2008
Undertaking.

492 Telstra, Our Customer Terms — Basic telephone service section, Part A — General, 19 July 2008,
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B.4 Inclusion of surface barriers in trenching costs

Trenching costs represent a significant network cost component incurred in providing
the ULLS. The TEA model includes surface barrier costs as a component of trenching
costs; in particular, it provides estimates in relation to:

= the cost of digging (breaking and reinstating) the concrete surface;
= underground boring where a driveway precludes digging;

= cost for back filling trenches with soil and re-instating the surface with turf for
main cable, where cables are laid in areas which do not have existing
infrastructure; and

= the gradient of the terrain within the ESA.

The TEA model also provides four different ratios** to reflect the type of surface
barriers in which the trenches are being laid.

Submissions
Telstra

Telstra submits that trenching costs are derived by multiplying the competitive
contractor’s rate that Telstra is charged for breakout, placement and reinstatement in
different ground surface types by the length of trenches that requires such activities.
Telstra contends that the Access Network Modelling Costing Information sets out
different rates for the breakout and reinstatement of different surface barriers and that
these reflect the current efficient market rate.**

Telstra asserts that the breakout, placement and reinstatement costs would be an
unavoidable component of costs if an access seeker sought to replicate the entire
copper network today.“

Telstra also submits that there are a number of statutory obligations which they and
any access seeker would face, with respect to reinstatement.*’ In addition to these
requirements, Telstra submits that the installation of infrastructure is subject to local
government planning approval and the relevant constituent planning laws.

49 Telstra, Telstra’s Efficient Access Model - Model Documentation, 3 March 2008, p. 48.
4% Telstra, Response to the ACCC’s Discussion Paper, 12 August 2008, p. 18.
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Facilities) Determination 1997.
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Telstra submits that having regard to the statutory criteria as set out in section 152AH
of the TPA, trenching costs which take into account different surface barriers are
reasonable on the basis that:

= competition is promoted when access prices do not discriminate between access
seekers and the downstream operations of the access provider;

® to encourage efficient investment in the CAN infrastructure, operators must be
able to recover the costs of new investment and in relation to the ULLS this will
be achieved if prices reflect the cost of investments such as the costs of breakout
placement and reinstatement in different ground types;

= to encourage the efficient use of infrastructure prices must be set so that the value
that access seekers place on using that infrastructure is at least as high as the
resources cost associated with its provision and use over the long run;

® it promotes Telstra’s legitimate business interests by setting costs which reflect
different costs of breakout, placement and reinstatement; and

= access seekers interests are promoted when prices are set which do not
discriminate against them relative to the Telstra retail business unit.*®

Telstra states that the ratios used for breakout, placement and reinstatement in the
TEA model were derived through the use of subject matter experts; reviewing
numerous network planning maps; analysing various different lot sizes and
estimations based on standard blocks and the proportion of cable which would
traverse existing streets.*®

Telstra contends that any new entrant replacing or building over the existing network
would have to negotiate all streets, footpaths and driveways that traverse the conduit
route and as such the ground ratios must reflect the actual ground composition.*®

In response to the Draft Decision, Telstra submits that the ACCC has indicated a
preference for considering the cost incurred by Telstra when assessing the inclusion of
surface barriers in trenching costs but that this is inconsistent with its previously
applied standard of efficient and forward-looking costs. Telstra submits that the
ACCC intends to apply this exception where it believes it is warranted, thereby
removing any consistent, certainty or predictability from its pricing principles.>*

Telstra submits that there are a number of problems with the Draft Decision, namely:

4% Statutory obligations sighted by Telstra include: Telecommunications Act 1997 (Cth), Schedule 3,
section 8; Telecommunications Code of Practice 1997; and Telecommunications (Low-impact
Facilities) Determination 1997, p. 19 & 20.
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= the Draft Decision lacks any link with the practical reality of firms’ costs and the
competitive process in the market;

= Telstra has incurred trenching costs of a similar magnitude to those included in the
TEA model which have not been taken account of by the ACCC,;

= the TEA model allows for a significant proportion of cables to be placed in open
trenches in the calculation of forward looking efficient network costs;

= the ACCC appears to incorrectly conclude that the TEA model is based on actual
costs;

= the ACCC has incorrectly changed the inputs in the TEA model when undertaking
its own scenario testing, eliminating trenching and reinstatement costs.*

Telstra indicates that this leads to the incorrect conclusion that the cost estimate is
below $30.5%

Practical realities

In response to the Draft Decision, Telstra submits that the ACCC is seeking to include
network cost savings that Telstra may have achieved by building the network over a
number of decades and combine these cost savings with those which a new entrant
may incur in building the network today. Telstra submits that no carrier can benefit
from both of these advantages. Telstra submits that it would not be reasonable for the
ACCC to select a timeframe for any subset of inputs into the TEA model on the basis
of cost minimisation.**

Telstra also submits that the ACCC has focused on the historical costs incurred in
building the network and has no concern for the additional efficiently incurred costs
associated with building a network in the past, for example, Telstra submits that when
the network was built demand was unknown. Telstra submits that as the network has
grown it has had to augment the network with new cables and conduit to meet
demand, leading to redesign of the network. Telstra also submits that the existing
network is a not a product of inefficient design, but rather a product of needing to
meet demand.>*®

Telstra contends that the ACCC’s approach lacks any link with the reality of firms’
costs and the competitive process. Telstra concludes that the mixing of the cost
standard is:

= harmful to the statutory objective of promoting competition and encouraging
efficient investment;

%92 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p.72.
%8 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p.72.
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= inconsistent with Telstra’s legitimate business interests and goes beyond the
legitimate business interests of access seekers;

= undermines regulatory predictability;

= impulsive and unreasonable, suggestive of a predisposition to attain a particular
outcome.**

Telstra’s costs incurred

In response to the Draft Decision, Telstra submits that the ACCC’s belief that Telstra
has not incurred the costs of the same magnitude as those included in the TEA model
seems based on the fact that developers excavate and reinstate trenches in new estates.
Telstra submits that Optus’ rationale appears to be the same as the ACCC’s. Telstra
submits that the ACCC’s scenario and Optus’ views are not relevant as they relate to
historic costs.*’

Telstra considers that its 2008 Undertaking price term is closer to the efficient
forward looking TSLRIC+ of a new entrant. Telstra further submits that prices based
on historically incurred costs are not what would eventuate in a competitive market.>®

Telstra further submits that notwithstanding the above contention, it has had to dig
and reinstate trenches to a similar extent as those included in the TEA model. Telstra
submits that both in the model and in practice, the only time Telstra does not incur
breaking and re-instatement costs is when trenches are provided by developers in new
estates. Telstra also submits, that over time Telstra has had to add cable capacity and
new routes to customers initially connected in a greenfields estate.*® Telstra submits
that if they had installed a cable in a greenfields estate in 1980, over the next 30 years
Telstra may have had to re-dig, lay cables and re-instate the trench. Accordingly,
Telstra disagree with the scenario outlined by the ACCC in its Draft Decision.?

Cables placed in open trenches

Telstra, in response to the Draft Decision, submits that the TEA model estimates the
amount of trenching necessary in the construction of a forward looking, efficient new
network. Telstra submits that the TEA model does not include costs for breaking,
digging and re-instating trenches in greenfields estates. As such, Telstra submits that
the costs included in the TEA model are substantially lower than the cost of
construction elsewhere.*

% Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 73.
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Telstra also submits that the total proportion of conduit placed in open trenches is
6.95 per cent in the TEA model. Telstra therefore submits that only those lines outside
of new estates and not shared between the main and distribution cables or within the
distribution network are included in the calculations for breaking and re-instating
surface barriers.>?

Telstra submits that the ACCC has consistently sought that 13 per cent of trench
lengths have no attribution to trenching and reinstatement. Telstra contends that the
ACCC has increased this input to a range of 13 to 17 per cent, on what Telstra
considers to be the use of a costs incurred constraint.**

Telstra’s view is that since the TEA model allows for a substantial proportion of
conduit to be placed in open trenches, which attracts no costs; the ACCC’s concerns
regarding whether or not Telstra actually incurred these costs is unwarranted and
unsuitable.®

Forward-looking costs

In response to the Draft Decision, Telstra submits that the TEA model calculates the
efficient and forward-looking costs incurred by a network built again today. Telstra
also submits that the TEA model includes efficient design of the routes, best-in-use
technology and the investment necessary to purchase and install the equipment.
Telstra submits that, despite this the ACCC has misinterpreted Telstra’s use of base
data to justify its adoption of costs incurred.**

Telstra contends that it did not seek to use actually incurred costs as the basis for
determining efficiently incurred costs. Telstra also contends that they did not initially
provide evidence of historically incurred costs because historically incurred costs are
irrelevant.®¢

Telstra rejects the ACCC’s view that the TEA model includes costs for retrenching
and repaving where the local copper pairs were initially laid. Telstra submits that the
TEA model calculates the costs an efficient provider would incur to build the network
today and does not calculate the costs of the existing network.>"

ACCC’s model inputs

In response to the Draft Decision, Telstra submits that the ACCC has tested the
reasonableness of Telstra’s Proposed Monthly Charge with a set of input parameters,
which it deems reasonable. Telstra submits that the ACCC considers that it is
reasonable to assume that an access network can be built and reinforced over time
through the city centre of suburbs and towns without facing a concrete footpath or

2 Telstra, Response to the ACCC’s draft decision, 23 December 2008, p.75.
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road. Telstra submits that as the ACCC considers that 13 to 17 per cent of lines are
constructed in greenfields, then 83 to 87 per cent of lines can be placed in turf.>®

Telstra submits that the above scenario is unreasonable and that there is no possibility
that such a case would rise and that it is akin to vendors providing equipment without
charge.®

Telstra also submits that it will always incur breakout and restoration costs in building
or reinforcing its network. Telstra further submits that this view is reinforced by a
range of municipal and government regulations and rules governing the reinstatement
of concrete when roads and footpaths are excavated. Telstra contends that any
assumption that reinstatement of roads and footpaths does not occur “defies
credibility”.>®

Telstra concludes by noting that Ovum’s engineering report recognises that surface
barriers cannot be assumed away. Telstra notes that they support this position and
makes liberal use of boring in its model inputs, as suggested by Ovum.s

Telstra’s response to Access Seekers

In response to access seekers, Telstra submits that Optus infers that the only part of
the statutory criteria which is relevant for accepting an Undertaking is Telstra’s
legitimate business interests. Telstra submits that this is incorrect and other relevant
criteria include promotion of competition and encouraging efficient investment.>?

In response to Optus’ submission that a cap should be placed on cost recovery so that
Telstra does not recover costs that exceed its historical prudently incurred costs,
Telstra submits that historic costs would not promote Telstra’s legitimate business
interests or satisfy the legislative criteria. Telstra also submits that an efficient,
forward looking TSLRIC+ is the appropriate cost standards for pricing the wholesale
CAN. Telstra also submits that this issue has also been decided by the ACCC and that
the Australian Competition Tribunal has concurred.*

Telstra also submits in its response to access seekers that Optus may be suggesting
that, rather than impose historic cost ceilings, one should “mix and match inputs into a
TSLRIC+ model”. Telstra submits that it is inappropriate to mix and match methods
as such an approach will mean that none of the statutory objectives for which the
model is intended would be met. Telstra further submits that basing trenching costs on
historic costs will mean that the output will not replicate the costs which would be
incurred by a new entrant in a competitive market. %

%8 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p.77.
9 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p.78.
0 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p.78.
2L Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p.78.
22 Telstra, Response to access seeker submissions, 18 November 2008, p. 57.
28 Telstra, Response to access seeker submissions, 18 November 2008, p. 57.

524 Telstra, Response to access seeker submissions, 18 November 2008, p. 58.
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Telstra also rejects that historic costs would be less than the TSLRIC+ on the basis
that Telstra’s actual network has 34.5 per cent more trench distance than what is
included in the TEA model.**

In response to access seekers, Telstra submits that the TSLRIC+ methodology is
designed to mimic the price outcomes of a competitive market and that some of the
costs included are not reflective of those actually incurred by Telstra. Telstra cites that
their actual network includes over 80 per cent more manholes and 20 per cent more
pits that those included in the TEA model.**

In response to Ovum, Telstra submits that Ovum considers that concrete surface
barriers could be avoided when building a new network. Telstra submits that they
agree with this view and this has been accounted for in the TEA model. Telstra also
submits that where concrete cannot be avoided, Telstra assumes boring in the vast
majority of cases.

Telstra submits that approximately 53 per cent of all distribution conduit routes
outside of new estates are placed into open trenches. Telstra also submits that
approximately 40 per cent of distribution conduit is placed using lateral boring, and
only eight per cent requires concrete breakout and restoration.

Telstra reject Ovum’s claim that drains and easements could be used to place cables
on the basis that there is no evidence to suggest that this technique is possible and that
Telstra applies “best in-use worldwide practices, not theoretical examples.”**

Telstra’s view is that there is no support for Ovum’s claim that breakout and
reinstatement costs could be avoided to any greater extent than they already have
been.**®

In response to Optus’ submission, Telstra submits that Optus argue two points. First,
that assumptions about surface barriers should be based upon the surface barriers
historically faced by Telstra; and second, that the extent to which trenching and
reinstatement costs were incurred historically remains largely unsubstantiated.®*
Telstra restates its view that historic costs which it has faced are not relevant to the
analysis of forward looking costs. Telstra also submits that Optus seek to draw
support for this aspect of its submission by reference to the High Court’s decision in
Telstra Corporation Ltd v The Commonwealth [2008] HCA 7. Telstra submits that
this is misplaced as the decision related to specific declared services and whether
those provisions affect an acquisition of property other than on just terms. Telstra
contends that the decision does not concern the manner in which the ACCC applies or
should apply access pricing methodology.5®

% Telstra, Response to access seeker submissions, 18 November 2008, p. 58.
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In relation to the extent of trenching and reinstatement costs which were incurred
historically, Telstra submits that while it does not consider this information relevant, it
has prepared analysis of the trenching and reinstatement works that Telstra has
undertaken in the past.** Telstra submits that had it included in the TEA model
historical costs from 2000 to 2008, the cost estimate would be higher.>*

Telstra submits that the ACCC has criticised the analysis which it has provided on the
basis that it only covered a short period Telstra’s history. Telstra notes however, that
prior to the year 2000, approximately 2000 Telstra unionised workforce undertook all
trenching activity and as a consequence the company did not keep detailed records of
the type of surface barriers that were dug, trenched or reinstated. >

Telstra submits that the facts above starkly contrast with Optus’ assertion that Telstra
has not incurred costs associated with breakout and reinstatement of surface barriers.
Telstra also rejects Optus’ claim that:s*

e the CAN was constructed in a gradual manner, by 1987 all areas in Australia has
basic telephone services; and

e the bulk of the CAN construction occurred in greenfields development in farmland
where the predominant surface is turf.

Telstra submits that the majority of the CAN construction did not take place from the
1950s to the 1980s. Telstra notes that in 1986/87 financial year Telstra reported that it
had 6.8m basic access lines, and this was just 65 per cent of the lines in 2001/02.
Telstra also submits that a significant amount of CAN construction involved in adding
capacity occurred after the 1980s. This demand was driven by infill housing; second
phone lines for fax and later dial-up internet and strong growth in apartment
complexes and multi-dwelling units. Telstra also submit that the real value of its
investment in the CAN trenching, ducting in cables from 1987/88 to 2006/07 is
[begin c-i-c] || [end c-i-c] in 2007/08 dollars.*

Telstra also rejects Optus’ claim that the bulk of CAN construction occurs in
greenfields development. Telstra submits that in recent decades it has continued to
invest significantly in Band 2 areas. Much of the investment has been due to
additional demand from existing customers and for infill and multi-dwelling unit
housing.*®

Telstra also submits that in the past Telstra has been required to incur the costs of
digging trenches in new estates as trench sharing is only a recent phenomenon. Telstra

531 Refer to Statement of [begin c-i-C]F [end c-i-c], 11 March 2009 and Statement
of [begin c-i-c] ||| (end c--c]. 11 March 2009.

%2 Telstra, Response to access seeker submissions, 1 April 2009, p. 38.
5% Telstra, Response to access seeker submissions, 1 April 2009, p. 38.
% Telstra, Response to access seeker submissions, 1 April 2009, p. 39.
5% Telstra, Response to access seeker submissions, 1 April 2009, p. 39.
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notes that in a submission provided that trench sharing only become wide-spread in
the mid-1990s.%"

Telstra considers that if a historical approach was adopted a $30 ULLS price would
still be reasonable but notes that by using these costs the ULLS cost would increase
by $11.46.5

Other parties

Optus and Adam Internet et al submit that the TEA model’s surface barrier
assumptions lead to an estimate of trenching costs which is higher than both:

= Telstra’s historically incurred costs; and
= the costs a new entrant would incur in building a more efficient network.>*

Ovum, Optus, Network Strategies and Adam Internet et al al all submit that Telstra
did not historically incur trenching costs of the same magnitude as those included in
the TEA model. As such, Optus and Adam Internet et al submit that Telstra should
not be able to recover costs that exceed its actual historically incurred costs.**

MJA in its review of the TEA model concluded that there was merit in Telstra’s
approach to including surface barrier costs to trenching costs as it takes into account
different ground types and construction activities and will yield accurate costs when
applied appropriately. However, they noted two concerns:

= the need for a link between the ratios used and the cost estimates. MJA states that
the type of trenching used (digging, boring and ploughing) must be cost efficient
and that it was not clear whether Telstra had conducted this analysis; and

= trenching costs must reflect the ability to share costs.>® (discussed further in
section B.7.)

Optus and Ovum states that the TEA model assumes that all trenching would take
place in Band 2 ESAs that have the same percentage of rocky terrain; thereby
increasing costs above those actually incurred.#

Ovum considers that while Telstra has done a credible job in estimating the surface
breakout and restoration activities a new provider would seek in replicating the

%7 Telstra, Response to access seeker submissions, 1 April 2009, p. 39.
% Telstra, Response to access seeker submissions, 1 April 2009, p. 39.

¥ Optus, Response to ACCC’s Discussion Paper, August 2008, p. 44;Adam Internet et al, Response
to ACCC discussion paper, August 2008, p 10.

%0 Optus, Response to ACCC’s Discussion Paper, August 2008, p. 44; Adam Internet et al, Response
to ACCC discussion paper, August 2008, p 10.

%1 Marsden Jacob Associates, Review of the TEA model, 12 August 2008, p. 9.

%2 Optus, Response to ACCC’s Discussion Paper, August 2008, p. 43; Ovum, TEA model (v1.0)
engineering review, 6 August 2008, p. 36.
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network, it states that, with careful planning, many of these costs would be avoided.
Ovum cites the laying of fibre cables in South Perth where lateral boring through
nature strips was used to reduce the costs of installing a new network.**

Network Strategies reports that if Telstra were laying large amounts of copper today
in highly developed urban and metropolitan areas, then they would expect Telstra to
avoid expensive surface barriers and reinstatement by trenching turf where possible
and using extensive drilling.>*

Adam Internet et al consider that Telstra has recouped the full cost of the CAN many
times over and that the breakout, placement and reinstatement costs only occur once
and as such are sunk. Adam Internet et al submit that the ACCC’s interpretation of
TSLRIC has meant that Telstra has over-recovered these sunk costs because of an
over-emphasis on the obligation to consider Telstra’s legitimate business interests.
Further, Adam Internet et al opine that with the advent of the National Broadband
Network, the value of the CAN to access seekers will decline and as such, Telstra’s
legitimate business interests will have been realised.>*

In response to the Draft Decision Optus contends that Telstra did not incur significant
costs relating to surface barriers in the construction of the CAN as construction
mostly occurred in greenfields developments. To support this contention, Optus
submits that the CAN was constructed in a gradual manner, with most of the CAN
construction occurring in the second half of the 20™ century.s

Optus contends that the age of Telstra’s cable also supports its view that the CAN was
constructed in a gradual manner with 50 per cent of cable older than 20 years; 30 per
cent older than 30 years; and 10 per cent predates 1950.%

Optus notes that early telephone services had limited coverage of 15 miles
(approximately 24 kilometres) from the General Post Office in Sydney and
Melbourne and 10 miles (approximately 16 kilometres) from other capitals by 1930.
However, by the late 1980’s all areas in Australia had basic phone services. Optus
further submits that the majority of the CAN development took place in the
intervening years, but particularly the 1950’s to 1980’s. Optus also submits that the
construction of the CAN coincided with the post-war expansion of metropolitan area
and suburbs replacing farmland around all major metropolitan centres. Optus submits
that urban growth historic maps support their view that Telstra were not expending
their network into developed areas.>*®

3 Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 38.
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Optus also submits that the CAN was predominately built in greenfields and seeks to
support this statement with a statement from [begin c i ¢] Chris Willis [end c i ¢] who
states:

...most developments generally occur in Greenfield developments; that is, areas with no
housing or associated road and footpath infrastructure nor any utility and telecommunications
infrastructure.>*®

Optus contends that it is not necessary to incur significant surface barrier costs in the
construction of the CAN and that surface barriers costs will be typically be incurred
where typical industry practise is in planning and constructing telecommunications
infrastructure in greenfields.*®

Optus states that based on the above evidence, it can be inferred that Telstra did not
historically incur the costs to the extent they are included in the TEA model and that
the ACCC’s approach in the Draft Decision is correct.**

Ovum, in their advisory note to the ACCC notes that some cables could be efficiently
placed above ground and considers that this should be accounted for in the TEA
model inputs. Ovum also remains concerned in relation to the method of estimating
the proportion of breakout and reinstatement based on DA density. Ovum notes that
there is no independent method to estimate these proportions and that Telstra have not
verified the input or provided actual quantities.>?

Accordingly, Ovum concludes that these activities remain unverified and the actual
quantities of surface breakout and reinstatement activities remain uncertain.**

ACCC view

The ACCC notes Telstra's key reasoning for the inclusion of the costs of breaking and
re-instating surface barriers, as a componenet of trenching costs, is that:

= the breakout, placement and reinstatement costs would be an unavoidable
component of costs if an access seeker sought to replicate the entire copper
network today; and

= anew entrant would have to have regard to the environment as it exists today
and therefore would not be able to install its network in greenfield conditions.

The ACCC considers that Telstra's arguments for applying breaking and reinstating
costs to trenching costs are flawed, and therefore the inclusion of these surface barrier
costs is not a reasonable modelling assumption. In particular, the inclusion of these

%9 Optus, Response to the ACCC’s draft decision, December 2008, p. 21.
%0 Optus, Response to the ACCC’s draft decision, December 2008, pp. 21-22.
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costs results in an overestimation of the efficient costs of providing the ULLS in the
long run.

Firstly, the ACCC considers that the access provider as the hypothetical operator is
the appropriate assumption when modelling the TSLRIC+ of providing the ULLS as
this ensures appropriate signals for competitors to efficiently build their own
infrastructure where bypass is possible or to buy the regulated service. In particular,
the ACCC considers that for access seekers to make efficient decisions concerning
whether to build network infrastructure or buy the services, TSLRIC+ should be
based on the efficient costs the access provider will incur in the long run given its
current network design and architecture. It should not be based on the assumption that
the access provider can start again with a blank slate. If the access seeker can, over the
long run, provide the service at a lower cost than the access provider, it is
economically efficient for the access seeker to duplicate the infrastructure.®*

Secondly, the ACCC considers that Telstra’'s implementation of TSLRIC+ is
inherently inconsistent in its application of the hypothetical operator. In particular, the
Telstra applies a scorched node approach to modelling the CAN yet Telstra assumes
that the new entrant as the hypothetical operator would replicate Telstra's entire
copper network and therefore would face costs such as the breaking and reinstating of
concrete. The ACCC considers that a new entrant would not choose this deployment
option for those parts of the network that are potentially replicable especially when
compared to other options presently available, such as wireless technology, that do
not require such significant costs to be incurred.

The consequences of the inherent inconsistencies in Telstra's application of the
hypothetical operator means that the costs of the hypothetical network are artificially
inflated as it assumes that the new entrant will repeat the inefficient deployment
decisions involving costs such as breaking and re-instating surface barriers, which
may not be incurred in a forward-looking network design. In this regard, inclusion of
surface barrier costs to trenching costs when modelling the CAN would not produce
estimates that are efficient and forward-looking.

The ACCC notes Telstra's comments that the ACCC's own scenario testing of the
TEA model which assumes trenching turf only is not a realistic assumption. The
ACCC considers that it conducted its own scenario testing of the TEA model to
further test the TEA model to determine what results would be achieved by
attempting to overcome some of the inherent inconsistencies in the application of
hypothetical operator. As the starting point of the hypothetical network is the access
provider's actual network design (as designed in TEA model), it is questionable
whether any future deployment to provide services delivered over the CAN, would
involve the costs involved in breaking and re-instating surface barriers - in fact, the
access provider is likely to try to avoid such significant costs by considering other
deployment options. By assuming trenching turf only, the ACCC has attempted to
replicate the scenario where no breaking and re-instatement surface barrier costs
would be incurred in an efficient forward-looking network.

%54 Statement by Graeme Woodbridge, Telstra Corporation Limited (No 1 and 2) [2000] ACompT.
paragraphs 80 and 81.
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The ACCC notes Telstra's comment that the ACCC has been inconsistent with its
preferred application of the cost base to the TEA model. Telstra considers that the
ACCC has indicated a preference for costs incurred (historic costs) by Telstra when
assessing the inclusion of surface barriers in trenching costs but that this is
inconsistent with its previously applied standard of efficient and forward-looking
costs. Similarly, Telstra suggest that the ACCC has not taken into account the
practical realities of firms’ costs and the competitive process if it seeks to include cost
savings that Telstra may have achieved in building the network as well as cost savings
that a new entrant may achieve when building the network today. Telstra argues that
no carrier can benefit from both cost savings.

The ACCC clarifies that, whilst it has sought historic and current cost information
from Telstra, it notes that it has not selectively applied these cost bases. Rather, for
the purposes of estimating the efficient costs of providing the ULLS in the long run,
the ACCC has indicated a preference for current cost information. It will also have
regard to actualities of network deployment given the hypothetical network
assumption can lead to unrealistic deployment outcomes. However when the ACCC is
required to assess an undertaking according to specific legislative criteria such as
considering the 'legitimate business interests of the access provider' criterion and the
‘direct costs of providing access to the declared service’*® it uses the appropriate form
of information, such as the historic cost information of the access provider.

Therefore, the ACCC notes that historic costs should not be applied to the TEA model
for the purpose of estimating efficient and forward-looking costs. The ACCC agrees
with Telstra's statement that basing trenching costs on historic costs will mean that the
TEA model output will not relate to costs incurred by a new entrant in a competitive
market. In this regard, the TEA model's estimate of a TSLRIC+ monthly charge of
$58.00 for Band 2 ESAs if the model applied actual costs incurred by Telstra between
2000 and 2009, is not relevant to the exercise of determining whether the TEA model
produces efficient and forward-looking costs of providing the ULLS.

The ACCC notes that access pricing must have regard to Telstra's legitimate
commercial interests as set out in section 152AH of the TPA. This recognises that
Telstra should be allowed to recover its efficient costs from investments used to
provide the ULLS. In this regard, the ACCC considers that the information Telstra
provided in relation to the costs it has incurred in breaking and reinstating concrete
has been particularly useful in considering the costs Telstra has incurred overtime.

The ACCC notes that it accepts legitimately incurred surface barrier costs such as
those involved in actual network build or further augmenting the network. Any
breaking and restatement costs involved in breaking and restating for maintenance
purposes such as replacing existing cables because of faults and changes in
technology are not costs that the ACCC would recognise as legitimate network costs
incurred by Telstra. These costs are already allowed in operating and maintenance
costs and therefore have already been accounted for. The ACCC notes that Telstra's
submission in response to its section 152BT request of 16 December 2008 sets out the

%5 Subsection 152AH(1) Trade Practices Act 1974.
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costs of breakout and reinstatement of different surface types over the last nine
years.*¢ However, these costs are not distinguished according to whether they are
incurred as part of the network build or as an operating and maintenance cost. Further,
the ACCC notes that witness statements provided by Telstra as supporting evidence
indicates that historic costs involved in breaking and reinstating surface barriers has
often occurred due to replacing copper cables whether for technological or faulty
cable reasons. This suggests that the costs of breaking and re-instating surface barriers
have been incurred by Telstra but may be overestimated, which would
overcompensate Telstra for costs that it did not incur.

In summary, the ACCC's final conclusion is that it is not satisfied that the costs of
breaking and reinstating concrete included in the TEA model are reasonable and
should not be included as part of the estimate of the efficient costs of providing the
ULLS.

%% Telstra, Telstra's Band 2 ULLS Undertaking - Responses to section 152BT information requests
and further submissions, Letter of 13 March 2009.
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B.5 Trench sharing

Trench sharing has the overall effect of reducing the costs of trenches as the initial
costs of digging the trenches are shared with other utility providers. The TEA model
provides for three types of trench sharing:

= sharing with utilities in new estates;

= sharing of the entrance facility costs between the inter-exchange and distribution
network; and

= sharing of trenching between optical fibre main cable and copper main cable.

In version 1.0 of the TEA model, an overall trenching sharing value of 7.10 per cent
was used to reflect the three types of trench sharing outlined above. Telstra revised
the overall trench sharing input value to 6.95 per cent in version 1.3 of the TEA
model.

Trench sharing with utility providers

Utility trench sharing reduces trenching costs by sharing the costs between utility
providers.

Submissions
Telstra

Telstra submits that where a developer provides trenches for greenfield developments
they will share these with other utility providers and consequently, the cost of these
trenches is excluded from total costs calculated in the TEA model.*” Telstra contends
there is limited ability to share trenches outside of new estates because unless the
carrier and utility providers are laying cable at the same time the trenches need to be
re-opened and the cost of re-opening a trench is the same as digging a new one.*®
Telstra contends that generally, sharing can only occur where the carrier and utility
providers intend laying infrastructure along the same route.® Telstra submits other
factors that may limit the feasibility of utility trench sharing are:

= requirements for separation between equipment may require trenches which are
wider and/or deeper than standard trenches, negating any benefits of sharing; and

= trench sharing with utilities creates unique risks. For instance, a burst water main
can cause significant problems for telecommunications cables and means that
trenches are rarely shared.*®

7 Telstra, Response to Discussion Paper, 12 August 2008, p. 22.
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Telstra submits that the treatment of trench sharing under a forward looking network
model must reflect the costs of constructing a CAN, by a new entrant, with the same
service potential but not the historical costs incurred by the incumbent. Telstra also
submits that a new network builder must take the real world ‘as it comes’ and not
assume that other companies would rebuild their own networks to maximise sharing
opportunities.®*

Telstra notes the ACCC’s previous position that trench sharing should reflect
accumulated cost savings. This means that trench sharing in the new estates is
assumed to occur over a period of years.*? Telstra submits that the ACCC should not
have regard to historical trench sharing figures under a forward looking framework.*
Further, assuming a rollout of greater than one year will result in the following
implications:

= a progressive rollout may mean a new entrant failing to meet its SAOs. A
progressive rollout from the start of the Undertaking period leaves many users
without a service, some for the majority of the undertaking period which is
against SAQs;

= this approach assumes that the new entrant commenced rolling out its network
some years prior and completed the rollout at the beginning of the
Undertaking, and that this is inconsistent with the forward looking model;

= trenching costs would increase if a rebuild was financed with debt as interest
costs are accrued from the commencement of the network build to the time it
would be placed in service;

= historic trench sharing figures have little or no relevance under a forward
looking model because ULLS can only be provided over a full metallic
pathway which is now only available to 7 percent of Band 2 services in
operation being installed in new estates; and

= a network rebuild would not reflect the same economies of scale included in
the TEA model especially if a smaller competitor with a relatively small
market share increased its market share over time.5*

Telstra also submits that while in greenfield estates they use the trenches provided by
the developer there is often additional trenching required from the common trench to
the boundary of the end-users property - these have not been included in the TEA

%1 Telstra, Response to Discussion Paper, 12 August 2008, pp. 23-24 & p. 29.

%2 Telstra, Response to Discussion Paper, 12 August 2008, p. 24.

%3 Telstra, Response to Discussion Paper, 12 August 2008, pp. 23-25.

%% Telstra, Response to Discussion Paper, 12 August 2008, pp. 23 — 24; Telstra, Response to Draft
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model costs.*® Telstra submits that a figure of 1 per cent for trench sharing is a
conservative over-estimation of trench sharing in new estates in Band 2.%

In Telstra’s response to access seekers it disagrees with Optus’ contention that:

The TEA model is inconsistent in its application of TSLRIC+ in relation to new
estate trenching as it models costs based on a forward looking new entrant rebuilding
the network today but it also requires that a certain network design (i.e. designated by
Telstra design rules) be followed by that new entrant. Costing based on mixing these
concepts will lead to a price that could encourage inefficient bypass (as a new entrant
would adopt a scorched earth network if the new entrant were rebuilding the network
today) and will lead to cost recovery greater than is required to serve Telstra's
legitimate business interests. >’

In Telstra’s response to the access seekers, it submits that there is no mixing of
concepts as the design of the TEA model is efficient as network routes have been
optimised using pre-existing rights of way. *®

In response to Optus’ submission regarding the FCC’s use of sharing trenches in new
estates, Telstra submits that its future ability to share developer provided trenches in
relation to utility trench sharing and timeframes depends on the assumption of a
network rebuild. Telstra considers that the trench sharing percentages adopted by the
FCC are substantially greater than that used in the TEA model. Telstra also submits
that the FCC explicitly warns against transferring trench sharing inputs from its
universal service order into the determination of ULLS prices.*®

In response to the Draft Decision, Telstra is critical of the ACCC and access seekers'
view in relation to the application of TSLRIC+, particularly in relation to the
timeframe for a network rebuild. In particular, Telstra reiterates its views on some
points and makes the following additional criticism of the ACCC’s methodology in
determining the appropriate level of trench sharing, including that:

= it uses data from all geographic bands rather than Band 2 data; and

= it includes estates provisioned with fibre as well as copper lines even though
these are removed from the TEA model which mean that cost savings are
overstated and the average cost per line is understated.*™

Further, Telstra submits that it has applied an efficient network design that would be
followed by a new entrant:

A new entrant in a competitive market replicating Telstra’s network will not have
available to it open trenches that have since been reinstated. Instead the new entrant could

%5 Telstra, Response to Discussion Paper, 12 August 2008, p. 29.

%6 Telstra, Response to Discussion Paper, 12 August 2008, p. 26.
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only take advantage of open trenches in new estates that are under development during
the course of the entrant’s network build.®™

Telstra’s notes that while it disagrees with the ACCC method of determining a
forward looking estimation of trench sharing in new estates, the ACCC’s estimate
itself is also excessive. Telstra submits that a 1 per cent level of trench sharing in new
estates is conservative, and submits that [begin c-i-c] . [end c-i-c] per cent is a
more accurate level of trench sharing in new estates in Band 2. 2 Therefore, Telstra
reasons that by applying the ACCC’s methodology to Band 2 only, a forward looking
cumulative estimate of trench sharing in new estates would be [begin c-i-c] . [end
c-i-c] per cent.*”

In response to the Draft Decision, Telstra notes the ACCC’s reasoning that it may be
able to share trenches with other utilities despite Telstra’s submissions to the contrary.
Telstra submits that the website guidance only relates to an opportunity to share
trenches between the boundary of a property and to the customer premises. Telstra
notes these costs are not included in the TEA model.*™

Following a submission from Optus which cites Donald McGauchie’s comments in
relation to the age of copper cables as evidence of Telstra laying cables into
greenfields, Telstra have caveated Mr McGauchie's comments. Telstra notes that his
comments may not be directly applicable to the present day.’™ Accordingly, Telstra
submits that it would be inappropriate to use the result of such analysis for the
purpose of costing Telstra’s network and setting prices based on those costs because:

= the analysis does not take into account the fact that customers that purchased SI1Os
in 1950 are likely to have disconnected by 1999, thus SIOs provided in 1999 might
be supplied using newer copper assets;

= the analysis includes assets that might have been retired or otherwise no longer in
use;

= the analysis is based on S10s in all bands, not just Band 2; and

= the analysis is based on the historical age of assets which is subject to historical
circumstances, however in the current context, forward looking, economic assets
lives are relevant.*™

In support of its submission, Telstra has provided witness statements from [begin c-i-

] I [ c c-i-cl. In [begin c-i-c] || (end c-ic]
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statement, he notes that in the early 1980’s Telstra did not engage in trench sharing.*”
While [begin c-i-c] - [end c-i-c] notes that during his work on CAN planning,
design and construction from the early 1980’s to mid 1990’s the majority of the work
(upgrading the CAN by augmentation and installation) occurred in established
suburbs or brownfield’s areas.*”

Telstra also submits that prior to 1988 there was limited trench sharing in new estates
due to trade union opposition to the use of shared trenches. Telstra submits that by
1993, there was increased trench sharing as local councils began to lobby other
utilities to install their infrastructure underground. Accordingly, Telstra concludes that
it was not until the mid-1990s, that trench sharing in new estates began to be standard
practice.®™ Telstra supports this conclusion with the statements of [begin c-i-c]

I (cnd c-ic1* and [begin c-i-c] |G e c-i-cl. =

Telstra notes that it considers the TEA model should employ a forward looking input
for trench sharing in new estates.

However, Telstra submits that should the ACCC consider that Telstra has been able to
access trench sharing in new estates for more than 14 years, this position would not be
supportable.®®

In response to access seeker submissions to the Draft Decision, Telstra reiterates its
view in relation to a number of points and makes the following additional criticisms,
that:

= anew entrant would incur cost increases of around 25 per cent if a lengthy network
build period was incurred to achieve scale and a 15 year roll-out assumption is not
reasonable;

= the network build time for Optus’ HFC network was approximately three to four
years, while Telstra’s Next G network was one year;

= it is reasonable for the TEA model to reflect the leasing arrangements which are
actually in place.®

S Telstra, Witness statement of [c-i-c start] || Bl [c-i-c endl. 11 March 2009, p. 9.
5 Telstra, Witness statement of [begin c-i-c] |||l (end c-i-cl. 11 March 2009, p. 5.
" Telstra, Letter to the ACCC — Trench sharing in new estates, 30 March 2009.

%% Telstra, statement of [begin c-i-c] ||| | I [ed c-i-cl. 26 March 2009.

%! Telstra, statement of [begin c-i-c] ||| | | N (enc c-i-cl. 26 March 2009.

%82 Telstra, Telstra’s response to the ACCC’s Draft Decision, 23 December 2008, pp. 78-79.
8 Telstra, Letter to the ACCC — Trench sharing in new estates, 30 March 2009.

%% Telstra, Response to Access Seekers Submissions on the ACCC’s Draft Decision, 1 April 2009, pp.

40-43.
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Other parties

Adam Internet et al and Optus contend that the TEA model underestimates the level
of trench sharing in new estates as the model assumes that the entire CAN is
replicated within one year; and because an efficient operator would seek to share with
utility providers when installing a replacement CAN.** Adam Internet et al
acknowledge that in seeking to share trenches with utility providers a safe clearance
distance would need to be observed, but this should not prevent the sharing of
trenches.*®

Adam Internet et al submit that when installing low-impact telecommunications
facilities such as underground cables, the legislative framework®’ requires carriers to
adhere to certain conditions including the obligation to co-locate facilities and take all
reasonable steps to determine whether another carrier or utility provider is engaging
or proposing to engage in a similar activity on the same land. Adam Internet et al
submits that Telstra ignores this obligation.®

MJA reports that the TSLRIC+ framework often assumes that a network is built
overnight. However, all of the input costs reflect the costs of the actual network built
over time, thereby reflecting normal planning and construction activity where co-
ordination of trench sharing and co-digging may be planned in advance. As such,
MJA states that sharing with utilities should be allowed across the entire network.>®

Optus submits that the TEA model is inconsistent in its application of TSLRIC+ in
relation to new estate trenching as costs are based on a forward looking new entrant
rebuilding the network today, but also require that Telstra’s design rules are followed
by the new entrant. Optus submits that using this as a basis for determining costs
would lead to inefficient design and cost recovery which is greater than required to
serve Telstra’s legitimate business interests.>®

Optus submits that Tom Hird’s report Role of TSLRIC in Telecommunications
Regulation: A report for Optus, concludes that the US FCC decision®* held that
trench sharing should assume several years of developer provided trenches in new
estates. Optus submits that Hird considered that the FCC gave consideration to the
appropriate degree of trench sharing in a forward looking TSLRIC model of network
costs and determined that a predictive judgement needs to be made as to what the
future sharing will be available to the incumbent.>*

% Optus, Response to ACCC’s Discussion Paper, August 2008, p. 21; Adam Internet et al, Response

to ACCC ULLS Discussion Paper, August 2008, p.10.

%% Adam Internet et al, Response to ACCC ULLS Discussion Paper, August 2008, p.11.

%87 Telecommunications Act 1997, the Telecommunications Code of Practice 1997 and the

Telecommunications (Low-impact Facilities) Determinations 1997.
%8 Adam Internet et al, Response to ACCC ULLS Discussion Paper, August 2008, p.12.
%89 Marsden Jacob Associates, Review of the TEA model, 12 August 2008, p. 10.
5% Optus, Response to ACCC’s Discussion Paper, August 2008, p. 48.
91 Federal-State Joint Board on Universal Services, CC docket No. 96-45.

%2 Optus, Response to Discussion Paper, 12 August 2008, p 47.
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Optus contends that while the TEA model is forward looking, Telstra’s historical
ability to share trenches is still relevant to the costing of the ULLS. Optus also
submits that a new entrant would have access to all the available inputs of production
including the availability of open trenches in new estates and new entrants would not
be constrained by the technology choices of the incumbent. Optus submits that
collectively, these concerns with the TEA model mean that there is likely to be a
significant overestimation of the efficient cost of supply. **

Network Strategies report that, based on their experience, the TEA model
significantly underestimates the level of trench sharing overall. Network Strategies
asserts that Telstra’s historical sharing figure may not be useful for cost modelling on
the basis that a forward looking network would seek opportunities to share and co-
locate.>*

In response to the Draft Decision, Optus submits that it broadly supports the ACCC’s
view that the value adopted by Telstra for trench sharing is unreasonable and a more
appropriate proxy for trench sharing in new estates is a cumulative trench sharing
measure. However, Optus submits that the ACCC’s 13 — 17 per cent value attributed
to trench sharing in new estates is highly conservative, as the lower value of this range
was considered conservative when it was initially derived in 2003, and subsequently
as the CAN has continued to expand into new estates there is further opportunity for
trench sharing.*

Optus submits that previous use of the 13 per cent value has resulted in Telstra being
significantly overcompensated for trenching costs and that it is important for the
ACCC to consider the implications of understating the level of utility trench sharing.
Optus contends that only the efficient costs should be relevant to the pricing of the
CAN and a more appropriate measure would be to update the base value of 13 per
cent to reflect builds in subsequent years. Optus submits that the ACCC should
consider re-evaluating the appropriate trench sharing value in new estates. Optus
submits that when updating the ACCC’s base value of 13 per cent for the increase in
SIOs the proportion of trench sharing in new estates increases to 17.80 per cent for the
2007/08 financial year.>*®

Further, Optus asserts that current industry practice is that where utility trench sharing
occurs in new estates, the costs are generally borne by the developer. Optus reasons
this supports a higher value for trench sharing.

In response to the Draft Decision, the CCC submits that it agrees with the ACCC’s
view expressed in the Draft Decision, however disagrees with its reasoning. The CCC

% Optus, Response to ACCC’s Discussion Paper, August 2008, p. 48.

%% Network Strategies, Report for Optus, 5 September 2008, p.71.

% Optus, Response to Draft Decision, December 2008, p. 25.

%% Optus, Response to Draft Decision, December 2008, p. 25.

7 Optus, Response to Draft Decision, December 2008, p. 25.
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submits that where Telstra has never incurred trenching costs, it is not reasonable to
compensate them.>®

Ovum, in an advisory note to the ACCC notes that in version 1.2 of the TEA model,
the parameter relating to new estates in earlier versions has been replaced by a
broader parameter described as Cable placed in an Open Trench. Ovum reasons that
the allowance for new estates as part of the broader parameter is used to reduce
overall the incidence of trench sharing.*®

Ovum contends that on average “an efficient operator would seek to maximise the use
of the open trench in coordinating its activities internally and with other trench
users.”® Further, Ovum concludes that Telstra’s allowance of 1% for new estates in
an overall allowance of 6.95% for trench sharing is a satisfactory estimate for the
situation faced by an efficient operator.**

Trench and conduit sharing

Sharing between the IEN and the CAN is likely to reduce the total trench length,
thereby reducing the overall cost of the network.

Submissions
Telstra

Telstra submits that the TEA model takes into account different trench and conduit
sharing costs in the form of:

= trench costs which are shared between the CAN and the IEN, with a TEA
model default of 5 per cent sharing;

= main cable trench costs shared between ULLS (copper-fed) and non-ULLS
(fibre-fed) services;

= trench costs shared between Telstra and other parties who lease conduit space
in Telstra’s network and,

= trench sharing in the distribution network.?

Telstra submits that there is limited potential for sharing between the IEN and the
CAN because “one must account for the fact that only two IEN routes traverse each
ESA”. Telstra acknowledges that in a forward looking, efficient cost model the CAN
and IEN would be expected to be built together as they are part of the same PSTN
network. %

%% Competitive Carriers Coalition, CCC Submission on Draft Decision, December 2008, p. 9.

% Ovum, TEA model (v1.2) engineering review, 2 February 2009 p.12.

890 Ovum, TEA model (v1.2) engineering review, 2 February 2009 p.12.

801 Ovum, TEA model (v1.2) engineering review, 2 February 2009 p. 12.

802 Telstra, Response to Discussion Paper, 12 August 2008, p. 26-27.

803 Telstra, Response to Discussion Paper, 12 August 2008, p. 27.
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Telstra contends that 10 per cent of trenches and conduits in the main network are
shared by the main distribution network and the IEN, but this estimate is likely to be
overstated. Where sharing does take place, Telstra submits that 50 per cent of costs
are allocated to the CAN and 50 per cent to the IEN. This results in a TEA model
default value of 5 per cent for the IEN and CAN sharing.®

Telstra submits that their approach as described in the TEA Model Documentation
accounts for the sharing between the non-ULLS DAs and the ULLS DAs by ensuring
that all DAs in each ESA share the costs proportionately. Telstra submits that this
results in a small proportion of optical fibre, multiplexing and fibre termination costs
being allocated to the ULLS and conversely, some amount of copper ULLS network
costs are spread over the fibre-only fed DAs.®®

Where conduit space is available, Telstra states that its policy is to lease this space
when requested. Where space is leased Telstra states that they subtract the annual
revenues received and that the revenues are allocated on a band by band basis.®®

Based on precise measurements of trench sharing, Telstra submits that trench sharing
occurs in 6.1 per cent of the CAN network. Telstra recognises that the primary source
of trench sharing in the TEA model occurs between the main cable routes and the
distribution cable routes, but that a small amount of trenching is also shared between
separate distribution cables routes serving neighbouring DAs.®” Telstra submits that
they have assumed that no excavation or reinstatement is necessary when placing
facilities, because these costs are costs incurred by the developer.®®

In response to the Draft Decision, Telstra revised downward the proportion of conduit
that could be expected to be placed in trenches that are shared between main and
distribution networks or between adjacent DAs to 5.95 per cent.®® This revision
results in a decrease in the total amount of trench sharing in the TEA Model from 7.1
per cent to 6.95 per cent.®°

Telstra submits that because a significant amount of conduit is placed in open
trenches, the ACCC’s concerns over whether Telstra has actually incurred these costs
in the construction of its network are “unwarranted and inapposite.”¢

Other parties

MJA contends that sharing may occur between the distribution network trench and the
inter-exchange trench and between the main cable trench and inter-exchange trench,

604 Telstra, Response to Discussion Paper, 12 August 2008, p. 27.

805 Telstra, Response to Discussion Paper, 12 August 2008, p. 27.

896 Telstra, Response to Discussion Paper, 12 August 2008, p. 28.

87 Telstra, Response to Discussion Paper, 12 August 2008, p. 30.

698  Telstra, Response to Discussion Paper, 12 August 2008, p. 30.

809 Telstra, Response to Draft Decision, 23 December 2008, p. 75.

810 Telstra, Response to Draft Decision, 23 December 2008, p. 75.

811 Telstra, Response to Draft Decision, 23 December 2008, p. 76.
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although to a lesser degree than the former. They also identify manholes as further
infrastructure which may also be suitable for sharing.®*> MJA notes that there are no
explicit sharing factors, other than for the entrance facility costs included in the TEA
model, but recognise that Telstra has acknowledged that only half of the costs for the
MDF block should be allocated to the CAN.®** The ACCC notes that Telstra have
revised this in the TEA model version 1.2.

MJA states that, overall, Telstra’s inputs for trench sharing are likely to be
underestimated.®

Ovum notes that the only source of revenue used in the TEA model is the conduit
leasing revenue that applies to the ducts and pipes of the main network and that the
conduit leasing annual revenues are calculated as a percentage of the total conduit
sharing annual CAN. Ovum makes the following observations about the revenue
calculations:

= the inputs into the model make no reference as to how they are calculated.
Ovum states that it would be expected that revenue values are derived from
the RAF, but these numbers could not be reconciled with RAF;

= the number of lines in Band 2 used in the formula are not the number of lines
in the cost model; and

= the costs of ducts and pipes in the main network have been reduced by the
amount of conduit leasing revenue.®*

Ovum, in its advisory note for the ACCC considers that the level of duct sharing with
the IEN is satisfactory for an efficient operator. Ovum does note however that this
proportion should be supported directly from Telstra’s data.®*

Trench sharing between optical fibre main cable and copper main cable

Where fibre and copper main cables share trenches, the demand at fibre fed pillars is
deducted from the total demand in the exchange causing an overall reduction in costs
for that exchange, proportional to the demand served by fibre.

Telstra submits that optical main cable and copper main cable trench sharing is
accounted for in the TEA model by sharing between non-ULLS DAs and ULLS DAs
and ensuring that all DAs and ESAs share costs proportionately. Telstra submits
therefore associated trenching costs are shared. 7

812 Marsden Jacob Associates, Review of the TEA model, 12 August 2008, p.10.
813 Marsden Jacob Associates, Review of the TEA model, 12 August 2008, p.10.

814 Marsden Jacob Associates, Review of the TEA model, 12 August 2008, p. 9.

815 Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 14.

816 Ovum, TEA model (v1.2) engineering review, 2 February 2009, p. 11.

817 Telstra, Response to Discussion Paper, 12 August 2008, p. 27.
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ACCC view

The ACCC continues to hold its view, as expressed in its Draft Decision, that the
TEA model default value for overall trench sharing in the CAN is an underestimate of
the level of trench sharing in an efficient and forward-looking model of the CAN.
Therefore, the ACCC is not satisfied that the default value of 6.95 in version 1.3 of
the TEA model is reasonable and should not be included as part of the estimate of the
efficient costs of providing the ULLS.

The ACCC notes that, of the three types of trench sharing activities in the TEA model
that combine to produce the total trench sharing value in the CAN, it is the trench
sharing with utilities in new estates that is significantly underestimated and therefore
results in the overall trench sharing value being lower than would be expected in an
efficient and forward-looking model of the CAN.

Utility trench sharing in new estates

The ACCC continues to hold its view, as expressed in its Draft Decision, that Telstra's
default trench sharing value in new estates of 1 per cent is a significant underestimate
of the level of trench sharing in an efficient and forward-looking model of the CAN.
This view is supported by submissions from access seekers that Telstra's default
trench sharing value in new estates of 1 per cent is a significant underestimate.

Telstra has stated that its default trench sharing value in new estates is actually an
over-estimation of trench sharing in new estates in Band 2. For the reasons set out
below, the ACCC does not agree with this view.

The ACCC has estimated that trench sharing in new estates in Band 2 in the present
day is likely to be around 13 to 17 per cent.

The ACCC has examined Optus’ attempt to replicate the ACCC’s trench sharing in
new estates value and its subsequent conclusion to support the upper limit of the 13 to
17 per cent range.®® The ACCC notes however that the lack of transparency and
inconsistency in data used by Optus to derive the estimate means that it has placed
less weight on this evidence.

The ACCC considers that the key areas of contention which has led to differences in
views on the appropriate trench sharing value are:

= whether the degree of trench sharing in new estates in the past should be taken
into account in the present day value, and if it should be taken into account,
what methodology should be used;

= whether the trench sharing in new estates value should be based on
instantaneous network build or deploying the network over a number of years;

= ACCC's estimated trench sharing value for new estates; and

= opportunities to trench share in the present day.

%18 Optus, Response to Draft Decision, December 2008, p. 25.

178



Each of these issues are discussed, in turn, below.

Is the historical level of trench sharing in new estates relevant in developing the
present day trench sharing value?

The ACCC considers that Telstra’s estimated trench sharing value for new estates is
premised on the new entrant as the hypothetical operator replicating Telstra’s
network, and not being able to exploit the opportunities to trench share that are
available in the present day. In the ACCC’s view, this is another example of where
Telstra has been inconsistent in its application of the hypothetical operator - applying
the access provider at times (as the TEA model is based on the existing network) and
applying the new entrant at other times. This inconsistency has implications for the
manner in which the trench sharing value for new estates is calculated. This
inconsistency is clear in Telstra’s statement that:

A new entrant in a competitive market replicating Telstra’s network will not have available to
it open trenches that have since been reinstated.®*®

The ACCC notes that Optus has also identified this inconsistency, when it states that
Telstra has assumed that new estate trenching is based on a forward-looking entrant
rebuilding the network today but requiring Telstra’s design rules to be followed by the
new entrant.®

The ACCC considers that as the TEA model is based on Telstra’s existing network,
the hypothetical network should be based on the current network, and therefore model
assumptions should be consistent with the access provider as the hypothetical
operator, for example, the actualities of network deployment are a relevant
consideration. Therefore, the ACCC considers that Telstra’s opportunity to trench
share over time is relevant to its modelling of the current network. In this regard,
taking account of the historical levels of trench sharing in new estates is relevant in
estimating the present day trench sharing value.

The ACCC notes Ovum’s view that Telstra’s estimate of cables placed in open
trenches as a satisfactory estimate “for the situation faced by an efficient operator”,®
however, the ACCC notes that Ovum is not specific as to who it assumes is the
hypothetical efficient operator.

Should the trench sharing in new estates value be based on instantaneous network
build or deploying the network over a number of years?

The ACCC considers that the trench sharing value for new estates should be based on
a network build that occurs over a number of years.

As the TEA model applies a scorched node approach to modelling the CAN, the
actualities of network deployment, such as network build having to occur over a

619 Telstra, Response to Draft Decision, 23 December 2008, p. 78.
820 Optus, Response to ACCC’s Discussion Paper, August 2008, p. 47.
621 Ovum, TEA model (v1.2) engineering review, 2 February 2009, p 12.
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number of years and taking account of Telstra's trenching sharing opportunities during
this time, are relevant.

The ACCC considers that the application of TSLRIC+ should reflect the reality of a
network deployment. It considers that network construction would generally be
planned a significant time in advance and would most likely occur in conjunction with
other operators and utility providers resulting in the use of open trenches in new
estates thus reducing the cost to the access provider.

ACCC's estimated trench sharing value for new estates in the present day

The ACCC considers that cumulating the level of trench sharing that has occurred
historically over time will provide an appropriate estimate of the trench sharing
utilised by a hypothetical efficient operator in new estates in the present day. The
ACCC considers that a trench sharing value of between 13-17 per cent approximates
trench sharing potential from new estates across all of Band 2.5

The lower value of the range, the 13 per cent, was derived from actual data based on
estimates of the accumulative stock of new estates over a period of 10 years from
1992/93 to 2000/01. The 13 per cent figure, initially derived in 2003, was relied on
in the ACCC’s 2006 Final Decision on Telstra’s ULLS undertaking.®* The ACCC
notes that it has been subject to significant previous industry analysis and was
considered appropriate despite commentary that it was conservative and may
understate historical trench sharing.®

The upper value of the estimated trench sharing range was derived by extending the
previous methodology to include 2006-07 data. The ACCC calculated the trench
sharing figure of 17 per cent by the following method:

e Using Australian Bureau of Statistics (ABS) data on the number of new
dwellings constructed since 1992/93.¢® The practice of sharing trenches by
utility providers was well established for new housing estates by 1992/93 and
has hence been used as the first date for the inclusion of data.

e As the ABS Building Activity Survey does not disaggregate data for new
dwelling constructions occurring in new estates and those occurring in already
populated areas, a factor of 2/3 was applied to estimate the percentage of
dwellings (since 1992/93) with shared trenches in Telstra’s CAN.

The ACCC viewed that a factor of 2/3 could be used following the consideration of
claimed assumptions made in a submission by Telstra in a previous regulatory

822 This figure has been re-calculated to include data up to 2006/07.

ACCC, Final Determination for model price terms and conditions of the PSTN, ULLS and LCS
services, October 2003, p. 37.

ACCC, Assessment of Telstra’s ULLS monthly charge undertakings, Final Determination, August
2006, p. 55.

625 ACCC, ULLS Access Dispute between Telstra and Optus, Final Determination, March 2008 p. 94.
626

623

624

Building Activity Survey — catalogue No. 8752.

180



process.®” This factor applied to total number of new dwelling constructions
completed since 1992 in each year to provide an estimate of the number of non-infill
new estate dwellings per period. The ACCC notes that Telstra was informed of the
use of a 2/3 factor on 18 December 2008, when the ACCC responded to Telstra’s
letter of 2 December 2008.

The ACCC notes Telstra’s submission that the 13 to 17 per cent value takes account
of all geographic bands and estates provisioned with fibre.®® However, the ACCC
considers as most new estates are likely to be in metropolitan areas, not in the CBD or
rural areas, its calculated trench sharing in new estates value understates the degree of
trench sharing in a hypothetical network.

Opportunities to trench share in the present day

The ACCC notes Telstra claim that when it applies the ACCC's cumulative approach
to estimate trench sharing in new estates in the present day, the value it derives is
lower than the ACCC's estimated trench value for new estates.

The ACCC considers that its estimate of trench sharing with new estates in the present
day is actually an underestimate because a hypothetical efficient operator would seek
to maximise trench sharing in new estates with other utility providers. The ACCC’s
estimate assumes that Telstra's actual trench sharing behaviour in the past has been
optimal. The ACCC also notes comments by Optus and Adam et al. that an efficient
operator would seek to exploit many of the opportunities available to trench share
with utilities.

The ACCC agrees with Adam Internet et al’s submission that utility trench sharing is
a standard industry practice and legislation requires a carrier to take all reasonable
steps to plan and to coordinate the co-location of cabling and facilities with other
utility providers.®® Despite Telstra’s submissions regarding the limits of utility trench
sharing, the ACCC supports the view of access seekers which emphasise these legal
obligations and recognise utility trench sharing as an established practice. The ACCC
also notes Telstra’s acknowledgement on its website that there are opportunities to
share trenches with other utilities when the trench is within the property boundaries:*®

...the trench may be shared with other utility providers, such as electricity, gas
and water, as well as the phone line...however, you’ll need to comply with

specifications. %"

827 Telstra, Annexure J to Telstra’s detailed submission in support of its undertakings dated 9 January

2003 — Trench Lengths (confidential version).

628 Telstra, Response to Draft Decision, 23 December 2008, p. 80.

629 Telecommunications Act 1997, the Telecommunications Code of Practice 1997 and the
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831 http://www.telstra.com.au/moving home/newhome.cfm, accessed 30 September 2008.
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Other trench sharing: IEN and CAN and between optical fibre main cable and
main cable

The ACCC notes that submissions in response to the Discussion Paper only raised
concerns in relation to the cost allocation of ironwork for the mainframe distributions.
This was acknowledged by Telstra and rectified in TEA model version 1.2, with the
level of sharing between the IEN and the CAN.

The ACCC has received no further submissions on this issue in response to its Draft

Decision and accordingly reiterates its position in the Draft Decision that it is satisfied
that the degree of sharing between the CAN and the IEN at 5 per cent is reasonable.
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B.6 Operating and maintenance costs

Operating and maintenance (O&M) costs are the ongoing operational costs, including
labour and materials that are causally linked to the provision of the ULLS. Cessation
of the service would mean these costs are no longer incurred. Common costs are
causally-linked costs incurred in providing a group of services that would not be
avoided unless provision of all the services in the group ceased.®* Indirect costs are
those common costs otherwise known as overheads or unattributable costs that will
still be incurred no matter whether or not the ULLS or the group of services ceases to
be offered. Examples of such costs are head office and other costs that do not have a
causal link to the service under consideration, and which can only be allocated on an
arbitrary basis.

The TEA model relies on historical cost values taken from RAF account data that is
aggregated across all services (including mobiles), including and without making
distinctions between internal retail business services and its external wholesale
business; all geographic areas for O&M; common and indirect cost inputs. The inputs
are converted to factors in four categories:

e direct O&M expenses;
e indirect O&M expenses;
e indirect assets; and

e Network Support assets.

Telstra documents the approach used to calculate the O&M and indirect cost factors
in its Operations and Maintenance and Indirect Cost Factor Study®* (‘Cost Factor
Study') and in the excel worksheet, 'Factor Calculations'. A brief outline of Telstra's
methodology used to calculate factor percentages is set out in the ACCC’s Discussion
Paper in respect to the 2008 Undertaking.®*

In response to the Draft Decision, Telstra has made a number of changes to the TEA
model where it believes the various concerns of interested parties are warranted. The
total impact of all the O&M changes is to reduce the monthly price by $2.51. The
changes:

e update the forward-looking investment used as the denominator in the
calculation of the factor for ducts and pipes to equal the ducts and pipes
investment calculated by version 1.2 of the model;®*

82 ACCC, Access Pricing Principles: Telecommunications — a guide, July 1997, Appendix 2, pp. 38-
45,

8% Telstra Corporation Limited, Operations and Maintenance and Indirect Cost Factor Study,
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e fix an inadvertent error in the calculation of the O&M factors for direct
expenses;®*

e use book costs as the denominator in the factor calculation for copper cable
O&M; and

e use Ovum’s suggested line ratio to convert the Band 2 ducts and pipe
investment to a total company investment for use as the denominator in the
factor calculation of the ducts and pipes O&M. %

The rest of this section sets out the issues the ACCC has continued to identify in its
review of Telstra's approach to calculating O&M cost factors. The following issues
are discussed:

e comparison of RAF CCA with TEA model O&M costs;
e use of 2005-06 RAF data;

e Band 2-specific cost factors;

e size of Indirect Expenses;

e application of forward-looking and historic costs;

e use of Accounting Principles; and

e appropriate inclusion of cost categories.

Issues

Comparison of RAF CCA and TEA Model operating costs
Submissions

Telstra

Telstra submits that applying O&M factors, including to the fibre in the ULLS, is a
practical and reasonable approach and is consistent with the O&M calculations which
are based on all services and include economies of scale. Drs Harris and Fitzsimmons,
who were retained by Telstra to provide an assessment of the TEA model, note that a
number of models used by the FCC and others in the United States use a similar
approach.®® Harris and Fitzsimmons also claim the level of detail in the factors is
appropriate.®®

Harris and Fitzsimmons note that it is appropriate to assess the impact the level of
investment has on the size of expenses incurred as a result. If there is no expectation

6%  Telstra, Response to Ovum, 5 December 2008, p. 24.
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that expenses would change as a result of changed investment inputs, then the factors
should be adjusted to keep the relevant expenses unchanged.®®

NERA in a report prepared for Telstra submits that Oftel favours the use of Equi-
Proportionate Mark-up (EPMU) to allocate common costs between regulated access
and conveyance respectively.** NERA submits that the FCC has ruled out the use of
Ramsey pricing because it unreasonably raises the prices of the most critical
bottleneck facilities, and that the Independent Regulator’s Group (IRG) has noted that
Ramsey pricing is difficult to implement. NERA conclude that TSLRIC+ models
generally adopt an EPMU approach. 5

NERA submits that attempts at bottom-up modelling of operating expenses have not
been successful, and that the alternative is to use ratios of direct opex to investment
cost, of indirect opex to direct opex, and of indirect assets to direct assets. Some
models also attempt to identify best practice ratios of ‘efficient’ companies.®:

NERA submits that the TEA model uses an EPMU approach for allocating general
overheads but not for other common fixed costs.® NERA submits that the direct
expense to investment cost ratios for duct and copper cable are derived using
modelled investment costs as the denominator, while other direct costs are modelled
using historic costs. NERA suggests that this is because of the gap between historic
purchase price and replacement cost for duct and copper cable assets, which is likely
to be more pronounced than the gap for other assets. NERA claims the gap is more
significant for the Proposed Monthly Charge because the O&M costs for ducts and
copper cable account for 96 per cent of all direct expenses associated with the CAN.%*

NERA submits that the adjustments made to the indirect expenses, network support
assets and indirect asset cost pools serve to realign the RAF data to match the asset
classifications of the TEA model, and that the adjustments are reasonable in
principle.®® NERA makes no comment on the inputs to the model.

Other parties

Network Strategies notes that the correct approach to deriving and applying the O&M
factors is to only apply the mark-up to the capital cost of equipment that would need
operations and maintenance, and not to the total capitalised investment costs as in the
TEA model. Network Strategies argue that the TEA model approach seems to assume
that the indirect overheads incur ongoing network O&M costs.*

640 Dr Robert G Harris and Dr William Fitzsimmons. Assessment of TEA Cost Model, 4 November
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ACCC view

As a sanity check, the ACCC compared O&M costs per line per year ($110.98) in the
TEA model with O&M costs based on Telstra's 2006/07 RAF Current Cost
Accounting (CCA) data reports. The operating costs less depreciation for the relevant
RAF products are shown in Table B.6.1 below. The ACCC considers that while the
RAF data relates to all band costs, as about 70 per cent of ULLS lines are in Band 2,
the comparison between TEA Model which is Band 2 specific with RAF CCA data is
possible.

Multiplying $110.98 by the number of lines in Band 2 (7,532,793) gives an estimate
of Band 2 O&M costs in 2006/07 of $836.0 million.

The ACCC notes that when comparing the TEA model estimated Band 2 O&M costs
in 2006/07 of $836.0 million with O&M costs in Telstra's CCA report, it would
appear that the TEA model estimate is overestimated by about [begin c-i-c] |}

I (end c-i-c] or [begin c-i-c] f [end c-i-c] per cent.*
Table B.6.1

[begin c-i-c]

—

. E—

[end c-i-c]

Source: ACCC and Telstra 2006-07 RAF CCA data
Notes: The External Wholesale product also includes LSS data.

88  Given that LSS costs are not separately identified in the RAF, the overstatement is likely to be
larger than this.
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Keeping in mind the limitations of this comparison, this comparative analysis
suggests that the O&M costs in the TEA model are higher than audited RAF CCA
data and therefore that the O&M costs in the TEA model should be examined
carefully.

Use of 2005-2006 RAF Data

In its Draft Decision, the ACCC noted that Telstra has chosen to use its 2005-06 RAF
data and not its 2006-07 RAF data, which was available at the time the TEA model
was developed. The ACCC also noted that to reflect efficient, forward looking costs
the TEA model should use the most recent RAF data available when calculating cost
factors.®®

Ovum’s TEA model economic report notes that Telstra should have used its 2006-07
RAF data in developing the TEA model. While Ovum acknowledges that its analysis
is limited by the lack of available inputs, it still indicates that direct O&M costs would
be approximately 22 per cent lower in 2006-07 than in 2005-06 and the monthly
charge would be 4.2 per cent lower if the lower O&M cost data was used.*®

ACCC view

The ACCC notes that Telstra has revised the model to use data from the 2006-2007
financial year, but also notes that data from the 2007-2008 financial year has been
available since before the ACCC’s Draft Decision was published in November 2008,
and in the ACCC’s opinion this is the data that should have been used initially.

The ACCC confirms its view that in order to reflect efficient, forward looking costs
the TEA model should use the most recent RAF data available when calculating cost
factors.

Band 2-specific Cost Factors
Submissions
Telstra

In response to the economic report prepared by Ovum, Telstra disagrees that, in the
derivation of the direct O&M factors, it assumed the investment per line was the same
across all bands, and claims that the direct investment Band 2 costs from the TEA
model are multiplied by the ratio of Band 2 to total investment costs returned by the
PIE 11 cost model to calculate total investment costs for the TEA model.**

Telstra argues that the calculation of band-specific costs is not consistent with other
TSLRIC+ models because:

89 ACCC, 2008 ACCC Draft Decision, November 2008, p. 92.
850 Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 52.
81 Telstra, Response to Ovum, 5 December 2008, pp. 23-24.
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a standard factor assigns more costs to those bands with more
investment;

e the additional modelling costs far outweigh the potential benefits
from increases in precision;

e O&M costs comprise [begin c-i-c] l[end c-i-c] per cent of ULLS
costs, so even significant shifts in the assignment of costs will have
minimal impact on the price in any band;

e gains from increased allocations in one band will presumably result
in increased costs imposed on other bands; and

e developing costs on an exchange by exchange basis requires
allocations predicated largely on subjective judgements that are
unlikely to lead to greater precision.®?

Telstra also notes that not one US regulatory agency (state or federal) requires the
calculation of separate factors for each density grouping, and claim that none of the
American models use de-averaged factors. Telstra also notes that the costs associated
with developing and maintaining an exchange-based historic cost system would be a
ULLS-specific cost, thereby increasing the price charged to access seekers by a
significant amount.®*

Other parties

In its TEA model economic review, Ovum notes that the assumptions in the TEA
model that the unit investment cost per line of ULLS Bands 1, 3 and 4 are the same as
Band 2.%

Optus submits that in its experience rural O&M costs are higher (around 41 per cent)
than urban areas O&M costs and Telstra’s reliance on RAF data across all services
will lead to an over-estimation of costs.®*

ACCC View

The ACCC notes that Telstra has not made any adjustments to the RAF data to take
account of Band 2 specific service operating costs. The ACCC considers that the
application of RAF values for the entire network implies that O&M costs in Band 2
are equivalent to those in Bands 1, 3 & 4. The ACCC notes Telstra’s claims about the
relative costs and benefits of band-specific modelling but considers that the evidence
Telstra relies on from the United States that no-one has developed a de-averaged cost
model provides no basis to claim that the costs of band-specific modelling outweigh
the benefits.

82 Telstra, Response to Draft Decision, 23 December 2008, p. 86.
83 Telstra, Response to Draft Decision, 23 December 2008, pp. 86-87.
8% Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 44.

85 Optus, Response to the ACCC’s Discussion Paper, August 2008, pp. 49-50.
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The ACCC notes that the O&M costs associated with Band 2 assets are unlikely to be
the same as those associated with assets in other bands, since loop lengths and costs
such as those associated with call outs are different. The ACCC notes that as a
consequence of applying RAF data across all bands means that the O&M costs for
Band 2 derived from the TEA model may be overestimated.

Size of Indirect Expenses

In its Draft Decision, the ACCC notes that it agreed with Ovum’s conclusions that the
indirect expenses used as inputs in the TEA model are extremely high relative to other
comparable indirect expenses in publicly available costs models used in
telecommunications. The ACCC also agreed with Ovum's assessment that efficient
forward-looking O&M costs should fall, compared to historic costs, when new and
modern plant and equipment is installed and that this trend is not reflected in the TEA
model O&M costs.**

Submissions
Other parties

In response to the Draft Decision, Optus claims the O&M mark-up is applied to the
total investment costs which have already been marked-up by the indirect loading
factor.®’

Network Strategies in its report contends that the “Loading Factor for Indirect
Overheads” is already covered in the cable capital cost and may also be counted again
when separate O&M mark-ups are applied. Network Strategies concludes that it
cannot confirm that the mark-up is appropriate or necessary to cover capitalised
overhead costs.®®

Ovum in its report comments that a lack of consistency between the method used to
calculate the direct O&M cost factors and the method used to calculate indirect and
support overhead factors raises concerns that the direct investment costs calculations
include an amount of support asset investment costs. If this is the case, Ovum
contends the model is double counting the network support asset investment costs for
ducts and pipe and copper cables.®®

Ovum notes that indirect expenses as a fraction of direct O&M expenses calculated in
the TEA model are very high compared to (three) other publicly available comparable
cost models. Ovum contends that if the input factor is reduced to the average of these
publicly available cost models then a reduction of 8 per cent in the monthly cost will
result.®
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Ovum comments that the source and calculation of the adjustments made to the
indirect costs in the Cost Factor Study is not clear, nor are the reasons for the mapping
of RAF costs to the Cost Factor Study cost groupings.®*

Ovum states that investment per line figures from the model are used to calculate
some O&M factors, creating circular references which are potential sources of error
and which decrease the accuracy and flexibility of the model. %

Ovum queries the use of total unadjusted direct expenses as the denominator in the
calculation of the indirect O&M factors, noting that adjusted operating expenses were
used for other factors.®*

Telstra

Telstra contends that with respect to O&M figures the TEA model uses the total
undepreciated historic and current cost of the assets, and that these amounts were
taken from the Fixed Assets statements in the RAF reports for the internal and
external wholesale businesses.®

With respect to the size of the O&M factors applied to plant and equipment, Telstra
argues that they compare favourably to factors previously accepted by the ACCC in
previous decisions, and that the maintenance costs generated by the model are based
on actual costs that broadly reflect the midpoint in the asset lives.**

In response to Ovum’s comments on the source, calculation and mapping of
adjustments in the Cost Factor Study, Telstra claims the documentation
accompanying the Study explains why the adjustment is necessary and that the source
of the adjustment is the RAF. Telstra contends that the mapping is a result of
accounting practices used in the RAF, or otherwise of no impact on the undertaking
price.®® Telstra rejects Ovum’s comments about the model containing circular
references since the calculation of investment per line is not dependent on the
calculation of the relevant O&M factors.

In response to Ovum’s expectation in regard to identification of accumulated
depreciation of indirect retail assets, Telstra argues that the adjustments are based on
the assets identified by the ACCC for cost recovery, and so the eliminated ULLS and
LSS specific costs match the adjustment to Telstra’s actual recovery.®®

%% Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 45.
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Telstra argues that the indirect expenses are high by comparison with the publicly
available cost models because those models multiply the indirect expense factor by
total costs including capital costs. If the capital costs are removed, then the ratio
returned by the TEA model is lower than that returned by the other models.*®

In its response to access seeker submissions on the Draft Decision, Telstra reiterates
its views that the approach it has adopted to calculate the cost factors is consistent
with international practice.®”

ACCC view

The ACCC notes that the factors relating to the CAN are based on data dating from
1998 and used to support Telstra’s 1999 PSTN-OTA undertaking. As such the ACCC
considers that any comparison of the factors from the two undertakings is tenuous at
best because of the length of the intervening period.

The ACCC’s own analysis of the derivation of the cost factors has been hampered by
the same point noted by Ovum — namely, that the Cost Factor Study lacks visibility of
the source of the adjustments made to a number of inputs, including those made for
depreciation and LSS-specific costs. The ACCC considers that this does not engender
confidence in the TEA model.

The ACCC agrees with Ovum’s concern that using an output from the model to derive
an input lessens the model’s accuracy — an error in the derivation of the output will
result in compounded errors through the calculation and application of an incorrect
input. Specifically, the Blackburn ESA investment per line for ducts and pipes from
the TEA model is used as the source of the investment per line in the cost factor
study. The figure is then used to calculate the total investment figure and is used as
the denominator in the calculation of the O&M and indirect asset cost factors in the
Cost Factor Study, which is then used as an input to the TEA model. Changing the
Blackburn ESA duct and conduit investment per line in the Cost Factor Study changes
all the O&M factors for indirect assets and copper cable assets in the Cost Factor
Study and not just the factor for direct duct and conduit assets. The ACCC notes that
in version 1.3 of the TEA model Telstra has changed the source of the investment per
line from the Blackburn ESA to that calculated by the model in the ‘Investment
Summary’ worksheet, but considers that this makes no difference to concerns about
promulgating errors through the model.

In its Draft Decision, the ACCC agreed with Ovum’s conclusions that the indirect
expenses used as inputs in the TEA model are extremely high relative to other
comparable indirect expenses in publicly available cost models used in
telecommunications. In response, Telstra’s claims that indirect expenses returned by
the TEA model are only high in comparison with other publicly available models
because capital costs have not been removed from the factor calculation in those
models. In the absence of a detailed analysis of these models, the ACCC accepts that

89  Telstra, Response to Ovum, 5 December 2008, pp. 27-28.
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the comparison of cost factors with other publicly available cost models is not a
definitive basis for assessing the size of Telstra’s indirect expenses.

However, the ACCC also agrees with Ovum's assessment that efficient forward-
looking O&M costs should fall, compared to historic costs, when new and modern
plant and equipment is installed and that this trend is not reflected in the TEA model
O&M costs. The ACCC considers that a pragmatic implementation of TSLRIC+
requires the identification of efficiency savings in operating expenses from an
optimised network. Moreover, Telstra has not submitted evidence to support its claim
that O&M costs are representative of those incurred at the mid-point of assets’ lives.
Accordingly, the ACCC rejects the notion that unadjusted historic costs are a
reasonable proxy for efficient O&M costs.

Comparison of Forward-looking and Historic Costs
Submissions
Telstra

Telstra submits that the adjustments made to investment costs for ducts and pipes and
copper cables are appropriate as the historic costs of these assets are less than the
TSLRIC+ costs and if the adjustments were not made then O&M costs would be
overstated in the TEA model.*"

Telstra submits that it is appropriate to use historic costs to calculate cost factors.
Telstra contends that costs would be understated if assets were modelled to be brand
new, valued at current cost, in every year of an asset’s life as this would fail to take
into account the increase in O&M and indirect costs as assets depreciate and
deteriorate. Hence, the appropriate O&M and indirect factors are those which reflect
the costs over the assets lives. Therefore as the asset deteriorates the O&M costs
would be expected to increase. ¢

In response to interested parties concerns over the model, Telstra has advised it has
updated the forward-looking investment used as the denominator in the calculation of
the factor for ducts and pipes to equal the ducts and pipes investment calculated by
version 1.2 of the TEA model.® The ACCC has confirmed this is also the case for
version 1.3 of the TEA model using RAF data from the 2006-07 financial year.

Telstra also concedes that it has inadvertently made an error in the calculation of the
O&M factors for direct expenses, but the impact of the error is insignificant (0.3 per
cent)®™,
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On the question of what costs are included in the denominator used in the calculation
of the factors, Telstra contends that unadjusted figures should be used to ensure that
only a pro-rated share of indirect expenses are assigned to the ULLS."

Other changes Telstra says it has made to the model are to:

e use book costs as the denominator in the factor calculation for copper cable
O&M; and

e use Ovum’s suggested line ratio to convert the Band 2 ducts and pipe
investment to a total company investment for use as the denominator in the
factor calculation of the ducts and pipes O&M. "

Other parties

Network Strategies notes that Telstra has adopted the full investment costs from the
TEA model for duct and pipes and copper cables. Network Strategies contend that it
is not correct to use the original O&M expenses in the TEA model because it applies
expenses from a historical network that includes legacy technology to a forward
looking network and makes no adjustment for an efficient operator.t”

Ovum contends that O&M costs do not reflect those of an efficient operator as the
cost factors used in the TEA model are generally higher than Telstra’s historic costs.
Ovum notes that, in the TEA model, the O&M cost factors are higher than historic
cost factors for all plant and equipment types except for ducts and pipes. In Ovum’s
view, efficient forward looking O&M costs should fall as modern plant and
equipment would imply lower O&M costs than those based on the use of historic
plant and equipment as modern plant and equipment is more reliable. Ovum has
recalculated O&M costs by using the lowest cost factor for each category of plant and
equipment and estimate that introducing these efficiencies would reduce the monthly
cost from version 1.2 of the TEA model by 1.4 per cent. ¢

ACCC view

The ACCC notes that the direct O&M cost factors are calculated in version 1.3 of the
TEA model in one of two ways: either from bottom-up costs or from RAF CCA
values. In particular, the ACCC notes that there is no consistency in the cost base
applied to calculate O&M cost factors. The factors for the largest cost item (ducts and
pipes) are derived from the forward-looking investment costs calculated by the TEA
model. The ACCC notes that the model also develops bottom-up costs for copper
cable, multiplexing equipment (presumably on the customer side of the MDF) and for
lead-in costs. However, these investment costs are ignored in favour of investment
totals reported in the RAF.
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The ACCC considers that there is no apparent reason for the inconsistent approach to
the treatment of these four asset types—applying either a bottom-up approach from
the TEA model or the RAF—and that the reliability of the model suffers as a result.

The ACCC notes Telstra’s argument that historic O&M costs reflect a mid-point in
the maintenance and indirect cost profile of the CAN. However, Telstra has not
presented any evidence that the average age of the network assets is at the mid-point
of its economic life, nor that maintenance and indirect costs increase in line with the
age of the assets. Indeed, contrary to the argument that indirect costs increase with the
age of assets, the ACCC notes public statements by Telstra that indicate the recent
upgrades and re-negotiation of external contractor rates will reduce operating
expenses by $140 million over two years.®® The ACCC considers that adjustments to
the historic O&M costs should reflect these and other anticipated cost savings. The
ACCC therefore is not satisfied that a ‘levelised’ approach to the recovery of O&M
costs is reasonable.

The ACCC also notes Telstra’s submissions on the need for making adjustments to
the investment costs to ensure the related direct O&M costs are not overstated in the
TEA model. These adjustments have the effect of increasing the size of the
denominator and so reducing the cost factor. The ACCC does not agree that the
historic costs of operating these assets are less than the TSLRIC costs because it
expects that the maintenance costs associated with the forward-looking costing
approach would be lower than those of existing assets. The ACCC therefore considers
that any adjustments that need to be made to the factor calculation should reflect the
O&M costs of a forward-looking costing approach.

Use of Accounting Principles
Submissions
Telstra

Telstra contends that the total sum of all directly attributable, attributable and non-
attributable costs should be included in the factor calculation on the basis that the
distinction is accounting based and not based on whether the costs are related or
incurred as a result of supplying a service. ©°

In response to the Draft Decision, Telstra notes that virtually all its costs are classified
using the Australian Accounting Standards Board (AASB) Presentation of Financial
Statement 101. Telstra notes the same is required of any new entrant or existing
competitor. Telstra also states the classification extends to the reporting of data in the
RAF. Telstra further notes that the only RAF allocations that impacted the factor
calculation are those assigning costs to the retail arm of its business, and that if the
ACCC is dissatisfied with methods used in assigning costs in the RAF, it has the
authority to alter the reporting requirements. %

7 Telstra, Media Release: Telstra selects three service industry leaders, 3 September 2007.
880 Telstra, Response to Discussion Paper, 12 August 2008, p. 32.
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Other parties

MJA notes that an alternative mechanism of calculating operating costs on the basis
of a “pure’ bottom-up cost model would be difficult and time consuming, but contends
that Telstra’s detailed understanding of the network would greatly assist in such
analysis.

ACCC view

The ACCC notes that the TEA model uses as the basis for calculating O&M costs, the
total sum of all directly attributable, attributable and non-attributable costs, based on
an accounting classification of those costs. The ACCC notes Telstra’s statement that it
has allocated its costs to the RAF in accordance with the AASB.

The ACCC considers that a TSLRIC+ framework identifies those costs that would be
avoided if the provider ceased offering the relevant service. These costs will not
necessarily be the same as those allocated to the service under an accounting
standards framework.

In this regard, allocating costs based on accounting principles will always provide a
second-best outcome in the derivation of O&M cost factors. In particular, the ACCC
considers the costs incurred by an efficient forward looking operator in supplying the
ULLS may differ from allocations based on an accounting framework, even where
that accounting framework conforms with accounting standards. However, the ACCC
notes that there are difficulties associated with specifically identifying the O&M cost
elements used to provide the ULLS, and that a methodology that proxies appropriate
allocation is often used.

Overhead Loading
Submissions
Telstra

Telstra submits that overhead loading costs are efficient and forward-looking as they
are based on Telstra’s recent experience.®® Telstra argues that as the overhead loading
is applied as a factor in the TEA model rather than an absolute amount only an
efficient amount of overhead is included in the cost. This is on the basis that the TEA
model represents an efficient optimised network.  Telstra also submits confidential
witness statements in support of its calculation for indirect overheads.®
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The Witness Statement of [begin c-i-c] [end c-i-c] describes the
derivation of the loading factor and suggests that the internal overhead is already
included in the direct capital expenditure reported in Telstra’s financial accounts.®®

However, [begin c-i-c] [end c-i-c], in his witness statement, submits the
costs comprising the internal overhead are recorded in Telstra’s accounts as expense
items. &’

A subsequent witness statement from [begin c-i-c] |||l [end c-i-c] states
that distribution, freight and warehousing costs are expensed unless they are related to
a capital build project, in which case they are capitalised.®®

Other parties

Network Strategies contends that it believes that the “Loading Factor for Indirect
Overheads” is already covered in the cable capital cost and may also be counted again
when separate operations and maintenance mark-ups are applied. Network Strategies
concludes that it cannot confirm that the mark-up is appropriate or necessary to cover
capitalised overhead costs.®

Ovum comments that although the mark-up for indirect overheads is high compared
to other models, it can be considered as acceptable.®® Network Strategies also submits
that the mark-up is high but is not able to comment further without additional
information.**

In its response to access seeker submissions on the Draft Decision, Telstra reiterates
its views that the [begin c-i-c] [end c-i-c] statements
explain how the indirect capital ratio was derived and that they are not accounted for
in O&M or otherwise accounted for as indirect capital.*?

ACCC View

The ACCC is concerned that the costs comprising the overhead loading factor may
also be counted in the calculation of the O&M and indirect cost factors. These
concerns are reinforced by the apparent discrepancy between the Telstra witness
statements concerning whether the costs are expensed or capitalised in the Telstra
General Ledger. Further, Telstra has not addressed how the costs are brought to
account in the RAF. The ACCC also notes that there is no specific adjustment for
these costs included in the Cost Factor Study.
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The ACCC notes that the overhead loading has been calculated using different
financial years to those used for all other inputs.

Moreover, the derivation of the capital cost inputs has been queried by a number of
submitters, with Optus suggesting that vendor prices may have been overstated by at
least [begin c-i-c] . [end c-i-c] per cent.®® If this is the case, the overhead loading
factor applied to capital costs has a telescopic effect on the end price produced by the
model since the effect of any overstatement is amplified through the model by the
way the other O&M and indirect cost factors have been applied to these costs. The
ACCC therefore considers that the TEA model is particularly sensitive to small errors
in input prices. When taken together with the effect of the factors on what would
otherwise be fixed costs, the ACCC considers that the O&M costs reported by the
model are unreasonable and when used in the TEA model do not reflect the efficient
costs of supplying the ULLS.

Included Cost Categories
Submissions
Telstra

Telstra contends that the categories used in the O&M calculations are appropriate on
the basis that they reflect asset groups which are used in the RAF. Telstra notes that
the RAF does not include a separate asset category for fibre optic cable in the CAN,
and so some fibre costs are included in the calculation of the cost factors.®*

In response to access seekers and other parties, Telstra contends that there has been a
misinterpretation of how the factor model has been compiled, and that Telstra has
ensured that retail related costs are excluded from the costs associated with ULLS.**
Telstra also submits that it is appropriate to include amounts for marketing, sales and
other items (identified by Ovum as inappropriately included in the TEA model)
because they are common costs incurred in the supply of wholesale services,
including the ULLS.®® Telstra advises that it has removed intangibles from an
upgraded version of the model because time constraints have prevented it from
validating the figures to its satisfaction, but still considers that intangibles should be
included in the calculations.®”

Other parties

Network Strategies notes that Telstra states O&M costs are 10 per cent below actual
O&M costs allocated to the ULLS in the RAF. However, Network Strategies contends
that after removing costs that should not be allocated to the ULLS such as
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8% Telstra, Response to Discussion Paper, 12 August 2008, p. 33.

8% Telstra, Modifications to the TEA model (v1.2), 10 September 2008, p. 4.
8%  Telstra, Response to Ovum, 5 December 2008, pp. 18 & 25.

897 Telstra, Telstra’s Response to Draft Decision, 23 December 2008, p. 85.
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multiplexing equipment, the TEA model actually produces O&M costs which are 6.5
per cent higher than those in Telstra’s RAF O&M costs.*®

Ovum also submits that Telstra’s indirect O&M costs include costs which should not
be included in the TEA model or attributed to the ULLS, such as sales and marketing,
which are retail costs which would be avoided for ULLS sales.®® Ovum submits that,
as a matter of principle, intangibles should not be attributed to the cost of supplying
the ULLS because intangibles are non-monetary and are difficult to measure.”™ No
estimate was made of the effect on costs of these inclusions.

Ovum notes that depreciation has been eliminated for some of the indirect retail
expenses, but query why, since depreciation should not be included in the initial cost
calculations. ™

Ovum states that only costs that are attributable to the ULLS should be included, and
submits that an efficient and forward-looking operator should not have to incur the
retail costs of the incumbent. Ovum also submits that fibre costs and other costs not
associated with the ULLS should be removed.™

The CCC agrees with the Draft Decision that equity-raising costs should be recovered
as a cash flow operating cost allowance and not through the WACC.™

Adam Internet et al submission in response to the Draft Decision agreed that lead-in
costs and entrance facility costs are not legitimate costs of providing the ULLS.™ In a
subsequent submission, Adam Internet et al conceded that some entrance facility costs
are attributable to the ULLS, provided they are not recovered elsewhere.™

ACCC View

The ACCC notes that the direct O&M factors for ducts and pipes, copper cable,
multiplexing equipment and lead-ins are calculated from bottom-up costs. All other
factors are calculated from RAF values allocated via a top-down approach. The
ACCC understands that if the operating costs of other assets are to be built into the
model, their capital value must be taken from the RAF. However, the ACCC is
concerned that these assets are not used in the provision of the ULLS, and that their
inclusion inflates the undertaking price by allocating O&M costs to assets that have
no part in the provision of the ULLS.

8%  Network Strategies, Report for Optus, 5 September 2008, p. 35.

8 Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 46.

0 Ovum, TEA model (v1.0) engineering review, 6 August 2008, p. 12.

1 Ovum, TEA model (v1.0) economic Review, 6 August 2008, p. 46.

2 Ovum, Economic Advisory Note, 5 February 2009, pp. 10-12.

8 Competitive Carriers Coalition, CCC Submission on Draft Decision, 15 December 2008, p. 9.
4 Adam Internet et al, Response to ACCC’s Draft Decision, 23 December 2008, p. 1.

5 Adam Internet et al, Re: Telstra’s ULLS Undertaking: Request for Further Information, 19 January
20009.

198



While other assets may have been included in the cost pool used by the TEA model
because they form part of the CAN, or otherwise share CAN facilities, the ACCC
continues to rely on the ‘broad recovery base approach’ endorsed by the Australian
Competition Tribunal that the cost pool should consist of only those costs associated
with the provision of the ULLS, LSS and ADSL service.”” Under this approach,
operating costs included in the model for Pair Gain Systems, Switching Equipment,
Inter-Exchange Investment and Other Systems and Equipment categories would be
excluded.

Moreover, to the extent that these other assets share the CAN, the ACCC considers it
may be appropriate to discount their contribution to total ULLS costs in the same way
that trench sharing reduces the cost contribution of ducts and pipes.

The ACCC notes that Telstra states it has included the cost of fibre in the cost pool
because there is no separate category for fibre under the RAF. The ACCC considers
that this is insufficient justification for including such costs. The ACCC also notes the
inclusion of retail costs in the cost pool used in the calculation of the indirect asset
factors, only some of which are removed as adjustments. The ACCC considers that it
is reasonable to include marketing, sales and other product level items only to the
extent that these costs are incurred in the provision of the ULLS, LSS or wholesale
ADSL service.

Conclusion

The ACCC considers that there are significant concerns with Telstra's derivation of
O&M costs. The ACCC does not believe the O&M and indirect costs included in the
TEA model result in an implementation of TSLRIC+ that reflects efficient and
forward-looking costs. The ACCC is therefore not satisfied that the O&M costs set
out in the TEA model are appropriate.

0% Telstra Corporation Ltd (No 3) [2007] ACompT 3 (17 May 2007).
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B.7 Cost of capital

A firm’s weighted average cost of capital (WACC) is the value-weighted expected
return on capital required by debt and equity capital providers to the firm. It reflects
the return the firm’s investors could expect to earn by investing in the next best
investment of equivalent risk; that is, it represents the firm’s opportunity costs of
capital.

The vanilla and pre tax WACCs are calculated as follows:

WACC, s = EIK, 1+ % E[Ke] ®

WACC,, .ok = b x E[Kd]+ Ex __ElKe]l _ (2)
v V' (@-Te-7))

Where:

D = The market value of debt

E =The market value of equity

V = The market value of debt plus the market value of equity
E[Kd] = The expected return on debt

E[Ke] = The expected return on equity

Te =The effective tax rate of the firm
y = The market value of imputation credits

In the above formula, the expected return on equity and the expected return on debt
are often calculated as follows:

E[Ke]=rf + B, x[E(Rm) —rf] (3)

This is also the equation for the security market line from the capital asset pricing
model (CAPM).

E[Kd] =rf + debt premium + debt issuance costs 4)

Where:

E[Kd] = The expected return on debt

E[Ke] = The expected return on equity

rf =The risk free rate

B, =The firm’s equity beta

E(Rm) = The expected return on the market portfolio

Debt premium = The yield to maturity on benchmark bonds — rf
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In its 2008 Undertaking, Telstra have sought to add equity issuance costs to equation

3).

Telstra has proposed a vanilla WACC point estimate of 12.28 per cent using estimates
of the risk-free rate and debt risk premium at the close of trading on 31 December
2007. Telstra states that its estimates of the WACC used in the 2008 Undertaking are
based on a CAPM framework.

The vanilla and pre-tax WACC are directly related as shown above by formula (1)
and (2), the only difference being the pre-tax WACC is grossed up if imputation
credits are less than fully valued (i.e. if gamma is less than one). In calculating
Telstra’s pre-tax WACC, the ACCC has used Telstra’s estimate of its vanilla WACC.

In support of its point estimate of the WACC, Telstra has submitted high and low
estimates for the WACC. These parameters are set out in Table B.7.1.7"

Table B.7.1
. Telstra’s point . .

Parameter Low estimate estimate High estimate
Risk free rate 6.33% 6.33% 6.33%

Debt ratio 30% 30% 30%

Debt risk premium 1.80% 1.95% 2.10%

Debt issuance cost 0.07% 0.15% 0.22%

Cost of debt 8.20% 8.43% 8.65%

Debt beta 0 0 0

Tax rate 30% 30% 30%

Asset beta®® 0.625 0.725 0.825

Equity beta 0.887 1.028 1.170

Equity issuance cost 0.27% 0.40% 0.47%

Market risk premium 5.5% 7.0% 8.0%

Cost of equity capital 11.48% 13.93% 16.16%
Vanilla WACC 10.49% 12.28% 13.91%

The ACCC notes that Telstra also submitted a gamma of zero, with no high or low
estimates.

ACCC’s overall conclusion on Telstra’s WACC

The ACCC reaffirms its view from its Draft Decision that it is not satisfied that
Telstra’s proposed vanilla WACC, the implied pre-tax WACC™ based on Telstra’s
vanilla WACC parameters and proposed tax rate and imputation credit factor are
reasonable.” In particular, the ACCC is of the view that Telstra’s vanilla WACC and
the pre-tax WACC are significantly above what it considers to be a fair estimate based
on the CAPM.

07 Telstra, WACC Submission, 4 April 2008, p. 45.

%8 The asset beta is the firm’s equity beta if the firm had no debt (i.e. the beta of the overall assets of
the firm, without leverage).

" Note: The implied pre-tax WACC is henceforth referred to as the pre-tax WACC.
0 ACCC, 2008 ACCC Draft Decision, November 2008, p. 94.
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Further, the ACCC considers that Telstra has used a range of alternate arguments
resulting in its default WACC input values being unreasonable at an individual and in
aggregate level.

The rest of this section sets out Telstra’s arguments in support of each of its default
WACC input values, submissions received about these parameters and the ACCC’s
assessment of these parameter values.

The ACCC notes that there has been a significant change in the economic conditions
since Telstra lodged this Undertaking in March 2008. Accordingly, where there is
robust evidence to support a departure from previously supported parameters, the
ACCC will consider this evidence. This evidence will be considered along with other
forms of evidence including the Australian Energy Regulator’s (AER's) review of the
WACC,™ where relevant to the 2008 Undertaking, submissions from interested
parties and other relevant literature.

Finally, it should be noted that the ACCC considers that theoretically the WACC
should be assessed at the start of an Undertaking period as this is consistent with the
use of a forward looking TSLRIC+ pricing model. On this basis, the ACCC has
updated its estimate of Telstra’s vanilla and pre-tax WACC values (for the purposes
of assessing the 2008 Undertaking) to 8 April 20009.

B.7.1 Telstra's default WACC input values
Risk-free rate

The risk-free rate refers to the return an investor gets from holding an asset with a
promised repayment amount and no risk of default. As no risk-free assets are directly
observable, an appropriate proxy, and the sampling period over which the proxy is
measured, must be determined. Typically, Australian Commonwealth Government
bonds are used as a proxy for the risk-free asset.

Submissions
Telstra

Telstra has used a 10-year Australian Commonwealth Government bond as a proxy
for the risk-free asset when estimating the cost of equity and the cost of debt. Telstra
has submitted a point estimate of 6.33 per cent for the yield to maturity (YTM) on the
10-year Australian Commonwealth Government bond. This YTM was estimated at
market close on 31 December 2007. Telstra recognises that a possible error may occur
in relation to how well this translates into an opening yield on 1 January 2008.7?

Telstra submits that the determinant of the bond maturity should be the life of the
relevant asset — and as the CAN is a long-lived asset, the maturity of the debt and
equity should be set to match this long life. Telstra also contends that setting the
maturity of the risk-free proxy to the regulatory cycle is an inferior approach because
of the problems such as the CAPM being a single period approach but applied to

1 AER, December 2008 WACC Review Explanatory Statement, 2008.
"2 Telstra, WACC submission, 4 April 2008, p. 18.
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multi-year analysis. However, convention around CAPM provides that the appropriate
horizon for equity is linked to the useful life of the relevant asset.™

Telstra submits the use of an ex post risk-free rate from 1 January 2008 allows for
consistent valuation of the assets across the asset base.” Further, in response to
Ovum’s report, Telstra submits that the date chosen for the calculation of the risk-free
rate was not chosen ex-post, as the date selected was maintained from when the
original Undertaking application was made in December 2007.™*

In response to the ACCC’s Draft Decision, Telstra submits that the ACCC has
accepted Telstra’s best estimates in relation to the risk-free rate as it is consistent with
the ACCC’s input in its pricing principles determination.™®

Other parties

Ovum in its report, asserts that ex-post observation dates are generally not preferred
as dates that produce higher rates can be selected.” In addition, Ovum notes that the
Swedish regulator considers the 6 month average over a 5 year period on 10 year
maturity nominal government bonds to be appropriate for calculating the risk free
rate.”®

Ovum submits that a rate of 6.31 per cent is an appropriate estimate of the risk-free
rate for the 2008 Undertaking based on the average YTM over the 10 trading days
leading up to and including 31 December 2007.°

Optus submits the ACCC should reconsiders its use of a 10 year Government bond
rate as the risk free rate for the purpose of estimating the cost of debt capital. Optus
considers a reasonable alternative for the ACCC to consider is to match the maturity
of the debt instrument with the regulatory period. This is because it would allow
better matching of risk and compensation and reduce under or over compensation.™

Optus submits the 3 year government bond rate should be considered as an
alternative.

ACCC view

As stated in its Draft Decision, the ACCC considers that the use of 10 year Australian
Government bonds as appropriate, although the ACCC generally considers regulated

3 Telstra, WACC submission, 4 April 2008, pp. 10-11.

4 Telstra, Response to Ovum, 5 December 2008, p. 37.

5 Telstra, Response to Ovum, 5 December 2008, p. 37.

"8 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 95.

7 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 30.

8 Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 29.

% Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 29.

20 Optus, Analysys Cost model for Australian Fixed Network Services, March 2009, p. 19.
21 Optus, Analysys Cost model for Australian Fixed Network Services, March 2009, p. 19.
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firms should use an averaging period when estimating the yield on the risk-free rate
and yield on debt, to address day-to-day market volatility.’?

The ACCC agrees with Ovum’s view that possible bias may have been introduced by
Telstra when selecting the date for the risk-free rate as the 2008 Undertaking was
resubmitted subsequent to the date used by Telstra.

The ACCC notes that the current risk-free rate is much lower than it was in December
2007, and the current risk-free rate is a necessary input when considering whether the
WACC is reasonable. The ACCC is obliged to take into account the current financial
date and conditions at the point in time when it makes a decision to accept or reject an
undertaking. On this basis, the ACCC considers that Telstra’s risk-free rate would be
4,51 per cent based on the ten trading days leading up to 8 April 2009 and
considerably lower than the value proposed by Telstra.

Debt Risk Premium

The debt risk premium (DRP) is derived as the difference between the YTM on the
chosen debt proxy and the YTM on the chosen risk-free proxy. The DRP accounts for
debt specific risk compensation over and above the risk-free rate. The value for the
YTM on the chosen debt proxy is usually derived from a benchmark bond index
obtained from a reputable financial market data source.

Submissions
Telstra

Telstra submits the DRP must be consistent with the risk-free rate. As Telstra does not
issue any debt relevant only to the CAN it has applied a Telstra-wide DRP with a 10-
year maturity, which is market driven. The Telstra-wide DRP at the close of trading
on 31 December 2007 was 1.95 per cent.”®

In response to the ACCC’s Draft Decision, Telstra submits that the ACCC has
accepted Telstra’s best estimates in relation to the DRP as it is consistent with the
ACCC’s input in its pricing principles determination.™

Other parties

Ovum submits that an applicable debt premium is 2 per cent. This is based on a risk
free rate of 6.31 per cent, as discussed above, as well as the 10 year YTM on A-rated
Australian corporate bonds of 8.31 per cent.”®

22 ACCC, 2008 ACCC Draft Decision, November 2008, p. 96.
28 Telstra, WACC submission, 4 April 2008, p. 20.
24 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 95.
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Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 30.
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ACCC view

The ACCC notes the difference between Telstra’s proposed DRP and that submitted
by Ovum.

The ACCC notes that the DRP is significantly different than it was in December
2007, and that the DRP is a necessary input when considering whether the WACC is
reasonable. On this basis, the ACCC considers that using Bloomberg’s A-Rated cost
of debt benchmark to estimate Telstra’s vanilla and pre-tax WACC, is appropriate.
The ACCC notes that on 8 April 2009, it was 2.6 per cent, this compared with
Telstra’s debt premium of 1.95 per cent.

Debt Issuance Cost

Debt issuance costs are transaction costs associated with the procurement of debt
financing. They are a direct cost of raising capital and are therefore generally
considered a legitimate expense for regulated firms. If debt issuance costs are
considered a legitimate cost they may be added to the cost of debt (i.e. to the WACC)
or included as an operating cost allowance.

Submissions
Telstra

Telstra submits that debt issuance costs should be included as a cost of debt. Telstra
proposes that an indicative figure for annualised debt issuance costs for the CAN-
related assets would be within the range of 7 (applying in-house partial estimate) to 22
basis points (applying US empirical estimates), with a mid-point of approximately 15
basis points.”

In response to the ACCC’s Draft Decision, Telstra notes that the ACCC does not
agree with Telstra’s input for debt issuance costs. However, Telstra does not consider
that this input has a significant impact on the overall WACC estimate.™

Other parties

Ovum notes that debt issuance cost figures that were submitted by Telstra are very
high compared to those awarded by regulators in other countries for these costs.”
Based on a methodology developed by Allen Consulting Group (ACG)™ to calculate
debt issuance costs and Telstra’s RAF statement, Ovum submits that debt issuance

%6 Telstra, WACC submission, 4 April 2008, p. 22.
27 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, pp. 94-95.
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Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 25.

2 The Allen Consulting Group, Debt and Equity Raising Transaction Costs, report to the Australia

Competition and Consumer Commission, 2004.
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costs for a company of Telstra’s size and likely borrowings will be closer to the
ACCC'’s previous estimate of 8.3 basis points per year.™

ACCC view

As noted in its Draft Decision, the ACCC currently accepts the inclusion of debt
issuance costs in the return on debt.”™ This approach was adopted following
recommendations by ACG in a report for the ACCC in the context of decisions made
regarding gas and electricity companies.

The methodology developed by ACG relies upon Australian company international
bond issue data sourced from Bloomberg. The use of international bond data is
favoured by ACG due to the greater disclosure of associated gross underwriting fees
and the availability of relevant data.

The ACCC reiterates its position from its Draft Decision,” that it considers that the
use of the ACG’s methodology based benchmark costs, as updated by the ACCC,
produces a fair estimate of debt issuance costs in the context of recovering the
transaction costs of refinancing Telstra’s debt related to its regulated ULLS assets.
The ACCC also remains of the view expressed in its Draft Decision,” that ACG’s
methodology that results in decreasing estimated debt issuance costs with increasing
amounts of debt on issue due to economies of scale, seems appropriate.

Essentially as a standalone debt financed asset, the CAN would be a large company
with a large debt portfolio in its own right, therefore it would be at the low end of
ACG’s range. Given this, Telstra’s hypothetical efficient debt refinancing costs on its
CAN would be at the lowest level of debt issuance costs estimated by ACG. The
ACCC is not satisfied that Telstra’s mid-point of 15 basis points per annum is a fair
estimate of the transaction costs it would incur in raising debt.

The ACCC considers that Telstra’s debt issuance costs would be at the lower end of
Telstra’s proposed range. Additionally, in assessing Telstra’s WACC the ACCC has
used 8.3 basis points as the relevant debt issuance costs input. The ACCC however,
notes that using Telstra’s preferred debt issuance costs does not significantly affect
the overall WACC.

Market Risk Premium

The market risk premium (MRP) is the expected risk premium investors require over
the risk-free return to induce them to invest in a fully diversified “market” portfolio.
The MRP is normally quoted as an annual figure and all discussion here assumes that
convention.

™0 The Allen Consulting Group, Debt and Equity Raising Transaction Costs, report to the Australia

Competition and Consumer Commission, 2004.
1 ACCC, 2008 ACCC Draft Decision, November 2008, p. 97.
32 ACCC, 2008 ACCC Draft Decision, November 2008, p. 98.
3 ACCC, 2008 ACCC Draft Decision, November 2008, p. 98.

206



In the majority of recent regulatory decisions by the ACCC and other regulators in
Australia,”™ the MRP has been taken to equal 6 per cent.

Submissions
Telstra

Telstra submits that a reasonable MRP range is 5.5 per cent to approximately 8.0 per
cent and uses a MRP of 7 per cent to estimate their WACC point estimate on the basis
of supporting evidence from Gray and Officer,™ as well as Bowman’s report.™®

Telstra contends that a 7 per cent MRP is appropriate on the basis that:

e the MRP should be calculated as a sum of a forward looking US MRP of 5.5 per
cent and a country risk premium for Australia of 1.5 per cent based on aggregated
adjustments to reflect the difference in the US to Australian markets;™

e historical Australian MRP studies support a MRP of 7 per cent; " and

e the Australian Government Bond Market has been distorted by excessive demand
and as such these bonds yield’s are artificially low. Telstra submits that because of
this the historical MRP needs to be uplifted to reflect recent structural shifts that
have occurred in the Australian Government Bond Market.”™

Telstra also submits that a MRP of 6 per cent, which has previously been used by the
ACCC, is too low and that Telstra will not be able to recover its true costs of funds
and its capital providers will not be adequately compensated for the risk which they
bear.™

In response to the ACCC’s Draft Decision, Telstra submits that the ACCC is
maintaining a long-held view that a MRP of 6 per cent should be maintained, despite
a wide range of empirical estimates which indicate a higher MRP is appropriate.’

™ For example, Table 5.1 in the Australian Energy Regulator’s Issues Paper on WACC provides an

overview of the MRPs used by Australian regulators.
http://www.aer.gov.au/content/item.phtml?itemld=722312&nodeld=d91f7605b58ef42b64dda8253
f2d1blc&fn=Issues%20paper%20(6%20August%202008).pdf (accessed October 2008).

S. Gray and R. R. Officer, A Review of the Market Risk Premium and Commentary on Two Recent
Papers, a Report Prepared for the Energy Networks Association, 15 August 2005 cited in Telstra,
Weighted Average Cost of Capital, 4 April 2008.

Robert. G. Bowman, Report on the appropriate weighted average cost of capital, Prepared for
Telstra, May 2007 cited in Telstra, Weighted Average Cost of Capital, 4 April 2008.

81 Telstra, WACC submission, 4 April 2008, p. 24.

% For example, S. Gray and R. R. Officer, A Review of the Market Risk Premium and Commentary
on Two Recent Papers, a Report Prepared for the Energy Networks Association, 15 August 2005
cited in Telstra, Weighted Average Cost of Capital, 4 April 2008.

™ Telstra, WACC submission, 4 April 2008, p. 24.
™0 Telstra, WACC submission, 4 April 2008, p. 30.
™1 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 104.
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Telstra submits that empirical work on MRP summarised by Officer and Gray™
provide estimates ranging from a low of 6.43 per cent to 7.70 per cent between the
periods of 1975 and 2004. Telstra notes that Officer and Gray's preferred estimate is
7.17 per cent over the 120 years up to 2004. When extending the period of estimation,
Telstra submits that updated work from Officer and Gray indicates that the average
MRP of 7.5 per cent (1883 to 2003) is appropriate. However, in recognition of the
data deficiencies before 1958, Officer and Gray contend that a reasonable MRP
estimate is 6.7 per cent, without accounting for the impact of dividend imputation. As
such, Telstra submits that this provides empirical support for an estimate for MRP
around 7 per cent and certainly higher than 6 per cent.™

Telstra notes that both the ACCC and Ovum rely on the findings of Dimson, Marsh
and Staunton™ (Dimson et al) to support the retention of a 6 per cent MRP and it is
on this basis that Ovum argues that a historical ex-post MRP estimate needs to
exclude components which are unlikely to persist. Telstra considers that making any
adjustment for unexpected events is arbitrary and can lead to further distortions to the
MRP. Telstra support the use of long-term averaging of MRP outcomes as this
reduces the weight of any particular event which may affect the MRP.™

Telstra considers that the most appropriate approach for adjusting MRP for
imputation credits is to adopt the long-term average imputation exclusive estimate of
MRP and to augment it by including an add-on term caused by imputation over the
years in which imputation has been effective. Telstra submits that the add-on to the
imputation credits exclusive MRP is between 0.9 per cent and 1.7 per cent.™

Telstra submits that its preferred treatment of the relationship between MRP and
imputation credits is for the MRP to be based around 7 per cent on an imputation-
exclusive basis, and the imputation factors be based on the marginal investor
approach and set at zero. Telstra submits that this approach is internally consistent.”

Telstra submits that the ACCC’s approach is internally inconsistent as MRP is not
adjusted to reflect its estimate of gamma. Telstra also submits that unless the
inconsistency between gamma and MRP is resolved, then Telstra may be unable to
recoup “prudently incurred efficient costs.”™®

In response to Ovum’s report, Telstra submits that Ovum supports the use of an ex-
post MRP while Telstra considers that an ex-ante MRP is required by investors.

™2 R. Officer and S. Gray, A review of the Market Risk Premium and Commentary on Two Recent
Papers, A Report for the Energy Networks Association, 15 August 2005.

™3 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 104.

4 E. Dimson, P. March, and P. Staunton, The worldwide equity premium: a smaller puzzle, 7 April
2006.

™5 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 105.
™8 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 105.
™7 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, pp. 105-106.
8 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 106.
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Telstra submits that investors only have access to raw data and not the analysis of the
components which are not transitory or non-repeatable influences.™

Telstra submits that the Dimson et al™ work which Ovum relies on, implies that real
market return has been non-stationary and that they seek to adjust the MRP down for
declining trends in dividend yields, but do not suggest doing the same adjustment to
the non-dividend component.™:

Telstra also submits that Dimson et al use an adjusted average over 17 countries.
Telstra suggests that if any adjustment should be made, it should be specific for
Australia.™

In its response to access seekers, Telstra submits that Optus’ rationale of regulatory
precedent as a reason for supporting an MRP simply cascades previous regulatory
decisions. Telstra also submits that this rationale lacks independent economic
evidence and that recent financial events should only increase the MRP for all
investments, other than Government bonds.™*

Telstra contends that contrary to Optus’ view, Telstra has not and does not condone
the use of an MRP of 4.5 per cent in the context of Mobile Terminating Access
Service (MTAS). Telstra also notes that a global MRP was used for MTAS, but that
an Australian specific MRP is more appropriate for ULLS, particularly as a global
MRP cannot be simply and directly transformed to an Australian MRP.™

Bowman on behalf of Telstra submits MRP can be measured by either geometric or
arithmetic returns and that while the ACCC has not discussed the distinction in the
past, the implicit assumption is that arithmetic returns was the appropriate measure.
Bowman subsequently submits that while the ACCC’s discussion of Brailsford,
Handley and Maheswaran™ (Brailsford et al) notes the use an arithmetic measure,
both Ovum and the ACCC also cite geometric MRP returns.™®

Bowman submits that because the asset value does not change during the period of the
Undertaking, and the net asset base decreases because of depreciations, the use of a

749

Telstra, Response to Ovum, 5 December 2008, p. 38

80 E. Dimson, P. March, and P. Staunton, The worldwide equity premium: a smaller puzzle, 7 April

2006.
L Telstra, Response to Ovum, 5 December 2008, p. 38.
%2 Telstra, Response to Ovum, 5 December 2008, p. 39.

™3 Telstra, Response to Access Seekers, 18 November 2008, p.66.
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Telstra, Response to Access Seekers, 18 November 2008, pp.66-7.

™ T, Brailsford, J. Handley, and K. Maheswaran, A re-examination of the historical equity risk

premium in Australia, Accounting and Finance, March 2008.

% R.G Bowman, Comments on reports of Optus and Ovum and the ACCC Draft Decision, 17 March

2009, p. 4.
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geometric measure of MRP is inappropriate. Further, because returns are not
reinvested in a given year, the arithmetic return is the more appropriate return.™

Bowman submits that the geometric averaging of a series of historical returns will be
less than an arithmetic average, over the same period. Bowman considers that by
emphasising geometric measures of the MRP, Ovum and the ACCC are biasing the
MRP estimate downwards.™®

Bowman submits that Ovum chooses a measure of MRP that is not consistent with its
own view on the value of imputation credits, thereby artificially reducing the MRP.
Bowman submits that Ovum’s analysis supports Telstra’s claim for a 7 per cent
MRP.™®

Bowman also submits that the ACCC has not addressed why benchmarking is not
appropriate for the MPR when it is willing to use this approach for estimating beta.
Bowman submits that the ACCC’s consideration of whether the CAPM framework
should be a domestic or international version to be irrelevant. This is because he
considers the Australian market as an open economy.™

Bowman submits that the ACCC’s use of Brailsford et al excludes the value of
imputation credits. Including these would raise the MRP from 6.2 per cent to 6.7 per
cent. Bowman also submits that the ACCC does not explain how the adjustments
made to the Dimson et al study are relevant to Australia.™

Other parties

Optus submits that Telstra’s MRP is excessive, inconsistent with regulatory
precedent,” and would result in an overestimation of efficient cost.” Optus also cite
a report by CEG which indicates that there is support from a range of Australian
regulators for a MRP of 6 per cent. Such regulators include the Independent Pricing
and Regulatory Tribunal of New South Wales, and the Independent Competition and
Regulatory Commission (ACT).

®7 R.G Bowman, Comments on reports of Optus and Ovum and the ACCC Draft Decision, 17 March
2009, p. 5.

8 R.G Bowman, Comments on reports of Optus and Ovum and the ACCC Draft Decision, 17 March
2009, p. 6.

™ R.G. Bowman, Comments on reports of Optus and Ovum and the ACCC Draft Decision, 17 March
2009, p. 6.

% R.G. Bowman, Comments on reports of Optus and Ovum and the ACCC Draft Decision, 17 March
2009, p. 9.

1 R.G. Bowman, Comments on reports of Optus and Ovum and the ACCC Draft Decision, 17 March
2009, p. 11.

62 Optus, Response to the ACCC’s discussion paper, August 2008, p. 51.
68 Optus, Response to the ACCC’s discussion paper, August 2008, p..52.

% CEG, June 2008, The Cost of Capital for the NBN, p.20. Cited in Optus, Optus Response to the
ACCC’s Discussion Paper, August 2008, p. 51.
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Ovum contends that Telstra’s proposed MRP is high, and contributes to a higher cost
of equity.”™ In reaching this conclusion, Ovum considers a number of studies,
including one by Neville Hathaway™ which examines data from 1875 to 2005, and a
survey of investment bank brokers™ which covers dates from 2001 to 2006. As such,
Ovum believes that 6 per cent is a fair estimate of the MRP.™®

In response to Telstra’s submission, Ovum have provided additional information to
support their initial view that an MRP of 6 per cent is appropriate. Specifically, to
support the ACCC’s argument regarding the overstatement of historical MRP values
Ovum cites evidence from the AER’s Review of the WACC Parameters ™ (‘AER
Review'). Ovum suggests that the evidence presented in the AER Review implies that
even though the value of the downward adjustment presented in Ovum’s initial
assessment was not Australian specific, a downwards adjustment was required,
potentially driving the MRP below 7 per cent.”

Ovum notes that while Telstra quotes empirical estimates that suggest an MRP above
7 per cent, including that from Gray and Officer, Telstra omits to note that Gray and
Officer did not recommend increasing the MRP from 6 per cent.”

Ovum also notes that Telstra claims that the ACCC’s approach is internally
inconsistent as it does not adjust the MRP to reflect the estimate of gamma. Ovum
also notes that Telstra’s claims are not reflective of the AER’s view which assessed a
number of studies regarding this issue.”? Ovum notes that the AER concluded that
“regulators did have regard to the value of imputation credits in establishing this value
[MRP of 6 per cent], which was consistent with the positive value of imputation
credits adopted in those decisions.” "™

Ovum submits that the following observations can be made based on a report for the
AER by Handley:™

= the period commencing between 1883 and 1958 and finishing in 2008 should be
selected for the estimates of historical MRP
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=py considering an imputation factor of zero, MRP ranges between 5.6 per cent and
6.1 per cent; while an imputation factor of 0.5 provides an MRP of 5.9 per cent and
6.4 per cent.””

Accordingly, Ovum submits that they maintain their view that a value of 6 per cent is
a fair estimate of MRP.""®

The ACCC’s view

The ACCC reiterates its view from its Draft Decision” that the CAPM is a forward
looking equilibrium asset pricing model and the allowed MRP should be just
sufficient to induce future investment in the market portfolio. Further, the ACCC
believes that if a domestic CAPM is applied in Australia the appropriate MRP to be
used in this model is the Australian domestic MRP.

The ACCC has consistently used a domestic CAPM to estimate the cost of equity
capital. Telstra has not presented any compelling evidence to support an international
CAPM or the use of an American domestic CAPM with a country risk premium for
Australia.

As noted in its Draft Decision,”™ the ACCC acknowledges that a number of historic
based MRP studies demonstrate returns of more than 6 per cent, with a recent study
showing excess returns excluding imputation credit value of 6.3 per cent from 1958 to
2005. Handley, in a report for the AER on the historical equity risk premium,
indicates a MRP of 6.5 and 6.2 per cent for 1883-2007 and 1883 - 15 October 2008
respectively.” Officer and Bishop, indicate an MRP of 6.1 and 6.0 per cent for 1883-
2008 and 1958-2008 respectively, with an imputation credit factor of 0.5. This is
consistent with a forthcoming report from Handley.

However, as noted in the Draft Decision, a study by Dimson et al argue high equity
returns over the second half of the twentieth century were due to three major factors:
unprecedented growth in productivity and efficiency; a fall in the required rate of
return because of decreased business and investment risk; and a significant decrease
in transaction and monitoring costs over time.™:
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The ACCC also notes that the historical estimates for Australia in the Dimson et al
study are based on the same data series as Officer’s estimate and this data is
considered biased. As such, the most relevant data for historical estimates in the data
is Handley’s forthcoming paper.

For these reasons, the ACCC reiterates its view expressed in its Draft Decision that a
forward looking estimate of the MRP could be expected to be lower than the values
obtained from historical studies.™

The ACCC notes that Telstra generally disagrees with any adjustment to historical
MRP estimates on the basis of declining dividend yields.”™ The ACCC notes
however, that Telstra has not provided sufficient evidence to support this view.
Telstra also claim that if any adjustment to historical MRP should be made, it should
be specific to Australia. While the ACCC considers that the decline may have varied
slightly across countries it still considers the Australian MRP will have declined
significantly due to the points outlined above. The ACCC also notes that even without
making any adjustment for these factors, using the most up-to-date historical data
does not support Telstra’s proposal.

The ACCC notes that Telstra considers the ACCC’s approach to MRP is internally
inconsistent as MRP is not adjusted to reflect its estimated imputation credit factor.
The ACCC rejects this suggestion and notes, as set out in the AER’s WACC Review,
that the use of an MRP of 6 per cent includes a positive value for the imputation credit
factor:

The AER has found that the regulators did have regard to the value of imputation credits in
establishing this value which was consists with the positive value of imputation credits
adopted in those decisions.’®’

The ACCC also rejects the claims made by Bowman that it has used a mixture of
geometric and arithmetic measures for MRP. The ACCC notes that it has used
arithmetic MRP estimates in its assessment of what it considers is a fair estimate of
the MRP for the purposes of assessing Telstra’s WACC value.

In relation to Telstra’s claim that Officer and Gray’s™ work supports an MRP of 7
per cent, the ACCC does not agree. The ACCC notes that Officer and Gray state that
they apply “caution before changing MRP estimates”™ Further, for the reasons

MRP. E. Dimson, P. March, and P. Staunton, The Worldwide Equity Premium: A Smaller Puzzle,
Revised 7 April 2006.

# . Handley, Further comments on the Expected Market Risk Premium — Updated Draft, 14 April
20009.
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outlined in Dimson,™ the ACCC considers that historical estimates normally could be
expected to overestimate the forward looking MRP for Australia. It is also noted that
the most up to date unadjusted historical estimates from Handley does not support an
MRP of 7 per cent.” Finally, the ACCC would like to make clear it has carefully
considered benchmarking in coming to its conclusion on what is a fair estimate of the
forward looking MRP.

The ACCC notes that Telstra has submitted that the Australian Government bond
market has been distorted by excessive demand™ and an increase in the MRP is
needed to adjust for this. The ACCC notes that although Telstra referenced a NERA
paper that argues a bias exists, the ACCC does not consider this provides sufficient
evidence to support this view and reiterates its rejection of the argument for uplift to
the MRP in its Draft Decision on the following grounds.”™ First, there is no clear
evidence that nominal Commonwealth Government Bonds are distorted, and both the
Reserve Bank of Australia and the Australian Government Treasury have specifically
rejected this position in letters to the ACCC.™ Second, the MRP is the amount
investors expect to receive over the Australian risk-free rate to hold the Australian
market portfolio and is determined by the aggregated risk aversion of all investors in
the economy. As such, a decrease in the risk-free rate should not change the required
MRP as the overall required return on the market should decrease approximately in
line with the decrease in the risk-free rate.

In conclusion, the ACCC considers that up to date historical estimates with an
imputation credit factor of 0.5 estimated over the long term estimation periods of
1883-2008 and 1958-2008 falls slightly above 6 per cent. Given these considerations,
the ACCC does not consider Telstra's proposed MRP of 7 per cent is appropriate.

Equity beta (Be) and Asset beta (Ba)

The equity beta represents a measure of the systematic risk of an equity investment in
a company relative to an equity investment in the equity market as a whole. The
equity beta includes both the fundamental systematic business risk of the firm and any
financial risk due to leverage.

The asset beta represents the fundamental systematic business risk associated with an
asset. It equals the equity beta if the firm was financed with 100 per cent equity.

™ E. Dimson, P. Marsh, and M. Staunton, Global Evidence on the Equity Risk Premium, Journal of
Applied Corporate Finance 15(4) 2003.

1. Handley, Further comments on the Expected Market Risk Premium — Updated Draft, 14 April
2009, p. 7.

2 Telstra, WACC submission, 4 April 2008, p. 27.
8 ACCC, ACCC 2008 Draft Decision, November 2008, p. 100.
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Bank of Australia to Mr Joe Dimasi Executive General Manager of the Australian Competition and
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The asset beta does not include financial risk. As such, the asset beta will almost
always lie below the equity beta as companies typically have both a positive level of
debt gearing and a positive level of systematic risk.

Submissions
Telstra

Telstra submits that a reasonable range for the asset beta is between 0.625 and 0.825
and that a point estimate of 0.725 is appropriate. These figures were based on three
different techniques — direct estimation, benchmarking and first principles estimation.
In relation to the applicable equity beta, Telstra has submitted an equity beta value of
1.03 in line with their efficient gearing ratio assumption and their point estimate for
the asset beta of 0.725.7

One method used by Telstra for calculating their beta is direct estimation. This
involves regressing Telstra’s equity returns against the equity returns of a proxy for
the market portfolio. An ASX index is usually used as a proxy for the Australian
market portfolio (as has been used in this case by Telstra). Direct estimation
presupposes a company is listed so its returns are observable and requires the business
activity which is the subject of the regulation to be one of the primary business
activities of the regulated firm.™®

The second method used by Telstra is benchmarking. Benchmarking is often used
when the preconditions for direct measurement are not met or as a cross check of the
directly estimated beta value. The benchmarking approach involves estimating a beta
by reference to comparable companies. Telstra refer to the regional Bell operating
companies (Verizon AT&T, and West) as reasonable comparators for a stand alone
CAN asset, since there are no listed entities which provide only CAN services. Telstra
also includes a number of international carriers in its benchmark as it believes a more
robust estimate is generated by a larger number of comparators.™

Telstra has also used estimates of income elasticity of wholesale and retail CAN
services to provide guidance on its beta estimate. This method uses estimates of how
much the demand for a CAN service will change when income levels fluctuate.™®

In response to Ovum’s report, Telstra notes that Ovum’s beta estimates are
considerably lower than those used by the ACCC in recent determinations. Telstra
submits that this could be due to timing of the data source which Ovum used.™®

Telstra notes in their response to the Draft Decision that the ACCC assessed Telstra’s
submission with regards to: the direct estimation method; the benchmarking approach;
and first principles estimation. In response, Telstra discuss choosing the correct raw

™ Telstra, WACC submission, 4 April 2008, p.39.
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equity beta from a number of variations; whether or not to apply the Blume
adjustment; and de-levering the equity beta to derive the asset beta.®®

The raw equity beta

Telstra submit, in their response to the Draft Decisions that Ovum has used monthly
data in their analysis when the Copenhagen Economics Study,®* which Ovum relies
on, recommends the use of weekly frequency data.?

Telstra contends, in its response to the Draft Decision that recent historic equity beta
data includes events which have negatively affected the raw beta, and that are unlikely
to continue into the future. Telstra submit that the ASX200 has been affected by
events such as the commodity price boom, and accordingly the beta for the
telecommunications sector has been lower than it would have been had the boom not
occurred. Telstra also consider that now the boom has ended the low equity beta has
even less effect on it.®

Telstra also submits in response to the Draft Decision that Strategic Financial Group
Consulting® (SFG) noted similarities between the technology bubble and resources
boom and that firms that were not in the boom market did not perform as well which
reduced their correlation with the market and the estimated beta.®®

Telstra also submits in response to the Draft Decision that an equity beta over a five
year period includes a number of ACCC decisions, which Telstra contends placed a
downwards pressure on its share price. Telstra submits that there are two issues with
this; the first being that a historical beta will underestimate a forward looking beta.
Second, the historical beta reflects a period when Telstra was becoming more heavily
regulated. Telstra submits that if it had not been as highly regulated their stock would
have moved more in line with the market and their equity beta would be higher.
Telstra concludes that these reasons should be significant enough to cast doubt on
whether the ACCC’s approach is reasonable.®®

In response to the Draft Decision, Telstra submits that the traditional CAPM
understates the required return on equity where the normal equity beta is less than
one, but overstates it where it is greater than one. Telstra also submits that the
ACCC’s use of five year, monthly frequency data, which they consider to be the low
outlier for all sourcing options, is extraordinary of the inclusion of data which
includes a low outlier of all the sourcing options.®”

80 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 97.
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Applying the Blume adjustment to the raw equity beta

In response to the Draft Decision, Telstra submits that they use an adjusted equity
beta, using the Blume adjustment and that the Blume adjustment is regularly used by
Bloomberg. Telstra submits that a Blume adjusted equity beta is a weighted average
of the raw equity beta and the mean beta for the overall market.®®

Telstra also submits that the ACCC view that risk is not likely to change overtime is
incorrect for the following reasons:

= the Blume adjustment is undertaken by Bloomberg, who supply the equity beta
estimates;

= the Blume adjustment makes an adjustment to push the equity beta towards the
“more likely ‘market average’ beta of 1;”%° and

= the ACCC conclusion that risks will not change over time is incorrect, as this
ignores the development of other technology alternatives including HFC. Telstra
also submits that demand for the CAN is very much dependent on demand for other
services.®®

Telstra therefore concludes that not using a Blume adjustment is invalid and submits
that Bloomberg’s estimates of Telstra’s equity following the Blume adjustment are:

= 0.714 - daily frequency

= 0.669 — weekly frequency

= 0.771 — monthly frequency.®*

De-levering the equity beta to determine the asset beta

In response to the Draft Decision, Telstra notes that the ACCC did not criticise
Telstra’s methods of de-levering. Telstra does note however, that the results of the
equity beta used, along with the level of gearing, will impact the de-levered asset beta.
Telstra submits their de-levered asset betas as of 11 February 2008 are:

= 0.615 — daily frequency
= 0.576 — weekly frequency

= 0.664 — monthly frequency.®?

88  Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, pp. 100-101.
89 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 101.
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Telstra submits that there is no analysis to support the ACCC’s use of an average
asset beta of 0.47. Telstra also notes that the ACCC has again used a five-year
average measured with monthly frequency with the justification being “common
financial practice.” Telstra also notes that if weekly frequency data is used that the
average beta is 0.72.%°

Telstra also submits, in response to the Draft Decision, that different market structures
occur not just in Australia and the USA, but also in the other countries used by the
ACCC in its own beta benchmarking analysis. Telstra submits that the ACCC does
not cite strong evidence to support its claim with regards to the US being a more
heavily regulated market.®*

Telstra, in response to access aeekers rejects Optus’ claim that RBOCs are not
suitable comparators for CAN-only providers in the context of the Undertaking.
Telstra submits that Optus’ contention ignores the fact that the ULLS enables access
seekers to provide a range of services, including VolP and long-distance calls. Telstra
submits that the wider suite of services provided by the RBOCs makes them a better
comparator for the future CAN than if they had maintained only their traditional
services.®®

Relevance of Telstra-wide beta at the CAN-only level

In response to access seekers, Telstra submits that estimates presented of the Telstra-
wide beta were a guide only to the likely estimate of the CAN-only beta. Telstra
submits that starting with a Telstra-specific beta then adjusting it downwards is a
better approach than using estimates unrelated to Telstra. Telstra submits that the
aggregate adjustments from a Telstra-specific estimate are likely to be less significant,
more controllable and less arbitrary.®*®

Telstra acknowledges that there is a role for both top-down and bottom-up
calculations for beta. Telstra submits however, that it does not support the use of
uncritical applications of betas based on electricity distribution or gas pipelines.
Telstra also considers that uncritical application of these betas may lead to a
downwards bias of the beta estimate.®

Telstra refutes Optus’ claim that electricity and gas networks have similar investment
characteristics as the CAN. Telstra argues that electricity and gas operations are likely
to have lower operating leverage®® than telecommunications because many of the
inputs to electricity and gas are raw inputs with variable outputs. Telstra also submits
that highly leveraged businesses are more volatile than lowly leveraged businesses.
Telstra submits that it would expect that the asset beta for telecommunications and the

83 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 102.
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CAN mores specifically would be higher than that of electricity distribution and gas
pipeline companies.®

Telstra also disputes Optus’ claim that electricity distribution and gas pipeline
companies are similar to telecommunication companies on the basis that they are
subject to limited competition from other services. Telstra submits in response to this
that the CAN faces numerous competitors from both wires and wireless providers
who are displacing an increasing number of CAN users.®®

In response to access seekers, Telstra submits that discretionary services which are
impacted by the economic cycle tend to exhibit higher beta. Telstra considers that
services delivered by the CAN and especially those enabled by the ULLS are more
discretionary than those delivered by electricity distribution and gas pipeline
networks.®

Telstra also submits that average asset betas for US companies in electricity, gas and
telecommunications support their position that telecommunications services have a
higher beta than those of the other utilities. Telstra concludes that the inclusion of gas
and electricity beta estimates will likely distort the estimated beta downwards.®*

Systematic risk

Bowman in a report for Telstra, submits that it is his understanding that Telstra
presented information on a Telstra-wide beta because it provides a useful point for
developing an estimate of the asset beta, and that it is not relied upon as a correct
estimate, but rather relevant to the determination of the appropriate estimate.®®
Bowman notes that Optus considers that Ofcom’s approach is appropriate, where
assets are disgregated into its component parts by businesses within the larger
company. Bowman also notes that he agrees with this approach, but that Optus have
not conducted this analysis.®

Bowman notes that Optus rejects the use of RBOC’s as comparable companies for
estimating beta. Bowman considers that the relevance of RBOC’s depends on the
systematic risk and magnitude of the activities. Bowman also notes that Optus
consider that Ofcom uses an equity beta in the range of 0.7 to 0.8 and that this should
be used as a comparator. Bowman submits however, that no evidence is provided as
to the volatility of this as a comparator.®®
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Bowman refers to Optus’ contention that regulatory decisions on gas pipelines and
electricity distribution network companies should be used as an estimate of the equity
beta for the ULLS business. Bowman considers that the ULLS business is appreciably
more competitive and has more systematic risk than the above utilities.®®

Other issues

Bowman submits that while he accepts the use of beta estimates using five years of
monthly data as a common and acceptable choice, he notes that no comment is made
in relation to why weekly data would not be as useful as monthly data.®” Bowman
submits that there is competing research in relation to the advantages and
disadvantages of beta estimation periods and that a single reference does not
constitute an authoritative case.®®

Bowman submits that those with substantial experience with estimating equity betas
believe that an estimate below 0.4 is unusually low, thereby raising concerns that
there may be issues with the data used.®

Bowman considers that there is an outlier in the data for the month of September 2005
where Telstra returns were -13.03 per cent, while the market return was 4.37 per cent.
Bowman suggests that while this was an observed occurrence, it raises questions in
relation to what happened during that period.®*® On 4 September 2005, Telstra
announced a revised earning guidance to the market of an EBIT decline of 7 to 10 per
cent, a substantial downwards adjustment from the previous announcement on 11
August 2005. Bowman notes that Telstra shares suffered its second worse day of
trading over that period.®*

Bowman submits that if this singular unusual event was removed then the resulting
equity beta would be 0.52, still lower than other observations, but no longer an outlier.
Bowman notes that there is always a question about how to treat an outlier, but in his
opinion, the results with this outlier removed are more useful than the results supplied
by Ovum.&
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Bowman considers that the international benchmarking conducted by the ACCC
which indicated an asset beta of 0.47 could not be given any credence until more
detail is provided as to the characteristics of the company.®*

Bowman also considers that the ACCC’s views on first principles estimation is
unacceptable as it rejects the methodology out of hand and does not explain its
reasons for rejection.

Other parties

Optus notes that the ACCC most recently used an asset beta of 0.5 and an equity beta
of 0.83 in their June 2008 ULLS Pricing Principles and Indicative Prices.®*

Optus submits that Ofcom’s 2005 position paper on British Telecom’s (BT’s) asset
beta should be considered by the ACCC.®¢ In the paper, Ofcom disaggregates the
equity beta estimate to reflect the varying levels of risk faced by different areas of
BT’s business.®” Based on this approach, Optus submits that the use of a Telstra-wide
asset beta is inappropriate, because many services offered by Telstra have higher risk
profiles than the provision of Telstra’s fixed-line CAN.®® Optus asserts that the equity
beta values set by regulators of other natural monopoly assets should be considered.®®

Optus submits that the selected RBOCs are not reasonable comparators as they have
different risk profiles because they provide different services to those provided by
Telstra.®® Optus believes a more suitable entity is BT’s Openreach division, which
had a recent equity beta range of 0.7 to 0.8.%

Following its analysis of various estimation methods, Ovum submits that an
appropriate estimate of Telstra’s equity beta is 0.394. Ovum calculated the equity beta
by using the monthly observed returns over 5 years. 5 De-levering the equity beta
using a Monkhouse formula®® and a debt beta of zero, Ovum recommends an asset
beta of 0.32.8

83 R.G. Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17
March 2009, p. 17.

84 R.G. Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17
March 2009, p. 17.

85 Optus, Response to the ACCC’s Discussion Paper, August 2008, p. 52.
86 Optus, Response to the ACCC’s Discussion Paper, August 2008, p. 53.
87 Optus, Response to the ACCC’s Discussion Paper, August 2008, p. 53.
88  Optus, Response to the ACCC’s Discussion Paper, August 2008, p. 53.
89 Optus, Response to the ACCC’s Discussion Paper, August 2008, p. 54.
80 Optus, Response to the ACCC’s Discussion Paper, August 2008, p 53.
81 Optus, Response to the ACCC’s Discussion Paper, August 2008, p 54.
82 Ovum, TEA model (v1.0.) Economic review, 6 August 2008, p. 37.

83 The Monkhouse formula takes into account imputation credits and most closely reflects the
underlying cash flows that are subject to the analysis.

84 Ovum, TEA model (v1.0) economic review, 6 August 2008, pp. 37-38.
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In response to Telstra’s submission, Ovum notes that the decision to recommend a 5-
year monthly observed equity beta was not due to it being the lowest value, rather that
it was standard practice to examine monthly data over this time period.®* Ovum also
observes that Handley disagrees with CEG’s recommendations to the AERs WACC
Review to replace the use of the Sharpe CAPM with the use of a Black CAPM. 8 87

Optus notes the Analysys cost model uses an equity beta of 0.83 and an implied asset
beta of 0.5. It submits that the ACCC’s asset beta should be adjusted to reflect the
operation of a CAN is lower than that of a PSTN operator. The risks involved in
operating the local CAN are more in the nature of utility businesses and lower than
the risks faced in operating the PSTN. 2%

ACCC view

The ACCC comments on Telstra's estimation of beta in relation relate to the following
ISSues:

= the methods of estimation of beta;
= the use of a raw equity beta;
= the appropriateness of adjustments to the raw equity beta; and
= delivering the equity beta.
These issues will be addressed in turn.
The methods of estimation of beta

Direct estimation method

The ACCC reiterates it view in its Draft Decision that there are potential difficulties
with using a direct estimation method to calculate equity betas, including selection
biases in timeframes or data frequency. However, the ACCC remains of the view that
there is scope to conduct a direct estimation of Telstra’s equity beta.®*

As stated in its Draft Decision, the ACCC is of the view that Ovum’s direct estimation
of Telstra’s beta sourced from Bloomberg data uses an appropriate method of directly
estimating Telstra beta.®® When using the direct estimation method, Ovum calculated
the unadjusted beta by using the previous 18-months and 5-years prices respectively,
on a monthly, weekly and daily basis, relative to the S&P/ASX 200 index. The ACCC

85 Ovum, TEA model (v1.0.) Economic review, 6 August 2008, p. 37.
86 Ovum, TEA model (v1.2) economic review, 5 February 2009, pp. 26-27.

87 F. Black, Capital Market Equilibrium with Restricted Borrowing, The Journal of Business, 45(3)
1972.

88 Optus, Analysys Cost model for Australian Fixed Network Services, March 2009, p. 20.
89 ACCC, 2008 ACCC Draft Decision, November 2008, p, 102.
80 ACCC, 2008 ACCC Draft Decision, November 2008, p, 102.
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considers that the use of a direct estimate for beta completed using five years of
monthly return data should give an appropriate estimate of the systematic risk of
Telstra’s equity. Therefore, Ovum’s estimate of Telstra’s equity beta using this
approach of 0.394 seems fair in this situation. When Ovum de-levered this equity beta
using the Monkhouse formula, it resulted in an asset beta of 0.32.%*

The Benchmarking Approach

As stated in its Draft Decision, the use of benchmark betas is prevalent among
regulators and finance practitioners and the ACCC considers it appropriate to include
some comparisons with comparable operations.®?

As indicated in its Draft Decision, the ACCC has undertaken benchmarking of beta
using five years of monthly and weekly data for both the equity and asset betas.®* The
ACCC selected countries considered advanced by the OECD. However, a number of
advanced counties were excluded, including: Cyprus; Malta; Luxembourg; Norway;
Iceland; Belgium; Slovenia; and Ireland. These countries were excluded for a range of
reasons including: not being publicly listed; lack of data; and lack of revenue from
fixed line services.

Firm 5 year 5 year 5 year 5 year Debt/ Equity  Country of
monthly weekly Monthly Weekly Asset Ratio Origin
equity beta equity beta asset beta beta
At&t 1.215 0.837 0.954 0.657 0.276 us
Qwest 1.784 1.268 0.691 0.491 1.596 us
Verizon 0.881 0.93 0.643 0.679 0.374 us
Cincinatti
Bell 1.546 1.577 0.522 0.533 1.976 us
BCE 0.325 0.438 0.221 0.298 0.472 Canada
British
Telecom 1.061 0.843 0.661 0.525 0.61 Britain
Telekom
Austria 0.672 0.659 0.453 0.444 0.488 Austria
Telecom
Italia 0.724 0.936 0.359 0.465 1.024 Italy
Hellenic
Telecom 0.85 0.957 0.577 0.650 0.476 Greece
TDC
solutions 0.33 0.538 0.181 0.295 0.83 Denmark
Portugal
Telecom 1.01 1.003 0.620 0.616 0.634 Portugal
TeliaSonera 0.659 0.862 0.578 0.756 0.142 Sweden/

%1 P Monkhouse (1997) Adapting the APV Valuation methodology and the Beta Gearing Formula to
the Dividend Imputation Tax System, Accounting and Finance, 37(1), pp. 69-88.

82 ACCC, 2008 ACCC Draft Decision, November 2008, p. 132.
83 ACCC, 2008 ACCC Draft Decision, November 2008, p. 103.
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Telefonica 0.916 1.129 0.598 0.737 0.536
Deutsche

Telecom 0.82 0.609 0.465 0.345 0.77
France

Telecom 0.562 0.639 0.318 0.362 0.772
KPN 0.339 0.517 0.221 0.337 0.54
SwissCom 0.136 0.451 0.111 0.370 0.222
NTT 0.597 0.702 0.349 0.410 0.722
SingTel 0.739 0.841 0.630 0.717 0.174
PCCW 0.684 0.63 0.342 0.315 1.008
Chungwa 0.283 0.329 0.283 0.329 0
Korea

Telecom 0.421 0.362 0.241 0.207 0.754
Bezeq 0.678 0.693 0.459 0.469 0.482
Telecom NZ 1.116 1.413 0.813 1.029 0.376
Telstra 0.395 0.459 0.318 0.370 0.244
Average 0.75 0.78 0.46 0.50 0.62

Source: Bloomberg Data Services

The international benchmarking above suggests, a benchmark asset beta of around
0.47 appears appropriate for the total assets of a large telecommunications company
such as Telstra (i.e. companies with both fixed and mobile networks). The ACCC
notes that 0.47 is likely to be higher than the asset beta of the Telstra’s CAN alone.
This is because the Telstra’s CAN business is likely to bear lower systematic risk than
Telstra’s average business due to higher systematic risk businesses Telstra operates
such as mobile communications.

First Principles Estimation*

The ACCC indicated it in its Draft Decision that it does not consider first principles
estimation a valid way to estimate systematic risk.®** However, the ACCC would like
to clarify that what it meant was first principles estimation should not be preferred in
this situation to estimate Telstra’s asset beta. The ACCC does not consider first
principles estimation should be used, or have significant weight placed upon it, when
there is the opportunity to use direct estimation and/or benchmarking using directly
estimated betas. In line with this and as noted in its Draft Decision, the ACCC also
considers that it is inappropriate to use income elasticities of demand at the retail level
to infer a systematic risk for the wholesale demand of a regulated asset except in the

8% The last method for estimating beta is to qualitatively determine the factors that impact on the

sensitivity of a firm’s returns to movements in the economy as a whole. (i.e. its systematic risk)
The method involves assessing a firm’s characteristics and then from this, determining how these
will influence the reaction of firm returns to economy wide events. This implicitly involves
estimating how systematic factors (GDP shocks) may affect future cash flows and therefore the
underlying value of the company.

ACCC, 2008 ACCC Draft Decision, November 2008, p. 103.

855

224

Finland
Spain

Germany

France
Nether-lands
Switzer-land

Japan
Singapore
Hong Kong

Taiwan

Korea
Israel
New Zealand

Australia



most general way, particularly as access services may have a low-beta because the
demand for such services is not closely correlated with aggregate demand.

Issues raised by Telstra

To support its proposed asset and equity beta parameters, Telstra has used a number
of methodological assumptions, including: using the Blume adjustment; and using the
RBOC as primary comparators.

The Blume (1971) adjustment involves adjusting the raw ordinary least squares beta
for expected reversion a firm’s beta towards the beta of the market of one. This is
often given as:

By, = Boys x0.67+0.33

Blume

where B, =the beta calculated using ordinary least squares. The Blume adjustment

assumes that the firm’s systematic risk reverts towards the mean of the market. The
ACCC remains of the view expressed in its Draft Decision that it does not consider
that the application of the Blume adjustment is valid in this case as the 2008
Undertaking relates to a stand alone regulatory asset whose risk is not expected to
change over time.®® Further, the ACCC notes that the Blume adjustment is an
adjustment that is not time dependent and is based on a sample of US firms over
different time periods. The ACCC notes there appears to be no basis to assume that
the systematic risk of the ULLS service will revert towards the mean systematic risk
of the market portfolio through time.

As noted in its Draft Decision, the ACCC considers that the RBOC comparators were
originally used as comparators when Telstra was first privatised on the basis that there
was no available market data for Telstra. Since 1999, the RBOCs have diversified
their business interests and the ACCC considers they are now less relevant as
comparators.®’

The ACCC remains of the view expressed in its Draft Decision that current estimates
of RBOC:s are likely to have a higher risk on average than Telstra.®® This is because
American telecommunications companies operate in the liberalised and highly
competitive US telecommunications market which has a different market structure to
the more heavily regulated Australian market.®® Accordingly, the ACCC does not
regard contemporary estimates of the RBOC’s betas to be appropriate point estimates
of the systematic risk of the ULLS service. However, the ACCC notes that it did
include the RBOC estimates in the calculation of its benchmark equity and asset beta
estimates.

86 ACCC, 2008 ACCC Draft Decision, November 2008, pp. 103-4.
%7 ACCC, 2008 ACCC Draft Decision, November 2008, p. 104.
88  ACCC, 2008 ACCC Draft Decision, November 2008, p. 104.

8% The deregulation or more correctly liberalisation of US telecommunications market resulted from

the US Telecommunications Act 1996 and related state legislation.
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Telstra also submits that it is not possible for the ACCC to estimate the systematic
risk of telecommunications without substantial uncertainty. Telstra submits that their
benchmark suggests that the likely asset beta could be 15 per cent above or below a
point estimate. In addition, Telstra suggests that, when calculating a beta, there are a
number of steps made during the calculation which introduce additional uncertainty
not taken into account in the statistical standard errors. The ACCC is of the view that
simply because there is uncertainty in an estimate is not a reason to adopt a point
estimate above the mean. As stated in its Draft Decision, the ACCC considers that
such a practice would result in expected overcompensation which it does not regard as
appropriate.®

As stated in its Draft Decision, in forming its view on Telstra’s beta, the ACCC has
relied on a wide range of estimates in order to reduce any measurement uncertainty.®*
For example, the ACCC considers benchmarks comprising a number of companies
rather than individual direct estimates. The ACCC is of the view that benchmark
portfolios should have lower standard errors than individual company estimates.

As stated in its Draft Decision, the ACCC recognises that their benchmarking
portfolio estimate gives an asset beta estimate which is significantly larger than
Ovum’s preferred value estimated directly from Telstra’s share price.®? Direct
estimation is common market practice when valuing shares and this implies Telstra
should be able to raise equity capital at Telstra’s directly estimated cost of equity
capital and resultant WACC. As such, the ACCC considers that the use of a
benchmark estimate of Telstra’s cost of equity capital above the directly estimated
value implies a conservative approach has been used to estimate the required return
on equity for Telstra shareholders. This should ensure Telstra and its equity investors
are adequately compensated for the risk they are bearing.

The raw equity beta

The ACCC notes Telstra’s view that data with weekly frequency should be relied
upon. The ACCC notes however, that it considers more weight should be placed on
estimates using monthly data sampling over a five year period, because:

e it is the more commonly recommended estimation interval and length used in
financial markets;

e it picks up the systematic risk of an investment in Telstra’s equity to the equity
market as a whole over monthly holding periods which the ACCC considers is
more representative of the risks facing longer term investors than using weekly or
daily data holding period returns; and

e itisalso likely to remove trading effects.

80 ACCC, 2008 ACCC Draft Decision, November 2008, p.104.
81 ACCC, 2008 ACCC Draft Decision, November 2008, p. 104.
82 ACCC, 2008 ACCC Draft Decision, November 2008, p. 104.
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The ACCC also notes that its own benchmarking analysis did estimate equity and
asset betas using five years of data using both weekly and monthly sampling
frequencies. Both sampling frequencies came up with very similar results and both
supported the use of a benchmark asset beta of 0.50.

The ACCC also considers the use of 18 months or 2 years of data has too few sample
points for monthly sampling and is arguably also too short an estimation period. This
may result in unreliable estimates of equity beta that may be inappropriate as a basis
for setting regulated returns for long-term investments.

Accordingly, the ACCC does not consider the evidence presented by Telstra provides
compelling evidence of bias and still considers that its historical estimates of the
systematic risk going forward as appropriate.

The ACCC notes Telstra’s claim that previous ACCC decisions have placed
downwards pressure on its share price.®® The ACCC considers that under the current
regulatory approach Telstra shareholders are compensated for the risk they bear (on a
regulated asset) and this is fair to its investors and should result in efficient investment
which is in the LTIE.

The ACCC notes Telstra’s assertion that the R-squared of the beta estimates have
averaged around 0.20.%# The ACCC does not consider that a low R-squared indicates
that direct estimates are biased.

The ACCC notes Telstra’s view that the traditional CAPM understates the required
return on equity of stock with observed equity betas less than one.*® The ACCC
accepts that there may be apparent biases in the CAPM ex-post. However, the ACCC
does not consider that this means that the estimated beta was incorrect when estimated
(i.e. ex-ante). The result may simply be due to firms changing their risk through
operational changes or estimation errors, issues which the ACCC does not consider
are of significance in relation to setting expected cash flows for regulated monopolies.

The ACCC considers that the approach it has used is commonly used by finance
practitioners and should give an unbiased estimate of the risk facing Telstra’s
shareholders. In addition, the ACCC considers that as the direct estimate of Telstra’s
equity beta is a measure of risk facing Telstra’s investors across all operations it is
likely, if anything, to overestimate the systematic risk on the regulated CAN assets.

Finally, although the ACCC would not expect Telstra’s asset beta to change rapidly
across time, the ACCC has calculated updated direct estimates of Telstra’s equity beta
using the Bloomberg data service. The raw equity beta estimate, estimated using
Bloomberg for the 60 months ending 31 March 2009 was 0.295, while the equity beta
estimate, estimated using 262 weeks of data ending on 10 April 2009 was 0.453. The
raw equity beta estimate, estimated using 104 weeks of data ending 10 April 2009
was also 0.453. Therefore, while the ACCC considers caution should be exercised in

3 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 99.
84 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 99.
85 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 100.
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terms of placing too much weight on direct beta estimates for Telstra using updated
post 2007 data, the ACCC considers this data also supports the argument that a
benchmark asset beta of 0.50 is a conservative value to use to estimate Telstra’s cost
of equity and to use to assess Telstra’s proposed WACC values.

Applying the Blume adjustment to the raw equity beta

The ACCC notes that Bloomberg give the option of using the Blume adjustment, or
not, but does not indicate in any way that the Blume adjustment is correct. The fact
that Bloomberg, and possibly other data providers, give the option to use this
adjustment in no way that indicates the ACCC’s perspective expressed in the Draft
Decision that the Blume adjustment is incorrect in this situation as Telstra have
claimed.®®

The ACCC reiterates its view expressed in its Draft Decision that it does not consider
the Blume adjustment to be theoretically sound in this situation. As noted above, the
ACCC does not consider the use of the Blume adjustment to be valid in this case as
the 2008 Undertaking relates to a stand alone regulatory asset whose risk is not
expected to change overtime. There appears to be no basis to assume that the
systematic risk of the ULLS service will revert towards the mean systematic risk of
the market portfolio through time. Further, the ACCC does not accept on current
evidence that the raw equity beta estimated by Ovum would be expected to be an
underestimate of Telstra’s equity beta.

The ACCC considers it important to clarify a statement made in its Draft Decision -
“whose risk is not likely to change over time”.®” The ACCC meant it does not
consider Telstra’s current level of systematic risk is expected to change over time. As
stated in its Draft Decision,®® the ACCC considers that there is no reason to assume
the systematic risk facing a regulated monopoly will revert towards the mean of the
market (i.e. a beta of 1). While competition does exist with respect to wireless and
HFC, it is not clear whether technological change will increase or decrease the
systematic risk facing the CAN operations. Currently, ADSL technology is advancing
rapidly and the increasing need for high bandwidth may actually increase the CAN’s
market power and reduce the systematic risk to its cash flows and facing its investors,
not increase it. Therefore, the ACCC does not consider there is compelling evidence
to suggest direct estimates of Telstra’s risk, based on historical data, are biased
estimates of the forward looking systematic risk facing its equity investors.

Overall, the ACCC does not consider that applying the Blume adjustment to Telstra’s
directly estimated raw equity beta estimate appropriate given the current evidence.

De-levering the equity beta to determine the asset beta

The ACCC notes Telstra’s conclusion that the method of de-levering the equity beta
was not criticised by the ACCC. In relation to this comment, while the ACCC

6 ACCC, 2008 ACCC Draft Decision, November 2008, p. 104.
87 ACCC, 2008 ACCC Draft Decision, November 2008, p. 104.
88 ACCC, 2008 ACCC Draft Decision, November 2008, p. 104.
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generally agrees with the use of the Monkhouse formula, its silence on Telstra’s
application of this formula should not be taken to imply it agreed with Telstra’s
application.

Of the different beta estimates before it, the ACCC has placed the most weight on
Ovum’s beta estimate based on five years of monthly data. Relatively less weight has
been placed on the benchmark estimates completed by the ACCC because overseas
fixed line operations are likely to face different risks relative to Telstra, and may
come from domestic markets with different underlying levels and types of
systematic/market risk.

The ACCC notes Telstra’s comments that the beta is more related to the degree of
systematic risk, rather than the form of regulation. The ACCC considers that the
RBOC comparators may have a higher level of systematic risk than Telstra. This is
due to increased competition in the US market from cable laid out in the technology
boom and the different form of regulation that these firms face. Therefore, the ACCC
does not consider that US firms are likely to be as good a comparator as they were
previously or are likely to be as good as other comparators are from other countries,
for example those countries with less competition.

ACCC overall view

Telstra have submitted an asset beta of 0.725 and an equity beta of 1.03 at a 30/70
debt/equity capital structure.

The ACCC reiterates its view from its Draft Decision that direct estimation yields an
estimate for Telstra’s asset beta lower than 0.5.%° It also notes that these beta
benchmarks and direct estimation regressions estimate the systematic risk of Telstra
overall (the whole company) and not just the CAN which could be expected to face a
lower level of systematic risk. The ACCC also notes that an asset beta of 0.50 equates
to an equity beta of 0.71 at Telstra’s preferred gearing ratio of 30 per cent debt to 70
per cent equity. This is well below Telstra’s proposed equity beta of 1.03.

The ACCC considers that benchmark estimates are conservative as they estimate the
total systematic risk of Telstra rather than the fixed line assets. Taking all these
matters into consideration, the ACCC believes an asset beta of 0.725 is not a fair
estimate of the systematic risk of Telstra’s CAN assets and for the ULLS.

In assessing the reasonableness of Telstra’s WACC the ACCC believes its use of an
asset beta of 0.5 is a conservative estimate of Telstra’s systematic risk from its CAN
assets. The ACCC considers that this gives recognition of the systematic risk faced by
Telstra’s shareholders from Telstra’s CAN investment.

Debt Gearing

Debt gearing is also known as the debt to equity ratio. The relative weights of debt
and equity in a firm’s capital structure are used to weight the capital costs of equity
and debt when calculating the WACC. The debt to equity ratio is calculated as the

89 ACCC, 2008 ACCC Draft Decision, November 2008, p. 103.
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market value of debt divided by the market value of equity. This measures the relative
proportions of the value of the firm’s assets accruing to debt and equity capital
providers.

Submissions
Telstra

Telstra submits a debt gearing ratio of 30 per cent debt to 70 per cent equity. This was
based on a Telstra wide target market gearing as an estimate of debt gearing for CAN
related assets. Telstra also submits that the gearing structure applied should be based
on market experience so that opportunity costs are quantified in contemporary terms
and on a target basis, as equity investors are interested in likely returns over the
medium and long term.®™

Telstra submits that market based gearing of approximately 30 per cent debt would be
typical across comparable telecommunications operators, and suggests that it may be
preferable to leave gearing as a constant across the high and low WACC estimates
provided in table B.7.1.5"

In response to a report by Ovum?®? who supports the ACCC’s application of book
value of debt gearing, Telstra submits that the ACCC has applied a theoretically
unusual approach by applying book value to determine the level of gearing. Telstra
submits that this approach is also compounded by the fact that the ACCC use a book
value from the time Telstra was privatised. Telstra also submits that market value is a
more appropriate means of determining the level of gearing as it reflects the
contemporary opportunity cost of debt and equity.®™

Telstra contends that Ovum use the same technique as themselves to convert book
gearing as of 30 June 2007 to estimate target market gearing. Telstra note however,
that Ovum applies an average share price from the financial year of 2006-07 to
estimate the market value of equity. Telstra therefore contends that Ovum mixes the
average value of equity over the full financial year with an estimate of market value
of debt effective 30 June 2007, and thereby lacking internal consistency. Telstra does
note that despite the consistency issues outlined above, Telstra and Ovum still get the
same gearing ratio.®”

Bowman, in a report for Telstra®” responding to Ovum’s advisory note,® submits
that when providing the average gearing ratio for the selected countries they do not

870 Telstra, WACC submission, 4 April 2008, pp. 41-42.
871 Telstra, WACC submission, 4 April 2008, pp. 44.
82 Ovum, TEA Model (v.1.0) economic review, August 2008.

873

Telstra, Response to Ovum, 5 December 2008, p. 41.
874

Telstra, Response to Ovum, 5 December 2008, p. 41.

5 R.G Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17 March
20009.

86 Ovum, TEA Model (v1.2) economic review, August 2008.
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provide any additional information. Therefore, Bowman submits that he is unable to
conduct any substantive review of this information.®”

Bowman also submits that following Ovum’s review of Telstra’s accounts and their
conclusion that an average gearing ratio of 34 per cent is supported by the benchmark,
he could not reconcile the relevant Telstra data.®

Bowman submits that using Telstra’s Annual Reports as of 30 June 2007, the capital
structure data indicates a debt ratio between 20.1 per cent and 30.7 per cent,
depending on the liabilities classified as debt. Bowman notes that the ceiling amount
is almost the same as the gearing estimated by Telstra. &°

Bowman notes that the ACCC continues to reference its approach to debt gearing
upon book values at the time of the initial privatisation of Telstra. Bowman asserts
that this gearing assumption is not accepted in practice and that textbooks state that
market values should be used. Bowman submits that the ACCC’s conclusion in
relation to the debt gearing of the CAN being lower than Telstra’s overall operation is
not substantiated with evidence. Further, if it is assumed to be lower, Bowman
considers that the difference between the two would be modest.®®

Other parties

Ovum notes that the ACCC has previously supported a debt gearing ratio of 40 per
cent debt to 60 per cent equity as well as a target debt ratio of 40 per cent debt and
that this is in accordance with the Telstra-wide historic book value.® Ovum submits
that analysis of Telstra’s accounts for the year ending 30 June 2007 reveals debt
gearing of between 23 per cent and 42 per cent debt, based on implied market values
of equity/debt.®* Supported by benchmark data, Ovum recommends the average level
of 34 per cent debt to 66 per cent equity.®

ACCC view

The ACCC reiterates its view from its Draft Decision® that it does not consider
Telstra’s proposed debt to equity ratio as appropriate for services on the fixed line
network for the following reasons:

87 R.G. Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17
March 2009, p. 18.

88 R.G. Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17
March 2009, p. 18.

8% R.G. Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17
March 2009, p. 19.

80 R.G. Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17
March 2009, pp. 20-21.

&1 Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 38.
&2 Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 39.
83 Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 39.
84 ACCC, 2008 ACCC Draft Decision, November 2008, p. 106.
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e the ACCC notes that according to Telstra’s benchmarking approach,
appropriate comparator firms have a debt proportion of 37.6 per cent. This is
also similar to Ovum’s latest regulatory benchmark of regulatory decisions for
regulators that employ (LRIC) cost-based CAPM regulation of 38.3 per cent.
Ovum’s report also indicates preferred debt proportions of European
regulatory bodies in a range of 25 to 50 per cent;®

e the 30 per cent rate is below the target debt proportion claimed by Telstra in
their recent financial accounts of (an average) 34 per cent (as opposed to their
current gearing);®®

e the ACCC historical debt proportion benchmark is close to the book value of
gearing of Telstra at privatisation of 41.3 per cent; and

e the ACCC considers that the benchmarks of firm wide capital structure to be
conservative estimates of the benchmark debt gearing for the CAN assets and
the ULLS as the CAN should be lower risk than Telstra’s operation overall
and should be able to service more debt in its efficient capital structure.

For these reasons, the ACCC continues to consider Telstra’s proposal of 30 per cent
debt to 70 per cent equity would not lead to fair WACC estimates.

In relation to Bowman’s comment that the ACCC considers that the CAN would have
a higher optimal debt to equity ratio than Telstra overall, this ACCC consideration is
based on the assumption that operations with lower risk will carry higher optimal debt
levels.®” The ACCC considers in support of this that Telstra’s other operations,
including mobiles and advertising, on average have less market power than the CAN
and would have a lower optimal debt to equity ratio for this reason. The ACCC notes
that mobiles and other operations of Telstra are also likely to have relatively high
levels of operating leverage and Telstra has not demonstrated how its cost structure
varies across operations or (if it does) why this operating leverage in this instance
indicates the CAN would be forced to carry lower debt.

The ACCC also rejects the implicit argument made by Bowman that because
operations that use the ULLS could have high risk, the ULLS service itself has high
risk.® This is akin to saying that because firms that use electricity may be high risk,
electricity transmission is high risk. The ACCC considers as the base service provided
by the ULLS is an essential input into a range of services, it has significant market
power and therefore could be expected to have relatively low risk.

In relation to Bowman’s argument that the ACCC has a preference for book values,
the ACCC notes that it considers that market values are of relevance and the ACCC
has placed considerable weight on benchmark estimates of market values.

85 Ovum, Regulation of cost of capital in the European fixed-line telecoms sector, 22 February 2006.
&6 Ovum, Regulation of cost of capital in the European fixed-line telecoms sector, 22 February 2006.

% R.G. Bowman, Comments on reports of Optus and Ovum and the ACCC Draft Decision, 17 March
2009, p. 20.

88 R.G. Bowman, Comments on reports of Optus and Ovum and the ACCC Draft Decision, 17 March
2009, p. 20.
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For the purposes of assessing Telstra’s vanilla and pre-tax WACC the ACCC has used
a 40 per cent debt to 60 per cent equity gearing ratio. The ACCC does recognise
however, that the difference between the ACCC’s equity gearing ratio and that
proposed by Telstra does not have a material effect on the overall WACC.

Tax Rate

The pre-tax WACC has an allowance for the corporate tax that Telstra will pay that
investors cannot claim back through the use of imputation credits. The pre tax WACC
is commonly calculated as set out in section B7, equation 2.

The effective tax rate is considered an essential input into the pre-tax WACC that is
used as an input in the TEA model. In essence the effective tax rate is used in
combination with the value of gamma to gross up the post-tax required return on
equity to a pre-company-tax required return on equity investment.

Submissions
Telstra

Telstra submits that there are two choices for the tax rate, the statutory tax rate and the
effective tax rate. Telstra contends that the statutory tax rate is appropriate because
under the TSLRIC framework all assets are assumed to be built at the start of the
fiscal year being estimated. As the current tax laws do not allow accelerated
depreciation, Telstra argues that the statutory tax rate will equal the effective tax rate
in the absence of accelerated depreciation.®®

In response to the ACCC Draft Decision, Telstra submit that the tax rate should
reflect the tax burden over the life of the relevant asset. Telstra submits that if
accelerated depreciation is allowed then the effective tax rate would be lower in the
early years of the assets life, while in later years the tax rate would be above the
statutory rate as the amount of depreciation that can be claimed as a deduction against
taxable income falls. Telstra concludes, therefore that if one tax rate is to be used over
the life of the asset, 30 per cent is appropriate.®®

Telstra also submits that 30 per cent is reasonable for three other reasons:

= there is inconsistency between the ACCC’s approach to depreciation in the context
of the WACC and the actual depreciation profile which results from the application
of a tilted annuity approach;

= the ACCC’s approach seems to change from hypothetical new entrant to actual
costs; and

= Telstra’s approach is consistent with the view of IRG** consulting cited by Ovum.®?

8% Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 12.
80 Telstra, Response to Draft Decision, 23 December 2008, p.106.

¥ |RG, Regulatory Accounting, Principles of Implementation and Best Practice for WACC
calculation, February 2007.
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Telstra also submits that the ACCC relies on estimates of the national average
effective tax rate from the 2006-07 budget papers. Telstra however, submit that the
national average effective tax rate is not a useful comparator to the average tax rate
relevant to a single asset over its useful life.®®

In response to a report by Ovum,®* Telstra submits that Ovum have supported the
ACCC’s application of an effective tax rate and notes that Ovum have applied the
ACCC’s previous estimate of the effective tax rates. Telstra also notes that despite the
ACCC preferring to apply an effective tax rate, it applied a corporate tax rate in the
ULLS final decision (August 2006) &%.5%

Telstra submits that accelerated depreciation is the main potential driver of divergence
between the statutory and effective tax rate, and is no longer relevant in a TSLRIC+
context due to changes in the tax laws for assets purchased or constructed after 21
September 1999. &7

In response to Ovum, Telstra also submits that if the ACCC continued to reject the
use of the statutory tax rate on the basis that many of the assets were constructed prior
to the discontinuance of accelerated depreciation then Telstra’s book value would be
approaching, if not above the statutory tax rate for many of the assets.®

Telstra also submit that an uncritical application of Ovum of a 20 per cent rate is
inappropriate, and empirical support is needed to determine if such an application was
appropriate.®®

Telstra also submits that the narrow application of the corporate tax rate in the re-
levering and de-levering equations around beta gives weight to the view that a
statutory tax rate is appropriate. Telstra submits that it is not aware of any estimates of
the asset beta which do not apply a statutory tax rate. Telstra conclude that applying
the statutory tax rate in the de-levering process for beta, and then using an “guess-
timated” effective tax rate in the re-levering process is inconsistent and distorts the
beta results.*®

82 Telstra, Response to Draft Decision, 23 December 2008, pp. 106-107.
83 Telstra, Response to Draft Decision, 23 December 2008, p. 107.
8% Ovum, TEA model (v1.0) economic review, 6 August 2008

85 ACCC, Assessment of Telstra’s ULLS monthly charge undertaking: Final decision, August 2006.
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Telstra, Response to Ovum, 5 December 2008, p. 39.
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Other parties

Ovum in a report for the ACCC submitted that that an effective tax rate of 20 per cent
should be applied in line with previous ACCC decisions.”"" *

In response to Telstra’s submission, Ovum notes that it shared the ACCC’s view
regarding the potential advantages that a new entrant could have from accelerated
depreciation and therefore recommended the use of the effective tax rate for
calculating Telstra’s WACC value.*®

Ovum notes that in 2004-5 the Australian Treasury estimated the effective tax rate to
be around 20 per cent, Pricewaterhouse Coppers’s (PWC) study shows that ASX100
companies average effective tax rate is 25.1 per cent. Ovum consider that the
difference results from different methodologies and sample sizes.**

Ovum considers that effective tax rates have increased over recent years and that
during the period 2005 to 2007, effective tax rates have increased by approximately
6 per cent. When applying this percentage increase to the 2004-5 effective tax rate of
20 per cent and the PWC study rate of 25.1 per cent, the implied effective tax rate for
2007 is 21.3 and 26.7 per cent respectively. Ovum concludes therefore that the
effective tax rate is within the range of 21.3 per cent and 26.7 per cent with an
average of 24 per cent.*®

Optus considers that there is sufficient information to estimate the effective tax rate
and that this rate should be adopted by the ACCC. Optus considers the effective tax
rate applicable to Telstra would be 20%.%

ACCC view

The effective tax rate can fall below the statutory tax rate if firms can defer the
payment of tax. Firms have commonly been able to do this through the use of
accelerated depreciation. Primarily for this reason, in Australia the average effective
tax rate of large corporations is estimated to be around 20 per cent even though the
statutory tax rate is 30 per cent.®’

%1 Ovum, TEA model (v1.0) economic Review, August 2008, p.34.

%2 ACCC, Unconditional Local Loop Service Access Dispute Between Telstra Corporation Limited

(access provider) and PowerTel Ltd (access seeker), Statement of Reasons for Final
Determination, March 2008.

%3 Ovum, Telstra Efficient Access cost model — economic issues, 5 February 2009, p. 18.
%% Ovum, Telstra Efficient Access cost model — economic issues, 5 February 2009, p. 19.
%5 Ovum, Telstra Efficient Access cost model — economic issues, 5 February 2009, p. 19.
906

Optus, Analysys Cost model for Australian Fixed Network Services, March 2009, p. 20.

%7 House of Representatives, Budget Paper No. 1, Budget Strategy and Outlook 2006-07, Statement
5: Revenue, Box 5.2, viewed 16 September,
http://www.aph.gov.au/budget%20dummy/budget%6202006-07%20mirror/2006-
07/bpl/html/bpl_bst5-03 htm
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The ACCC remains of the view expressed in its Draft Decision that the effective tax
rate is the appropriate tax rate for determining the pre-tax WACC as the use of a
higher tax rate will over compensate firms for the present value of their expected
future tax liabilities.*®

The ACCC also disagrees with Telstra’s argument that a tilted annuity is inconsistent
with an effective tax rate below the statutory tax rate.

Further, the ACCC reiterates its view expressed in its Draft Decision® that a
hypothetical efficient operator under the TSLRIC+ framework could effectively take
advantage of a form of accelerated depreciation through the use of the diminishing
value depreciation method allowed by the Australian Tax Office. This is a view
confirmed by Ovum, in its Economic Advisory Note for the ACCC.*® The net result
is that the correct effective tax rate under the TSLRIC+ framework for estimating the
pre-tax cost of capital should be less than the statutory tax rate. Therefore, the use of
the statutory tax rate would overestimate Telstra’s pre-tax cost of capital. The ACCC
notes that it has not attempted to determine Telstra’s effective tax rate. Instead, the
ACCC has, in this case, relied on Ovum’s determination of an effective tax rate and
used this value in determining whether Telstra’s WACC is reasonable. The ACCC
also notes that even at the top end of Ovum’s range, Telstra’s proposed WACC is
unreasonable as an input into the TEA model.

Imputation Credit Factor

As noted in its Draft Decision, the ACCC considers that imputation credit factor is the
market value to the firm’s shareholders of the franking credits the firms generates.**
The market valuation of each dollar of franking credit can diverge from its face value
(i.e. from 1) because in some circumstances a franking credit may not be of value to
the investor. For example, where an investor is based overseas and does not pay any
Australian tax, they may place no value on the franking credits they receive if they
cannot be used to offset other Australian tax liabilities, or sold or transferred to other
parties, or used to obtain a refund from the Australian Tax Office.

In the past the ACCC and other Australian regulators have calculated the value of
imputation credit factor as a product of the utilisation rate (market value of the
franking credits paid out) multiplied by the payout ratio (the proportion of franking
credits paid out to investors). The utilisation rate has typically been estimated from
dividend drop off studies®? and the payout ratio can be estimated from annual reports.

Submissions

%8 ACCC, 2008 ACCC Draft Decision, November 2008, p. 108.

%% ACCC, 2008 ACCC Draft Decision, November 2008, p. 108.

%0 Ovum, TEA model (v1.2) economic Review, 5 February 2009, p. 18.
%1 ACCC, 2008 ACCC draft decision, November 2008, p. 108.

®2  Dividend drop off studies observe the change in the level of stocks’ prices over the period the

stocks’ go ex-dividend relative to the dividend. From this information they attempt to estimate the
market value of the cash component of dividends and the market value of imputation credits
attached to dividends.
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Telstra

Telstra submits that the imputation factor is irrelevant because the relevant marginal
investor, or capital provider in Australia, is likely to be an international investor who
is unable to use imputation credits. Accordingly, Telstra submits the imputation factor
should be zero.”*

In response to the Draft Decision, Telstra reiterates its views in regards to the
marginal investor and also submits that overseas investors are also more likely to have
a higher elasticity of demand for Australian equities. Telstra consider that this mean
that marginal investors determine the share price at which the relevant market clears
and that domestic consumers would have been willing to pay more for those shares
reflecting the value of imputation credits.®

Telstra submits that the ACCC used a combination of empirical estimates of the
utilisation rate and combined these with estimates from Officer and Hathaway.**
Telstra notes that the actual gamma estimate reported by Officer and Hathaway is
0.355. Telstra consider that as the ACCC’s previous estimates of gamma were
influenced by Hathaway and that the ACCC should adopt the latest updated gamma
from Officer and Hathaway.*®

Telstra also notes in its response to the Draft Decision that a NERA consulting report
estimates the values of distributed imputation credits (i.e. utilisation rate) ranging
between 0.2 and 0.4 based on analysis from SFG. Telstra also notes that this estimate
multiplied by a distribution rate of 71 per cent implies a gamma value of between 0.14
and 0.28.%¢

Telstra also submits that the NERA report includes alternative ways of applying the
Officer and Hathaway and SFG estimates. Telstra implies from these studies that it is
reasonable for the ACCC to ignore personal tax implications and essentially set
gamma to zero.**

In response to Ovum’s report,*® Telstra submit that Ovum argues that gamma should
be above zero and that a value of 0.5 is reasonable. Telstra does not consider that
Ovum undertook a rigorous assessment of the issues and it does not support the
continued use of 0.5.°%

13 Telstra, WACC submission, 4 April 2008, pp. 32-34

%4 Telstra, Response to ACCC Draft Decision, 23 December 2008, p. 103.

%5 Officer, R, and Hathaway, N, The value of imputation tax credits, Update 2004, November 2004.
%6 Telstra, Response to ACCC Draft Decision, 23 December 2008, p. 104.

7 R, Officer, and N. Hathaway, The value of imputation tax credits, Update 2004, November 2004.
%8  Telstra, Response to ACCC Draft Decision, 23 December 2008, p. 104.

%9 Telstra, Response to ACCC Draft Decision, 23 December 2008, p. 104.
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Ovum, TEA model (v1.0) economic Review, August 2008.

921

Telstra, Response to Ovum, 5 December 2008, pp. 41-42.
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Bowman notes that until the 2008 Undertaking application, Telstra has accepted the
ACCC’s use of 0.5 as the value of gamma. Bowman submits that until there was a
clear weight of evidence to support a change, it was reasonable to maintain the use of
that value.*®

Bowman submits that Telstra have now adopted a gamma of zero on the basis that
there is sufficient weight of evidence.®® The ACCC notes that Bowman does not
detail or state what the weight of evidence is.

Bowman repeats Telstra’s previous arguments in relation to the appropriateness of
gamma being set at zero on the basis of the marginal investor. Bowman also notes that
Ovum cite a study done for the ACCC by wik-Consult that recommends imputation
credits should be zero.®* **

Bowman submits that the studies presented by the ACCC are either not superior to
other studies, in the case of Beggs and Skeels,*® and that the Handley and
Mahaswaran®” study is irrelevant as it does not address the pricing of imputation
credits or the identity of the marginal investor.*®

Bowman considers that the relevant value of imputation credits have been
miscalculated for the purposes of estimating the WACC and concludes that Telstra’s
estimate of zero is reasonable.®*

Other parties

Ovum notes that the ACCC has previously concluded that an imputation factor of 0.5
IS appropriate.® Telstra’s half-yearly results indicate a percentage of the company’s
profits are paid through franked dividends. Ovum submits that this indicates the
imputation factor should therefore be set above zero. Based on this and previous

%2 R.G. Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17
March 2009, p. 21.

R.G. Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17
March 2009, pp. 21-22.

R.G. Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17
March 2009, p. 23.

wik-Consult, Mobile Termination Cost Model for Australia, Report for the Australian Competition
and Consumer Commission, January 2007.

%6 D. Beggs and C. Skeels, The Market Arbitrage of Cash Dividends and Franking Credits, The
Economic Record, 82(258), September 2006.

%7 ], Handley and K. Maheswaran, A measure of the efficiency of the Australian imputation tax
system, The Economic Record, 84(264), March 2008, p 90.

R.G Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17 March
2009, pp. 23-24.

R.G Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17 March
2009, p. 24.

%0 Ovum, TEA model (v1.0) Economic review, 6 August 2008, p. 40.
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regulatory practice, Ovum submits that the ACCC should continue to use an
imputation factor of 0.5.%

In response to Telstra’s submission, Ovum submits that should Telstra consider a
gamma of zero as appropriate, then an international CAPM should be used to
determine the WACC. Accordingly the MRP, risk free rate and beta values should be
calculated on an international basis and that this is not the approach taken by
Telstra.®*

Ovum concludes, that in light of studies by Hathaway and Officer, Beggs and Skeels,
and Handley and Maheswaran that the estimated imputation factor is between 0.5 and
0.81 and a payout ratio of 0.71 from Hathaway and Office, then the implied gamma is
between 0.36 and 0.58. Ovum considers that an estimate of 0.5 for gamma remains
appropriate.®*

ACCC view

As noted by the ACCC in its Draft Decision®*, a recent Australian dividend drop-off
study conducted by Beggs and Skeels®* implied a utilisation rate of at least 0.572 for
the period 2001-2004. Additionally, a more recent study by Handley and Maheswaran
using tax office statistics put the value at approximately 0.81.¢ The results from these
studies combined with a payout ratio of 0.71 from the 2004 Hathaway and Officer®’
study achieves an imputation credit factor well above zero. In addition, the imputation
credit factor could be even higher once the valuation of imputation credits not
immediately distributed is accounted for in the estimates of the payout ratio. The
ACCC considers that the use of an imputation credit factor of zero by Telstra in this
context will not lead to a fair estimate of their pre-tax WACC.**

Contrary to Telstra’s views, the ACCC does not consider it appropriate to give
significant weight to the Officer and Hathaway study for the purposes of calculating
the utilisation rate and the overall imputation credit factor. The ACCC notes that the
AER Review has given no weight to the Officer and Hathaway study because it used
pre-2000 data and it does not account for the changes to imputation credits in 2000.
These changes resulted in investors being able to claim refunds from the Australian

%1 Ovum, TEA model (v1.0) Economic review, 6 August 2008, p. 40.

%2 Ovum, TEA model (v1.2) economic review, 5 February 2009, pp. 24-25.
%3 Ovum, TEA model (v1.2) economic review, 5 February 2009, p. 26.

%4 ACCC, 2008 ACCC Draft Decision, November 2008, p. 109.

%5 David Beggs and Christopher Skeels. ‘The Market Arbitrage of Cash Dividends and Franking
Credits’, The Economic Record, vol 82 no 258, September 2006.

%6 Handley J and Maheswaran K, A measure of the efficiency of the Australian imputation tax system,
The Economic Record, vol 84, no 264, March 2008, p 90.

%7 R, Officer, and N. Hathaway, The value of imputation tax credits, Update 2004, November 2004.

%8 This is calculated using the 0.71 payout ratio calculated by Hathaway, N. and R. R. Officer, 2004,
“The Value of Imputation Tax Credits’, Update 2004, Capital Research Pty Ltd and by using the
utilisation rate from Beggs and Skeels (2006) with the raw utilisation rate and also the grossed up
utilisation rate based on the differential tax treatment of dividends and capital gains ($1 of
dividends are valued at 81c).
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Tax Office for unused tax credits. Prior to this change, investors that did not have
income to offset tax credits could not obtain a cash refund for unused imputation
credits.

It should be noted that the ACCC has considered all the information before it, not just
the Beggs and Skeel** study. However, the ACCC did heavily rely on the results of
this study given it is the most recent published academic Australian dividend drop-off
study and there is no compelling evidence indicating the study should not be relied
upon. In particular, the ACCC placed significant weight on the theta estimate of 0.57
from the study for the period 2001-04. The ACCC also notes that Telstra has been
given the opportunity to explain why the study is not reliable and has not done so.

In relation to the study by Handley and Mahasawaran,*® the ACCC remains of the
view that the percentage of imputation credits claimed by shareholders is relevant to
the determination of the utilisation rate and therefore gamma, because the reduction in
personal taxes is the ultimate source of value from credits. The ACCC also does not
consider the fact the study does not refer to the marginal investor is a valid reason to
exclude the study.

The ACCC notes that these two studies taken together combined with the rational
assumption that Australian domestic shareholders will demand tax credits be
distributed implies a fair value for gamma could be well above 0.50.

The ACCC also notes that Australian companies have increasingly used off market
share buybacks to stream franking credits to investors who place the most value on
them.** Such practice strongly suggests that franking credits will have value to
shareholders that should be reflected in share prices. Additionally, the ability to
stream franking credits to those shareholders who value them means that a greater
proportion of these credits can be utilised, with fewer credits distributed to foreigners.
This supports an imputation credit factor above zero. In response to Bowman on this
point,*2 the ACCC did not indicate streaming was unfettered or that it is of the
opinion that gamma is equal to one. However, the ACCC remains of the view that the
ability to stream imputation credits will be relevant to the market value of imputation
credits and this supports the view that imputation credits will have value to investors
that should be recognised in the share price. The ACCC also notes that Telstra
distributed over $1 billion in franked dividends via off share market buybacks in 2003
and 2004.#

%% D. Beggs and C. Skeels, The Market Arbitrage of Cash Dividends and Franking Credits, The
Economic Record, 82(258), September 2006.

%0 J, Handley and K. Maheswaran, A measure of the efficiency of the Australian imputation tax
system, The Economic Record, vol 84, no 264, March 2008.

®!  Board of Taxation, Review of the taxation treatment of off-market share buybacks, pp.7-8. The

ACCC notes that the final report from the Board of Taxation has not yet been publicly released.

%2 R.G Bowman, Comments on Reports of Response to Optus, Ovum and ACCC Draft Decision, 17

March 2009, p. 23.

%3 Bloomberg Data Service.
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The assumption under the CAPM is that all investors (in aggregate) determine the
value of assets and imputation credits in the market. As such, no one investor or
investor group is the marginal investor and the equilibrium value of imputation credits
is determined via a weighted average of all investors in the relevant market. Given
that domestic investors own a significant proportion of domestic equities, this
supports the ACCC’s view that the imputation credit factor is significantly above
zero. It should be noted in the context of Telstra, that the current level of foreign
ownership in Telstra is 18.5 per cent and accordingly implies a market wide estimate
of the value of gamma might be conservative.**

Overall, given the current academic studies that show franking credits do have market
value and the theoretical ability of firms to stream franking credits and realise value
from them, the ACCC reiterates its view from its Draft Decision that it does not
consider Telstra’s proposed imputation credit factor value of zero is appropriate or
that Telstra have provided sufficient evidence to support their view. The ACCC also
rejects as appropriate Telstra’s secondary argument for an imputation franking credit
of 0.355 based on the Hathaway and Officer study.®* The ACCC considers the use of
an imputation credit factor value of either zero or 0.355 to calculate Telstra’s pre-tax
WACC will lead to a pre-tax WACC estimate that is excessive. The ACCC also
considers that cascading claims on parameters is not appropriate.

The ACCC notes that in determining whether Telstra’s vanilla and pre-tax WACC is
appropriate it has used an imputation credit factor estimate of 0.5. The ACCC
considers that this may be conservative, based on its analysis and the AER’s WACC
Review which estimates the imputation credit factor to be closer to 0.65.%¢

Debt Beta

The debt beta measures the systematic risk of debt. It represents the amount of market
risk that holders of debt securities bear or are assumed to bear.

Submissions
Telstra
Telstra submits that a debt beta of 0.0 is appropriate.®®

In response to the ACCC Draft Decision, Telstra submits that the ACCC has accepted
Telstra’s best estimates in relation to the debt beta.**

%4 http://www.telstra.com.au/abouttelstra/investor/fags.cfm?categorylD=61 (Accessed 17 April 2009)

%5 R, Officer, and N. Hathaway, The value of imputation tax credits, Update 2004, November 2004.
%6 AER, December 2008 WACC Review explanatory statement, 2008, p. 340.

%7 The AER considers that the imputation credit factor could be higher than the 0.71 from the Officer
and Hathaway study once the value of imputation credits not immediately distributed is accounted
for in the estimates of payout rations.

%8 Telstra, WACC submission, 4 April 2008, p. 45.
%9 Telstra, Response to the ACCC’s Draft Decision, 23 December 2008, p. 95.
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Other parties
Ovum supports the use of a debt beta of 0.0.%°
ACCC view

Consistent with previous regulatory decisions**, the ACCC re-affirms its view
expressed in its Draft Decision®? that Telstra’s submitted debt beta of zero is
generally appropriate if used for both de-levering and re-levering equity betas.

Equity Issuance Costs

Equity issuance costs (EIC) are the fees associated with raising capital in the market
for an equity investment. Equity-raising typically involves a one-off cash flow, raised
from the proceeds of the equity offer.

Submissions
Telstra

Telstra considers that equity issuance costs will be incurred by a company to raise
equity capital. As the WACC estimate for the CAN is done as if the CAN was a stand
alone business, Telstra considers an allowance should be provided that permits it to
recover the costs it would be expected to incur in raising equity as if it was a separate
entity. %

Telstra requests an annual allowance of 0.4 per cent for EIC. This is based on the
estimates of the costs from a journal article® that estimates initial public offering
costs at 5.72 per cent and seasoned equity offering costs at 3.25 per cent. Annualised
over 35 years, Telstra states this gives an estimate for equity raising costs of between
27 and 47 basis points per year. Accordingly, Telstra recommends 40 basis points per
year. Whilst recognising that this is slightly above the mid point, Telstra considers
that this reflects the increased complexity of contemporary equity raising relative to
the costs when the empirical estimates were made.**

Other parties

Ovum notes the ACCC has previously indicated it is appropriate that EIC is
recovered, but not through the WACC.** Ovum also notes that in a recent

%0 Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 38.

%! For example, ACCC, Assessment of Telstra’s ULLS monthly charge Undertaking — Final decision,
August 2006, p. 122.

%2 ACCC, 2008 ACCC Draft Decision, November 2008, p. 110.
%2 Telstra, WACC submission , 4 April 2008, p. 45.
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I. Lee, S. Lochhead, J. Ritter and Q. Zhao, The Costs of Raising Capital, Journal of Financial
Research, Spring 1996, p. 59-74.

%5 Telstra, WACC submission, 4 April 2008.
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Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 41.
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arbitration,*” the ACCC did not include EIC in the WACC,** and concluded that EIC
should be set to zero.*®

Ovum notes that if equity issuance costs are allowed to be recovered in the WACC, a
point estimate of 0.26 per cent would be acceptable.*®

ACCC view

As stated in its Draft Decision,** the ACCC accepts that EIC may be incurred by an
entity when it raises equity capital. As such, when an entity incurs equity raising costs
it may be appropriate for the entity to be able to recover these costs. However, the
ACCC considers that equity raising costs should be recovered as a cash flow
(operating cost) allowance and not in the WACC.

The ACCC notes that no further submissions were received on this issue, and the
ACCC reaffirms its view that it is not equitable to compensate Telstra for costs it did
not incur. Therefore, the ACCC remains of the view expressed in its Draft Decision®?
that it does not consider Telstra’s argument for an allowance for equity raising costs
in the WACC will lead to a fair estimate of Telstra’s vanilla and pre-tax WACCs.

B.7.2 Reasonableness of Telstra’s WACC point estimate

Telstra has made two additional arguments about why their WACC estimate is
reasonable even if significantly above the ACCC’s estimate. These are:

(1) a range of reasonable WACC estimates exist due to estimation error and/or
framework error, and that this range is quite large; and

(2) there is an asymmetry in social consequences from errors in setting the WACC.
These arguments are discussed in turn below.

Reasonable range of WACC values

Telstra submits that there are a range of reasonable WACC values. Telstra argues that
this is due to two types of errors that exist when the WACC is estimated: estimation
error due to uncertainty with respect to the estimation of different WACC parameters
and other parameters associated with the CAPM; and framework error because of the
uncertainty about whether the CAPM is a suitable framework for estimating the cost
of equity as an input into the WACC. Telstra considers that as there is a reasonable
range of values for many input parameters to the CAPM, there will be a range of

%7 ACCC, Unconditional Local Loop Service Access Dispute Between Telstra Corporation Limited
(access provider) and PowerTel Ltd (access seeker), Statement of Reasons for Final
Determination, March 2008.

958

Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 41.
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%l ACCC, 2008 ACCC Draft Decision, November 2008, p. 111.

%2 ACCC, 2008 ACCC Draft Decision, November 2008, p. 111.
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estimates of the CAPM and the WACC. Telstra considers all estimates within this
range are reasonable.®*

Telstra submits that a number of studies have found that the CAPM does not
accurately predict the fair cost of equity capital and that a number of adjustments to
the CAPM could account for this. These include:

e the use of multi factor pricing models such as the Arbitrage Pricing Theory;

e adjustments for non-systematic risk that is not accounted for under the CAPM
framework;

e adjustments for asymmetric regulatory risk due to access seekers using the
asset only in good states of the world; and

e corrections for lost real options.®

Given this, Telstra argues that while it is difficult to quantify the amount to adjust the
CAPM for framework error, many of the factors show that the CAPM systematically
underestimates the required return on equity. Therefore, Telstra submits that the high
end of the range of reasonable WACC values is greater than the CAPM estimates and
that the ACCC should take these factors into account when determining if Telstra’s
proposed WACC is reasonable.*

ACCC view

As stated in its Draft Decision, the ACCC considers that generally there is a best point
estimate for each given WACC input parameter. In addition, as there are a number of
WACC input parameters, differences in estimates for individual parameters may, to a
degree, cancel out such differences so that the overall WACC estimates of different
parties' should be relatively close. Overall, even if there is some room for
disagreement on the overall WACC, as stated in its Draft Decision the ACCC
considers that this should be relatively small in magnitude in a competitive capital
market because the bidding process for projects should not provide an incentive to
over or under-estimate the cost of capital.®®

As noted in its Draft Decision,*" in terms of Telstra's proposed 'range of reasonable
WACC values', the ACCC considers that Telstra’s proposed WACC value is so far
above from what, having regard to all submissions, is appropriate that it could not be
within a reasonable range (if one exists). In particular, the ACCC notes Ovum'’s view
that Telstra’s proposed pre tax WACC of 16.46 per cent is very high.*® This compares

%3 Telstra, WACC submission, 4 April 2008, pp. 2-3.

%4 Telstra, WACC submission, 4 April 2008, p. 3.

%5 Telstra, WACC submission, 4 April 2008, p. 4.

%6 ACCC, 2008 ACCC Draft Decision, November 2008, pp. 111-112.
%7 ACCC, 2008 ACCC Draft Decision, November 2008, p. 112.

%8 Ovum, TEA model (v1.0) economic review, 6 August 2008, p. 51.
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to Ovum's estimate of an average awarded ULLS WACC of 11.83 per cent for a
number of European countries.®® As noted above, the ACCC considers that any
reasonable range (if it exists) would be extremely narrow in a competitive capital
market.

In response to Bowman’s statement that he has never encountered a range as small as
0.1 per cent, let alone 0.01 per cent,* the ACCC did not indicate it thought a range (if
it existed) would be 0.01 per cent or that there will not be estimation error when
estimating input parameters. However, the ACCC is of the view that firms in a
competitive market must use their best unbiased estimate of their WACC when
evaluating projects or they will not win the bidding for projects. Further, the ACCC is
of the view that market participants will generally use commonly accepted methods to
estimate their cost of capital or the cost of capital of a given firm. For this reason, the
ACCC remains of the view that estimates would normally be expected to be relatively
close together.

Overall, the ACCC is not of the view Telstra has estimated an unbiased estimate of its
cost of capital. Telstra appears to have systematically estimated extreme values for its
WACC input parameters in order to request the highest return possible. For example
Telstra has submitted an equity beta of over 1 (the market average) for a regulated
bottleneck asset with clear market power and lower proposed leverage than the market
as a whole based on a range of highly dubious arguments. The ACCC has used a
conservative estimate of Telstra’s equity beta to assess Telstra’s WACC and even this
very conservative equity beta estimate was nearly 20 per cent less than Telstra’s
proposed value.

In response to Bowman’s comment that the ACCC has not made a genuine attempt to
evaluate Telstra’s estimates, this is incorrect. It should be noted that the ACCC:

e has not ignored benchmarking;
e understands the difference between arithmetic and geometric averaging;

e has used what it considers is appropriate arithmetic mean MRP estimate for
evaluating Telstra’s WACC,;

e has used a conservative benchmark estimate of the equity beta in its final
evaluation;

e has clarified its position on first principles estimation; and

e has considered all the evidence on imputation credits including the arguments
about marginal foreign investors.

In relation to the ACCC’s use of a 40/60 debt to equity ration, the ACCC notes that it
is not material to their rejection of Telstra’s proposed WACC. The ACCC also

%% Ovum, TEA model (v1.0) economic review, August 2008, pp. 23 & 25.

90 R.G Bowman, Comments on reports of Optus, Ovum and the ACCC Draft Decision, 17 March
2009, p. 25.
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remains of the view that it is an appropriate estimation of the efficient debt to equity
ration for the CAN assets.

As stated in its Draft Decision, °* the ACCC also rejects the need to compensate
Telstra for any claimed lost real options. The ACCC consider that this is a claim for
compensation over a fair WACC. In addition, the ACCC does not consider that
Telstra has explained why an adjustment is fair or tried to quantify it.

Finally, Telstra suggests that other models exist that might account for risks Telstra
claim the CAPM does not accommodate for (e.g. the Fama and French three factor
model). However, Telstra has proposed the CAPM in support of their 2008
Undertaking. The ACCC reiterates its view expressed in its Draft Decision®? that
Telstra could have proposed a different model or shown that different models
indicated a higher required return on Telstra stock but it has not chosen to do so. The
ACCC’s view on this is unchanged from its Draft Decision®* in that its view is any
adjustment to the domestic CAPM or any asset pricing model needs to be
theoretically justified and not inconsistent with the pricing model proposed and
supported by market practice and quantified. In response to Bowman’s comments®
on framework error, it should be noted that the ACCC is not stating that no
framework errors exist, simply that adjustments for alleged errors must be shown to
be theoretically sound in the context used, empirically justified and supported by
market practice. However, Telstra has not provided the ACCC with sufficient
reasoning for its adjustment in the CAPM in support of its 2008 Undertaking.

Asymmetry in social consequences

Asymmetry in social consequences might occur for a regulatory decision when an
error by the regulator in one direction produces an inefficient economic outcome (due
to the error) that is different in economic magnitude to the economic outcome if the
error is in the different direction.

Submissions
Telstra

Telstra submits that there is an asymmetry in social consequences from over or under
estimating the WACC.*”

Telstra contends that underestimating the true WACC will result in long term costs to
society that are greater than the costs resulting from setting the WACC (and access
prices) too high. Telstra considers that setting the WACC too high will impose a cost
on consumers but that this is unlikely to have a detectable welfare effect on individual

1 ACCC, 2008 ACCC Draft Decision, November 2008, p. 117.
2 ACCC, 2008 ACCC Draft Decision, November 2008, p. 113.
% ACCC, 2008 ACCC Draft Decision, November 2008, p. 113.

% R.G Bowman, Comments on reports of Optus, Ovum and the ACCC Draft Decision, 17 March

2009, p. 27.
% Telstra, Weighted Average Cost of Capital, 4 April 2008, p. 5.
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consumers. This will also give a service provider an incentive to invest in
maintenance, innovation and improvement of the service. However, Telstra contends
that setting the WACC too low, even by a small amount, can result in serious long-
term economic consequences, including threatening the viability of the provision of
the service. Therefore, Telstra submits the consequences of WACC estimation error
are asymmetric and an uplift should be made to the WACC to reduce the risk of
underestimating the true WACC of the regulated business.*”

Telstra suggests that the ACCC must assess the degree to which it considers the risk
of asymmetry of social consequences and make an uplift to the point estimate of the
WACC in light of this assessment. Telstra contends that the greater the social
consequences of underestimating the WACC relative to overestimating it, the greater
the uplift should be. Telstra states that setting the allowed WACC one standard
deviation above the point estimate will mean there is an 83 per cent chance that the
allowed WACC will not lead to adverse social consequences. However, Telstra
submits that the ACCC may wish to give a greater uplift to their WACC than one
standard deviation.*”

In response to access seekers, Telstra submits that the rationale for Telstra’s point
estimate for the WACC being above the mid-point was not due to a mark-up applied
to off-set asymmetric consequences of mis-estimating the WACC. Rather, Telstra
submits that the parameters have a central tendency above the mid-point of their
individual recommended range.®®

Telstra also reject Optus’ argument that a large proportion of the network is sunk and
that mis-estimating the WACC will not affect investment decisions, for that sunk
asset. Telstra submits that this argument ignores the annual augmentation to the
network to maintain effective operability of the CAN to which access seekers are
interconnected. Telstra concludes that a downwards mis-estimation of the WACC
would jeopardise network capability and be contrary to the LTIE.*™

Other parties

Optus stated that the ACCC’s 2008 ULLS pricing principles® do not make an
allowance for asymmetric social consequences of underestimating the WACC. It
contends that the WACC should be set no higher than the mid point of the range.
Further, due to the sunk nature of the CAN network Optus argues that the investment
decision is irreversible and the WACC will not affect the investment decision. In
addition, it contends that small errors in the estimate of the WACC will not stop
investors from providing funds.**

%6 Telstra, Weighted Average Cost of Capital, 4 April 2008, pp. 5-6.

7 Bowman, Report on the appropriate WACC for services provided on the CAN, May 2007, pp. 67-
68.

%% Telstra, Response to Access Seekers, 18 November 2008, p. 71.

% Telstra, Response to Access Seekers, 18 November 2008, p. 71.

%0 ACCC, Unconditioned Local Loop Service Pricing Principles and Indicative Prices, June 2008.

981

Optus, Response to the ACCC’s discussion paper, August 2008, p. 57.
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ACCC view

As stated in its Draft Decision,*? the ACCC is not convinced there is an asymmetry in
social consequences of over or under estimating the WACC. The ACCC does not
agree that there is unlikely to be a detectable effect on individual consumers from
setting the WACC too high or that this is in their long term interests. In addition,
given the sunk nature of the investment in the CAN, the ACCC believes Telstra
should have a strong incentive to continue investing in maintenance at least sufficient
to provide the current ULLS service. This might imply that, in fact, any social
consequences would be greater from overestimating the WACC than from
underestimating it.

Further, under the ACCC’s current application of TSLRIC+, the return on existing
network (ULLS price) is intended to promote efficient build /buy decisions.®® The
ACCC believes that setting too high a return on an existing network may deter
efficient decision-making under the TSLRIC+ approach.®

Overall, the ACCC is not satisfied that there will be asymmetric social consequences
from setting too low a WACC versus setting too high a WACC. Bowman and Telstra
have not provided sufficient evidence to satisfy the ACCC that any adjustment to the
WACC is appropriate.

In assessing the 2008 Undertaking the ACCC has used a nominal vanilla WACC of
8.83 per cent, which equates to a implied nominal pre-tax WACC of 9.64 per cent.

B.7.3 International WACC estimates

Ovum, as part of their Economic Review, examined the treatment of the WACC in a
range of counties worldwide. In undertaking this comparison Ovum compared the
pre-tax nominal WACC in selected countries and of individual parameters to those
submitted by Telstra.*®

Ovum notes in their Economic Review that Telstra’s WACC of 16.46 per cent is the
highest among the countries examined and significantly higher then the next highest
country, Portugal, who has a WACC of 10.38 per cent. When applying a WACC of
10.38 per cent, ceteris paribus, the ULLS cost falls to $36.02,%73 per cent of the
TEA models original value.®®” This demonstrates the effect a disproportionately high
WACC can have on ULLS costs and that Telstra’s WACC may be misleading as the
benchmarked countries were chosen because of their resemblance with Australian
conditions.

%2 ACCC, 2008 ACCC Draft Decision, November 2008, p. 114.
%3 ACCC, 2008 ACCC Draft Decision, November 2008, p. 34.
%4 ACCC, 2008 ACCC Draft Decision, November 2008, p. 51.

%5 Ovum, Economic Review, August 2008, p. 23.

%6 This is based on version 1.1 of the TEA model.

%7 Ovum, TEA Model (v.1.0) economic review, August 2008, p. 23.

248



Ovum acknowledges in its report that the WACC of the comparative countries
included country specific elements such as inflation, interest rate risk and different
MRPs. To neutralise the effect of country specific elements on the WACC, Ovum
removed issuance costs (because it is not included in all WACC calculations and is
country specific) from the WACC, and isolated the effects of risk-free rates in an
comparison between Finland, Ireland, Spain, Sweden, UK, Denmark, France and
Luxembourg. This brought the average WACC for these countries to 9.76 per cent,
which is substantially lower than Telstra’s equivalent of 16.01 per cent.

Figure B.7.1: Comparison of the impact of WACC parameters

18%

16% A Impact of other
14% A parameters

W Impact of risk-
12% A free rate 8.23%

10% -
8% -
6% -
4% A

5.07%

2% -

0% -~
Average in other Telstra's estimate
Countries

Source: Ovum, TEA model (v.1.0) economic review, 6 August 2008

Ovum also noted the difference between each individual parameter inputs provided by
Telstra and the range in selected countries.

Table B.7.2: Fixed Networks pre-tax Nominal WACC Parameters in selected
countries
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WACC parameters

Range in selected

Telstra’s estimates

countries
Risk-Free Rate 3.40% - 4.75% 6.33%
Debt Risk Premium 0.50% - 1.55% 1.95%
Debt Issuance Cost 0% 0.15%
Cost of Debt 3.94% - 6.30% 8.43%
Market Risk Premium 3.75% - 6.7% 7%
Equity Risk Premium 3.75% - 6.70% 7.0%
Equity beta 0.560 - 1.380 1.028
Equity Issuance Cost 0% 0.40%
Cost of Equity 7.16% - 10.46% 13.93%
Debt Ratio 16.8% - 50.0% 30%
Tax 12.50% - 34.93% 30%
Imputation factor 0 0
Sources:

Ovum, Telstra Efficient Access cost model — International WACC benchmark, 28 January 2009

Telstra, Telstra’s Ordinary Access Undertaking for the Unconditioned Local Loop Service, 23
December 2008

Ovum, TEA model (v.1.0) economic review, 6 August 2008

From the above, Ovum observes that the Telstra debt and equity risk premiums, and
debt issuance costs are very high compared to other countries.

Submissions

Telstra

In response to Ovum’s report, Telstra submit that despite recognising the issues with
international comparisons Ovum makes no adjustments for country specific factors
other than risk-free rate and issuance costs®®. Telstra submit that Ovum’s comparisons
are simplistic and misleading.

Telstra submits that to meaningful comparisons adjustments should include, but are
not limited to:

e neutralising the effect of international differences in corporate tax rates®

988

Telstra, Response to Ovum, 5 December 2008, p. 28.

989

Telstra, Response to Ovum, 5 December 2008, p. 28.
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standardising the risk-free rate which varies due to macro-economic and other
country specific factors®®

standardising the MRP, which depends on market characteristics and varies across
countries and **

modifying the DRP to remove the effect of the internationalisation of the US sub-
prime crisis. *2 This is because the WACC estimate is for assets valued as of 1
January 2008, before the unfolding of the event. The crisis should hence be
irrelevant in the WACC estimates referenced by Ovum.

Telstra submits that following the adjustments outlined above being taken into
account, Telstra’s comparable WACC is just over 8 per cent and considers that its
WACC estimate is reasonably close to international benchmarks®®,

Ovum

In response to Telstra’s comments Ovum have provided an advisory note to the
ACCC - International WACC Benchmark. In this advisory note, Ovum steps though
each of Telstra’s adjustments, but with what Ovum considers is correct data.**

Ovum has made five adjustments regarding:

tax rates

Like Telstra, Ovum adjusted the vanilla WACC estimate to a post-tax WACC** of
11.52 per cent**®. Ovum notes that to convert the comparator countries to a post-tax
WACC they have used the tax rate considered in each regulatory decision, rather
than the corporate tax rates sourced from the OECD, like Telstra used.

issuance costs

Ovum notes that Telstra has adjusted the WACC estimates in order to exclude the
impact of debt and equity issuance costs, as these have not been incurred in other
countries benchmarked. Ovum notes that Telstra concludes that their WACC is
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996

Telstra, Response to Ovum, 5 December 2008, p. 28.
Telstra, Response to Ovum, 5 December 2008, p. 38.
Telstra, Response to Ovum, 5 December 2008, p. 34.
Telstra, Response to Ovum, 5 December 2008, p. 37.

Ovum, Telstra Efficient Access cost model — International WACC Benchmark, 28 February 2009,
p. 2.

R.G Bowman, Comments on Reports of Optus and Ovum and the ACCC Draft Decision, 17 March
2009, p.2, paragraph 7-vanilla WACC is a form of post-tax WACC because the impact of interest
expense is included in costs, rather than in the WACC formula.

Ovum, Telstra Efficient Access cost model — International WACC Benchmark, 28 February 2009,
p. 4.
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reduced to 11.21 per cent when excluding issuance costs. Ovum notes that this is
still substantially above comparator countries when only this input is changed®*’.

risk-free rates

Ovum notes that Telstra submits that the government bond yields in Australia have
been consistently higher than bond yields in most comparator countries. Telstra
selected the year 2003 as the estimate they considered that Ovum used in its
European Economics study authored in May 2004. Ovum notes however, that the
European Economics study authored in May 2004 is not relevant to the
benchmarking analysis as it considers a different data set to the one presented in
for the risk-free rate. Ovum therefore has adjusted the risk-free rate of both Telstra
and the comparator countries to use 2006 data as the benchmark year. Ovum notes
that if Telstra were operating in Europe, their risk-free rate would be 3.8 per
cent®®. Accordingly, the WACC decreases to 8.93 per cent*®.

MRP

Ovum notes that the sample range for MRP in the benchmarked countries is
between 3.75 and 6.70 per cent, with an average of 5.22 per cent. Ovum notes that
if this average MRP is considered and applied to Telstra’s WACC, it drops from
8.93 per cent to 7.64 per cent.’®

DRP

Ovum notes Telstra’s comments in relation to the DRP having potentially risen due
to the US sub-prime mortgage market and the resulting credit crisis. However,
Ovum notes that a forward-looking DRP may included the impact of the credit
crunch when other recent regulatory decisions have not taken this into account.*

Ovum also notes that unusual and temporary events should not be taken into
account when calculating a forward looking value. Ovum notes that if Telstra’s
long term DRP has increased due to the recent financial crisis, then it should be
adjusted downwards to make it comparable to the other benchmark countries. 1
Ovum notes that this could be achieved if the DRP for Telstra was considered
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Ovum, Telstra Efficient Access cost model — International WACC Benchmark, 28 February 2009,
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Ovum, Telstra Efficient Access cost model — International WACC Benchmark, 28 February 2009,
p. 6.
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Ovum, Telstra Efficient Access cost model — International WACC Benchmark, 28 February 2009,
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Ovum, Telstra Efficient Access cost model — International WACC Benchmark, 28 February 2009,
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equal to the average DRP for the other countries — thereby making it 1.03 per cent
rather than 1.95 per cent.® The adjusted WACC is therefore 7.45 per cent.1

Ovum concludes by noting that by making these adjustments Telstra’s WACC is still
the highest among the comparators in Europe, but in this instance is reasonably close
to international benchmarks.*® Ovum does caveat this result however, noting that this
analysis has used international averages, meaning that the results will be driven closer
to the international average WACC.*%

ACCC view

The ACCC notes the evidence both from Ovum and Telstra in relation to international
comparisons. However, the ACCC does not consider the international comparisons of
the WACC are material to the ACCC’s view of whether the Telstra submitted WACC
is reasonable or that it is in the LTIE.

B.7.4 Global Financial Crisis

Submissions
Telstra

Bowman submits that the Global Financial Crisis (GFC) has had a significant impact
on Australia in many dimensions, including for the determination of the costs of
capital for all businesses. Parameters affected would be the risk free rate, DRP,
issuance costs of debt and equity, gearing, MRP and system risk.*”

Bowman submits that because the WACC estimate for the CAN related assets is for
assets valued as at 1 January 2008, before the GFC unfolded, that this crisis is
irrelevant to the estimation of the WACC for the 2008 Undertaking.*®

ACCC view

As the ACCC has noted previously, there has been a significant change in the
economic conditions since Telstra lodge this Undertaking in March 2008. Where there
is robust evidence to support a departure from previously supported parameters, the

1003 OQvum, Telstra Efficient Access cost model — International WACC Benchmark, 28 February 2009,

p.9.

1004 Qvum, Telstra Efficient Access cost model — International WACC Benchmark, 28 February 2009,
p.9.

1005 Oyum, Telstra Efficient Access cost model — International WACC Benchmark, 28 February 2009,
p.10.

1006 Oyum, Telstra Efficient Access cost model — International WACC Benchmark, 28 February 2009,
p.10.

R.G Bowman, Comments on reports of Optus and Ovum and the ACCC Draft Decision, 17 March
2009, pp. 31-32.

R.G Bowman, Comments on reports of Optus and Ovum and the ACCC Draft Decision, 17 March
2009, pp. 31-32.
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ACCC will consider this evidence. Accordingly, the ACCC has considered the 2008
Undertaking WACC parameters based on the current economic conditions, where
there is evidence to support an adjustment to the input values.
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B.8 Depreciation

Depreciation, in a regulatory context, is the return of capital to the regulated firm. The
return of capital can occur at any time over the life of the regulated asset. However,
the return on capital and return of capital should be calculated consistently to ensure
fair compensation over the life of the firm’s assets.

In a forward-looking implementation of TSLRIC+, there are no incurred depreciation
expenses as a separate explicit allowance because assets are valued at their
replacement cost. However, in a regulatory context it is still necessary to spread the
cost of an asset over a period of time, often over the economic life of the asset.
Consequently, most TSLRIC models annualise the replacement cost of assets
according to their expected economic life.

The ACCC notes that the TEA model uses straight line (accounting) depreciation.
The default asset values provided by Telstra are summarised in the table B.8.1 below.

Table B.8.1 Summary of Telstra’s default asset values

Life Capital asset
Information Technology
5 or less Software
IEN Software

Switching Software
Copper Cables-Distribution
Copper Cables-Main
Multiplexing Systems
Radio Equipment-CAN
Network Management
Building Fitouts

Power Systems

Other Indirect (Fleet, etc.)
SDH Transmission Equipment
Radio Transmission

Local Switching

Radio Spectrum

Misc. Transmission

Ducts & Pipes-Distribution
Lead-Ins

Support Structures

Optical Fibre Cables

Ducts and Pipes-Main
Network Buildings
Buildings

21-30

31 or longer

Source: TEA model version 1.3

For the purpose of calculating the TSLRIC+ for a particular year or years, the TEA
model annualises capital costs. This is achieved by ascertaining the capital cost
factors by determining the depreciation (return of investment outlay) and return on
capital (WACC return) for each year of the asset’s life assuming straight line
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depreciation. Following this, it is then converted into a flat annuity payment (the
capital cost factors).

Telstra's adoption of a flat annual annuity assumes constant nominal cash flows over
the life of the assets. A flat annuity is in effect a tilted annuity with a tilt of zero.

The flat annuity formula can be used to calculate the required annual annuity payment
that will recover the present value of an asset’s purchase price in equal annual sums
over the life of the annuity. This will include compensation for both the return on
capital (i.e. WACC) and a return of capital (i.e. depreciation).

For an ordinary (flat) annual annuity where payments are at the end of each year, the
formula is:

Annual Payment  Annnual Payment Annual Payment
rdinary Annuity = (1+ r)l (1+ r)z et (1+ r)n

1r O]

PV,

@

= Annual Annuity Paymentx[1— @ !

+r)"

In contrast, a tilted annual annuity calculates the present value of a stream of annual
cash flows that increase at a fixed percentage per period (or tilt):

First Annual Payment  First Annual Payment x (1 + tilt)* N

PV, = i
TiltedAnnuity (1+ I’)l (1+ r)z
First Annual Payment x (1 + tilt)"? 9
@+n"

The tilted annuity formula can be used to calculate the correct initial annual payment
that will increase at a fixed percentage per period to recover the present value of an
asset’s purchase price over the life of the annuity. Under the curent regulatory
framework where optimal asset values will be recalculated each time an undertaking
is submitted, a tilted annuity can be used to account for the expected change in the
asset value.

Submissions
Methods of valuing assets over time
Telstra

Telstra submits that because of the difficulties involved with measuring economic
depreciation, straight line (accounting) depreciation should be considered reasonable
under the statutory criteria for the following reasons:

= it is a common (if not universal) method of depreciation adopted by
telecommunications firms in Australia;

= the ACCC considers straight-line depreciation appropriate in other industries
such as aviation, electricity, gas, rail and water industries, for assets that are
similar in nature to Telstra’s ducts, pipes and copper cables;
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= NERA in a report for the ACCC in 1999 commented that “straight line
depreciation is a reasonable proxy for assets where there is little technical
change...”;®

= straight line depreciation is considered both reasonable and consistent with the
legislative criteria according to Ergas in his report for Telstra;**°

= the Australian Government adjusted their methodology for calculating
depreciation for tax purposes and has made it closer to economic depreciation,
by allowing for further front loading of the profile; and

= straight line depreciation has the benefit that it is objective and verifiable as it
does not rely on forecasts and predictions which other methods do.**

Telstra submits that a flat annuity approach to calculating capital costs is reasonable,
as it results in the present value of the annualised capital costs (properly excluding tax
expenses) being equal to the initial investment cost. Hence, Telstra asserts there is no
over or under recovery of investment costs using this methodology.**

Telstra contends that a tilted annuity methodology in contrast requires applying
economic values on main ducts and pipes requiring forecasts for copper price trends
over the next forty years — which Telstra submits to be the life of those assets.***
Telstra, in response to the ACCC’s Draft Decision notes that, under a tilted annuity
approach, the network cost component of ULLS prices would need to increase from
$9.81 to approximately $68 per SIO