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List of abbreviations and acronyms

ACCC Australian Competition and Consumer Commission
ADSL asymmetric digital subscriber line

AER Australian Energy Regulator

AGVC aggregating virtual circuit

BBM Building Block Model

BBM RKR Building Block Model Record Keeping Rule
CAN customer access network

CCA Competition and Consumer Act 2010
c-i-c commercial in confidence

CPI consumer price index

CSP carriage service provider

DSL digital subscriber line

DSLAM digital subscriber line access multiplexer
DTCS domestic transmission capacity service
ESAs exchange service areas

FAC fully allocated cost

FAD final access determination

FLSM Fixed Line Services Model

FOAS fixed originating access service

FTAS fixed terminating access service

FTTN fibre-to-the-node

FTTP fibre-to-the-premises

HFC hybrid fibre coaxial

IAD interim access determination

lc internal interconnect cable

IMC investment management committee
LCS local carriage service

LSS line sharing service

LTIE long term interests of end-users

MDF main distribution frame




MOU minutes of use

MTAS mobile terminating access service

MTM multi-technology-mix

NBN National Broadband Network

PAC partially allocated cost

Pol Points of interconnect

POTS traditional voice-only services supplied over Telstra’s PSTN
PSTN public switched telephone network

PSTN OA public switched telephone network originating access service
PSTN TA public switched telephone network terminating access service
RAB regulatory asset base

RAF regulatory accounting framework

RKR record keeping rule

SIOs services in operation

TEBA Telstra Equipment Building Access

ULLS unconditioned local loop service

VLAN virtual local area network

WACC weighted average cost of capital

WLR wholesale line rental




Glossary

Access
determination

Written determinations made by the ACCC relating to access to a declared
service after conducting a public inquiry; specifying any or all of the terms
and conditions for compliance with any or all of the standard access
obligations.

access seeker

Telecommunications companies that seek access to a declared service
(that is, the right to use the declared service).

access provider

Telecommunications companies that provide access to a declared service.

ADSL

Asymmetric Digital Subscriber Line. A technology for transmitting digital
information at high data rates on existing copper phone lines. It is called
asymmetric because the download and upload speeds are not symmetrical
(that is, download is faster than upload).

AGVC

Aggregating Virtual Circuits (AGVC) are used to provide connectivity
between one or more ADSL end-users and a centrally-located point of
interconnect between the Telstra DSL network and an ISP network.
AGVCs are used in conjunction with ATM protocol DSLAMs. Customers
on newer Ethernet protocol DSLAMS require an Ethernet AGVC equivalent
— a Virtual Local Area Network (VLAN).

avoidable cost

For a multi-product or multi-service firm, the avoidable cost of any service
or combination of services is the long run cost avoided if a firm were to no
longer offer that service or combination of services.

The Building Block Model Record Keeping Rule (BBM RKR) requests

Building Block information on forecast and actual data from Telstra relating to operating
Model Record expenditure, capital expenditure, depreciation and demand that is required
Keeping Rule to effectively implement the Fixed Line Services Model (FLSM). The FLSM
is used as part of the ACCC's building block model-approach to determine
prices for the declared fixed line services and wholesale ADSL.
Capital expenditure refers to the amount spent by Telstra to acquire or
upgrade any asset or part of an asset included in the FLSM Asset Classes.
capital

expenditure

Capital expenditure forecasts are an input into calculating prices for the
declared fixed line services. Forecast annual capital expenditure is rolled
into the RAB each year and forms a component of the revenue
requirement through the return on and of capital.

cost allocation
factors

Each service’s share of the aggregate revenue requirement is calculated
by applying cost allocation factors to the total operating, capital and tax
costs associated with each of the asset classes in the FLSM. The cost
allocation factors represent the share of costs incurred in supplying a
particular service.

Customer
Access Network

Customer Access Network (CAN) is the portion of Telstra’s fixed network
of copper wires that connects each telephone end-user to the network
switch at their local exchange. The CAN is used to supply customers with




a range of fixed line services, including the declared fixed line services.

Comparison
Statement

The Comparison Statement refers to the document Telstra submitted
under the BBM RKR that compares forecasts of the previous regulatory
period with actual figures for that period.

Core network

Telstra’s Core network is used to transmit calls and data between major
exchanges in the capital cities using the transmission network.

declaration
inquiry

The process by which the ACCC holds a public inquiry to determine
whether a service should be declared.

declared service

A service that the ACCC regulates under Part XIC of the CCA. Once
declared, a service provider must supply the service to other parties in
accordance with the standard access obligations and the terms and
conditions set in the final access determination.

Definitive Agreements made between Telstra and NBN Co on 23 June 2011 to

Agreements migrate customers from Telstra’s fixed line network to the NBN and for
NBN Co to lease and acquire certain infrastructure from Telstra.
Digital Subscriber Line Access Multiplexer. A device which makes use of
the copper access lines to provide high data rate services, enabling

DSLAM broadband services to be provided over copper lines. It is located in a
telephone exchange that links many customer DSL connections (copper
wires) to a core IP network via a backhaul system.

DTCS Domestic Transmission Capacity Service. The regulated transmission
service.

end-user Retail residential and business consumers of telecommunication services.
Place where various numbers and types of communication lines are

exchange switched so as to establish a connection between two telephones. The

exchange also houses DSLAMSs, allowing end-users to connect to the
internet.

Explanatory
Statement

The Explanatory Statement refers to the document Telstra submitted under
the BBM RKR that describes the methodology for the forecast estimates,
assumptions used, cost drivers and any other observations from Telstra.

FAD

Final Access Determination. The FAD is made by the ACCC and sets the
terms and conditions (including prices) on which a service provider must
supply a declared service.

FOAS

Fixed Originating Access Service. The declared service replacing the
previously declared PSTN OA service. Enables a telephone call to be
connected from the caller to a point of interconnection with another
network.

FTAS

Fixed Terminating Access Service. The declared service replacing the
previously declared PSTN TA service. Enables a telephone call to be




carried from the point of interconnection to the party being called on
another network.

fixed line
services

Telecommunications services provided over fixed networks, such as
Telstra’s copper network and HFC networks. The ‘declared fixed line
services’ comprise seven services: the six fixed line services declared in
2014—the ULLS, LSS, WLR, LCS, FOAS and FTAS and the wholesale
ADSL service declared in 2012.

fixed principles
provision

An FAD may contain a fixed principles provision, which allows a provision
in an FAD to have an expiry date after the expiry date of the FAD. Such a
provision would allow the ACCC to ‘lock-in’ a term so that it would be
consistent across multiple FADs.

FLSM

The Fixed Line Services Model (FLSM) is used as part of the ACCC's
building block model-approach to determine prices for the declared fixed
line services and wholesale ADSL.

IMC

The investment management committee is referred in Telstra’s
submissions to the BBM RKR in relation to Telstra’s expenditures on
various projects.

LCS

The declared Local Carriage Service. Enables access seekers to resell
local calls to end-users without having to invest in their own network and
switching equipment. The LCS is purchased in conjunction with the WLR
service.

LSS

The declared Line Sharing Service. Enables access seekers to share the
use of the copper line connecting consumers to the telephone exchange,
allowing them to provide fixed internet services using their own equipment.

Main
Distribution
Frame

The main distribution frame (MDF) is a set of terminal points providing a
means of interconnection between pairs. An MDF is used in many multi-
dwelling residential and large commercial premises as a means of
interconnection between Telstra’s copper wire customer access network
and the internal telephone wiring of the premises. There is also an MDF at
the local telephone exchange which provides a point of interconnection
between the main feeder network cables and the equipment inside the
exchange.

MTAS

The declared Mobile Terminating Access Service. A wholesale service
provided by a mobile network operator (MNO) to fixed line operators and
other MNOs to connect — or ‘terminate’ — a call on its mobile network. It
enables calls to be made to consumers on mobile phone networks.

operating
expenditure

Operating expenditure refers to all ongoing direct and indirect operating
expenditure relating to Fixed Line Services and the Wholesale ADSL
service provided by Telstra.

Forecast operating expenditure forms a cost block in the building block
approach and therefore contributes directly to Telstra’s total revenue
requirement.




propex

Project-based operating expenditure (propex) is a term Telstra uses to
distinguish operating expenditure associated with capital outlay from other
direct and indirect operating expenditure types.

PSTN

Public Switched Telephone Network. The telephone network that allows
the public to make and receive telephone calls via switching and
transmission facilities and utilising analogue and digital technologies.

PSTN OA

The declared PSTN Originating Access service. The name of this service
has been changed to Fixed Originating Access Service (FOAS). PSTN OA
is still used to remain consistent with Telstra documentation where
applicable.

PSTN TA

The declared PSTN terminating access service. The name of this service
has been changed to Fixed Terminating Access Service (FTAS). PSTN TA
is still used to remain consistent with Telstra documentation where
applicable.

retail service
provider

Companies that offer telecommunications services to end-users.

revenue
requirement

The revenue requirement refers to the aggregate revenue requirement
calculated by the FLSM that allows Telstra to recover its cost of supplying
regulated services.

special access
undertaking

A document given by the access provider proposing the terms and
conditions on which it will offer access to its services (if approved by the
ACCC, access seekers can obtain supply on these terms).

Stand alone For a multi-product or multi-service firm, the stand alone cost of any
cost service or combination of services of a firm is the cost of providing that
service or combination of services in isolation.
This commonly refers to space designated for access seeker use in
TEBA Telstra’s exchanges. It encompasses access to floor space, equipment

racks or rack space and services such as power, security and air-
conditioning. TEBA also includes access to cable trays and the internal
interconnection cables contained in them.

transmission

The carriage of voice, data or other communications.

The declared Unconditioned Local Loop Service. Allows access seekers to

ULLS use the copper line connecting end-users to the local telephone exchange,
allowing them provide both fixed internet (broadband) and voice services
using their own DSLAMs and other exchange equipment.

Virtual Local Area Networks are used to provide connectivity between one

VLAN or more ADSL end-users and a centrally-located point of interconnect

between the Telstra DSL network and an ISP point of presence. VLANS
are used in conjunction with Ethernet based DSLAMs.

wholesale ADSL

The declared Wholesale ADSL service. Allows access seekers to




purchase a Wholesale ADSL product from Telstra and resell internet
services to end-users.

WLR

The declared Wholesale Line Rental service. For a monthly ‘per-user’
charge, it allows access seekers to purchase a line rental service from
Telstra, which includes access to the copper line and associated services
(including a dial tone and telephone number) supplied using Telstra’s
equipment.




Executive Summary

The ACCC is releasing this further draft decision to address issues outstanding from its March
2015 draft decision on primary price terms (March draft decision). The March draft decision and
this further draft decision taken together constitute the ACCC’s draft decision on the primary
price terms to be included in the final access determinations (FADs) for the seven declared
fixed line services supplied by Telstra on its copper PSTN and DSL networks.! The seven
declared fixed line services are the:

¢ unconditioned local loop service (ULLS)
e line sharing service (LSS)

e wholesale line rental service (WLR)

e local carriage service (LCS)

o fixed originating access service (FOAS)
o fixed terminating access service (FTAS)

wholesale ADSL

Issues on which the ACCC provided its draft decision in March are not considered further in
this report and submissions received from stakeholders on those issues will be addressed in
the final decision. The outstanding issues to which this further draft decision relates are:

o the prudent and efficient level of operating expenditure to be included in the charges
for regulated services in the next regulatory period

o the prudent and efficient level of capital expenditure to be included in the charges for
regulated services in the next regulatory period

¢ whether regulated charges should rise as a result of higher unit costs caused by
declining demand as services are disconnected from Telstra's fixed line network as
the National Broadband Network (NBN) rollout proceeds (discussed under NBN
impacts below).

¢ whether methods, assumptions and inputs proposed by Telstra for its cost allocation
framework (CAF) are appropriate.

The ACCC’s further draft decision is for a one-off 9.6 per cent decrease in the primary prices of
the declared fixed line services, for the four-year period commencing on 1 October 2015 and
finishing on 30 June 2019, as set out in the table below. This decision is based on information
received from Telstra up to 2 June 2015.

A number of factors have contributed to the change in the estimated price movement between
the March draft decision and this further draft decision. The most significant factors are: the
draft decision to make adjustments to ensure that access seekers do not incur higher charges
as a result of the loss of economies of scale due to the NBN; revisions to Telstra’s forecast
operating expenditure; and updates to reflect changes to the CPI forecast and the risk free rate
used in the estimation of the weighted average cost of capital (WACC) in light of most recent
information. In addition, a number of minor amendments have been made to the modelling.

! The ACCC made its declaration decision on the ULLS, LSS, WLR, LCS, FOAS, and FTAS services on 17

April 2014. The ACCC declared the wholesale ADSL service in February 2012



Table 1.1 Current and proposed charges for regulated fixed line services

Service Unit Current Furthgr.draft
charges decision
ULLS Bands 1to 3 $ per line per month 16.21 14.65
ULLS Band 4 $ per line per month 48.19 43.56
WLR $ per line per month 22.84 20.65
LSS $ per line per month 1.80 1.63
LCS ¢ per call 8.90 8.05
FOAS & FTAS ¢ per minute 0.95 0.86
Wholesale ADSL Zone 1 $ per port per month 24.44 22.09
Wholesale ADSL Zone 2/3  $ per port per month 29.66 26.81
Wholesale AGVC/VLAN $ per Mbps per month 32.31 29.21

March draft decision

At the time of the March draft decision the ACCC did not have sufficient information to enable it
to form a view as to the overall prudency and efficiency of operating expenditure and capital
expenditure forecasts. In addition, the ACCC was yet to consider information and forecast
revisions submitted by Telstra between January 2015 and the release of the draft decision.
Consequently, the ACCC was able to form only a limited view as to the prudency and efficiency
of Telstra’s expenditure proposals. The ACCC stated it would update its draft decision on the
prudency and efficiency of operating and capital expenditures when it had received the
information it required. Telstra has now provided information requested by the ACCC and has
also provided more explanation of its forecasts in its submission to the March draft decision.

In its March draft decision the ACCC stated that it intended to adopt a fully allocated cost
framework to determine charges for the regulated services. The ACCC also stated that the
CAF proposed by Telstra was likely to be an appropriate basis for establishing a fully allocated
cost approach for the fixed line services model (FLSM) used to determine regulated charges.
However, the ACCC was not able to reach a draft decision until it had assessed more fully the
methodology used in the CAF to allocate costs to FLSM asset classes and to verify the inputs
to the CAF.

In dealing with the issue of NBN impacts on fixed line assets, the March draft decision set out
the ACCC'’s position on certain assets utilised to a lesser extent and made redundant by the
migration of services to the NBN in addition to assets to be sold or leased to NBN. The ACCC
also noted the impact of loss of economies of scale on unit costs due to NBN migration. The
ACCC considered that the loss of economies of scale and density is incremental to the NBN
and noted that it was still considering its approach on this issue.

The March draft decision estimated prices would fall by a uniform 0.7 per cent. This was an
interim figure, subject to revision when the ACCC had obtained further information and
addressed these outstanding issues.

The ACCC'’s draft decisions on these issues outstanding from March are as follows:



Operating Expenditure

In reaching this further draft decision the ACCC has considered the responses and revised
forecasts Telstra’s provided in February 2015 in conjunction with the further explanation of its
operating expenditure provided in March 2015 and its submission to the ACCC draft decision.

The ACCC acknowledges Telstra’s provision of requested further information and its
substantial response to the draft decision on operating expenditure. This includes a detailed
review of its costs allocations to the FLSM by KPMG and an upward revision of expenditure
allocated to the FLSM as a result of this review and other evidence to suggest that it had been
conservative in its expenditure allocation methodologies.

The further information Telstra has provided responds to the major concerns of the ACCC in
the March draft decision regarding visibility of the basis on which costs were allocated by
Telstra to the fixed line services.

While acknowledging continuing information limitations and asymmetries, the ACCC considers
that the further information provided by Telstra has gone sufficiently towards addressing ACCC
concerns it held at the time of the March draft decision regarding the transparency of the
operating expenditure forecasts. Therefore, on the basis of this further information provided,
Telstra’s overall incentive to operate efficiently and subject to Telstra providing some additional
clarifications, the ACCC has reached a draft decision to accept as prudent and efficient
Telstra’s revised May 2015:

e base year operating expenditure;

o forecast operating expenditure;

¢ non-NBN specific propex;

o forecast fault rate operating expenditure; and

e the capex-opex trade-off.
However, the ACCC maintains its draft decision that propex associated with NBN-specific
capital expenditure is not caused by fixed line services and remains excluded from allowed

operating expenditure.

The ACCC'’s reasons for its draft decision on operating expenditure are detailed in chapter 2.
Capital Expenditure

Telstra has responded to the ACCC draft decision with further explanation of its forecast
methodology, including evidence to support its position that the forecasts are conservative.
Telstra has provided revised capital expenditure forecasts that correct an error in the
methodology used to estimate NBN-specific capital expenditure, and also cap the rate of
growth of demand related capital expenditure.

As in the case of operating expenditure, the ACCC continues to have some reservations
regarding the transparency of Telstra’s forecasts. However, similarly, the ACCC considers that
the further information Telstra has provided goes considerably towards addressing the
concerns expressed in the March draft decision.

The ACCC considered that the suggestion by Frontier Economics and Optus for the ACCC to
develop its own forecasts provides a useful cross-check of the reliability of Telstra’s forecast
capital expenditure. Following this assessment the ACCC finds that Telstra’s forecast
methodology appears to produce reasonable forecasts for the following reasons:
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e once NBN-specific capital expenditure is removed, Telstra’s capital expenditure
forecast is: (i) below the ACCC'’s alternative forecasts pre—NBN rollout adjustment; and
(ii) within the range of the ACCC'’s alternative forecasts after the NBN rollout
adjustment.

e Telstra has made certain methodological assumptions to improve the reasonableness
of its capital expenditure forecasts.

Therefore, on the basis of the information before it, the ACCC has reached a draft decision to
accept as prudent and efficient Telstra's proposed total May 2015 forecast capital expenditure
for the 201415 to 2018-19 period, subject to exclusion of NBN-specific capital expenditures.
The ACCC maintains its view that expenditure that is incremental to the NBN rollout should not
be recovered from users of the fixed line network. The ACCC considers that this treatment is
consistent with the fixed principles provisions.

The ACCC’s reasons for its draft decision on capital expenditure are detailed in chapter 3.
NBN impacts and loss of economies of scale

In its March draft decision the ACCC set out how it intended to treat certain assets made
redundant as a consequence of the migration of services from Telstra’s copper based network
to the NBN and other assets that would, prior to eventual redundancy, be under-utilised during
the transition to the NBN. The ACCC also noted the impact on operating costs of the loss of
economies of scale as services are disconnected from Telstra’s network and that it was still
considering this issue. The ACCC has now reached a draft decision on this issue.

The ACCC considers that users of the fixed line network should not bear the costs associated
with the loss of economies of scale that will occur as a result of NBN migration. The ACCC
considers that these costs are caused by the migration of services to the NBN and that they are
not caused by users of the fixed line services. Further, the ACCC considers that Telstra had the
opportunity to ensure that it received consideration for the impacts of the NBN through the
Definitive Agreements, including in respect of the costs associated with the loss of economies
of scale and asset redundancy.

In order to ensure that the costs associated with NBN-induced loss of scale economies are not
reflected in regulated revenues, the ACCC'’s draft decision is to make the following adjustments
in the FLSM:

e A proportion of the regulatory value of assets made redundant by NBN migration is
treated as an asset disposal in the roll-forward of the RAB. This proportion is
determined based on the forecast of the rate of NBN rollout.

e For assets that become progressively under-utilised as a result of NBN migration,
adjustments are made to cost allocation factors to ensure that the increased unit costs
due to disconnection of services for migration to the NBN are not reflected in regulated
charges.

The ACCC's reasons for its draft decision on NBN impacts and further details on the
implementation of this draft decision are in chapter 4.

Cost Allocation

The ACCC maintains the position in the March draft decision that a fully allocated approach is
appropriate for allocating the costs of Telstra’s fixed line network. The ACCC is of the view that
a fully allocated approach is: compatible with the building block methodology; likely to result in
prices that reflect the relative cost of supplying the declared fixed line services; and forms an
appropriate basis for accounting for the impacts of the NBN.

11



Analysys Mason has undertaken a review of the methodology and assumptions Telstra used to
develop its CAF and a verification of the inputs used to determine the cost allocations for each
of the FLSM asset classes. The ACCC is releasing a public version of the Analysys Mason
report with this further draft decision.

The ACCC has considered the findings of the Analysys Mason report in forming its further draft
decision on cost allocation. The ACCC considers that Telstra’s proposed cost allocation
framework, for the most part, is: based on accurate and verifiable information; based on
reasonable assumptions and calculation methods; and reasonably reflects how fixed line
assets are used by various services.

For twelve of the FLSM asset classes Analysys Mason recommended changes to the CAF to
provide a more reasonable basis for allocation or to better reflect how fixed line assets are
used. The ACCC proposes to adopt the Analysys Mason recommendations in nine of these
cases.

However, Telstra’s CAF does not deal with emerging excess capacity and has the effect of
passing on costs associated with loss of economies of scale to users of fixed line services. As
noted above, the ACCC considers that costs attributable to the NBN should not be borne by
users of fixed line services. For assets that exhibit increasing unit costs due to the NBN,
adjustments will be made to the cost allocation factors to keep unit costs of the declared
services at the level that would occur absent the NBN.

Therefore, the ACCC draft decision on cost allocation is to adopt Telstra’s CAF (as amended)
subject to:

e certain minor adjustments identified during the assessment of the methodology and
verification of input inputs Telstra used to develop the CAF.

e adjustment to allocation factors to give effect to the decision regarding the removal of
cost impacts of loss of economies of scale due to the NBN.

The ACCC'’s reasons for its draft decision on the cost allocation framework are detailed in
chapter 5.

Consultation on the further draft decision and next steps
The ACCC is seeking submissions on this further draft decision by 17 July 2015.

The ACCC intends to release its final decision in September 2015.

12



1.1

Introduction

The Australian Competition and Consumer Commission (ACCC) is conducting a public inquiry
under Part 25 of the Telecommunications Act 1997 into making final access determinations
(FADSs) under section 152BC of the Competition and Consumer Act 2010 (CCA) for the seven
declared fixed line services (FAD inquiry). The seven declared fixed line services are the:

e unconditioned local loop service (ULLS)
e line sharing service (LSS)

e wholesale line rental service (WLR)

e local carriage service (LCS)

e fixed originating access service (FOAS)
e fixed terminating access service (FTAS)

e wholesale ADSL.
A description of the declared fixed line services is at appendix D to this draft decision.

In March 2015, the ACCC published its draft decision (the draft decision) for a one off 0.7per
cent decrease in the primary prices for the declared fixed line services. At the time of the draft
decision, the ACCC was of the opinion that it did not have the information required to form a
view on certain aspects of the inquiry.

This report sets out the ACCC'’s draft decision on the FAD terms for these outstanding issues
(the “further draft decision”) and its reasons for its decision. The outstanding issues that the
further draft decision covers are:

e the prudency and efficiency of operating expenditure and capital expenditure
e the allocators within the fully allocated cost model

e the approach on higher unit costs resulting from loss of economies of scale as
services are disconnected from the network as the NBN rollout proceeds.

In reaching its draft decision on these outstanding issues, the ACCC has considered
submissions made on the March 2015 draft decision and information provided by Telstra on its
expenditure forecasts since January 2015 (the cut-off for the ACCC’s March draft decision).
The ACCC has also considered submissions to the July 2014 discussion paper on primary
price terms for the fixed line services and submissions to the October 2014 position statement
on the Telstra-NBN Co arrangements. The legislative framework for the FADs is at appendix A
to the report.

The draft decision, discussion paper, position statement and public submissions received are
published on the ACCC web site.

The ACCC intends to publish its final decision on the FAD terms for the declared fixed line
services in September 2015.

Background

The ACCC made FADs for six declared fixed line services in July 2011 and made a FAD for
wholesale ADSL service in May 2013. All seven FADs will expire the day before the new FADs
are made. In July 2013 the ACCC issued Telstra with a request for information under the
Building Block Model Record Keeping Rule (BBM RKR). A number of factors meant that the
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1.2

ACCC has not been able to complete the FAD inquiry before the original expiry date of the
previous FADs:

e Statutory time requirements for the provision of, and subsequent disclosure
arrangements, relating to Telstra’s response to the BBM RKR.

e Changes to the NBN architecture mean that there has been a significant change in
Telstra’s operating environment. This necessitated a revision to Telstra’s response to
the BBM RKR and caused delays in the ACCC having available to it the information
on demand and costs for Telstra’s fixed line network it required for it to make its
decision on the primary price terms for the FADs.

e The need to provide adequate opportunity for consultation with stakeholders on a
range of complex pricing issues the ACCC is considering during its inquiry. These
pricing issues include the approach on the Telstra-NBN Co arrangements and cost
allocation and declining demand in addition to assessment of the demand and
expenditure forecasts Telstra has submitted.

The ACCC has extended the initial six month inquiry period for making the FADs to 11 July
2015 and the expiry date of the current FADs in consequence of these circumstances. The
ACCC intends to further extend the inquiry period beyond 11 July 2015.

The ACCC published, under section 152BCK(3) of the CCA, notices of extension to the
decision making period on 11 December 2013, 3 July 2014 and 12 December 2014, On 18
June 2014 the ACCC extended, under section 152BCF(10) of the CCA, the expiry date of the
2011 and 2013 FADs to be the day immediately before the day on which the access
determination for the next regulatory period come into force.

On 18 June 2014, the ACCC also varied the fixed line services FADs following a variation
inquiry that commenced on 17 April 2014, The variations to the FADs specified price and non-
price terms for the supply of the LCS and WLR service in CBD areas and specified a regulated
price for the internal interconnection cable (lIC) service, a supplementary service required for
the supply of the ULLS and LSS.

Public inquiry process to date

On 11 June 2014, the ACCC gave a disclosure notice to Telstra for the disclosure of
information that has been provided under the BBM RKR. The ACCC also published a
statement of reasons to accompany the notice.

On 24 July 2014, the ACCC published its primary price terms discussion paper for the FAD
inquiry. The ACCC also published a supplementary report providing additional information on
Telstra’s cost allocation proposal which compared Telstra’s proposed cost allocation approach
to the approach taken in the previous fixed line FADs.

The ACCC conducted a technical workshop on 28 August 2014 which provided access seekers
the opportunity to seek further information regarding the FLSM, Telstra’s cost allocation
proposal and its BBM RKR response.

On 22 October 2014, the ACCC released its position statement on how it intends to account for
the arrangements between Telstra and NBN Co in determining primary prices in the FAD
inquiry, in advance of a more comprehensive draft decision. The Telstra-NBN Co arrangements
are set out in the Definitive Agreements concluded in June 2011 and renegotiated in December
2014. Matters covered in the Definitive Agreements include the migration of customers to the
NBN and NBN acquisition and use of Telstra’s infrastructure.

The ACCC engaged WIK-Consultant to report on the prudency and efficiency of Telstra’s

operating expenditure and capital expenditure forecasts submitted on 3 October 2014. A public
version of the consultant’s report was published on the ACCC web site with the draft decision.
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1.3

1.4

On 11 March 2015, the ACCC released its draft decision on the primary price terms for the
declared fixed line services. Along with the ACCC'’s draft decision on the uniform price
decrease of 0.7 per cent, the ACCC set out its draft decision on the supplementary price terms
for IIC charges and the scope of the application of the SAOs.

Stakeholders have submitted on the draft decision since its publication. Submissions were due
on 30 April 2015. However, stakeholders have had the opportunity to continue to engage with
the ACCC on concerns with aspects of the draft decision.

After the release of the draft decision report, the ACCC engaged Analysys Mason to undertake
further assessment and verification of Telstra’s proposed cost allocation model. A public
version of the consultant’s report will be published on the ACCC web site with this further draft
decision.

Consultation process

The ACCC encourages industry participants and other interested parties to make submissions
on this further draft decision.

All submissions will be considered as public submissions and will be posted on the ACCC’s
website. Interested parties wishing to submit commercial-in-confidence material to the ACCC
should submit both a public and a commercial-in-confidence version of their submission. The
public version of the submission should clearly identify the commercial-in-confidence material
by bookending the confidential material with an appropriate symbol or ‘c-i-c’.

The ACCC expects that claims for commercial-in-confidence status of information by parties
will be limited in order to promote transparency and broad participation in the public inquiry.

The ACCC-AER information policy: the collection, use and disclosure of information sets out
the general policy of the ACCC and the Australian Energy Regulator on the collection, use and
disclosure of information. A copy of the guideline can be downloaded from the ACCC’s website.

The ACCC prefers to receive submissions in electronic form, either in PDF or Microsoft Word
format which allows the submission text to be searched. Please contact Jane Goldwater
regarding any questions you have concerning the consultation process on (03) 9290 1493.

Submissions on this further draft decision are due by 5:00 pm on 17 July 2015.

When it has considered the submissions received on the further draft decision, the ACCC will
decide whether further consultation is required before it makes its final decision. The ACCC
intends that, if further consultation is warranted, it will be targeted on specific issues and will not
delay release of the ACCC’s decision in September 2015.

Structure of report

This report sets out the draft decision on outstanding issues to the draft decision report. This
report is set out as follows:

Chapters 2 to 5 the ACCC'’s draft decision on the previously mentioned outstanding issues to
the draft decision report published in March 2015

Appendix A sets out the relevant legislative framework for making FADs

Appendix B lists the submissions received by the ACCC to date to this inquiry on primary price
terms.

Appendix C sets out the fixed principles provision in the FADs.

Appendix D sets out the service descriptions of the declared fixed line services.
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Operating expenditure forecasts

Key Points

e The ACCC draft decision raised concerns that Telstra had presented insufficient evidence in
support of the relevance, efficiency and prudency of its proposed operating expenditures. As a
result, the ACCC could not form a view on the prudency and efficiency of the following Telstra
operating expenditures:

o 2013-14 base year operating expenditures

forecast operating expenditures

propex

the forecast change in the fault rate

the capex-opex trade-off.

O O O O

e In its draft decision, the ACCC considered that in the absence of further information from
Telstra that demonstrates an improvement in the transparency of the above operating
expenditures, the ACCC may make adjustments to these expenditures. The ACCC has now
considered submissions from Telstra and stakeholders in which to make a further draft
decision on these proposed operating expenditures.

e In February 2015, Telstra submitted further information and operating expenditure
adjustments. The ACCC raised with Telstra its concerns in relation to the numerous revisions
and upward adjustments to its forecast operating expenditures without there being sufficient
supporting evidence to explain or justify them. The ACCC draft decision did not consider the
February information as the ACCC had concerns about the prudency and efficiency of the
proposed adjustments and the ACCC had insufficient time to scrutinise Telstra’s responses.

e Inthese responses, Telstra made further revisions to its proposed operating expenditures.

e Forits submission to the draft decision, Telstra engaged KPMG to review the allocation of its
general ledger operating expenditures to FLSM asset classes. Telstra accepted KPMG'’s
review recommendations which (largely) resulted in Telstra’s May 2015 proposed forecast
operating expenditures increasing by over [c-i-c starts] Jjjij [c-i-C ends] million in real terms
compared to its January 2015 forecasts. In conjunction with these changes, Telstra has
provided further information, evidence and explanation of its proposed operating
expenditures.

e In this further draft decision, Telstra’s February 2015 responses are considered in conjunction
with Telstra’s further explanation of its operating expenditure in March 2015 and Telstra’s
responses to the ACCC draft decision.

e  The ACCC's further draft decision is that on the basis of the further information and
explanation that Telstra has provided to date and subject to some additional clarification of
some specific expenditure items, it accepts as prudent and efficient Telstra’s base year
operating expenditure, forecast operating expenditure, propex, the forecast fault rate and
Telstra’s consideration of the capex-opex trade-off.

e The ACCC's further draft decision also reverses the ACCC'’s draft decision to remove
Telstra’s upward adjustment to its business unit support mark-up percentage. Telstra has
provided sufficient information and explanation for this adjustment. This has resulted in
approximately $[c-i-c starts] i [c-i-c ends] million of real additional allowed operating
expenditure over the forecast period based on Telstra’s forecast expenditure.

e NBN-specific propex remains excluded from Telstra’s forecast operating expenditures.
However, the amount excluded has fallen from $[c-i-c starts] i [c-i-c ends] million to $[c-i-c
starts] i} [c-i-c ends] million in real terms since Telstra has reduced the proposed amount of
NBN-related capital expenditure in its most recent forecasts.
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2.1

2.2

Introduction

This chapter examines the submissions of Telstra and other stakeholders in response to the
ACCC March 2015 draft decision (draft decision)® and details how the ACCC’s further draft
decision is formed. Itincludes consideration of Telstra’s responses and revisions that were
submitted just prior to and after the draft decision. Section 2.2 summarises the operating
expenditure issues identified in the draft decision that are relevant for the further draft decision.
These are Telstra’s proposed base year operating expenditure, its operating expenditure
forecasts, propex, the forecast fault rate and the capex-opex trade-off. Section 2.3 details the
ACCC'’s further draft decision in relation to each of these issues. The section includes
summaries of additional material provided by Telstra since the draft decision and submissions
from Telstra and other stakeholders in response to the draft decision on the relevant issues.

March 2015 draft decision

The ACCC'’s draft decision on Telstra’s forecast operating expenditure was based on
information provided and submissions made by Telstra up to January 2015. In the draft
decision, the ACCC outlined a number of issues with Telstra’s proposed base year and
forecasts of its operating expenditures. These issues that are addressed in the further draft
decision are highlighted below.

Base year operating expenditure

For Telstra’s base year operating expenditure, the ACCC was concerned that Telstra did not
provide sufficiently transparent and verifiable cost allocation information that would permit
scrutiny of the traceability of costs from the general ledger to asset classes in the FLSM and
whether costs incurred in Telstra’s fixed line cost centres are relevant to the provision of fixed
line services.

As a result, the ACCC could not form a view on whether or not Telstra’s base-year 2013-14
operating expenditures are prudently and efficiently incurred. In its draft decision the ACCC did
not make any adjustments to Telstra’s base year operating expenditure for reasons of
prudency and efficiency. However, the ACCC noted that it would consider this issue again after
receiving further information from Telstra and submissions from stakeholders.?

Forecast operating expenditure

In its assessment of Telstra’s operating expenditure forecasts the ACCC considered that
Telstra had not demonstrated a transparent and verifiable relationship between forecast
demand and forecast operating expenditure that would permit sufficient scrutiny of how
Telstra’s costs respond to changes in fixed line service demand. As a result, the ACCC could
not form a view on whether or not Telstra’s forecast operating expenditures are prudently and
efficiently incurred.

The ACCC'’s draft decision was to not make adjustments to Telstra’s forecast operating
expenditure for reasons of prudency and efficiency. The exception to this was the removal of
Telstra’s upward adjustment to its Business Unit Support mark-up, the removal of NBN-related
propex and an adjustment to Telstra’s forecast CPI.* However, the ACCC noted that it would
consider these issues again after receiving further information from Telstra and submissions
from stakeholders.®

ACCC, Public inquiry into final access determinations for fixed line services — primary price terms, draft
decision, 11 March 2015.

% ibid, p. 34.
4 ibid, Chapter 8.
®  ibid, p. 46.
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Propex

In the draft decision, the ACCC was concerned that there was considerable difficulty in
identifying whether propex is caused by the relevant asset classes and, ultimately, whether
propex is relevant to the provision of fixed line services. The ACCC’s draft decision was that it
could not form a view on the prudency and efficiency of Telstra’s proposed propex since there
was insufficient information and transparency on what is causing these costs to be incurred.

The ACCC’s draft decision was to not make adjustments to Telstra’s forecast propex. The
exception to this was the removal of NBN-related propex. However, the ACCC noted that it
would consider this issue again after receiving further information from Telstra and submissions
from stakeholders.®

Forecast fault rate

In the draft decision, the ACCC had concerns about what is expected to cause the [c-i-C
starts N (c-i-c ends] increase in Telstra’s forecast growth of fault rates for 201617 to
2018-19 as the information provided by Telstra had not sufficiently explained the causes. The
forecast increase in the growth rate of fault rates [c-i-c starts | (c--c ends] was
also inconsistent with Telstra’s dedicated program to reduce faults. The ACCC was also
concerned that Telstra had not provided sufficient justification that NBN-induced faults are
excluded from its forecast growth of fault rates.

In the draft decision, the ACCC accepted Telstra’s forecast growth of the fault rate. However, in
the absence of further information from Telstra that sufficiently explained that the forecast
increase in the growth rate of fault rates from 2016—-17 to 2018-19 is attributable to causes
other than NBN, the ACCC considered that it would make adjustments to Telstra’s fault rate
projections prior to making its final decision.’

Capex-opex trade-off

In the draft decision the ACCC expressed concern that Telstra had not adjusted its forecast
expenditures in recognition of the trade-off between capital expenditure and operating
expenditure. The lack of recognition of this trade-off was considered likely to result in an over-
estimate of Telstra’s expenditure forecasts for the next regulatory period.

The ACCC’s draft decision was to not make adjustments to Telstra’s forecast operating
expenditure on the basis of the trade-off between capital expenditure and operating
expenditure. However, the ACCC stated that it would consider the issue again after receiving
further information from Telstra and submissions from stakeholders.®

ACCC further draft decision

Overview

Under a BBM approach, forecast operating expenditure should reflect prudent and efficient
costs. The fixed principles provisions specify that the following matters are relevant to whether
Telstra’s operating expenditure forecasts are prudent and efficient:

e the access provider’s level of operating expenditure in the previous regulatory period

e the reasons for proposed changes to operating expenditure from one regulatory period
to the next regulatory period

e any relevant regulatory obligations, or changes to such obligations, applicable to
providing the relevant declared fixed line services

®  ibid, pp. 53-54.
" ibid, p. 55.
8 ibid, p. 58.
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e any other matters relevant to whether forecasting operating expenditures reflect
prudent and efficient costs.’

In the draft decision the ACCC was concerned that Telstra's base year and proposed forecast
operating expenditure may not have comprised prudent and efficient costs, having regard to
the second and fourth criteria. More specifically, there was a concern that Telstra had not
demonstrated a transparent and verifiable cost allocation approach that permitted sufficient
scrutiny of:

e the traceability of costs from asset class to general ledger
e whether costs incurred are relevant to the provision of fixed services and

e how forecast operating expenditures respond to changes in forecast demand.™

Consequently, for the following operating expenditures:
e base year operating expenditure
o forecast operating expenditure
e propex
o forecast fault rate operating expenditure

e the capex-opex trade-off,

the ACCC could not form a view on whether Telstra had incurred prudent and efficient
operating expenditures for the fixed line services. The ACCC considered that Telstra had not
sufficiently explained how it incurred or expected to incur these expenditures. The ACCC draft
decision was that in the absence of further information from Telstra that justifies these
expenditures, it may make adjustments to Telstra’s forecast expenditures.

The ACCC accepts Telstra’s proposition that, on the basis that the vast majority of Telstra’s
revenues are obtained from unregulated services in reasonably competitive markets, Telstra as
a whole has an incentive to operate efficiently.™

Telstra does nonetheless have an incentive to inflate costs allocated to the regulated FLS
where it has the opportunity to do so in order to achieve higher prices where it does not face
strong competition and disadvantage its competitors in downstream markets. The provision of
information detailing the basis of Telstra’s costs allocations can help to address questions of
prudency and efficiency in respect to these regulated FLS costs. The deficiency of the
information provided by Telstra on these allocations was the key reason why the ACCC could
not reach a decision on the prudency and efficiency of these costs in the draft decision.

However, Telstra has provided considerable further information and explanation for its
proposed base year and forecast operating expenditures in its February-March 2015 responses
and in its submissions to the draft decision. The information and explanations contain detailed
evidence on the causes of Telstra’s operating expenditures (including upward revisions it has
made to them since the draft decision) and on the cost and technical constraints Telstra
encounters in reducing its operating expenditure in response to the SIO migration to NBN. This
included substantial evidence that Telstra had been conservative in estimating the levels of
base year and forecast operating expenditure allocated to the FLS.

On the basis of this additional information, the ACCC'’s further draft decision is to accept
Telstra’s base year and forecast operating expenditures as prudent and efficient (with the
exception of NBN-related propex). This decision is subject to Telstra providing further
information in relation to activity-based management (ABM) code information to support its

The ACCC'’s fixed principles provisions are provided in Appendix C. See clause 6.9.

ACCC, Public inquiry into final access determinations for fixed line services — primary price terms, draft
decision, 11 March 2015, p. 29.

Telstra, Public inquiry into final access determinations for fixed line services — primary prices, Response to
Draft Decision, 1 May 2015, Confidential Version, p. 83.

10

11
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approach for allocating indirect costs associated with Customer Service Delivery (CSD) fault
reporting activity to FLS, to explain what property rental costs are incurred by the FLS and to
justify the re-allocation of the majority of propex costs to the ITS cost centre These will be
considered further prior to the final decision.

The ACCC has also decided to reverse its draft decision to remove Telstra’s proposed
adjustment to its business unit support mark-up. Telstra has prowded sufficient information and
explanation that justifies its proposed adjustment to this mark-up.'? This amount corresponds to
an increase in the business unit support mark-up from [c-i-c starts]jj[c-i-c ends] per cent to
[c-i-c starts|jj[c-i-c ends] per cent or approximately [c-i-c starts_[c i-c ends] in real
terms over the forecast period.*® The ACCC'’s further draft decision is to accept Telstra’s
revised operating expenditure forecasts with the exception of forecast NBN-related propex
which remains excluded from Telstra’s forecast operating expenditure (a reduction of j[c-i-c
starts] ] [c-i-Cc ends] million in real terms for the years 2014-15 to 2018-19). In its proposed
forecast of operating expenditures, Telstra has accepted the ACCC’s adjustment to its forecast
change in the CPI. The impact of the proposed further draft decision changes on Telstra’s real
forecast operating expenditures are summarised in Table 2.1 below.

It is to be noted that the further draft decision only relates to ACCC draft decisions where views
on the prudency and efficiency of operating expenditures could not be formed in March. Hence
it does not include consideration of NBN-related propex, forecast CPI and Telstra’s choice and
application of cost and productivity indices. However, the quantum of the NBN-related propex
adjustment has changed in response to Telstra’s change in the forecast amount of NBN capital
expenditure since the draft decision.

Table 2.1 Telstra’s proposed forecast operating expenditures and the ACCC’s draft
and further draft decision (2009 dollars) [c-i-c starts]

2014-15 2015-16 2016-17 2017-18 2018-19

Telstra E— E— E— ] ]

Proposed
Fixed Line
Opex
(January
2015)

ACCC Draft
Decision*

I | | . I
Telstra I I I I ]
Proposed
Fixed Line
Opex (May
2015)

ACCC ] ] ] [ ] I
Further Draft

Decision**

[c-i-c ends]

* The adjustment includes the ACCC'’s draft decision that the annual forecast change of the CPI should be [c-i-c
starts] | [c-i-c ends] per cent for the financial years 201415 to 2018-19.

** The Further Draft Decision allows Telstra’s adjustment to its Operations business unit support mark-up
including other major adjustments Telstra has proposed to the attribution of its expenditures from the general
ledger to FLSM asset classes in its May submissions. NBN-propex is still excluded however, as discussed
above. Note the adjustments are subject to rounding error.

12 Telstra, Calculating the FLSM share of Operations Business Unit Support — Deriving a Mark-up ratio, 23

February 2015, pp. 1-2; Telstra (2015), Further explanation of FY2014 operating costs identified as relevant
to the FLSM, March 2015, commercial-in-confidence, pp. 96-99.
13 Telstra, Fixed Services Forecast Model, v1.2 (May 2015).
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2.3.2

2.3.2.1

2.3.2.2

Source: Telstra (2015) Fixed Services Forecast Model v1.1 (Jan2015); Telstra (2015), Fixed Services Forecast
Model v1.2 (May 2015).

The ACCC further draft decision with respect to each of the operating expenditure issues
raised in the draft decision is set out in detail below. This includes consideration of the ACCC’s
draft decision assessment, Telstra’s applicable February and March 2015 responses to ACCC
information requests, relevant WIK-Consult advice to the ACCC and Telstra’s response to the
WIK-Consult advice and Telstra and other stakeholders’ submissions to the ACCC draft
decision.

Where base year and forecast expenditure amounts are designated as being in ‘real terms’,
this means real 2009 dollars (i.e. deflated to 2009 dollars using CPI).

Efficiency and prudency of Telstra’s 2013-14 base year
operating expenditure

ACCC draft decision

The ACCC'’s draft decision on Telstra’s rebased operating expenditure was based on
information provided and submissions made by Telstra in January 2015. The ACCC’s draft
decision was that Telstra had not provided sufficiently transparent and verifiable cost allocation
information that would permit scrutiny of the traceability of costs from asset class to general
ledger; and whether costs incurred in Telstra’s fixed line cost centres are relevant to the
provision of fixed services.

The ACCC also shared WIK-Consult’'s concerns that because base year expenditures for
Customer Service Delivery (CSD), Networks, Information Technology Solutions (ITS) and
Telstra Service Operations (TSO) business units were hardcoded it was not possible to
determine whether these expenditures were prudent and efficient. Similarly, because the
allocations of ITS and TSO operating expenditure to asset classes were also hardcoded, it was
not clear whether or not these allocations reflected the principle of cost causation.**

As a result, the ACCC could not form a view on whether or not Telstra’s base-year 2013-14
operating expenditures were prudently and efficiently incurred.

6 February 2015 response

In its February 2015 response, Telstra provided further reconciliation of the base-year (2013—
14) fixed line operating expenditure with its general ledger expenditures. Telstra also identified
small discrepancies which required adjustments to the split of operating expenditure costs
between ITS categories, the split of operating expenditure costs between TSO business groups
and the ratios for management mark-up, logistics mark-up and training mark-up for both ITS
and TSO."

Telstra also made adjustments to its CSD cost centre in order to remove contractor costs for
connection and disconnection of service activities. Given that connection and disconnection of
fixed line services are costed and char(l;ed separately, Telstra reduced the CSD costs to avoid
the risk of double counting these costs ®. The total reduction in contractor costs for connection
and disconnection activities from these adjustments is $[c-i-c starts] Jjj [c-i-c ends] million in
20131—714 in real terms. This removal had also reduced the level of CSD costs for each forecast
year.

14 wik-Consult (2015), Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Bad

Honnef, March 2015, p. 61.

Telstra, Amendments to the Fixed Line Services Model, 6 February 2015, p. 27.
% ibid, p. 7.

7 ibid, p. 7.
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2.3.2.3

2324

23 February 2015 response: the business unit support mark-up
adjustment

In its 19 January submission on the base year and forecast operating expenditures, Telstra
elevated its business unit support mark-up from [c-i-c starts] Jjjij[c-i-c ends] per cent to [c-i-C
starts|ll[c-i-c ends] per cent.*®

In its February submission Telstra provided further information on the adjustment to the
business unit support mark-up in the earlier submission which indicated that the previous
calculation of the mark-up percentage was based on the share of indirect business unit support
expenditure to the total amount of Telstra Operation business unit expenditure, whereas it
should have been calculated based on the share of indirect expenditure to direct expenditure.™
As a result of the correction, the Telstra Business Unit Support mark-up is [c-i-c startsJjjj[c-i-c
ends] per cent.”

Telstra’s March 2015 response

In March 2015, Telstra provided a comprehensive explanation and mapping of its operating
expenditures from general ledger to FLSM asset classes and undertook further adjustments to
its base-year and forecast operating expenditures.21

Telstra submitted that in the course of mapping general ledger expenditures to asset class and
reconciling expenditures, further adjustments to its FLSM base year operating expenditures
were required. The March 2015 adjustments to its operating expenditures resulted in Telstra
proposing FLSM version 1.2.

The overall operating expenditure for 2013-14 was [c-i-c starts]jjj[c-i-c ends] per cent higher
(from [c-i-c starts | (c-i-c ends] to [c-i-c starts] | (c-i-c ends] in real
terms) than the 2013-14 operating expenditure proposed in version 1.1 (February 2015) of the
Telstra’s FLSM.? Telstra documented the reasons for the increase in operating expenditure
between version 1.1 and version 1.2.

The result of Telstra’s mapping of general ledger expenditures to asset classes for the purpose
of its FLSM version 1.2 are identified in Table 2.2 below.

Table 2.2 Operating expenditure in the general ledger by cost centre and FLSM
relevant operating expenditure [c-i-C starts]

Cost Centre-Line of Total expenditure Expenditure Fixed line relevant
Business identified in general attributable to FLSM operating expenditure
ledger asset class as a percentage of

total cost centre
expenditure

CSD I | ]

Networks I | ]

IE I — ]
—

18 ‘Opex forecasts’, Telstra (2015) Fixed Services Forecast Model v1.1 (Jan2015)

¥ Telstra, Calculating the FLSM share of Operations Business Unit Support — Deriving a Mark-up ratio, 23
February 2015.

ibid, pp. 1-2; Telstra, Further explanation of FY2014 operating costs identified as relevant to the FLSM,
March 2015, commercial-in-confidence, pp. 96-99.

Telstra, Further explanation of FY2014 operating costs identified as relevant to the FLSM, March 2015,
commercial-in-confidence.

2 ibid, p. 4.
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2.3.2.5

TSO

[c-i-c ends]Source: Telstra (2015), Further explanation of FY2014 operating costs identified as relevant to the
FLSM, March 2015, commercial-in-confidence, Telstra (2015) FLSM FY2015 to FY2019 v 1.2.

Telstra highlighted constraints and impediments in identifying and mapping of expenditures in
the general ledger to the FLSM asset classes. Telstra’s response to the BBM RKR in
November 2013 was the first time Telstra was required to estimate direct and indirect operating
expenditure specifically related to the individual FLSM asset classes.*

Telstra submitted that since Telstra’s accounting systems do not systematically record
operating expenditure information or with sufficient granularity to enable an automated
extraction of relevant operating expenditure, Telstra had to develop a novel, bottom-up
assessment of operating expenditure incurred across a number of organisation units. Telstra
noted that in some cases, secondary sources and assessment by subject matter experts within
relevant parts of the business were required in order to identify relevant costs and to inform the
allocation of costs to individual FLSM asset classes.**

Telstra’s response to the draft decision

In its submission to the draft decision Telstra detailed reasons why it considered that Telstra
operates efficiently and it would not be commercially sensible for Telstra to allocate inefficient
levels of costs to the regulated fixed line services.”

Telstra provided further information to support the allocations and efficiency of its base year
operating expenditure and justified why it had undertaken further adjustments to this
expenditure in light of a review of its base year operating expenditure by KPMG.?®

Networks expenditure

Telstra submitted its mapping of Networks operating expenditure to FLSM asset classes based
on the judgements of subject matter experts and other secondary data sources is likely to be
an under-estimate of actual FLSM operating expenditure. Telstra compared this approach to
allocating Networks operating expenditure from the GL to FLSM asset classes with the use of
activity-based management (ABM) codes. In doing so, Telstra demonstrated that if it were to
employ the ABM approach instead it would have assigned an additional [c-i-c starts]

[ [c-i-c ends] to FLSM asset classes.”’

In response to the ACCC and WIK-Consult’s concerns that electricity consumption of network
equipment may be an inappropriate cost driver of network building space, Telstra submitted
that it appreciated that this proxy — which allocates [c-i-c starts|jjjj[c-i-c ends; per cent of
network building space to FLSM asset classes — is indirect and ‘second best’. ® However, due
to the absence of alternative information at the time of the 2013 BBM RKR, Telstra considered

B ibid, p. 3.

2 ibid, p. 3.

% Telstra, Public inquiry into final access determinations for fixed line services — primary prices, Response to
Draft Decision, 1 May 2015, Confidential Version, p. 83.

% jbid, p. 57.
2" ibid, p. 18 and pp. 76-78.
B jbid, p. 79.
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the Network Electricity Consumption Model (NECM) provided a reasonable basis for cost
allocation and that such an approach was likely to be conservative.

Telstra provided the results of an analysis it had subsequently undertaken which suggested
that the NECM proxy was reasonable when cross-checked against the shares of costs incurred
by FLSM asset classes using:

e Contractor maintenance logs for Telstra’s individual network sites
e Land tax paid by site
e Council/water rates by site.”

Based on these data Telstra argued that the NECM results appear conservative and potentially
understates FLSM-relevant accommodation costs by [c-i-c starts] | [c-i-c ends].*°

KPMG found that for the 2013—-14 base year, Telstra’s Network model (applied to the Networks
cost centre) overstated network maintenance contract operating expenditure by approximately
[c-i-c starts] I [c-i-Cc ends]. Telstra accepted KPMG's finding of error and adjusted its
network maintenance contract operating expenditure. The result is that the forecasts for 2014—
15 to 2018-19 are reduced annually by the overstated amount.**

The estimations of FLSM-relevant ITS and TSO expenditures

The KPMG review of Telstra’s cost allocations identified some errors with Telstra’s allocation
methodology of ITS and TSO expenditure to FLSM asset classes. These were:

e An error in the manner in which IT systems and applications were identified for the
purpose of determining FLSM operating expenditure. This has implications across ITS,
TSO and the business support and corporate support mark ups. KPMG identified that
this error led to an overall understatement of operating expenditure of [c-i-c
starts | (c--Cc ends].

e |t was not considered appropriate to use two years’ data to develop allocators for a
single year’s direct operating expenditure for ITS direct, TSO direct (NITO) and ITS and
TSO indirect operating expenditure — which lead to a total overstatement of operating

expenditure by [c-i-c starts | (c-i-c ends] >

Telstra accepted these findings and adjusted both its general ledger reconciliation document
and the FLSM operating expenditure forecasts. Telstra provided general ledger information and
other documentation that supported KPMG’s findings and recommended adjustments.

Benchmarking of Telstra’s base year operating expenditure

Telstra provided an expert report (from NERA) that benchmarked the efficiency of Telstra’s
operating expenditure for the base year (2013-14) (based on its 7 February 2014 cost data
submitted to the ACCC) against the operating expenditure of British Telecom (BT) in the year
ending 31 March 2014.

The comparison was made with BT on the basis that it is one of the few telecoms operators
with the detailed accounts showing a breakdown of costs on a service-by-service basis and it
had been found by other recent studies to be efficient.

The efficiency comparison was made for operating expenditure aggregated over the following
Telstra FL wholesale services for which BT provides a similar service:

e WLR

% ibid, Appendix 4, p. 246.
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e ULLS (Bands 1-3)
e PSTN origination and termination
¢ WADSL

Aggregation of the costs for the different services was undertaken in order to control for
potential differences in cost allocation across the different services.

To account for the difference in the size of BT’s operations, BT’s unit costs were multiplied by
Telstra’s service volumes. These costs were then compared with Telstra’s costs (converted to
pounds at a PPP exchange rate) for the same volumes.

The results indicate that Telstra’s total operating expenditure across the four services is [c-i-c
starts]j[c-i-c ends] per cent higher than if it had BT’s unit costs. However Given that Telstra
faces lower population density and greater dispersion of its customer population than BT,
Telstra is considered not to be inefficient in comparison to BT.®

Telstra’s consideration of further operating expenditure adjustments

Telstra submitted that its mapping of expenditures from the general ledger to FLSM asset
classes is likely to be an underestimate since the activity codes Telstra employed to map
Telstra Operations expenditures to asset class were also shared by the budget head
expenditures Telstra Retail and Global Enterprise & Services Group. Telstra estimated that just
over [c-i-c starts | [c-i-C ends] in costs related to the same activities of Telstra
Operations were incurred by Telstra Retail and Global Enterprise & Services Group “ Telstra
submitted that this study suggested that significant relevant expenditure may have been
excluded from the FLSM.* However, Telstra decided not to mclude these operating
expenditures because more thorough analysis was reqwred ® Telstra also stated it did not
have time to review other business units where even further FLSM relevant operating
expenditure may be identified.*’

Other stakeholder responses to the draft decision

Frontier

Frontier Economics (Frontier) submitted that given the opacity of Telstra’s cost derivation and
allocation methodology, the ACCC should not accept that Telstra’s base year operating
expenditures are prudent and efficient. It considered that to do so would set an unhelpful
precedent for the future by signalling that in the absence of good evidence the ACCC will
simply accept regulated businesses’ proposals, which opens opportunities for gaming. %
Frontier proposed that the ACCC develop its own mdependent estimate of base year
expenditures following the approach of the AER.?

Frontier supported the proposal by WIK-Consult that expenditure should be allocated according
to sub-categories of asset classes, namely regulated fixed line services, non-regulated fixed
line services, NBN and other services.*’ It considered that a weakness of the FLSM is that it
treats too much of the costs as shared costs that are allocated using usage-based allocations.

% ibid, Appendix 14.
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This was considered a particular problem for services, such as the fixed line services, that are
undergoing a period of transition.**

Frontier submitted that there is sufficient doubt about Telstra’s base year costs to support a
price fall for the regulated fixed line services.*

Further, Frontier held the view that Telstra is highly likely to have over-recovered costs for the
regulated FLS for previous years including for 2014—15 due to the carry-over of the previous
price terms, providing added justification for the ACCC to trim Telstra’s operating expenditure
estimates.

Optus

Optus submitted that it is appropriate that the ACCC be concerned about the lack of
transparency and traceability (such as tracing costs from general ledger to asset classes) of
Telstra’s base year and forecast operating expenditure in determining whether this expenditure
is prudent and efficient. It considered that if Telstra is unable to better satisfy the ACCC of the
prudency and efficiency of this expenditure, the ACCC should not accept the expenditure as it
has done in the draft decision, but adopt an alternative approach.**

Optus questioned the lack of substantiation by Telstra in making several upward revisions to
base year CSD maintenance expenditure.*

iiNet

iiNet supported the recommendations of Frontier Economics in relation to the establishment of
independent base year expenditures and forecasts (including the use of ‘top down’ approach to
reflect the change in the number of SIOs with the roll out of the NBN) on the basis that it had
little confidence that the levels and the allocations of cost to the declared services are prudent
and efficient.*

ACCC further draft decision assessment

The ACCC accepts Telstra’s proposition that, on the basis that the vast majority of Telstra’s
revenues are obtained from unregulated services in reasonably competitive markets, Telstra as
a whole has an incentive to operate efficiently.

However, contrary to Telstra’s claims in its submission, the ACCC considers Telstra does have
an incentive to inflate costs allocated to the regulated FLS where it has the opportunity to do so
in order to achieve higher prices where it does not face strong competition and disadvantage its
competitors in downstream markets. These factors mean that while Telstra may not inefficiently
allocate costs to the regulated FLS in practice, it does nonetheless have an incentive to do so
in the regulated price setting process.

The provision by Telstra of more detailed information on its cost allocations since the draft
decision helps to address questions of prudency and efficiency in respect of costs allocations to
the regulated FLS. The ACCC'’s assessment of this information is detailed below.
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Transparency of Telstra’s cost allocations

Telstra’s 6 February 2015 response provided the ACCC with more information about Telstra’s
costs allocations, but elicited further ACCC concerns about the prudency and efficiency of
Telstra’s proposed amendments to its operating expenditure.

In March 2015, Telstra submitted an extensive cost allocation mapping from its budget head
expenditure accounts in the general ledger to the operating expenditures for each asset class
in the FLSM. The ACCC is satisfied that Telstra has provided sufficient information on the
mapping of its costs from the general ledger to FLSM asset classes such that the ACCC could
scrutinise and assess:

e The traceability of operating expenditures incurred for each asset class to the general
ledger;

o Whether costs incurred in Telstra’s fixed line cost centres are relevant to the provision
of fixed line services.

Telstra also sufficiently explained the reasons why further reconciliation of base year operating
expenditure was required, which resulted in the overall operating expenditure for 2013-14
being [c-i-c startsj[c-i-c ends] per cent higher (from [c-i-c starts | (c--Cc ends] to
[c-i-c starts] N (c--c ends] in real terms) than the 2013-14 operating expenditure
proposed in version 1.1 (January 2015) of Telstra’s FLSM.*

The ACCC understands that Telstra encountered numerous difficulties and limitations in its
imputation of the FLSM relevant operating expenditures, and that Telstra has undertaken
considerable efforts to provide an estimate of its base year operating expenditure. The ACCC
acknowledges that Telstra’s pervasive employment of mark-ups and cost ratios to account for
its indirect costs is an indication of the extent to which Telstra could not rely on its costing
system for the attribution of costs to FLSM asset classes.

Expenditure revisions
Telstra Operations business unit support mark-up

Telstra’s response of 23 February sufficiently explained the calculation and reasons behind its
adjustment to its Telstra Operations business unit support mark-up. Telstra also provided
further information on this adjustment in its March 2015 response. The ACCC considers that
Telstra’s explanation for the adjustment is reasonable and that such an adjustment to its
business unit support mark-up is prudent and efficient.

Telstra’s proposal to allocate more ITS and TSO expenditures to FLSM asset classes

Telstra’s adjustments to forecast ITS expenditure (2014-15 to 2018-19) for FLSM asset
classes results in an increase in ITS FLSM expenditure from [c-i-c starts_[c i-C
ends] (January 2015 forecasts) to [c-i-C starts_[c i-c ends].* ® This represents an
increase of [c-i-c starts |l [c-i-C ends] in nominal terms over the forecast period.
Telstra’s adjustments to forecast TSO expenditure (2014-15 to 2018-19) for FLSM asset
classes results in an increase in TSO FLSM expenditure from [c | -c starts | [c-1-C
ends] (January forecasts) to [c-i-c starts | (c-i-c ends].*® This represents an increase
of [c-i-c starts | c-i-Cc ends] in nominal terms over the forecast period. However, the
total nominal increase of [c-i-c starts | Ic--Cc ends] excludes the mark-ups added to

47 Telstra, Further explanation of FY2014 operating costs identified as relevant to the FLSM, March 2015,
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this amount to represent the indirect costs of Telstra Operations business unit support and
unattributable costs.

The ACCC is concerned that an error of such magnitude was only discovered at such a late
stage and after several iterations by Telstra of its base year operating expenditure estimates.
However, as KPMG and Telstra have provided additional information on the traceability and the
reconciliation of the general ledger ITS and TSO expenditures to the FLSM asset classes, such
that, on the basis of the information provided, the ACCC considers that KPMG’s identification of
the error and Telstra’s correction of the error is reasonable.

Efficiency and prudency of expenditure
Fault reporting activity

In its March 2015 response, Telstra claimed that fault reporting activity, as opposed to fault
rectification activity, is difficult to allocate to a particular asset class. Therefore, for the purposes
of including these costs in the FLSM, Telstra considered these costs to be CSD indirect costs
which are allocated to FLSM asset classes on the basis of the corresponding direct operating
expenditure for each asset class.*

In the attribution of CSD operating expenditure by activity type and product type, Telstra
allocates [c-i-C starts-[c i-c ends] per cent of fault activity expenditure to FLSM asset classes.
However, over [c-i-C starts-[c i-c ends] per cent of CSD fault reporting activity costs are
allocated to non-FLSM products ! The ACCC is concerned that Telstra has not explained why
the cost of indirect CSD fault reporting activities is not proportional to the cost of direct fault
rectification activities, particularly given that Telstra employs the proportional allocation rules as
a proxy for many of its indirect costs.

If there are Activity Based Management codes (employed by Telstra to attribute general ledger
expenditures to FLSM asset classes) which attribute this indirect fault reporting activity almost
exclusively to services related to the FLSM, Telstra should provide this ABM code information

to support its approach.

Allocation of network building costs using electricity usage

On the basis of Telstra’s estimates of asset electricity use, [c-i-C starts-[c | ¢ ends] per cent
of total Network buildings/support costs are allocated to FLSM asset classes.>® WIK-Consult's
advice to the ACCC for the draft decision was that, floor space, not electricity usage, is the
appropriate driver of building outgoings and rent.® WIK-Consult's recommendation of using
floor space as the driver of rent and building outgoings is also supported by cost accounting
literature. Floor space cost drivers even include electricity costs required for air conditioning,
lighting, insurance, security and maintenance.> Rent and building outgoings such as
maintenance and insurance are more likely to be dependent on the size of the building than on
the electricity used within the building.

The ACCC considers that Telstra’s draft decision submission comparison of the supplementary
data with its NECM approach to the allocation of network building costs helps somewhat to
defend the reasonableness of its approach to the allocation these Networks expenditures to
FLSM asset classes. The use of alternative asset allocators sees higher percentages of
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accommodation costs allocated to FLSM asset classes than that with the NECM. One major
exception is property rental, for which an alternative allocator could not be found.> If only a
minor amount of property rental expenses of [c-i-c starts |l (c-i-C ends] in FY2014 is
related to the FLS as opposed to other services (such as mobile services) it is still possible,
however, that the accommodation cost allocated to the FLS on the basis of the NECM proxy of
[c-i-c starts]j[c-i-c ends] per cent is an overestimate. It would be desirable for Telstra to
provide further evidence on what types of property rental expenses it incurs for FLS in
response to the further draft decision.

ITS and TSO allocators

The ACCC notes Optus’ concern in relation to the calculation of the percentage allocation of
ITS expenditures to FLSM asset classes (originally [c-i-¢ starts|jjjjjiij[c-i-C ends] per cent)
failing to match hardcoded fixed line ITS eernditures as percentage of total ITS costs ([c-i-C
startsJj[c-i-c ends] per cent) for 2013-14. ® Telstra’s May 2015 operating expenditure
forecasts have addressed this anomaly by removing base year hardcoded estimates and
calculating base year fixed line ITS operating expenditures on the basis of the allocation
factors.

The ACCC considers that KPMG’s recommendation to only use 2013-14 ITS and TSO
allocator values is an improvement in the expenditure allocation for the 2013-14 base year and
the years 2014-15 to 2018-19. Since the ITS and TSO allocator values decline quite sharply
from 2012-13 to 2013-14, and since it is conceivable that, as demand for fixed line services
decline, the allocator values are more likely to decrease than increase in the future, the use of
2013-14 allocator values alone is likely to yield a more accurate allocation of ITS and TSO
expenditures than a historical average of 2012—-13 and 2013-14 allocator values.

The NERA benchmarking report

The ACCC notes the NERA report which found that on the basis of benchmarking BT's and
Telstra’s operating expenditures for equivalent wholesale services, NERA found Telstra’s
2013-14 base year operating expenditure to be comparable on a per unit basis.”’

While there are residual issues of comparability of the two companies that were not controlled
for in the study (the asset valuation framework and differences in scale economies and
customer density) these are considered to constitute a basis for Telstra having higher unit costs
than BT. The study therefore provides a degree of support that Telstra’s cost estimates for the
regulated FLS are prudent and efficient.

ACCC further draft decision: efficiency and prudency of base year
expenditure

As noted above, the ACCC accepts that Telstra as a whole has incentives to operate efficiently,
but that it has incentives to inflate the costs that it allocates to the FLS for the purpose of
regulated FLS pricing. It was due to concerns about the lack of information on the allocation of
Telstra’s costs to the FLSM that the ACCC was not prepared to come to a draft decision about
the prudency and efficiency of base year and forecast expenditures.

In response to these concerns about traceability and relevance expressed in the March draft
decision, Telstra has provided a comprehensive mapping of its expenditures from general
ledger to FLSM asset classes and subjected these to review by KPMG. Telstra has also
provided other information to further explain its allocations and to cross-check these with other
allocation methodologies.
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2.3.3

2.33.1

With the exception of a few gaps in this information that have been noted, this further
information provides the ACCC with comfort about the reasonableness of Telstra’s costs
allocations to the FLSM, including Telstra’s revisions to its costs including the adjustment to its
business unit support mark-up gadding approximately $[c-i-c starts] jj [c-i-c ends] million in real
terms over the forecast period).*®

The ACCC'’s further draft decision is, on the basis of the additional information Telstra has
provided since the draft decision, to accept Telstra’s base-year operating expenditures for
2013-14 as both prudent and efficient. However, this decision is contingent on Telstra
providing the ACCC with ABM code information to support its approach for allocating the
indirect costs of fault reporting activity to FLSand to explain what property rental costs are
incurred by the FLS.

The responsiveness of Telstra’s operating expenditure to
changes in demand

ACCC draft decision

The ACCC draft decision outlined a number of concerns in relation to the responsiveness of
Telstra’s forecast operating to changes in demand.

The ACCC observed that Telstra’s adoption of the base-step-trend framework for its operating
expenditure was incomplete. The trend component of the framework involves the regulated
business linking the scale of its operations to the size of the network. However, with the
exception of several activities in CSD and the Wholesale Group, Telstra had not linked the
scale of operations to the size of its fixed line network.

As a result of Telstra’s incomplete implementation of the base-step-trend framework the ACCC
could not verify Telstra’s forecast operating expenditures on the basis of this framework.
However, Telstra’s incomplete implementation of the framework did reveal where the
information gaps existed. The ACCC noted that more information 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) would improve the transparency and verifiability of how Telstra’s
forecast operating expenditures respond to changes in forecast demand.

The ACCC was also concerned that Telstra had not been able to provide sufficient information
on why many of its cost centre’s costs fail to change in response to the decline in the
operations for FLSM asset classes, both absolutely and relative to its other operations. The
ACCC had specific concerns in relation to Telstra’s lack of explanation of the unresponsiveness
of ITS, TSO and certain Networks operations to the forecast decline in the size of Telstra’s
fixed line network. Therefore, the ACCC found it difficult to determine whether the
responsiveness of Telstra’s cost centres to changing demand is reasonable and whether
operating expenditure forecasts are prudent and efficient.*® However, the ACCC noted that it
would consider this issue again after receiving further information from Telstra and submissions
from stakeholders.®

The ACCC decided not to incorporate Telstra’s 6 February 2015 response into the draft
decision. The ACCC’s assessment was based on Telstra’s submissions and responses up until
January 2015. In forming this draft decision, the ACCC had balanced the risk of double
counting the cost arising from the potential inclusion of connection/disconnection costs in CSD
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against the largely unexplained uplift in Telstra’s propex that it proposed in its 6 February 2015
response.

Telstra’s response to the draft decision

Telstra structured its response to the ACCC draft decision to address the ACCC’s and WIK-
Consult’s key concerns relating to the responsiveness of the following cost centres to changes
in fixed line demand arising from the NBN rollout: Networks, ITS and TSO.

Networks

Telstra submitted that the nature and timing of the NBN rollout will prevent Telstra from
decommissioning any material part of its legacy network over the regulatory period. Telstra
stated that the cost of rationalising and moving active services overwhelms any operating
expenditure savings from rationalisation if Telstra was able to partially or fully exit exchanges.
Further, Telstra submitted that it is not feasible to rationalise, sub-divide or sell exchanges until
all services are fully migrated. For example, Telstra stated that on the basis of NBN’s rollout
forecast, by the first quarter of 2018, less than [c-i-c starts]j[c-i-c ends] per cent of ESAs will
have at least [c-i-c starts]jj[c-i-c ends] per cent of premises they are currently servicing
covered and migrated to NBN and therefore there is no meaningful scope to rationalise
equipment during the regulatory period.®®

Telstra also submitted that network equipment including DSLAMSs, switching equipment,
transmission equipment, is not expected to be reduced, and that to the extent that this
equipment becomes relatively less utilised over the forecast period, the electricity, maintenance
and other costs associated with this equipment will not fall.”® Telstra provided an analysis
illustrating the relationship between the actual loss of SIOs as a result of the NBN rollout and
actual changes in power consumption for various ESAs. This analysis showed that irrespective
of the SIO decline within an ESA, power usage remains relatively flat.**

ITS

In response to the draft decision which raised concerns about the lack of responsiveness of ITS
expenditures to the forecast decline in the size of the fixed line network, Telstra submitted that
there will be no expected reduction in its ITS costs as a result of the SIO migration to NBN.
Telstra expects that it will still be operating largely the same number of exchange buildings, the
same number of PSTN switches, DSLAMs, transmission infrastructure and associated fixed
line network equipment. Telstra stated that it will still be supplying the same range of regulated
and non-regulated services over the fixed line network.®® Telstra provided information that
details how and why the Telstra’s expenditure on ITS is unlikely to respond to the fall in SIO
volumes over the forecast period.*®

TSO

In response to the draft decision which raised concerns about the lack of responsiveness of
TSO expenditures to the forecast decline in the size of the fixed line network, Telstra stated
that the key drivers of TSO expenditures are not SIO volumes, but rather the complexity of
Telstra’s network and the number of actively monitored network elements.®’ Telstra submitted
that Telstra’s fixed line network in 2018—19 will remain in substantially the same configuration
as is the case currently.68 It argued that reductions in SIOs do not lead to a reduction in the
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scale and scope of the network and consequently do not influence the number of monitored
network elements that TSO must manage.®” It explained that TSO expenditure relates to
monitoring of and responses to large-scale problems that arise in the network and not
premises-specific faults.”

Other stakeholder responses to the draft decision

Frontier

Frontier was concerned that there is a lack of relationship between operating expenditure
forecasts and the cost drivers behind it, including assets deployed and the volumes of
services.”

It proposed a ‘top down’ method as a short-term solution to deriving suitable forecasts of
operating expenditure and capital expenditure. This would require that the ACCC seek further
information from Telstra to better satisfy itself of the efficiency and prudency of base-year costs
and then forecast aggregate operating expenditure and capital expenditure for each year in
proportion to the changes in the number of SIOs due to the NBN roll-out.”

Frontier’s estimates of forecast operating expenditure using its top down methodology (based
on no adjustments to existing base year costs) and no change in fault rates are shown in Table
2.3 below.

Table 2.3 Frontier’s estimates of forecast operating expenditure using its top down
methodology [c-i-C starts]

2015-16 2016-17 2017-18 2018-19
Opex (ACCC) I I | [
Opex (Top down, | [ ] I I
SIO linked)

[c-i-c ends] Source: Frontier, Submission on the ACCC'’s draft decision on fixed line prices, A Report Prepared For the
Competitive Carriers Coalition, iiNet and Optus, May 2015, p. 29.

Optus

Optus submitted that it is concerned that the absence of any cost-volume relationships means
that forecasts cannot be verified.”® Further to this, it was concerned that Telstra’s forecasts
have not identified key operating expenditure drivers and the forecast expenditures do not
adequately respond to changes in demand for fixed line services. This was considered of
significance given the expected decline in fixed line demand over the forecast period.74
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Optus proposed that Telstra provide more information so that the ACCC can develop its own
set of forecasts, and if this is not forthcoming, that the ACCC maintain the FY2014 operating
expenditure to SIO ratio throughout the forecast period.”

Optus had some specific concerns about the levels and non-responsiveness of Telstra’s
Service Operations costs including for CSD, Network, ITS and TSO.

In relation to CSD Fault costs, Optus considered [c-i-c start]

I (C--C ends]

For other CSD maintenance expenditure, Optus noted the Telstra forecasts show little
relationship between volumes of SIOs or other volume metrics (e.g. copper line length) and the
level of this maintenance expenditure.’’

In relation to Network costs, Optus was concerned that the forecast for nominal operating
expenditure remains relatively flat over the forecast period, reflecting an indexing approach to
these costs rather than a considered assessment of how these costs are likely to trend over
time to reflect network cost- volume relationships and asset utilisation, with power consumption
costs being a major example Optus was critical of the indexes used for rents and building
outgoings, the allocation of building costs according to power consumption (that serves to
increase the aIIocatlon of building costs to the CAN relative to the Core) and the absence of
building d|sposals

In respect to ITS costs, Optus was concerned that the allocation percentages to the fixed line
services remain static in the forecasts from year to year (noting that they have varied
historically by year). It also considered the allocations of particular ITS costs to the fixed line
services have not been adequately detailed. It further noted that even if ITS costs shared
between the fixed line services and other services were to remain unchanged in the face of
declining demand for fixed Ilne serwces it would be expected that other services should bear
more of these costs over time.® Optus also identified an error in Telstra’s cost allocation of ITS
expenditure to FLSM asset classes. Based on the forecast model, the total ITS operating
expenditure for 2013-14 only represents [c-i-C starts-[c i-c ends] per cent of total ITS costs
not [c-i-c starts]jll[c-i-c ends] per cent as presented in the allocation matrix for ITS costs.®

For TSO costs, Optus was concerned that each of the costs categories are simply increased
from base year amounts with little consideration or explanation given of the allocation approach
to fixed line services, the impact changes in fixed line demand and that the costs allocated to
fixed Ilne services do not reflect Telstra’s broader annual efficiency target for TSO costs
overall.?

Optus was also concerned about the method by which indirect operating expenditure has been
included in the forecasts. These included concerns that the proportion remains constant for all
individual business units over the forecast period and the means by which the mark-ups were
applied. It noted that the base year values changed several times, providing grounds to have
little confidence in the estimates.®

> ibid, p. 64.
" ibid, p. 69.
T ibid, pp. 72-74.
8 ibid, pp. 75-79.
" ibid, pp. 77-78.
8 ibid, pp. 79-81.
8 ibid, p. 80.
8 ibid, pp. 81-82.
8 ibid, pp. 83-87.
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Overall Optus submitted that many of Telstra forecasts of operating expenditure do not
represent prudent cost management in an environment of significant reduction in demand and
the ACCC should not accept them. It proposed that the ACCC develop its own independent
forecasts and place the onus of proof on Telstra to convince the ACCC why its own contrary
forecasts would be more appropriate.®

iiNet

iiNet submitted that the ACCC should do more than provide Telstra with an opportunity to
‘shore up’ its forecasts.®

iiNet supported the recommendations of Frontier Economics in relation to the establishment of
independent base year expenditures and forecasts (including the use of ‘top down’ approach to
reflect the change in the number of SIOs with the roll out of the NBN) on the basis that it had
little confidence that the levels and the allocations of cost to the declared services are prudent
and efficient.®®

ACCC further draft decision assessment: responsiveness to demand
Networks

Telstra’s submission on the nature and timing of the NBN rollout and its effect on Networks
expenditures presented strong evidence that Telstra has limited ability to rationalise, sub-divide
or sell its exchanges until all services are fully migrated. Since nearly all ESAs will still provide
legacy services by 2018-19, the ACCC considers that Telstra will have limited scope to
rationalise and avoid operating expenditures for its Networks cost centre. Telstra’s explanations
and evidence that equipment removal is likely to be minimal or, at best, piecemeal over the
forecast period, and Telstra’s evidence that power usage is unlikely to decline in exchange
buildings as a result of the rollout, has sufficiently addressed ACCC’s concerns relating to the
relative unresponsiveness of the Networks cost centre expenditures to the decline the size of
Telstra’s legacy network.

ITS

In its draft decision response, Telstra has provided considerably more information on the nature
of its ITS expenditures and operations and how these expenditures are allocated to asset
classes. Telstra has sufficiently explained how its FLSM-relevant ITS expenditures are unlikely
to fall over the forecast period because the infrastructure necessary for the ongoing provision of
fixed line services and which consume ITS activities and resources — such as exchange
buildings, PSTN switches, DSLAMSs, transmission infrastructure and associated fixed line
network equipment — is unlikely to decline as a result of the NBN rollout over the forecast
period.87 The ACCC considers that Telstra provided comprehensive information that details
how and why Telstra’s expenditure on ITS is unlikely to respond to the fall in SIO volumes over
the forecast period.®

TSO

In response to the draft decision which raised concerns about the lack of responsiveness of
TSO expenditures to the forecast decline in the size of the fixed line network, Telstra stated

8 ibid, pp. 87-88.

8 jiNet, Public inquiry into final access determinations for fixed line services — primary price terms, Draft
Decision, March 2015, Confidential Version, p. 5.

% ibid, pp. 4-5.

8 Telstra, Public Inquiry into final access determinations for fixed line services — primary prices, Response to
Draft Decision, 1 May 2015, pp. 107-108.

8 ibid, p. 110.
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that the key drivers of TSO expenditures are not SIO volumes, but rather the complexity of
Telstra’s network and the number of actively monitored network elements.®

It backed this up with evidence that:

e over the forecast period the configuration of its network will remain largely the same as
it is currently — Telstra will continue to operate a national network of PDN, SDH and
XWDM transmission systems which interconnect [c-i-c starts]jjjij[c-i-c ends] local
exchanges, [c-i-c starts]jj[c-i-c ends] PSTN nodes, [c-i-c starts|jjjiilj[c-i-c ends]
active network elements and Telstra’s ADSL infrastructure of [c-i-c starts |l [c-i-c
ends] DSLAMs.*

e the number of network elements had hardly changed in the past three years — by ([c-i-c
startsjj[c-i-c ends] out of more than [c-i-c starts]jjjiij[c-i-Cc ends]).

e over the period March 2013 to March 2015, no relationship existed between the
number of alarms raised for PSTN network elements — which is a cause of TSO
expenditures — and the number of SI10s.”*

Overall the ACCC considers that Telstra has provided sufficient information and evidence on
the non-responsiveness of Network, ITS and TSO operating expenditures to the number of
SIOs, and that the decline in the number of legacy SIOs is therefore unlikely to reduce
operating expenditure outlays substantially.

The ACCC has, however, decided to make an adjustment to asset class cost allocations to
account for the impact on unit costs of a loss of economies of scale due to migration of services
to the NBN. Lack of responsiveness of Network, ITS and TSO operating expenditures to
migration of SIOs to the NBN is captured by that adjustment. . This is detailed in chapter 4 of
the further draft decision. This adjustment conforms with the intent of, but is considered to be
more robust than, the ‘top-down’ approach proposed by Frontier Economics and iiNet to scale-
down Telstra’s forecast expenditures proportionately to reduce SIOs with the NBN roll-out.

ACCC'’s further draft decision on responsiveness of forecast operating
expenditures to changes in demand

There is considerable uncertainty and variation around Telstra’s forecast operating
expenditures. Since October 2014, Telstra has provided a number of iterations and revisions to
its operating expenditure forecasts. Telstra has demonstrated that it has considerable
discretion in choosing the allocation methods to estimate its base year operating expenditure
and its forecast operating expenditure. Such discretion has material effects on its forecast of
operating expenditures Telstra has signalled it magy seek to include more FLSM-related
operating expenditures prior to the final decision. %

Scope for such discretion may elevate the risk of Telstra proposing to include imprudent and
inefficient expenditures in the FLSM.

8 Telstra, Public Inquiry into final access determinations for fixed line services — primary prices, Response to

Draft Decision, 1 May 2015, p. 112.
0 ibid, p. 113.
L ibid, p. 114.
92 For example, Telstra has claimed that its particular choices of allocation methods for Networks resulted in
[c-i-c starts | [c--Cc ends] less FLSM operating expenditure for 2013-14 and possibly several
times that amount for its forecast operating expenditure over the forecast period. Telstra (2015), Public
Inquiry into final access determinations for fixed line services — primary prices, Response to Draft Decision,
1 May 2015, p. 18.
Telstra has also stated that it may include considerably more FLSM relevant operating expenditure in the
future. For example, through further analysis of its general ledger in response to the draft decision, Telstra
has identified a further [c-i-c starts | [c-i-C ends] that may be relevant to FLSM asset classes that
it has decided not to include because more thorough analysis is required. Telstra also stated it did not have
time to review other business units where even further FLSM relevant operating expenditure may be
identified. Telstra (2015), Public Inquiry into final access determinations for fixed line services — primary
prices, Response to Draft Decision, 1 May 2015, p. 8, p. 220.
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However, Telstra has provided the ACCC with considerably more information on:

e the mapping of its operating expenditures from general ledger to FLSM asset classes
for the base year, and

e how particular technical constraints and the nature of the NBN rollout may inhibit
Telstra from substantially reducing its network operating expenditures over the forecast
period.

On the basis of the further information Telstra has provided, and the adjustment that is made to
overall expenditures to account for the loss of economies of scale due to the NBN, the ACCC’s
further draft decision is that it accepts Telstra’s forecast operating expenditures as prudent and
efficient.

Propex

ACCC draft decision

In the draft decision, the ACCC raised a number of concerns about prudency and efficiency of
Telstra’s proposed propex and its propex forecasting methodology. The ACCC was concerned
that Telstra did not provide information on how propex related to asset classes in which it was
attributed — the attribution of propex from IMC codes to asset classes was insufficiently
explained and justified.**

The ACCC was also concerned that Telstra had not sufficiently demonstrated how propex
incurred for an asset class related to asset replacement/operational support (AROS), demand
driven, discretionary and NBN-related capital expenditures. In the absence of this information,
the ACCC was concerned that the addition of a separate propex expenditure included in capital
expenditure forecasts for some asset classes may risk double counting the labour and
intermediate input component that is already capitalised in capital expenditure forecasts.”
WIK-Consult shared the concerns of the ACCC. For example, it raised that Telstra should
ensure that expenses on asset remediation are not counted twice, once as operating
expenditure and once as capital expenditure.®

The ACCC had further concerns in relation to Telstra’s propex forecast methodology. The
forecast propex amount for each asset class is based on the historical propex share of capital
expenditure that is then multiplied by forecast capital expenditure for that asset class. However,
Telstra had not demonstrated how this particular methodology is appropriate for anticipating
future propex requirements for each asset class.”” WIK-Consult was also concerned that
Telstra’s forecast of propex is highly sensitive to the sequence of capital expenditures that
Telstra has estimated for the years 2011-12 to 2013-2014 and as a result the forecasts of
propex did not appear plausible.’®

The ACCC'’s draft decision was that it could not form a view on the prudency and efficiency of
Telstra’s proposed propex since there was insufficient information and transparency on what is
causing these costs to be incurred. The ACCC’s draft decision was to not make adjustments to
Telstra’s forecast propex. The exception to this was the removal of NBN-related propex.99

% ACCC, Public inquiry into final access determinations for fixed line services — primary price terms, draft

decision, 11 March 2015, pp. 51-54.
% ibid, pp. 51-54.
% Wik-Consult, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Bad Honnef,
March 2015, p. 36.
ACCC, Public inquiry into final access determinations for fixed line services — primary price terms, draft
decision, 11 March 2015, pp. 51-54.
Wik-Consult, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Bad Honnef,
March 2015, pp. 71-77.
ACCC, Public inquiry into final access determinations for fixed line services — primary price terms, draft
decision, 11 March 2015, pp. 51-54.
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2.3.4.2
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Telstra’s 6 February 2015 response

In its 6 February 2015 submission,*® Telstra advised it had erroneously omitted propex for
asset classes CA07, CA09, CA10, CO07, CO09 and CO10 and supplied propex against these
asset classes. Telstra also made further changes to its 19 and 30 January 2015 submissions
for propex.'®*

In addition Telstra identified an error in the attribution of NBN-related capital expenditure to
asset classes. As a result, Telstra allocated NBN-related capital expenditure from CAQ7 (other
communications plant and equipment) and CA09 (Network Buildings Support) to COQ07 (other
communications plant and equipment) and CO09 (Network Buildings Support).'® This
automatically changed the amount of propex attributed to these asset classes.

Telstra also adjusted propex for CAO1 ducts and pipes and CAO2 copper cables for the years
2011-12 to 2014-15. There was a substantial increase in propex for CA01 ducts and pipes and
an offsetting decrease in propex for CAO2 copper cables between 2011-12 and 2014-15. This
translated into a substantial increase in the propex share of capital expenditure for CAO1 and a
substantial decrease in the propex share of capital expenditure for CA02 over these years.

As a result of recording propex against six additional asset classes, Telstra identified a risk of
double counting operating expenditures for these asset classes and their relevant cost
centres.'® Therefore, Telstra deducted the 2013-14 base year fixed line propex amount from
the operating expenditures for the relevant cost centres: CSD; Networks; TSO and ITS. 104

Telstra’s 12 March 2015 response

In March 2015, Telstra provided further explanation of its rebased 2013—14 operating
expenditure. Telstra provided a mapping of its operating expenditure relevant to fixed line
services from its exspenditure accounts in the general ledger to the operating expenditures for
each asset class.™

In this response, Telstra submitted further information on how it attributed propex to asset
classes. In particular, Telstra provided a detailed explanation of propex that resides within its
originating cost centres of CSD, Networks, ITS and TSO.™ Telstra undertook an extensive
identification and estimation of the propex from within these cost centres so that these
expenditures could be removed and allocated to capital expenditure projects for forecasting
purposes.

Telstra submitted that propex is inherently linked to capital projects and for internal consistency
in the level of propex forecast with respect to the forecast level of capital expenditure, Telstra
made use of propex amounts derived from the capital expenditure forecast model as opposed
to the propex recorded with other operating expenditure within the general ledger for individual
lines of business.'"’

For each FLSM-relevant capital expenditure project by IMC code, the amount of propex was
identified as well as the sponsoring organisational unit for the capital projects classified under

100
101
102

This submission is available on the ACCC’s website.
This submission is available on the ACCC’s website.
108 Telstra, Amendments to the Fixed Line Services Model, 6 February 2015, p. 14.
ibid, p. 8.
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each IMC. The distribution of project sponsorship for the overall IMC was then used to
distribute capital expenditure with respect to that IMC relevant to the FLSM asset classes.'®

Capital expenditure and associated propex information was extracted from the same source [c-
i-c starts] | [c-i-c ends]. [c-i-c starts |l [c-i-C ends] took extracts from [c-i-C start]
I [c-i-c end] (where the general ledger bookings are made) and [c-i-c starts]jjj[c-i-c
ends] (where the project details are located) and mapped the data together that enabled
Telstra to analyse the data.

Telstra provided a mapping of IMC codes for FLSM-relevant capital expenditure (and therefore
propex) which also identified the proportion of capital expenditure relevant to the FLSM on the
basis of its attribution to FLSM asset classes and the corresponding proportion of propex
considered relevant to the FLSM. In order to distribute the relevant propex to FLSM asset
classes, the capital expenditure model distributed propex for each IMC on the basis of the
distribution of capital expenditure with respect to that IMC.**®

Since Telstra’s asset register does not differentiate between CAN and Core for the asset
classes Other Communications Plant and Equipment, Network Land, Network
Buildings/Support and Indirect Capital Assets, the ratios applied b}/ the ACCC in the original
FLSM were used to split the total propex for these asset classes.* 0

Telstra’s response to the draft decision

In its response to the draft decision, Telstra provided further information on propex, and
identified all the originating cost centres from which propex spends were extracted.

Telstra explained that there was no risk of double counting propex and capital expenditure
since expenditure on a project will be classified as either propex or capital expenditure. Telstra
also clarified its use of the term ‘capital project’. It stated that capital project does not
necessarily mean that all expenditure is capital expenditure. Rather it means that the project
requires approval throu?h Telstra’s internal processes. Many projects include both capital and
operating expenditure.™""*

Telstra further added that it strictly adheres to its capitalisation policy in classifying project-
related capital expenditure as propex or capital expenditure.™*?

Telstra adopted KPMG'’s recommendation that Telstra Operations (TO) business unit support
costs should also be attributed to propex. This resulted in an increase in operating expenditure
by [c-i-c starts N [c-i-c ends] for the 2013-14 base year'*® and similar, albeit
gradually declining, annual operating expenditure increases from 2014-15 to 2018-19 (since it
is a mark-up of [c-i-c starts]jij[c-i-c ends] per cent applied to a falling annual propex amount).

KPMG also identified an unreconciled difference in propex adjustments, which resulted in an
understatement of attributable operating expenditure of approximately [c-i-c starts | [c--
c ends]."** However, Telstra took no action to correct the understated expenditure since the
amount is negligible.**®

18 ibid, p. 88.

19 ipid, p. 93.

10 ipid, p. 93.
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Other stakeholder responses to the draft decision

Frontier

Frontier submitted that it agrees with the WIK-Consult proposal that propex be included as
capital expenditure rather than operating expenditure.™*° It claimed that Telstra had not
provided any reasons for allocating costs in this manner other than consistency with accounting
policies which are largely irrelevant in the context of constructing an economic pricing model
like the FLSM.*"’

Optus

Optus considered that further work is required to establish that Telstra’s propex is prudent and
efficient. It proposed that the following propex IMC expenditure codes are not related to the
regulated fixed line services and should be excluded: [c-i-c starts |

I, (C--C ends]

Optus considered that the inclusion of propex from the capital expenditure forecast as
operating expenditure runs the increased risk of double counting of costs and in any case it
better belongs as capex.™®

Optus was also concerned that there had been a lack of transparency in mapping of propex to
asset classes and that more general concerns about the robustness of Telstra’s expenditure
base and forecasts also carry though to propex.*?

Since propex is the operating expenditure component of capex, certain issues raised by Optus
in relation to capital expenditure are also relevant to propex.

ACCC further draft decision assessment: propex

Telstra’s 6 February 2015 response on propex (outlined above) did not fully address the
ACCC'’s concerns regarding the prudency, efficiency and relevance of propex for fixed line
asset classes. Rather, it raised further concerns about the lack of transparency in the attribution
of propex to asset classes. Given these further concerns, the ACCC'’s draft decision was not to
incorporate Telstra’s 6 February response in the draft decision. The ACCC’s assessment was
based on Telstra’s submissions and responses up until January 2015.1%

In its March 2015 response Telstra clarified that propex is the internal term Telstra Finance use
to identify and distinguish operating expenditure related to and driven by capital expenditure
projects, as opposed to ‘business as usual’ operating expenses.122 It also submitted more
information on how propex was mapped to asset classes in the 2013-14 base year.

Telstra provided a detailed explanation of propex that is within its CSD, Networks, ITS and TSO
cost centres. ** Telstra undertook an extensive identification and estimation of the propex from

Frontier, Submission on the ACCC'’s draft decision on fixed line prices, A Report Prepared For the
Competitive Carries Coalition, iiNet and Optus, May 2015, p. 24.

ibid, p. 24.

Optus (2015), Submission in response to ACCC Draft Decision, Public Inquiry into final access
determinations for fixed line services — primary price terms, Confidential Version, April 2015, p. 54.
ibid, April 2015, p. 60.

ibid, April 2015, p. 61.

ACCC, Public inquiry into final access determinations for fixed line services — primary price terms, draft
decision, 11 March 2015, pp. 51-54.

Telstra, Further explanation of FY2014 operating costs identified as relevant to the FLSM, March 2015,
commercial-in-confidence, p. 87.
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within these cost centres so that these expenditures could be removed and allocated to a
propex ‘cost centre’ for the purposes of forecasting.

The removal of these expenditures was necessary to avoid the risk of double counting propex
since Telstra estimated propex as an independent expenditure category, where the forecast of
propex was instead derived from the FLSM capital expenditure forecast model.

Telstra provided a breakdown of fixed line propex that was identified for each cost centre. This
is shown in the middle column of Table 2.4 below. Approximately [c-i-c starts | C--C
ends] of propex for 2013-2014 was derived from ‘Other Lines of Business’. However, Telstra
did not identify these other lines of business and the relevance to FLSM asset classes.

Table 2.4 Telstra’s proposed propex by cost centre (2013-14, million $ nominal) [c-
i-c starts]
Cost Centre Telstra’s March Telstra’s Draft
2015 response decision
response)

[c-i-c ends] Source: Telstra (2015), Further explanation of FY2014 operating costs identified as relevant to the
FLSM, March 2015, commercial-in-confidence, p. 88 and KPMG (2015), The basis for determining Telstra’s
base year operating expenditure for fixed line services, Gilbert and Tobin, April 2015, p. 138.

Telstra’s response to the ACCC draft decision (including advice from KPMG) only partially
alleviated the ACCC’s concerns relating to propex from ‘other lines of business’. The revised
breakdown of the propex spend by originating cost centre is provided in the right hand column
of Table 2.4 above. The propex spend for the 2013-14 base year of [c-i-c starts | (c-
i-c ends], and most of the propex originating from Telstra’s previously identified ‘other lines of
business’ in fact originates from the ITS cost centre."** The reason for this is not made explicit
however, and does not seem to reflect the nature of the majority of these expenditures based
on IMC code."®

It also appears that, given the upwards adjustment to the TSO cost centre, some of the propex
previously attributed to the ‘other lines of business’ may also be attributed to the TSO cost
centre.

Telstra has also reduced total base year propex by [c-i-¢ starts |l [c-i-C ends], which
results in a reconciliation between the base year propex amounts for both its March 2015
submission and its May 2015 response to the draft decision. It seems that Telstra’s adjustment

KPMG, The basis for determining Telstra’s base year operating expenditure for fixed line services, Gilbert
and Tobin, April 2015, pp. 94, 138.

See Telstra, Further explanation of FY2014 operating costs identified as relevant to the FLSM, March 2015,
commercial-in-confidence, Annexure 12.
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of [c-i-c starts| i (c--Cc ends] has been undertaken to reconcile its March 2015 and
May 2015 submissions on propex.

Compared to the March 2015 submission Telstra has also re-estimated the propex spends
arising from the ITS and TSO cost centres. The ACCC is concerned that the adjustments
undertaken by Telstra highlights the fact that Telstra has a considerable degree of latitude and
discretion around its estimates of propex for the base year (and accordingly its forecast of
propex).

However, the ACCC also considers that since January 2015, Telstra (and KPMG) have
provided substantially more detailed information on the relevance of propex in the provision of
fixed line services, and the ACCC can now cross-check propex by IMC code and FLSM asset
class, and, for the large part, cross-check propex by IMC code, FLSM asset class and
originating cost centre.

ACCC further draft decision on efficiency and prudency of propex

The ACCC considers that in its responses and submissions since February 2015, Telstra has
provided a reasonable explanation and information on the relevance of non-NBN specific
propex for all the FLSM asset classes in which propex is attributed.

In its March submission on the mapping of expenditures, Telstra provided comprehensive
information on its capital and propex projects by IMC code. The absolute amounts of propex
spends are hardcoded extracts from Telstra’s expenditure accounts. Since Telstra has
discretion on the allocation of its expenditures to FLSM asset classes and what information is
imparted, the ACCC could only scrutinise these accounts on a limited basis."*

In consideration of the further information that Telstra has provided in March and May 2015,
ACCC accepts Telstra’s proposal to include propex for asset classes CA07, CA09, CA10,
CO07, CO09 and CO10. The ACCC also notes that Telstra’s original BBM RKR response had
included a mapping of propex to these asset classes and that Telstra had erroneously omitted
these expenditures in its October 2014 and January 2015 forecasts.™’

On the principle of cost causality, the ACCC also considers that KPMG’s recommendation is
appropriate — that TO business support costs should also be attributed to propex ([c-i-C

starts | [c-i-c ends] for the 2013-14 base year™®). While propex is extracted from
CSD, Networks, ITS and TSO and linked to forecast capital expenditure for the purposes of
forecasting, propex continues to reside within these cost centres and therefore also consumes
the activities and resources of TOs business unit support.

The ACCC is, however, concerned that Telstra has not sufficiently explained why between its
March 2015 response and its submission on the draft decision, propex spends have been
largely re-allocated to the ITS cost centre when these were previously allocated to other lines
of business and many of the IMC codes seem to be at odds with this allocation.

The ACCC shares WIK-Consult’s March report concerns that Telstra’s forecast of propex is
highly sensitive to the sequence of capital expenditures that Telstra has estimated for the years
2011-12 to 2013-2014 and as a result the forecasts of propex do not appear plausible.129

126 por example, Telstra has not explained how IMC propex spends relate to the FLSM asset classes in which

these spends are attributed or why the ratio of propex to capital expenditure differs markedly across IMC
codes. Therefore, the ACCC can only scrutinise Telstra’s propex on the basis of whether its mapping of
propex to FLSM asset classes correctly correspond to that of its forecast model.

Telstra, Final Access Determinations (FADs) Inquiry — additional information in response to information
request under the BBM RKR, Confidential, February 2014, p. 13.

Telstra, Public Inquiry into final access determinations for fixed line services — primary prices, Response to
Draft Decision, 1 May 2015, p. 69.

Wik-Consult, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Bad Honnef,
March 2015, pp. 71-77.
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However, the ACCC adjustments to remove NBN-related propex for the years 2011-12 to
2014-15 address this.

On the basis of the more comprehensive itemisation and mapping of propex spends provided
by Telstra since the draft decision and subject to some further clarification from Telstra on the
propex spends allocated to the ITS costs centre, the ACCC'’s further draft decision is that it
accepts Telstra’s forecast of non NBN-related propex as prudent and efficient.

The forecast fault rate

ACCC draft decision

In the draft the decision, the ACCC observed that Telstra’s forecast fault rate was forecast to

grow [c-i-c starts | [ C-i-C ends] from 2016-17 to 2018-19.

It was unclear to the ACCC why faults should be increasing [c-i-C starts

Il (c-i-c ends] in the [c-i-c starts | (c--C ends] of the forecast period when Telstra’s
fault remediation program continues to have an impact on fault rates in [c-i-c starts | IC-
i-c ends]. It was also unclear to the ACCC what other factors are influencing the [c-i-c

starts | [c--c ends] growth of fault rates other than the NBN rollout despite Telstra
stating in response to the ACCC’s January 2015 information request that the forecast increase
of the fault rate caused by NBN is excluded from its forecast model and Telstra’s official
business forecasts.™*

For the purposes of the draft decision, the ACCC accepted Telstra’s forecast growth of the fault
rate. However, in the absence of further information from Telstra that sufficiently explains that
the forecast increase in the growth rate of fault rates from 2016-17 to 2018-19 is attributable to
causes other than NBN, the ACCC stated that it may make adjustments to Telstra’s fault rate
projections prior to making its final decision.

Telstra’s response to the draft decision
In response to the ACCC concerns about the forecast rate of growth in the fault rate in the
latter half of the forecast period, Telstra submitted that the key drivers of the increase in fault
rate growth for the period 2016—2019 principally related to three factors:
e Ageing legacy copper infrastructure and dispersion in faults that limit benefits of joint
remediation activity
e Increase in uptake of new technologies and changes in customer behaviour
e The greater proportion of ULLS services on Telstra’s network, necessitating more field
visits and therefore causing Telstra to incur higher costs.**

Telstra provided supporting information in relation to each of the above factors.
Other stakeholder responses to the draft decision

Frontier

[c-i-C starts

= [c-i-c ends]
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Optus

[c-i-c starts |
Y
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ACCC further draft decision on the forecast fault rate

The ACCC considers that Telstra has submitted sufficient information that the forecast rate of
growth in the fault rate is explained by network factors alone, which rules out any anticipated
growth in the fault rate that is directly caused by the NBN rollout. However, the ACCC does
note that, as stated by Telstra, capital expenditure remediation work, which reduces network
faults, must have a defined payback period (which may be in the form of network operating cost
savings)."®* The NBN rollout is likely to increasingly truncate the payback period of such
remediation programs, such that fewer programs may be undertaken or the programs may be
smaller in scope. Consequently, the NBN rollout may be indirectly causing the potential
escalation in the growth of fault rates.

However, while the NBN rollout may be indirectly contributing to the growth in network faults
and fault rectification operating expenditure, Telstra has sufficiently demonstrated that the
rollout is not a direct cause of the growth in network faults. Therefore, the ACCC'’s further draft
decision is that Telstra’s forecast operating expenditure relating to its forecast growth in the
fault rate is both prudent and efficient.

Capex-opex trade-off

ACCC draft decision

In the draft decision, the ACCC considered that Telstra had insufficient regard to the trade-off
between capital and operating expenditure across its asset classes. This was Iikelg to result in
an over-estimate of Telstra’s expenditure forecasts for the next regulatory period.l >

Telstra adopted the base-step-trend approach (and refers to the AER Better Regulation
document in its adoption of the approachl36) to its operating expenditure forecasts, and
therefore there should also be a consideration of potential trade-offs between its capital and
operating expenditures. However, Telstra had not included any explicit recognition of the
potential trade-offs between proposed operating and capital expenditures as envisaged by the
AER’s base-step-trend approach.*®’

For projected fault rates, Telstra acknowledged that a trade-off existed between capital and
operating expenditure — Telstra’s joint remediation expenditure programs were expected to

132 Frontier, Submission on the ACCC'’s draft decision on fixed line prices, A Report Prepared For the

Competitive Carries Coalition, iiNet and Optus, May 2015, pp. 24-25.

Optus, Submission in response to ACCC Draft Decision, Public Inquiry into final access determinations for
fixed line services — primary price terms, Confidential Version, April 2015, pp. 69-71.

Telstra, Public Inquiry into final access determinations for fixed line services — primary prices, Response to
Draft Decision, 1 May 2015, pp. 117-118.

ACCC, Public inquiry into final access determinations for fixed line services — primary price terms, draft
decision, 11 March 2015, p. 57.

Telstra, Forecast Model v 1.05 Framework and Guide to Forecast Assumptions, October 2014, Commercial
in Confidence, p. 55; AER, Better Regulation, Explanatory Statement — Expenditure Forecast Assessment
Guideline, November 2013.

See for example: AER, Final Decision, ElectraNet Transmission determination, 2013-14 to 2017-18, April
2013; Jacobs SKM, Attachment B17.1 Regulatory Submission Support — Phase 3, ACTEWAGL,
Capex/Opex Trade-off Issues, QH10545RP0004|B, 26 May 2014; AER, Final Decision Electranet
Transmission Determination 2013-14 to 2017-18, April 2013, p. 27, pp. 35-37.
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reduce forecast fault rates and related operating expenditures (largely for its copper network
assets).

However, beyond this acknowledged trade-off there was no recognition of the trade-off
between operating and capital expenditures for other asset classes.™® The ACCC stated that
the consideration of the capex-opex trade-off for Telstra fixed line operations was important
because capital expenditure per fixed line SIO for both the CAN and Core is expected to
increase over the forecast period, which indicates a degree of capital deepening.**’

WIK-Consult supported the ACCC'’s position on the requirement that adjustments for the trade-
off between capital and operating expenditure be considered. WIK-Consult considered that
when investment is undertaken, a new asset might be associated with less operating
expenditure than a legacy asset. However, in turn, the legacy asset should be associated with
a lower sum of economic depreciation and economic cost of capital. Therefore, a trade-off
exists between capital expenditure and operating expenditure. The overall economic costs
associated with the new asset and the legacy asset have to be identical otherwise the legacy
asset would not have been attributed the value at which the firm would be indifferent between
keeping the legacy asset and substituting it for the Modern Equivalent Asset.™*

Telstra’s response to the draft decision

In response to the draft decision Telstra submitted that it does consider capex-opex trade-offs
as part of its ongoing business planning and expenditure forecasting. Telstra indicated that as a
result of its reduced investment in its legacy copper network, fault rates and associated
operating expenditure have been increasing, which highlights the trade-off between capital
expenditure and operating expenditure. Further, Telstra’s investment in joint remediation
programs, with the consequent reduction in fault rates and associated operating expenditure,
also highlights the trade-off between forecast capital and operating expenditure.***

Telstra submitted that it disagrees with the ACCC over its claim that there may be a capital
deepening over the period 2015-16 to 2018-19 since fixed line SIOs are falling faster than
capital expenditure. Telstra stated that the forecast increase in capital expenditure per SIO is
associated with loss of economies of scale. It is not due to any form of capital deepening that
would reduce operating expenditure requirements such as increased spending on network
remediation or rehabilitation.**

ACCC further draft decision on the capex-opex trade-off

Since Telstra adopted a base-step-trend approach to its operating expenditure forecasts, the
ACCC considered in its draft decision that Telstra should have also included an explicit
recognition of the capex-opex trade-off for all FLSM asset classes where it may arise. The
ACCC was concerned that Telstra provided only limited explicit recognition of this trade-off.

While capital expenditure per SIO is increasing for the fixed line network, in its submission to
the draft decision Telstra has demonstrated that this is due to loss of economies of scale not
due to capital deepening. Telstra has also demonstrated that the opposite of capital deepening
is occurring, where over the forecast period it is substituting greater operating expenditures for
its declining capital expenditure outlays, which is also evidence of a capex-opex trade-off.**?

138 Telstra, Forecast Model v 1.05 Framework and Guide to Forecast Assumptions, October 2014, Commercial

in Confidence, p. 32.

ACCC, Public inquiry into final access determinations for fixed line services — primary price terms, draft
decision, 11 March 2015, p. 57.

Wik-Consult, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, Bad Honnef, 4
March 2015, pp. 27-28; p. 118.

Telstra, Public Inquiry into final access determinations for fixed line services — primary prices, Response to
Draft Decision, 1 May 2015, pp. 125-126.
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Telstra’s substantial allocation of operating expenditure to the copper cable asset class (where
[c-i-c starts]gj[c-i-c ends] per cent of total operating expenditure is allocated to the copper
cable asset class for 2013-14 base year compared to [c-i-c starts]jj[c-i-c ends] per cent for the
FAD 2011 forecast for 2013-14) and the expected [c-i-c starts | (C -
c ends rate of network faults and associated operating expenditures indicates that while the
trade-off is not explicitly recognised, it is occurring for asset classes where total expenditures
are relatively material.

The ACCC considers that while Telstra has not explicitly recognised the capex-opex trade-off, it
has appropriately considered the capex-opex trade-off in its forecast expenditures as it
continues to substitute capital expenditure for operating expenditure. The ACCC'’s further draft
decision is that Telstra has adequately accounted for any trade-off that may occur between its
forecast capital expenditure and operating expenditure and that these expenditures are
therefore accepted as efficient and prudent in this respect.
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3.1

3.2

Capital expenditure forecasts

Key Points

e Telstra revised its capital expenditure forecasts in May 2015 as part of its
submission to the draft decision.

e Telstra has revised down its forecast for National Broadband Network (NBN)-
specific capital expenditure in response to concerns raised in the draft decision.

e For the purpose of this further draft decision, the ACCC maintains its draft
decision to exclude NBN-specific capital expenditure from the fixed line services
model (FLSM). This is on the basis that this expenditure is incremental for the
NBN roll out and should be recovered from the NBN and its users (and not other
users of the fixed line network).

e Telstra has provided substantially more information on its capital expenditure
forecasts. Telstra has also responded to concerns raised in the draft decision
regarding the level of transparency in relation to capital expenditure forecasts with
more detailed information and explanation.

e The ACCC has undertaken a crosscheck of Telstra's capital expenditure forecasts
by generating its own alternative forecasts. This supports a view that Telstra's
capital expenditure forecasts are reasonable.

e The ACCC draft decision is to accept Telstra’s May 2015 capital expenditure
forecasts, subject to continued exclusion of NBN specific expenditure, as prudent
and efficient.

Introduction

Capital expenditure forecasts are an input into the fixed line services model (FLSM) for
estimating prices for the declared fixed line services. The FLSM updates the regulatory asset
base (RAB) to incorporate forecast annual capital expenditure, depreciation and asset
disposals for that year. Forecast capital expenditure is added to the RAB each year and forms
a component of the revenue requirement through the return on and of capital.

This chapter sets out the ACCC'’s further draft decision on Telstra’s proposed capital
expenditure forecasts. All figures, tables and charts in this chapter are set out in real terms
(2009 dollars).

March 2015 draft decision

The ACCC'’s draft decision on capital expenditure forecasts was based on information
submitted by Telstra up to 30 January 2015. Thus, the draft decision was based on incomplete
information as the ACCC had not yet assessed Telstra’s submissions made in February and
March 2015 and was still awaiting further information from Telstra.

The ACCC identified four main issues with Telstra’s revised capital expenditure forecasts:

e The methodology for forecasting capital expenditure does not provide sufficient
evidence on the linkage between cost drivers and the forecasts

¢ Arelatively stable capital expenditure forecast for the transmission equipment asset
class appears problematic in combination with [c-i-c starts] |

|
Il [c-i-c ends]
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e The inclusion of NBN-specific capital expenditure in the forecast is inappropriate given
that this expenditure is incremental for the NBN roll out and should be recovered from
the NBN and its users (and not other users of the fixed line network)

e The inclusion of certain capital projects with investment management committee (IMC)
codes not relevant to fixed line services.

The ACCC assessed Telstra’s capital expenditure forecasts to the extent it was able to and
made the following draft decisions:***

e Capital expenditure incremental to the NBN should be excluded from the cost base for
the fixed line services. The ACCC’s draft decision was to disallow all capital
expenditure incremental to the NBN from Telstra’s total forecast capital expenditure for
the period 2014-15 to 2018-19.

e The ACCC was not able to form a view on: Telstra’s capital expenditure forecast
methodology; the prudency and efficiency of including in capital expenditure forecasts
demand-related capital expenditure for transmission assets; and certain investment
management committee (IMC) related capital projects. Therefore, the ACCC did not
make further adjustments to Telstra’s capital expenditure forecasts for the purpose of
the draft decision. However, the ACCC noted that it may make further adjustments in
the final decision.

The ACCC'’s draft decision, on the basis of the information before it, was to remove [c-i-c starts]
I (c-i-c ends] of NBN specific expenditure from Telstra's proposed total forecast
capital expenditure of [c-i-c starts] | [c--c ends] for the 2014-15 to 2018-19
period. Reasons for the ACCC draft decision on capital expenditure are summarised in this
section.

Methodology for forecasting capital expenditure

Telstra’s capital expenditure forecasts were prepared using a ‘bottom up’ or ‘project level’
forecasting methodology, similar to that used to prepare the BBM RKR forecasts.

Under this methodology, capital expenditure projects are grouped in Telstra’s Investment
Management Business Planning Database under program-specific codes known as IMC codes.
Within each IMC Code, capital expenditure is further broken down into individual asset codes
which can be mapped to the asset categories used in the FLSM. IMC-level information on
capital expenditure is used to determine the relevant capital expenditure programs with respect

to the fixed line services asset classes. [c-i-c starts]
e

[c-i-c ends]
However, Telstra undertook the following steps to update its methodology: 146

e Relevant capital expenditure is determined at the IMC level by including expenditure
attributable to the fixed line asset classes for ongoing IMC programs.
o [c-i-c starts]
[c-i-c ends]

ACCC, Public inquiry into final access determinations for fixed line services - primary price terms Draft
Decision, March 2015, pp. 59-78.

Telstra, Forecast model v 1.05—-Framework and Guide to Forecast Assumptions (confidential version),
October 2014, pp. 57-58.

ACCC, Draft decision, pp. 67-68.

Telstra, Forecast model v 1.05—Framework and Guide to Forecast Assumptions (confidential version),
October 2014, pp. 56-58.



3.2.2

e 2015-16 to 2018-19 forecasts were largely estimated on the basis of historic and
forecast trends,™*® as well as anticipated future requirements and the assumed impact
of the NBN rollout.

¢ In undertaking trend analysis, IMC-level capital expenditure was aggregated from
different funding types (demand-driven, asset replacement and operational expenditure
(ARQS), discretionary and NBN-specific).

The ACCC was concerned with Telstra’s use of [c-i-c starts]

—.
= [c-i-c ends] The ACCC noted that an appropriate forecast of capital expenditure

would be based on a forecast of cost driver volumes (i.e. demand for fixed line services and
asset quantities) and a functional relationship between the cost driver volume and the amount
of capital expenditure.151

Further, the ACCC noted that, for the capital expenditure forecasts, Telstra has adopted [c-i-c
starts| I (C-i-C ends] Telstra’s
forecast model ‘capped’ the growth rate of [c-i-c starts] | [c-i-c ends] capital
expenditure [c-i-c starts]

[c-i-c ends]

As a result, the ACCC considered that Telstra’s proposed capital expenditure forecast
methodology does not provide sufficient evidence on the linkage between cost drivers and the
forecasts. Thus, the ACCC was unable to form a view on the reasonableness of Telstra’s
capital expenditure forecast methodology based on the information available to it.1*®

Certain demand-related capital expenditure

The ACCC was concerned with Telstra’s proposed [c-i-c starts] | [c-i-C ends] capital
expenditure for the transmission equipment asset class for 2014-15 to 2018-19 and its
allocation to the regulated fixed line services.™

The ACCC considered that, for transmission equipment, [c-i-c starts] |

[c-i-c starts ]
e
-

1, (C-i-C endis]
ACCC, Draft decision, March 2015, p. 68.

ibid.

ibid, pp. 67-71.

ibid, p. 68.

ibid pp. 67-71.

ibid, pp. 73-76.

ibid, p. 75.
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I (C-i-C ends]

For transmission equipment, the ACCC considered that Telstra’s methodology for forecasting
capital expenditure does not provide evidence on the linkage between demand-related capital
expenditure forecasts and the [c-i-c starts] | [c-i-c ends] allocation to the
declared fixed line services. As a result, the ACCC could not form a view that Telstra’s capital
expenditure forecasts represent prudent and efficient expenditure.**®

NBN-specific capital expenditure

Telstra’s capital expenditure forecasts [c-i-c starts]
e
e
e
e
_. [c-i-c ends]

The ACCC considered 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 were for the specific purpose of the
NBN rollout and would not be required in the absence of the NBN, these costs should be
recovered from NBN and not from other users of the fixed line network.'*®

The ACCC also noted the inconsistency [c-i-c starts| S
e
e
e
e

= [c-i-c. ends]

For the draft decision, the ACCC decided to exclude NBN-specific capital expenditure of [c-i-c
starts] [ |C-i-c ends] from the
FLSM. The ACCC considered that this expenditure is incremental for the NBN roll out and

should be recovered from the users of NBN (and not other users of the fixed line network).160

Capital projects by IMC codes not relevant to fixed line
services

Capital expenditure projects are grouped in Telstra’s database under program-specific codes
known as IMC codes (IMC codes are codes identifying capital expenses in the general ledger).
Within each IMC Code, capital expenditure is further broken down into individual asset codes
which can be mapped to the asset categories used in the FLSM.

The ACCC noted the top 10 IMC—level projects in Telstra’s BBM RKR capital expenditure
forecasts constitute a [c-i-c starts] |l [c-i-c ends] proportion of the forecasts and was

ACCC, Draft decision, March 2015, p. 76.

Telstra, Appendix 4: Forecast model v1.05 - Framework and guide to forecast assumptions, October 2014,
p. 61.

ACCC, Draft decision, March 2015, p. 71.

ibid.

ibid.
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concerned that certain pr%jects from the BBM RKR forecasts do not appear to be incremental
to the fixed line services."®

The ACCC considered that the methodology used by Telstra to forecast capital expenditure

does not provide sufficient justification on the inclusion of certain IMC projects [c-i-c starts] il
[c-i-c ends]. Thus, the ACCC could not form a view that

Telstra’s capital expenditure forecasts represent prudent and efficient expenditure at this stage.

The ACCC'’s draft decision was to not make further adjustment to capital expenditure forecasts
for other IMC projects.*®

Telstra’s revised capital expenditure forecasts

The ACCC'’s draft decision was based on information received from Telstra over a long period
of time, up to 30 January 2015, including Telstra’s expenditure forecast submitted in January
2015.

Telstra provided revised forecasts in May 2015 with its draft decision submission. This was
further to information provided in March 2015 regarding NBN-specific capital expenditure and
IMC projects (discussed in sections 3.4.3 and 3.4.4 respectively). However, Telstra’s forecast
of non—NBN capital expenditure in the May 2015 forecast remained unchanged from its
forecast in January 2015, as discussed below.

In the May 2015 forecasts, Telstra forecasted [c-i-c starts] | (C-iC
ends] of capital expenditure for the period 2014-15 to 2018-19. The annual expenditure first [c-
i-c starts]

[c-i-c ends] per annum over the remaining forecast period as indicated in the table below.

Table 3.1 Telstra’s January and May 2015 forecast capital expenditures (million,
$2009)
Total
2018- (2014-15
2013-14 | 2014-15 | 2015-16 | 2016-17 | 2017-18 19 t0 2018
19)

Telstra January 2015 [c-i-c [ ] [ | [ | [ | I I

b
forecasts sta rts-

ACCC draft decision® o N [ [ ] [ [ ]
C

Telstra May 2015 [ ] [ ] [ ] [ ] [ ] [ | [

proposal

Annual change for May [c-i-c

2015 forecasts - - - - - ends]

; @: nominal real dollar conversion is based on ACCC'’s inflation estimate assumption for the

.
March draft decision for comparison purposes; b: nominal real dollar conversion is based Telstra’s January 2015

inflation assumption for the purpose of determining its forecasts; c: nominal real dollar conversion is based Telstra’s
May 2015 inflation assumption for the purpose of determining its forecasts

Telstra’s May 2015 capital expenditure forecasts were prepared using the same ‘bottom-up’ or
‘project level’ forecasting methodology as that used to prepare its January 2015 revised
forecasts.'®

161
162

ACCC, Draft decision, March 2015, pp. 76—78.
ibid, pp. 77-78.
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Telstra’s methodology used a ‘bottom up’ approach to identify capital expenditure related to
FLSM asset classes to establish a base year cost which then uses various trends (e.g. moving
linear trend and NBN scale-down) to forecast capital expenditure for the next regulatory period.

Specifically, [c-i-c starts] |E——

I (c-i-c ends].

The difference between the January 2015 and May 2015 capital expenditure forecasts can be
mainly attributed to Telstra reducing forecast NBN-specific capital expenditure (from [c-i-c
starts] il [c-i-c endsA] million in the January 2015 forecasts to [c-i-c starts] Jjjjij [c-i-C ends]
million in May 2015).16 Telstra has explained that the reduction is due to revising down the
cost of NBN-specific network remediation expenditure from [c-i-c starts] ] [c-i-C ends] to
[c-i-c starts] ] [c-i-C ends] per premises. Telstra submitted that this is due to reappraisals’
of Telstra’s responsibilities in relation to its agreements with NBN.*®°

The ACCC notes that Telstra’s May 2015 forecasts is [c-i-c starts] | [c-i-c ends]
the January 2015 forecasts over the period 2014—15 to 2018-19 as indicated in the figure
below.

Figure 3.1: Comparison of Telstra’s January 2015 and May 2015 forecasts [c-i-C starts]

BN I (C-i-C ends]

The ACCC makes the following observations on the May 2015 capital expenditure forecasts
(based on the base case NBN rollout in Telstra’s forecast model): [c-i-C starts]

Telstra, Response to Draft Decision: Public inquiry into final access determinations for fixed line services —
primary services (main submission), confidential version, 1 May 2015, p. 22.

Telstra, Main submission to the draft decision, p. 143. Telstra submitted that certain NBN-related work
remediation cost forecast to be incurred by Telstra in the 2014 forecasts had been incorrectly interpreted as
capital expenditure.

Telstra, Main submission to the draft decision, pp. 26 & 143.

51



I (C-i-C ends]

Figure 3.2: Telstra’s actual and May 2015 capital expenditure forecasts [c-i-C starts]

I (C-i-C ends]

e Telstra provided the forecasts in terms of the four main drivers of capital expenditure:
‘demand’, “AROS’, ‘discretionary’ and ‘NBN remediation’. Demand [c-i-C starts]
.
I (c-i-c ends] of total expenditure due to [c-i-c starts]
I (C-i-C ends)].

Figure 3.3: Telstra’s capital expenditure forecast by cost drivers [c-i-c starts]

BN I (C--c ends]
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3.4.1

Submissions

This section contains key submissions on the four main issues identified in the draft decision.

Methodology for forecasting capital expenditure

In its submission to the draft decision, Telstra stated that the methodology for forecasting FLSM
relevant capital expenditure is ‘reasonable and appropriate by combining relevant historic
trends with project and asset-specific capital expenditure planning information’.*®®

Telstra stated that it did not forecast investment at an asset level.*®’ Telstra’s consultant,
Sapere Research Group stated that Telstra did not provide detailed physical asset information
because this information would be very detailed, complex and costly to prepare.*®®

Telstra also submitted that its network is ‘too extensive and complex to project the investment
demands for individual assets or types of assets over a four year period’. Telstra further noted it
‘does not in the ordinary course of its business planning seek to quantify capital expenditure on
the basis of physical units’.*® Telstra stated that it would be impractical to adopt a physical-
based forecasting model, given that it would require the development of information that is not

routinely recorded or systematically stored by Telstra.'”

Telstra provided additional evidence to demonstrate its capital expenditure forecast is
conservative, which includes:

o Telstra has ‘set aside’ almost [c-i-c starts] |l [c-i-C ends] (in nominal dollar
terms) in past capital expenditure attributable to the FLSM Asset Classes on the basis
that the programs under which this expenditure is incurred are not expected to continue
past 2013-14. This has led to a reduction of [c-i-c starts] |l [c-i-C ends] in
capital expenditure on the FLSM Asset Classes for the 2014-15 to 2018-19 in nhominal
terms.*"*

e Telstra has limited some capital expenditure to a [c-i-c starts] |
I (C-i-c ends]. Absent this adjustment, forecast capital
expenditure for 2015-16 to 2018-19 would be [c-i-c starts] | [c-i-c ends]

higher in nominal terms’.*"

o Based on Telstra’s recent capital planning round for 2015-16, Telstra’s budget for
capital expenditure on the FLSM Asset Classes for that year will exceed the FLSM
forecasts by more than [c-i-c starts] |l [C-i-c ends] (in nominal dollar terms).
The need for this capital expenditure increase reflects delays in the rollout of the NBN
and unexpectedly strong growth in new estates and residential developments.173

o Telstra’s 2014-15 capital budgets (after updating for part-year actuals) is similar to the
FLSM forecast for that year."’

Frontier Economics (Frontier), on behalf of the Competitive Carriers’ Coalition (CCC), Optus
and iiNet, submitted that the ACCC cannot be ‘satisfied as to the prudency and efficiency of

Telstra’s forecast expenditures’.’” Frontier agreed broadly with the base step trend approach

166
167
168
169
170

Telstra, Main submission to the draft decision, pp. 10, 22.

ibid, pp. 129-130.

ibid.

ibid.

ibid.

ibid, pp. 10, 23, 127.

ibid, p.127.

ibid, pp. 25, 127.

ibid, pp. 140-141.

Frontier, Submission on the ACCC'’s draft decision on fixed line prices — a reported prepared for the
competitive carriers coalition, iiNet and Optus, confidential version, May 2015, p. 3.
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but noted that ‘the information provided by Telstra to support its base level of expenditure and
the future rate of change in costs is not reliable’.'"®

Frontier submitted that ‘it would be inappropriate for the ACCC to accept Telstra’s base year
expenditure...because Telstra has...provided insufficient information to assess the prudency
and efficiency of those costs’. In addition, Frontier noted that, unless Telstra’s base level
expendjt#re is efficient and prudent, the ACCC ‘risks entrenching inefficiently high access
prices’.

Frontier noted that ‘it is highly desirable that the ACCC develop its own...estimate of base year
expenditure’.*”® Frontier suggested two possible options:*"®

e ‘commission a detailed engineering and economic assessment of Telstra’s network to
form [a] view on the prudent and efficient level of costs in the base year’, or

e ‘understand...the most important characteristics or features of the network’ and then
‘estimate the cost associated with operating a network with those features’. Frontier
acknowledged that this is ‘unlikely to be possible within the ACCC’s timetable’, but
noted that ‘it would be more desirable for the ACCC to take the time necessary to make
a better assessment of base year expenditure than to maintain the approach...in the
draft decision’.

Frontier stated that several of WIK’s recommendations can be implemented for determining the
rate of change for the forecasts.'®

Frontier noted that Telstra’s approach of allocation capital expenditure to FLSM asset classes
‘appears to allow it...discretion to allocate more costs to asset classes that involve less sharing
with non-regulated services (and so result in relatively higher FLS services)’.181 Frontier
supported WIK’s recommendations for ‘a...more rigorous set of relationships between cost
centres’ and capex. However, Frontier acknowledged that this would involve ‘considerable
work’ which provides ‘further support for taking a...top down approach to cost forecasting’.182
Frontier suggested that if the ACCC wishes to make a decision by June 2015, it ‘should seek
further information from Telstra on the base year costs’ to establish a base year capital
expenditure and then forecast aggregate capital expenditure forward in proportion to the
changes in SIOs due to the NBN rollout.*® Frontier noted that this top-down approach has a
number of benefits: ‘obviate the need to make a detailed bottom-up assessment of changes in
Telstra’s costs’, reflect that ‘the copper network is in a declining phase’ and ‘more consistent
with the ACCC’s previous approach in 2011’. Frontier has also modelled this option [c-i-c starts]

i ——

» 185

Optus submitted that the ACCC should not ‘accept Telstra’s forecast...in the current form’.
Optus noted the following for Telstra’s methodology:

e there is a ‘lack of transparency...between the cost driver volumes and the level of
capital expenditure’186 and the ‘forecast cannot be verified’ due to the ‘absence
of...cost volume reIationships’.187

176 Frontier, Submission to the draft decision, p. 11.
177

ibid, pp. 11-12.
78 ipid, p. 12.
79 ipid, p. 13.
189 ibid, p. 14.
ibid, p. 20.
ibid, p. 21.
ibid, pp. 27-28.
ibid, pp. 29-30.
Optus, Submission in response to ACCC draft decision — Public inquiry into final access determinations for
fixed line services — primary price terms, confidential version, April 2015, p. 39.
ibid, p. 40.
ibid.
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e ‘Telstra has provided little...justification that its expenditure is efficient and prudent,
and has failed to provide sufficient evidence to identify the appropriate cost causal
reIationships’.188

Optus noted the following issue with the methodology for demand-related and AROS capital

expenditure:*® [c-i-c starts]

I, (C-i-C end]

e ‘ltis unclear on what basis the current trend analysis approach is preferred over other
alternatives for each asset class.** Optus [recommended] that the ‘reasonableness of
using a linear extrapolation for forecasting capex should be reviewed’ given the
significant variations that can result from the choice of trend applied, as well as the
variations of trends applied to different asset classes.

Optus stated that ‘on the evidence before it, the ACCC cannot...assess Telstra’s proposal as
efficient and prudent’ and ‘should therefore...reject Telstra’s forecasts’.™"

Optus noted that ‘allowing these forecasts in the FLSM is not consistent with the legislative
criteria, the fixed principles or the approach adopted in other industries that rely on RAB
forecasts’.*? Optus suggested that the ACCC should adopt the AER’s process for expenditure
forecasts (i.e. use its own forecasts when differences with the regulated business’ forecasts
cannot be explained in a satisfactory manner).'*?

iiNet submitted that the consideration of Telstra’s expenditure forecasts used for the draft
decision needs to take place in the contexts of the fixed principles provisions, Telstra’s
incentive to distort inputs to the FLSM and the ACCC'’s draft decision not reaching a conclusion
on the efficiency and prudency of expenditure inputs.*** iiNet submitted that ‘more drastic
action of the kind recommended by [Frontier Economics on Telstra’s forecasts] is required’.

Demand-related capital expenditure

Telstra submitted that its transmission capital expenditure forecast is ‘efficient and prudent and
materially below the observed trend of increasing expenditure.195 Telstra stated that it has
‘capped’ capital expenditure growth for transmission assets to a [c-i-c starts]

I [c-i-c ends] to demonstrate the ‘prudency and conservatism of [its] approach’. Telstra
noted that its approach reduces transmission capital expenditure by [c-i-c starts]

[c—i—lgeends] (in nominal terms) relative to an unconstrained estimate over 2014-15 to 2018
19.
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Optus, Submission to the draft decision, p. 45.

ibid, pp. 47-50.

ibid, p. 48.

ibid, p. 55.

ibid.

ibid, pp. 37 & 55.

iiNet, Public inquiry into final access determinations for fixed line services — primary price terms — draft
decision March 2015 — Submission to the draft decision, May 015, p. 5.

Telstra, Main submission to the draft decision, p. 137.
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Optus submitted that the’ [transmission asset class] and its cost drivers should warrant further
review’ and ‘[acceptance of Telstra’s forecasts] should be revised’ and the ‘linkage between
cost and cost driver should be provided’.'*®

Optus stated that WIK and the draft decision have raised concerns over demand-related capital

expenditure forecast for transmission equipment and allocation to declared fixed line
services.'*

NBN-specific capital expenditure

Telstra’s March 2015 response

In its March 2015 response to the ACCC'’s information request on [c-i-c starts] | N

|
1]

=
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98
99
00
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04

Frontier, Submission to the draft decision, p. 27.

Optus, Submission to the draft decision, pp. 49-50.

ibid, p. 49.

Telstra, Fixed line services final access determination inquiry: ACCC request for information, 5 March 2015.
ibid, pp. 5-8.

ibid, p. 3.

ibid

ibid, pp. 3-4.
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3.4.3.2 Telstra’s submission to the draft decision

Telstra submitted that a ‘consistent application of the Fixed Principles and a fully allocated
pricing framework requires [NBN-specific expenditure] to be included in the FLSM’ as it is
‘directly associated with FLSM asset classes’.?*

Telstra noted that ‘all services that make use of Telstra’s duct network...benefit from the NBN
duct remediation program’ and ‘it is...incorrect to assume that once the NBN is established in
an area that all other services will cease to make of the duct network’.?’ Telstra submitted that
‘the cost of remediation of the shared asset should be borne by all services that will make use
of it over the forecast period’.

[c-i-c starts)
Y]

[c-i-c ends] Telstra has not provided an
explanation on the movement of this capital expenditure.

Frontier submitted that ‘the ACCC should not allow charges to rise due to loss of (NBN related)
economies of scale’ because ‘the NBN migration is a voluntary action by Telstra’ and ‘access
seekers are not responsible for the migration and derive no direct benefits from the NBN Co
agreements’.208

Optus submitted that ‘NBN-related capex should not be included in the FLSM.%® Optus stated
that ‘the ACCC is...correct in its draft decision to exclude NBN-specific capex from the FLSM,
on the basis that this expenditure is incremental for the NBN rollout and should be recovered
from the users of NBN Co’. Optus also submitted that Telstra [c-i-c starts] |

E— O

Telstra, Fixed line services final access determination inquiry: ACCC request for information, 5 March 2015,
p. 4. In its revised forecast for capital expenditure, Telstra has revised down the cost of NBN-related
network remediation expenditure from [c-i-c starts] | [c-i-c ends] per premises, as
discussed in the further draft decision section.

Telstra, Main submission to the draft decision, p. 25.
ibid, pp. 25-26.

Frontier, Main submission to the draft decision, p. 14.
Optus, Submission to the draft decision, pp. 52-54.
ibid, p. 52.
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3.44.2

Capital projects by IMC codes

Telstra’s March 2015 response

In response to the ACCC’s 12 February 2015 information request,”™* Telstra submitted version
1.2 of its FLSM (‘FLSM FY2015-FY2019 v1.2’), documentation for differences with version 1.1
and further documentation for its 2013—14 operating expenditure in March 2015.

As part of its submission, Telstra also provided [c-i-c start]

[c-i-c end].

The ACCC notes that Telstra has previously provided its top 10 IMCs in February 2014 (for the
BBM RKR forecasts) for 2013-14. In January 2015, Telstra revised the IMC information to
update its top 10 IMC-level projects for 2014-15.*"*

Telstra’s submission to the draft decision

Telstra noted that the name of IMC codes does not necessarily reflect accurately or completely
the nature of the work within the IMC codes.**

Telstra stated that it has ‘adopted a conservative approach to the inclusion of IMC-level
expenditure in its capital expenditure forecasts’ which is likely to have excluded IMC-level
projects that relates to FLSM assets.*®

Telstra provided further explanation on how IMC information was incorporated into FLSM
capital expenditure forecasts in its submission to the draft decision,**® specifically:**’

e Telstra includes IMC codes that are related to the FLSM asset classes. The capital
expenditure within IMC Codes is ‘sorted according to the asset classes against which
expenditure is incurred to exclude capital on non-FLSM assets from the total of FLSM-
relevant IMC codes’.

e For asset classes which are wholly attributable to a FLSM asset category, Telstra
allocate all forecast capital expenditure attributable to that asset class to the relevant
FLSM category.

e Where those asset classes are not wholly related to the provision of fixed line services,
the classes are broken down further to assess which assets are properly attributable to
the provision of fixed line services.

e Telstra also excludes ‘a range of projects’ for reasons such as they are ‘due to end
during FY14 or FY15’ or ‘relatively small projects where these have a highly
volatile...expenditure profile’.

In relation to only providing IMC level information for 2014-15, Telstra also submitted [c-i-c

Starts] |
I [c-i-c ends].

2 ACCC, ACCC's fixed line services access determination inquiry: request for further

Information, 12 February 2015.

Telstra, Public inquiry into final access determinations for fixed line services—primary prices (confidential
version), 12 March 2015.

213 ACCC, Draft decision, pp. 77-78.

24 Telstra, Main submissions to the draft decision, pp. 132—-133.

215 ipid.

21 ibid, pp. 131-132.

27 ibid, pp. 131-133.
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Optus submitted that [c-i-c starts] |G
L

|

[c-i-c ends]
ACCC further draft decision

Under the BBM regulatory approach and the fixed principles provisions, forecast capital
expenditures should reflect prudent and efficient costs. The fixed principles provisions specify
that the following matters are relevant to whether capital expenditure forecasts reflect prudent
and efficient costs:

e The access provider's level of capital expenditure in the previous regulatory period

e reasons for proposed changes to capital expenditure from one regulatory period to the
next regulatory period

e Whether the access provider's asset management and planning framework reflects
best practice

e Any relevant regulatory obligations, or changes to such obligations, applicable to
providing the relevant declared fixed line services,

e Any other matters relevant to whether forecast capital expenditures reflect prudent and
efficient costs.

Having regard to those matters, the ACCC considers, on the basis of the information before it,
that Telstra's proposed total forecast capital expenditure of [c-i-c starts] |
[c-i-c ends] for the 2014-15 to 2018-19 period does not reflect efficient and prudent costs.

The ACCC recognises that Telstra has reduced NBN-specific capital expenditure after
reviewing its responsibilities and payments under the arrangements it has entered into with
NBN.?* However, consistent with its view in the draft decision, the ACCC considers that this
expenditure is incremental to the NBN rollout and should be recovered from the NBN and its
users (and not other users of the fixed line network).?** The ACCC also considers that this
treatment is consistent with the cost allocation principle—to attribute direct costs to the services
to which they relate—specified in the fixed principles provisions for the declared fixed line
services.”®

The ACCC'’s further draft decision is to maintain the draft decision to exclude NBN related
capital expenditure from the capital expenditure forecasts to reflect the efficient and prudent
costs of fixed line services as set out in table 3.2 below. This downward adjustment now

Telstra, Main submissions to the draft decision, p. 134.
Optus, Submission to the draft decision, p. 43.

ibid, p. 44.

ibid, p. 43.

ibid.

Telstra, Main submission to the draft decision, p. 26.
ACCC, Draft decision, p. 73.

For example: ACCC, Final Access Determination No. 1 of 2013 (WADSL), Paragraph 6.14 (b), 29 May
2013; ACCC, Final access determinations as varied on 18.6.2014, Paragraph 6.14 (b), 18 June 2014.
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reflects removal of [c-i-c starts] | (c--c ends] being Telstra’s revised NBN-
specific capital expenditure.

Table 3.2 Telstra’s forecast capital expenditure and ACCC further draft decision
(million, $2009)
2014-15 2015-16 2016-17 2017-18 2018-19 Total

Telstra January 2015 [c-i-c | | | | [
forecasts® starts]

I
ACCC draft decision® - - - - - -
Telstra May 2015 forecasts® [ | [ | [ | [ | [ | [
ACCC further draft decision® I (c-ic

] H = ] ] onds]

a: nominal real $ conversion is based on Telstra’s inflation assumption for the purpose of
determining its forecasts; b: nominal real $ conversion is based on ACCC's inflation for the March draft decision; c: The
nominal capital expenditure amount in the ACCC'’s further draft decision remains unchanged from the draft decision.
The difference in real $ amount from the draft decision is due to an updated inflation adopted for the further draft
decision.

Reasons for the ACCC further draft decision on outstanding issues regarding capital
expenditure are set out in this section.

Methodology for forecasting capital expenditure

In its draft decision, the ACCC considered that Telstra’s proposed capital expenditure forecast
methodology does not provide sufficient evidence on the linkage between cost drivers and the
forecasts. Thus, the ACCC was unable to form a view on the reasonableness of Telstra’s
capital expenditure forecast methodology based on the information available to it.

Assessment

The ACCC is of the view that an appropriate forecast of capital expenditure would be based on
a forecast of cost driver volumes (i.e. demand for fixed line services and asset quantities) and a
functional relationship between the cost-driver volume and the amount of capital expenditure.
The ACCC notes Optus’ submission that Telstra has provided some information for the
efficiency and prudency of the capital expenditure,??® but has ‘failed to provide sufficient

evidence to identify the appropriate cost causal relationships’.227

However, the ACCC notes the submissions from Telstra and its consultant in terms of the

practical difficulty in forecasting investment at an asset level. Telstra has submitted that its
forecasts are conservative and is based on adopting certain assumptions when applying a
linear trend analysis to historical data:**®

e ‘capping’ growth for certain expenditure — Telstra has limited some capital expenditure
to [c-i-c starts] I [C-i-C cnds].Forecast capital
expenditure across the FLSM asset classes for 201415 to 2018-19 would be [c-i-c
starts] | [c-i-c ends] higher in nominal terms’ relative to an unconstrained
estimate.

Optus, Submission to the draft decision, pp. 39—44.
ibid, pp. 45 & 50.
Telstra, Main submissions to the draft decision, pp. 24, 127-130.
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e excluding capital projects that are not ongoing— Telstra has ‘set aside’ almost [c-i-C
starts] I [c-i-c ends] (in nominal dollar terms) in past capital expenditure
attributable to the FLSM Asset Classes on the basis that the programs under which
this expenditure is incurred are not expected to continue past 2013-14. This has led to
a reduction of [c-i-c starts] | [c-i-c ends] capital expenditure on the FLSM
Asset Classes for the 2014-15 to 2018-19 in nominal terms.

The ACCC agrees that it would not be prudent to include forecasted capital expenditure based
on past expenditure that is not ongoing. That said, the ACCC considers these assumptions
reasonable as together they reduce the capital expenditure forecasts by [c-i-c starts] il
I [c-i-c ends] (in nominal terms) for the period from 2014-15 to 2018-19.7°

The ACCC also notes Telstra’s statement that its forecast methodology ‘does not rely simply on
historic or linear trends, but overlays a series of adjustments that reflect conservative (prudent)
assumptions regarding forecast capital expenditure.’**° Specifically, Telstra has capped the
growth of certain capital expenditure (as noted above) and scaled down capital expenditure for
assets most likely to be impacted by the NBN. The ACCC considers that it is reasonable and
prudent to reduce capital expenditure for the impact of the NBN rollout given declining demand
for fixed line services over Telstra’s network and the forthcoming migration to the NBN.

The ACCC has considered the proposal by Frontier and Optus requesting the ACCC to
determine its own capital expenditure forecast. In response, the ACCC has analysed
alternative approaches to forecast Telstra’s capital expenditure. The analysis involved scaling
down capital expenditure in line with the NBN rollout using two base level starting scenarios:

e Adopt Telstra’s 2014—15 capital expenditure forecast as the base expenditure for
2015-16 to 2018-19

e Adopt the average of Telstra’s historical capital expenditure (from 2011-12 to 2014-15)
as the base expenditure for 2015-16 to 2018-19.

The alternative capital expenditure forecasts (after excluding NBN-specific capital expenditure)
are provided in the table below:

Table 3.3: Telstra’s capital expenditure forecasts and alternative ACCC forecasts
for 2014-15 to 2018-19, after excluding NBN-specific capital expenditure
($2009, $million)

Pre—NBN rollout scale down?®* | After NBN rollout scale down

Telstra May 2015 forecasts?® [c-i-c starts] [ ]

ACCC forecast (2014-15 base) ® [ ] [ |

ACCC forecast (4 year average for

2011-12 to 2014-15)® [ ] I (c-i-c ends]

Source: ACCC analysis; ® Based on the ACCC’s updated inflation assumptions for the May further draft decision.
The ACCC notes the following regarding the analysis from Table 3.3:

e Pre—NBN rollout adjustment, Telstra’s forecast methodology results in a forecast
capital expenditure [c-i-c starts] | I [c-i-c ends] for the period 201415 to

229
230

Telstra, Main submission to the draft decision, pp. 136 & 138.
ibid, p. 129.

1 [e-i-c starts]
e
—

I [c-i-c ends]
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2018-19 that is less than the alternative forecasts of [c-i-c starts] |
I (c-i-c ends].

e After the NBN rollout adjustment, the alternative forecasts result in [c-i-c starts]
[c-i-c ends] for the period 2014-15 to 2018-19. These could
be interpreted as possible upper and lower bounds for Telstra’s capital expenditure
forecast that has excluded NBN specific costs. Telstra’s methodology results in a
forecast capital expenditure [c-i-c starts] | (c-i-C ends], after removing
NBN costs, that is within the ACCC'’s forecast range.

The ACCC notes that the draft decision for capital expenditure resulted in [c-i-c starts]
[c-i-c ends] for the period 2014—

.
15 to 2018-19). For the further draft decision, the ACCC forecasts capital expenditure of [c-i-c

starts] | [c-i-c ends] for the period 2014-15 to 2018-19 which results in [c-i-c
starts] | (C-i-C ends] for the period as the draft decision and

Frontier’'s submission.
Further draft decision

The ACCC notes that, despite the further information that Telstra has provided on its forecast
methodology, there remain limitations regarding the information provided on the linkage
between cost drivers and the forecasts. However, the ACCC notes that Telstra has ‘capped’
the growth of certain capital expenditure [c-i-c starts] | (C-i-C
ends] and ensured that the forecast methodology does not include non-ongoing expenditure.
This limits forecast capital expenditure, given the declining demand for fixed line services
provided over the Telstra’s network, and also provides some growth in users’ capacity (for data
traffic in particular).232

The ACCC considers the access seekers’ proposal to substitute Telstra’s forecast with the
ACCC's forecast provides a useful cross-check for assessing Telstra’s forecasts. In light of that
analysis, the ACCC considers that Telstra’s forecast methodology appears to be reasonable for
the following reasons:

e Once NBN capital expenditure is removed, the capital expenditure forecast is: (i) below
the ACCC'’s alternative forecasts pre—NBN rollout adjustment, and (ii) within the range
of the ACCC’s alternative forecasts after the NBN roll-out adjustment.

e Telstra has made certain methodological assumptions to improve the reasonableness
of its capital expenditure forecasts.

Consequently, although the ACCC previously had some concerns on the forecast
methodology, it considers that Telstra has endeavoured to provide justification and information
regarding the level of transparency in relation to capital expenditure forecasts. The ACCC also
notes Telstra’s practical difficulty in forecasting capital expenditure at an asset level, and a
reasonable expenditure forecast outcome.

Therefore, for the purpose of this further draft decision, the ACCC accepts Telstra’s
methodology for forecasting capital expenditure.

232 ABS, 8153.0-Internet Activity Survey Australia, December 2014, volume of data downloaded by access

connections, available at:
http://www.abs.gov.au/AUSSTATS/abs@.nsf/Lookup/8153.0Main+Features1December%202014?0OpenDocument
L ABC, http://www.abc.net.au/news/2013-05-31/internet-traffic-to-triple-in-four-years/4725126 ;
http://www.nbnco.com.au/corporate-information/media-centre/media-releases/aussie-ifamilies-hungry-for-
fast-broadband.html;

http://www.arnnet.com.au/article/463349/ip_traffic 2017 alone_may larger_than all_internet history cisco
Broughton, Kenny, Domestic bandwidth requirements in Australia—A forecast for the period 2013-2023, 26
May 2014
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Demand-related capital expenditure

Telstra’s capital expenditure forecasts group expenditure into four main drivers: demand, asset
replacement and operational support (AROS), discretionary and NBN. Under each driver,
capital expenditure forecasts are further grouped by FLSM asset classes. Telstra’s demand-
related capital expenditure is the [c-i-C starts]

I (c-i-c ends] of capital expenditure over the forecast period.

The ACCC noted in its draft decision that the demand-related capital expenditure forecast for
transmission equipment when taken with Telstra’s cost allocation framework (CAF) would
allocate [c-i-c starts]

[c-i-c ends]. The ACCC

e

considered that, for transmission equipment, [c-i-c starts]
e
I (C--C ends]

In the draft decision, the ACCC considered that Telstra’s methodology for forecasting capital
expenditure did not provide sufficient evidence on the linkage between demand-related capital
expenditure forecast for transmission assets and [c-i-c starts]

I (c-i-c ends] to the declared fixed line services.

Assessment and further draft decision

In considering demand-driven capital expenditure for transmission assets, the ACCC notes that
it is likely to continue during and beyond the NBN rollout. This is because there is growing
demand for data transmission capacity and transmission assets are likely to service end-users
on the NBN and Telstra’s fixed line network.

The ACCC notes Telstra’s statement on the reasonableness of its forecasts which have
reduced transmission capital expenditure by [c-i-c starts] ] [c-i-¢ ends] million in nominal
terms below Telstra’s January 2015 forecasts on which the draft decision was based. This

reduction is a result of Telstra ‘capping’ [c- | C starts]_
I, (c-i-c ends].”’

The ACCC remains concerned that Telstra’s demand-related capital expenditure forecast for
transmission assets are not derived from cost drivers. However, the ACCC notes these
changes to Telstra’s demand-driven capital expenditure forecast for transmission equipment
result in relatively [c-i-c starts] ] [c-i-c ends] forecasts for the period 2015-16 to 2018-19
despite recent and prospective growth in data traffic:*®

e the amount of data traffic used by Australians has increased at an average annual rate
of 56 per cent since December 2009

o data traffic is Ilkely to continue growing (e.g. due to increasing usage of data-intensive
appllcatlons)

The ACCC notes Frontier's submission to remove all demand-driven capital expenditure for
transmission assets. However, as noted above, transmission assets are likely to service end-

233 Telstra, Main submissions to the draft decision, p. 137.
234

ABS, 8153.0-Internet Activity Survey Australia, December 2014, volume of data downloaded by access
connections, available at:
http://www.abs.gov.au/AUSSTATS/abs@.nsf/Lookup/8153.0Main+Features1December%202014?0penDocument

2% ABC, http://www.abc.net.au/news/2013-05-31/internet-traffic-to-triple-in-four-years/4725126 ;

http://www.nbnco.com.au/corporate-information/media-centre/media-releases/aussie-ifamilies-hungry-for-
fast-broadband.html;

http://www.arnnet.com.au/article/463349/ip_traffic 2017 alone may larger than all internet history cisco
Broughton, Kenny, Domestic bandwidth requirements in Australia—A forecast for the period 2013-2023, 26
May 2014
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users on both the NBN and Telstra’s fixed line network and the anticipated growth in data traffic
would likely result in continued investment in these assets.

The ACCC considers that Telstra’s capital expenditure forecast demand-related transmission
capital does not appear to be unreasonable as Telstra forecasts relatively [c-i-c starts]

[c-i-c ends] over the forecast period (2015-16 to 2018-19)
despite recent and prospective growth in data traffic.

The ACCC also considers that Telstra, as part of its forecast methodology, made adjustments
(i.e. limiting the forecast transmission capital expenditure) on the reasonableness of demand-
driven capital expenditure for transmission assets.

The ACCC also notes that its consultant Analysys Mason has endorsed Telstra’s platform
allocators for the transmission technologies. This is discussed in more detail in the cost
allocation chapter.

Therefore, the ACCC'’s further draft decision is to not adjust forecast capital expenditure for
transmission equipment on the basis that Telstra’s methodology has produced a reasonable
capital expenditure forecast.

NBN specific capital expenditure

In the draft decision, the ACCC excluded NBN-specific capital expenditure of [c-i-c starts] |l
[c-i-c ends] million ($2009) from the FLSM, on the basis that this expenditure is incremental for
the NBN roll out and should be recovered from the users of NBN (and not other users of the
fixed line network).236

Assessment and further draft decision

The ACCC notes that Telstra continues to submit that, as NBN related capital expenditure is
directly associated with FLSM asset classes, it should be included in the FLSM for a consistent
application of the Fixed Principles and a fully allocated pricing framework.?*’

However, the ACCC notes that Telstra has revised down its NBN-specific network remediation
expenditure from [c-i-c starts] il [c-i-c ends] I ($2009) to [c-i-c starts] ] [c-i-c ends]
I 2s a result of revising down the cost of NBN-specific network remediation expenditure
from [c-i-c starts] il [c-i-C ends] to [c-i-c starts] il [c-i-C ends] per premises. Telstra
submitted that this is due to ‘reappraisals’ of Telstra’s responsibilities in relation to its
agreements with NBN.?*®

The ACCC considers that NBN-specific expenditure is incremental to the NBN because those
costs are attributable to the NBN. Therefore they should be separated from FLSM costs and
separately recovered from the NBN and its users, rather than from other users of Telstra’s fixed
line network.

The ACCC notes Telstra’s submission also supports the ACCC'’s view that the NBN-specific
expenditure is incremental to the NBN:?* [c-i-c starts]

236
237
238

ACCC, Draft decision, p. 73.

Telstra, Main submissions to the draft decision, p. 25.

ibid, p. 143.

Telstra, Fixed line services final access determination inquiry: ACCC request for information, 5 March 2015,
p. 3.
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I |C-i-C ends]

The ACCC notes comments by Frontier for the exclusion of capital expenditure incremental to
NBN’s demand for fixed line assets**® and support for removing this capital expenditure from
the FLSM as they are ‘clearly incremental to NBN’s usage of the network’.?*! Optus also
supported the decision to remove NBN-specific capital expenditure: ‘the ACCC is...correct in its
draft decision to exclude NBN-specific capex from the FLSM, on the basis that this expenditure
is incremental for the NBN rollout and should be recovered from the users of NBN’.**

The ACCC notes that where costs can be identified as directly attributable to a particular use,
the fixed principles provisions require that the costs be allocated to that use. In the absence of
new evidence from Telstra, the ACCC maintains its draft decision that NBN-specific capital
expenditure is incremental to the NBN and should be recovered from NBN and its users (and
not other users of the fixed line network). Additionally, the ACCC notes that a similar principle
applies to ‘Telstra Wholesale’ operating expenditure, which is directly recovered from the
regulated fixed line services because they can be directly attributed to those services.

Therefore, the ACCC'’s further draft decision is to exclude [c-i-c starts] ] [c-i-c ends] million
NBN-specific capital expenditure from the FLSM.

Capital projects by IMC codes

Telstra’s capital expenditure is grouped at a project level by IMC codes. In the draft decision,
the ACCC raised concerns that certain IMC codes [c-i-C starts]

I (c-i-c ends] cover activities that may not directly relate to the declared fixed line
services and/or skew capital costs to a specific asset class. The ACCC also raised concerns
with Telstra’s provision of top IMC codes for 2014-15 but not for subsequent years (2015-16 to
2018-19).%

Assessment and further draft decision

The ACCC notes Telstra’s submission that the name of the IMC codes does not necessarily
outline the full scope of activities undertaken for certain projects or if they are related to the
declared fixed line services. However, the ACCC considers that it appears reasonable for
Telstra to include capital expenditure forecasts for certain IMC codes [c-i-c starts]

I (C-i-C ends] given the following:

e Telstra’s further evidence indicates that they are related to the provision of services
using assets in the fixed line network, and

e They are not related to NBN-specific capital expenditure.

As an example, Telstra noted that that when providing fibre services for retail customers and
mobile base stations, expenditure also occurs on the FLSM asset classes (e.g. ducts, cables,

2 [e-i-c starts)]

etc.) to ‘meet [all requirements’ and ‘optimise investment’.

240
241
242
243
244

Frontier, Main submission to the draft decision, p. 20.

Frontier, Assessment of Telstra’s revised forecasts, December 2014, pp. 13-14.

Optus, Submission to the draft decision, pp. 52-54.

ACCC, Draft decision, p. 77.

As an example, Telstra submitted that when providing fibre services for retail customers and mobile base
stations, Telstra will also consider other demand and AROS requirement in the area to optimise the
investment. Therefore assets such as ducts, copper cables and transmission equipment will be installed
with sufficient capacity to meet all requirements including the fixed line services. As a result, expenditure
occurs on the FLSM asset classes when providing services for retail customers and mobile base stations.
Telstra, main submissions to the draft decision, p. 132.
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The ACCC notes that Telstra has provided additional information on the process of mapping of
capital expenditure to FLSM asset classes, which further indicates that capital expenditure for
each of these IMC Codes can be traced through to asset classes used to provision fixed line
services.?* Telstra has also submitted that ‘[capital expenditure related to the FLSM asset
classes] within the IMC [Zcodes] is sorted according to the asset classes against which
expenditure is incurred’. 47

In response to the concern raised in the draft decision that Telstra [c-i-c starts] N

e
I (c-i-C ends] Telstra submitted that it does not forecast capital

expenditure on specific projects more than one year ahead. Telstra added that to forecast five
years of capital expenditure at the asset class level as required under the FLSM, it had to adopt
the current ‘approach for the forecast period’ which is based on trends in historical expenditure
for the FLSM asset classes under the relevant IMC codes’.

The ACCC considers that in its responses and submissions since February 2015, Telstra has
provided sufficient explanation and information for the relevance, prudency and efficiency of
capital expenditure relevant to the FLSM in terms of IMC projects. The ACCC considers that it
is reasonable for Telstra to include certain IMC codes (e.g. [c-i-c starts]
I (C-i-C ends]) in its capital expenditure forecasts for the following reasons:

e Telstra’s further evidence indicates that they are related to the provision of services
using assets in the fixed line network and not related to NBN-specific capital
expenditure

e Telstra has provided further information which indicates that capital expenditure for
these IMC codes can be traced to the FLSM asset classes.

Therefore, the ACCC'’s further draft decision is that the inclusion of these IMC codes in the
capital expenditure forecasts is prudent and efficient and to not make further adjustments to
capital expenditure forecasts on the basis of IMC codes.

245 Telstra, Fixed line services final access determination inquiry: ACCC request for information, 30 January

2015, p. 8.
Telstra, Main submissions to the draft decision, p. 133.

ibid. The ACCC notes that Telstra has provided capital expenditure for each of the top 10 IMC programs by
FLSM asset classes for 2013-14 and 2014-15.
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4.1

Impacts of the National Broadband Network

Key Points

e The arrangements between Telstra and NBN in relation to the migration of fixed line
customers to the NBN are formalised under the Definitive Agreements (DAs). Under
these arrangements, Telstra will receive payment when a retail or wholesale customer
is disconnected from its fixed line network and migrated to the NBN. Further, Telstra
has undertaken not to compete with NBN in the fixed line market where the NBN is
deployed.

e These arrangements will result in a loss of economies of scale in the operation of
Telstra’s fixed line network. As fixed line services are disconnected and usage of the
network declines, some assets will become redundant while other assets will become
progressively under-utilised. If the costs associated with asset redundancy and under-
utilisation are reflected in regulated revenues, then the unit costs of the declared fixed
line services will rise and will rise exponentially as the migration nears its conclusion.

e The ACCC considers that the costs associated with this loss of economies of scale
are caused by NBN migration and not by users of the fixed line network. The ACCC
considers that such costs should not be reflected in regulated revenues or charges.
The ACCC considers that Telstra has been provided with an opportunity to ensure
that it would receive consideration through the DAs for the impact of the NBN on its
fixed line assets.

e The ACCC maintains its draft decision that certain assets made redundant by the
NBN will be treated as asset disposals. In addition, it is the ACCC'’s draft decision that
adjustments will be made to allocation factors for under-utilised assets to remove the
impact of lost economies of scale due to NBN migration on unit costs.

e The ACCC considers that its draft decision ensures that costs are allocated to
services on the basis of cost causation and reflect the relative usage of Telstra’s fixed
line network by various services that continue to be supplied over the network.

Introduction

The NBN will replace Telstra’s fixed line network as the infrastructure used to provide fixed line
telecommunications services in Australia. The transition from Telstra’s fixed line network to the
NBN is occurring under arrangements between Telstra and NBN to migrate customers to the
NBN and for NBN to lease and acquire certain infrastructure from Telstra. These arrangements
will have significant impacts on the way Telstra’s fixed line assets are used and are important
considerations in determining prices for the declared services.

The current arrangements between Telstra and NBN are formalised in the ‘Definitive
Agreements’. The Definitive Agreements were first signed in June 2011 and reflected a
predominantly fibre-to-the-premises (FTTP) network design for the NBN. In December 2014,
Telstra and NBN signed revised Definitive Agreements which reflect the Government’s multi-
technology NBN policy. These arrangements between Telstra and NBN provide for the
following key elements:

e customers will be migrated from Telstra’s fixed line network as the NBN is rolled out

e NBN will lease certain infrastructure from Telstra

e certain assets will be transferred from Telstra to NBN.
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The Definitive Agreements also provide for migration payments and infrastructure payments to
be made by NBN to Telstra:

e NBN will pay Telstra a one-off migration payment for each end-user disconnected from
its copper network when they are migrated to the NBN in areas covered by NBN’s fixed
line network.

o NBN will pay Telstra ongoing infrastructure payments for the lease of certain
infrastructure. NBN will lease ducts, rack space in exchange buildings, and dark fibre
(optical fibre with no active electronics attached) from Telstra. NBN will also pay Telstra
a one-off payment for each lead-in conduit (that is, the pipe leading into a customer
premise that houses the lead-in copper cable) that is transferred to NBN as customers
are migrated to the NBN.

March 2015 draft decision

In the draft decision the ACCC reiterated and expanded on the positions set out in its October
2014 position statement on accounting for the arrangements between Telstra and NBN in
determining prices for the declared fixed line services.

The ACCC stated in the draft decision that it would adopt a regulatory values approach to
account for the impacts of the Telstra-NBN arrangements. Under this approach, adjustments
would be made in the FLSM to account for the arrangements based on the values assigned to
affected assets in the RAB, and not based on the value of payments received from NBN.**®

The ACCC set out its draft decision on how it intended to implement the regulatory values
approach. In particular, the ACCC stated that:

e assets sold to NBN would be treated as asset disposals and removed from the RAB at
their regulatory value

e to the extent that NBN uses assets that are also used to provide declared services, this
would be accounted for in the cost allocation framework of the FLSM

e assets that are decommissioned as a result of NBN migration would be treated as
disposals and removed from the RAB at their regulatory value, and

e an appropriate share of assets utilised to a lesser extent as a result of NBN migration
would be removed from the regulated cost base based on regulatory values.?*

Regarding the last point, the ACCC considered that the progressive disconnection of
customers from the fixed line network, for which Telstra will receive migration payments, will
contribute to the under-utilisation of local switching equipment and will result in higher unit
costs for the services that use these assets.”>® The ACCC considered that it would be
inappropriate for Telstra to recover, through regulated charges, higher unit costs that arise from
the under-utilisation of local switching equipment caused by NBN migration. To ensure that
these costs are not borne by users of the fixed line network, the ACCC treated a proportion of
the regulatory value of local switching equipment as an asset disposal.251

The ACCC also discussed the issue of the increase in unit operating costs over the next
regulatory period that will occur as a result of the loss of economies of scale in the operation of

248 ACCC, Public inquiry into final access determinations for fixed line services — primary price terms: Draft

Decision, March 2015, p. 136.

ibid., p. 138-140.

The ACCC considered that local switching equipment is among the assets most directly impact and
potentially under-utilised as a result of NBN migration.

ACCC, Public inquiry into final access determinations for fixed line services — primary price terms: Draft
Decision, March 2015, p. 140.
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4.3

the fixed line network as customers are migrated to the NBN. The ACCC noted that WIK-
Consult identified the loss of economies of scale due to the NBN as an issue in its report on the
efficiency and prudency of Telstra’s expenditure forecasts.”* The ACCC agreed with WIK that
the loss of economies of scale in the provision of fixed line services is likely to be
predominantly due to the NBN.?*® Further, the ACCC considered that access seekers should
not incur higher charges for fixed line services as a consequence of Telstra’s decision
regarding the future of its copper network.**

The ACCC noted that it would consider the issue of NBN-induced loss of economies of scale
further, and invited comments from stakeholders.

Submissions

In February 2015, prior to the release of the draft decision, Telstra submitted a statement by its
Deputy CFO, Mr Mark Hall, and a report by consultant Mr John Small. Both submissions
addressed the positions taken by the ACCC in its October 2014 position statement on
accounting for the impacts of the Telstra-NBN arrangements, which the ACCC reiterated in the
draft decision.

Mr Hall states that [cic] |

[cic]

The report by Mr Small argues that [cic] IEEG—

[cic]

In response to the draft decision, Telstra submitted that the treatment of decommissioned and
under-utilised assets as disposals would result in under-recovery and would be inconsistent

with the fixed principles.261 Telstra submitted that while the term ‘asset disposal’ is not defined
in the fixed principles, it is well understood in accounting and regulatory economics to mean a
transfer of an asset for consideration.?® Telstra referred to reports by Mr Keith Lockey and Mr

ibid., p. 140-141.

ibid., p. 141.

ibid., p. 141.

Telstra, Public inquiry into final access determinations for fixed line services — primary prices, Response to
Draft Decision, 1 May 2015, Confidential version, p. 15.

ibid., p. 7.

John Small, Customer Migration Impacts on Telstra’s Regulated Asset Base, February 2015, p. 13.

ibid., p. 16.

ibid., p. 17.

ibid., p. 18.

Telstra, Public inquiry into final access determinations for fixed line services — primary prices, Response to
Draft Decision, 1 May 2015, pp. 36-38.

ibid., p. 39.



Jeff Balchin to support this view.?®® Telstra submitted that in the case of decommissioned and

under-utilised assets, there will be no transaction in relation to the assets, no transfer of
ownership, and no alternative avenue for the recovery of remaining costs. Telstra will continue
to own the assets and they will not be transferred to NBN. Therefore, Telstra submits that it is
incorrect to classify these assets as having been disposed of.

Telstra submitted that any adjustment made to operating expenditure forecasts to exclude the
effects of NBN-induced loss of economies of scale would be inconsistent with the fixed
principles.?® This is because the fixed principles require that forecast operating expenditures
reflect prudent and efficient costs, and the impact of the NBN on demand for fixed line services
cannot be said to reflect any imprudent decision by Telstra.”® Telstra submitted that in the
absence of any finding by the ACCC that Telstra acted imprudently, there is no basis under the
fixed principles to adjust operating expenditure forecasts to reflect the loss of economies of
scale due to the NBN.?®® Telstra referred to the report by Mr Balchin to support this view.?*’

Telstra submitted that Telstra did not cause the industry transition to the NBN; rather, as a
result of government policy Telstra was required to choose whether or not it would cooperate
with the structural reform and agree to progressively disconnect services from its fixed line
network.?®® Telstra submitted that there is therefore no basis for any finding bg the ACCC that
Telstra caused the loss of scale economies associated with NBN migration.

Telstra further submitted that the payments it will receive under the Definitive Agreements do
not compensate Telstra for any loss of economies of scale associated with NBN migration.
Telstra submitted, referring to the statement by Mr Mark Hall, that Telstra would be exposed to
a substantial loss of value irrespective of whether it cooperated in relation to the NBN rollout,
and that the payments were not sufficient to fully address the anticipated loss of value.?”®

Telstra submitted that the 2011 FAD decision and the fixed principles provisions provide for the
‘locking in’ of an initial asset base and for this asset base to be rolled forward in each year in a
predictable and transparent way.271 Telstra submitted that the fixed principles do not allow the
ACCC to ‘optimise’ the RAB ex post to reflect a forecast reduction in asset utilisation, and
noted that the uncertainty associated with asset based optimisation under the ACCC'’s previous
TSLRIC approach was a reason for adopting the building block approach.272

Finally, Telstra submitted that the ACCC’s draft decision relating to NBN adjustments denies
Telstra a reasonable opportunity to recover the direct costs of supplying7 the fixed line services,
which would likely lead to an outcome that does not promote the LTIE. 3

Frontier Economics (Frontier) noted WIK-Consult's recommendation that the under-utilisation of
ducts and exchange buildings should not be allocated to fixed line users. Frontier submitted

Keith Lockey, The basis of accounting for disposals of assets in Telstra’s regulatory asset base for fixed
line services, April 2015, p 6; Jeff Balchin, Response to the ACCC Draft Decision on the impact of the NBN
for Final Access Determinations for Fixed Line Services, April 2015, p 3.
Telstra, Public inquiry into final access determinations for fixed line services — primary prices, Response to
Draft Decision, 1 May 2015, p. 43.
ibid., p. 44.
ibid., p. 44.
Jeff Balchin, Response to the ACCC Draft Decision on the impact of the NBN for Final Access
Determinations for Fixed Line Services, April 2015, p 20.
Telstra, Public inquiry into final access determinations for fixed line services — primary prices, Response to
Draft Decision, 1 May 2015, p. 46.

ibid., p. 46.
2% ibid., pp. 46-50.
2 ibid., p. 50.
22 ibid., pp. 50-51.
"3 ibid., p. 51.
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that the ACCC should account for this under-utilisation by treating a proportion of the ducts and
pipes asset class, and a proportion of exchange-related assets, as a disposal in each year.?”

Further, Frontier submitted that NBN migration is a voluntary action by Telstra backed by
payments for its migration of customers. Frontier submitted that access seekers are not
responsible for the migration and derive no direct benefits from the Telstra-NBN agreements
and should not be forced to bear its consequences.?”® Frontier submitted that a ‘top-down’
approach to expenditure forecasts — whereby forecasts are determined by reducing base year
costs in proportion to the change in SIOs due to the NBN rollout — would ensure that access
seekers are no worse off as a result of the rollout.?”

Optus submitted that it supports the ACCC'’s positions on accounting for the Telstra-NBN
arrangements and the proposed method of treating assets as disposals.”’” Optus submitted
that the payments to Telstra from NBN under the Definitive Agreements should be assumed to
adequately compensate Telstra for any loss of scale due to the transition to the NBN.?"®
Further, Optus submitted that the costs associated with under-utilised ducts and building space
should not be allocated to regulated fixed line services, but be treated as an NBN-related asset
disposal.?”®

ACCC further draft decision

This section sets out the ACCC’s draft decision on how it will account for the impact of the NBN
in determining prices for the declared fixed line services. Section 4.4.1 below outlines the
ACCC'’s position on accounting for the impact of the NBN. Sections 4.4.2 and 4.4.3 discuss the
implementation of this position for the purposes of this FAD inquiry.

ACCC position on accounting for the impact of the NBN

The ACCC'’s draft decision is that users of the fixed line network should not bear the costs
associated with the loss of economies of scale that will occur as a result of NBN migration.
Under the Telstra-NBN arrangements, Telstra will progressively disconnect customers from its
fixed line network as the NBN is rolled out. In addition, under the arrangements Telstra has
undertaken to only provide fixed line services over the NBN where the NBN is deployed.
Therefore, as NBN migration continues, certain assets will become redundant and there will be
growing excess capacity in the fixed line network, resulting in rising unit costs of providing fixed
line services. However, users of the fixed line network are not causing this redundancy and
excess capacity and, as a result of the arrangements, will not use it.

The ACCC considers that remaining users of the fixed line network during the transition to the
NBN should not bear costs they do not cause and which are associated with assets they will
not use. The ACCC considers that Telstra had an opportunity to ensure that it would receive
consideration through the Definitive Agreements for the impact of the NBN on its fixed line
network. As discussed in the following section, the ACCC is making adjustments in the FLSM
to ensure that users of the fixed line network do not bear costs that are caused by NBN
migration.

The reasons for the ACCC'’s draft decision are set out in more detail below.

2 Erontier Economics, Submission on the ACCC'’s draft decision on fixed line prices, A Report Prepared For

the Competitive Carries Coalition, iiNet and Optus, May 2015, pp. 22-23.

ibid., p. 14.

ibid., p. 28.

Optus, Submission in response to ACCC Draft Decision, Public Inquiry into final access determinations for
fixed line services — primary price terms, April 2015, p. 8.

ibid., p. 5.

ibid.
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Impact of NBN migration on fixed line assets

As noted above, the transition to the NBN is occurring under the Telstra-NBN arrangements,
which provide for the migration of customers from Telstra’s fixed line network to the NBN, as
well as the selling and leasing of certain infrastructure to NBN.

These arrangements will result in certain fixed line assets becoming redundant during the next
regulatory period. An example of this asset redundancy is the copper cable which runs from the
exchange to each end-user premises in the fixed line network. When a fixed line customer is
migrated to the NBN they will be permanently disconnected from the fixed line network. In
areas where copper cables will not form part of the NBN (that is, FTTP and HFC regions), the
copper cable that was previously used to deliver fixed line services will no longer be used, and
will therefore become redundant. If the costs associated with assets made redundant by NBN
migration, such as decommissioned copper cables, are reflected in regulated revenues, then
the unit costs of services supplied using these assets will rise (all else being equal).

The ACCC considers that the assets that will become redundant as a result of NBN migration
are generally those that are in the CAN, with the exception of ducts and pipes, exchange and
land assets, and indirect assets.

Further, the arrangements will result in certain fixed line assets becoming progressively under-
utilised as NBN migration continues. An example of this under-utilisation is PSTN local
switching equipment. As noted above, when a fixed line customer is migrated to the NBN they
will be permanently disconnected from the fixed line network. As a result, these customers will
no longer contribute to the voice traffic traversing the PSTN and there will be a growing amount
of excess capacity in the network. If the costs associated with this NBN-induced excess
capacity are reflected in regulated revenues, then the unit costs of services supplied using
these assets will rise (all else being equal).

The ACCC considers that the assets that will become progressively under-utilised as a result of
NBN migration are all those that do not fall into the ‘redundant asset’ category discussed
above.

The ACCC notes that these are illustrative examples that provide a straightforward
conceptualisation of how NBN migration will physically affect these two ‘types’ of asset.
Notwithstanding how various assets are categorised, the progressive migration of fixed line
customers to the NBN will result in an increase in unit costs generally. Under Telstra’s cost
allocation framework, these additional costs will be borne by users of the fixed line network.

Payments received under the Definitive Agreements

Under the Definitive Agreements (DAs), Telstra will receive a disconnection payment each time
a customer is migrated to the NBN. Under the original agreements, Telstra calculated the net
present value of these payments to be $4 billion as at June 2010. Telstra has stated that the
net present value of the payments under the revised agreements (executed in December 2014)

has been ‘preserved on a like for like basis’.”*

Telstra is receiving these payments specifically in respect of the disconnection of customers
from its fixed line network. In addition, under the DAs Telstra has undertaken to only provide
fixed line services over the NBN where the NBN is deployed.281 Therefore, Telstra will be
receiving a financial benefit in return for the permanent loss of wholesale and retail customers
on its fixed line network.

Telstra’s submission to the draft decision regarding the DA payments is based on providing
evidence which in its view demonstrates that the payments it receives are [cic] | N

280 Telstra, Media release: Telstra signs revised NBN Definitive Agreements, December 2014, p. 1.

! Telstra, Media release: Telstra signs NBN Definitive Agreements, June 2011, p. 8; Telstra, Media release:
Telstra signs revised NBN Definitive Agreements, December 2014, p. 12.
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8 [cic] While not
entering into the merits of Telstra’s arguments regarding the sufficiency or otherwise of the
payments it receives under its arrangements with NBN, the ACCC considers that such
arguments are not relevant to its draft decision to make adjustments to remove the costs
associated with NBN-induced lost economies of scale from regulated revenues. The ACCC
reiterates that in accounting for the Telstra-NBN arrangements in determining prices for the
declared services, it has not considered the quantum of the payments received by Telstra, but
rather has had regard to the NBN arrangements and to the regulatory value of relevant assets.

The ACCC considers that Telstra has been provided with an opportunity to ensure that it would
receive consideration through the Definitive Agreements for the impact of the NBN on its fixed
line assets. Telstra was aware that the disconnection of fixed line customers during NBN
migration would cause asset redundancy and increasing asset under-utilisation, and that unit
costs would rise as a result. The ACCC considers that Telstra possessed significant bargaining
power in negotiations with NBN and the government—notably, if Telstra had not cooperated in
the NBN rollout, NBN would have been required to bypass the fixed line network and
unnecessarily duplicate costly infrastructure.

Implementation

As discussed above, the ACCC considers that users of the fixed line network should not bear
the costs associated with the loss of economies of scale that will occur as a result of NBN
migration. In order to ensure that these costs are not reflected in charges for regulated fixed
line services, the ACCC has made the following adjustments in the FLSM:

e A proportion of the regulatory value of assets made redundant by NBN migration is
treated as an asset disposal in the roll-forward of the RAB. This proportion is
determined based on the forecast of the rate of NBN rollout.

e For assets that become progressively under-utilised as a result of NBN migration,
adjustments are made to cost allocation factors to ensure that the increased unit costs
associated with this under-utilisation are not allocated to fixed line services.

The adjustments to cost allocation factors are intended to give effect to the ACCC'’s draft
decision is that the increased unit costs associated with NBN-induced under-utilisation should
not be allocated to fixed line services. In order to give effect to this position, the ACCC has
made adjustments to cost allocation factors using what Analysys Mason refers to in its report
as an ‘incremental costing’ approach, whereby the cost of spare capacity within an asset is
measured as the difference between the total cost of the assets with spare capacity and the
cost of the assets if there were no spare capacity.”®

The adjustments in the FLSM involve the following steps:

e Step 1: Estimate unit costs for each asset class that would result if NBN-induced
under-utilisation did not occur. These unit costs are estimated by replacing FLSM
expenditure and demand inputs with ones that do not account for the impact of the
NBN. For capital expenditure and demand, Telstra’s forecast model is used to
determine pre-NBN forecasts. For operating expenditure, base year costs for each
asset class are held constant in real terms over the regulatory period. In addition,
adjustments are made to cost allocations to remove NBN-related adjustments.

e Step 2: Calculate the proportionate difference between unit costs calculated by the
FLSM (using draft decision inputs and unadjusted cost allocation factors) and the unit

282 S ' N ) . . . .
Telstra, Public inquiry into final access determinations for fixed line services — primary prices, Response to

Draft Decision, 1 May 2015, p. 48.

Analysys Mason, Assessment and verification of inputs into Telstra’s Cost Allocation Framework, June
2015, p. 17.
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costs estimated under Step 1. This difference represents the per asset class cost of
NBN-induced excess capacity as a proportion of total unit costs.

e Step 3: Scale down allocation factors for each asset class by the proportionate cost of
excess capacity calculated under Step 2. That is, multiply allocation factors by 1 minus
the proportionate difference in unit costs arising from NBN-induced excess capacity.

The effect of these adjustments is to ensure that unit costs for each asset class do not rise as a
result of under-utilisation caused by NBN migration.

ACCC views on implementation

The ACCC notes that the adjustments described above maintain the NBN-related adjustments
made for the March 2015 draft decision. Treating the sale and decommissioning of copper
cables and local switching equipment as disposals, and the use of allocation factors to reflect
the leasing of various assets to NBN, is maintained.

This section provides the ACCC'’s views on the implementation of the adjustments described
above, and how they relate to the fixed principles and the ACCC’s March 2015 draft decision.

Treatment of redundant assets as disposals

As noted above, the ACCC'’s draft decision is to treat a proportion of the regulatory value of
assets made redundant by NBN migration as an asset disposal. This proportion is determined
based on the forecast of the rate of NBN rollout.

The ACCC considers that treating assets made redundant by NBN migration as disposals is
consistent with the fixed principles. In forming this view, the ACCC has considered the
Australian Accounting Standards Board’'s (AASB) approach to disposals. The ACCC considers
that the approach to disposals must be considered in the context of the building block model
approach in the fixed principles provisions, and that ‘disposals’ has an ordinary meaning.284
Under the AASB Standard ‘Property, Plant and Equipment’ (AASB 116), an asset is disposed
at the end of its ‘useful life’, which is defined in terms of the asset’s expected utility to the entity.
A range of factors are considered in determining the useful life of an asset, including:

...technical or commercial obsolescence arising from changes or improvements in production, or from
a change in the market demand for the product or service output of the asset.

Therefore, according to AASB 116, an asset may be disposed if it becomes commercially
obsolescent—that is, if it is no longer required as a result of a change in market demand for the
product or service output of the asset. The ACCC considers that this is a relevant factor in
determining whether an asset has been disposed of for the purposes of the RAB roll-forward
mechanism. The ACCC considers that all assets that become redundant as a result of NBN
migration will be commercially obsolescent, as each of these assets will no longer be required
after customers are disconnected from the fixed line network. The ACCC notes that Telstra has
acknOV\/ZIBeSdged the relationship between commercial obsolescence and the useful life of

assets.

24 The ACCC notes that the Australian Accounting Standards Board has noted that the term ‘disposal’ is not

defined in the Australian Accounting Standards and that the Board has referred to common definition of that
term (Australian Accounting Standards Board, Issues Paper Definition and application of residual value,
AASB meeting 3-4 September 2014, Agenda Paper 17.2 (M140), paragraph 6).

According to the statement by Telstra’s Deputy CFO: [cic]
A
I
I
I (CC]
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The ACCC, having had regard to relevant cost accounting standards, and Telstra’s
confirmation of its compliance with such standards, is of the view that the removal of assets
made redundant by NBN migration from the RAB by treating them as asset disposals is
consistent with the fixed principles. In particular, the ACCC considers that reducing the RAB by
an amount which is defined as an asset disposal and which reflects the regulatory value of
assets being made redundant as a result of NBN migration in a given year is consistent with
the RAB roll-forward mechanism specified in clause 6.7 of the fixed principles. The ACCC
considers that whether or not an asset has been disposed of for the purposes of the building
block model approach in the fixed principles provisions should not be limited to a transaction
whereby the asset has been sold, and should include circumstances in which an asset has
ceased to be used.

The ACCC notes the view of Mr Balchin, quoted in Telstra’s submission, that:

The core ingredient for a “disposal” is that there has been a transaction in relation to the assets in
guestion and, as a consequence, an alternative avenue for the recovery of any remaining cost

associated with the assets in question.

As noted above, the ACCC considers that a relevant factor in determining whether an asset
has been disposed of for the purposes of the building block model approach is whether it is
commercially obsolescent—that is, if it is no longer required as a result of a change in market
demand for the product or service output of the asset. Whether a disposal transaction occurs
and the nature of such a transaction is incidental to this core factor.

Adjustment of allocation factors to reflect under-utilisation

The ACCC notes that in its implementation of the incremental costing approach to account for
NBN-induced under-utilisation, the spare capacity costs that are measured and used to adjust
allocation factors are intended to reflect those that are caused by NBN migration alone. That is,
any spare capacity that is caused by other factors (such as the substitution of fixed line to
mobile services) is not adjusted for. This is consistent with the ACCC’s March 2015 draft
decision, in which it considered it appropriate that the cost impacts of non-NBN sources of
declining demand should be shared among all users of the fixed line network.?’

The ACCC notes that all allocation factors are determined in the first instance as if no NBN-
related adjustments are made (with the exception of Telstra’s own adjustments to reflect the
leasing of assets by NBN). The ACCC'’s adjustments are made to final allocation factors with
the intention of removing the costs associated with NBN-induced under-utilisation. This means
that all allocation factors will respond independently to other sources of declining demand for
fixed line services.

As noted above, reflecting the decommissioning of copper cables and local switching
equipment as disposals as set out in the draft decision is maintained under the adjustments set
out above. However, in the case of local switching equipment, the ACCC considers it
appropriate to treat only the proportion of the local switching equipment asset class whose
costs are driven by ports (as determined within Telstra’s allocation framework) to be treated as
an asset disposal. This is because it is this component of the asset class that becomes
obsolescent as services are disconnected. The remaining asset costs are driven by traffic
volumes and relate to switching equipment that will remain in operation for a period during NBN
migration. The traffic-driven component of local switching equipment is captured under the
ACCC'’s under-utilisation adjustments.

The ACCC notes that its adjustments to allocation factors include the data equipment asset
class. In the March 2015 draft decision, the ACCC considered data equipment to be an asset
directly impacted by NBN migration. The ACCC considered, however, that adjustments to

286 S ' N ) . . . .
Telstra, Public inquiry into final access determinations for fixed line services — primary prices, Response to

Draft Decision, 1 May 2015, p. 39
ACCC, Public inquiry into final access determinations for fixed line services — primary price terms: Draft
Decision, March 2015, pp. 150-153.
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account for any under-utilisation of this asset class were not required because its RAB value is
forecast to fall in line with the forecast number of ADSL SIOs over the regulatory period.?*®
While this remains the case, the incremental costing approach used by the ACCC to measure
the cost of excess capacity has identified a significant proportion of the costs of the data
equipment asset class as being attributable to the loss of economies of scale caused by NBN
migration. The ACCC has adjusted cost allocation factors for all under-utilised assets to ensure
that such costs are not allocated to fixed line services in accordance with its draft decision that
users of the fixed line network should not bear these costs.

The ACCC considers that the adjustments it has made to allocation factors is a conservative
method of adjusting for the costs associated with lost economies of scale caused by NBN
migration. The principal driver of regulated revenues over the next regulatory period is
operating expenditure forecasts. As noted above, in order to estimate the unit costs that would
result if NBN-induced under-utilisation did not occur, the ACCC has held base year operating
expenditure forecasts constant in real terms over the period. Assuming constant base year
operating expenditure from 2013-14 to 2018-19 ignores any efficiency gains that are achieved
over the regulatory period, as well as any reduction in operating costs that may result from the
forecast fall in demand for fixed line services that is unrelated to NBN migration.

The ACCC’s adjustment of allocation factors to reflect under-utilisation caused by migration to
the NBN is consistent with the fixed principles. Users of the fixed line network are not causing
the excess capacity created by NBN migration, and the arrangements between Telstra and
NBN ensure that they will not use this excess capacity. Telstra had an opportunity to ensure
that it would receive consideration for the loss of economies of scale in the operation of its
network caused by NBN migration. In this context, the ACCC considers that the allocation of
the costs under its approach reflect the relative usage of Telstra’s fixed line network by various
services that continue to be supplied over the network. Further, the cost allocation factors
under the ACCC’s approach reflect causal relationships between supplying services and
incurring costs. That is, the costs of this type of excess capacity will not be allocated to the
services that continue to be supplied over the network, where the cause of that excess capacity
is not related to supplying those services.

%8 ibid, pp. 139-140.
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5.1

Cost allocation

Key Points

Cost allocation factors are used to allocate Telstra’s costs to declared fixed line
services. Costs allocated to declared services form the basis for setting prices of
declared services.

Telstra has proposed that a fully allocated cost framework, which takes into account all
services supplied on the fixed line network, should be adopted for the next regulatory
period. Telstra has submitted a detailed cost allocation model that reflects a fully
allocated framework.

In the draft decision the ACCC'’s indicated it would adopt a fully allocated cost
framework in the next regulatory period.

Following the draft decision the ACCC engaged Analysys Mason to undertake further
assessment of Telstra’s proposed cost allocation framework. This assessment included
a review of inputs into the model to verify that the proposed cost allocation framework
is based on accurate information, has been developed using reasonable methods and
assumptions, and appropriately reflects forecast relative use by relevant services.

In its report on its findings and recommendations, Analysys Mason provides a
framework for allocating costs associated with overcapacity (or loss of economies of
scale) caused by migration to the NBN. It also provides specific recommendations on
cost allocation factors for each of the 22 asset classes.

The ACCC’s further draft decision on cost allocation is:

o subject to a number of specific changes recommended by Analysys Mason, to
adopt Telstra’s proposed cost allocation framework as the starting point for
allocating costs to declared services over the next regulatory period (discussed
in this chapter), and

o to make further adjustments to cost allocation factors to account for the loss of
economies of scale caused by the migration of customers to the NBN
(discussed in chapter 4).

Introduction

Telstra’s fixed line network is used to provide both declared and non-declared services. Cost
allocation factors are used in the Fixed Line Services Model (FLSM) to allocate a share of each
asset class’s total revenue requirement to individual declared services to estimate the costs of

providing these services. Prices for declared services are then calculated based on costs
allocated to these services.

The majority of cost allocation factors for the 2011 FADs were based on a model previously

developed by Analysys Mason (the Analysys model).289 The ACCC modified the Analysys

model’s allocation factors to reflect that the model assumed an optimised network and did not
include all asset classes making up the FLSM to determine the allocation framework for the
2011 FADs. This framework was a ‘partially allocated’ approach in that it considered changes

289

adopted by the ACCC.
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in demand for only declared services and did not take into account other services that use fixed
line assets.

Telstra has proposed that a fully allocated cost framework for setting prices should be adopted
in the FADs for the next regulatory period. A fully allocated approach allocates all the costs of
the fixed line assets. Costs are explicitly allocated to non-declared services as well as declared
services that use the fixed line network, taking into account relative usage of the network by all
services. Telstra has also developed a detailed model based on a fully allocated approach
using forecast demand for declared and non-declared fixed line services and also other
services that use fixed line assets.*°

Following the release of the draft decision, the ACCC engaged Analysys Mason to undertake a
further assessment of Telstra’s proposed cost allocation framework (CAF). This chapter sets
out the ACCC’s draft decision on key aspects of the cost allocation framework used to
determine primary price terms for the declared fixed line services. It focusses on Analysys
Mason’s findings and recommendations and the ACCC'’s position on the inputs, assumptions
and methodologies used in Telstra’s proposed model to reflect usage by various services (the
ACCC'’s adjustments to cost allocation factors to account for the loss of economies of scale
caused by the NBN is discussed in chapter 4).

March 2015 draft decision

The ACCC’s draft decision was to adopt a fully allocated cost framework to determine the costs
of supplying declared services in the next regulatory period. The ACCC noted the following
main reasons for adopting this position:***

o it will provide the opportunity for Telstra to recover the efficient costs of providing
declared services and provides incentives for efficient investment in the network.

e itis most likely to reflect relative use of Telstra’s fixed line network and in turn
determine an appropriate share of costs to allocate to declared services

e itis an appropriate basis for explicitly accounting for the use of Telstra’s infrastructure
by NBN Co and other NBN related impacts

e itis consistent with the fixed principles provisions on cost allocation.

The draft decision also noted the various implications for how impacts of declining demand are
shared between access seekers, Telstra and other users of the fixed line network. The ACCC
stated its view that it is appropriate for the impact of declining demand due to the shrinking
fixed line market to be shared by all users of fixed line assets, as would occur under a fully
allocated framework. The ACCC also considered that there was no justification for any
adjustment to the fully allocated approach to account for loss of market share and that there
are no grounds for reconsidering initial RAB values as a result of changing to a fully allocated
approach.?*?

The ACCC considered that Telstra’s proposed cost allocation model is likely to be an
appropriate implementation of a fully allocated approach but that further assessment and
verification of inputs into the model would need to be undertaken between draft and final
decisions.”*® The ACCC noted that many of the inputs into the CAF for reflecting use of fixed
line assets by various sources were obtained or adapted from internal Telstra databases for

20 Telstra, Cost Allocation Framework for the ACCC Fixed Line Services Model - Framework and Model

Guide, Version 1, July 2014

ACCC, Public inquiry into final access determinations for fixed line services — primary price terms, Draft
decision, March 2015, p. x

292 ibid, pp. 152-154

ACCC, Public inquiry into final access determinations for fixed line services — primary price terms, Draft
decision, March 2015, pp. Xi-Xii

291

78



5.3

which the ACCC and other parties do not have visibility. The ACCC stated that, before it could
reach a draft decision on cost allocation, it would need to undertake an assessment of Telstra’s
CAF. This assessment would to include a review of inputs into the model to verify that the
proposed CAF is based on accurate information, has been developed using reasonable
methods and assumptions, and appropriately reflects forecast relative use by relevant services.

Further, and as noted in chapter 4, the ACCC noted that unit operating costs would increase
over the next regulatory period as services are migrated off the Telstra network and onto the
NBN. This rise in unit operating costs results from a loss of economies of scale and density in
the operation of Telstra’s network as services are disconnected. The ACCC considered that the
loss of economies of scale and density is incremental to the NBN and was still considering its
approach on this issue. This view was also held by Wik-Consult, which raised concerns about
users of fixed line services bearing higher costs resulting from the NBN, including specific
concerns around cost allocation factors for a number of asset classes, including ducts and
pipes and copper cables.”*

Submissions

Stakeholders made the following comments in relation to cost allocation factors in their
submissions.

Adoption of a fully allocated model

Telstra welcomed the ACCC draft decision to adopt a fully allocated model and the opportunity
to work with the ACCC and its consultant on further clarifying its proposed CAF.?*® Optus®®
and iiNet®®”, while not explicitly opposing the introduction of a fully allocated approach, raised
some issues with Telstra’s implementation of this approach, including issues around
transparency and the need to appropriately reflect the impacts of the NBN and ensure the
impacts of declining use of fixed line services by declared services caused by the NBN are not
borne by users of fixed line services. Conversely, Frontier Economics (Frontier) on behalf the
Competitive Carriers Coalition, Optus and iiNet did not agree with the change to a fully
allocated approach and questioned why the ACCC decided not to tie cost allocations to
demand forecasts directly within the existing model instead of using Telstra’s fully allocated
costing approach.?®®

Loss of economies of scale due to the NBN rollout

Optus argued that a fully allocated model would only be appropriate if changes to the model as
recommended by the WIK-Consult report are adopted. The recommendations include the
following:**°

e Telstra’s proposed cost allocation approach should be amended to better reflect the
allocation of costs to regulated fixed line services, non-regulated fixed line services,
NBN and other services.

e The costs of unused or underutilised building space as a result of NBN migration
should not be allocated to regulated services. Instead, such assets should be treated
as asset disposal or the cost should be allocated to NBN.

294 WIK-Consult, Assessment on the efficiency and prudency of Telstra’s expenditure forecasts, 5 March 2015,
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Telstra, Response to Draft Decision, 1 May 2015, p.175.

Optus, Submission in response to ACCC Draft Decision, April 2015, pp.12-26.

iiNet, Submission by iiNet Limited, May 2015, pp. 4-6.

Frontier Economics, Submission on the ACCC'’s draft decision on fixed line prices — A report prepared for
the competitive carriers coalition, iiNet and Optus, May 2015, p. 15.
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e The costs associated with transmission assets should be allocated on a per Mbps
basis and demand driven transmission should be allocated to non-regulated fixed line
services.

e The costs of empty or underutilised ducts should not be allocated to regulated fixed line
services, but treated as an NBN-related asset disposal.

e The costs associated with data services should reflect the likely usage of relevant
assets by Telstra’s NBN services — as the majority of core data assets are used by all
Telstra end-users irrespective of the access technology.

Frontier also referred to the WIK report and stated that corrections for diseconomies of scale
should apply to all costs.>*

Telstra submitted that it does not accept that it should be the only user of the fixed line network
that is required to bear the rising unit costs which result from the implementation by Telstra of
the Government’s NBN policy. Telstra disagrees with the Wik-Consult’s suggestions that
Telstra’s commercial arrangements with NBN Co either caused the NBN migration to occur, or
that they otherwise compensate Telstra for these diseconomies and transition costs. %

Transparency of Telstra’s proposed cost allocation framework

Submissions from Frontier’® and iiNet**® noted transparency issues in Telstra’s cost allocation
framework and stated concerns regarding procedural fairness in relation to Telstra’s
submission of its cost allocation framework.** Optus submitted that it supports the use of cost
allocators that reflect the reason for which costs are to be incurred or that reflect the level of
demand for the asset, while Telstra is Eroposing to use several cost allocators which are at
odds with the cost causation principle. % Telstra submitted that the ACCC and Analysys Mason
have approached Telstra for a considerable amount of further information since the draft
decision was published and they are willing to provide more information to verify the inputs for
the cost allocation framework.**®

Transmission costs

Transmission capacity costs were another issue raised by the stakeholders in their
submissions. Frontier stated that the regulated fixed line services are less likely to be a
demand driver for transmission investment as demand for these services is declining.307 Telstra
submitted that its capacity based approach to allocating transmission costs is highly
conservative and results in less costs being allocated to declared services comopared with the
approach previously adopted by the ACCC under the Analysys Mason model .3

General allocators

In order to respond to the ACCC'’s query regarding the general allocator for certain FLSM
assets, Telstra undertook further analysis to develop a specific allocator for CO09 (Core
network buildings and support) and compared this to the general allocator for that asset class.

390 Erontier Economics, Submission on the ACCC'’s draft decision on fixed line prices — A report prepared for
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5.4

5.4.1

Telstra found that the general allocator method used is reasonable and is likely to understate
the cost otherwise attributable to the declared fixed-line services.**

ACCC further draft decision

The ACCC reiterates its position from the draft decision that a fully allocated approach is an
appropriate approach for allocating the costs of Telstra’s fixed line network. It maintains its view
that a fully allocated approach is compatible with the building block methodology; is likely to
result in prices that reflect the relative cost of supplying declared fixed line services; and forms
an appropriate basis for accounting for NBN related impacts.

The ACCC engaged Analysys Mason to undertake the further assessment and verification of
Telstra’s cost allocation framework and to advise on assumptions and methodologies used in
the calculation of cost allocation factors. Analysys Mason provided a final report on its findings
and recommendations on 16 June 2015.%"

The ACCC'’s further draft decision on cost allocation is as follows:

e Telstra’s proposed cost allocation framework has been assessed by Analysys Mason.
Overall, Analysys Mason has found that the proposed cost allocation framework is
based on accurate and verifiable information; is based on reasonable assumptions and
calculation methods and reasonably reflects how fixed line assets are used by various
services. Subject to a number of specific changes recommended by Analysys Mason,
the ACCC intends to adopt Telstra’s proposed cost allocation framework as the starting
point for allocating costs to declared services over the next regulatory period.

e The ACCC will make further adjustments to cost allocation factors for 15 asset classes
to account for the loss of economies of scale caused by the migration of customers to
the NBN. As discussed in chapter 4, these adjustments will scale down allocation
factors for each asset class by the proportionate cost of NBN induced excess capacity.
This will ensure that higher costs associated with the migration to the NBN will not be
borne by remaining users of fixed line services. This approach aligns with general
recommendations made by Analysys Mason for addressing the issue of increasing
excess capacity caused by the NBN for assets that become progressively underutilised
as the NBN is rolled out. The size of the ACCC’s proposed adjustment to allocation
factors to account for costs of excess capacity caused by the NBN, is estimated by
reference to unit costs for each asset class that would result if NBN-induced under-
utilisation did not occur in accordance with the approach recommended by Analysys
Mason.

The remainder of this chapter provides further details on the key findings and
recommendations of Analysys Mason and the ACCC'’s further draft decision on the specific
recommendations of Analysys Mason for each asset class.

Analysys Mason report

The Analysys Mason report is broadly structured into two sections. The first section develops a
framework for assessing Telstra’s proposed CAF based on various principles. The second
section provides Analysys Mason’s specific findings and recommendations on each asset
class. *** The key points from the Analysys Mason report are summarised below.
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range of core asset classes.
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Framework for assessment

Analysys Mason’s framework for assessing Telstra’s proposed CAF is based on the long-term
interests of end-users (LTIE) objective of Part XI of the Competition and Consumer Act 2010
and the fixed principles relating cost allocation factors. The framework then incorporates the
five cost allocation principles used by Ofcom as an example of international best practice.
Ofcom’s cost allocation principles are cost causation, distribution of benefits, cost minimisation,
effective competition and practicality.>** Analysys Mason also provides a reconciliation between
Ofcom’s cost allocation principles, the LTIE objective and the fixed principles provisions.

Analysys Mason then presents a framework for allocating Telstra’s fixed line costs based on
these principles and the ACCC draft decision on the impacts of the NBN. Analysys Mason’s
framework broadly consists of the following steps:

e Assets that progressively become redundant as the NBN is rolled out should be
removed from the RAB through the asset disposal mechanism.

e Assets that are not made progressively redundant as the NBN is rolled out but that
become progressively underutilised should remain in the RAB, but the cost allocation
framework should allocate excess capacity appropriately.®*?

For the second group of assets under Analysys Mason’s framework, efficient costs would be
allocated across all appropriate services in line with the principles of cost causation, distribution
of benefits, cost minimisation, effective competition and practicality. Remaining costs would
reflect overcapacity or loss of economies of scale that even an efficient operator would incur.
The framework then provides for overcapacity (or loss of economies of scale) to be allocated in
the following two ways:

e Allocation by equi-proportional mark-up (EPMU) on current usage: Analysys Mason
recommends that this method be used in two instances. The first is when overcapacity
is not measurable or allocable. In this case, overcapacity cannot be attributed to a
particular identified service and should be considered a cost or benefit to all services.
The second is when overcapacity is measurable and allocable, but the overcapacity is
available to be used by any party (or service).

e Allocation to single party or service: Analysys Mason recommends that allocation of
excess capacity to a single party be made if only that single party or service can use
the capacity. In this case the party or service that has the right to use the overcapacity
should bear that cost. In the case of overcapacity caused by the NBN, that party (or
service) could be ‘Telstra Corporate’ or ‘NBN-Telstra agreement’ cost centre rather
than to Telstra fixed line services, if the benefit is not specific to fixed line services.
Although there is explicit NBN use of infrastructure, NBN services do not make use of
overcapacity, since the NBN lease payments only pay for the right to use defined
guantities of Telstra assets which are transferred or leased to it. It is not the NBN
services that cause the overcapacity as such, but rather the nature of Telstra’s
arrangements with NBN. Analysys Mason recommend that an allocation of
overcapacity to a single party only be made if the overcapacity is measurable and
allocable (if it is not then an EPMU should be used).

Analysys Mason further provides two ways for measuring overcapacity.

e Average costing: each service pays for its own use according to its use of the capacity,
and the remaining cost is the spare capacity. Analysys Mason suggest that this
approach may result in the calculated cost of overcapacity being high even if the
incremental cost of the spare capacity is low.

312 Ofcom, http://www.ofcom.org.uk/static/archive/oftel/ind_info/numbering/mnpdetre.pdf , pp. 5-6.
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Incremental costing: the cost of spare capacity is the difference between the total cost
of the assets and the cost of the assets that would have zero spare capacity. Analysys
Mason suggest that this approach may be difficult to implement, since it requires
extensive data on costs and capacities in scenarios with and without the spare capacity
in place.

Recommendations on specific asset classes

Analysys Mason has also provided an assessment for each of the 22 asset classes. Analysys
Mason’s specific recommendations on each asset class relate to the verification of inputs into
Telstra’s proposed cost allocation framework and assumptions and methodologies used to
determine forecast usage by the various services that use Telstra’s fixed line assets.

For 10 out the 22 asset classes, Analysys Mason has found that the inputs into the calculation
of cost allocation factors could be verified to a reasonable degree of satisfaction and are
reasonable. For the remaining 12 asset classes, Analysys Mason has recommended the
following adjustments:

CAO01: Ducts and pipes — Analysys Mason identified some limitations to the approach
taken by Telstra to produce the cost allocation factors for this asset class and
recommended some amendments.*** Forecasts used in the calculation of cost
allocation factors assume that ducts and pipes in NBN areas where fibre-to-the-
premise or fibre-to-the-distribution point (FTTP/dp) or hybrid fibre-coaxial (HFC) is
deployed will continued to be used for fixed line services. Analysys Mason suggested
that there should be a commensurate deduction in the fixed line use where FTTP/dp or
HFC is deployed. Analysys Mason produced amended forecast fixed line use to deduct
the growth in FTTP/dp and NBN HFC duct usage. Analysys Mason has also
recommended that fixed line duct usage should be reduced by [c-i-c starts |l [c-i-c
ends] for every 1m of duct usage by NBN Co in FTTP/dp, FTTN or HFC to reflect the
relatively larger duct usage requirement for the fixed line network compared to the
NBN.

CAO08: Network land and CA09: Network buildings/support - Telstra applies a land
value modification to asset classes CO07, CO08 and COO09. This reflects the higher
value of exchange space in urban areas than in outlying areas, based on a land
valuation exercise carried out by PwC in 2007. Analysys Mason agrees that this
approach is logical and for reasons of consistency recommends that the land value
modification is also applied to asset classes CA08 and CA09.%"

COO01: Switching equipment (local) - The port component of local switching assets is
scalable while the remaining traffic-driven component is not scalable. In Telstra’s asset
register, a large category [c-i-c starts

I (c-i-c ends] is allocated to the traffic driven category. Analysys Mason
recommends that [c-i-c starts] I [c-i-Cc ends] of the asset class value should
be removed through the asset disposal mechanism. Therefore, the port-traffic
distinction should be removed from the CAF and the calculation that allocates port-
driven costs should be removed. This should leave the calculation that allocated the
traffic driven component on the basis of SIOs.

CO002: Switching equipment (trunk) and CO03: Switching equipment (other) - As the
legacy switching equipment can be reused by subscribers who have been migrated to
the NBN access network with the use of trunk gateways, Analysys Mason recommends
maintaining the use of MOU as the basis for the allocation and modifying the forecast
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used to keep the volume of PSTN subscribers broadly constant (e.g. pre NBN
forecast).*®

e COO04: Inter-exchange cables — Analysys Mason recommends that the platform
allocation should be updated using March 2015 NDSD platform allocation data. This
will enable the extrapolation from a one-year period rather than a six-month period.

e COO05 : Transmission equipment — Analysys Mason recommends rebasing the
transmission technology distribution in order to keep the ‘other’ category constant,
whilst the remaining categories vary as per the current approach.

e COO07: Other communications plant and equipment/ CO08: Network land/ CO09 :
Network buildings/support — Analysys Mason recommends reviewing the rack usage
forecasts when the CAF is updated to ensure that it takes account of the latest
available information. Analysys Mason also suggests keeping the TEBA rack forecast
static at 2013/14 levels.

e CO012: Data equipment — Analysys Mason recommends allocating subscriber and
throughput driven components separately. According to Analysys mason, it would be
more in line with principles of cost causation to base cost allocation of this asset class
on metrics like routers, switches, software licences etc. rather than only subscribers.

Analysys Mason has also identified some particular asset classes where increasing excess
capacity caused by the NBN is likely to be an issue. It has not provided any specific
recommendations on how adjustments to cost allocation factors to address the issue of
overcapacity should be implemented for these asset classes, but has provided suggestions for
how such adjustments could be made.

ACCC response to Analysys Mason recommendations on
specific asset classes

For the 10 asset classes that Analysys Mason has not recommended any specific changes, the
ACCC proposes to adopt Telstra’s proposed cost allocation factors either without modification,
or as a starting point for adopting further adjustments to account for the loss of economies of
scale caused by the NBN, as discussed in chapter 4.

In relation to the 12 asset classes where Analysys Mason has made specific recommendations,
the ACCC positions for this further draft decision are as follows:

e CAO01: Ducts and pipes — the ACCC considers that Analysys Mason’s
recommendations to scale down fixed line use of ducts and pipes in NBN FTTP/dp and
HFC areas in line with the NBN rollout are appropriate. The ACCC considers these
changes are necessary to ensure that use of ducts and pipes by relevant services
during and following the NBN rollout in FTTP/dp and HFC areas is appropriately
reflected. It also considers that these changes are required for consistency with the
ACCC'’s position of removing copper cables from the RAB as asset disposals in
FTTP/dp and HFC areas. The ACCC also proposes to reduce fixed line use in FTTP/dp
and HFC areas by the [c-i-c starts i [c-i-c ends] ratio to FTTP/dp and HFC rollout,
as recommended by Analysys Mason. The ACCC considers that this adjustment will
result in more appropriate measures of duct usage by the NBN compared to the fixed
line network.

e CAO08: Network land and CA09: Network buildings and support — Analysys Mason has
recommended that land value modifications be adopted to achieve consistency with the
corresponding asset classes in the core access network (CO08 and CO09). The ACCC
considers that this modification is likely to provide a better representation of the value

3% ibid, pp. 50-51.
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of these assets used in different areas by various services. Given the information is
available to make this adjustment and will result is a more accurate measure of use,
the ACCC considers that the adjustment should be made where possible.

COO01: Local switching equipment — The ACCC agrees with Analysys Mason’s
recommended change in the split between port driven and traffic driven local switching
equipment, as the asset register item identified by Analysys Mason does not appear to
be attributable to either port driven or traffic driven equipment. The ACCC agrees in
principle with removing the port/traffic distinction in the cost allocation framework if port
driven assets are removed from the RAB as the NBN is rolled out. However, given this
process will be gradual and port driven assets will remain in use over the regulatory
period, the ACCC considers the port/traffic distinction should be retained.

CO002: Switching equipment (trunk) and CO03: Switching equipment (other) — the
ACCC'’s agrees with Analysys Mason about Telstra’s use of trunk and other switching
equipment for NBN-based voice services. The ACCC agrees that maintaining a more
stable (pre-NBN) forecasts of traffic could better reflect how these assets are likely to
be used over the regulatory period. However, since the ACCC will apply a loss of
economies of scale adjustment for this asset class (an alternative method suggested
by Analysys Mason for these asset classes) the ACCC considers it appropriate to
maintain Telstra’s forecasts as proposed.

CO04: Inter-exchange cables — the ACCC notes Analysys Mason’s recommendation to
update platform allocations for this asset class to reflect updated information from
March 2015. Although inter-exchange cables is a material asset class, the ACCC notes
that only a small proportion is allocated to fixed line services. The ACCC considers that
the inclusion of one additional data point to determine platform allocations will not result
in a material change to the proportion of costs allocated to declared fixed line services.
As such, the ACCC proposes to adopt the platform allocations for this asset class as
proposed by Telstra.

COO05: Transmission equipment — the ACCC proposes to adopt Analysys Mason’s
recommendations to keep the platform allocation to ‘other’ transmission equipment
constant at current levels over the regulatory period. The ACCC agrees that the
proportion of other transmission equipment is not likely to increase significantly over
the regulatory period considering its role in supporting the primary PDH, SDH and
WDM transmission platforms.

COO07: Other communications plant and equipment, CO08: Network land, CO09:
Network buildings and support — the ACCC agrees with Analysys Mason’s
recommendation to maintain TEBA demand forecasts at current levels. The ACCC
considers that it is reasonable to assume no change in access seeker demand for rack
space over the regulatory period in light of constant forecasts for Telstra racks.

CO12: Data equipment — the ACCC does not propose to distinguish between scalable
and non-scalable data equipment. Although there is likely to be certain data equipment
that will be more responsive to changes in demand than others, the ACCC does not
consider there is sufficient information available to make this distinction. In the absence
of this information, the ACCC will treat data equipment as assets that become
progressively more redundant as the migration to the NBN continues.
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A.3
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A.5

Appendix A: Relevant legislative framework for
final access determinations

This section sets out the relevant legislative framework in relation to final access
determinations (FADs).

Content of final access determinations

Section 152BC of the CCA specifies what an FAD may contain. It includes, among other things,
terms and conditions on which a carrier or carriage service provider (CSP) is to comply with the
SAOs and terms and conditions of access to a declared service.

An FAD £r117ay make different provisions with respect to different access providers or access
seekers.

Fixed principles provisions

An FAD may contain a fixed principles provision, which allows a provision in an FAD to have an
expiry date after the expiry date of the FAD.*'® Such a provision allows the ACCC to ‘lock-in’ a
term so that it would be consistent across consecutive FADSs.

Varying final access determinations

Section 152BCN allows the ACCC to vary or revoke an FAD, provided that certain procedures
are followed.

A fixed principles provision cannot be varied or removed unless the FAD sets out the

circumstgrgces in which the provision can be varied or removed, and those circumstances are
1

present.

Commencement and expiry provisions
Section 152BCF of the CCA sets out the commencement and expiry rules for FADs.

An FAD must have an expiry date, which should align with the expiry of the declaration for that
service unless there are circumstances that warrant a different expiry date.’*

Matters to consider when making FADs

The ACCC must have regard to the matters specified in subsection 152BCA(1) of the CCA
when making an FAD. These matters are:

(a) whether the determination will promote the LTIE of carriage services or services
supplied by means of carriage services

(b) the legitimate business interests of a carrier or CSP who supplies, or is capable of
supplying, the declared service, and the carrier’s or provider’s investment in facilities
used to supply the declared service

(c) the interests of all persons who have rights to use the declared service
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(d) the direct costs of providing access to the declared service
(e) the value to a person of extensions, or enhancement of capability, whose cost is borne
by someone else
(f) the operational and technical requirements necessary for the safe and reliable
operation of a carriage service, a telecommunications network or a facility, and
(g) the economically efficient operation of a carriage service, a telecommunications
network or a facility.
The subsection 152BCA(1) matters reflect the repealed subsection 152CR(1) matters that the
ACCC was required to take into account in making a final determination (FD) in an access
dispute. The ACCC interprets the subsection 152BCA(1) matters in a similar manner to the
approach taken in access disputes.

Subsection 152BCA(2) sets out other matters that the ACCC may take into account in making
FADs in certain circumstances.

Subsection 152BCA(3) allows the ACCC to take into account any other matters that it thinks
are relevant.

The ACCC’s views on how the matters in section 152BCA should be interpreted for the FAD
process are set out below.

Paragraph 152BCA(1)(a)

The first matter for the ACCC to consider when making an FAD is ‘whether the determination
will promote the long-term interests of end-users of carriage services or of services supplied by
means of carriage services’.

The ACCC has published a guideline explaining what it understands b3y the phrase ‘long-term
interests of end-users’ in the context of its declaration responsibilities. ! This approach to the
LTIE was also used by the ACCC in making determinations in access disputes. The ACCC
considers that the same interpretation is appropriate for making FADs for the declared fixed
line services.

In the ACCC'’s view, particular terms and conditions promote the interests of end users if they
are likely to contribute towards the provision of:

® goods and services at lower prices
e goods and services of a high quality, and/or

e agreater diversity of goods and services.*?

The ACCC also notes that the Australian Competition Tribunal (Tribunal) has offered guidance
in its interpretation of the phrase ‘long-term interests of end-users’ (in the context of access to
subscription television services):

Having regard to the legislation, as well as the guidance provided by the Explanatory Memorandum, it
is necessary to take the following matters into account when applying the touchstone — the long-term
interests of end-users:

* End-users: “end-users” include actual and potential [users of the service]...

* Interests: the interests of the end-users lie in obtaining lower prices (than would otherwise be the
case), increased quality of service and increased diversity and scope in product offerings. ...[T]his
would include access to innovations ... in a quicker timeframe than would otherwise be the case ...

321 ACCC, Telecommunications services — declaration provisions: a guide to the declaration provisions of Part

XIC of the Trade Practices Act, July 1999, in particular pp. 31-38.
%22 ibid., p. 33.
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* Long-term: the long-term will be the period over which the full effects of the ... decision will be felt.
This means some years, being sufficient time for all players (being existing and potential competitors
at the various functional stages of the ... industry) to adjust to the outcome, make investment
decisions and implement growth — as well as entry and/or exit — strategies.**

To consider the likely impact of particular terms and conditions on the LTIE, the CCA requires
the ACCC to have regard to whether the terms and conditions are likely to result in:

e promoting competition in markets for carriage services and services supplied by
means of carriage services

e achieving any-to-any connectivity, and

e encouraging the economically efficient use of, and economically efficient investment
in:

e the infrastructure by which listed carriage services are supplied, and

e any other infrastructure by which listed services are, or are likely to become,
capable of being supplied.***

Promoting competition

In assessing whether particular terms and conditions will promote competition, the ACCC
analyses the relevant markets in which the declared services are supplied (retail and
wholesale) and considers whether the terms set in those markets remove obstacles to end-
users gaining access to telephony and broadband services.**

Obstacles to accessing these services include the price, quality and availability of the services
and the ability of competing providers to provide telephony and broadband services.

The ACCC is not required to precisely define the scope of the relevant markets in which the
declared services are supplied. The ACCC considers that it is sufficient to broadly identify the
scope of the relevant markets likely to be affected by the ACCC’s regulatory decisions.

The ACCC'’s view is that the relevant markets for the purpose of making FADs for the declared
fixed line services are:

e the market for the retail and wholesale supply of voice services (excluding Voice over
Internet Protocol (VolP) and mobile originated calls)

e the market for the retail and wholesale supply of broadband, and
e the market for the retail supply of a bundle of voice and broadband services.
Any-to-any connectivity

The CCA gives guidance on how the objective of any-to-any connectivity is achieved. It is
achieved only if each end-user who is supplied with a carriage service that involves
communication between end-users is able to communicate, by means of that service, with each

323
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Seven Network Limited (No 4) [2004] ACompT 11 at [120].

Subsection 152AB(2) of the CCA.

Subsection 152AB(4) of the CCA. This approach is consistent with the approach adopted by the Tribunal in
Telstra Corporations Limited (No 3) [2007] A CompT 3 at [92]; Telstra Corporation Limited [2006] A CompT
at [97], [149].
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other end-user who is supplied with the same service or a similar service. This must be the
case whether or not the end-users are connected to the same telecommunications network.**

The ACCC considers that this matter is relevant to ensuring that the terms and conditions
contained in FADs do not create obstacles for the achievement of any to any connectivity.

Efficient use of and investment in infrastructure

In determining the extent to which terms and conditions are likely to encourage the
economically efficient use of and investment in infrastructure, the ACCC must have regard to:

e whetheritis, or is likely to become, technically feasible for the services to be supplied
and charged for, having regard to:

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

e whether the costs involved in supplying and charging for, the services are
reasonable or likely to become reasonable, and

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

e the legitimate commercial interests of the supplier or suppliers of the services,
including the ability of the supplier or suppliers to exploit economies of scale and
scope

e incentives for investment in the infrastructure by which services are supplied; and any
other infrastructure (for example, the NBN) by which services are, or are likely to
become, capable of being supplied, and

e therisks involved in making the investment.**’

The objective of encouraging the ‘economically efficient use of and economically efficient
investment in ... infrastructure’ requires an understanding of the concept of economic efficiency.
Economic efficiency consists of three components:

e productive efficiency — this is achieved where individual firms produce the goods and
services that they offer at least cost

e allocative efficiency — this is achieved where the prices of resources reflect their
underlying costs so that resources are then allocated to their highest valued uses (i.e.,
those that provide the greatest benefit relative to costs), and

e dynamic efficiency — this reflects the need for industries to make timely changes to
technology and products in response to changes in consumer tastes and in productive
opportunities.

On the issue of efficient investment, the Tribunal has stated that:

An access charge should be one that just allows an access provider to recover the costs of efficient
investment in the infrastructure necessary to provide the declared service.*?®

Subsection 152AB(8) of the CCA.
Subsections 152AB(6) and (7A) of the CCA.
Telstra Corporation Ltd (No. 3) [2007] ACompT 3 at [159].
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A.5.2

A.5.3

...efficient investment by both access providers and access seekers would be expected to be
encouraged in circumstances where access charges were set to ensure recovery of the efficient costs
of investment (inclusive of a normal return on investment) by the access provider in the infrastructure
necessary to provide the declared service.®*

...access charges can create an incentive for access providers to seek productive and dynamic
efficiencies if access charges are set having regard to the efficient costs of providing access to a
declared service.**°

Paragraph 152BCA(1)(b)

The second matter requires the ACCC to consider ‘the legitimate business interests’ of the
carrier or CSP when making an FAD.

In the context of access disputes, the ACCC considered that it was in the access provider’s
legitimate business interests to earn a normal commercial return on its investment.*** The
ACCC is of the view that the concept of ‘legitimate business interests’ in relation to FADs
should be interpreted in a similar manner, consistent with the phrase ‘legitimate commercial
interests’ used elsewhere in Part XIC of the CCA.

For completeness, the ACCC notes that it would be in the access provider’s legitimate
business interests to seek to recover its costs as well as a normal commercial return on
investment having regard to the relevant risk involved. However, an access price should not be
inflated to recover any profits the access provider (or any other party) may lose in a dependent
market as a result of the provision of access.**

The Tribunal has taken a similar view of the expression ‘legitimate business interests’.3*

Paragraph 152BCA(1)(c)

The third matter requires the ACCC to consider ‘the interests of all persons who have the right
to use the service’ when making an FAD.

The ACCC considers that this matter requires it to have regard to the interests of access
seekers. The Tribunal has also taken this approach.®** The access seekers’ interests would not
be served by higher access prices to declared services, as it would inhibit their ability to
compete with the access provider in the provision of retail services.**®

People who have rights to currently use a declared service will generally use that service as an
input to supply carriage services, or a service supplied by means of carriage service, to end-
users.

The ACCC considers that this class of persons has an interest in being able to compete for the
custom of end-users on the basis of their relative merits. This could be prevented from
occurring if terms and conditions of access favour one or more service providers over others,
thereby distorting the competitive process.**

329

ibid. at [164].
330

ibid.

ACCC, Resolution of telecommunications access disputes — a guide, March 2004 (revised) (Access
Dispute Guidelines), p. 56.

ACCC, Access pricing principles—telecommunications, July 1997 (1997 Access Pricing Principles), p. 9.
Telstra Corporation Limited [2006] ACompT 4 at [89].

Telstra Corporation Limited [2006] ACompT 4 at [91].

ibid.

ibid.
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A.5.4

A.5.5

A.5.6

However, the ACCC does not consider that this matter calls for consideration to be given to the
interests of the users of these ‘downstream’ services. The interests of end users will already be
considered under other matters.

Paragraph 152BCA(1)(d)

The fourth matter requires the ACCC to consider ‘the direct costs of providing access to the
declared service’ when making an FAD.

The ACCC considers that the direct costs of providing access to a declared service are those
incurred (or caused) by the provision of access.

The ACCC interprets this matter, and the use of the term ‘direct costs’, as allowing
consideration to be given to a contribution to indirect costs. This is consistent with the
Tribunal’s approach in an undertaking decision.**’ A contribution to indirect costs can also be
supported by other matters.

However, the matter does not extend to comg)ensation for loss of any ‘monopoly profit’ that
occurs as a result of increased competition.3 8

The ACCC also notes that the Tribunal (in another undertaking decision) considered the direct
costs matter ‘is concerned with ensuring that the costs of providing the service are
recovered.”** The Tribunal has also noted that the direct costs could conceivably be allocated
(and hence recovered) in a number of ways and that adopting any of those approaches would
be consistent with this matter.3*

Paragraph 152BCA(1)(e)

The fifth matter requires that the ACCC consider ‘the value to a party of extensions, or
enhancements of capability, whose cost is borne by someone else’ when making an FAD.

In the 1997 Access Pricing Principles, the ACCC stated that this matter:

...requires that if an access seeker enhances the facility to provide the required services, the access
provider should not attempt to recover for themselves any costs related to this enhancement. Equally,
if the access provider must enhance the facility to provide the service, it is legitimate for the access
provider to incorporate some proportion of the cost of doing so in the access price.3*!

The ACCC considers that this application of paragraph 152BCA(1)(e) is relevant to making
FADs.

Paragraph 152BCA(1)(f)

The sixth matter requires the ACCC to consider ‘the operational and technical requirements
necessary for the safe and reliable operation of a carriage service, a telecommunications
network or a facility’ when making an FAD.

The ACCC considers that this matter requires that terms of access should not compromise the
safety or reliability of carriage services and associated networks or facilities, and that this has
direct relevance when specifying technical requirements or standards to be followed.

337
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Application by Optus Mobile Pty Limited and Optus Networks Pty Limited [2006] ACompT 8 at [137].

See Explanatory Memorandum for the Trade Practices Amendment (Telecommunications) Bill 1996, p. 44:
[T]he ‘direct’ costs of providing access are intended to preclude arguments that the provider should be
reimbursed by the third party seeking access for consequential costs which the provider may incur as a
result of increased competition in an upstream or downstream market.

Telstra Corporation Limited [2006] ACompT 4 at [92].
ibid. at [139].
ACCC, 1997 Access Pricing Principles, p. 11.
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A.5.7

A.5.8

The ACCC has previously stated in the context of model non-price terms and conditions, it is of
the view that:

...this consideration supports the view that model terms and conditions should reflect the safe and
reliable operation of a carriage service, telecommunications network or facility. For instance, the model
non-price terms and conditions should not require work practices that would be likely to compromise
safety or reliability.>*?

The ACCC considers that these views will apply in relation to paragraph 152BCA(1)(f) for the
making of FADs.

Paragraph 152BCA(1)(g9)

The final matter of subsection 152BCA(1) requires the ACCC to consider ‘the economically
efficient operation of a carriage service, a telecommunications network facility or a facility’ when
making an FAD.

The ACCC noted in the Access Dispute Guidelines (in the context of arbitrations) that the
phrase ‘economically efficient operation’ embodies the concept of economic efficiency as
discussed earlier under the LTIE. That is, it calls for a consideration of productive, allocative
and dynamic efficiency. The Access Dispute Guidelines also note that in the context of a
determination, the ACCC may consider whether particular terms and conditions enable a
carriage service, telecommunications network or facility to be operated efficiently.343

Consistent with the approach adopted by the Tribunal, the ACCC considers that in applying this
matter, it is relevant to consider the economically efficient operation of:

e retail services provided by access seekers using the access provider’s services or by
the access provider in competition with those access seekers, and

e the telecommunications networks and infrastructure used to supply these services.**

Subsection 152BCA(2)

Subsection 152BCA(2) provides that, in making an AD that applies to a carrier or CSP who
supplies, or is capable of supplying, the declared services, the ACCC may, if the carrier or
provider supplies one or more eligible services,** take into account:

e the characteristics of those other eligible services
e the costs associated with those other eligible services
e the revenues associated with those other eligible services, and

e the demand for those other eligible services.

The Explanatory Memorandum states that this provision is intended to ensure that the ACCC,
in making an AD, does not consider the declared service in isolation, but also considers other
relevant services.** As an example, the Explanatory Memorandum states:
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ACCC, Final Determination — Model Non-price Terms and Conditions, November 2008, p. 8.
ACCC, Access Dispute Guidelines, p. 57.

Telstra Corporation Limited [2006] ACompT at [94]-[95].

‘Eligible service’ has the same meaning as in section 152AL of the CCA.

Explanatory Memorandum, Telecommunications Legislation Amendment (Competition and Consumer
Safeguards) Bill 2010, p. 178.
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...when specifying the access price for a declared service which is supplied by an access provider
over a particular network or facility, the ACCC can take into account not only the access provider’s
costs and revenues associated with the declared service, but also the costs and revenues associated
with other services supplied over that network or facility.>*”

The ACCC proposes to consider the costs and revenues associated with other services—

whether declared or not declared—that are provided over Telstra’s network when making FADs
for the declared fixed line services.

A.5.9 Subsection 152BCA(3)

This subsection states the ACCC may take into account any other matters that it thinks are
relevant when making an FAD.

The ACCC is of the view that considerations of regulatory certainty and consistency will be
important when setting the terms and conditions of the FADs.

The ACCC also considers that it should have regard to:

e jts previous decisions in relation to the fixed line services (both arbitrations and access
determinations)

e consultation documents and submissions in response to those documents

e information provided to the ACCC by Telstra under RKRs.

These considerations and documents do not limit the matters that the ACCC may have regard
to when making the FADs for the declared fixed line services.

ibid.
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Appendix B: Summary of submissions

Telstra submission documentation

Telstra, Final Access Determinations (FADs) Inquiry — additional information in response to
information request under the BBM RKR, February 2014.

Telstra, Cost Allocation Framework for the ACCC Fixed Line Services Model, Version 1.3, June
2015.

Telstra, Cost Allocation Framework for the ACCC Fixed Line Services Model - Framework and
Model Guide, Version 1, July 2014.

Telstra, Forecast Model v 1.05 Framework and Guide to Forecast Assumptions, October 2014.

Telstra, Fixed Services Forecast Model, v1.1, Jan2015.

Telstra, Public inquiry into final access determinations for fixed line services—primary prices
(confidential version), 12 March 2015.

Telstra, Public inquiry into final access determinations for fixed line services — primary prices,
Response to Draft Decision, 1 May 2015.

Telstra, Fixed Services Forecast Model, v1.2, May 2015.

Telstra responses to requests for information

Telstra, Fixed Line Services final access determination inquiry: ACCC request for information,
30 January 2015.

Telstra, Amendments to the Fixed Line Services Model, 6 February 2015.

Telstra, Calculating the FLSM share of Operations Business Unit Support — Deriving a Mark-up
ratio, 23 February 2015.

Telstra, Further explanation of FY2014 operating costs identified as relevant to the FLSM,
March 2015.

Telstra, Fixed line services final access determination inquiry: ACCC request for information, 5
March 2015.

NERA, The Comparative Efficiency of Telstra: A Report for Telstra, April 2015.

KPMG, Gilbert and Tobin, The basis for determining Telstra’s base year operating expenditure
for fixed line services, April 2015.

Keith Lockey, The basis of accounting for disposals of assets in Telstra’s regulatory asset base
for fixed line services, April 2015.

Jeff Balchin, Response to the ACCC Draft Decision on the impact of the NBN for Final Access
Determinations for Fixed Line Services, April 2015.

[c-i-c start] GG (C--C end]
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[c-i-c start] G (c-i-Cc end]

Other stakeholders

Frontier Economics, Submission on the ACCC'’s draft decision on fixed line prices, A Report
Prepared For the Competitive Carries Coalition, iiNet and Optus, May 2015.

Optus, Submission in response to ACCC Draft Decision, Public Inquiry into final access
determinations for fixed line services — primary price terms, April 2015.

iiNet, Public inquiry into final access determinations for fixed line services — primary price
terms, Draft Decision, March 2015.
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C.2

Appendix C: Fixed principles provisions

Introduction

The ACCC set fixed principles provisions in the 2011 fixed line services FADs. These fixed
principle provisions were updated in the 2013 Wholesale ADSL FAD to reflect the inclusion in
the regulatory asset base (RAB) of assets used to supply that service and not included in the
RAB at the time of the 2011 FADs.

The ACCC draft decision does not include any amendments to the fixed principles provisions it
made for the 2011 and 2013 FADs. The fixed principles provisions included in the 2013
Wholesale ADSL FAD are reproduced below.

Fixed principles provisions

6.1 This clause 6 sets out fixed principles provisions that apply to the FAD contained in this
document.

6.2 The FAD contained in this document must not be varied so as to alter or remove any of
the fixed principles provisions in this clause 6 except when the ACCC is satisfied that:
(@) there is a manifest and material error in these fixed principles provisions;

(b) anyinformation on which these fixed principles provisions was based was false or
misleading in a material respect; or

(c) such amendment or adjustment is necessary or desirable to avoid an unintended
consequence of these fixed principles provisions.

6.3A The below fixed principles provisions come into force in relation to the Wholesale ADSL
service on 29 May 2013.

6.4 The nominal termination date for the fixed principles provisions is 30 June 2021.

6.5A The opening regulatory asset base (RAB) for the calculation of prices for the Wholesale
ADSL service is:

(8) as per clause 6.5 of the FADs dated 20 July 2011 (as varied from time to time),
rolled forward to 1 July 2012 in accordance with clause 6.7 of the FADs dated 20
July 2011; and

(b) the asset class data equipment which is $1,094,008,824 as at 1 July 2012 (in
nominal terms).

6.6A The opening tax asset value for the calculation of prices for the Wholesale ADSL service
is:

(@) as per clause 6.6 of the FADs dated 20 July 2011 (as varied from time to time),
rolled forward to 1 July 2012 in accordance with clause 6.7 of the FADs dated 20
July 2011; and

(b) the asset class data equipment which is $1,086,735,207 as at 1 July 2012 (in
nominal terms).

6.7 Roll-forward mechanism

(@8 The RAB is to be rolled forward each year according to the formula below:
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6.8

6.9

6.10

RAB,.; = RAB, + capex, — depreciation, — asset disposals,
where RAB,.; = opening RAB for the next regulatory year
RAB; = opening RAB for the current year

capex; = forecast capital expenditure during the current year
depreciation, = regulatory depreciation during the current year
asset disposals; = asset disposals during the current year

(b) Land asset values will be indexed by the Consumer Price Index (CPI) where it is
available or by the forecast for the CPI used in the Fixed Line Services Model
(FLSM) where actual CPI is not available. This will account for appreciation over
time in land values.

(c) Toroll forward RAB values in nominal terms, any variables that are specified in real
terms will be indexed by the actual CPI where it is available or by the forecast for
the CPI used in the FLSM where the actual CPI is not available.

(d) Any variables that are specified in nominal terms will not be indexed, with the
exception of land values as specified above.

(e) Inthese fixed principles provisions ‘the FLSM’ means the FLSM as it may be varied
from time to time or similar model used by the ACCC for the calculation of prices
for the relevant declared services.

The annual revenue requirement for each regulatory period will comprise:

(@) areturn on the RAB calculated by multiplying the Weighted Average Cost of Capital
(WACC) by the opening RAB for the regulatory year;

(b) areturn of the RAB, that is regulatory depreciation, for that regulatory year;

(c) operating expenditure forecast to be incurred in that regulatory year; and

(d) an allowance for tax liabilities.

Under a building block model (BBM) approach, forecast operating expenditures should
reflect prudent and efficient costs. The following matters are relevant to whether forecast
operating expenditures reflect prudent and efficient costs:

(a) the access provider’s level of operating expenditure in the previous regulatory
period;

(b) reasons for proposed changes to operating expenditure from one regulatory period
to the next regulatory period;

(c) anyrelevant regulatory obligations, or changes to such obligations, applicable to
providing the relevant declared fixed line services; and

(d) any other matters relevant to whether forecast operating expenditures reflect
prudent and efficient costs.

Under a BBM approach, forecast capital expenditures should reflect prudent and efficient
costs. The following matters are relevant to whether capital expenditure forecasts reflect
prudent and efficient costs:

(@) the access provider’s level of capital expenditure in the previous regulatory period;

(b) reasons for proposed changes to capital expenditure from one regulatory period to
the next regulatory period;

97



6.11

6.12

6.13

6.14

6.15

(c) whether the access provider's asset management and planning framework reflects
best practice;

(d) any relevant regulatory obligations, or changes to such obligations, applicable to
providing the relevant declared fixed line services; and

(e) any other matters relevant to whether forecast capital expenditures reflect prudent
and efficient costs.

Demand forecasts should:
(@) be based on an appropriate forecasting methodology;
(b) be based on reasonable assumptions about the key drivers of demand,;

(c) be determined utilising the best available information before the ACCC, including
historical data that can identify trends in demand; and

(d) be determined taking into account current demand and economic conditions.
Weighted average cost of capital

(@) Avanilla WACC is used to estimate the return on capital.

(b)  The cost of equity is estimated using the Capital Asset Pricing Model.

Tax liabilities

(@) The tax rate used in estimating tax liabilities in the FLSM will be set equal to the
corporate tax rate specified in subsection 23(2) of the Income Tax Rates Act 1986
(Cth) as amended from time to time.

Cost allocation factors

(@) The allocation of the costs of operating the PSTN should reflect the relative usage
of the network by various services.

(b)  Direct costs should be attributed to the service to which they relate.
The cost allocation factors for shared costs should reflect causal relationships
between supplying services and incurring costs.

(¢) No cost should be allocated more than once to any service

(d) The determination of cost allocation factors should reflect the principles in 6.14 (a)
— (c) above except where reliable information is not available to support the
application of the principles.

The matters set out in the fixed principles provisions at clauses 6.7 — 6.14 inclusive are
subject to assessment, calculation, implementation and/or application, as relevant, by the
ACCC in making interim and final access determinations for the relevant declared
services.
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D.1

D.2

D.3

D.4

Appendix D: Description of the declared fixed
line services

The following are service descriptions to the seven declared fixed line services. Declaration to
ULLS, LSS, WLR, LCS, FOAS and FTAS took effect on 1 August 2014 and expires on 31 July
2019.**® Declaration to wholesale ADSL took effect on 14 February 2012 and expires on 13
February 2017.%*°

More information on service declarations are available from the ACCC’s website
Www.accc.gov.au.

Unconditioned local loop service

The unconditioned local loop service is the use of unconditioned communications wire between
the boundary of a telecommunications network at an end-user’s premises and a point on a
telecommunications network that is a potential point of interconnection located at or associated
with a customer access module and located on the end-user side of the customer access
module.

Line sharing service

The line sharing service is the use of the non-voiceband frequency spectrum of unconditioned
communications wire (over which wire an underlying voiceband PSTN service is operating)
between the boundary of a telecommunications network at an end-user’s premises and a point
on a telecommunications network that is a potential point of interconnection located at, or
associated with, a customer access module and located on the end-user side of the customer
access module.

Wholesale line rental

The wholesale line rental service is a line rental telephone service which allows an end-user to
connect to a carrier or carriage service provider’s public switched telephone network, and
provides the end-user with:

(a) an ability to make and receive any 3.1khz bandwidth calls (subject to any conditions
that might apply to particular types of calls), including, but not limited to, local calls,
national and international long distance calls; and

(b) atelephone number

however, the wholesale line rental service does not include services where the connectivity
between the end-user and the carrier or carriage service provider’'s network is provided in
whole or in part by means of a Layer 2 bitstream service that is supplied by an NBN
corporation.

Local carriage service

The local carriage service is a service for the carriage of telephone calls from customer
equipment at an end-user’s premises to separately located customer equipment of an end-user
in the same standard zone, however, the local carriage service does not include services
where the connectivity between the end-user and the carrier or carriage service provider's
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ACCC, Public Inquiry into the fixed line services declarations, Final Report, April 2014, pp 66-79.
ACCC, Declaration under section 152AL(3) of the Competition and Consumer Act 2010, Wholesale ADSL
service declaration.
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D.5

D.6

D.7

network is provided in whole or in part by means of a Layer 2 bitstream service that is supplied
by an NBN corporation.

Fixed originating access service

(The fixed originating access service is) an access service for the carriage of telephone calls
(i.e. voice, data over the voice band) to a Point of Interconnect (POI) from end-customers
assigned numbers from the geographic number ranges of the Australian Numbering Plan and
directly connected to the access provider’'s network.

For the avoidance of doubt, the service also includes a service for the carriage of telephone
calls from customer equipment at an end-user’s premises to a POI, or potential POI, located at
or associated with a local switch (being the switch closest to the end-user making the
telephone call) and located on the outgoing trunk side of the switch.

Fixed terminating access service

(The fixed terminating access service) is an access service for the carriage of telephone calls
(i.e. voice, data over the voice band) from a POI to end-customer assigned numbers from the
geographic number ranges of the Australian Numbering Plan and directly connected to the
access provider’'s network.

For the avoidance of doubt, the service also includes a service for the carriage of telephone
calls from a POI, or potential POI, located at or associated with a local switch and located on
the incoming trunk side of the switch to customer equipment at an end-user’s premises.

Wholesale asymmetric digital subscriber line

The wholesale asymmetric digital subscriber line service is an internet-grade, best efforts point
to point service for the carriage of communications in digital form between a point of
interconnection and an end-user network boundary that:**°

(a) is supplied by means of Asymmetric Digital Subscriber Line (ADSL) technology over a
twisted metallic pair that runs from the end-user network boundary to the nearest
upstream exchange or remote integrated multiplexer or customer multiplexer; and

(b) uses a static layer 2 tunnelling protocol (L2TP) over a transport layer to aggregate
communications to the point of interconnection.

350 ACCC, Declaration of the wholesale ADSL service, Final decision, February 2012, p 60.
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