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Section 1. EXECUTIVE SUMMARY

11

1.2

1.3

1.4

1.5

In developingthe final FAD for fixed line services the ACCChas areal opportunity to
stimulate further competitionin the fixed line marketand to deliverlower prices for
consumers.

Data available inthe Draft Decision suggest thatthere is strong case for prices to decline
based on the tangible fact that:

(a) Depreciation and amortisation costs will be reduced as some of the legacy fixed line
assets are fully depreciated;

(b) Data presented by Telstrashows that capex and opex costs were overstatedinthe
previous regulatory period and should be lower; these costs should decline further as
Telstrareducesits spend onits legacy fixed line infrastructureas it sweats these
assetsinthe transitiontothe NBN;

(c) The cost of capital Telstrafaces should be lowerreflecting reductions ininterest
rates; and

(d) Whilstdemandis reduced with the impact of the NBN, the impact on unit prices
should be fully offset since costs are reduced as assets are decommissioned and/or
demandshiftsto Telstra’s NBN related services.

In setting the draft prices the ACCC has largely relied on dataand modelling provided by
Telstra. This data has resulted in prices being made stable. However, itis clear from the Draft
Decision thatthere are considerable problems with the Telstra data. Section after section of
the Draft Decision identifies concerns the ACCC has with the data presented by Telstra,
including that:

(a) It is not satisfied that the opex or capexis prudent;

(b) It is not satisfied that some of the claimed costs relate to the declared fixed line
services;

(c) The appropriateness of many of the cost allocations cannot be properly verified;

(d) A numberof Telstra’s forecasts do notappearreasonable, being based on historic
trends that are most unlikely to be maintained inthe transition to the NBN; and

(e) Costsappearresilientinthe face of dramaticchangesto demand.

Further, these concerns are reinforced by the advice provided to the ACCC’s by its
independent advisor, WIK-Consult. WIK-Consult considers Telstra’s forecasts and assertions
to be “arbitrary”, “problematic”, “highly implausible” and “not appropriate.” WIK-Consult
also advised that Telstra “haveincentives (and possibilities) to distort its expenditure
forecasts compared to values that are efficient and prudent.” Access seekers should not be

penalised by the ACCCsimply acceptingthese “discretionary decisions by Telstra”.

As a resultof its concerns, WIK-Consult recommends that the ACCCadopts a different
approach which provides less discretion to Telstrain determining key modelling
assumptions. WIK-Consult observed that correcting for the identified errorswould lead toa
price declineinthe regulated rates.
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1.6

1.7

1.8

Thereisa clearsense that Telstra has formulated its dataina mannercalculated toincrease
access prices. Telstra has submitted several iterations of its data (including afterthe release
of the Draft Decision), each of which has resulted in more costs being allocated to regulated
servicesandlesstoits retail services. Further, its claims that costs are unresponsivein the
face of significant changesin demand defies commercial logic, since it suggests either that
Telstra has little control overits expenditure orthatit would be prepared to see maintain
expenditure at the cost of reduced margins. Neitheris plausible.

Itisclear fromthe Draft Decisionthatadjustments will need to be made to the current
modelling to deliver price outputs that are consistent with the fixed principles and are legally
sound. These adjustments are not controversial but they will materially lower the draft
access prices that have been artificially inflated by Telstra.

In developingafinal price ruling Optus recommends that the ACCC adopt the following
changes— the majority of which are consistent with the recommendations set outinthe
WIK-Consultreport;

(a) In setting access prices the ACCCshould place limited weight on investment
incentives and focus on end-user outcomes since the NBN policy settings (which
guarantee thatroll-out and customer migration will occur) means thatlegacy access
priceswill notimpacton NBN investmentincentives.

(b) The NBN compensation payments should be assumed to adequately compensate
Telstrafor any loss of scale due to the transition tothe NBN.

(c) The FLSM should be corrected to include disposal of assets resulting from NBN
migration consistent with the ACCC’s own policy statement. For practical purposes
this could be achieved through inclusion of NBN SIOs and trafficin the cost allocation
factors.

(d) The cost allocation approach proposed by Telstrashould be amended to better
reflectthe allocation of costs to regulated fixed lineservices, non-regulated fixed line
services, NBN and otherservices.

(e) The costs of unused orunderutilised building space as a result of NBN migrations
should notbe allocated to regulated services. This can be achieved through asset
disposal or cost allocationto NBN.

() The costs associated with transmission assets should be allocated on a per Mbps
basis; and demand driven transmission allocated to non-regulated FLS.

(g) The costs of empty orunderutilised ducts should not be allocated to regulated fixed
line services, buttreated asan NBN-related asset disposal.

(h) Telstra’s forecast ULLS SIOs have been overstated and should be adjusted downwards
to reflectdeclining growth not linear growth.

(i) Voice call volumes should include calls originating and terminating on Telstra NBN
access lines, as all voice services will continueto use core voice assets.

() The costs associated with data services should reflectthe likely usage of relevant
assets by Telstra’s NBN services —as the majority of core data assets are used by all
Telstraend-usersirrespective of the access technology.

(k) Only capex forecasts deemed to be prudent and efficient should be included in the
FLSM. In the absence of justifiable evidence, Telstra’s forecast should be rejected and
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1.9

1.10

111

the ACCC should have the flexibility to set capex forecasts forthe next regulatory
period by takinginto account historictrends, as observed overthe last regulatory
period.

(N Only opex forecasts deemed to be prudent and efficient should be included in the
FAD. In the absence of such evidence, Telstra’s forecast should be rejected and the
ACCCshould set opex forecasts for the nextregulatory period by takinginto account
historictrends, as observed overthe last regulatory period, albeit adjusted forthe
cleardecline in demand that will result from NBN migration. Historictrends show
that opex forecasts should be declining overtime and this declineshould accelerate
with the rollout of the NBN

These changesinwhole orin part will resultina reductionin access charges (at leastinthe
order10%). Optus submits that loweraccess prices are the only outcome that would be
consistent withthe longterminterest of end-users and the fixed principles. Itis also the only
outcome that will avoid the risk of Telstra over recovering costs, particularly in light of the
considerable compensationit willreceive onthe impact of the NBN to its legacy network.
The ACCC should embrace this opportunity to reduce access prices and delivertangible
benefitsforconsumers.

Finally, on apractical point Optus notes thatit may be difficult forthe ACCCto accommodate
some of the above changes withinits constrained timeline. This is espe cially the case for the
requirementto set alternate capex and opex forecasts, which would in any eventrequire
furtherindustry consultation. An option availableto the ACCCis to make those changesthat
can be accommodated within the timeframenow and revisitthe FAD within ashortertime
period. Thisshould lead to a material reductionin access prices that should benefitend-
users.

Optusrecommendsthe ACCC makes afinal FADfor a two year period covering FY2016 and
FY2017. The ACCCshouldimpose a10% reductioninregulated rates, consistent with the
findings of the expert opinions of Frontier Economics and WIK-Consult. The proposed rates
are below.

Figure 1 Summary of draft FAD prices for the declared fixed line services

Current Charges Proposed Charges

(2011 FAD) (10% reduction)

ULLS B1-3 S perline permonth 16.21 14.59
ULLS B4 S perline per month 48.19 43.37
WLR S perline permonth 22.84 20.56
FOAS & FTAS cents per minute 0.95 0.86
LCS cents per call 8.90 8.01
LSS S perline permonth 1.80 1.62
WADSL 71 S perport permonth 24.44 22.00
WADSL 72/3 S perport permonth 29.66 26.69
AGVC/VLAN S per Mbps per month 32.31 29.08
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Section 2. APPROACH TO SETTING ACCESS PRICES

2.1 The pricing decisions inthis FAD Inquiry need to balance the interests of end-users (promote
competition, lower prices, increased usage) and the longer-term interests (ongoing access to
services, reinvestment, new products and services, new networks) of access providers.

2.2 The requirementto promote competition, e.g. though lower prices, are bounded by the
requirementto coverthe direct costs of providing access and the legitimate commercial
interests of access providers. Longerterm interests, such asadequate returnto encourage
investment, are bounded by concepts of efficientinvestmentand long term competition by
access seekers. Optus has consistently put forward the position that the factors surrounding
the transition to the NBN and payments to Telstraremoves the need for the regulatorto set
pricesto promote investmentin copper fixed line services —the networkis being transferred
to NBN Co or beingshut down. Thereisno relevant build-buy decision anymore. Thisview is
supported by the ACCC’s expert advisors WIK-Consult, who observed:

Pricing decisions forthe legacy copper network infrastructure do not have any
immediateimpact on the investment decisions regarding the NBN and the incentives for
such investments. The NBN investments are conducted by NBN Co, a governmentally
owned and funded entity under an ongoing, predefinedand incentivised roll-out plan.’

2.3 The incentives for competitive and efficient outcomes may also be compromised in markets
where thereisa cleardominant provider. Since, “By leveraging such market power into
otherwise competitive parts of the supply chain or related industries, a private firm’s conduct
in such circumstances may provide poor outcomes for competition and efficiency.”” Assuch,
the unique conditions under which this FAD will operate cannotbe ignored.

2.4 The over-riding factor, therefore, is whetherthe pricesin the FAD promote competition
duringthe transitional period. WIK-Consult again observes that the focus of fixed line pricing
should be on how to make best use of legacy infrastructure solongasitis inplace,andto
compensate Telstraforthe cost of the legacy network whichis usedto provide regulated
services.’ Optus agrees with this approach.

2.5 To facilitate this outcome, Optus believes that:

(a) The ACCC should adoptits stated position on the treatment of NBN-Telstra
compensation and impact of asset disposals and shared usage with NBN Co.

(b) Any change to the current pricing structure foreach of the declared fixed-line
services should be subject to a cost-benefitanalysis to ensure that end-users are
made better off.

2.6 Finally, Telstra’s proposed alternative to set access prices outside the FLSMshould be viewed
with considerable caution.’ Notwithstanding the review of anumber of key FLSM inputs

! WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.34

2 ACCC, 2014, Reinvigorating Australia’s Competition Policy, ACCC Submission to the Competition Policy Review, 25
June, p.38

3 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.34

* In December 2014, Telstra released an updated FLSM incorporatingtheir proposed amendments to the model
inputs. This was largelyin supportof the Telstra submissions to the Fixed Line FAD submissions previously
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discussed elsewherein this submission; setting prices outside the FLSMframework would
break the causal link between prices and costand is likely to create asignificant risk of cost
overor underrecovery.

Impact of NBN on fixed line pricing

2.7

2.8

2.9

2.10

211

2.12

As discussed throughout this submission, NBN rollout assumptions will be akey driver for
determining the relevantdemand and cost allocation factors to be applied to the declared
fixedline services subjecttothis FADinquiry.

Optus notes that while the rollout of NBN impacts on demand forecasts, there isno
consideration of NBN payments that Telstra will receive in return for the migration of
customers, disconnection and transfer of assetsto NBN.

The ACCC published aposition statement on the treatment of the Telstra-NBN Co
arrangements. The ACCC has stated that the impact of the Telstra-NBN Co arrangements
would be taken into account and would make specificadjustmentsto accountforthe
associated transactions.” The ACCC stated it would account for transactions under the
Revised Definitive Agreements (revised DAs) as follows:

(a) Assetssold to NBN Co — to be treated as asset disposals;
(b) Assetsleased to NBN Co — to be takenintoaccount in the cost allocation framework;

(c) Decommissioned orassets utilised to a lesser extent —regulatory values of
decommissioned assets to be removed, and appropriate reductionin the share of
assets utilised toalesserextent fromthe cost base.

The Revised DAs were announced on 14 December 2014 and it remains unclearto what
extent (and how) the various transaction types will be taken into account by the ACCCin the
FLSM. For example, [CiC],

Optus strongly supports the implementation of the ACCC’s NBN position statement and the
adoption of WIK-Consult’s expert advice. The FLSMmust be corrected to include asset
disposals. Itis notfeasible to forecast that demand will fallby [CiC] and there will be no asset
disposals. Inthe absence of verifiable and credible evidence on asset disposals overthe
model period, the FLSM could use NBN SIOs as a proxy value. Thatis, allocating value of
assetsto NBN usingSIO as the driverwill have the same impact as accurately forecasting
assetdisposals.

In addition, the FLSMmustalso include NBN services as a distinct asset category as per the
advice of WIK-Consult. There is little doubt that assetsincluded in the FLSMwill be used
either exclusively orjointly to support Telstra’s retail and wholesale services onthe NBN. The
use of NBN SIOin the CAN cost allocation will go along way to addressing these concerns.
Thisissue is addressed in more detail in section 3.

Compensation for declining demand

2.13

In the 2011 FAD the prices forthe declared services were not adjusted to reflect declining
demand. Thisreflected the position that Telstrashould not be compensated eitherforloss of

provided — itincludes theincorporation of Telstra’s Fully Allocated Cost (FAC) Framework for costallocation,and
the reasoningfor Telstra’s proposed one-off uniform price uplift for the regulatory period. It was the release of
this model which provided one of the firstopportunities for access seekers to review the interactions of Telstra’s
various proposals.

> ACCC, 2014, Position statement on the treatment of the Telstra-NBN Co arrangements, October, p.v
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2.14

2.15

2.16

2.17

2.18

market share resulting from competition or the fact that customers were choosing
alternative products. There has been no change in the relevant policies/legislation sincethe
2011 FAD which would justify altering this conclusion.

More notably, firmsin competitive industries are not protected from the impact of declining
demandinterms of theirability to recover costs. Regulated firms should not be treated as a
special case.

Declining demand will come from three sources during the period of this FAD; due to fixed
competition; due to use of alternative technology; and migration to NBN. However, the
removal of fixed lineservices to NBN continues to be the largest single driver of declinein
the demand forfixed line services overthe model period.

Eventhoughthe migration of servicesto NBN may be reflected in the form of declining
demand, the asset base does not reflect this same decline —leading to higher costs of supply
being borne by the remaining subscriber base. Under the currentassumptionsinthe FLSM,
Telstrais arguing that the roll-out of the NBN, and the transfer of SIOs, has no impact on the
number of copperlines, transmission assets, capacity of switching equipment or DSLAMs, or
any otherassetinclude inthe model. Thisisimplausible and clearly inconsistent with known
facts.

Optus agrees with the conclusion of WIK-Consult that the Telstra-NBN Co payments
adequately compensate Telstraforany loss of scale due to the transition to NBN. WIK-
Consult observesthata “rationaloperator [would] request to be compensated for any costs
of stranded assets (which could also be an overcapacity) due to the migration to NBN”. A
rational operatorwould then allocate the costs of stranded assets and excess capacity to
cooperating with NBN®—as should the FLSM.

There is therefore no justification forany form of compensation fordecliningdemand
through higheraccess charges.

Access prices that promote the LTIE

2.19

2.20

Telstrahas proposed three separate scenarios for the recovery of its fixed line service costs,
as allowed underthe FLSM:

(a) Scenario A— Optimised result for aone-off uniform price liftapplicableto all services.
The aggregate resultin the total revenue generated overthe five year period set
equal to the total revenue requirement determinedin the FLSM.

(b) Scenario B —Single non-uniform price uplift based on averaged revenuerequirement
perservice overfour-year period to FY2019. The aggregate resultin the total revenue
generated overthe five year period setequalto the total revenue requirement
determinedinthe FLSM.

(c) Scenario C—Optimised result forglide-path applied equally to all services. The
aggregate resultin the total revenue generated overthe five year period set equal to
the total revenue requirement determined in the FLSM.

Optus notesthat while each scenarioresultsin the cost recovery equal to the total revenue
requirement determined in the FLSM, the impact on access prices forindividual services
varies considerably.

o WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.24
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221

2.22

The Draft Decision has adopted a similarapproach to Telstra’s ‘Scenario A’ adjustment
described above. Thisrepresentsacleardeviation from the cost-based prices setoutin the
draft FLSM figure 2.

Optus recommends that the ACCCshould assess the impact of changing from a cost-based
charge to an average charge for each service and determine the end-user cost and benefit. It
isimportantto note that not all serviceswillhave the same impact on end-users over the
period of the FAD.

Figure 2

[CiC]

Source:

2.23

2.24

2.25

2.26

In addition, adoption of the proposed Draft Decision chargesis likely to lead to significant
overrecovery of Telstra’s costs over the next few years. The ACCC, WIK-Consult, access
seekers and Frontier Economics have all raised serious concerns over the cost forecastsand
cost allocations. There is near unanimous opinion that the proposals put by Telstraare
neitherprudent norefficient, and are inconsistent with the legislative provisions.

Optus, otheraccess seekers and Frontier Economics have proposed aninterim solution while
the significant problems identifies are being addressed by the ACCC. The scope and serious of
the identified flaws meansitis notfeasibleto meetthe ACCC’sintended timetable for
finalisation of the FAD.

The questionis what charges should be setfor the short term. Optus does not support
adoptingthe charges proposed in the Draft Decision. The proposed Draft Decision ‘average’
chargeswill resultin Telstrarecovering revenue far in excess of the costsincurred. Figure 2
comparesthe individualaccess prices asdetermined in the Draft Decision FLSMfor FY15 to
FY17’ and the average charge proposed in the Draft Decision.

This clearly shows that Telstrawill over-recoverits costs should the Draft Decision charges be
implemented forthe nexttwo years (FY16 and FY17). [CiC]

Proposed next steps

2.27

2.28

2.29

Optusrecommendsthatthe ACCC adopt a shortterm FAD for two years while it addresses
the substantial flaws inthe current set of forecasts. Optus strongly supports the proposal by
Frontier Economics thatthe ACCC should at the minimum putthrough a small set of the
improvements recommended by WIK-Consult. This should be the focus forthe period up to
the final FAD decision.

Optus supports the recommendation that the ACCC bring forward WIK-Consult’s proposed
10% declineinthe FADratesto FY16 —and applyitfor the two year FAD while the ACCC
conduct a full review.

Telstrawill likely argue that this preventsit from recovering costs. Such claims, however, are
false since modelling based on Telstra’s own forecasts (which in the opinion of the ACCCand
WIK-Consultare neither efficient nor prudent) shows the proposed Draft Decision charges
are farin excess of Telstra’s actual costs (figure 2).

" For WADSL, Optus has applied the same methodology as appliedinthe 2013. First, the revenue requirement per
SIOis apportioned in AGVC/VLAN and Port (weighted average) usingthe samerelativities setoutinthe 2013 FAD.
For AGVC/VLAN, the monthly AGVC/VLAN price (per Mbps) is then based on the new forecastaverage usage
(Mbps/SIO), whilethe monthly port charges apply the same costrelativities by Zone as set out inthe 2013 FAD.
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2.30

231

Telstra has already benefitted fromthe delayin settingthe new FAD and the rollover of
existingrates. The new FADwas supposedto be inforce for FY15, but due to difficulty with
Telstra’s data, the ACCC has been unable to conclude the Inquiry. Consequently, the existing
2011 FAD rateswere rolled over. Thisresulted in Telstra over-recoveringits FY15 costs by
[CiC]. Access seekers and end-users should not be further penalised because of Telstra’s
gamingand delay of the FAD process.

A 10% decline, applied immediately, would ensure that end-users are not penalised due to

Telstra’s delay. It would also provide Telstraan incentive to assist the ACCCto finalise the
FLSM using verifiable forecasts and cost allocation factors.
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Section 3. CoST ALLOCATION

3.1

3.2

3.3

3.4

Cost allocation factors —the basis on which shared costs are allocated to separate services —
are a keyelementinensuringthatservices reflect the true cost to provide. And hence,
appropriate costallocation factors are required to ensure the efficient use of, and
investmentin, infrastructure.

Costing of services that utilise aset of common and shared assets can be complicated —cost
allocation factors can be used to hide across subsidy orto shift costs onto access seekers
thereby inflating access pricesand limiting competition. Butthere is an accepted economic
approach to the issue —cost causation. That is, shared costs should be allocated to services
on the basis of that it caused the company to incur that cost. This principle must be the basis
of allocationin orderto ensure thatthe LTIE is promoted.

Telstrais proposing to use several cost allocators which are at odds with the cost causation
principle. The Draft Decision and WIK-Consult have identified several instances where
alternative costallocators should be used. Optus agrees with these observations. Optus
supports the use of costallocators that reflect the reason forwhich costs are to be incurred —
i.e.thatreflectthe level of demand forthe asset.

This section discusses Telstra’s proposed approach to cost allocation, and outlines Optus’
proposed approach.

Transition to NBN through asset disposal or cost allocation

3.5

3.6

The ACCC has provided guidanceon how it will treat the transitionto NBN during the period
of the FAD. The ACCC has stated:

(a) For assets that are sold to NBN Co, the ACCC proposesto treat these as asset
disposals and to remove the regulatory values of those assets from the RAB. This will
ensure thatassets no longerusedinthe provision of declared services are not
reflectedinregulated prices,and maintain cost reflective prices.

(b) For assets that are leased to NBN Co, the ACCC proposes to account for thisin the
cost allocation framework of the FLSM. Treating leased assets in this way will ensure
that the costs allocated to, and recovered from, declared services reflect the costs of
supplyingthe declared services. It will also ensure that Telstra does not continue to
receive revenue from users of declared services for the share of assets no longer
usedto provide declared services.

(c) As a consequence of the migration of customers tothe NBN, certain fixed line assets
will be decommissioned or utilised to alesserextent. The ACCC proposes to remove
the regulatory values of decommissioned assets and an appropriate share of assets
utilisedtoalesserextentfrom the cost base. The ACCC considers this will ensure
assetsno longerusedinthe provision of declared services are notreflectedin
regulated prices and maintain cost reflective prices.®

This approach is supported by the ACCC’s expert advisors WIK-Consult, who state:

8 ACCC, 2014, PublicInquiryintofinalaccess determinations for fixed lineservices —primary price terms: Position
statement on the treatment of the Telstra-NBN Co arrangements for regulated pricing, Section 3
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3.7

3.8

3.9

(a) WIK-Consult fully supportthe principles the ACCChas developed inits position
statement of October 2014 on how to considerand to treat the NBN-related
migration payments.’

(b) Telstrafails to properly account for asset disposal due to NBN. The migration to NBN
makes more of Telstra’s assets obsolete than just [CiC]."

(c) Telstra’s allocation of allocation of duct to fixed lineservices and otherservices
(including NBN, HFCand otherthird party services) lacks some plausibility. In
particular, Telstraallocates duct overcapacity to fixed line users. Excess capacity due
to NBN migration should be treated as asset disposal.**

(d) Telstra’s forecast on exchange space “are highly implausible”. The currentallocation
appears to allocate all overcapacity due to NBN migration to fixed lineservices. This is
not appropriate.*’

With regards to the payments made to Telstraunderthe DAs, WIK-Consult offered the
following economicinterpretation:

(a) A rational operatorwould cooperate with NBN if it would be fully compensated for
any economicloss due tothe economicpresence of NBN; and

(b) A rational operatorwould request to be compensated forany costs of stranded
assets, or excess capacity, due to the migration."

Notwithstandingthe clear position statementissued by the ACCCin October 2014, and the
expertview of its advisors in March 2015, the Draft Decision FLSMdoes notaddress the
transition to NBN eitherthrough asset disposal inthe RAB; or cost allocation framework.
Specifically:

(a) Telstra’s proposed FLSM(v.1.2) does not contain any significant asset disposal. The
model contains atotal of [CiC] of asset disposals overthe period FY14-FY19. This can
be comparedto a total of [CiC] of capital additions overthe same period.

(b) Telstra’s proposed FLSM or Draft Decision does notinclude a costallocation approach
that takesintoaccount leasingand use of Telstraassets by NBN Co.

(c) Telstra’s proposed FLSMor the Draft Decision does not take into account
decommissioning of assets, orasset utilisation to alesserextent, inthe proposed cost
allocation framework.

Telstraand the ACCC have not takeninto account the disposal of assetsas NBN rolls-out—
eitherthrough transfersto NBN underthe new DAs, or decommissioning of excess capacity
in switches orbuildings, as compensated through the DAs. Thisis despite aforecast [CiC] —
where underthe DAs at least the copperlinesare to be transferred to NBN. Over the same

? WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.2

10 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.6

1 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.2

12 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.2

B WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.24
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3.10

3.11

3.12

period total SIOs are forecasted to fall by [CiC] and a [CiC] decline in PSTN trafficis
forecasted.

As aresult, it cannot be said that pricesin the draft FAD are cost reflectivesince assets (or
parts thereof) nolongerusedinthe provision of declared services continueto be reflectedin
regulated prices. Thisis asubstantial flaw in the Draft Decision FLSMand Telstra’s FLSM. The
assumption that NBN migration would have noimpact on the capacity of existing assetsis, as
noted by WIK-Consult, highly implausible.

There should be no debate about whetherthe ACCCwill take intoaccount NBN impactsin
the FAD —the view of the ACCC has been clearsince October 2014. The question thereforeis
how the FLSM should take into account asset disposal, and asset decommissioning, in order
to give effecttothe ACCC’s position onthe treatment of NBN migration.

Ideally, the FLSMwould accurately reflect the value of assets transferred to NBN Co — both
part and whole transfers. However, given the timeframe under which the ACCC wish to make
afinal decision, and the level of information currently before the ACCC, itis not clearthat the
ideal solutionisachievable. An alternative approach to achieve the same outcomeisto
reflectdisposals through cost allocation and ensuring that NBN Co usage of assets are
accurately measured. Asset disposal can be accurately dealt with through cost allocation
factors —where NBN Co uses an asset 100% itis fully transferred, and where its share isless
than 100% itis inthe process of beingtransferred. Optus strongly supports this approach.
We advise in below sections how this can be implemented.

Economic approachto cost allocation

3.13

3.14

3.15

The accepted approach to cost allocation so as to ensure economically efficient outcomesis
to firstallocate costs directly to services that cause the cost; and where direct allocationis
not possible, to allocate indirectly to several services.

Thisis reflectedin the fixed principles, which states:

(a) Allocation factors should reflect the relative usage of the network by various services;
(b) Direct costs should be allocated to the service to which they relate; and
(c) Allocation of shared costs should reflect causal relationships between supplying

servicesand incurring costs.™*

While there is broad agreement overthe principled approach, there is often debate over the
specificallocation keys used. Tothatend, itis useful to briefly go overthe economicbasis of
cost allocation. Costs

(a) Direct Costs: service specificcosts that are directly related tothe production of the
specificservices. If the service ceased to be supplied, these costs would be avoided.
These costs should be directly allocated to the service as there isan unambiguous
causal connection with the service

(b) Joint Costs: these costs cannot be allocated to one service, buttheyare incurred
when producing aset of services. The specificgroup of services have an unambiguous
causal relationship with the indirect costs and share the same driver of cost. These
costs can be indirectly attributed to services within the considered group of services.

' Fixed Line Services Final Access Determination 2011,Clauseb6.14
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(c) Common Costs: these costs are incurred when producingall services. These costs
have an unambiguous causal relationship with all services. These costs are indirectly
attributable to all services. These costs can be only avoided by ceasingall production.

(d) Business overheads: these costs are incurred to operate a telecommunications
company, butare not incurred to operate the network. Examplesinclude, legal, HR,
strategy and CEO office costs. These costs are allocated in an arbitrary way as there is
no direct causal relationship with network outputs. The costs are shared across the
full suite of products by the firm.

3.16  Thestandard approach whenallocatingjointand common costsisto use a capacity based
allocationrule —i.e. use the relevant cost driver such as SIOs, busy throughput or some other
metricwhich reflects the factor that determines the level of costincurred.

Telstra’s cost allocation approach

3.17  Telstra’s proposed cost allocation framework (CAF) model attempts to address its claim that
“the current cost allocation approach in the FLSM is unnecessarily complex, does not provide
certainty with respect to cost recovery, and is internally inconsistent””’ by introducing a
standalone CAF Model forthe purposes of determiningthe relevant cost allocation factors.

3.18 The ‘Allocations’ sheet calculatesthe costallocation factors to be applied to the RAB; and
include anumber of Telstraembedded assumptions which effectively remove the effect of
the cost allocation adjustmentsthat were addressed inthe 2011 FAD. In broad terms, forthe
FLSM Asset Classes;

(a) SpecificAllocatoris calculated based on demand and routing factorinputs to
determine costallocators forthe regulated fixed line wholesale services; and

(b) General Allocatoris calculated based on the weighted average allocatorfora
particular service across the Asset Class group to a particular Asset Class.*®

3.19 Putsimply, “Telstra’s rationale for using a general allocator is that there is no logical, direct
causalrelationship that can be calculated between this asset class and the relevant
services.”"” The five Asset Classes to which thisappliesinclude: CA10indirect capital assets;
CO07 other communications plantand equipment; CO08 network land; CO09 network
buildings/support; and CO10 indirect capital assets.

3.20 Akeyfeature of the General Allocatorapproachisthata share of the relevant Asset Classis
firstallocated to third party use. The remaining costsin these Asset Classes are then
allocated usingthe ‘General Allocator’ which uses a methodology similartothe revenue
share approach adoptedinthe 2011 FADs.

3.21 Optusobservesthatthere maybe aninherentcircularity given thatthe General Allocators
are calculated based on the estimated Revenue Requirement foreach year. Thisis driven by
Telstra’s forecast demand, which inturn hasimplications for the forecast capex and opex to
be rolledintothe RAB.

1 ACCC, 2014, Publicinquiryintofinal access determinations for fixed lineservices — primary priceterms,
Discussion Paper, July, p.40

16 Telstra, 2014, Publicinquiryintofinalaccess determinations for fixed lineservices —primary prices, Responseto
discussion paper, October, p.107

v ACCC, 2014, Publicinquiryintofinal access determinations for fixed lineservices, Additional information on cost
allocation, July, p.45
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3.22 Therealsoappearto be a number of inconsistenciesin the embedded assumptions used to

calculate the Specific and General Allocators applied inthe ‘Allocations’ worksheet. For
example, [CiC].

3.23  Industry submissionsalso highlight significant concerns with accepting Telstra’s proposed
cost allocation approach. Not unlike its original proposal, the ACCCinits 2011 FAD final
decisionwas emphaticinitsrejection of Telstra’s cost allocation proposal.

3.24  The CCC has also provided supplementary submissions in support of this view; concluding
that to accept a change in methodology now would unwind the two non-independent
decisions—on acceptingthe partial cost allocation approach and adjusting the value of the
initial RAB—made in 2011.

We continue to supportthe ACCC’s views that changing the cost allocation approach to
reflect total demand changes is undesirable and inconsistent with the ACCC’s reasoning
in 2011. ...given the history of the setting of the RAB ...

We submitthat making only one of the two adjustments could not be in the LTIE, and
will result in Telstra recovering more revenuethan is necessary to promote Telstra’s
legitimate business interests.™®

Draft Decision and WIK-Consult

3.25 The Draft Decision proposesto adopt Telstra’s fully allocated cost framework. But the ACCC
noted that the basis of certain allocators require further verification and will undertake
further consultationand expertadvice onthe costallocations proposed. The ACCChas
committed to obtain expertadvice onthe methodology proposed and assumptions used by
Telstra." Optus welcomes the commitment to undertake further work on thisissue.

3.26  WIK-Consulthas provideditsinitial expert views on the costallocation, concluding thatthe
model fails to distinguish between costs related to regulated fixed line services (FLS), non-
regulated FLS, NBN and otherservices. WIK-Consult also observes thatit cannot be
determined which portion of total expenditure allocated to a RAB asset category is driven by
regulated fixed line services.”® WIK-Consult concludes that:

Therefore it cannot be made sure thatthe FLSM allocates expenditure to services
according to cost causation.”’

3.27  WIK-Consultrecommendsthatthe model be amended to allow forforecast expenditure to
be allocated to asset subcategories forthe fourexpendituretypes (FSRregulated, FSRnon -
regulated, NBN, other). WIK-Consults further recommends that the model should utilise
Telstra’s IMC cost data to allocate costs directly tothe four expenditure types. [CiC]

Optus’ preferred approach

3.28 lIrrespective of whetherafull or partial allocation method is adopted, the LTIEwill only be
promoted where the correctallocation factors are adopted. In other words, the allocation
method needsto:

'® Frontier Economics, 2014, Cost allocation methodology and its relationship to the opening regulatory assetbase,
A further submission tothe ACCC’s review of Primary Prices, December, p.10

1 ACCC, 2015, FSR FAD — Primary price terms draft decisions, p.155

20 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.84

2 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.82
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(a) Allocate costsdirectly to services whereadirect causal relationship can be identified;

(b) Allocate costsindirectly across joint services where adirect causal relationship e xists
across the joint products. Costs should be allocated on the basis of the demand that
caused the cost;

(c) Allocate common costs across all network services using an appropriate cost
allocation factor.

3.29 Optusagreeswiththe proposal putforward by WIK-Consult that the asset classes should be
separatedintoregulated services, non-regulated services, NBN services, and other (including
mobile and transmission). This will enable costs to be allocated directly to the services for
which the cost was incurred. Joint costs could be allocated across service types using an
appropriate allocation key. This would be the most practical and effective way toimplement
the fixed principles and ensure that costs are allocated efficiently. Absent this, the allocation
method proposed by Telstrais inconsistent with the fixed principles as no attemptis made to
allocate costs directly to services forwhich the costs were incurred. Any FAD prices based on
this approach would therefore be inconsistent with fixed principles and therefore notvalid.

3.30 Optusrecommendsthatcapital expenditure, operating expenditure and PROPEX that can be
allocated directly tothe services for which the costs were incurred should be allocated
directly. The Draft Decision has already started this process by directly allocating NBN-related
expenditure away fromregulated services. Optus recommends that the ACCCfurther utilise
Telstra’s IMC data to allocate costs directly to non-regulated fixed services, NBN, or other
(mobile &transmission).

3.31 Optusagreeswith WIK-Consult that demand-related expenditure during periods where
access demandis declining should be allocated to non-regulated services —either Telstra
non-regulated, NBN or other depending on which service type is the driver of demand.?*

3.32  Optus’ preferred approach to the cost allocators forspecificassetclasses are discussedin
detail below.

CAN assets common allocations
3.33  Thissectiondiscusses Optus’ preferred approachto cost allocation forthe CAN asset classes.
The advice below assumes that costs are firstallocated directly to regulated, non-regulated,

NBN, and otherservice classes (as perthe advice of WIK-Consult).

CAO01 Ducts and Pipes

3.34 Telstrahas proposedtoallocate ducts using a two stage method:

(a) Allocate ducts tofixed line and non-fixed line services based on the length of ducting
installed foreach type of service. The share of duct allocated to regulated service
decreases from [CiC].”?

(b) Ducts that are allocated tofixed line services are then furtherallocated across the
relevantregulated services on the basis of SIOs for ULLS, WLR, ISDN and other DSL.
There is no takinginto account the number of NBN SIOs. **

22 See, for example, WIK-Consult’s comment on demand-driven CAPEX for transmission equipment which cannot
be explained on the grounds of increased demand for FLS. See: WIK-Consult,2015, Assessment on the efficiency
and prudency of Telstra’s expenditure forecasts, Report for the ACCC, 5 March, pp. 107,109, 110, 113

23 Telstra, FLSM FY2015to FY2019v1.2, March 2015, Sheet “Demand Forecasts”,row 184
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3.35

3.36

Itisnot clearin Telstra’s documents why there is a total of [CiC] km of ductsin FY14, and yet
NBN Co only uses [CiC] km of ducts after migration. The FLSM shows there is [CiC] km of
ducts forothernon-NBN purposes. All other ducts relate to the copperor HFC networks
which are being fully migrated to NBN Co. Telstra should explain where the other [CiC] km of
duct goes after migration.

There appearsto be a disconnect between the allocation of ductlength tofixed services and
the resultinglength perSIO. Because of the fixed nature of fixed line services, one could
reasonably expect that the length perhousehold (perSIO) would remain relatively stable.
Thisis notthe case, however, in Telstra cost allocation framework.

Figure 3

[CiC]

Source:

3.37

3.38

Figure 3 showsthe duct length perSIO for all fixed line services. This shows thatthereisa
drasticincrease inthe length perSIO overthe lifetime of the FLSM. [CiC]

It may be that the ‘missing’ [CiC] km of duct length represent empty ducts which are
decommissioned due to the transition to NBN. However, if thisis the case this should be
treated as an assetdisposal, as perthe advice of the ACCC. The Draft Decision FLSMdoes not
do this, andin fact contains no asset disposals at all.

Recommended approach

3.39

3.40

3.41

3.42

3.43

3.44

Ducts are a common cost — that is, ducts are used by regulated and non-regulated fixed
services, NBN services, mobile, and transmission services.

The FLSM currently allocates empty ducts to fixed line services. Thisis not correct. Empty
ducts are, in effect, an assetdisposal for which Telstra has been compensated through the
DAs. The FLSM should treatempty ducts as an assetdisposal.

Optus recommends that the model should assume a constant per CAN SIO duct length
(based on FY14 actuals) for regulated fixed line services overthe lifetime of the model. This
would produce the same resultasif the assets were disposed (in effect the value of the
disposed assetsis allocated to non-regulated services).

Optus also supportsthe approach proposed by WIK-Consult. However, itis not clear whether
the information required to be supplied by Telstrawould be available within the timeframe
imposed by the ACCC. While allocating CAN ductlength (i.e. total duct length excluding that
length allocating to other non NBN, mobile and transmission) across the total number of SIOs
(including NBN SIOs) is asignificantimprovement on the Telstra proposed approach, this
approach would spread the cost of unused ducts across all SIOs, including regulated SIOs. In
so far as the DAs represent compensation forasset disposals, this would representadouble
recovery.

Should the ACCCadopta SIO-based allocation, Optus recommends that the allocation per
Band be weighted based onthe proportion of ductlength perband. This data isavailable in
Telstra’s July Cost Allocation document. According to this data [CiC]

Based on the information currently provided to the ACCC, Optus recommends that:

** Telstra, Cost Allocation Framework for the FLSM, July 2014, pp.20-1
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(a) The FLSM assumes a constant duct length perregulated CAN SIO, as per FY14 actuals.
All otherductlengths would be recovered from non-regulated services, including
NBN, retail, mobile and transmission.

CA02 Copper Cables

3.45

3.46

3.47

3.48

3.49

Telstra has proposedtoallocate coppercables costs onthe basis of:

(a) Overall allocation to Fixed Line Services within each ULLS Band (Fixed Services)is
calculated by the proportion of installed copper cable pairkilometresinagiven Band.

(b) Within each ULLS Band, costs are allocated to the Fixed Line Services on the basis of
SIOs. Costs are allocated to ULLS (separately foreach ULLS band), WLR & Retail Basic
Access, ISDN and Other DSL services.

Telstra’s proposal does notinclude any allocation of coppercable to NBN services, orinclude
any assetdisposals, even though the use of copperis a key plankinthe NBN MTM design.
[CiC]

Further, Optus notes the recent $390m contract with NBN Co for Telstrato design and
maintain the coppersold to NBN Co underthe DAs which provide for payments of more than
$100 Billion. Asstated by Telstra, “The contract term is up to fouryears and the estimated
gross contractvalue, based on Telstra’s estimate of the volume of work it will be awarded by
NBN Co, is up to approximately 5390 million. The contractvalue will also be subject to the
rate of progress in the NBN rollout and the outcome of future price reviews under the terms
of the contract.””

WIK-Consult recommended that copper cables be allocated across regulated, non-regulated
and NBN services on the basis of total SIOs, including:

(a) Number of regulated CAN SIO;
(b) Number of non-regulated CAN SIO; and
(c) Number of customerson NBN Co access lines.

Optus agrees with the proposal put forward by WIK-Consult. Given the transfer of copperto
NBN Co, the SIO based allocation key mustinclude NBN within the total. Optus agrees that
the costs assets costs should be allocated jointlyacross regulated, non-regulated and NBN
services, as these are the three services that will use copperlines overthe period of the
model.

Recommended approach

3.50

Optusrecommendsthat NBN SIOs should include all fixed-line access methods —while
FTTN/B are the method for which copperwill be re-used, FTTP & HFC NBN SIOs should also
be includedtoreflectthe value of copperassets disposed. In effect, the total number of NBN
SIOs represents coppercable asset disposal. Inthe absence of the value being accurately
removed fromthe RAB, Optus recommends the allocation factors remove the value from
regulated services. Thiswillresultinthe same outcome.

2 Telstra, 2014, “Telstra signs planning and design contract with NBN Co,” Media Release, 19 December 2014
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CA03-CA06 Other Cables, Pair Gain Systems, CAN Bearer and other CAN Assets

3.51 Telstraproposestoallocate costs across these services on the basis of SIOs, withno
allocation to ULLS for CAO3; CA04; and CAO5. CA03 Other CAN Cablesand CAO5 Radio Bearer
Equipmentare alsonotallocated to ISDN services.

3.52  CAO06 Other CAN Assets, [CiC], isallocated across all regulated and non-regulated SIOs
including ULLS.

3.53  Optusnotesthat the numberof NBN SIOs is not included in the allocation factor forthese
assetclasses. Duringthe migrationto NBN, it would appear reasonable that the assets
includedin class CA03-CAO6would be decommissioned if not re-used by NBN Co. Optus
recommends that the ACCCrequestinformation onthe assets that would be disposed of
(decommissioned ortransferred to NBN Co) as a result of an area migrating to NBN.

3.54  Assumingthatthese assets are impacted by the migrationto NBN, the number of NBN SIOs
should be includedinthe allocation factorso as to reflect the disposal of the relevant assets.
Absentsuch allocation factor, the ACCCneedsto ensure the appropriate proportion of the
assetclassvalue isremoved fromthe RAB — where the proportion would be calculated as
the numberof NBN SIOs overtotal SIOs. Eitherapproach should resultin the same allocation
to regulated services.

CA07-09 Network Land and Buildings/Support

3.55 Theallocation of network land and buildings between the Can and CORE assets (CA08/09 and
C0O08/09) was determined by the ACCCin 2011 when calculating the initial value of the RAB.
Telstra proposes to continue with the split. The portion of the value of network land that has
been allocated to CA08/09 reflects the part of the exchanges and land that supportsthe
customerside of the MDF.

3.56 Telstraproposestoallocate the costs allocated to CA07-09 assetson a perSIO basis. Telstra
state that while otherservicesin addition to the fixed line services make use of network land
and buildings, because CA08 and CAQ9 are designed to onlyreflectthe costs of supporting
the customer-side of the MDF (which is exclusively used for connecting fixed line access
services), allocation of costs is based on SIOs for the Fixed Line Services. >

3.57 Optusnotesthat the allocation of building costs between customer MDF side and the CORE
assets was determined by the ACCC on the basis of its analysis of the Telstra TEA model.*’
Around [CiC] of total land and buildingsinitial RABvalue has been allocated to CAO8 and
CAO09.

3.58 Optusagreesthat giventhatthe CAN allocation of buildingsis supposed to reflect the
customerside of the MDF, the appropriate allocatoris SIOs connected to the MDF. However,
there remains aquestion of how best to take into account the decommissioning of the MDF
as SIOs migrate to the NBN. The WIK-Consult report highlights that additional information is
required to ensure thatthe costs of the customerside of the MDF are accurately allocated to
regulated and non-regulated services.”® WIK-Consult recommends Telstra:

26 Telstra, Cost Allocation Framework for the FLSM, June 2014, p.29
27 ACCC, 2011, Publicinquiry to make final access determinations for the declared fixed lineservices, Discussion
paper, April 2011, p.51

8 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.106
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(a) Explicitly state number of buildings by band which are still in use for provision of fixed
line services. Buildingsin an areathat has been migrated to NBN cannot be included.

(b) Identify the MDF-racks which are made redundant duringthe migration process. The
floor space associated with the decommissioned MDF racks cannot be allocated to
fixedline services.

3.59 Optusagreeswiththe WIK-Consultapproach. Inthe absence of Telstrasupplyingthe
requiredinformation, the disposal of building assets and the decommissioning of MDF
equipment could be estimated by including NBN SIOs in the total SIO allocation factor.

CORE assets common allocations

3.60 Thissectiondiscusses Optus’ preferred approachto cost allocation forthe CORE asset
classes. The advice below assumes that costs are first allocated directly to regulated, non-
regulated, NBN, and otherservice classes (as perthe advice of WIK-Consult).

3.61 Optusreiteratesthataflawinthe allocations proposed by Telstraand adopted in the Draft
Decisionisthat costs are not first allocated to services on a direct basis. Rather, the model
assumes costs are jointand indirectly allocated. Any price based on thisapproach would
therefore be inconsistent with the fixed principles.

C001 Switching Equipment - Local

3.62  Telstrausestwo cost driversto allocate local switching equipment; SIOs and MOU. To do
this, Telstrasplits local equipmentinto portand use; with port beingallocated on SIO basis
and use beingallocated on MOU basis.

3.63  While thistwo pronged approach appears suitable, Optusis concerned that Telstra pays no
regard to the growingimportance of IP call volumes —this is particularly important for the
transitionto NBN. That is, the type of access network over which calls are placed should have
no impacton core asset use.

3.64  Thisviewissupportedbythe detailed asset class description provided in Telstra March 2015
documentation.”’ [CiC]

3.65 These appearto be assetsrelatedtoIP voice capability. As such, the total volume of voice
MOU mustinclude all forms of voice calls —including calls to and from NBN end-users. Optus
supports the use of:

(a) SIOs as a basis to allocate port-related expenses, solongas total SIO includes NBN
SIOs;
(b) MOU as a basis to allocated use-related expenses, so long as the volume of calls

minutesincludes calls originating and terminating over IP-call technology, including
for NBN end-users.

3.66  Optusnotesthat the call minute demandin Telstra’s forecast clearly does notinclude NBN -
related call volumes asitassumes asignificant fall in origination and termination minutes.

3.67 Optusalsorecognisesthe observations from WIK-Consult with regard to decommissioning
legacy switching equipment. WIK-Consult state thatare in full agreement with the ACCC that

29 Telstra, 2015, Further explanation of FSLM relevantopex for FY2014, p.177
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“assets which are either decommissioned or utilised to a lesser extent due to migration to

NBN should be removed totally or an appropriate share of it from the regulated cost base. ”*°

C002 Switching Equipment - Trunk

3.68

3.69

Telstra proposes to allocate costs to the fixed line voice services on the basis of MoU,
weighted by routing factors reflecting the relative intensity with which a given minute of
trafficfrom each service makes use of the asset class.>*

As discussed above in CO01, Optus is of the view that all forms of minutes of use shouldbe
includedindemand —both PSTN (circuit switched)and IP based origination and termination
traffic. The MOU demand forecasts putforward by Telstraappear to eitherdiscard the
migration to and growth of IP traffic, or erroneously assumes end-users will nolonger use
fixed line to make phone calls.

CO04 Inter exchange cables

3.70

3.71

3.72

3.73

3.74

Telstrausesthe NDSD Reportto allocate the number of fibre kilometres to services. Telstra
indicates thatthe reportallocatesfibre lengths to services onthe basis of the equipmentto
which the cableis connected. Costs are then allocated to services on the basis of SIOs —for

example, links allocated to DSLis allocated across retail and wholesale ADSL on the basis of

end-userSIOs.

Optusis concerned by this approach. First, it does not represent the driver of fibre
investment —capacity, i.e. data throughput. Second, itassumesthat the uses of cable links
are fixed and cannot be changed.

The assetsincludesin CO04 relate only tofibre cables. Fibre cables can be used forall
communications service; regulated and non-regulated fixed services; transmission; mobile;
NBN. The active equipment atthe end of the fibre cables determine the type of traffic moved
overthe link—and in modern telecommunications network the trend is towards common IP
architecture. Where the use of links, are allocated on avirtual basis and can be shifted when
required. Telstra acknowledge this; [CiC] This implies that as trafficswitches from legacy
servicesto nextgeneration services (including NBN), the transmission links will be redesigned
and reallocated. However, the proposed allocation key does not do this. They hold the
allocation relatively stable. Moreover, because fibrelinks are shared assets, multiple services
can be sentoverthe same fibre cable. Should the transition to NBN resultin stranded assets,
as recognised by WIK-Consult, the payments received by Telstra provide compensation for
this.

Optus recommends that costs associated with transmission cables be allocated on a per
Mbps basis (where total Mbps reflects total transmission capacity, including fixed,
transmission, mobiletraffic). Thisis consistent with cost causation principles; consistent with
the approach adoptedin 2011 FAD; and consistent with the advice of WIK-Consult.

In addition, the level of Mbps demand should alsoinclude the level of NBN-related Telstra
wholesaleandretail data usage —as more than likely this trafficwill be traversing Telstra
transmission links.

30 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.117
31 Telstra, 2014, Telstra CostAllocation Framework —Confidential —July, p.34
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CO05 Transmission Equipment

3.75 Telstraundertakes a multi-stage process, similar for CO04, to allocate transmission
equipmentacrossits various services. The allocationis as follows:

(a) Identifies the percentage of SDH, PDH and othertransmission equipment. Percentage
reflects number of units.

(b) Normalise the different sized equipment links to a 2Mbps equivalent basis.

(c) Allocate the percentage of 2Mbps equivalent links to ADSL, non-ADSL, mobileand
PSTN on the basis of use in November 2013.

(d) The allocation perservice classisthen allocated on basis of SIOs for ADSL services
and MOUs for voice services.

3.76  Such aprocessisunnecessarily complicated, and includes many unnecessary assumptions
which decreasestransparency andincreases the risk that Telstrais manipulating outcomesto
favourits commercial interests.

3.77 [CiC]

3.78 Thereclearlyisnoconnection between the driver of demand fortransmission and the
allocation of transmission equipment.

3.79 [CiC].

Figure 4

[CiC]

Source:

3.80 [CiC]

3.81 Optussuggeststhereisnoneedto undertake such acomplicated allocation process, which
necessitates numerous assumptions that appearto favourTelstra’s interests.

3.82  Optusrecommends that costs associated with transmission cables be allocated ona per
Mbps basis (including NBN traffic). Thisis consistent with cost causation principles;
consistent withthe approach adoptedin 2011 FAD; and consistent with the advice of WIK-
Consult.

3.83  Thereare several advantages to thisapproach:

(a) Itissimplerandthus needs feweropaque network assumptions;
(b) Betterreflectsthe costdrivers;
(c) Reflects the fact that network allocation can be changed (i.e. transmission links can

be reallocated from voice to data to reflect demand);

(d) Inclusion of NBN demand reflects the fact that Telstratransmission links will also be
usedto transport Telstra’s retail and wholesale NBN traffic. The transferability of
ADSL and NBN trafficcan be seenin Telstra Wholesale’s Broadband Aggregation
Service which combines NBN and ADSLbackhaul capacity foraccess seekers.
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3.84  Insummary, thisapproach better reflects the use of Telstra’s transmission equipment and
the drivers of its transmission costs.

CO06 Core Radio Bearer Equipment

3.85 Core RadioBearer Equipment contains assets used to support the SDH and PDH transmission
networkin regional and remote areas. These assets are usedin place of fibre opticcables.
These costs are allocated using asimilar process to CO05. The comments above are relevant
to thisasset class.

3.86 Thekeyflawinthe Telstraallocationisthe assumptionthatthe purposes forwhich the links
are used will remainrelatively stable notwithstanding significant fallin demand over the
relevanttime period. Optus recommends the same allocation be adopted as for CO05. Over
the period of the FAD, Telstrawill be able to shift trafficand alterits transmission network to
reflect changesinthe level of demand forservices. More importantly, and efficient firm
facing competition would do this.

CO07-09 Other Equipment, Network Land and Network Buildings/Support

3.87 These networkassetclasses represent the fixed line network exchange buildings (and
associated land) and exchange building equipment —including power and air-conditioning
equipment, equipmentracks and cable infrastructure, and other supportinginfrastructure —
that are used by all fixed line services as well as many otherservices. These assets are used
by Telstrato supply retail and wholesale services (fixed and mobile), and used by access
seekersthroughthe TEBA service for ULLS, LSS, WADSL, transmission) and for NBN Co assets.

3.88 Telstradistinguishes between Telstra use of exchange space and third party use (TEBA and
NBN Co).*?

3.89  First, Telstraassumesits own use of racks. [CiC]
3.90 TEBA rack use iscalculated asfollows

(a) Telstraforecasts the number of TEBA racks required overthe forecast period
excludingimpact of the NBN. Telstraassumes total TEBA racks of [CiC]

(b) Telstraassume thatthe impact of NBN is that access seekers will require [CiC] TEBA
racks afterroll-outis completed. Thisis based onthe assumption [CiC]

(c) TEBA racks are assumed to trend to the post-NBN TEBA total based onthe assumed
brownfields rollout of NBN.

3.91 Thenumberof NBN racks is calculated peryearas follows:
(a) Telstraassume a total NBN rack count of [CiC]
(b) NBN racks are allocated across ULLS Bands on the basis of the FY14 allocation.

3.92 The ACCC'sexpertadvice from WIK-Consult made the following observations on this static
approach:*®

32 Telstra, 2015, FLSM FY2015 to FY2019 v1.2, sheet “Demand Forecasts”, Exchange Spaces Rack Demand
33 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, pp.105-7
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(a)

(b)

(c)

(d)

The forecast results are highly implausible to us. Not only third parties butalso
Telstrawill need less building/rack capacity due toits migration of
customers/servicestothe NBN. WIK-Consult does not subscribeto Telstra’s forecast
assumption of its own building space use. [CiC]

The allocation of excess capacity to fixed line services is not appropriate. Telstra has
the optionto dispose of the assets, oruse it for non-telecommunications purposes.
The transitionto NBN is the causal factorin the excess capacity, and as such should
be allocated to NBN and not the otherfixed line services.*

Allocation of building-related costs should be attributed on basis of floor space rather
than racks. Racks used by NBN Co and in TEBA space are likely located in separate
colocation chambers than Telstra’s own equipment. Consequently, floor space
attributable to Telstra racks should be lessthan for NBN and TEBA racks;

Telstra’s usage of racks should be splitbetween regulated FLS, non-regulated FLS,
and otherservices (mobile and transmission). Optus notes that Telstrais able to
identify the servicestowhichits TEBA racks are used. Itis reasonable to expect
Telstrato do the same; and

The model should explicitly state the number of buildings per Band thatare stillin
use for FLS overthe lifetime of the model. A buildingin which all DSLAMs and MDFs
are redundant due to migration to NBN should not be includedinthe FLSM. Optus
notesthat decreasingthe number of racks as a result of fewer PSTN SIOs would have
asimilareffect—i.e.as described above by keepingthe ratio of SIOs per rack
consistentovertime.

3.93  Optusagreeswith observations from WIK-Consult. Itis notimmediately clear that Telstra’s
focus on racks, ratherthan space used, accurately reflects the mannerin which NBN access
seekers willuse exchange space overtime. It also fails to take into account the potential for
Telstrato decommission exchanges, orto use exchanges solely forthe purposes of non-
regulated services such as mobile, business services, ortransmission.

3.94  Optus makesthe following observationsonits use of TEBA:

(a)

(b)

Optus’ use of TEBA relatesto all declared services, including services notimpacted by
NBN. Specifically, Optus uses TEBA to connect to wholesaletransmission and MLL.
The use of these services is notimpacted by rollout of NBN.

[OPTUS CiC]

3.95 Inconclusion,there would appearto be several flawsinthe approach to allocating building
space in Telstra’s March 2015 FLSM. These include:

(a)
(b)
(c)

(d)

Focus on rack usage ratherthan allocation of space;
Assumes all building area associated with racks are of the same dimension;

Fails to take into account lowerdemand from Telstra as a result of transition to NBN
Co, yetassumes asignificantlydropin access seekerdemand due to NBN;

Assumes all access seekers racks relate to ULL services, whereas access seekers
require TEBA for otherregulated services.

3 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the

ACCC, 5 March
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3.96

Further, ratherthan relyingonindirectallocation, Telstrashould identify the number of racks
actually used perservice. Itis not reasonable for Telstranot to provide thisinformation. As
noted above, Telstra provides this information for TEBA, therefore it should similarly have
the information forits own usage.

CO12 Data Equipment

3.97

This asset categoryincludes costs forassets associated with the provision of internet
services. Thatis, DSLAMs, IGRS, BRAS and various IP Data routers. The FLSM allocates these
costs exclusively to Retail DSL, Wholesale DSLand other DSL. Detailed comments on the
approach taken to allocated costs to Wholesale ADSLservices are in section4 and section 7.
In summary:

(a)

(b)

(c)

Allocation of Data Equipmentacross the DSL services does notappearto adequately
take intoaccount NBN demand forinternet usage. Itis observed thatalmostall
assetsinthis category (DSLAMs not included)willbe utilised to provide internet
connectivity to NBN end-users. Telstra will provide both retail and wholesale access
to NBN end-users. Indeed, Telstra Wholesalealready does this through its Broadband
Aggregation service. For more detail see paragraph 4.22.

Allocation of costs across the DSL service types are done on the basis of SIOs. This is
not the mostaccurate cost driverforall assetsincludedinthis asset category. For
example, while DSLAMs are dimensioned primarily onthe number of connected SIOs,
all otherassets (transmission, routers, IGRs, BRAS) are dimensioned on the traffic
throughput. Allocating costs on the basis of Mbps throughput better reflects the cost
causal relationship.

A more accurate cost allocation method would be to directly allocate customer port
assets (such as DSLAMs), and backhaul assets using direct causal relationship. Using
information provided by Telstraand availableto the ACCC, itis possible and quite
simple to break down data assets (CO10) into port data assets (CO10a) and backhaul
data assets (CO10b). The costs can then be furtherallocated on a per SIO basis for
port assets, and a per Mbps basis for backhaul and aggregation assets. This would
betterreflect the cost causal relationship.
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Section 4. DEMAND FORECAST

4.1

In thissection, Optus outlinesits views and proposed approaches to the demand forecasts
put in the Draft Decision and Telstra’s latest FLSM (March 2015). Optus provides comments
on the forecastsrelating to:

(a) Demand for CAN services (ULLS); and

(b) Demand for CORE services (voice and data traffic).

CAN demand

4.2

This subsection provides comments on:
(a) Overall trend growth for ULLS; and

(b) Distribution of ULLS SIOs across the four bands.

Growth of ULLS is not linear

4.3 [CiC]
4.4 [CiC]
45  [cCiC]
Figure 5
[CiC]
Source:
4.6 Optus recommends that the forecast growth in ULLS take into account the declineinthe net

additions observedin the actual historical CAN Snapshot RKR data. Using a decreasing rate of
increase is more consistent with historical trends than linear growth rate.

ULLS SIOs across the four bands

4.7

4.8

4.9

While the Draft Decision observes that the overall forecast of ULLS SIOs appearreasonable,
no commentis madeinrelationtothe allocation of SIOs across the four bands. The different
allocationto the ULLS bands does not impact the cost estimate in the draft FLSM and
Telstra’s FLSMv1.2, as there is no weighting of the SIOs as used the previous FLSM. Optus
notes that WIK-Consult has recommended that SIOs be weighted on copperline length, and
thisis consistent with Optus’ preferred approach.

When band weightingisadopted then the allocation of ULLS SIOs across the four bands does
impact on the cost of providing ULLS. Optus has compared Telstra’s forecasted (pre-NBN)
allocation of ULLS SIOs across the four bands to the historically number of ULLS as reported
inthe quarterly Telstra CAN Snapshot RKR. [CiC].

[CiC].
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Figure 6

[cic]

Source:
4.10 Optusrecommendsthat:

(a) ACCCrequest additional information seeking reasons why the future trend of ULLS
SIOs (pre-NBN) should be biased towards Bands 3and 4.

(b) Absenta credible and convincing reason, the ACCCshould reject Telstra’s forecast
and assume that the allocation of ULLS SIOs across the four bandsis consistent with
the historictrend (which shows adecliningrate of growth).

CORE services

4.11  Coreservicesshouldbeimpactedtoalesserdegree by the roll out of the NBN. In particular,
giventhat NBN is an access only network, the same voice switched and internet routers will
be usedfor legacy and next generation access lines. All call capabilities and internet content
are the responsibility of the RSPs. Itis fundamentallyincorrectto assume Telstra’s fixed core
network will face adecline in trafficdue to migrationto NBN access lines.

Voice services

4.12 TheFLSM includes both pre-NBN and post-NBN forecasts for:

(a) Retail PSTN calls (local calls; national STD; international and fixed to mobile (F2M));
(b) Fixed origination and termination access service (FOTAS) calls; and
(c) Local Call Service.

4.13 Theforecastusage utilises aconsistent per connection usage assumption.35 Theseper
connection usage assumptions are applied to the sum of Telstra Retail and WLR SIOs.

4.14  Whilethe forecasts (pre and post NBN) assume the same usage perSIO, a majorflawinthe
forecastisthat is assumesonly Telstra PSTN customers willmake phone calls. The model
implicitly assumesthat Telstraretail NBN customer will not make orreceive phone calls. In
otherwords, the model pays noregard to the cost of termination ororigination over NBN
access lines or HFC networks.

4.15 Thishas veryimportantimplicationsforregulated voice services that apply regardless of the
access technology. The declared service description (FOTAS) was amended to specifically be
technology neutral. The Declaration Decision stated:

The ACCC considers that regulated voice interconnection services are, and should be,
available across all networks. The ACCC considers that these amendments willremove
ambiguity and reflect its view thatthe scope of the declared service is not confined to
interconnection of PSTN/TDM core networks but also includes interconnection with IP-
based core voice networks.>®

4,16 Theservice relatestointerconnection of core networks —and thus includes all the relevant
SIOs attached that that core, irrespective of the specificacce sstechnology used. This is the

» Telstra, FLSM FY2015to FY2019v1.2, “Demand Forecasts”, Demand Assumptions
36 ACCC, 2014,Publicinquiryintothe fixed lines services declarations, Final Report, April, p.57
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approach of Optus, which applies the same FOTAS call charge to all callsterminated on
Telstra’s fixed network irrespective of whetherthe ultimate end-userisaTelstraretail NBN,
HFC or PSTN end-user.

4.17  ltisnotclearto Optus how the estimated PSTN-only FOTAS cost appliestoall of FOTAS calls
originating and terminating on NBN access lines, or HFC networks. [CiC]

4.18 It wouldappearthatthe assetclass CO01 Local Switchingand CO02 Trunk Switching contain
assetsrelatingto both traditional PSTN voice and IP voice calls. This makes sense, as most
modern fixed networks utilise IP call protocols to efficiently transport voice calls through the
core network. [OPTUS CiC] Itis also consistent with the service description of FOTAS, which
appliesirrespective of the core technology used to transport calls.

4.19 Clearlythese FLSMassetclassesinclude assets thatare used to provide next generation
calling services to customers on NBN access lines.>” Itis not clear, therefore, why the FLSM
demand forecastonly uses PSTN SIOs as the relevant base. [CiC]

Figure 7

[CiC]

Source:

4.20 Optusrecommendsthatthe total fixed calling base, for core services, should include both
Telstraretail and wholesale PSTN and NBN SIOs. Absent this, it should be made clearthat the
regulated FOTAS rate does notapply to calls made to and from NBN subscribers (thatrate
should be set close to zero).

4.21 Thisviewisbacked up by Optus call data to Telstra’s fixed network. Optus datarepresents

the calls that are terminated on Telstrafixed numbers —itappliesto end-users on both
copperand NBN and HFC access lines. [CiC]

Data services

4.22

4.23

Data throughput (Mbps) should not be adjusted for NBN roll out. Assetsincludedin the data
asset class for example, will still be used to supply broadband overthe NBN access network.
For instance, Telstrahasalso been acknowledged that:

Telstra was seeing a consumption boom across all of its core network and customer
segments... that it was changing the way the company was building and managingits
networks.

... Telstra will be making investments in backhaul capacity for both ADSLand cable as
well asimproving the efficiency of video services through CDNs, caching and improved
compression techniques™

The FLSM includes services for:
(a) Telstraretail broadband; and

(b) Wholesale ADSL.

37 Telstra has offered voice-onlyservices over NBN since2013. See
http://www.itnews.com.au/News/352000,telstra-unveils-uni-v-nbn-voice-service.aspx. Also see
https://www.telstra.com.au/help/download/document/personal -critical-information-summary-t-voice-plus-

nbn.pdf

3% Communications Day, 2015, “Telstra says no plans to charge Netflix for delivery”, 22 April, p.4
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4.24  Thereisno separate peak usage forecast for NBN end-users, either wholesale or retail.
NBN Wholesale peak usage (Mbps) should be an identified service

4.25 Theforecastof WADL SIOs does not include wholesale backhaul customers for Telstra’s NBN
wholesale product.* The impact of NBN migration increase overtime. Itis appropriate to
include NBN migration impactsin respect of WADSLend-users (i.e. end-userlinesthathave a
WADSL service overthe top), as this service will cease once NBN migration occurs.

4.26  However, thisis notthe same for the WADSL backhaul product (VLAN). Many of the backhaul
assets (IGRs/BRAS and transmission)used to backhaul WADSL will also be used to backhaul
NBN originated datatraffic. Forexample, Optus notes that Data Equipmentasset class
includes assets such as [CiC] Furtheritis clearthat the same transmission equipment will be
usedto transport Ethernet trafficfrom IGRs to wholesale customersirrespective of whether
the end-userisusing DSLor NBN.

4.27  OptusfurthernotesthatTelstra Wholesale offers wholesale access to NBN ona combined
basis with DSL VLAN backhaul usinglargely the same network assets. Telstra Wholesale’s
Broadband Aggregation service offers wholesale customers seamless connectivity and traffic
management of all broadband trafficirrespective of access technology (WADSLor NBN).
Telstra’s network diagram for this product (figure 8) shows that assetsincludingthe
IGR/BRAs are used to support both WADSL and NBN access.

Figure 8 Broadband Aggregation
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Source: Telstra Wholesale, Broadband Aggregation Factsheet

4.28 Itwouldappearthatassetson the customerside of the IGR/BRAS would be specificfor NBN
or DSL, but all assets, including Ethernet transmission on the network side are common. As
common assets, the costs of the assets should be allocated across all users of the common
assets. Telstra Wholesalestates that:

For the Broadband Aggregation solution, the BRASs in a given State are networked to a
pair of IGRs. Each Customer may connectto a pairof IGRs foreach State in which they
have a Broadband Aggregation solution.*

39 Telstra, 2014, Final access determinations (FADS) inquiry —Confidential responseto information request under
the BBM RKR, February, p.48
** Telstra Wholesale, DSL Layer 2 Internet Grade, Issue7, October 2014, p.67
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4.29

4.30

4.31

The projected peak usage of NBN wholesaleend-users should be identified as astandalone
product as this service willuse many of the same shared assets as the WADSL backhaul
service.

In addition, itwould also appearthat the assets used to backhaul wholesale broadband
trafficwould also be the same assets used to provide retail backhaul traffic. Optusis not
aware of Telstrahaving separate IGR/BRAS for retail and wholesaletraffic. Further, itis not
clearthat Telstrasendsretail and wholesaletrafficover dedicated and different physical
fibre links.

Therefore, asthese products all use the same shared assets, the demand for both ADSL
(wholesale and retail)and NBN (wholesale and retail) should be separately identified, and
the costs of shared assets allocated across the services based on the combined forecasted
peakthroughput.

Wholesale peak usage should grow at same rate as retail

4.32 Theeffectofthe NBN can be taken away by focusing on the peak usage per SIO (that is, total
Mbps divided by SIOs). The Draft Decision shows that Telstra’s retail DSLand wholesale DSL
forecast grow at significantly different rates.

Figure 9

[CiC]

Source: Telstra, BB RKR Data Tables, Forecast Demand

4.33

4.34

4.35

4.36

At the start of the forecast period, [CiC] This small difference makes senseinthe 2011-13
time period given Telstra’s dominance of the burgeoning IPTV market, and its aggressive use
on un-metering Foxtel content. However, itis not clear (and Optusis not aware of any
justification put forward) of why the perSIO usage should grow at such divergentrates over
the forecast period. [CiC] There would appearto be no reasonable explanation for this
difference; especially since popular IPTV providers such as Netflix are offered unmetered on
numerous access seekernetworks.

Optus notes the detailed analysis undertaken when preparing the forecast forretail ADSL
usage, including: [CiC]

It does notappear reasonable that these factors should differ between retailand wholesale
users. There isa market wide trend for high trafficdemand growth, and thisis supported by
the latest ABS and Cisco forecasts. Further, the impact of recent IPTV launches demonstrates
the drastic affect that service can have on demand. The factors drivingdemand forinternet
usage affects Telstraretail and wholesale end-usersinthe same manner.

The only reason why WADSL SIO usage would not grow at the same pace as Telstra’s retail
usage isdue to the pricing of wholesale capacity. Forinstance, while retaildemand forecast
represents actual end-user peak demand forinternet traffic, the WADSLdemand represents
the amount of backhaul capacity wholesale providers are willing to purchase fortheirend-
users. That is, itdoes not reflect end-user demand; ratherit reflects wholesale RSP demand.
The driver of wholesale RSP demandisthe price. [OPTUS CiC] Itis difficult, therefore, to
predictthe future demand for VLANs absent knowing the price. Butall otherthings being
equal, if VLAN pricing was cost reflective and did not restrict demand, then the growth of
end-userdemand served viawholesale RSPs should reflect the demand of Telstraretail end-
users.
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Section 5. EXPENDITURE FORECASTS — CAPEX

Key points

e All capital expenditureforecasts should reflect prudent and efficient costs. The onus of proof
should be onthe access provider. The ACCC has acknowledged concerns Telstra has presented

insufficientevidence in support of the relevance, efficiency and prudency of its forecast capex.
The forecasts should therefore be rejected.

e [|twouldbeinconsistent of the ACCCtocriticise Telstra’s assumptions, and yet accept Telstra’s
base year values subject to minoradjustments.

e Intheabsence of justifiable evidence, the ACCCshould have the flexibility to set capex forecasts
for the nextregulatory period by taking into account historictrends, as observed overthe last
regulatory period albeit adjusted for NBN impacts.

e Ataminimum,the ACCCshouldallocate capex expenditure directly to regulated FLS; non-
regulated FLS; NBN; and others priorto usingindirectallocation factors.

e The ACCCshouldsetoutits preferredindependent capex forecast, consistent with the advice of
WIK-Consultand the approach of the AER, prior to making any final decision.

5.1 The Draft Decision states that undera BBM approach, forecast capital expenditure should
reflect prudentand efficient costs. Howeverthe ACCCis concerned that while Telstra has
provided several submissions which include material adjustments toits forecast capital
expenditures, it considers that Telstra has not provided sufficient evidence or detail in
relationtofourkeyissues:

(a) Methodology forforecasting capex;

(b) NBN-specificcapex;

(c) Demand-related expenditure; and

(d) Capital projects not relevant to fixed line services. **

5.2 The 2011 FLSM approach to forecasting expenditure in the previous regulatory period was
based on historiccapex. Ingeneral, the ACCCaccepted Telstra’s capex forecasts during the
last FAD inquiry, confirming “its view that forecasts provided by Telstra are likely to be the
most accurate measure of capital expenditures available.”*

5.3 A new approach has been consideredinthis FAD Inquiry. In general, Telstra has employed a
bottom up or “projectlevel” bottom up approachin preparing capex forecasts for the next
regulatory period. Assuch, “Telstra’s new method is to identify the projects related to the
FLSM asset classes and then, based on the project program, to identify spend in future years
forthese projects.”* Since the submission of its original forecasts (BBMRKR response) in

M ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary priceterms, Draft
Decision, March, p.59

a2 ACCC, 2011, Inquiry to make final access determinations for the declared fixed line services, Final Report, July,
p.55

13 Telstra, 2014, Final accessdeterminations inquiry —confidential responsetoinformation request under the BBM
RKR, Comparison Statement, REDACTED, February,p.20
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February 2014, there have been several revised iterations of forecasts provided to the ACCC.
These include revisions and response to information requests to the ACCCdated: 3 October
2014; 7 October2014; 15 December2014; 19 January 2015; 6 February 2015.* Telstrahas
also provided afurtherrevision dated 12 March 2015 since the release of the draft FAD.

5.4 Notably, ithas beenidentified that the impact of the NBN rollout on the fixed line network is
a keydriver of the material changesto Telstra’s forecast capex. However, the ACCChas also
expressed concerns about the disconnectinthe approach fortakinginto account the impact
of NBN rollout with respect to capex forecasts, relative to demand forecasts. Optus similarly
canvassesthisconcerninits discussion on demand forecasts.

5.5 Despite these concerns, the ACCC FLSMadopts the following capex forecasts.

Figure 10

[CiC]

Source: ACCC FLSM v2.0 (March 2015)

5.6 The remainder of this section sets out Optus’ views on:
(a) The prudency and efficiency of costsincluded in Telstra’s forecasts;
(b) Assessing Telstra’s forecasts by capex driver;
(c) The efficiency and prudency of Propex; and

(d) Nextsteps forthe ACCC.

Prudency and efficiency of costs included in Telstra’s forecasts

5.7 The Fixed Principles (clause 6.10) require the ACCCto assess the reasonableness of Telstra’s
capex forecasts withrespectto five specificcriteria. On this basis, Telstra submitted that its
forecasts “reflect the costs of a prudent service provider acting efficiently.”*

5.8 Stakeholders have highlighted numerous concerns about the prudency and efficiency of the
rebased capex forecastsincluding:

(a) The capex forecast methodology (which includes concerns with the NBN rollout
impact on capex forecasts, and estimation of capex forecasts using IMC codes);

(b) The inclusion and allocation of NBN-related capex.

5.9 The Draft Decision also highlights these concerns and concludes that, as it stands, Telstra’s
proposed total forecast capex does not reflect efficient and prudent costs. As such, its
decisionisto “downward adjust the capital expenditure forecasts to reflect the efficient and
prudent costs of fixed line services.”*® This adjustment however, has only taken into account
the removal of Telstra’s NBN-specific capex.

4 ACCC, 2015, Publicinquiryinto final access determinations for fixed lineservices — primary price terms, Draft
Decision, March, pp.7-8

= Telstra, 2014, Publicinquiryinto finalaccess determinations for fixed lineservices —primary prices, Responseto
Discussion Paper, 3 October, p.66

e ACCC, 2015, Publicinquiryinto final access determinations for fixed lineservices — primary price terms, Draft
Decision, March, p.67
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5.10

511

Consequently, the ACCChas based its expenditure forecasts on Telstra’s forecasts to some
extent. Thisisalso despite the factthat Telstra’s forecast expenditures have yetto be
deemed prudentand efficiently incurred.

While Optus supports the Draft Decision to remove Telstra’s NBN-related capex, the ACCC
should not accept Telstra’s forecasts for the other capex driversin the current form. Optus’
concernsregardingthe establishment of the Baselineand Forecasts for each of the capex
drivers are furtherdiscussed below.

Methodology for forecasting capex

5.12  Telstra’sforecast capex forfixed lineservices compriseanumber of expenditure categories:
Demand-driven and AROS capex; Discretionary capex; and NBN-related capex.

5.13  While Telstrahas made considerable downward adjustment of its 2013-14 base year capital
expenditure, compared tothe 2011/2013 FADs, thisislargely a result of the changein
Telstra’s forecasting approach, which has been based on the following [CiC]

5.14  Further, Telstraalso explains that “the decline in expenditure requirements is not expected to
be as rapid as the decline in demand. This is because many expenditure requirements relate
to activities which are unrelated to service demand.”*’

5.15 In part, this can be observed through a comparison of the overall Baseline (pre-NBN) and
forecastvaluestobeincludedinthe FLSM. The following table summarises the actual and
forecast capex by driver (FY2014-FY2019).

Figure 11

[CiC]

Source:

5.16  Thisshowsthat evenata highlevel, thereisaclearlack of transparency onthe functional
relationship between the costdrivervolume and the level of capital expenditure. For
example, the ACCChas highlighted concerns with [CiC]

5.17 The ACCCalsoconsidereditwould be appropriateto forecast capex onthe basis of cost
drivervolumes. However following furtherinformation requests, Telstra has stated that [CiC]
Therefore eventhough the costs can largely be attributed to some form of activity type or
business unit, the absence of any cost-volume relationship means forecasts cannot be
verified.

5.18 [CiC]

5.19  Assuch, thisraisestwoimportantareas for assessment: the prudency of historicvalues and

evidence insupportforthe choice of trend analysis to be adopted foreach driver.

Establishing the Baseline information

5.20

Capital expenditure projects are grouped in Telstra’s databased under program-specific
codes know and IMC codes. Within each IMC code, capex is further broken downinto
individualasset codes which can be mappedtothe asset categories usedinthe FLSM. As
noted by Telstra: [CiC]

& Telstra, 2014, Publicinquiryinto finalaccess determinations for fixed lineservices —primary prices, Responseto
Discussion Paper, 3 October, p.49
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5.21 While Telstrahasassessedthe relevant capex for fixed line services at the IMC-level, its
justification has only been provided forasubset of the total IMC codes available. Further,
only the aggregate capexis presented (as hard-coded values)inthe Forecast Model. Optus
makes specificcomments onthese concerns below.

5.22  Firstand foremost, Telstrashould use the IMC-level information it has to allocate costs
directly tothe four categories of assets: regulated FLS; non-regulated FLS; NBN; and other.
Telstraclearly hasthe data to do this. The ACCC should not permit Telstrato avoid this step.
Optus again emphasisesthat the fixed principles require that costs are allocated directly to
service where informationis available to do so.

Top 10 IMC capital programs

5.23  Telstrahas provided furtherinformation onthe Top 10 IMCs based on the expenditure
attributable tothe FLSM asset classes for FY2015. [CiC]

5.24  Thisinformation hasbeenusedinsupportforthe Demand-Driven and NBN-specific capex
totalsfor FY2015. [CiC] A comparison of the Demand/Baselineand NBN capexinthe
Forecast Model and Top 10 IMCs is setoutin the table below.

Figure 12

[CiC]

Source:

5.25 Optusnotesthatinattemptingtoreconcile this data, several key observations can be made:
[CiC]

5.26  Theimportance of assessingthe prudency of this Baseline information is accentuated given
the overall mechanics of the Forecast Model and use of trend analysis to forecast capexin
future years.

5.27  WIK-Consulthas also provided advice on the inclusion of certain IMC projects whichislargely
insupportof the ACCC’sview thatinsufficient justification has been provided. Therefore, the
ACCC’s positionthatit “cannot form a view that Telstra’s capital expenditure forecasts
represent prudent and efficient expenditure at this stage”*® must be held.

Telstra’s trend analysis approach
5.28 Thetrend analysisapproach variesamongstthe different drivers and demonstrates most of

the ACCC’s expressed concerns. A more detailed discussion will also be set outin the ‘capex
drivers’ sections below. [CiC Begins]

529 [CiC]
530 [CiC]
531 [CiC]

18 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices —primary price terms, Draft
Decision, March, p.77
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5.32  WIK-Consult makes similar observations and recommends that: “Forecast capex should be
based on underlying asset types and asset quantities rather than on trend analysis.”*® Thisis
based on the following assessment: [CiC]

5.33  Despite these obvious concerns, “Forthe purposes of this draft decision, the ACCC’s decision
is to accept Telstra’s capital expenditure forecast methodology.”*° However, absent any
confidence inthis assessment of Telstra’s forecast methodology, the ACCCcannotaccept
Telstra’s forecastsinits currentform. Telstra has provided little, if any, justification that its
expenditure is efficient and prudent, and has failed to provide sufficient evidence to identify
the appropriate cost causal relationships. Absent this, the ACCCcannotbe reasonable
satisfied that the forecast methodology produces efficientand prudent outcomes.

Telstra’s forecasts by capex driver

5.34  Ashighlighted above, Telstra’s forecast capex for fixed line services comprise of a number of
expenditure categories.”* Each of these is separately discussed as follows.

Forecasting demand-driven capex

5.35 Demand-driven capexisthe largest driver of capex overthe forecast period, [CiC].

5.36 A breakdown of Telstra’s forecastsinto CAN and Core assets (as well as pre and post-NBN)
furtherhighlights the concerns raised above —namely that the trends observed differ
between the overall CAN and Core asset classes.

Figure 13

[CiC]

Source: Telstra, Fixed Services Forecast Model, Version 1.1 (January 2015)

5.37 However, asshowninthetable above, thereisaverycleardivergence inthe trends
observedforboth the CAN and Core demand-driven capex. Forexample, [CiC]

5.38 Thedisaggregation of the demand-driven capex by asset classes also raises additional
concerns. Inaddition tothe trend analysis approach applied to demand-driven capex, the
ACCChas highlighted concerns on the lack of evidenceto support the linkage between
demand-driven capex forecasts and the allocation to the declared fixed line services. These
are discussed below.

Reasonableness of the trend analysis approach

5.39 Thetrend analysis approach appliedto forecasting demand-driven capexis based on [CiC]

540 [CiC]
541 [CiC]
542 [CiC]

9 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.63

>0 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices —primary price terms, Draft
Decision, March, p.69

> For the avoidance of doubt, Optus’ comments generally refer to FY2014 as the baseyear
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Figure 14

[CiC]
Source:
5.43 [CiC]
5.44 [cCiC]
Figure 15
[CiC]

Source: Optus analysis; Telstra, Fixed Services Forecast Model, Version 1.1 (January 2015)
5.45 [CiC]
5.46  WIK-Consultsimilarly acknowledged thisissue, notingthat:

Due to the mechanics of the Forecast Model, a simple rearrangement of the historic
CAPEX-figures in the time period 2011/12 — 2014/15 on the time axis (while leaving the
total amount of CAPEX spentin this time period constant...) would have changed the
CAPEX-forecast for 2015/16 — 2018/19 dramatically.”’ [emphasis added]

5.47  Optustherefore submitsthatitis unclearon what basis the currenttrend analysis approach
ispreferred overotheralternatives foreach asset class. Giventhe significantvariations that
can resultsfromthe choice of trend applied, as well as the variations of trends applied to
different asset classes, Optus recommends that the reasonableness of usingalinear
extrapolation forforecasting capex should be reviewed. The onus must be on Telstrato
establishthatits proposal is efficientand prudent. If it cannot, thenits approach must be
rejected. Onthe evidence beforeit, the ACCC cannotreasonably assess Telstra’s proposal as
efficientand prudent. The ACCCis therefore compelled toreject Telstra’s forecasts

Linkage between capex and its allocation to services

5.48  The Draft Decision raises concerns over the capex forecasts across a number of Core asset
classes, andin particularthe lack of evidenceto support the linkage between the demand-
related capex forecasts and the allocation of that forecast to the declared fixed lineservices.
The main exampleisinrelation to CO05: Transmission Equipment.

5.49 The Forecast Model shows thattransmission equipment contributes [CiC] which highlights
that the COO05 asset class and its cost drivers should warrant furtherreview.

5.50 In particular,the ACCChas considered thatthe currenttrend forecasts for transmission
equipment [CiC]

5.51  WIK-Consult’s advice tothe ACCCalso concluded:

There is prima facie evidence that the absolute level of demand-driven CAPEX cannot be
explained on the grounds of demand forregulated FLS...

> WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.109
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According to the FLSM, FLS access seekers shall be charged for demand-driven CAPEX on
transmission equipment. However, demand for regulated FLS is highly unlikely to be the
reason forinvestmentin additional transmission equipment.”>

5.52 [CiC]

Figure 16

[CiC]

Source:

5.53  Despite the concernsoutlined above,the ACCC has effectively accepted Telstra’s forecasts
for the Draft Decision. Optus recommends that this position should be revised and the
linkage between costand cost driver should be provided. This relationship should also be
justifiable when viewed in the context of cost allocation. The onus mustbe on Telstrato
establishthatits proposal is efficientand prudent. If it cannot, then its approach must be
rejected.

Forecasting AROS-related capex

5.54  AROS-related capex refersto capexincurredforassetreplacementand operational support
activities. Ingeneral, the trend adjustment applied to AROS-related capex is similarto those
for demand-driven capex, with the exception of animposition of constraint factorto limit the
annual growth of AROS capex. Optus notes thatthe previous observationsinrelationtothe
use of trend adjustments similarly apply to AROS capex.

5.55 A breakdown of Telstra’s forecastsinto CAN and Core assets (as well as pre and post-NBN) is
setoutinthe table below.

Figure 17

[CiC]

Source:

5.56  Telstrahas notidentified any cost causal relationshipsin any of its submissions to this
Inquiry. WIK-Consult also observes that: “Asset replacement follows a different economic
logic than (new) investment in operationalsupport. The drivers for both types of investment
are different. Integrating both types of CAPEX in one category makes it impossible to assess
the reasonableness of such CAPEX. Therefore, Telstra should provide separate figures for
these expenses.”* As such, itis difficult to supply detailed comments on the prudency of
AROS expenditure. However, since AROS relates to asset replacement and operational
supportthere should be a clear link between the number of assets and the AROS capex. [CiC]
Optusis not aware of any justification put by Telstraforsuch a large annual increase.

5.57 Theonus mustbe on Telstrato establish thatits proposal is efficientand prudent. If it
cannot, thenits approach must be rejected. At this stage, sufficient evidence has notbeen
presented, and Telstra’s proposal should be rejected.

>3 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.110

>4 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, pp.37-38
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Forecasting discretionary capex

5.58 Discretionary capex representsasmall portion of total capex onthe fixed line network. As
such, Telstra has adopted a constant forecast for the Baseline forall yearsin the forecast
period. The NBN trend factor isthen applied to arrive at the forecast capex forinclusionin
the FLSM. Notably, Telstra has acknowledged [CiC]

5.59 A breakdown of Telstra’s forecastsinto CAN and Core assets (as well as pre and post-NBN) is
setout inthe table below.

Figure 18

[CiC]
Source:
5.60 Telstrahas notidentified any cost causal relationshipsin any of its submissions to this

Inquiry. Assuch, itis difficultto supply detailed comments on the prudency of discretionary
capex. However, the onus must be on Telstrato establish thatits proposal is efficient and
prudent. Ifit cannot, thenits approach must be rejected. At this stage, sufficient evidence
has notbeen presented, and Telstra’s proposal should be rejected

Forecasting NBN-related capex

5.61 NBN-related capex relates [CiC]

5.62  Asnotedabove, NBN-related capex has been forecast using acompletely separate approach
to the othercapex driversand [CiC] This is set out in the figure below, however does not
explainthe [CiC]

Figure 19

[CiC]

Source:

5.63  First,and foremost, NBN-related capex should not be included in the FLSM:

... it would be inappropriate to recover from fixed line access seekers or other users of
the fixed line network costs of network investments which would not be required in the
absence of the NBN roll out. If these investments are for the specific purpose of NBN
rollout and would not be required in the absence of the NBN, these costs should be
recovered from NBN Co and not from other users of the fixed line network.”’
[emphasisadded]

5.64  WIK-Consult made similar conclusions that: “NBN-related CAPEX should be treated as
incrementalto the NBN. That CAPEX must not be allocated to the FLS. The same consequence
should be taken for any PROPEX related to those CAPEX.””®

5.65 The ACCC also highlighted anumber of concerns, towhichit has also sought further

information, including:>” [CiC]

> ACCC, 2015, Public inquiryintofinal access determinations for fixed lineservices —primary price terms, Draft
Decision, March, p.71

> WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.5
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5.66

5.67

Optus notes that [CiC] Regardless, these costand expenditures should be regarded as
incremental tothe NBN, and WIK-Consult’s recommendation that “FLS access seekers must
notbe charged forany CAPEX thatis associated with the lease or sale of resources to NBN
Co”*® should still hold.

The ACCC istherefore correctinits draft decision to exclude NBN-specific capex from the
FLSM, on the basis that this expenditure isincremental forthe NBN roll out and should be
recovered from the users of NBN Co (and not otherusers of the fixed line network).

The efficiency and prudency of Propex

5.68

5.69

5.70

571

As discussedin Section 6, where the ACCChas deemed Telstra’s propex forecasts to be
prudent and efficient, this should be included within capex. Further workisrequired to
establishthat Telstra’s mark-up for Propexis efficientand prudent.

Optus notes that Propex expenditure datais available on an IMC-basis.>® Allocation of IMC
code expenditure to service should be done on a direct cost causal relationship. Itis notclear
that has beendone. Itisclear, forexample, that IMC codes [CiC] are not related to regulated
fixed line services and should be excluded.

The onus must be on Telstrato establish thatits proposal is efficientand prudent. If it
cannot, thenits approach must be rejected. The current approachto Propex —a percentage
mark-up—makesit difficult to comment on the forecast given the significant changes
requiredinforecasted capex to meetthe prudency requirements.

Optus welcomes further consultation on the efficient level of propex once the ACCCmakesa
decisiononthe level of efficient and prudent capex.

Next steps for the ACCC

5.72

5.73

5.74

5.75

Both the ACCCand WIK-Consult have identified numerous substantial problems with the
capex forecasts put forward by Telstra. The onus must be on Telstrato establish thatits
proposalis efficientand prudent. If it cannot, thenitsapproach mustbe rejected.

On the evidence before it, the ACCC cannot reasonably assess Telstra’s proposal as efficient
and prudent. The ACCCshould thereforefeel compelled to reject Telstra’s forecasts.

The ACCC should not consideritselfbound to accept Telstra’s forecasts in the absence of
otherpreferred forecasts. First, itfailstorecognise the significantinformation asymmetries
presentinthisInquiry.Second, itfailstorecognisethe incentives faced by Telstrato supply
forecasts that favouritself and are detrimental to the LTIE and end-users. We note the
comments by WIK-Consulton the incentives faced by Telstra.

The ACCC must not reward Telstra for failing to provide sufficient evidence thatits forecasts
are efficientand prudent. Allowingtheseforecastsin the FLSMis not consistent with the
legislative criteria, the fixed principles, orthe approach adoptedin otherindustries thatrely
of RABforecasts.

> ACCC, 2015, Publicinquiryinto final access determinations for fixed lineservices — primary price terms, Draft
Decision, March, p.72

>8 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.94

>? See Telstra, Final Access Determinations (FADs) Inquiry —additional informationinresponsetoinformation
request under the BBM RKR, February 2014, p.12
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5.76  Optusreferstothe observationin Frontier Economics’ expert opinion tothe use of
independent forecasts by the AER. The AER creates its own forecasts of expenditure and
comparesthisagainst the regulated firm’s forecast. Where the regulated firm’s forecast s
above the AER’s forecasts, the AER seeks an explanation. If the explanationis not
satisfactory, the AER takes the view that the regulated firm’s forecasts are not prudentand
efficient. The AERwill then substitute its own forecasts. This was the process undertakenin
the latest draft decisions for NSW and ACT electricity distribution networks, anditshould be

the process undertaken by the ACCCin this Inquiry.
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Section 6. EXPENDITURE FORECASTS — OPEX

Key points

e Alloperatingexpenditureforecasts should reflect prudent and efficient costs. The onus of proof
on prudency should be onthe access provider. The ACCChas indicatedin cleartermsthatTelstra
has presented insufficient evidencein support of the relevance, efficiency and prudency of its
forecast opex. This needsto be addressed before prices are finalised.

e Onlyopexforecastsdeemedto be prudentand efficient should be included in the FAD. In the
absence of such evidence, the ACCCshould set opex forecasts for the next regulatory period by
takinginto account historictrends, as observed overthe last regulatory period, albeit adjusted
forthe cleardecline indemand that will result from NBN migration.

6.1 Under the BBM approach, and required by the fixed principles, forecast operating
expenditure must reflect prudent and efficient costs. Howeverthe ACCCis concerned that
while Telstra has provided several submissions thatinclude material adjustments to forecast
operating expenditures it has not provided sufficient evidence that actual and forecast opex
isprudentand efficient.®

6.2 Forecasting operating expenditure in the previous regulatory period was based on historic
opex. However, sincethe forecasts provided by Telstrawere not disaggregated by asset class
the 2011 FLSM allocated forecast opex to each asset class accordingto its share of the total
undepreciated asset value in 2008-09.%

6.3 A new approach has been consideredin this FAD Inquiry. Inge neral, Telstrahas employed a
bottom up methodology forthe preparation of its relevant actual and forecast operating
expenditure. However since the submission of its original forecasts (BBMRKRresponse) in
February 2014, there have been several revised iterations of forecasts provided to the ACCC.
These include revisions and response to information requests to the ACCCdated: 3 October
2014; 7 October 2014; 15 December 2014; 19 January 2015; 6 February 2015.°” Telstrahas
also provided afurtherrevision dated 12 March 2015 afterthe release of the Draft Decision.

6.4 While the numbers have beenslightly ‘refined’ in each iteration, the general approach of
providing forecast estimates of direct opex attributable to the relevant FLSM Asset Classes,
as well asindirect opex applicable tothe fixed line services, remains the same.

6.5 Thisapproach is particularly problematic as the forecast data assessed in the Draft Decision
has been superseded with ‘newer’ Telstraforecast data. The ACCCistherefore correctto
highlightthere remains alack of transparency and difficulties in cost traceability forthe
assessment of whetherTelstra’s opexforecasts, as well asthe base yearactual opex are
prudently and efficiently incurred.

60 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary priceterms, Draft
Decision, March, p.29

61 ACCC, 2011, Inquiry to make final access determinations for the declared fixed lineservices, Final Report, July,
p.80

62 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices —primary price terms, Draft
Decision, March, pp.7-8
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6.6 Despite these concerns, the ACCCFLSM adopts Telstra’s opex forecasts as set outin figure 20
below.® Optus strongly disagrees with this approach. The burden must fall upon the access
providertosupply clearandtraceable evidenceastothe prudency and efficiency of its
forecasts. Where there isany doubt as to the reliability of the evidence, the Draft Decision
must rejectthe proposed forecastand adoptan alternative approach.

Figure 20

[CiC]

Source:

6.7 The remainder of this section sets out Optus’ views on assessing the prudency and efficiency
of opex forecastsforinclusioninthe FLSM. In addition, where the ACCC continues to adopt
Telstra’s forecasts, we provide commentary on anumber of adjustments that need to be
addressed before they can be acceptedinthe FLSM.

6.8 Thissection:

(a) Assesses the prudency and efficiency of Telstra’s forecasts;
(b) Identifies costdrivers and impact of changesin demand;
(c) Assessingthe proposed cost and productivity indices;

(d) Assessing the estimation of indirect costs; and

(e) Outlinesthe furtheradjustments required to Telstra’s forecasts.

Prudency and efficiency of Telstra’s forecasts

6.9

6.10

6.11

The Fixed Principles (clause 6.9) requires the ACCCto assess the reasonableness of Telstra’s
opex forecasts with respect tofourspecificcriteria. On this basis, Telstrasubmitted that its
forecasts were “clearly prudent and efficient.”®* Telstra also considered compliance with
relevantregulatory obligations, such as the USO, CSG and NRF requirements, “continue to be
a majordriver of fixed line network operating expenditure.”®

Stakeholders have highlighted concerns with the approach takento allocate expenditure
forecaststo FLSM Asset Classes. In particular, there was general consensus on concerns
related tothe prudency and efficiency of rebased opex; the responsiveness of Telstra’s opex
to changesindemand;andthe general transparency and treatment of allocation of opex
forecaststo FLSM Asset Classes.

The Draft Decision highlighted these concerns, including some specificexamples, which will
needtobe addressed beforethe release of the Final Decision. The ACCC has also received

*In doing so, the ACCC has acknowledged that “For the purposes of this draft decision, the ACCC’s decision is not
to make adjustments to Telstra’s forecast operating expenditure with the exception of adjustments to Telstra’s
forecast operating expenditure arising from the ACCC’s draft decision on the forecast change to CPI, the removal of
Telstra’s proposed adjustment to its Business Unit Support mark-up and the removal of NBN-related propex.” See:
ACCC, 2015, Publicinquiryinto final access determinations for fixed lineservices —primary priceterms, Draft
Decision, March, p.30

64 Telstra, 2014, Publicinquiryinto finalaccess determinations for fixed lineservices —primary prices, Responseto
Discussion Paper, 3 October, p.60

03 Telstra, 2014, Publicinquiryinto finalaccess determinations for fixed lineservices —primary prices, Responseto
Discussion Paper, 3 October, p.61

PUBLICVERSION | PAGE 43



advice from WIK-Consult on theirassessment of whether or not the forecast expenditures
provided by Telstraare both prudentand efficient.®®

General lack of transparency and allocation of costs to FLSM Asset Classes

6.12

6.13

6.14

6.15

6.16

Telstra’s forecast opex forfixed line services comprise of anumber of expenditure
categories:

(a) Unattributable costs (corporate overheads allocated to fixed line services);
(b) Propex (expensed capex);
(c) TelstraWholesale Group;

(d) Line Sharing Service (LSS);
(e) Information Technology Services (ITS);
() TelstraService Operations (TSO); and

(g) Telstra Operations Business Unit—Thisincludes: Customer Service Delivery (CSD);
and Service Operations Business Unit Support (BU Support).

While Telstra has made a considerable downward adjustment of its 2013-14 base year
operating expenditure, compared to the 2011 FAD, thisislargely a result of the changein
forecasting approach adopted by Telstra ratherthan through efficiency gains.

Telstra’s revised approach adopts abottom-up construction of costs where:

Most of the estimated fixed line cost centres appearnotto be generated from a single,
transparent cost allocation system. Telstra’s attribution of cost from the general ledger-
cost centres to fixed line asset classes is based on a composite of discussions with
internal staff from relevant cost centres, surveys, and different allocation systems and
multiple databases.®”

Thereisdifficulty in tracing costs from general ledger to asset classes. This raises concern for
verification since thereislittle to noinformation available on the allocation process adopted.
As such, itis unclearto what extentasignificant change in an underlyingassumption (or
change in forecast demand) would have on Telstra’s expenditure forecasts. Information
currently provided by Telstraon thisissue islargely hard-coded in the ‘Opex Forecasts’
provided by Telstra (with the latestversions, dated 6 February 2015 and 12 March 2015
which are yetto be assessedinthe context of this draft FAD).

Eventhough the costs can largely be attributed to some form of activity type or business
unit, the absence of any cost-volume relationship means forecasts cannot be verified. WIK-
Consult makes similar observations:

The Forecast Model presents sequences of expenditure and demand. However, the
Forecast Model does not tie expenditure to demand on the basis of CVR or AVR. %

66 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March

67 ACCC, 2015, Publicinquiryinto final access determinations for fixed lineservices — primary price terms, Draft
Decision, March, p.31

68 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.4
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6.17

6.18

Notwithstanding the approach taken to estimate indirect costs, the allocation of indirect
costs is currently based on the equi-proportionatedistribution of the full aggregated direct
opex to FLSM Asset Classes —although this involves a mark-up on already marked-up
volumes.

Optustherefore believes that:

(a) The ACCC should determine asingle set of Telstraforecasts from which to assess
whetherthe base year costs provided have been prudently and efficiently incurred.
Thiswouldinclude releasing any adjustment (minororotherwise) it has applied to
those forecaststo arrive at the outputto beincluded inthe FLSM.

(b) Inits currentform, the expenditure forecasts provided are neithertransparent nor
traceable, particular given thatit has stated:

(i) For the purposes of this draft decision, the ACCC’s decisionis to not make
furtheradjustmentsto Telstra’s forecast operating expenditure. The
exceptiontothisisthe removal of Telstra’s upward adjustmenttoits
Business Unit Support mark-up, the removal of NBN-related propexand an
adjustmentto Telstra’s forecast CPI.*

(ii) This confirms that the ACCC has based its expenditure forecasts on Telstra’s
forecaststo a large extent. Thisis also despite the factthat Telstra’s
forecast expenditures have yetto be deemed prudent and efficiently
incurred.

Inclusion of Propex as an operating expenditure

6.19

6.20

6.21

6.22

Propexis defined as the expenditure that occursinthe course of investingin assets. Telstra
has considered thisto be the project-derived opexfrom capex forecasts (i.e. expensed
capital) therefore its Forecast Model accounts for propex as opex.

Notably, the propex has been estimated as part of the overall capex forecasts but then
allocated across to the opex forecasts to be considered as part of the indirect opex. This
raises twoimmediate concerns.

First, itincreasesthe likelihood of double-counting of costs. [CiC] Assummarised by WIK-
Consult:

Accounting for PROPEX like for OPEX implies: Each additional dollar of PROPEX translate
1:1 into anincrease of the costs allocated to Telstra service portfolio. If PROPEX was
accounted foras CAPEX, its impact on the FLS cost base would be much smaller.”®

Second, propexisdirectly related to projected capital expenditure requirements. Therefore,
as concluded in WIK-Consult’s advice: “The expenditure to which Telstra refer as “PROPEX” is
in fact CAPEX. The mere fact that expenditure on the planning of investment and the
commissioning of assets is labour-relation does not qualify the PROPEX as OPEX.””* Under
normal commercial and accounting principles Telstrawould likely capitalise this expenditure.

69 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary priceterms, Draft
Decision, March, p.10

70 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.35

& WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.36
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6.23  The Draft Decision discusses a number of concerns with Telstra’s propex forecasts, as well as
highlightinganumber of furtherissues that may subsequently arise. Optus therefore believes
that the ACCCshould accept WIK-Consult’s advice and remove Propex from consideration as
part of Telstra’s Opex forecasts. The inclusion of propex within opexforecastsis neither
prudent norefficientforanumber of reasons:

(a) Telstra has not sufficiently demonstrated how propexincurred foranassetclassis
relatedtothe capex cost driverson which it is effectively based. The ACCC noted that
absentthisinformation, thereis the risk of double-counting through the addition of
separate propex to capex forecasts forsome asset classes, andin particularwhere
the capex forecasts already contains labourand intermediate inputs required for the
commissioning of plantand equipment. The hard-coded nature of the historicpropex
alsoemphasisesthe lack of transparency in mapping of propex to asset classes.

(b) Telstra’s propex forecasting methodology also raises concerns. For example, Telstra’s
propex approach clearly deviates fromthe approach (i.e. forecasts based onthe
indexation of base yearamounts by applying the relevant trend adjustments) taken
for the other ‘opex’ cost centres even though Telstra considers propex as an opex
expense. The ACCCthereforenoted concerns that [CiC]

6.24  Despite the range of concerns and advice from WIK-Consult concluding that ‘Telstra’s
approach in expensing propexisinappropriate’, the Draft Decision has accepted Telstra’s
propex forecast in the FLSM. The exception to thisis the removal of NBN -related propex.”

6.25 The Draft Decision hasalso highlighted three furtherissues related to propex for
consideration: "

(a) NBN-related fixed line expenditures —there are concerns that NBN-related
expenditures may be attributed to FLSM asset classes.

(b) NBN-related propex —there are concernsthat NBN-related propexisincremental to
NBN, and incremental costs should not be assigned to asset classes where costs are
shared between different services.

(c) Capex-opex trade-off —there are concerns that Telstra has had insufficient regard to
the trade-off between capex and opex acrossits asset classes. Thisis likely to resultin
an over-estimate of Telstra’s expenditure forecasts for the next regulatory period.

6.26  Optusunderstandsthatthese concernslargely reflectimplications that the underlying
propex assumptions may have with other componentsinthe FLSM. Therefore it would be
neither prudent norefficient forthe ACCCto accept propex forecasts without also being
satisfied that the implications of these assumptions are also prudent and efficient.

Identifying costs drivers and the responsiveness of Telstra’s opex to changes in demand

6.27  Optusis concernedthat Telstra’s forecasts has notidentified key opex cost drivers. Telstra’s
forecast expenditures currently do notadequately respond to changesin demand for fixed
line services.

72 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary price terms, Draft
Decision, March, p.53

73 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices —primary price terms, Draft
Decision, March, pp.53-58
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6.28

6.29

6.30

6.31

Thisis of significant concern given the expected declinesin fixed linedemand over the
forecast period and the implications it may have onforecasts due to network scalability and
costs incurred. Thisis also despite Telstra’s acknowledgements that:

The overall reduction in operating expenditure requirements is largely driven by the
expected decline in demand for fixed line services. For those operating activities that
are related to demand for network services — such as fault repair and proactive
maintenance—there s forecast to be a significant decline in operating costs.”
[emphasisadded]

In addition, Optus believes thatthe ACCC has overstated the relevance of Telstra’s regulatory
obligations (to which Telstrais eligible for compensation) as a potential barrierto Telstra’s
responsiveness of Telstra’s opexto changesin demand.”

While anumber of specificconcerns have beenraised, theseissues have not been sufficiently
addressedinthe Draft Decision. Optus therefore believes that:

(a) Further work must be conducted to assess the impact of network scale effects. Given
the forecastdeclinesinfixed line demand, it seemsimplausible that there would be
no similarorcorresponding decline in expenditure forecasts.

(b) There are also serious concerns regarding the lack of identified cost volume
relationships being established within the information provided. Thisimpedes on the
ability to assess and verify the forecasts that have been provided.

Importantly, the onus must be on Telstrato establish the prudency of its stable opex. Absent
such evidence, the ACCCshould reject the proposition. Optus furtherdiscusses these
concerns below.

Network scale effects have not been addressed

6.32

6.33

6.34

There appearsto be a lack of accountability for network scalability. For example, while
Telstrahas adopted a base-step-trend framework this has only been partiallyimplemented
[CiC]

As aresultof thisincomplete implementation, the Draft Decision has signalled that:

...moreinformation on how network size changes the scale of operations for the fixed
line cost centres of Networks, ITS, TSO and propex (and certain activities for CSD) will
improve the transparency and verifiability of how Telstra’s forecast operating
expenditures respond to changes in forecast demand.”®

Optus understands thatthe ACCCintends to further consulton thisissue before the release
of its final decision. As such, Optus will provide furthercomment at a laterdate. But as
stands, Telstra’s approach should not be assessed as prudent —and therefore should not be
includedinthe FLSM.

74 Telstra, 2014, Publicinquiryinto final access determinations for fixed lineservices —primary prices, Responseto
Discussion Paper, 3 October, p.59

73 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary price terms, Draft
Decision, March, p.35

76 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary price terms, Draft
Decision, March, p.36
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Overall decline in opex does not match the forecast proportional decline in demand

6.35 Despite acknowledgement of the largely demand-driven nature of opex, the forecast
reductioninreal opexisnowhere nearaslarge as the forecast decline in demand for fixed
line services. Telstraexplainsthat:

This reflects the fact that many components of Telstra’s operating expenditure are
largely fixed and relatively invariant with demand, and so this expenditure will not
necessarily decline at the same rate as demand. In particular, many of the costs of
operating and maintain the fixed line network —such as network powerand IT systems
costs— are largely independent of the number of service being supplied over the
network.

Further, it is expected that over the next five years, there will be increases in input costs
and someincreases in maintenance requirements associated with ageing of fixed line
network infrastructure. These increases in unit costs and higher maintenance
requirements will to some extent offset the effect of declining demand.””

6.36  Thiseffectively suggests thatthe majority of Telstra’s opexisfixedin nature,and when
consideredin conjunction withincreasesininput costs and other requirements, this will
offsetthe effect of decliningdemand. Thisisinline with WIK-Consult’s advice which
acknowledges (buts cautions) that on the issues of incentive to distort expenditure
allocations:”®

(a) The regulated firm has the incentive not to show all possible productivity gainsinits
forecast which can be materialized by the firm within the regulatory period. This
holdsin particularfor OPEX.

(b) The firm has an incentive toignore asset volume and cost volume relationships and
to treat costs as fixed and not responsive to volume declines

(c) The firm has an incentive toinflate base yearexpenditures.
(d) The firm has an incentive of double-counting of the same expenditure and cost.

6.37 WIK-Consult’s concerns cannot be ignored by the ACCCin the assessment of whether
Telstra’s expenditure forecasts have been prudently and efficiently incurred. Thisincentive
emphasisesthe needto ensure the onus of proofis placed upon Telstrato presentits
position.

6.38  Similarly, thereare concerns surrounding the cost-volume relationships given the
expectation that Telstra’s fixed line network is expected to shrink by [CiC] per cent by
FY2019. However, overthis same period, total opexinreal termsisonly expected to
decrease by [CiC], and thereby resultingin an overall increase of [CiC] in the equivalent opex
perfixedline SIO. Forclarity, thisisillustrated in the table below based on Telstra’s January
2015 forecasts.

Figure 21

[CiC]

Source: Refer to ‘Opex forecasts’ sheet: Telstra, Fixed Services Forecast Model, Version 1.1 (January 2015)

77 Telstra, 2014, Publicinquiryinto finalaccess determinations for fixed lineservices —primary prices, Responseto
Discussion Paper, 3 October, p.59

78 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.32
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6.39 Similarobservations have already been made in previous submissions. Forexample, Optus
notedinits October2014 submissionthat:

It can be argued that if the demands for PSTN services are declining, Telstra’s opex is
also likely to decline. As volume and customer numbers fall, faults and call-outs are likely
to occurless frequently than if the assets were fully utilised. However this does not seem
to be thecase based on the forecasts provided. Rather, the forecasts appearto show
thateven with declining demand, the aggregate opex costs (e.g. for faults) are still
growing. This means that over time, the relative costs of addressing a fault becomes
relatively more expensive to resolve on a per SIO basis.”

6.40 Thisview hasnot changed. [CiC]
6.41  The Draft Decision also acknowledges that:

While the assessment of the origination of costs, which occurs at the cost centres, is of
primary importance, it is also necessary to assess the attribution of cost centres’
operating expenditure to asset classes where:

= Declared service shares are increasing or decreasing modestly

= There is no allocation to NBN Co or where NBN Co’s shareis increasing
modestly.*’

6.42 The Draft Decision furtherconcludesthatgiven “Telstra has not been able to provide
sufficient information on why many of its cost centre’s costs fail to change in response to the
declines in the operations for FLSM asset classes, both absolute and relative to its other
operations. As a result, it is difficult to determine whether the responsiveness of Telstra’s
cost centres to changing demand is reasonable and therefore whether operating
expenditure is prudent and efficient.”' [emphasis added]

6.43  On thisbasis, the ACCCshould act onits own conclusion and eitherrequest further
information/clarification or determine its own set of forecasts forinclusionin the FLSM. In
the absence of furtherinformation, the ACCC should maintain the FY2014 opex/SIO ratio
throughout the forecast period. Inreality, Telstrawould seek to reduce its costs as demand
drops, because thatis rational commercial behaviour.

Drivers of opex at cost centre level

6.44 Telstra’s cost centre level opex datafurther emphasis the lack of responsiveness of these

cost centresto Telstra’s shrinking network. This has been highlighted at Table 3.5 in the Draft
Decision.??

6.45 From this, the Draft Decision identifies several areas where Telstra has provided insufficient
information on why many of its cost centres fail to change in response tothe declinein

7 Optus, 2014, Submissioninresponseto ACCC discussion paper:fixed lineservices final access determination —
primary prices, October, p.27

80 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary priceterms, Draft
Decision, March, p.40

81 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary price terms, Draft
Decision, March, p.39

82 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices —primary price terms, Draft
Decision, March, p.37
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operations for FLSM asset classes, both absolute and relative toits other operations.®* More
broadly, Telstra previously acknowledged that:

forthe purposes of forecasting expenditure Telstra has also assumed that there will be
ongoing efficiency gains in a number of areas over the forecast period. These include
assumed reductions in labour costs associated with network maintenance and o peration
of network IT systems, and reductions in energy usage associated with emissions
reductions initiatives. Telstra has also assumed that it will be able to make significant
cost savings as demand for network services declines. **

6.46 A general concernalsorelatestothe allocation of opex to FLSM asset classes. In most cases,
the base year amounts are hard-coded into the Forecast Model. Similarly, any allocation
matrices provided forallocation to asset classes are also hard-coded.

6.47  As astarting point, the Draft Decision has already flagged anumber of these concerns,
including: [CiC]

6.48 Optusextendsthisdiscussioninthe context of Telstra’s Service Operations (i.e. CSD,
Networks, ITSand TSO) below.

Drivers of CSD Activity Costs

6.49  The majority of opex costs are incurred by the CSD business unit; howeverthisis expected to
decline relative to the other operations business units over the forecast period. Akeydriver
istherefore identified to be the level of faults forecasted.

6.50 Notably, the levelof faults forecasted determinesthe overall level of direct opex being
forecast for CSD activities. Thisinturn, influences the level of maintenance expenditure
forecasts that make up the remaining share of CSD activity opex costs.

6.51 However,there are concerns with the allocation and drivers of maintenance expenditure,
such as within the context of maintenance and otheractivity costs contributing to the CSD
business unit. In particular, the Draft Decision has the following concerns:

(a) Cost assumptions related to CSD activity costs.*’

(b) The relationship between the maintenanceand otheractivity expendituresincurred,
and the quantity and type of related assets being addressed.®

6.52 Thefollowingtable sets outasummary of the Total CSD Direct Opex by Activity Type and the
labour cost assumptions applicableto Proactive Maintenance and Other Activities (these
ratios always correlate to 100% with respectto SIOs). Adifferent set of labour cost
assumptions also apply for Faults, and will be discussed in the context of CSD Faults.

83 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary priceterms, Draft
Decision, March, p.39

84 Telstra, 2014, Publicinquiryinto final access determinations for fixed lineservices —primary prices, Responseto
Discussion Paper, 3 October, p.50

8 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary price terms, Draft
Decision, March, p.33

86 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices —primary price terms, Draft
Decision, March, p.34
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Figure 22

[ciC)

Source:

6.53

6.54

6.55

6.56

As appliedinTelstra’s Forecast Model, the ‘Distribution of Activity Type by Asset Class’ for
total CSD Direct Opexin FY2014 is used to determine the ratios to be applied forthe
allocation of direct costs to FLSM asset classesin future years. The direct costs are calculated
on an annual basisthen allocated accordingly. Telstra has provided several revisions toits
CSD Operating Expenses for FY2014, each time effectively increasing the estimated
contribution of maintenance expenditure to the CSD cost centre — resulting from changes to
the [CiC]

The above examples highlightissues with transparency and relevance of costsincurred (as
allocated tothe FLSM asset classes) inthe base year. Forthe purposes of providing updated
forecasts, the base yearhas been takento be 2013-14 —as such, the information provided by
Telstrashould be actuals, and be subject tolimited changes orneed forreconciliation.

The majority of CSD direct opexis fault-related. The number of faultsis determined based on
the relevant ‘Fault Rate’ multiplied by the total number of CAN SIOs (for CAN faults) and/or
total number of ADSL SIOs (for ADSL faults). In addition to this, [CiC]

Optus addressesthese concerns below.

Repair costs per fault

6.57  Telstrasurmisesthat CSDfault repaircosts are driven by forecast fault volumes and unit
rates for repair. That s, it iscan be observed as a cost-volume relationship. [CiC]

6.58 In particular, Telstrahasapplied ablended unitrate forfaultrepairbased on the weighted
cost of external versusinternallabourforfaultrepair. The table below provides a comparison
of these labour rates relative to the blended rate.

Figure 23

[CiC]

Source: Telstra, Fixed Services Forecast Model, Version 1.1 (January 2015)

6.59

6.60

As highlighted in figure 23, the [CiC

[CiC]

Differential fault rates for CAN and ADSL

6.61 Telstra’s Forecast Model assumesthat based on historictrends, the fault rates across the
fixed-line network will continue toincrease. Between FY2003 and FY2014, Telstra submits
that the CAN fault rate has [CiC]

6.62  Assuch, thishistorictrend continues to form the basis of the forecast fault rate. Telstra has
alsoset differential fault rates to distinguish between CAN and ADSL faults. Comparisons of
these assumptions are setoutin the table below.

Figure 24

[CiC)

Source: Telstra, Fixed Services Forecast Model, Version 1.1 (January 2015)
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6.63

6.64

6.65

In attemptingto verify these assumptions, Optus makes the following observations:

(a)

(b)

(d)

(e)

It has been highlighted that Telstra does not separately produce forecasts for ADSL
premises faults, as this has historically beenreflected in the rate of CAN faults. As
such, the forecasts for ADSL faults have been assumed to follow the same trend as
the CAN faultrate.?’

The faultrate appliedincreases annually by 4% over the forecast period. Thisis
despite Telstra’s acknowledgement that:

Onan all else equal basis, CSD and Telstra Operations forecast that CAN fault
volumes will increase by approximately 2% per annum over the next three
years, despite the expected decline in CAN SIOs, implying an increase in the fault
rate that exceeds the linear trend. ®* [emphasis added]

(i) Telstraprovided furtherinformation dated 30 January 2015, to clarify that
the 2% per annum assumption [CiC] This suggests that the use of a more
conservative growth in forecast fault rate may be justified.

The historicfaultrate has been based onthe observedtrend forthe period FY2003 to
FY2014. However, it can also be seen fromthe same data that overthe last
regulatory period (i.e. FY2011 to FY2014) the observedfaultrate hasincreased ata
rate well belowthe historictrend.®

For CAN faultrates at least, thisisinline with previous observations made by the
ACMA. For example, “The Australian Communications and Media Authority (ACMA)
reports the current faultrate for telephone services onthe entire copper network at
~17 percent. The portion of faultson the local access networkis not reported;
howeveratsome European network operators less than one fifth of all faults have
beeninthelocal access network. Given uncertainty about quality of Australian
copper, the Strategic Review assumes that half of reported faults are in the local
access network and will require remediation.””’ Thisimplies that the portion of faults
on the CAN may actually be infact less than that reported, particularly when taking
into account the portion of faults attributable to ADSL.

The ACCC has also highlighted concerns that [CIC]

In addition, [OPTUS CiC]

Optustherefore recommendsthat an adjustmenttoreduce the annual increase in CAN fault
ratesis appropriate. Forexample, [CiC]

Implication of migration of customers from Telstra to NBN

6.66

The migration of customers from Telstrato NBNs has two kinds of effects on CSD Opex fault
repair, including:

(a)
(b)

It impacts on the quantity of SIOs, i.e. the forecastdeclinesinin demand; and

It impacton the faultrate of SIOs.

87 Telstra, 2014, Forecast Model v1.05, Framework and guide to forecastassumptions, October, p.34

88 Telstra, 2014, Publicinquiryinto finalaccess determinations for fixed lineservices —primary prices, Responseto
Discussion Paper, 3 October, p.32

8 Telstra, 2014, Forecast Model v1.05, Framework and guide to forecastassumptions, October, pp.32-33

%0 NBN Co, 2013, Strategic Review, December, p.87
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6.67

6.68

6.69

6.70

While there is no dispute that declinesin demand will eventuate as migration occurs, the
latterassumption that fault rates will increase is more contentious. This was similarly
observed by WIK-Consult: [CiC]

Optus believes thatthisis unlikely to be the case and WIK-Consultis correct to acknowledge
that: [CiC]

First, Telstra’s Forecast Model assumes an upward trend in fault rates, [CiC] These activities
are clearly NBN-related, and as such should not be considered within the context of FLSM-
related opex. Therefore, itis unclearon what basis migrationto NBN wouldlead toan
increase in the fault rates applicable to the remaining fixed line SIOs. The costs of faults
arisingthrough NBN related activities should not be allocated to FLSM services, but rather
should be allocated to Telstra’s NBN project.

Second, the ACCC has already recognised that “a consequence of migration is that certain
assets will be either decommissioned or utilised to a lesser extent. This will ultimately mean
that some assets that are currently used to provide declared services will no longer be used
forthis purpose, either fully or in part”®* —however, this should not mean that a result of
migrationisan increase in fault rates across the remaining customer base.

CSD: Maintenance expenditure forecasts

6.71

6.72

6.73

The remainingdrivers of CSD direct opex comprisesacombination of Proactive Maintenance
and Other Activities, contributing on average [CiC] per cent of total CSD direct costs overthe
forecast period.

This however raises several concerns forthe assessment of the prudency and efficiency of
costs beingincurred, including:

(a) The relevance and use of CAN SIOs as the key driver of maintenance; and
(b) Material changes proposedin the latest forecasts provided.

In addition to fault-related costs, these costs also contribute to the indirect costs allowed
underTelstra’s Forecast model. As such, inflation of these costs willalso lead to the inflation
inindirect costs calculated forthe overall CSD business unit.

Useof CAN SIOs as the key driver of maintenance expenditure forecasts

6.74

Telstra has submitted that routine maintenance costs and other costs are expected to decline
as the number of SIOs onthe CAN declines. Inparticular, that: “Proactive and routine
maintenance costs are linked to the decline in CAN SIOs because such works are exclusively on
the CAN. This is a highly conservative assumption. It effectively assumes no economies of
scale in carrying out these activities. It also sets aside any fixed element to these costs — such
as the requirement to support regulatory requirements and service levels.”*> WIK-Consult
similarly observed that: “the driver of the bulk of OPEX spent on Proactive Maintenanceis the
quantity of CAN §10.””> CAN SIOs in this contextis based on the sum of total WLR, ULLS,

PSTN Retail Access, ISDN and Other DSL SIOs.

1 ACCC, 2014, Publicinquiryintofinal access determinations for fixed lineservices — primary priceterms, Position
statement on the treatment of the Telstra-NBN Co arrangements for regulated pricing, October, p.11

92 Telstra, 2014, Forecast Model v1.05, Framework and guide to forecastassumptions, October, p.35

93 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.39
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6.75 It was previously also noted thatthat future efficiency gains could arise due to the highly
elasticrelationship between field workforce costs and S1Os. In particular, [CiC]

6.76  Howeverthisapproach appearsto differ fromthatappliedinthe Forecast Model. For
example, [CiC]

6.77  [CiC] Thiscan be furtherillustrated through the comparison of the YoYdeclinesin the
aggregate costs for these CSD activity types.

Figure 25

[CiC]

Source:

6.78  WIK-Consulthasalso highlighted anumber of related concerns, largely related to the metrics
and drivers of these CSD activities. In particular, the use of CAN SIO volumes as the key driver
of maintenance expenditure, where:

(a) CANSIO isthe key driver of duct cost — “The maintenance work tobe spenton a
piece of duct (assumingthata surface type such as pavementortrenchis given)
dependsonthe length of the ductand possibly also onthe diameter of the duct, but
it does notdepend on the quantity of active wire pairsin the copperloops passing
the duct.”*

(b) CANSIO isimplied as the key driver of OPEX associated with copperloops —“CSD
maintenance work is primarily afunction of the quantity of CAN SIO... However, itis
not realisticthat the quantity of CAN SIO (respectively the quantity of active wire
pairs) isthe only driver of the maintenance work spent on coppercable. The other
driveristhe length of the cable deployed.” * Thisis not withstanding the expected
declinesinthe overall length of coppercablesas NBN rolls out.

6.79  To thisend, WIK-Consult considers that:

As faras the copper cable used for the provision CAN SIO is concerned, it is plausible that
the correlation between annual maintenance costs and the overalllength of active wire
pairs is strongerthan the correlation between maintenance costs and the quantity of
CAN SIO. The overall length of active wire pairs depends on the quantity of CAN SIO
and the overall length of copper cable.”’® [emphasis added]

6.80 Thisputsintoquestionthe currentapproach adopted by Telstrawhichis effectively acarry-
overof the previous year’s costs adjusted by acombination of indexation and forecast
savings. Putsimply, unlike the calculation of CSD Fault Activity —no clear cost-volume
relationship can be observed.

Telstra’s maintenance expenditure forecasts
6.81  As highlightedin figure 22, Telstra has provided severalrevisions toits CSD Operating

Expensesfor FY2014, each time effectively increasing the estimated contribution of
maintenance expenditure to the CSD cost centre.

o WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.42
% WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.42
% WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.43
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6.82 [CiC]
6.83 [CiC]

6.84 Itisnotclearwhy these revisions have occurred. The amendmenttothe base yearvalue
cannot be adequately traced to verifiable sources; and the lack of identified cost drivers
means otheradjustment cannot be rationally and objectively tested.

Drivers of Networks Activity Costs

6.85 The Networks business unit comprises the second largest contribution to Telstra Operations
and is “responsible forthe planning, design, deployment and performance of Telstra’s access,
core and service enabling networks, including the fixed line network CAN and Core.”””

6.86  Telstra’s Forecast Model categorises the Networks business unitinto three distinct activities:
Power Consumption; Rents and Building Outgoings; and Other (including maintenance
contracts and equipment licences). A summary of these Network Opex costs by Activity Type
isset outin the table below.

Figure 26

[CiC]

Source: Nominal Telstra Opex Forecasts. Refer to ‘Opex forecasts’sheet in each of the following: Telstra, Fixed
Services Forecast Model, Version 1.1 (January 2015); Telstra, Fixed Line Services Access Pricing Model FY2015-

19, Version FY2015 to FY2019 v1.1 (6 February 2015); and Telstra, Fixed Line Services Access Pricing Model
FY2015-19, Version FY2015 to FY2019 v1.2 (12 March 2015).

6.87  The Draft Decision highlights concerns that: [CiC]

6.88  Notably,itcan be observedthatthe nominal forecast for Networks Opex [CiC] Optus
discussesthese concernsinthe context of Telstra Network categories below.

Networks: Power consumption

6.89 Network powerisasignificantexpenditureitem forthe Networks business unit. Itisthe
single largest costinputfora Network Activity which as set out in the Forecast Model
comprisesthe [CiC]

6.90 HoweverOptusisconcernedoveranumber of forecasts that have been putforward. [CIC]
6.91 [CIC]

6.92  WIK-Consulthas highlighted similar concerns with Telstra’s approach and recommends that
to addressthese concerns a cost-volume relationship needs to be established.

(a) In particular, foreach type of building opexassociated with emergency power supply,
rectifiers and air-conditioning should be separately identified. This opex would also
include ashare of buildingrentals as allocated by the asset’s associate d occupancy
rate/footprint.

(b) For each type of active network asset, information on the average annual asset
quantity and annual energy consumption (kWh)forthat network asset should be
identified. This would lead to the identification of a price per kWh of electricity.

7 Telstra, 2014, Forecast Model v1.05, Framework and guide to forecastassumptions, October, p.37
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(c)

6.93

Networks:

6.94

6.95

6.96

The building opexidentified above should then be allocated to the active network
assets (switchingand transmission equipment) on the basis of the annual amounts of
electricity consumed by the active network assets.”®

Optus believes thatadopting WIK-Consult’s recommendations would improve the
transparency related to the calculation of electricity expenditure attributable to the
Networks Opex cost centre.

Rents and Building Outgoings

In aggregate, the largest costitem forthe Networks business unitin all yearsisthe
combination of rents, council and water rates, and other building outgoings. Telstra
submitted thatit does notexpectthere to be any material change toits network rental
accommodation and land portfolio overthe nextregulatory period, despite the expected fall
in network demand. Optus notes that thisis an assumption which warrants further
investigation by the ACCC—noting that European fixed line operators have disposed of their
excess PSTN buildings when transitioning to a nextgeneration fibre network.”

The approach takenistherefore simply toincrease the base yearamounts by the rental index
for Rents; and CPI forthe remaining Building Outgoings.

Optus believes thatin both cases, the currentindexation assumption applied by Telstra
seems high. For comparison, the table below provides asummary of the CPl and Housing
Price Index for period FY2010 to FY2014.

Figure 27 CPland Housing Price Index (FY2010 to FY2014)

FY2010 FY2011 FY2012 FY2013 FY2014 Average

Housing Price Index 5.9% 4.6% 3.3% 5.3% 3.9% 4.6%
(year-ended change)
Consumer Price Index 3.1% 3.5% 1.2% 2.4% 3.0% 2.5%
(year-ended change)

Source: RBA, Consumer Pricelnflation: Expenditure Groups, Table G2. See also:ABS, Cat. 6401.0 — Consumer
Pricelndex, Australia, Dec 2014

6.97

6.98

6.99

First, Telstra has assumed a constant annual increase of [CiC] to apply to all rents. Thisis
higherthan that reportedinthe year-ended Housing price index, to which new dwelling
purchases by owner-occupiers and rents are the main contributors. Asshownabove, the
Housing price index shows on average only a4.6% YoY increase overthe five year period.

Second, the CPlapplied has been based on Telstra’s own forecast CPI whichis higherthan
the 5-year average for the historic ‘All Groups’ CPIforall forecast years. The Draft Decision
does notaccept Telstra’s forecast CPl assumptions. ™

Notwithstanding the potential overstatement of indexation to be applied, itis also unclear
why the allocation of these coststo CAN and Core ‘Network Buildings/Support’ Asset Classes
have beenlinked to [CiC]

% WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for the
ACCC, 5 March, p.54

i WIK-Consult, 2009, The Economics of Next Generation Access — Addendum, p.6; Remko Bos, 2007, NGN in the
Netherlands: a regulatory perspective, OPTA, March, p.12,

100

ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary priceterms, Draft

Decision, March, p.48
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6.100 Assuggested by WIK-Consult, this appearsto be the result of the misguided use of electricity
consumption asthe driver of building costs. As such, they state that “the driver of building
costsis hardly powerconsumption, but ratherthe footprint occupied by accommodated
network plant.”*** Optus therefore believes that this allocation approach needs to be
changed. Thisisalsodiscussedin Section 2.

6.101 Telstrahas an opportunity toreduce its building costs asdemand declines; prudency
principles require this opportunityto be reflectedinthe FLSM.

Networks: Other direct costs for Networks

6.102 These othernetwork costsinclude acombination of:internallabour costs to maintain the
network; maintenance contracts with service vendors; apparatus licencefees payable tothe
ACMA; and satellite lease payments (i.e. considered as miscellaneous costs). Telstra has also
noted that to the extentthese lattertwo cost categories do not relate to the fixed network,
those costs have been removed.'??

6.103 Similartothe above comments onindexation forthe previous Networks activity type, these
costs do not appearto be linked todeclinesin demand, hence remains relatively constantin
real termsoverthe forecast period.

Drivers of ITS Activity Costs

6.104 The ITS business unitincludes software, hardware and development of IT systems, with the
costs incurred predominantly associated with maintenance contracts with servicevendors to
maintain network systems. [CiC]

6.105 The approach takenistherefore simplytoincrease the base yearamounts by applyingthe
relevanttrend adjustments to each of the ITS expenditure categories. The aggregate
outcome isthen allocated accordingly to FLSM Asset Classes based on the allocation matrix
resulting from atwo-step process. As described by Telstra: [CiC]

6.106 [CIC]

6.107 Thefollowingtable provides asummary of Telstra’s historicand forecast allocation of ITS
costs to relevant ITsystems, as allocated to the fixed line network asset classes.

Figure 28

[CiC]

Source:
6.108 Optus notesthat while the table above highlights [CiC]

6.109 Optusis alsoconcernedthatinattemptingto validate the application of these allocation
factors for ITS costs, several key observations can be made: [CiC]

6.110 [CIC] Theissue of allocation of shared costs to servicesis discussedin section 3

1ot WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for
the ACCC, 5 March, p.57
102 Telstra, 2014, Forecast Model v1.05, Framework and guide to forecastassumptions, October, p.42
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Drivers of TSO Activity Costs

6.111

6.112

6.113

6.114

6.115

The TSO business unitisresponsibleforthe security, reliability, quality and speed of response
and restoration of Telstra’s network and IT systems. Similarto the ITS cost centre, it supports
the provision of fixed line services, as well as other services provided by Telstra.

The approach takenistherefore simplytoincrease the base yearamounts by applying the
relevanttrend adjustments to each of the four TSO ‘Opex by Business Group’ categories (i.e.
NAO, NIO, NSFand NITO); then allocated into asset classes accordingly.

[CiC]
Optus notes a number of concerns with the assumptions underlying this approach: [CiC]

WIK-Consult similarly recognises these concerns and recommends that “Distinct TSO
activities should constitute distinct cost centres which are clearly identifiable in the Forecast
Model... In particular, it has to be clear whether a TSO cost centre is a secondary cost centre
or a tertiary cost centre.”**® In general, Optus supports WIK-Consult’s recommendations and
recognises thatthis would improve transparency into whether or not this allocation reflects
the principle of cost causation.

Telstra’s proposed cost and productivity indices

6.116

6.117

6.118

(a)

(b)

(c)

6.119

In additionto the driversidentified above, the underlying costinputs are also responsible for
the magnitude of expenditure costs forecast. Thisis of particularimportance where a cost-
volume relationship has been established.

As highlighted inthe above section on drivers of cost centre level opex, the role of the
variousindices are also significant drivers of expenditure forecasts overthe regulatory
period. Inthe majority of cases, the Forecast Model determines opex forecasts by inflating
the base year expenditure according to aset of relevant expenditureindices (as summarised
inTable 3.12 of the Draft Decision)."**

General concernsrelatingtothe Telstra’s choice and application of its indices have also been
raised by both the ACCCand WIK-Consult.

There appearsto be an inconsistentapproach to the application of indices to
different cost centres, and cost centre expenditure groups. Forexample, “The ACCC
notesthat Telstra has not provided sufficient explanation whyit has not applied
efficiency indices to all its cost centre activities.”**®

Notwithstanding concerns surround the inclusion of propex within opexforecasts,
Telstrahas not applied any cost and productivity indicestoits propex cost centre.

The application of the labour price indexisinconsistent [CiC

Despite the concerns outlined above,and with the exception of Telstra’s forecast change in

the CPI, the ACCC’sdraft decisionis that Telstra’s proposed cost and productivity indices are

103 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for

the ACCC, 5
104

March, p.60

ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices —primary priceterms, Draft

Decision, March, pp.46-48

105

ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary price terms, Draft

Decision, March, p.48
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6.120

prudentand efficient. 1% |nthe case of CPI, the ACCC’s draft decision is to forecast an annual

change of the CPl of 2.4 percent, which resultsin the Telstratotal real opex ($2009) being
largeras a result of the ACCCadjustment.

Optus believes that the above indices, orat a minimum consistency on the application of the
above indices, will need to be revisited. Whilethe ACCC has stated a preliminary view that
the above indices are reasonable, it has not provided any conclusions on the approaches
takeninrelationtothe application of the aforementioned indices.

Estimation of indirect costs

6.121

6.122

6.123

[ciC)

An extension of this concern also relatesto the allocation of indirect opex to asset classes.
[CiC] The resulting ‘Total Directand Indirect Operating Expenditure by Asset Classes —
includingindirect’ isthentransposed into the FLSM.

Optustherefore considers:

(a) The use of hard-coded values needs to be well substantiated. Thisis particularly
importantgiventhatthese base yearvaluesare being represented as actuals, but at
the same time they will also act as the proxy for future estimations of indirect costs.
As such, thisapproach assumesthat indirect costs are always proportional tothe
directcost incurred.

(b) There is also considerable concernregarding the use of mark-ups applied to other
mark-ups. The Draft Decision has [CiC] While the use of an EPMU for indirect costsis
an accepted approach to cost modelling, the indirect mark-ups should apply to the
pool of direct costs and not to costs where anindirect mark-up has already been
applied.

Indirect opex applied in forecast years

6.124 Thefollowingtable sets outacomparison of indirect opex asaproportion of total opex for
each of the specified Telstra business units. It compares the last four sets of opex forecasts as
provided by Telstra.

Figure 29

[CiC]

Source:

6.125 In particular, this highlights thatindirect costs contribute a significant proportion overallto
the annual forecast opex. Several key indirect opexissues can be flagged: [CiC]

6.126 Withthe exception of Unattributable Indirect Opex, the ratio of indirecttodirect opex for
individual business units remains constantin all forecast years. These have been calculated
by either maintaining the ratio for observed the base year, or can be traced to a set of
specified mark-ups.

6.127 The following summarises the approach taken for each of the individual opex categories.

[CiC]

106 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary priceterms, Draft
Decision, March, p.50
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6.128 [CIC]

6.129 [CIC]

6.130 [CIC]

6.131 [CIC]

6.132 [CIC]

6.133 [CIC]

6.134 [CIC]

6.135 [CIC]

6.136 [CIC]

6.137 [CIC]

6.138 [CiC]

Next steps for the ACCC

6.139 Optussubmitsthatitisclearinthe draft FADthat the current opexforecastsinthe FLSM will
needtobe reviewed. Where the ACCCcontinuestoinclude opex forecasts based on Telstra’s
forecasts, then furtheradjustments (in addition to that already considered in this draft FAD)
willneedtobe applied.

6.140 The ACCC has already highlighted several adjustments to be applied to Telstra’s expenditure
forecasts. Theseinclude:

(a) The removal of Telstra’s upward adjustmenttoits BU Support mark-up;
(b) The removal of NBN-related propex; and
(c) An adjustmentto Telstra’s forecast CPI.

6.141 Whilethisisa goodstarting point, Optus recommends thata furtheradjustmentto Telstra’s
forecast opex must be made. The ACCC cannot accept many of Telstra’s current forecasts are
they patently do not represent prudent cost managementin the face of significant changes in
demand.

6.142 The ACCC should notfeelitself boundtoaccept Telstra’s forecastsinthe absence of other
preferredforecasts. First, it fails to recognise the significantinformation asymmetries present
inthis Inquiry. Second, itfails to recognise the incentives faced by Telstrato supply forecasts
that favouritself and are detrimental tothe LTIEand end-users. We note the comments by
WIK-Consultonthe incentives faced by Telstra.

6.143 The ACCC must not reward Telstrafor failing to provide sufficient evidence thatits forecasts
are efficientand prudent. Allowing theseforecasts inthe FLSMis not consiste nt with the
legislative criteria, the fixed principles, orthe approach adopted in otherindustries thatrely
of RABforecasts.

6.144 Optusreferstothe observationin Frontier Economics’ expert opinionto the use of

independent forecasts by the AER. The AER createsits own forecasts of expenditure and
compares thisagainst the regulated firm’s forecast. Where the regulated firm’s forecast s
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above the AER’s forecasts, the AER seeks an explanation. If the explanationis not
satisfactory, the AER takes the view thatthe regulated firm’s forecasts are not prudentand
efficient. The AERwill then substitute its own forecasts. This was the process undertakenin
the latest draft decisions for NSWand ACT electricity distribution networks, and it should be
the process undertaken by the ACCCinthis Inquiry.
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Section 7. PRICE STRUCTURE - WADSL

7.1 A key question forthis FAD Inquiry is how the proposed price level and structure for
wholesale ADSL(WADSL) reflects cost-based cost components and whetherit enables access
seekerstoreplicate Telstra’s retail offerings.

7.2 The ACCC has previously stated thatit would prefer cost based VLAN and port charges, if
there was “robust cost information that would allow it to allocate costs to the portand AGVC
componentson a cost-based basis” .*%’

7.3 And Telstra has observed inthe SSUthat the VLAN [AGVC] charging for WADSL will fall as
Telstraretail demandincreases:

Increases in retail customer usage mean that more data needs to be transported from its
sources to end users and, to replicate the offers made by Telstra’s retail business units,
wholesale customers would need to purchase more AGVC transmission. Therefore, the
AGVC price component will need to fall as Telstra’s retail customer usageincreases."*
[emphasisadded]

7.4 In the original WADSLFAD, the ACCCagreed that the regulated rate should include aVLAN
[AGVC] charge because “it moredirectly allows wholesale customers to match the Telstra
retail offers that are causing the increase in network utilisation.”**

7.5 Optus agrees with all of these comments. Importantly, the ACCC now has before it robust
cost information that allows a cost-based allocation between port and backhaul components.

7.6 This section addressesthe followingissues:
(a) Proposed WADSL price structure does not reflect cost causal relationship
(b) The Declared Service, by itself, cannot be used to supply wholesale ADSLservices;

(c) Calculating cost reflective port and backhaul charges using available costinformation
and the FLSM; and

(d) The proposed WADSL structure harms end-users and does not promote the LTIE
WADSL price structure does not reflect cost causality

7.7 Establishing a cost-causal relationship is the main principle when setting cost based pricing.
This principle is reflected in the fixed principles,''® and has constantly been applied by the
ACCCin assessmentof the LTIE. A cost based charge is likely to best promote the LTIE. "™ This
view is supported by WIK-Consult which highlighted that the concept of cost based pricing

107 ACCC, Publicinquiry to make a final access determination for the Wholesale ADSL service — Final Report, May
2013,p.48

108 goe Telstra, “A Guide to Telstra’s price-related interimequivalenceand transparency obligations”, published on
5 September, atp.3, and availableat: http://www.accc.gov.au/content/index.phtml/itemid/100399

109 ACCC, Interim access determination for the wholesale ADSL service Statement of Reasons — February 2012, p.15
% See clauses 6.11 and 6.14

H ACCC, Publicinquiry to make final access determinations for the declared fixed lineservices — Discussion

paper, April 2011, p.133; ACCC, Publicinquiry to make a final access determination for the Wholesale ADSL service
— Final Report, May 2013, p.5
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for fixed lineservicesimplies that only those costs thatare incurredin the provision of fixed
line services should be included in the cost base.***

7.8 The final price structure of the WADSLservice —a port based charge togetherwithaper
Mbps backhaul charge (VLAN) —does not reflect the cost to provide the services because of
several arbitrary adjustments to the cost estimate fromthe FLSM. That is, assuming that the
FLSM accurately calculates a cost based charge, the adjustment from the FLSM estimate to
the final pricing structure removes any relationship to the demand drivers of the service.

7.9 As aresult, Telstrais likely to over-recover the costs of providing WADSL, and end-users are
likely to sufferthrough higher prices and/orreduced services.

7.10  Thissub-section:
(a) Outlines how the FLSMallocates costs to the WADSL services;
(b) Explains the adjustments made to determinethe final form of the charges; and

(c) Discussesthe problems with this approach.

The allocation process in the FLSM

7.11 The WADSLserviceisa Core service inthe FLSM, with costs allocated from asset class CO04
to CO12 (see figure 30).[CiC]

Figure 30

[ciC)

Source:

7.12  [cIC]
7.13  [cIC]
7.14 [cIC]

7.15  Both the Draft Decision FLSMand Telstra’s FLSM v1.2 allocate asset costs to the WADSL
service on the basis of services and not Mbps throughput. Thisis despite the fact that key
assets classes, such as transmission, and key assets within assets classes, such as BRAS and
IGRs, are dimensioned on the basis of trafficthroughput not connected SIOs.

7.16  The FLSM calculates the cost to serve each WADSL SIO — it does not make any estimate of a
cost per Mbps.

Estimating the final form of the WADSL charges

7.17  Telstra’s FLSM estimates the required revenue from the WADSLservice. [CiC]

7.18 The FLSM then convertsthe total per SIO cost into a port charge and backhaul VLAN charge
using several arbitrary non-cost causal adjustments.

7.19 [CiC]The port charge is further weighted to reflect differences between zone 1and zones
2/3 rates. These relativities reflect the percentages determinedinthe IADin 2012. There has

12 WIK-Consult, 2015, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Report for
the ACCC, 5 March, p.90
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7.20

7.21

7.22

been nodevelopment orrefinement of this process. Telstra has provided no new evidence
duringthisInquiry.

The final adjustment transforms the per SIO VLAN charge [CiC Ends] to the Mbps format that
iscontained inthe Draft FAD. This conversion usesan assumed ‘perSIO peak usage’ to
estimate a per Mbps price. [CiC]

Itisinstructive to highlight thatthe peak usage assumptionis only usedforthe final arbitrary
conversion above. The wholesale peak Mbps usage is not usedinthe allocation of costs,
eventhough peak throughputisthe key costdriverforTelstra’s data network. It mustalso be
noted that cost recovery occurs when peak usage is [CiC] If usage for FY15 is above this
figure, Telstra over-recoversits costs.

Importantly, the FLSMdoes not calculate the cost breakdown inthis manner. The
transformation from aSIO total cost to a port/backhaul uses arbitrary assumptions not based
on any evidence presented during this Inquiry. Itis not consistent with cost causation
principles, or consistent with the LTIE. Further, it penalises end-user usage and resultsin
artificially restricting wholesale end-users’ throughput speed. Optus notes that the arbitrary
transformations were adopted because at the time of the 2012 IAD, the ACCC did not believe
that information on the costs of the different components of the service was available, and
that it was not feasibleto obtain. The ACCC committed to reviewingthis allocation should
furtherinformation becomeavailable.* Such areview has notyet occurred.

Problems with this approach

7.23

7.24

7.25

There are several problems with the mannerin which the FLSMcost estimate is transformed
to the price structure in the FAD instruments:

(a) The transformation relies on arbitrary usage assumptions which are notrelated to
any allocation of the costs of joint assets within the FLSM (such as transmission
capacity);

(b) The use of peak Mbps is not consistent with the rulesimposed by Telstra Wholesale
inits Wholesale ADSL product;

(c) Growth inend-userthroughputresultsin Telstra over-recovering costs without
incurring additional costs;

(d) Assets such as BRAS and IGRs are usedto converge and route IP trafficfrom all types
of accesstechnologies, such as cable, DSL, NBN (see forexampleTelstra Wholesale’s
Broadband Aggregation service), yet costs are only recovered from DSL; and

(e) The pricing enables Telstrato impede competition in downstream broadband
markets and to undermine its separation and equivalence commitments.

The fundamental flaw in the Draft Decision price structure isthe disconnect between the
drivers of costs of WADSL and the actual prices chargedin the FAD. As a result, slight
variationsinlevels of peak demand, forexample, can drastically alter the amount of revenue
recovered by Telstra. This negates the end-user benefits of regulating WADSLand provides
an opportunity for Telstrato use the FAD to undermine competition and its equivalence
obligations. These problems can be observed in the following example.

[ciC]

13 ACCC, Public inquiry to make a final access determination for the Wholesale ADSL service — Final Report, May

2013,p.42
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Figure 31

[cic]

Source:

7.26

7.27

7.28

7.29

7.30

Optus notes previous comments made by the ACCCthatit is preferable to set backhaul
charges on a throughput basis as this betterreflects usage and encourages appropriate price
signals for network usage.'** Optus agrees with this principle. But it is only the correct
approach if usage is the cost driverfor backhaul assetsin the FLSM. But thisis not the
approach adopted; Telstraand the Draft Decision do not use usage as the cost driver. The
only cost driverused for DSL assetsis the number of SIOs. The ACCC must eitheraccept or
reject Telstra’s position. It cannotaccept SIO as the cost driverforthe purpose of the model,
and then use a separate cost driverto justify the final price structure.

There are two implications:

(a) The FLSM continuesto use SIO as the costdriver, thereby refuting claims that usage
isthe driver of costs; or

(b) The FLSM adopts usage based allocation method.

Optus prefers the second option. Optus agrees that there should be ausage based charge,
and that a usage based charge betterreflect the driver of backhaul costs — capacity. But this
cannot be done without the actual FLSM adopting thisapproach. Absent changestothe
FLSM, the VLAN charge should be based on a per SIO basis — as thisis the costdriverthat
Telstrahas used to allocate costs.

As shown above, end-users will suffer when the cost of WADSL is estimated usinga SIO cost
driverbutthe charges are seton a usage basis.

The solutionisto calculate cost-based WADSL charges.

Calculating a cost-based WADSL charge

7.31

7.32

7.33

Optus notes that the arbitrary transformations were adopted because at the time, the ACCC
did not believe thatinformation on the costs of the different components of the service was
available, and that it was not feasible to obtain. The ACCC committed to reviewing this
allocation should furtherinformation becomeavailable.™™ The ACCCalso commented that it
would prefer cost based VLAN and port charges, if there was “robust cost information that
would allow it to allocate costs to the port and AGVC[VLAN] components on a cost-based

basis” . **®

Robustinformation does exist, and the FLSM can be easily amended to “allocate costs to the
portand AGVC[VLAN] components on a cost-based basis.” Optus submits that the ACCC
must follow its previous advice and implement such pricing.

In orderto furtherassistthe ACCC, Optus explains below how this can be achieved.

14 ACCC, Public inquiry to make a final access determination for the Wholesale ADSL service — Final Report, May

2013, p.45
115

2013, p.42
116

2013,p.48

ACCC, Public inquiry to make a final access determination for the Wholesale ADSL service — Final Report, May

ACCC, Public inquiry to make a final access determination for the Wholesale ADSL service — Final Report, May
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7.34  The FLSM does not distinguish between network assets used to provide the connection
service and assets used to supply the VLAN backhaul. Such a distinction, however, would be
simple toimplement.

7.35 TheTelstraWholesale DSLtechnical description outlines the network assets that are used to
provide portservices and backhaul VLAN services. The IGR/BRAS is the defining point
between portand backhaul charges. IGR/BRAS are located in the trunk exchange and there
are two per state. The VLAN charge (and the underlying Ethernet or Wavelength Access)
relate to trafficaggregated at the IGR/BRAS and transported back to access seekers’ POI.

7.36  Figure 32 below breaks FLSMasset class CO10 Data Assetsinto either port or backhaul
(VLAN) related assets classes. This allocation utilises Telstra Asset Categories to allocate
assetsto Portor backhaul based onthe relevant costdriver. Thatis, if the numberof assets
requiredis determined by throughput the assetis allocated to backhaul. If the asset demand
isdetermined by connected SIOs, itis allocated to Port.

Figure 32

[CiC]

Source:

7.37  Ascan beseen, usinginformation provided by Telstraand availableto the ACCC, itis possible
and quite simple to break down data assets (CO10) into port data assets (CO10a) and
backhaul data assets (CO10b). The costs can then be furtherallocated on a perSIO basis for
port assets, and a per Mbps basis for backhaul assets.

7.38  The ACCC committedinthe WADSLFAD Inquiry thatitwould review the allocation between
port and backhaul should furtherinformation become available.™’ This Inquiry has provided
that information;anditis shown above how an allocation can be undertaken. Optus submits
that the ACCChas beforeitall the necessaryinformation to undertake a proper cost based
WADSL charging regime — ensuring that the port charge include only costs that relate to
ports and the backhaul charge reflects only the costsincurred to provide backhaul.

The Declared Service cannot be used to supply services

7.39 Inadditiontothe FAD charge structure not reflecting the cost-volume relationship usedin
the FLSM, the regulated charges for WADSL are not sufficient foraccess seekersto deliver
the service.

7.40 The WADSL service offered by Telstra Wholesale requires charges and minimum volumes
which have notbeen subjecttoregulatory consideration and which are notincludedinthe
FAD. Theseinclude:

(a) Additional Business Grade Ethernet, or Wavelength charges;

(b) Mandatory redundancy chargesif volume overaspecified level.

1 ACCC, Publicinquiry to make a final access determination for the Wholesale ADSL service — Final Report, May
2013,p.42
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WADSL over BGE Access'®

7.41

7.42

7.43

7.44

7.45

7.46

7.47

7.48

TelstraWholesale’s WADSL product requires thatin additional tothe portand VLAN charges,
access seekers also purchase BGE capacity sufficientto meet total expected throughput
(including redundancy requirements).

[Cic]
[Cic]
[Cic]
[Cic]
[Cic]
[Cic]

[CiC]

WADSL over Wavelength Access

7.49

7.50

7.51

7.52

7.53

TelstraWholesale also offers WADSL over Wavelength Access. [CiC]
[CiC]
[CiC]
[CiC]

These Wavelength Access charges are additional to the regulated portand VLAN charge.

Backhaul redundancy

7.54

7.55

7.56

7.57

7.58

7.59

[ciC]
[CiC]
[CiC]
[CiC]
Optusrequeststhatthe ACCCinvestigate the extent that:

(a) The BGE or wavelength service involves assets which are allocated to FLSM asset
classes, and hence, the cost (or part thereof) may be included in FLSM outputs This
can be done by requesting Telstraidentify network assets thatare notincludedinthe
list of assets within the Data Asset class (CO10);

(b) The peak usage demand forecasts takes into account the Telstra Wholesale impose
businessrules which have the effect of doubling the required backhaul capacity.

Itisnot clearthe extentto whichthe forecasted wholesale peak usage takesinto account
redundancy. Butif it does, than the demand forecasts is extremely low, being effectively

118 Refer to: Telstra Wholesale DSL Layer 2 Internet Grade, Issue7 October 2014;and TW Business Grade Ethernet
Product Tech Spec—26-09-2011.
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[CiC] Mbps per SIO. For thisreason, Optus does not believe the forecasted wholesale peak
usage properly takes into account the way in which Telstra Wholesale sellsthe product.

There is no equivalence between Telstra Retail and WADSL end-users

7.60

7.61

7.62

The objective of regulated WADSLaccess chargesis to promote competition and the
interests of end-users. Itis also to promote the legitimate interests of access providers. Both
of which are achieved through cost-based charges. Itis shown above that the disconnect
between costdriversinthe FLSMand the final price conversion undermines the cost volume
relationship andresultsin final charges that are not cost-based.

A furtherobligationimposed on Telstra is an overarching equivalence obligation underits
Structural Separation Undertaking (SSU). Equivalence is akey conceptandis achieved when
access providers are able to use wholesale products to replicate Telstra Retail’s products.
Telstramay putthat the regulation of WADSLsupersedes the equivalence obligation —but it
must be noted that the wholesale product supplied by Telstra Wholesale is acombination of
regulated and non-regulated charges. As explained, itis not possible to supply wholesale DSL
usingonly the declared service. Wholesale DSL pricing must meet both the LTIE test (cost-
based) forits regulated components and the equivalence test forthe overall TWwholesale
DSL product.

This sub-section demonstrates thatthe VLAN price in the Draft Decision will harm WADSL
end-users compared against ULLS end-users and Telstra Retail end-users. It will also be
shown that the Draft Decision does notresultin prices thatenable Telstra Retail packagesto
be replicated.

VLAN price level harms end-users

7.63  [CiC]

7.64  [CiC]

7.65 [CiC]

7.66 [CiC]

Figure 33

[Optus CiC]

Source: Optus

7.67  [CiC]

7.68  [CiC]

7.69  Thelegislative requirements (efficient use of, and investmentin, infrastructure) require that
the price sendsthe correct usage signals to access seekers. Thatis, they face the actual cost
imposed onthe access provider by theiruse.

7.70  Setting WADSLbackhaul prices without regard to the drivers which cause coststo be
incurred resultsininefficient usage decisions, which are based on the price ratherthan the
cost of the service.

7.71 [CiC]
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Can Telstra Retail be replicated?

7.72  Akeytestto assessboththe LTIE and equivalenceis whetheraccess seekers canreplicate
the products of Telstra Retail. Failure to do undermines both the purpose of structural
separation and will lead to end-userdetriment. Itis already shown above that the ability of
access seekers to use to WADSL backhaul is restricted when compared to non-Telstra
backhaul using ULLS or HFC.

7.73  [cCic]

Figure 34

[ciC)

Source:
7.74 [CiC]

7.75  Accessseekerswillincur significant backhaul charges to meet the usage of Telstra Retail. The
total wholesale network cost per SIO will soon grow to be above market retail rate plans. The
current WADSL rates, plus Telstra Wholesale business rules, means that access seekers
cannot match Telstra Retail’s throughput capacity. The above example clearly shows the
impact of setting VLAN charges without having regard to the appropriate cost driver — Mbps
throughput. If the VLAN charge was allocated across its cost driver, then as Mbps demand
grows the price per Mbps would decline. Thisis whatis experienced in real world network
businesses, andindeed, is what was expected to occur by Telstrawhen backh aul traffic
grows."’ Thisis the correct relationship between growth in usage and cost of usage.
However, there isno such cost causal relationship in the proposed WADSL pricingin the
Draft Decision. [CiC]

7.76  Figure 35 shows the total WADSL cost perSIO as a result of the Draft Decision price levels
and structure. Itis instructive to compare the revenue gained from Telstra at the regulated
price level withthe revenue required to be obtained from each SIO as estimated by the
FLSM. [CiC] Thisresultsina significant over-recovery of costs by around 25% overthe likely
three year period of the FAD.

Figure 35

[CiC]

Source:

7.77  Theinefficiency of the WADSL pricing has real practical detriments forend-users. The ACCC
should undertake a proper cost-benefit analysis of the impact of its proposed pricing on
WADSL end-users. It should also undertake amargin squeeze test to ensure that Telstra’s
retail offerings are replicable with the wholesale regulated product and to determine
whetherTelstraisin breach of its equivalence obligations.

19 Telstra, “A Guide to Telstra’s price-related interimequivalenceand transparency obligations”, published on 5
September, atp.3, andavailableat: http://www.accc.gov.au/content/index.phtml/itemld/100399
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Section 8. PRICE STRUCTURE — ULLS AND FOAS/FTAS

8.1

In general, Optus supports the Draft Decision not to propose any change to the price
structure for the ULLS, or the FOAS and FTAS.

Unconditioned Local Loop Services

8.2

8.3

The 2011 FAD confirmedthe use of an averaged Band 1-3 ULLS price and a separate Band 4
ULLS price, onthe basisthat “the aggregation of these bands is appropriate and will support
investment and competition... [and] likely to result in benefits to the industry, including from
simplifying the price structure and easing the transition to nationally averaged wholesale
pricing forthe NBN.”**°

In general, Optus supportsthe continued use of ade-averaged price structure for ULLS, as
highlighted inits previous submissions. The ACCC’s considerations for the change in the ULLS
price structure inthe 2011 FAD (i.e. tofacilitate increased take-up in Band 3 areas) have
largely failed to eventuate. Optus discusses the implication of thisin Section 4.

Fixed Originating and Terminating Access Services

8.4

8.5

8.6

8.7

8.8

The 2011 FAD confirmed the use of a nationally average price beingsetfor PSTN OTA
services. It also noted that “access seekers and Telstra can negotiate disaggregated prices
should they choose to do so.”**

There has been no evidence that would warrant a change to this conclusion. Instead, the
adoption of the single, national rate for fixed OTA has presented significant benefits
compared to the legacy rate table that was in place priorto the last FAD.

Optus therefore supports the Draft Decision on the price structure for FOAS and FTAS
services beingsetonanational average basis. Asingle, national average price forfixed OTA
servestwoimportantfunctions:

(a) first, itreflects the underlying costs of providing the services; and

(b) second, itbest enables competitive providers to compete with Telstra, who continues
to hold a dominant position in the fixed-line voice market.

Optusfurthernotesthatthe regulation of FOAS/FTAS applies to all providers of OTA services.
As OTAis a core network service, itis not subjecttothe same economics of the provision of
access lines. Every provider of fixed connectivity has theirown market for the termination of
traffic— yetthe price of such service is based solely on the cost of Telstra’s technology and
Telstra’s level of traffic. This needs to be reviewed given the roll-out of NBN-based voice
services, and the increasing use of IP technology, results in insignificantincremental costs to
deliverthe service.

In contrast, Telstra has again proposed that a geographically de-averaged price structure be
appropriate for FOAS/FTAS services. The application of this proposed change is set outin the
table below. [CiC]

120 ACCC, 2011, Inquiry to make final access determinations for the declared fixed lineservices, Final Report, July,

p.107
121

p.108

ACCC, 2011, Inquiry to make final access determinations for the declared fixed lineservices, Final Report, July,
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Figure 36

[CiC]

Source:

8.9

8.10

8.11

8.12

8.13

Telstraconsidered thatade-averaged approach would not be inconsistent with the objective
of maintaining price stability, while also concluding that “De-averaging FOAS/FTASwillnot
affect the headline rate for this service, relative to prices for other requlated services.”**

A keyfeature of Telstra’s proposed approachisits reliance on maintaining cost relativities
between geographicareas —a premise not dissimilarto Telstra’s proposed approach during
the 2011 FAD inquiries which “assumes the geographic cost relativities between the fixed
costs and variable costs of providing PSTN OTA services are the same”*?> and which was also
rejected by the ACCC.

In particular, Telstrahas noted two main reasons for the cost disparity between regions:
(a) Economy of scale of local switching and network building and support; and
(b) Distance between the POl and the local exchange in different regions.

Optus notesthat movingto a de-averaged price structure willimpact price stability asitis
likely toincrease access costs of individual RSPs. As has be en demonstrated inthe pastthere
isoftena significant disconnect between the “headline” average rate and the actual charges
paid by RSPs. This disconnect can be magnified as assumptions underpinning the average
such as call hold times and trafficmix change, with the result that access charges can quickly
diverge from Telstra’s costs.

As highlighted elsewhere in this submission, the industry landscape fortelecommunications
continuesto be dominated by networks (i.e. predominantly Telstra’s copper network) —with
the majority of value still driven by core network services. It would be poor policy forthe
ACCCto make a determination that goes against the objective of meetingthe LTIEand
promotion of competition. Moreoveritis notclearwhya price forservices supplied by all
fixedline providers should reflect the cost distribution of Telstraonly.

122 Telstra, 2014, Publicinquiryintofinalaccess determinations for fixed lineservices —primary prices, Responseto
Discussion Paper, 3 October, pp.116-117

123

p.108

ACCC, 2011, Inquiry to make final access determinations for the declared fixed lineservices, Final Report, July,
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Section 9. CosT OF CAPITAL

9.1 WACC isasignificantinputvariable forthe setting of access prices usingthe FLSM — it sets
the return on investmentallowed onthe RAB. Optussupportsthe continued use of the real
vanillaWACCinthe FLSM to calculate the return on capital.

9.2 Optus also notes the relationship between cost allocation method and risk variablesin the
WACC. It was notedinthe 2011 FAD Inquiry thatany additional risk associated with the
adoption of the partial allocation method has been reflected through the risk variablesin the
WACC."* The Draft Decision proposed to adopt a full allocation method, thereby removing
any riskidentified inthe 2011 Inquiry. Consequently, the risk variables need to reflect this
change in risk profile.

Comparison of WACC estimates

9.3 The ACCC has proposed to maintain the use of a real vanillaWACCto calculate the return on
capital. The following table sets out acomparison of the WACC parameters appliedin the
previous FAD decisions, Telstra’s proposed WACC and the ACCC’s proposed WACC.

9.4 Depending onthe WACCthatis applied, this can significantlychange the monthly access
prices. However, there isalsoaneedto balance any impactsa change in WACC may have on
the various scenarios proposed by Telstratorebalance the ‘cost recovery’ outcomes.

9.5 The remainder of this section discusses concerns with Telstra’s proposed WACCinput
parameters.’” Optus also provides commentsin support of the ACCC’s proposed WACC.

Return on equity

9.6 The return onequityisa directinputinto the WACC formula, reflecting the opportunity cost
of notinvestinginanotherinvestment of equivalentrisk. The ACCC estimates the cost of
equity using the capital asset pricing model (CAPM).

Risk free rate

9.7 The risk-free rate isa measure which compensates investors for the time value of money,
expected froman asset with no defaultrisk.

9.8 In the FLSM, the ACCC usesa real risk-free rate, whichis calculated by deflating the nominal
risk-free rate by expected inflation using the Fisher equation. The estimation of these
parameters has been well established in previous FAD decisions.

(a) The Australian Commonwealth Government Securities (CGS) bonds are typically used
as the proxy for the risk-free asset. Thatis, the 20 day average ten-yearyield to
maturity of 10 year CGS bonds.

(b) Forecastinflation rates are typically based onthe RBA’s latest short-terminflation
forecasts as publishedinits Statement on Monetary Policy. Thatis, the geometric
average of forecastinflation rates overa 10 yearperiod.

124 ACCC, 2011, Inquiry to make final access determinations for the declared fixed lineservices —Final Report,
p.100

125 Telstra, 2014, Publicinquiryintofinalaccess determinations for fixed lineservices —primary prices, Response to
discussion paper, October, p.81
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9.9 [CiC]
9.10 [CiC]

9.11 In comparison, Telstra’s forecastinflationis based onits own set of forecastinflation rates
for the forecast period FY2015 to FY2019. The estimate it has provided for the rate of return
calculation hasbeensetequal to the average across the five-year period (calculated to be
2.72 per cent). However, the annual forecastinflationis also separately applied forthe
determination of ‘Service Prices Adjusted for Inflation’.

9.12  Assuch, Optussupportsthe ACCC’s approach for risk-free rate consistent with its previous
regulatory decisions. This resultsinanominal risk free rate of 2.50 per cent consistent with
that adoptedinthe draft FAD.

9.13  Optusfurthernotesthatin the case of forecastinflation, the approach taken by the ACCC
should similarly be transposed to Telstra’s Forecast Model. Itis unclearto what extent this
has beenappliedin Telstra’s Forecast Model, given thatits Forecast Opex sheets apply
inflation rates thatare currently pasted values —as such, there is every possibility thata
change in the inflation forecast applied to WACC may not necessarily flow through to
Telstra’s expenditure forecasts.

Market risk premium

9.14 The MRP isthe expected risk premiuminvestors require overthe risk-free returnto be
willingtoinvestinawell-diversified risk ‘market’ portfolio.'*® The 2011 FAD confirmed the
view thatthe best estimate for MRP is 6 per cent, which it considered to be conservative and
nearthe top of the range of MRP estimates."”’

9.15 Telstraproposesthatareasonable but conservative estimate of MRPis 6.5 per cent, which
lies within the AER’s considered range of 5.0to 7.5 per cent. '** Howeverthis should not be
acceptedthe reasonssetout below.

(a) First,a MRP estimate of 6.5 percent isa departure from previous AER decisions
which consistentlyadopted 6 per cent, it was acknowledged that “[i]n the past we
have generally adopted MRP estimates of 6.0 to 6.5 percent.” **’

(b) Second, despite arange of othersources supporting an MRP estimate of 6 per
cent,”%the shiftto 6.5 percent can be largely attributed to the AER’s use and
consideration of Dividend Growth Model (DGM) estimates of the MRP. !

9.16  Inotherwords, the move by the AER to adopt a 6.5 percent MRP is due to factors relevant
for the electricity sector not the communications sector. Telstrathemselves have

126 AER, 2009, Electricity transmission and distribution network service providers: Review of the weighted average
costof capital (WACC) parameters, Final Decision, May, p.190

127 ACCC, 2011, Inquiry to make final access determinations for the declared fixed lineservices, Final Report, July,
p.64

128 AER, 2013, Better regulation — Rate of return guideline, Explanatory Statement, December, pp.89-97

129 AER, 2013, Better regulation — Rate of return guideline, Explanatory Statement, December, p.95

B30 kor example, the AER estimated a range for plausible estimates of about 5.0-6.5 per cent based on historical
averages, and survey estimates which generally supportan MRP estimate of about 6 per cent.

31 The AER noted: “Using our preferred application of these [DGM] models, we estimate a range of 6.1-7.5 per
cent.” AER, 2013, Better regulation —Rate of return guideline, Explanatory Statement, December, p.97
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acknowledged thatitis not valid to simply adoptthe approach in othersectors without
takinginto account the “strengths and weaknesses of each source of evidence.”*’

9.17 Itistrue that the AER forward looking estimates of the market return and MRP, based on
DGM is an example of a potential approach which may inform estimation of the MRP. Butis
it alsotrue that a 6 per cent MRP is within areasonable range forthe AER. *****

9.18 It mustalso berecognisedthatafactor for the AER in itsadoption of the higher MRP was its
position that “historical excess returns should be ‘grossed-up’ forthe value of imputation
credits distributed, ratherthan the value of imputation credits created. Further, that this
‘gross-up’should only be done for historical excess returns after the introduction of the
imputation tax system in 1987.”** This conclusion has no doubt been made within the
electricity network provider context, in which, the use rate of distributed imputation credits
isgenerally higherthan that accepted within the fixed-line telecommunications context.

9.19  Assuch, Optussupports the Draft Decision adoptinga MRP of 6 percent (based on the
available evidence). More weight should be placed on telecommunications-specificfactors
and less weight placed on conclusions which are specificto otherindustries.

9.20 Finally, itshouldalso be recognised that the Draft Decision has adopted Telstra’s proposed
fully allocated cost approach. This changes the relevant business risk profile faced by Telstra.
The ACCC acknowledged thisinthe 2011 FAD Inquiry, noting thata higher WACC
compensated Telstraforthe risk of demand changes.'*° The move to the fully allocated cost
method addressesthe concerns for Telstra. Using the same reasoning applied by the ACCCin
2011 meansthat the WACC should have alowerrisk premium as a result of the change in
allocation method. As noted in the Draft Decision, there isarange in which a reasonable
MRP lies. Optus submits that the change in cost allocation methods should resultin the ACCC
adoptinga value inthe lowerend of the range of reasonable rates,

9.21  Afurtherdiscussion onsources of evidence which mayinformthe estimation of the MRP is
summarised below. This provides an expanded discussion on the range of MRP estimates
referred toin Telstra’s October 2014 submission™>’ which largely rely on empirical evidence
considered by the AER for applicationin the context of the supply of electricity network
services not fixed-line telecommunication services.

9.22 Theevidence below demonstrates thata MRP of 6 per centis a reasonable estimate forthe
telecommunicationsindustry.

Historical average excess returns

9.23  Estimatesbased on historical averages are the most common proxy of the MRP. Furtherthe
ACCChas acknowledged that: “this is the most robust source of evidence for estimating the

132 Telstra, 2014, Publicinquiryinto finalaccess determinations for fixed lineservices —primary prices, Responseto
discussion paper, October, p.84

133 australian Competition Tribunal, Application by APA GasNet Australia (Operations) Pty Limited (No 2) [2013]
ACompT 8, 18 September 2013, paragraph 302

134 australian Competition Tribunal, Application by APA GasNet Australia (Operations) Pty Limited (No 2) [2013]
ACompT 8, 18 September 2013, paragraph 308

135 AER, 2009, Electricity transmission and distribution network service providers: Review of the weighted average
costof capital (WACC) parameters, Final Decision, May, p.209

136 ACCC, 2011, Inquiry to make final access determinations for the declared fixed lineservices —Final Report,
p.100

137 Telstra, 2014, Publicinquiryintofinalaccess determinations for fixed lineservices —primary prices, Response to
discussion paper, October, pp.84-86
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MRP. Thereforethe ACCC has placed the most reliance on this source of information in
estimating the MRP.”"*%

9.24  The AER’s historical excess returns have been observed overthe period 1883 to 2012, with
varying average estimates depending on the period used. ™’ The ACCC has also considered
the MRP estimates forthe sampling period extended toinclude 2013.**° The estimates for
both sampling periods are setout below.

9.25 Theestimates provide arange of 5.9-6.5 percent if calculated on an arithmeticmean basis
and 4.0-4.9 percent if calculated on a geometricmean basis. It therefore concludes that
“Under current market conditions, the historicalreturns produce a MRP estimate of 6.0 per
cent from within the range.”***

9.26  Adoptinga MRP of 6.0 percent istherefore appropriate forthe purpose of this draft
decision. Asnoted above, a MRP inthe lowerend of the reasonable range is consistent with
the changein cost allocation methods.

Market surveys

9.27  Surveyestimates explore investor expectations about the MRP by directly asking market
practitioners about theirviews on market risks. While subjective, itis also considered: “The
relevance of some survey results depends on how clearly the survey sets out the framework
for MRP estimation. This includes the term over which the MRP is estimated and the
treatment of imputation credits.”*** As at December 2013, these estimates continue to
generally supportan MRP of about 6.0 per cent.

9.28  Sincethe publicationifits WACCguideline, the AER has also updated its MRP survey
evidence forits 2014 draft decisions. It found evidence from areview of relevant surveys
continued to supporta MRP of 6.0 percent.'*?

Dividend growth model

9.29 Telstra’s proposal of 6.5 per cent MRP relied largely on certain evidence (i.e. DGM) from the
AER December 2013 WACC guideline. However, concerns with this evidence have
subsequently also been identified in the AER’s 2014 draft decisions, which highlight some of
the practical limitations with using the DGM estimation method forthe MRP. ***

9.30 Asextensivelydiscussedinthe AER’s rate of return guideline, the AER’s preferred application
of the DGM was to use a two-stage and three-stage model** to estimatea range of MRP

138 ACCC, 2015, Publicinquiryinto final access determinations for fixed lineservices —primary priceterms, Draft
Decision, March, p.84

139 AER, 2013, Better regulation — Rate of return guideline, Explanatory Statement, Appendices, December, p.82
140 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary priceterms, Draft
Decision, March, p.85

1 ACCC, 2015, Publicinquiryinto final access determinations for fixed lineservices — primary priceterms, Draft
Decision, March, p.85

142 AER, 2013, Better regulation — Rate of return guideline, Explanatory Statement, Appendices, December, p.89
13 s cited in ACCC, 2015, Publicinquiryintofinalaccess determinations for fixed lineservices —primary price
terms, Draft Decision, March, p.85

144 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices —primary priceterms, Draft
Decision, March, p.87

> The AER noted: “The principal difference between the two—-stage and three—stage models is the assumption
about the time that it takes for growth to revert to its long term level: the two—stage model assumes that the
reversion is relatively quick; and the three—stage model assumes that the process takes somewhat longer.” AER,
2013, Better regulation—Rate of return guideline, Explanatory Statement, Appendices, December, p.116
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values using differing inputs.’”*® For example, the AER’s estimates of the MRP usingits
preferred DGM approach overthe period March 2006 and June 2013 is set out below.**’

Figure37  AER’sestimates of the MRP usingthe two-stage and three-stage DGM

12%
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Source:  Bloomberg and AER analysis

Source: AER analysis

9.31 TheAER’s analysisalso highlights the variance inthe average MRP when considered over
differenttime periods, as summarised in the table below. **®

Figure 38 Average DGM estimates of the MRP, calculated by the AER for different time periods

Time period Two-stage (per cent) Three-stage (per cent)
March 2006 to November2013 5.9 6.5
March 2006 to December 2007 4.1 4.4
January 2008 to November2013 6.7 7.4
October2013 to November2013 6.66 7.10

Based on AER’s analysis where DGM estimates for the period March 2006 to November 2013 have assumed a
growth rate of 4.6 per cent and imputation adjustment of 1.225.

9.32  Thisvariance was furtherhighlightedin the AER’s 2014 draftdecisions, which demonstrated
that the DGM requires strong assumptions aboutanumberof unobservable input variables
to be made. As such, “There is considerable uncertainty about the appropriate estimate of
these inputvariables. The results (estimated from the DGM) are also highly sensitive to the
estimate of these variables compared to MRP estimated from historical excess returns which
may result in significantly different end results from smallchanges in input variables.”**

9.33  Optustherefore considersthatthe inherent uncertainty in the DGM approach suggests that
it should notbe relied onin preferenceto otherapproachesforthe estimation of MRP. As
such, adoptinga MRP of 6.0 percent continuesto be appropriate.

146 AER, 2013, Better regulation — Rate of return guideline, Explanatory Statement, Appendices, December, p.85
147 AER, 2013, Better regulation — Rate of return guideline, Explanatory Statement, Appendices, December, p.118
%8 The values summarised in the table is based on information as discussed in the relevant appendix. AER, 2013,
Better regulation—Rate of return guideline, Explanatory Statement, Appendices, December, pp.118-119

49 s cited in ACCC, 2015, Publicinquiryintofinalaccess determinations for fixed lineservices —primary price
terms, Draft Decision, March, p.87

PUBLICVERSION | PAGE 76



Equity beta

9.34 Theequity betameasuresthe correlation between the returns onanindividual asset orfirm
with that of the overall market. Assuch, it is well acknowledged that:

Regulators adopt a value forthe equity beta that is expected to best represent the
systemicrisk profile of an efficient business. This provides the regulated business with
the necessary incentives to undertake only those capitalinvestments that are expected
to earn a reasonable return."°

9.35 Ingeneral, the equity betaisdriven by estimates of the asset betaand gearing, andto a
much lesserextent, the debtbeta. The ACCC has previously accepted that “a value of zero for
the debt beta is approach for de-levering and re-levering equity beta.”*>*

9.36 The 2011 FADconfirmed the view thatan equity betaof 0.7 (based on an estimated asset
beta of 0.42 and Telstra’s debt/equity ratio**?)is appropriate and conservative.***

9.37 The AER’s currentapproach also leadstoa pointestimate of 0.7 forequity beta. Thiswas
based on a comparator set where the benchmark efficient entity was defined as ‘a pure play,
regulated energy network business operating within Australia’ —of which nine ASX-listed
firms were identified.”™ It was noted that:

Underthe AER's approach, the AER proposes to estimate the range for the equity beta
based on empirical analysis using a set of Australian energy utility firms the AER
considers reasonably comparable to the benchmark efficient entity. This approach leads
to a range forequity beta from 0.4 to 0.7.*>°

9.38 The AER thenconsidersotherinformation sources toinform a point estimate from within the
empirical range and equity beta estimates. For example, empirical estimates of overseas
energy networks may be used to inform the point estimate from within the range. **°

9.39 Ontheotherhand, Telstraconsidersthatan equity betaof 0.7 isno longerappropriate and
shouldbeincreasedto at least 0.8, to compensate for claims that “Telstra’s exposure to
systemicrisk is significantly greaterthan other regulated industries.”*’

9.40 Telstraalsoclaimsthat thisissupported by empirical evidence and considersthat “a
reasonable but conservative estimate of the asset beta associated with the supply of fixed
line services s 0.5, this implies an equity beta of 0.8, at Telstra’s assumed gearing level.”***

150 ACCC, 2011, Inquiry to make final access determinations for the declared fixed lineservices, Final Report, July,
p.64

1 ACCC, 2010, Review of the 1997 telecommunications access pricing principles for fixed lineservices, Draft
Report, September, p.36

152 ACCC, 2010, Review of the 1997 telecommunications access pricing principles for fixed lineservices, Draft
Report, September, p.73

3 reachingthis conclusion,the ACCC also acknowledged that while conservative, “an equity beta of 0.7 is
substantially higher than Telstra’s estimated equity beta of 0.301.” ACCC, 2011, Inquiry to make final access
determinations for the declared fixed lineservices, Final Report, July, p.65

1> AER, 2013, Better regulation — Rate of return guideline, Explanatory Statement, Appendices, December, p.47

135 AER, 2013, Better regulation — Rate of return guideline, Explanatory Statement, December, p.15

136 AER, 2013, Better regulation — Rate of return guideline, Explanatory Statement, December, p.83

157 Telstra, 2014, Publicinquiryintofinalaccess determinations for fixed lineservices —primary prices, Responseto
discussion paper, October, p.86

158 Telstra, 2014, Publicinquiryintofinalaccess determinations for fixed lineservices —primary prices, Response to
discussion paper, October, p.90
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9.41

Optus disagrees with Telstra’s proposed approach. Optus specifically disagrees with Telstra’s
interpretation of international comparators; and disagrees with Telstra’s claims that it faces
unique systematicrisks overthe regulated period.

International Comparators

9.42

9.43

9.44

9.45

9.46

9.47

9.48

9.49

9.50

The Draft Decision contains updated benchmarks for a set of telecommunication firms
considered reasonably comparableto the benchmark efficient entity. For comparison, the
same firms have been chosen assetout inthe 2011 FAD. Telstra has submitted thatthe
ACCCadopt an equity betaof at least0.8. The ACCChas instead adopted an equity beta of
0.7 based on empirical evidence from international benchmarks and on the equity betafor
Telstra.

While an analysis of international comparators can be instructive, thisis more likely to be
relevantinregulated services such as MTAS where the objective is tosetthe WACCfor a
hypothetical efficient operator. Thisis notthe objective in this Inquiry. Prices are setusinga
BBM approach, using the actual costs incurred by an actual operator. Optus strongly
supportsthe use of direct observations from Telstraitself.

[CiC]

Greaterweight should be placed upon the direct observed equitybeta of Telstra. Optus
notesthat the otherobservationsintable 5.5of the Draft Decision relate to
telecommunications firms that are either: (a) integrated mobile-fixed operators; or (b)
operate across multiple international jurisdictions. Both of which will generally lead to higher
risk profiles due to competitionin mobileindustry, and risk associated with operating across
many jurisdictions.

Optus submits thatthe ACCC should have regard to additional empirical evidence on the
equity betafor Chorus Limited (Chorus) in New Zealand and that it should have regard to the
estimates at the low end of the range of asset betas established by itinternational
comparator set.

Chorusshould be regarded as a close comparator for the regulated servicesin the FLSM.
Chorusis a pure-play wholesale fixed-line operator of the local access networkin New
Zealand. Thisisin contrast to many of the comparators used by the ACCC initsinternational
benchmarking whichinclude mobile network and fixed-lineretail operations. Chorus shares
have beentraded foralmost 3 years followingits demerger from Telecom NewZealand.

Itisalso instructive to note thatthe NZCCis proposingto use Chorus’ observable equitybeta
when setting WACCforits regulated fixed line services. Indeed, it must be noted that Chorus
itself has recommended that the NZCC set equity beta usingits own observablebeta. ™’

The influence on asset betas of combining fixed-line operations with other operations can be
observedinthe asset betas of Telecom New Zealand pre and post demergerinto Chorus and
Spark Limited (which includes the retail and mobile network operations). Figure 39below
shows that following demergerthe asset beta of Chorus has been systematically lower than
the pre-demergerlevel and lowerthan forthe operations retained by Spark Limited.

The average asset betasince demerger for Chorus (calculated daily) is 0.35 as at 30 April
2015.*%°

159 Chorus, 2014, “Submissioninresponseto the Commerce Commission’s process andissues paper for
determining a TSLRIC pricefor Chorus’ unbundled copper local loop servicein accordancewith the final pricing
principle” (14 February 2014), p. 63-64, paragraphs 308-309.
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Figure 39 Telecom New Zealand asset beta pre and postdemerger
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Source: Oxera, Review of the beta and gearing for UCLL and UBA services (six month beta).

9.51 Thisis strongempirical evidenceto supportthe view that fixed-linebusinesses are exposed
to lowerlevels of systemicrisk than non-fixed line operations, and as such the ACCCshould:

(a) Have greaterregard to asset betas from Chorus and other operators with pure-play

fixed-line operations;

(b) Choose an equity betabelow the average identified from its comparatorset that

includes businesses with non-fixed line operations.

9.52  Optusbelievesthatanassetbetaof around 0.3 to 0.35 to be an appropriate choice tousein
the FLSM, consistent with Telstra’s own asset betaand with relevantinternational

comparators.

Changes in risk exposure

9.53 Telstraalsorequestsahigherassetbeatto reflectthe highersystematicriskit faces since the
2011 FAD Inquiry. The Draft Decision concluded that: “Telstra’s risk exposure is unlikely to
haveincreased materially since 2011 because the ACCC’s updated equity and asset beta

estimates for Telstra are relatively stable compared to those from the 2011 FADs.

7162

9.54  Optustherefore supports the Draft Decision rejecting Telstra’s claim. Optus notes that there
isno evidence to support Telstra’s claim that it faces higher systematicrisk. Inaddition to the

evidence inthe Draft Decision:

180 calculated usingthe Monkhouse formula as per the ACCC decision, usingan equity beta of 0.97, D/E ratio of

1.76, gamma 0.45, cost of debt 3.44% and tax rate of 28%.

161 At @ minimum, it should indicateto the ACCC that it should excludeSpark New Zealand Limited from its
international comparator setas for three of the last fiveyears,ithas no local access network operations.
162 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary priceterms, Draft

Decision, March, p.92
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(a) The move from a partial allocation to a full allocation cost methods resultsin lower
risk of cost recovery which should be reflected in the risk valuesinthe WACC. The
2011 FAD Inquiry noted thatthe increasedrisk due to partial allocation was
accounted forthrough the WACC. Therefore, the move to a full allocation method
should be accompanied with areductioninrisk variablesin the WACC.

(b) The NBN-Telstra Definitive Agreements provide Telstra with aconstantlongterm
cash flow amounting to move then $100 Billion overthe next 35 plus years. Such a

level of Government assistance is unprecedented and should thereforeresultin
lowerrisk for Telstra.

9.55  Optussupportsthe Draft Decisiontoreject claims of increased risk. If any adjustmentis
warranted a downward adjustment should be considered.

Cost of debt

9.56 The cost of debt provides a measure of the effectiverate thata company pays onits current
debt.

Debt risk premium

9.57 Thedebt-risk premium (DRP) accounts for debt-specificrisk compensation overand above
therisk-free rate. The DRPis dependentonthe firm’s gearinglevel, its credit rating, term of
the debtand otherfactors.

9.58 The 2011 FADappliedasingle (long-term A-rated AUD Telstra) bond as the debt proxy to
estimate the DRP. To take into account Telstrabondsissued since 2011, the 2013 FAD used
the average of three (long-term A-rated AUD Telstra) bond as the debt proxy. In both FADs,
the DRP was estimated as the difference between the 20business day average of the yield
on the debt proxy and the corresponding average yield onthe 10 year CGS.

9.59 The ACCC does not propose to change the 10-year term-to-maturity and A-rated
requirementforthe chosen debt proxy. However, the ACCC hasacknowledgeditsintentto
consider a range of sourcesfor yield on Telstrabonds, including the Telstra BVAL(TBVAL) and
Telstrabond with TTM closestto 10 year. Italso considersthat:

Telstra’s credit rating and bond yield take into account the overall characteristics of
Telstra, notjust the regulated fixed line services. Therefore, to the extentthatthe
regulated services are less risky than the rest of Telstra — and to the extent it hasan
effecton bond yield/credit rating, the proposed approach would be likely to over-
compensate Telstra by giving them the market return on Telstra’s bond.*®?

9.60 The Draft Decisionistherefore to adopta Telstra-specificnominalbond rate to estimate the
cost of debt, where: “Based on the ACCC’s proposed approach, the DRP (forthe 20 business-
day averaging period ending 13 February 2015) is estimated to be 0.94 per cent.”**

9.61  Optussupportsthe approach inthe Draft Decision.

163 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices —primary priceterms, Draft

Decision, March, p.98
164 ACCC, 2015, Publicinquiryintofinal access determinations for fixed lineservices — primary priceterms, Draft

Decision, March, p.98
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Gearing ratio

9.62

9.63

9.64

The gearinglevel of afirmrefersto the ratio of debtto equity thata firm usesto finance its
capital.

The ACCC has previously accepted adebt/gearing ratio of 40:60 is appropriate, whichis
consistent with previous fixed line pricing determinations. In contrast, the AER typically
acceptsa gearingratio of 60:40 to be appropriate forits regulatory decisions. ** Thisis
generally accepted given the benchmark efficient utility in electricity is calculated based on
BBB rated bonds.

Optustherefore supports no change to thisassumption.

Debt issuance costs

9.65

9.66

9.67

9.68

Debtissuance costs are the costs associated with raising debt. They can be recovered
through a direct cash flow allowance oran adjustment to the WACC.

The ACCC adopted an estimate of debtissuance coststo be 8.1 basis points, which was set
assuming six debt issues of $500 million, inits 2011 FAD. '*° This estimate was revised to 7.4
basis pointsinthe 2013 FAD.

Telstra has proposed toapply the conventional approach to estimating debtissuance costs
used in past regulatory decisions. As such, accepts the estimate adopted in the 2013 FAD
which estimates that “the debtissuance costs for the relevant benchmark form of debt (i.e.
10-year A-rated corporate bonds)is 7.4 basis points per annum.”*®’

Optustherefore supports no change to thisassumption.

Imputation credits (gamma)

9.69

9.70

For regulatory purposes, gammais generally defined as the product of the distributi on rate
and the utilisation rate. The ACCCinits 2011 FAD adopted a value forgamma of 0.45.%
Optus believesthatavalue of 0.45 is the absolute minimum that should be adopted. Optus
notesthat the ACCC’s analysis suggests avalue forgamma of at least 0.65 is appropriate. An
analysis of Telstra’s dividend payments over the last 5 years strongly supports the ACCC'’s
conclusionthatthe value of thetashould be between0.65and 1.0. In Optus view it supports
an estimate at the top end of that range.

Gamma representsthe value to investors of imputation credits. The AER considers that:

Underthe Australian imputation tax system, investors can receive an imputation credit
forincome tax paid at the company level. For eligible investors, this credit offsets their
Australian income tax liabilities. If the amount of imputation credits received exceeds an
investor's tax liability, that investor can receive a cash refund forthe balance.

165 AER, 2013, Better regulation — Rate of return guideline, Explanatory Statement, December, p.9
166 ACCC, 2011, Inquiry to make final access determinations for the declared fixed lineservices, Final Report, July,

p.70
167

Telstra, 2014, Publicinquiryintofinalaccess determinations for fixed lineservices —primary prices, Response to

discussion paper, October, p.84

168

p.75

ACCC, 2011, Inquiry to make final access determinations for the declared fixed lineservices, Final Report, July,
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Imputation credits are therefore a benefit to investors in addition to any cash dividend or
capital gains they receive from owning shares.*®’

9.71 Recentdraftdecisionsongammainrelationtothe AER’s electricity distribution
determinations’® and transmission determinations'’* have reject the proposed value of
imputation credits of 0.25. Instead, the AER has proposed to adopt a gamma value of 0.4 —
which falls within their estimated range of 0.3 to 0.5 indicated by empirical evidence.””? In
contrast, TasNetworks proposed avalue of imputation credits of 0.5, consistent with the
value proposedinthe AER’s rate of return guideline —however, to align with the AER’s other
recentdraft decisionsit has proposed toadopta gamma value of 0.4.*”

9.72  Telstrahas proposedavalue of imputation credits thatis based on the assumption that:

(a) The regulated entity pays out only 70% percent of imputation credits to shareholders
inthe form of franked dividends; and

(b) The shareholdersin the regulated entity valuethese dividends at only 35% of their
facevalue. Thatis, inthe terminology that has developed in Australian regulatory
determinations, atheta of 0.35.

9.73  Insupportofthis position Telstrarelies onareport by SFG'’* which estimates the average

valuation of franking credits paid out by all listed entities to be 35% of their face value and
those firms on average pay outonly 70% of theirfranking credits asin dividends. Thisimplies
a value forimputation credits at thy time that they are created (gamma) of 0.25."”°

9.74 The ACCC has, in Optus’ view, correctly rejected this approach of applying market wide
averagestothe specificcircumstances of Telstra. The ACCC’s taskis not to setthe cost of
capital for the average firminthe market. The ACCC’staskis to set the cost of capital based
on aregulatedfixed linetelecommunications supplier —the best proxy forwhichis Telstra
itself giventhatitis supplyingthe regulated servicesin question.

9.75 Consistentwiththisthe ACCC notesthat:

(a) The restrictions on foreign ownership of Telstramean thatits shareholder base is at
least 65% Australianresidents. Giventhat Australian residents receiveafull offset of
imputation against tax liabilities, including arebate if those liabilities are zero, then it
follows that the minimum reasonablevalue forthetais 0.65.

(b) That Telstra’s actual payout ratio has been consistently close to 1.0 overthe last 10
years (0.98).

169 AER, 2014, ActewAGL distribution determination 2015-16 to 2018-19: Overview, Draft Decision, November,

p.43

7% The AER has published separatedraft decisions for a number of network distribution operators. Refer to AER’s

distribution determination 2015-16 to 2018-19: Overview, Draft Decision, November 2014 —for ActewAGL,

Ausgrid, Endeavour Energy, Essential Energy

1 The AER has published separatedraftdecisions for a number of network transmission operators. Refer to AER’s

transmission determination 2015-16 to 2019-20: Overview, Draft Decision, November 2014 —for Directlink,

TasNetworks, TransGrid

172 AER, Draft Decisions, November 2014 — see ActewAGL , p.45; Ausgrid, p.46; Directlink, p.37; Endeavour Energy,

p.46; Essential Energy, p.45; TransGrid, p.43

173 AER, 2014, TasNetworks transmission determination 2015-16 t0 2019-20: Overview, Draft Decision, November,

pp.38-39

1;: SFG, Updated dividend drop-off estimate of theta, Report for the Energy Networks Association,June2013, p.31.
-0.70*0.35
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9.76

9.77

9.78

9.79

9.80

9.81

9.82

9.83

However, the ACCCdraft decision maintains avalue forgammaof 0.45. Thisis despiteits
own analysis suggesting avalue forgamma of at least 0.65 is appropriate (1.0*0.65).

It appears that the ACCC’s reluctance to seta value of gamma at 0.65 or more appearsto be
due to some weight being given tothe SFG estimate fortheta. In Optus’ opinionthisisan
error and zero weightshould be givento the SFG estimate. The SFGestimateisan
econometricestimate of the value of both cash dividends and franking credits from 2001 to
2012 for all firmslisted on the ASX.

Putting aside the data problems associated with including all (includingilliquid and thinly
traded) firmslisted on the ASX, the ultimate goal of such a study is to estimate the average
value of imputation credits across arange of businesses with arange of different
shareholders. This might be relevantif the ACCC’s task was to estimate the cost of capital for
the marketas a whole. However, thatis notthe ACCC’s task. The ACCC’s task is to estimate
the cost of capital for Telstraas the ownerof a large regulated of fixed line
telecommunications network.

The ACCC does not attempt to estimate betaforthe market as a whole and then apply thisto
Telstra. That would be nonsensical. Itisequally nonsensicalto estimate the value of theta
for the marketas a whole and apply that to Telstra.

To thisend, Optus has examined Telstra’s dividend payments over the last 5years. Based on
this data, Optus estimates thatthe best estimate of the value that Telstra’s shareholders
place on imputation creditsis the full face value of those payments (i.e., avalue fortheta of
1.0). Inorderto arrive at this estimate Optus has compared:

(a) The change inthe price of Telstrashares on each ex dividend date (measured as the
opening price onthe ex dividend date less the closing price onthe trading day
immediately before;

(b) The after personal tax value of cash dividends to shareholders; conservatively
assumingan average personal tax rate of 20%; and

(c) The after tax value of imputation credits distributed with dividends.

Optus has found thatthe change in share price less the value of cash dividends (a-b) is
consistently positive and averages around the same value as the after tax value of
imputation credits (c). Thatis, the fallinthe Telstrashare price exceeds the aftertax value of
the cash dividend by anamount that is roughly equal to the after tax value of the imputation
credits.

Optus has also performed the same calculation butinstead of usingthe raw change in
Telstra’s price onthe ex dividend data we have adjusted this for the change in the ASX200
overthe same period.*’® Thus, if the ASX200 fell by 0.1% on the ex dividend date then we
have assumed thatthe same underlying forces would cause Telstra’s share price to have
fallen by 0.1% even absentthe ex dividend event.

Optus’ results are summarisedinthe below figure.

176

Thatis, the closing pricethe day before the ex dividend date and the opening priceon the ex dividend date.
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Figure 40 Thetaestimates fortelstra;lastfive years
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Source: Bloomberg, Optus analysis

9.84 Thedata and calculations forourestimates are setout in figure 41 below. Evenif we assume
that the average personal income tax rate is 15%, which is rate of tax paid for earnings within
superannuation'’’ then the estimated value of thetais between 0.75and 0.80.

9.85 Thisevidence strongly supportsthe ACCC’s conclusion that the value of thetashould be
between0.65and 1.0. In Optusview itsupportsan estimate atthe top end of that range.

Y7 This is also consistent with SFG’s ra nge for the value of cash dividends atbetween 0.90 and 0.85 of their face

valueon average across the ASX. SFG, Updated dividend drop-off estimate of theta, Report for the Energy
Networks Association,June2013, p.31.
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Figure 41 Calculationsof annual value of franking credits

After PYT A::L::If- Sf:raeng:;: Raw value of Adjustedvalue
Cash dividend Imputation value of cash imoutation Changein ad'uste?i for imputation of imputation
(A) credit (B) dividend P .. share price (E) ) credits = (E- credits = (F-
(C=A*(1-20%)) L. ASK ¢)/D c)/D

(D=B*(1-20%) movement (F)
25/02/2015 0.150 0.06 0.12 0.05 0.17 0.18 0.97 1.18
27/08/2014 0.150 0.06 0.12 0.05 0.18 0.18 1.17 1.17
24/02/2014 0.145 0.06 0.12 0.05 0.16 0.16 0.89 0.94
19/08/2013 0.140 0.06 0.11 0.05 0.15 0.15 0.79 0.76
18/02/2013 0.140 0.06 0.11 0.05 0.15 0.16 0.79 0.93
20/08/2012 0.140 0.06 0.11 0.05 0.19 0.19 1.63 1.67
20/02/2012 0.140 0.06 0.11 0.05 0.14 0.15 0.58 0.89
22/08/2011 0.140 0.06 0.11 0.05 0.15 0.15 0.79 0.75
21/02/2011 0.140 0.06 0.11 0.05 0.15 0.14 0.79 0.60
23/08/2010 0.140 0.06 0.11 0.05 0.16 0.16 1.00 1.03
Average 0.140 0.06 0.11 0.05 0.16 0.16 0.94 0.99

Source: Bloomberg, Optus analysis



