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1 Introduction and summary of submissions

1.1 Introduction

On 16 February 2007, Optus Mobile Pty Limited and Optus Networks Pty Limited
(collectively “Optus”) provided the Australian Competition and Consumer Commission (the
“Commission”) with an ordinary access undertaking that specifies the terms and conditions
on which Optus will comply with its standard access obligations (“SAOs”) in respect of
Optus” domestic GSM terminating access service ("DGTAS") for the period 1 July 2007 to
31 December 2007 inclusive (the “Undertaking”). The DGTAS is described by Optus as a

subset of the declared Domestic Mobile Terminating Access Service (“MTAS”).

The Commission issued a discussion paper regarding the Undertaking on 7 March 2007
(“Discussion Paper”) and called for submissions from the public. Telstra welcomes this
opportunity to comment on the Undertaking and respond to the matters raised in the

Commission’s Discussion Paper.
1.2 Summary of Telstra’s submissions

Telstra submits that the Undertaking should be rejected by the Commission because the
Commission cannot be satisfied that the price terms and conditions are reasonable. In

particular, Telstra submits that:

(a) It is not necessary for the purposes of determining the reasonableness of the
Undertaking to reconsider the definitions of the market in which the MTAS and
downstream services are supplied. In any case, both the Commission and the
Australian  Competition Tribunal (“Tribunal”’) have already rejected Optus’

submissions on the two-sided nature of the mobile services market.

(D) Optus must demonstrate that the price-related terms and conditions contained in
the Undertaking are reasonable. In order to satisfy the Commission that a price of
12 cpm for the supply of the DGTAS is a reasonable price during the period in
which the Undertaking is intended to operate, it must demonstrate that 12 cpm
reflects its efficient costs of supplying that service. However, Optus has not offered

any credible evidence in support of that view.

(C) A proper consideration of all the relevant materials available to the Commission at
this time  (including the materials put forward by Optus) points to the conclusion

that the Commission cannot be satisfied that a price of 12 cpm is a reasonable
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price for supplying the DGTAS (and/or MTAS) and, indeed, is likely to significantly

exceed the efficient costs of supplying the service.

In respect of the relevant statutory criteria, Optus has failed to demonstrate that a
price of 12 cpm would promote competition and be in the long-term interests of
end-users. Furthermore, the evidence suggests that such a price is not necessary
to protect Optus’ legitimate business interests and exceeds the direct costs of
supplying the DGTAS (and/or the MTAS). It is also inconsistent with the legitimate
interests of access seekers and the economically efficient operation of a carriage

service, a telecommunication network or a facility.

Statutory criteria

Application of the statutory criteria to the Undertaking

Where an ordinary access undertaking is provided to the Commission under Part XIC of the

Trade Practices Act (Cth) 1974 (Cwith] [“TPA”), the Commission must either accept the

undertaking or reject it.  As the Commission has previously acknowledged, and the

Tribunal has confirmed, 1 it is unable to accept an undertaking in part.

However, section 152BV(2) of the TPA provides that the Commission must not accept the

undertaking unless:

. a public consultation process has been undertaken by the Commission;

. the Commission is satisfied that the undertaking is consistent with the

applicable standard access obligations (“SAOs”);

. the price or method of calculating price, if specified in the undertaking, is

consistent with any Ministerial pricing determination;

° the Commission is satisfied that the terms and conditions in the

undertaking are reasonable; and

. the undertaking expires within 3 years of it coming into operation.

I Appilication by Vodarone Network Rty Lid & Voaalone Australia Limited [2007] ACompT 1
("Vodafone Tribunal Decision”’) at [295].



Thus, in order to accept an undertaking, the Commission must be satisfied that all the terms

and conditions it contains are reasonable.

In determining whether the terms and conditions are reasonable, the Commission must

have regard to the following matters set out in section 152AH of the TPA:

. whether the terms and conditions promote the long term interests of end-
users (the “LTIE");

. the legitimate business interests of the carrier or carriage service provider
concerned, and the carrier's or carriage service provider's investment in

facilities used to supply the declared service concerned,

. the interests of persons who have rights to use the declared service
concerned,

. the direct costs of providing access to the declared service concerned;

. the operational and technical requirements necessary for the safe and

reliable operation of a carriage service, a telecommunications network or a

facility; and

. the economically efficient operation of a carriage service, a

telecommunication network or a facility.

The LTIE is defined in section 152AB(2) of the TPA in terms of the following three

objectives:

. the promotion of competition in the markets for carriage services and services

supplied by users of carriage services,

. achieving any-to-any connectivity in relation to services that involve

communication between end-users; and

. encouraging the economically efficient use of and investment in infrastructure.



2.2 Use of the “future with or without” test

In Appendix 1 of the Discussion Paper, the Commission specifically called for parties to
address the appropriateness of the “future with or without” test against the relevant

statutory criteria.

Telstra submits that the “future with or without” test should not be used as a substitute for a
comprehensive or objective consideration of whether a particular thing is in LTIE. While
Telstra the Tribunal considered in Seven Networks Limited (INo 4) (2005) ATPR §42-056 that
the “future with or without” test may provide “helpful guidance” in applying the LTIE test,’
this test cannot be used to provide the ultimate or final answer to the issues posed in
considering an access undertaking. This would be contrary to the Tribunal's expressed

view in that case, where it stated:>

"It should be noted that the ‘Tuture with and Without” test reqguires the forecasting
of future market behaviour, compettive activity and market cConauct in a particuiar
area or region and the development of an investment.  But the answer o the
application of that two-fold enquity (the future with and without the exempiion) s

not the ultimate or final answer (o the issues posed.” (Emphasis added)

The danger of sole reliance on the “future with or without” test is that it can inadvertently
lead to an analysis which does not consider whether the terms of a given undertaking are

themselves reasonable, but rather whether some other terms might be more reasonable.

The Tribunal’s views in that case were also expressed in the context of its review of an
exemption application rather than a decision to accept or reject an access undertaking. In
fact, the Tribunal went on to state that “/i/rn making this assessment we are guided by the
ract that, in the words of s 152A6/2), the particuiar thing " that is before us is the granting
of the exemption applications and not for example, the terms of access ofiered by Telstra
and Foxtel (Emphasis added).”

In any event, in the Tribunal proceedings in respect of Optus” previous undertaking in
respect of the DGTAS (lodged 23 December 2004) (“Previous Undertaking”), it appears

that the Commission has already abandoned the “future with or without” test in the

i Cf. Seven Networks Limited (No 4) (2005) ATPR §42-056 at [119]
Ibid.
*Ibid.



context of assessing the reasonableness of an access undertaking. Mr Beach QC appearing

for the Commission stated:”

T.we have considered this with and wWithout test further, it could only, in concept,
be applied to some part of 152A5 in terms of promoting competition and we have
(aken the view that when you analyse the iactual and the counter-iactual that you
are like a dog chasing 1ts (ail in trying to work out the two ditferent positiors. And
we have now taken the view that reasonableness doesnt require you to 3oply the
wWith and without test. And that is, | think, the position that might have been said to
the Tribunal in the 7elsoa LSS case.” (Emphasis added)

Telstra agrees with this view and submits that the application of a future with or without is
not an appropriate tool against which to assess an ordinary access undertaking. At best, it

provides limited assistance in this context.

3 The Undertaking

3.1 Price-related terms and conditions

The price upon which Optus proposes to supply the DGTAS is the primary consideration in
determining whether the Undertaking is reasonable. Optus offers to supply the DGTAS at
arate of 12 cpm for the term of the Undertaking, being from the later of 1 July 2007 or the
date the Commission accepts the Undertaking and to the earlier of 31 December 2007 or
the termination, withdrawal or replacement of the Undertaking. As discussed in more
detail below, Telstra submits that a price of 12 cpm for supply of the DGTAS has not been

shown to be reasonable and therefore the Undertaking cannot be accepted.

Unlike its Previous Undertaking, which was rejected by both the Commission and the
Tribunal,® Optus has not provided a cost model in support of the price contained in its

Undertaking. Rather, Optus has sought to justify a price of 12 cpm on the basis that it is:

°No ACT 3 of 2006, Transcript of Proceedings, 30 August 2006, p. 591. Goldberg J of the Tribunal
then went on to confirm that the Commission’s view was indeed consistent with what was said in
the Tribunal proceedings in respect of Telstra’s LSS undertaking.

®In support of its Previous Undertaking, Optus commissioned CRA International (previously Charles
River Associates) (“CRA”) to construct a cost model on its behalf. Both the Commission and the
Tribunal found a number of serious defects in the model which led to their respective decisions to
reject the Previous Undertaking.



. consistent with the Commission’s current pricing principles determination
for the MTAS (“Current Pricing Principles”) (although the Current Principles

expire before the Undertaking is able to take effect);

. consistent with the efficient cost of providing mobile termination services;
and
. recognises the legitimate interests of both the access provider and the

access seeker.

However, as set out below, a critical analysis of Optus” submissions in support of its
Undertaking and other available materials indicates that a price of 12 cpm for the supply of

the MTAS for the period from 1 July 2007 to 31 December 2007 is clearly not reasonable.
3.2 Non-price terms and conditions

Optus states at paragraph 3.14 of its submission in support of the Undertaking (“Optus
Submission”’) that the non-price terms and conditions for its supply of the DGTAS are
contained in clauses 2 and 3 of the Undertaking and schedules 1 and 3 of the
Undertaking. Optus also claims that “[t]hese terms and conditions are comprehensive and

unambiguous in their scope and operation”.

While Telstra acknowledges that a complete set of non-price terms and conditions is Not
necessary in order for an access undertaking to be “reasonable”, the provisions listed above
do not comprehensively and unambiguously deal with the non-price terms and conditions

on which Optus proposes to supply the DGTAS as asserted by Optus.

As stated in section 3.2 of the Discussion Paper, the Commission itself stated in respect of

the non-price terms and conditions of the Undertaking:

‘Orther than the service description and the primacy of existing agreements, the
Optus 2007 Undaertaking does not expressly deal with any other non price ternms

and conajtions.”

Nevertheless, Telstra submits that the non-price terms in the Undertaking do not give rise to
any particular concerns in respect of the reasonableness criteria. Furthermore, given that
schedule 3 confirms that the DGTAS will be provided on a non-discriminatory basis in
accordance with the applicable SAOs, Telstra acknowledges that the Commission can be

satisfied that these statements in the Undertaking are consistent with those obligations.



4 Need to demonstrate efficiency of costs

The Commission must reject an undertaking unless it is satisfied that the terms and
conditions specified in the undertaking are reasonable. In this regard, it has been
emphasised by the Tribunal on several occasions that, from a price perspective, the
application of the reasonableness criteria and the LTIE objectives involve the efficient cost-
based pricing of a declared service. Furthermore, that before an undertaking can be
accepted as reasonable, it is necessary for the access provider to make a reasonable effort
to establish that its costs are efficient costs.” This was stressed by the Tribunal in its decision

in 7elstra Corporation Limited [2006] ACompT 4 where it stated (at [46]):°

However, we would point out that Whenever arn access provider seeks aoproval
of an access underiaking from the Commission Which involves a consideration of a
price term by comparing it With costs, it would be necessary, in order to satisty the
Statutory framework, that the access provider establish that its costs are efficient
costs. An access provider should also recogrise that it the Commission decides
agamst accepung the access underiaking and rejects it and the provider wishes (o
seek review of the Commissions decision before the Tribunal it would be
necessary (o establish before the Tribunal that its costs are efficient. It is apparent
from the statutory lramework that the Tribunal is imited in respect of the material
(o which it may give consideration as it is fimied to the matéerial which was before
the Commission and any malterial referred (o in the Commission’s daecision. Fut
shortly, If an access provider wWishes to establish before the Commission, or needs (o
establish before the Tribunal, that its costs are efficient, it will need (o have put

material to that effect before the Commission.” (Emphasis added).

In its decision in respect of Vodafone’s recently rejected MTAS undertaking, the Tribunal

reaffirmed these propositions, stating that: ?

“we still consider that in general terms the prices in access underiakings should

reflect and not exceed forward 10oking efficient economic costs”.

" Vodafone Tribunal Decision at [60].
¥ See further at [8], [20], [46], [85] and [172] of the same decision.
? \Jodafone Tribunal Decision at [45] and see also [46]-[62].



5 Market definition

In support of the Undertaking, Optus makes various submissions in relation to the definition
and competitiveness of the market in which the DGTAS is provided and other downstream
markets. In particular, Optus maintains that the DGTAS is supplied in a two-sided market
(together with origination and subscription services) and that, as such, prices for the
DGTAS may reasonably diverge from cost.'” Furthermore, that fixed-to-mobile (“FTM’) calls

are provided in their own market which Optus maintains is not competitive.

Telstra submits that market definition is not relevant to the present inquiry. In any event,
the majority of Optus” submission have been rejected by the Tribunal and do not provide

any support for the reasonableness of the Undertaking.
5.1 Market definition is not relevant

There is a threshold issue as to whether it is necessary to engage in an exercise of market
definition for the purposes of considering an ordinary access undertaking under Part XIC of
the TPA."" Telstra submits that issues in relation to market definition are not relevant in
assessing the reasonableness of the Undertaking. While it is true that one of the limbs of
the LTIE criterion is the promotion of competition in markets for listed services, it Is
guestionable whether it is necessary to define those markets in order to assess the

reasonableness of an ordinary access undertaking.

While market definition may be relevant when declaring a service or in the granting of an
exemption under sections 152AS, 152ASA, 152AT or 152ATA of the TPA (and even then
only a “general view” may be required|, it is not so relevant when assessing an ordinary
access undertaking.'? In that context, the primary issue is whether a price proffered in the
undertaking is reasonable for the purposes of section 152AH of the TPA."? As the Tribunal

has pointed out, the statutory criteria compel the establishment of prices reflective of the

1% See for example, Optus Submission paras 6.12-6.18.

" Cf. Foxtel Management Pty Lid v Australian Competition & Consumer Conymission (2000) 173 ALR
362 at [153]; and ACCC, 7Telecormmunications senvices - Declaration Frovisions. A Guide to the
Declaration Frovisions of Fart XIC of the Trade Fractices Act, (July 1999) p. 42.

" Cf the position under Part IIIA where it is accepted that there is no need to define the market for
the supply of the service that is the subject of declaration: Services Syaney Fly Limited [2005]
ACompT 7 at [109]: “While product and geographic substtuiion will often be the focus of argument
n RV matters, this is less often so in Pt A matters. The focus here tends to be not on the
aimensions of the market, as defined by substitution, but on the existence of separate markets from
the market for the service.”

B That is, from a price perspective. Obviously non-price terms will involve a consideration of other
matters.



efficient costs of providing the given service.'* That is, it can readily be assumed that
efficient pricing of a service will promote competition in markets for listed services without
any need to clearly define those markets. This was made clear in Seven Networks Limited
/No 4)(2005) ATPR §42-056 where the Tribunal stated (at [135]) that “there are some basic
pricing principles that should be observed in applying the LTIE test” including that “[t]he
price of a service should not exceed the minimum costs that an efficient firm will incur in
the long-run in providing the service”. That principle is not dependent on market definition.

As the Tribunal went on to state (at [136] and [137]):

.in the general case where access prices need (o be regulated, uriess pricing s on
a ISLRIC basis, efficient investment is unlikely (o be encouraged. THIS, in turm, would

ail to promote competition in the long-term....

. our view, It would generally not be in the LTIE to depart from TSLRIC pricing

where access s reguiated.” (Emphasis added).

Put shortly, the Tribunal has recognised that it is efficient pricing that promotes competition
for the purposes of the LTIE criterion irrespective of the precise definition of the markets in

which the service is supplied.

In the present context, the relevance of market definition goes solely to the Commission’s
rationale for declaring the MTAS. It has no bearing on the ultimate assessment of the
Undertaking and whether the prices in the Undertaking reflect the efficient costs of
supplying the DGTAS. That there is no need for the Commission to reconsider its rationale
for declaring the MTAS each time it considers an ordinary access undertaking is made clear
by the Explanatory Memorandum that accompanied the introduction of Part XIC of the

TPA which, in discussing the “reasonableness” criteria in section 152AH, states: '

Reference (o whether the tenms and condions would promote the jong-tenm
nerests of end-users of carriage services and services supplied by means of
carriage services s not intended (o provide grounds for reconsideration of the
aecision by the ACCC (o deciare the service to Which the terms and conditions

referred (o in this provision rejate.”

" Telstra Corporation Limited (2006) ATPR §42-121 at [46].
" Explanatory Memoranaum to the Trade Fractices Amendment [1elecommunications) Bil 1996,
(which introduced Part XIC to the TPA) p. 42.



52 The market in which the DGTAS is provided

Irrespective of the need to define markets in the present context, both the Commission and
the Tribunal have already rejected Optus’ submissions on the purported two-sided nature
of the market in which the DGTAS is provided. Since that consideration, Optus has not
provided any new evidence or raised additional matters in the Optus Submission in
support of its continued advocacy of a two-sided MTAS market. In its final decision to reject

the Previous Undertaking, the Commission stated:'®

“The Commission notes Optus’s continued assertion that the MTAS - and therefore
1ts DGTAS - is supplied with the broader [two-sided cluster) mobile services market
However, the further arguments put forward by Optus in this regard have not
aissuaded the Commission from the view it expressed in the MTAS Final Report  In

the MTAS Final Report the Commission siated:

.. MNQOs have control over access to termination of calls to subscribers on their network. As
a result of this, the Commission does not believe that MTASs provided on different mobile
networks are substitutable for each other - calls to a consumer connected to one mobile
carrier's network cannot be terminated on another carrier's network. Further, there are no
adeqguate demand- or supply-side substitutes that will constrain mobile network operators in
their pricing decisions for the mobile termination service. These factors, combined with a
lack of consumer awareness (on the part of both the A- and B-party consumers) and the
incentives that arise from the CPP principle that governs calls to mobile networks, fails to
mitigate the control over access mobile operators have with regard to calls terminating on

their networks.”

This was echoed by the submissions of the Commission in the subsequent Tribunal
proceedings in relation to the Previous Undertaking. In that context, the Tribunal rejected
Optus’ submission that the MTAS (and /or the DGTAS) is supplied in a two-sided market by
defining the market as one for the supply of the wholesale MTAS by Optus. The Tribunal
stated in Application by Optus Mobile Fty Limited & Opius Networks Fly Limited [2006] A
CompT 8 (“Optus Tribunal Decision”) (at paragraph [80]):

Accordingly, we lean towards the Commission’s view of the aopropriate market
aerninitions. It s correct to identily a wholesale market for the supply of Optus” MTAS.
There are no substituiable proaucts and the relevant market ransaction 1s a

wholesale transaction proviaed by one network operator (o another. 1o the extent

'® ACCC, Oplus’s underiaking wWith respect (o the supply of its Domestic GSM Terminating Access
Service [DGTAS). Final Decision (public version), (February 20006) (“Previous Undertaking Decision”),
pp. 140-141.

I



(0 Which there is substitulability of products or services it Is the bundle of services
Which is substituiable: one of the services Is not substituiable for another of the

services.”

Much of the Optus Submission elides any proper consideration of the functional level
within which the MTAS (and/or the DGTAS) is supplied and the substitution possibilities
within that functional level. However, as one commentator has observed: “the functional
aspect is the hinge upon which the definition of markets turns because it determines the
buyers and sellers who meet each other with the same competitive interest”.'” Optus has
itself noted in another context, there are wholesale and retail functional levels for the
provision of mobile services and it is important to identify the vertical stages of production
and/or distribution that comprise the relevant arena of competition. Furthermore, this
iNnvolves a consideration of both the efficiencies of vertical integration, commercial reality
and substitution possibilities at adjacent vertical stages.'® Curiously, Optus does not attempt

to undertake that task in the present context.

The DGTAS is supplied at the wholesale level as an isolated service and not as part of any
bundle. In order to overcome this fact, Optus seeks to collapse the retail and wholesale
functional levels for the supply of the DGTAS in support of the existence of a ‘two-sided
market’. It is worth noting that the example cited by Optus (based on the Federal Court’s
decision in Australian Competition and Consumer Commission v Rural Fress Limited (2001)
ATPR 41-084) relates to a two-sided market at the one functional level, and is otherwise
divorced from the purpose of the present inquiry, providing no support at all for Optus’

position.

This issue was also considered in the Commission’s final decision to declare the MTAS in

relation to the product dimension of the market where it was stated:'”

“The Commission does not beleve ... that the MTAS should be considered as being
supplied as part of the same cluster of relail mobile services for the purnposes of this
mnguiry. While the Commission agrees there are some complementaries in
demand and supply with regard o the MTAS and retal mobille services, the

Commission considers that the MTAS (as opposed (o the ability (o receive calls) is

" Heydon, 7rade Practices Law, Law Book Company, at para [3.610].

'8 Optus, Optus Submission to Ausiralian Competition and Consurmer Commission on Mobile
services, (June 2003) (“Optus MSR Submission”’), para 6.17.

¥ ACCC, Mobile Services Review: Mobile Terminating Access Service - Final Decision on whether or
not the Comimission should extend, vary or revoke Jis existing declaration of the mobile terminaiing
access service. (June 2004) ("MTAS Final Decision”), p. 46.

12



not being sold in the same bundle as other mobile services sold at the retail level to
mobile subscribers. This is because the MTAS is clearly a wholesale service sold (o
other network operators, while retail mobile services are sold directly o a different
group of endrusers. That is, while the mobile subscriber pays for outgoing calls and
subscription, under a CFF model it s the parly originating MM and FIM calls that
pays [indirectly) for termination Services When s carier purchases (enminaimng
access services in ordaer to proviae FIM and MTM calls. While the provision of a
MTAS provides benefits to boith the maker and receiver of a call [and is therefore
jointly consumed), it is not paid for by both consumers and is not sold to retarl
mobile consurmers. On this basis, the Commission beleves that the relevant product
for the purposes of this inquiry Is Not a retarl bundle (or cluster) of mobile telephony

services. kather, It is merely the MTAS alone.”

Optus’ presentation of a two-sided “mobile services market” ignores another key aspect of
the market in which the DGTAS is supplied. It is suggested by Optus that the DGTAS s
supplied in a two-sided market because mobile service providers supply customers with a
bundle of subscription, origination and termination services. However, if correct, this
analysis should equally apply to a fixed customer, who also obtains the right to terminate
on the mobile networks when purchasing the fixed retail service. Yet it is clear that fixed
customers do not acquire the DGTAS as part of a bundle including mobile subscription
and mobile origination services. This is significant given that it is clear that a significant
percentage of the minutes terminated using the DGTAS originate from fixed customers.
This highlights that the DGTAS is really a wholesale input that is supplied to access seekers,
and which ultimately forms part of the service provided to fixed and mobile end-users on
all networks. Seeking to focus only on the relationship between the DGTAS and the supply
of mobile services to end-users leads to a “disembodied” picture of the market which

ignores both the fixed-line customer and access seekers as acquirers of the DGTAS.

This omission is significant in relation to Optus” submissions on price setting in two-sided
markets. In essence, Optus maintains that it is reasonable to price above cost for the
DGTAS because subscription and origination services will likely be priced below cost.
Whether or not this is necessarily true, latent in this submission is that the fixed-line
customer - when making a fixed-to-mobile call - should subsidise the mobile subscriptions
of Optus” mobile customers. Itis by no means clear that such subsidisation is efficient or will
promote efficient investment in fixed line infrastructure in circumstances where fixed line

penetration is declining and mobile penetration is at or near saturation.



53 Market in which fixed to mobile calls are provided

In the Optus Submission, while recognising that FTM calls are invariably provided together
with a basket of fixed-line services such as long distance and international calls, Optus

nevertheless contends that: %°

“.xed o mobile services are supphed in a separate market (o long distance and
nternational. - Even though there are complementariies in the demand for the
bundle of services, it may be that operators carn compete on SnNgle Services, such as

by offering calling cards and over-ride codes.”

However, as with its submissions on the two-sided nature of the “maobile services market”,

Optus has not provided any evidence to support its assertions.

Telstra submits that FTM services are almost invariably provided together with a basket of

fixed line services as follows:

(a) “Price Control Basket” - FTM calls are commonly provided and priced as part of a
basket of fixed-line services including line rental, long distance, international, local
and FTM calls (the “Call Basket”). In addition, the prices Telstra charges for retail
fixed-line telephone services are subject to price caps under the retail price control
arrangements (“Retail Price Controls”).”" Under the Retail Price Controls, FTM calls
are a component service within the Call Basket which are subject to a price cap of
CPI-CPI - in effect imposing an overall price freeze (and an effective price decrease)
on a basket of services including all line rentals, long distance, international, local

and FTM calls.

(D) “Pre-Select Basket” - under the pre-selection arrangements, FTM Calls are provided
as part of a basket of pre-selected services by which end-users must choose a single
service provider for all long distance, international and FTM calls.”” The Pre-Select
Basket is narrower than the Call Basket adopted in the Retail Price Controls in that it

does not include local calls and line rental.

There are strong complementarities in supply that exist in relation to FTM services and other

services in the Price Control Basket (and the Pre-Select Basket). Telecommunications

0 Optus Submission, paras 6.21-6.22.

2 Telstra Carrier Charges — Price Control Arrangements, Notification and Disallowarice
Determination No. 1 of 2005.

22 MTAS Final Decision, p. 59.



operators compete with each other across the Call Basket (or the Pre-Select Basket) rather
than on the basis of the price for individual call types within those baskets (such as FTM
calls). These complementarities in supply are echoed on the demand side. That is, when
an end-user acquires fixed line services they do not simply want to be able to make calls to
mobile users. They also want to be able to call other local fixed line users and make long
distance and international calls. The provision of these services also requires the provision

of line rental services.

In the MTAS Final Decision, the Commission concluded that FTM calls are provided in a
market together with other services offered in a basket of pre-selected services due to

strong complementarities of supply. The Commission stated:*®

“[FTM calls, natonal and long distance calls] are considered to be part of the same
bundle of services because of complementariies in their provision and because

they are offered as a bundle in pre-selection offerings by carriers.

Overall therefore. the Commission considers the relevant market within wihich FTIMV
calls are provided Is likely (o be a natonal market for the provision of the pre-
selected bundale of FTM. national long distance and inlemational calls at the relail
level It is noted that the FIM service s provided in a downstrearm market of the
MIAS markets, and is ikely to be proviaed in the same market as national 1ong-

distance and intermational calls.”

Moreover, mobile services and alternative delivery technologies are increasingly becoming

substitutable for fixed-line services. These issues are discussed further in section 7.3 below.

6 Efficient use of and investment in infrastructure

As discussed above, before the Commission can accept the Undertaking, it must be
satisfied from the available material that the price contained in the Undertaking reflects the
efficient costs of supplying the DGTAS.  Such a price is consistent with the object of
encouraging the efficient use of and investment in infrastructure. However, as discussed in
more detail below, it is clear from the information available to the Commission that a price

of 12 cpmis likely to substantially overstate the efficient costs of supply.

2 MTAS Final Decision, pp. 59 and 60.



Optus claims that a DGTAS price of 12 cpm for the period 1 July 2007 to 31 December
2007 is a reasonable estimate of the efficient cost of providing the MTAS.?* Optus offers

two main sources of information in support of this contention:
(a) the Current Pricing Principles; and
(D) various international benchmarks.

Telstra responds to each of these in turn below. However, at the outset, Telstra notes that
Optus has admitted that it does not know whether 12 cpm represents the efficient cost of

supply of the MTAS. Optus states at paragraph 7.3 of the Optus Submission:

WNeither the Commission nor Optus hias hinalised a view as (o the TSLRIC modaéeling
using bottorm up modeling. 1t is unceriain as o whether 1.2 cent [Sic] per minute is

above, at or below cost”

Therefore, Optus’ submission that a price of 12 cpm reflects the efficient cost of supply lacks
credibility.  Telstra submits that, given Optus’ express recognition that it is uncertain as to
the costs of supplying the DGTAS? (and its further acknowledgment that these costs may
be below 12 cpm), it is difficult to see how the Commission can be satisfied of the

reasonableness of the Undertaking.”®

Telstra also considers various other sources of information that indicate that 12 cpm is likely
to significantly overstate Optus’ costs of supplying the MTAS (and/or the DGTAS). In
particular, a critical examination of Optus” cost model submitted in support of its Previous
Undertaking, other international benchmarks and the WIK Model developed for the

Commission all confirm this view.

Moreover, it is simply not true, as Optus has asserted in paragraph 8.2 of the Optus
Submission, that the Tribunal has determined that “MTAS prices above cost may promote
competition”. This is a fundamental misunderstanding of the Tribunal’s decision. \What the
Tribunal concluded was that MTAS prices above cost may not necessarily be
“unreasonable”, provided that the overall charge for all relevant services does not exceed
the efficient costs of supply of those services.”’ It has never said that prices above cost will

promote competition and Optus has not submitted any evidence in relation to the level of

7 Optus Submission, para 8.1.
» Optus Submission, para 8.2.
“ Telstra Corporation Limited (2006) ATPR 42-121 at [20], [85] and [172]; Re Seven Networks (No 4)
gOOS) ATPR 42-056 at [330].
Optus Tribunal Decision at [82].



its overall charges. This issue is discussed further in section 7.1 of this submission in relation

to the promotion of competition.
6.1 Current Pricing Principles

Optus claims that the Current Pricing Principles support a price of 12 cpm for the period of
its Undertaking. This is not the case. The Undertaking specifies that its commencement
date is the later of 1 July 2007 and the date the Commission accepts the Undertaking. The
Current Pricing Principles expire on 30 June 2007 and are not effective beyond this date.
The Commission could have, had it wanted to at the time, extended the expiry date of the
Current Pricing Principles to 31 December 2007 so that the indicative price of 12 cpm
would apply for the whole of calendar year 2007, including the period covered by the
Undertaking. However, it chose not to do so, preferring to end the Current Pricing
Principles halfway through the year and develop a new set of pricing principles (see

section 6.3 below). As the Commission concluded in its decision to declare the MTAS:*

‘Given the dynamic nature of the elecommunications inaustry, the Commission
believes it appropriate i his instance that Its pricing prncple aoply for no more
than three years. Accoraingly, the Commission believes its pricing princiole should

aoply until 30 June 2007

Given the more recent materials available to the Commission as discussed below, it would
not be appropriate, as Optus submits, for the Commission to simply continue to rely on the
old framework behind the Current Pricing Principles, especially when they would have

expired by the time the Undertaking is set to come into effect.

To the contrary, Telstra submits that the Commission’s previous analysis in developing the
Current Pricing Principles in fact suggests that the efficient costs of supplying the MTAS

could be significantly below 12 com.

In its final decision to declare the MTAS, the Commission concluded that the TSLRIC+ of
mobile termination “is likely to lie within the range of 5 to 12 cpm.””’ The target price of 12
cpm stipulated in the Current Pricing Principles was said to represent the Commission’s
conservative “upper bound” TSLRIC+ estimate of supplying the MTAS based on the

information available to it at the time. That was in June 2004.

“® MTAS Final Decision, pp. 220-221.
Y MTAS Final Decision, p. 238.



Indeed, in selecting the target price adopted in the Current Pricing Principles, the
Commission expressly recognised that it could well have been adopting “a target price
above existing TSLRIC+ levels (and possibly even further above what TSLRIC+ will be in 3

years time)”.

In summary, Telstra submits that the Current Pricing Principles do not support Optus’
contention that 12 com reflects its efficient costs of supplying the DGTAS during the period
in which the Undertaking will operate. The Commission has itself indicated that it did not
regard the Current Pricing Principles as reliable beyond 30 June 2007 and in those

circumstances Optus’ reliance on those principles in the present context is misplaced.
6.2 International benchmarking analysis

Optus offers several international benchmarks in support of its submission that a price of 12
cpm is a reasonable estimate of efficient costs. Telstra makes three observations in this

regard.

First, the utility of international benchmarks in ascertaining the efficient costs of supplying
the MTAS In Australia has been subject to serious challenge by the Tribunal. In the Optus
Tribunal Decision, the Tribunal heavily criticised the international benchmarking analysis
conducted by CRA on behalf of Optus. The Tribunal stated (at [295]-[296]):

‘CRAS international benchmarking report was considered by Marsaen Jacob
Associates.  They concluded that there were other countries which should have
been included in the analysis, such as Israel South Korea and the Urnited Siates.
They undertook a simple benchmarking aoproach by calculating standard per
minute charges in a commaorn currency and came Lo with a comparisorn whereby
only a few estimates exceeded 12 com. Their benchmarking aoproach did not
take into account any of the adiustments macde by CRA or the other adiustments
which Telstra and the Commission said should be  aken into  accourt.
Nevertheless, this demonisirates that a benchmarking analysis of other couriries
tells us hittle about the reasonableness of prices charged in the Australian reguiatory

environment. (Emphasis added)

The Tribunal then concluded (at [297]):

Y9 MTAS Final Decision, p. 215.



In any event, the nature of the international benchmarking exercise was such that
It teaches very e or nothing at all as o whether Oplus’ price tenms are
reasonable having regard (o the matters set out in s 152AH and the objectives in
S I52AB8  In oraer o place any reliance ypon the intemational benchmarking
analysis 1t would be necessary (o know much more about the requiatory
environment wittin which they were determined, the siate of the relevant markets
and the soclo-economic environment i which the mobile services were

operanve.”

Accordingly, Optus’ benchmarking analysis needs to be considered with caution.
Furthermore, all of the specific criticisms made by the Tribunal in respect of Optus’
benchmarking analysis submitted in support of its Previous Undertaking apply equally to
that submitted in support of the Undertaking. The range of prices derived is so broad as to
be of little assistance. No information is provided about the regulatory environment within
which the various benchmarks were determined, the state of the relevant markets or the
socio-economic environment in which the mobile services were operative. Optus has not
attempted to make any adjustments to the international benchmarks it has offered in
support of 12 cpm. Nor has it sought to include benchmarks from jurisdictions where the
MTAS price is significantly lower than 12 com. For example, of some of the more recent
examples recognised by the Commission, it is indicated that results from Israel yielded an
estimate for the MTAS equivalent to 5.45 cpm and results from South Korea produced an

estimate of 4.49 com.”'

Secondly, even if the Commission were to accept international benchmarking as probative
in the context of considering the reasonableness of the Undertaking, the available
evidence in fact suggest the opposite - that is, the current price of supply of the MTAS in

Australia (ie 12 cpm) is too high and is likely to be above efficient costs.

This was expressly acknowledged in the Previous Undertaking Decision, where the

Commission stated (at p. 124):

.at wis stage, there s st no credible or relevant cost estmate available above 12
qom when aqiusted to Australian currency. An international cost benchimarking
analysis Which includes cost estimates 1rom the increasing nurmber of Jurisaictions
where transparent bottom-up cost models have been developed (ie. New York,

Calfornia, Florida, UK. Sweden, Maiaysia, South Korea and Israel), and aausting for

*! See Previous Undertaking Decision, p. 123.



exchange rates differences, Vields a range of 4 to 12 com for suppling the MTAS in
Australia, with more recent estimates tending towards the lower end of the range.”
(Emphasis Added)

Moreover, a recent article from Communications Day suggested that Australia’s MTAS rates

were significantly more expensive than international benchmarks:*

In 2005 Austalia was judged to have the /6t maost expensive mobile ternmination
rates in the worid in a Swizernet survey.  Mobile terrmination prices in Singapore,
Cptus’” horme country, are less than one Australian cent per minute and are only
shightly higher in Hong Korng and China.” (Emphasis added)

The above evidence tends to suggest that a price of 12 cpm cannot be regarded as
reflective of the efficient costs of supplying the MTAS (and/or the DGTAS). The information
discussed in this section indicates that an estimate closer to 5-6 cpm represents a more

accurate estimate of the efficient costs of supplying the MTAS.

As a further note, Optus has not referenced or sourced any of the benchmarking data in
Appendix Il of the Optus Submission. Therefore, it is Not possible for Telstra to ascertain the

accuracy or relevance of the data.

Telstra also submits that there are several additional sources of information which further
corroborate its view that a price of 12 cpm is above the efficient costs of supplying the

MTAS. These matters are set out in the remainder of this section 6.
6.3 Adjusted prices of the CRA Model

Of particular significance in the present context is the material submitted by Optus in
support of its Previous Undertaking and the Commission’s and the Tribunal’s assessment of

that material in relation to Optus” costs of supplying the DGTAS.

In particular, in support of its Previous Undertaking, Optus engaged CRA to prepare a cost

model which modelled its costs based on a stand-alone mobile operator.” After reviewing

Y Accc flags more cuts to mobile termination prices, Communications Day, Issue 2296 (Thursday
15 March 2007).

** The Previous Undertaking was rejected by the Commission on 3 February 2006. The Tribunal
confirmed the Commission’s decision to reject the Previous MTAS Undertaking on 22 November
2000.
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the CRA model, the Commission stated in the public version of the Previous Undertaking

Decision that>*

‘Optus’s own [LRIC + EFMU] cost estimate appears (o it comioriably within the
Commission’s previously determined range of 5 — 12 com. in fact, CRAS own
model reveals that Optuss LRICHEFPMU” estimate of supplying the MIAS lies

comioriably in the middle of the Commission’s estimated range.”

That statement would indicate that, based on the Optus” own cost model, its LRIC and

EPMU costs of supplying the MTAS are in the order of 8 cpm.

Furthermore, it is also significant that the cited passage does not take account of any of the
empirical errors identified by the Commission and other interested parties in respect of the

LRIC component of Optus’ cost estimate (based on CRA’s model), which include:

(a) the failure to allocate any network costs to SMS and data services;
(D) the use of inappropriate routing factors; and
() the use of anchored costs and volumes.

Many of the criticisms made of these elements were accepted by the Tribunal in its review
of the Commission’s decision rejecting the undertaking.” Once these and other factors are
taken into account, a further reduction in the LRIC component would occur with the result

that the LRIC + EPMU estimate would inevitably trend below 8 cpm.

Telstra submits that a consideration of the material provided by Optus in support of its
Previous Undertaking and the Commission’s and the Tribunal assessment of that material is
relevant to its assessment of the present Undertaking. Further, that the Commission should
properly have regard to this material and the critical examination(s) of it previously
undertaken in considering the Undertaking.  Telstra submits that this evidence
unequivocally suggests that a price of 12cpm is well above Optus’ efficient costs of
supplying the DGTAS.  On that basis alone, the Undertaking cannot be accepted as

reasonable.

** Previous Undertaking Decision, p. 120.
* See Optus Tribunal Decision at [104] to [136].
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64 Prices generated by the WIK Model

As discussed above, the Commission has decided to develop a new set of pricing principles
in respect of the MTAS that will apply from T July 2007 to 30 June 2009 (“New Pricing
Principles’). To inform the making of the New Pricing Principles, the Commission engaged
wik-Consult GmbH ("WIK") to prepare a bottom-up cost model for the purpose of

estimating the costs of supplying the MTAS in Australia (“WIK Model").

On 1 February 2007, the Commission released a discussion paper (“WIK Discussion Paper”)
and a public report on the WIK Model (“WIK Report”)™. Telstra and other interested parties

provided submissions on the WIK Discussion Paper on 16 March 2007.
The WIK Report indicates that WIK was commissioned to construct:’

‘a bottom-up engimneernng-economics cost model of the Tolal Service Long-Rurn
ncremental Cost plus [TSLRIC+) of proviaing the termination of voice calls on

mobile networks in Australia.”

The WIK Report describes the WIK Model developed in response to that commission in the

following terms:*®

“The WIK Mobile Network and Cost Moael [WIK-MINCM) is a bottorm-up cost
model using a Total Service Long-Run incremental Cost ramework. The WiIk-
MNCM is able o deternmine the costs of all services provided by a mobile network,
n particuiar the cost of terminating a call on it The newwork can flexibly be
configured (o a hypothetical operator based on diiferent assumpions regarding

coverage and market share and ror SCenario appications (o existing networks.”

Part 6 of the WIK Report considers the costs of supplying the MTAS under various different
scenarios. Of key relevance is the “reference case” considered in the report; namely, “the
hypothetical efficient operator”.  This is consistent with the Tribunal's observation in
Application by Voaatone Network Fly Lid & Vodalone Australia Limited [2007] ACompT 1

where it stated in relation to its consideration of the benchmark operator (at para [68]):*

*°\WIK, Mobie Termination Cost Model for Australia, (January 2007).

WK Report, p. 1.

ik Report, p. 6.

* It is to be noted that, although the Tribunal did enter into some discussion in relation to the
assumed characteristics of the benchmark operator, it reached no conclusions on this issue.
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“The starting point in assessing he submissions on s issue is, as hroughout this
proceeding, the principle that prices should be based on the forward 100king costs
of an éefficient operator. The basic objective is (o set prices that promaote economic
ermciency, Which is the outcome that could be expected in a competitive market. It
s because mobile termination has been deciared as a service that inherently 1acks

the discipline of competitive forces that it is subject to Fr XIC of the Act.”

The WIK Report adopts a similar position stating that “a typical reference point for
regulatory policy decisions on the TSLRIC of a regulated service is a hypothetical operator

which may be an operator newly entering the market.”*

Adapting these principles to Australian market conditions, the WIK Report goes on to
consider a “31% reference-case” for a hypothetical efficient mobile operator in Australia.*’
This operator is defined by three key characteristics: (1) the efficient operator has a market
share of 31 per cent; (Z) the operator operates a 2ZG mobile network; and (3) the operator’s
network is determined as a stand-alone mobile network. This last characteristic is consistent

with the position adopted by the Tribunal in the Optus Tribunal Decision (at [119]-[124]).

The WIK Report goes on to indicate that the efficient mobile operator with 31 per cent
market share results in an estimate for the costs of supplying the MTAS of 5.3 com.** The
WIK Report goes on to indicate that the efficient mobile operator with 25 per cent market

share produces the MTAS at a cost of 5.9 cpm.*

While Telstra has a number of serious concerns in relation to the WIK Model which were
set out in its submissions to the Commission in that context, the WIK Model nevertheless
indicates that the outputs generated by the model tend to indicate that the likely TSLRIC+
of the MTAS are well below 12 cpm and is more likely to be in the order of 5-6 cpm.
Although Telstra does not endorse the WIK Model, it does recognise that its outputs are

consistent with the other sources outlined in section 6 of this submission.

“O\W/IK Report, p. 118.

! See Telstra, Submission in response to the ACCC’s Discussion Faper on the WIK Mobile Network
and Cost Model to inform the MTAS Fricing Frinciples Determination 1 July 2007 to 30 June 2009,
(March 2007) as to why the 31% reference case is the appropriate reference case to adopt in
considering the WIK Model's outputs.

* WIK Report, p. 124.

WK Report, p. 121.
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/ Promotion of competition

Part of the Commission’s consideration of the LTIE criterion is whether the price contained
in the Undertaking will promote competition in relevant markets. Optus has submitted in
paragraph 7.1 of the Optus Submission that a price of 12 com will promote competition
and relies on several materials in support of this view. These materials and related issues

are considered below in turn.
7.1 Consideration of overall charges

Optus cites the Tribunal at paragraph 7.2 of the Optus Submission in support of the
contention that, in considering the reasonableness of an access price of a service, regard
must be given to the overall revenue of the carrier in providing all relevant services. Telstra

makes two submissions in response.

First, the Tribunal did not establish any necessary link between an above cost access price
being reasonable and the interaction of the declared service with retail services. What the

Tribunal said was:

U Optus” DGTAS Iis supphed at a price which exceeds the eiicient costs of supply of

hat service, It does not necessarly 1oflow that such price is urreasornable”

The Tribunal then went on to stress that, nevertheless, an access price above efficient costs

would generally not be reasonable.

Secondly, and more importantly, the Tribunal stressed that an above cost price “may not
De” (not must not be| “unreasonable where the overall charge for all the relevant services
does not exceed the efficient costs of supplying of those services [viz the other retail services

and the declared service]”. Optus has not provided any evidence to suggest that its overall
charges for all relevant services do not exceed efficient costs. Accordingly, there is no basis

on which to deviate from the general position that access price should be cost based.

Optus also contends at paragraph 7.4 of the Optus Submission that its overall charge for
mobile services is “constrained Dy vigorous competition in the retail market for mobile
services”. The Tribunal has already rejected this argument in the Optus Tribunal Decision

(at [85]):

Fven If the relal mobile services market were effectively competitive we do not
consider that Optus would be strongly constrained in setting its DGTAS price by

compeution In the retail market. The mobile operators could Set their ternmination
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charges on a recijprocal basis at above cost while still cormpeting vigorously in the

retall market. Inaeed, it was accepted that that is what they do.”

Further, Optus has submitted that the reductions in MTAS rates have “significantly reduced”
its earnings from its mobile business and caused a “significant financial impact”.** Optus’
focus on revenue in this context is misplaced. As discussed above, the statutory criteria
direct primary attention to efficient cost based pricing. It goes without saying that any
move from higher prices to efficient cost based pricing will likely result in a loss in revenue
for a given access provider. That does not in itself provide justification for not moving

towards efficient cost based pricing.

In any case, the financial impact of reduced MTAS rates appear to have been overstated by
Optus as it seems to have ignored the benefits of reduced prices, such as increasing call

volumes. As a recent article pointed out:*

“.despite a 22% cut in requiated per minute rates last year, Optus’s latest results
reported Just a 2% drop in incoming services revente, WHIch implies that rising call
volumes are almost cancelling out the reduced rates. Incoming mobile revenues

are worth over $850m a year to Optus.” (Emphasis added)
7.2 Effect of further reduction in MTAS rates on competition

Paragraph 7.7 of the Optus Submission states that further reductions in MTAS prices for the
period of the Undertaking are “unlikely to promote competition in the market(s) for fixed
telephony services”. This view rests on a misconception of the LTIE criterion and is directly
inconsistent with Optus” own assessment of the criterion as set out in paragraphs 6.23 to
6.30 of the Optus Submission where it emphasised that the objective of promoting
competition involves the idea of creating the conditions or environment for improving
competition and does not require demonstration that there will in fact be an actual
advance in competition. It is efficient, cost based pricing of the MTAS that puts in place the
necessary conditions for improving competition. This may occur across a basket of fixed-

line services or in forms other than price.

Optus’ submission also establishes a point of false comparison. The object of the present

inguiry is not whether prices different to those contained in the Undertaking would be

** Optus Submission, paras 7.4 and 7.5,
® Accc fags more cuts (o mobile termination prices, Communications Day, Issue 2296 (Thursday
15 March 2007).
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likely to promote competition over the period of the Undertaking. It is whether or not the
price terms and conditions specified in the Undertaking are themselves reasonable.  As
discussed, there is no basis on which the Commission could be satisfied that the 12 cpm
price adopted in the Undertaking reflects the efficient costs of supplying the MTAS (and/or
the DGTAS). This conclusion does not involve a comparison of the price adopted in the

Undertaking with alternative prices.
7.3 Telstra’s ownership of the local loop
Access to the local loop

In paragraph 7.8 of the Optus Submission, Optus maintains that competition in the fixed
line market is affected by Telstra’s control of the local loop. This submission is at best a
distraction and is wholly irrelevant to the consideration of the reasonableness of the
Undertaking. In essence it seeks to advance the proposition that competition will not be
promoted in a downstream market because of the alleged position of Telstra in that
market. However, as the Tribunal stated In its decision in respect of the Previous

Undertaking:*

.0peralors in the hixed-to+mobile market — and in particular Telstra — may obiain
some degree of windiall gains frorm lower mobile termination charges. (It might be
expected thar Optus” DGTAS charges would ultimately be lower as a result of
Qptus” undertaking not being accepted) This is not suiiicient in itseif to justly
DGIAS charges higher than those based on efficient costs. Even if 1elsira were in a
pure monopoly position in the ixedto-mobile market it would pass orn to its
customers some (it was argued at least half) of any lowering in its costs, for
example from lower payrments (o Optus for purchases of its DGIAS. This would
result merely from profitimaximising behaviour: it carn easily be shown hat iailure (o
0ass on part of a Cost reauction would result in lower sales and hence revenues

more than offsetting the reduction in costs.”

In any event, Telstra’s ownership of the local loop does not prevent its competitors gaining
access to the local loop. Competitors can provide FTM calls (and other fixed line services)
using a number of declared services including the ULLS and PSTN originating and

terminating access. The Commission has adopted a TSLRIC based pricing principle for each

o Optus Tribunal Decision at [89].
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of the ULLS and PSTN originating and terminating access services.””  In addition,
unregulated wholesale resale services are also available for the provision of various services

in the call basket.

The Commission has recently recognised the increase in quasi-facilities based competition
using the ULLS. In the Commission’s Deciaration inguiry for the ULLS, PSTN O7TA and CLLS:
Final Determination (July 2006) itis stated (at p. 16):*

Quasi laciines-based competion is comparably more developed. This form of
Competition predominantly relies on the ULLS, which enables competiors (o insiall
their own DSLAMS in Telsta’s exchanges and offer both broadband and voice
services. The hine sharing service (LSS) s a similar service, though only provides
access o part of the copper line. It is used by competitors to provide broadband

services only, with standaard voice services being provided by a SEparate 0peraior.

Alter several years of slow take-up, the level of guasi iaciities-based compention is
ncreasing. Several carriers have signalled their intention (o take-Lup iarge numbers
of ULLS as part of plans to install ther owrn DSLAMS for the provision of xS
Lroaucts. Inaustry analysts recently reporied that Opius, INeL and Frimus are
currently underiaking national deployments of DSL infrastructure. and estimated
that by the end of 2006, these carriers will have deployed around 200000 DSL

DOITs. It also appears that several niche ISFs are instaling DSLAMS in regional areas.”

Because of the availability of the ULLS and the other services referred to above, there are a
number of ways that competitors are able to compete with Telstra in the provision of fixed-
line services (including FTM calls). The availability of these services has allowed competitors

to “piggyback” onto Telstra’s PSTN network.

It is significant that the Optus Submission does not discuss quasi-facilities based competition
based on the availability of ULLS. Rather, the Optus Submission simply asserts that the
“economics of fixed telephony resale has made competitors with resale as their primary
means of competing in the market ineffective”. While Telstra disputes the veracity of this

claim (of which no evidence is provided), it completely overlooks quasi-facilities based

* See for example, ACCC, Final Deterrmination for Model Frice Terms and Conditions of the FSTI,
ULLS and LCS services, (October 2003);, ACCC, Fricing of Unconaitioned Local Loop Services [ULLS):
Final Report (March 2002); ACCC, Final Decision on whether or not a Line Sharing Service should
be deciared undaer Fart XIC of the Traae Fractices Act 1974, (August 2002), ch. 7, ACCC, Deciaration
mnaguiry for the ULLS, PSTN OTA and CLLS: Final Deterrmination (July 2006), ch. 7.

* See also ACCC, A strategic review of the reguiation of fixed network services: ACCC position paper
(June 20006), pp. 31-32 where the same passage can be found verbatim.
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competition. This is particularly surprising given Optus’ recent announcement that it will
cease selling Telstra Local Access Resale and Resale DSL consumer products in all areas
where its own network is operational from 25 June. Further, that it will transition
customers not presently served by its network to its own services as they come online. In
this regard, Optus states that it had equipped 204 exchanges at the end of 2006 and that
engineering teams are on track to rollout an additional 236 exchanges by yearend.”” A
Morgan Stanley report released when Optus began its rollout in 2005 suggested that once
the ULLS market is established, Telstra could lose up to 60% of its wholesale broadband
customers, a scenario that would result in the loss of 22% of its data revenues, and 19% of

PSTN revenues.”

In addition, the availability of alternative infrastructure is an under-recognised reality. Telstra
does not repeat what it has said elsewhere about this issue, it is sufficient for present
purposes to refer to the discussion in Telstra’s submission to the Australian Competition and
Consumer Commission: Kesponse (o the ACCC Froposal - A strategic review of the
regulation of fixed network services’ (February 2006) and Attachment A: Non-Telstra
Infrastructure Maps, as at September 2005. Optus has recently noted that it has continued
its ULLS network rollout which, together with the existng HFC network, will cover

approximately 3.9 million Australian homes.”'

Finally, Telstra fails to see the relevance of the submissions set out in paragraph 7.10 of the
Optus Submission. First, the Competition Notice Optus refers to has not only been revoked
by the Commission™, it was formally declared invalid and set aside by the Tribunal on 5
April 2007.%% Further, Optus has the benefit of an interim determination for the Wholesale
Line Rental service at rates consistent with the Commission’s indicative prices. Telstra also
does not understand why it is “notable” that Telstra has received the same reductions in
MTAS rates considering that the Commission has applied the same MTAS rates (to the best
of Telstra’s knowledge| across all access disputes in relation to the MTAS to date. Once it is

accepted that access prices should properly be based on cost, it is to be expected that the

* See Optus to guit Telstra resale in on-net marketrs, Communications Day, Issue 3008 (Monday 2
April 2007).

“Ibid.

o SingTel / Optus, Management Discussion and Analysis of Financial Condition, Results of
Operations and Cash Flows for the First Quarter Ended 30 June 2006, p. 34.

>’ See the Commission’s news release at entitied “Competition Notice lifted” dated 2 March 2007 at
http://www.accc.gov.au/content/index.phtml/itemld/781832/fromlitemld/2332

> LeMay, Federal court hands Telstra reguiatory win, ZDNet Australia, 5 April 2007. Available at:
http://www.zdnet.com.au/news/communications/soa/Federal_court_hands_Telstra_regulatory_wi
n/0,130061791,339274717,00.ntm
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same price should apply irrespective of the identity of the access seeker. This enables

access seekers to compete on their merits in downstream markets.
Conistraints on the pricing of fixed line telcphony service

Aside from competitive constraints on Telstra’s pricing conduct in respect of fixed line
telephony services, Telstra is also subject to regulatory constraints. FTM calls are commonly
provided and priced as part of a basket of fixed-line services including line rental, long
distance, international, local and FTM calls.>* The prices Telstra charges for these retail fixed-
line telephony services are subject to price caps under the retail price control
arrangements. Under both the present and immediate past retail price controls, FTM call
prices have been requlated as part of basket of services including line rental, long distance,
international, local and FTM calls.”” Under the present retail price controls this basket of
services Is subject to a price cap of CPI - CPI - in effect imposing an overall price freeze in
nominal terms on the services comprising the basket. Under the immediate past retail price
controls, the price control basket was subject to a cap of CPI - 4.5% - in effect requiring the

aggregate price of the services in the basket to decline by 4.5% annually in real terms.

The retail price control arrangements effectively control and limit any power over price

Telstra might have in respect of the provision of fixed-line services. As Optus has stated:™®

“The market for lixed-(o-mobile calls is very competitive, and the fixed-to-mobile call
prices refiect this. Accoraing to the ACCCS Division 1.2 reports the price of fixed-to-

mobile services have [sic) 1allen subsianially 1or at least the past three years. ..

relstra’s dominance over access o the /ocal loop does not restrict pricing in s

market.

Fixed-to-mobile calls are currently part of a call services baskel..[/that] also indudes
STD. 1DD and local calls. Therefore, the ability of ixed opéerators (o increase fixed-

(o-moblle call prices will be severely mited. ...

" ACCC Price Control Review (2005), pp. 23 and 43.

> The present price control is: 7elstira Carrier Charges — Frice Control Arrangements, INotification and
Disallowance Determination No. | of 2005 The immediate past price control is: 7elsira Carrier
Charges - Frice Control Arrangements, Noditications and Disallowance Determination No. 1 of 2002,
See also: ACCC Price Control Review (2005, p. 20; 7elsira Carrier Charges - Frice Control
Arrangements, Notifications and Disallowance Determination INo. | of 2002 Reguiation mpact
Staterment

*® Optus MSR Submission, paras 2.33, 2.34, 5.37, 6.67 and 6.70.
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In any event, as discussed below, it is apparent that the prices for services in the Price
Control Basket (including FTM call prices) have been falling in real terms and at rates faster
than those mandated by the retail price controls - itself a sign of the competitive forces at

play in the market in which FTM services are provided.

The pre=select arrangements have also assisted a carrier’s ability to effectively compete in
respect of services in the Pre-Select Basket provided over the local loop. Again, industry

participants and the Commission have recognised this effect.”’
Fixed to mobile substitution

Optus” submission also undervalues the significance of competition from substitute
technologies. While the Optus Submission suggests that competition in retail mobile prices
has been vigorous and suggests that evidence of fixed-to-mobile substitution is strong,”®. it
fails to recognise the implications of these observations as confirming the constraints to
which the price of FTM calls are subject and the effect that this has on Telstra’s position in

respect of the market in which fixed line services are provided.

With mobile subscription penetration reaching saturation, mobile services are increasingly
becoming substitutable for fixed line services. As a result, mobile-to-mobile (“MTM”) calls
provide an effective substitute for FTM calls and a competitive restraint on the pricing of
those calls. From an end-user’s perspective, there is little to no difference between making
a call to a mobile from a fixed-line or from a mobile phone - the decision will largely be a

function of price and convenience.

This view is consistent with that previously espoused by industry analysts and other industry
pam’cipams.59 One industry analyst has observed that*’ “empirical evidence suggests the
Australian market is at the cusp of wholesale migration of voice traffic to mobile services.”
Vodafone has stated that it is “actively encouraging customers to substitute fixed calls with

mobile calls with a number of customer offerings” and that it considers that the recognition

*’ See Vodafone, Submission to the Australian Competition and Consumer Commission: Mobile
Services Review 2003 Discussion Paper, (13 June 2003) ("Vodafone MSR DP Submission”), paras
3.64 and 3.66; Optus MSR Submission, paras 2.35, 6.63 and 6.64; and ACCC, Changes in the price
paid for telecommunications services in Australia 199/-98 to 2003-04. Report to the Minister for
Communications, Information Technology and the Arts, (March 2005) ("ACCC Pricing Report 2003-
04°), p. 23.

*% See the Optus Submission at paras /.17 to 7.30 and 7.36.

*7 See for example Optus MSR Submission, para 2.20. Optus also notes in that submission that
“[flixed and mobile telephony are increasingly being bundled in the one service offering” (para
2.44).

o0 Report from Citigroup (11 October 2004) quoted in ACCC Frice Control keview (2005), p. 20.
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“that there is competition between [MTM] and [FTM] is in fact acknowledging that mobile
services are part of a broader telephony market.”"’ Vodafone has elsewhere

acknowledged that*

For some people, mobile phones have now become a real alternative (o the rixed
e Over tme we béelieve that hxed (o mobile substitution will continue,

particularly for voice services.

[T/here are ar increasing range of substtules available for a fixed (o mobile call (ot
least being the signiicant increase in mobile penetration - which allows people (o

use mobile o mobile calls as an alternative (o fixed to mobile calls).”
A 2006 Vodafone media release reported:(’3

A Newspoll survey commissioned by Vodalone has revealed that ooroximariely
1.4 million Australians see few reasons (o hold onto their iandine and are serously
consigernng aiching it altogether to become tolally mobile inside the next two

years.

The results expose that Australian mobile users are questioning the need to pay

multiple phone bills and are Switching to using their mobile at home:

. Approximately 4 in 10 say their mobile Is now their mairn point of coniact
. 229% would ditch their landline and just use a mobile if they moved houses
. 40% have friends who ve already aiched their iandline. making them more

nkely to consider going totally mobile

Based on the survey ndings, the move to diich the iandine and switch to mobile
ar home is largely being driven by the availabilty and aforaability of capped

mobile piars.”

*"Vodafone letter to ACCC dated 9 October 2003, p. 6. Available at:
http://www.accc.gov.au/content/item.phtmli?itemld=70826 1 &nodeld=68fdbba249af08ca8429d82
0b88cze02&fn=Vodafone3.pdf

%2 \Jodafone MSR DP Submission, paras 3.22 and 3.65.

® \Jodafone, /.4 million Australians consider anching their fixed ine in next two years, (media
release) dated 22 February 2006.
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In the same media release, Vodafone went on to report its view that there are a growing
number of Australians replacing their landline and moving to Vodafone cap plans and that
more customers are using their mobile for everyday calls at home. Further, that Vodafone
expected this trend would continue such that more people will “use their mobile as their
main point of contact” and would accelerate as mobile broadband using 3G networks

became increasingly available.

In Australia, mobile penetration rates have grown from 42% in 1999-2000 to 98% at 30
June 2006 (as estimated in a recent report by SingTel / Optus).é4 The number of fixed line
connections has begun to decline in developed countries. Australia has recorded a decline
in fixed line subscriptions in recent years (having peaked at 10.4 million SIOs in ZOOZ).65
Moreover, there is now a higher penetration rate for mobile than for fixed line networks, at

least for personal communications.*®

Fixed and mobile services provide many of the same basic functions (dial tone, phone
number, long distance access) and their price levels and structures have converged over
time. While early mobile telephony was not a particularly good substitute for fixed lines,
factors such as the roll-out of digital technology in 2G and 3G networks, increased network
coverage and higher guality transmission have improved the substitutability of mobiles.
Moreover, with the advent of video calling, mobile telephony arguably provides superior

call functionality to fixed lines. Mobile call prices have also substantially decreased.

In the Vodafone Undertaking Decision, the Commission recognised “that fixed-to-mobile
substitution s starting to become a more common feature of the telecommunications
sector more broadly".67 This is consistent with the view of the Commission’s expert
consultant, WIK, who observed a gradually increasing trend to substitute fixed access lines
Dy mobile subscriptions, with the number of telephone users giving up their fixed-line
subscription and becoming mobile-only users being an increasing reality in Australia.®®
Irrespective of whether an end-user abandons their fixed line in favour of becoming a
mobile only user, at the level of any individual calling decision a mobile call now represents

a substitute to a fixed line call.

o SingTel / Optus, Management Discussion and Analysis of Financial Condition, kesults of
Operations and Cash Flows for the First Quarter Ended 30 June 2006, p. 37.

2K Report, p. 48.

©\WIK Report, p. 48.

 ACCC, Assessment of Vodafone's mobile terminating access service (MITAS) Undertaking.: Final
Decision (public version), (March 2006) (“Vodafone Undertaking Decision”), p. 83. Cf. ACCC Frice
Control Review (2005), p. 19.

8 \WIK Report, p. 48.
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The growing substitutability of fixed and mobile services points to the present and growing
reality that the prices for fixed services (including FTM calls) are constrained by competition
from the mobile sector. Evidence of this trend - with the result of declining PSTN revenues -

has been noted in the financial reports of a number of carriers including Telstra.””
Substitutes using alternative delivery means

The pricing of services that are substitutable for fixed services and/or use alternative delivery
means also provides an effective constraint on the pricing of fixed line services. For
example, as discussed above, mobile call prices constrain fixed call prices, as can VOIP

technology.

As discussed in Telstra’s Submission (o the Australan Competiion and Consumer
Commission. Resporise (o the ACCC Froposal - “A strategic review of the requiaiion of tixed
network services” (February 2006), as at 30 September 2005, total broadband take-up
totalled 2,593,600 subscribers, a 98% increase from the September 2004 figure of
1,311,100.” Approximately 60% of these customers were with a service provider other
than Telstra. Moreover, this included 40,800 wireless broadband services in operation”
with additional broadband wireless networks in development or being rolled out in
metropolitan, regional, rural and remote areas. At least 26 of the 40 new carrier licences
issued in 2004-05 were to carriers proposing to deploy broadband wireless access
technologies.72 The number of broadband subscribers is forecast to grow by 55% in
2006.”% If this holds, it would see broadband taken up by 4 million subscribers, almost 50%

of Australian households.

With increased broadband penetration, VOIP services are poised to become important

substitutive  technologies in the Australian market.  There were 43 consumer VOIP

% See for example, Telstra, Appendix 4D: Haif Yearly keport for the half year ended 31 December
2005, pp. 11-12; and SingTel / Optus, Management Discussion and Analysis of Financial Conditior,
Results of Operations and Cash Flows for the First Quarter Ended 30 June 2006, p. 40.

" ACCC, Snapshot of broadband deployment, (September 2005).

T ACCC, Snapshot of broacaband aeployment, (September 2005).

"? ACMA, Telecommunications Performance Keport 2004-2005 p. 2.

2 Citigroup Global Markets Equity Research, More Fain before Gair in 2006, (20 January 2006, p.
1.

33



providers as at June 2005 and 19 IP centric providers as at April 2005.”* The experience in

. . 7
France is illustrative:””

Last year France Telecom predicted thar the proportion of VoIP (voice over
niernet prolocol) telephony would rise to about 15 per cent of residential trarfic by
the end of 2005 But it said yesterday [12/01/06] that take-up was acceleratng
and would reach 40 per cent by the end of this year.”

In a recent review of the retail price controls, a number of industry participants (including
Telstra, Optus and Chime) made submissions recognising that VOIP was a key driver of
widespread competition and that rapid growth in that technology would pose a significant
challenge to fixed line services in coming years.% While the Commission did not consider
at the time of making its report in February 2005 that VOIP posed a significant threat to
traditional fixed-line services, it did note that an issue for future retail price controls would
be “the effect of new technologies, such as Voice over Internet Protocol (VolIP), on pricing
structures™.”” Since that time the impact of VOIP has become an increasing and apparent
reality. This view has been shared with various industry commentators, one of whom has

78
observed:

“..The bigger threar [to revenues] in the long tenm, especially to 1elsia, is VOIF
over broaaband. It has the ability (o push down fixed-voice prices dramatically, as
experienced in North America, where some customers erjoy rates more han 50

percent lower than those they had previously beern paying...

The hixed~o-mobile substituion is only part of the story. In another three (o four
years, the pressure on the hxed-ine voice market will intensity as VolP over
broadband services introduce new and potentially radically cheaper pricing inio
the market place. At that point the decline in the nxed-voice revenues will speed-

upo sharply”.

74 Telsyte Industry Profile, VoIF - Consurmer Information and Regulatory Farticipation, (December
2005).

"> Tom Braithwate in Paris, FT.com site: Fopuiarity of broadband hits France Telecormn, (13 January
20006).

’® See ACCC Pricing Report 2003-04, pp. 17 and 93.

"7 See ACCC Pricing Report 2003-04, pp. 1 and 93-100.

"$VOIP News, Aussie Telco’s [sic) face 40% aeciine (19 July 2005). Available at:
WWW.voipnews.com.au/content/view/195/107/
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The competition from services using VOIP technology is likely to intensify as it is delivered
by way of wireless broadband technology - in particular WIMAX. For example, Hutchison
and Skype have announced a deal to enable Skype VoIP services on mobile smartphone

handsets using the 3G network.”’
Conclusion

All of the factors discussed above point to a market subject to strong competitive forces
which are only increasing with the rapid technological advances that are occurring in the
telecommunications industry (including since the Commission released its MTAS Final
Decision almost three years ago). To date, no serious attempt has been made by Optus to

consider and analyse the competitive effect of these forces.

While Telstra submits that in the context of the present Undertaking, the Commission need
not come to any firm view about the state of competition in the market in which FTM
services are provided, the competitive forces discussed above clearly constrain the prices
which can be charged for fixed-line services (including for FTM calls) contrary to Optus’

submissions concerning Telstra’s supposed dominance of the local loop.
7.4 Reliance on MTAS revenue

Further, Optus argues in paragraph 7.15 of the Optus Submission that it is more reliant on
access revenues than Telstra. Telstra fails to see how this is relevant to the LTIE or any of
the other statutory criteria under section 152AH of the TPA. Optus” only legitimate interest
is in obtaining MTAS revenue based on cost plus a reasonable rate of return. In this regard

Optus’ interest is the same as Telstra’s.
7.5 Pass-through of lower MTAS rates

Al paragraph 7.16 of the Optus Submission, Optus claims that Telstra, as the dominant
fixed-line network operator, “has not passed on the full benefits of MTAS price reduction
enforced by the [Commission] since 2004". At the outset, Telstra notes that Optus’
submission appears to be specifically targeting Telstra without considering the position of
other operators who only operate fixed-line networks (such as AAPT, PowerTel and Primus
etc). Any complete consideration of the promotion of competition objective would

necessarily include such providers. Nevertheless, Telstra submits that a consideration of the

"7 See VOIP News, Mobile VOIP phones soon, (22 February 2006). Available at:
WWW.Voipnews.com.au/content/view/348/107/); and Wireless Carrier Offers Wholesale VoiF, (4
May 2006). Available at: www.voipnews.com.au/content/view,/ 1038/107/
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market characteristics and competitive forces discussed above, supports the view that pass-
through of lower MTAS rates is likely to occur in one form or another. In any event, as
discussed below, even if those submissions are not accepted and the market in which FTM
services are provided is characterised as being monopolistic, it is still the case that a
significant amount of an input cost change would be passed-through absent any
compulsion to do so. Aside from the fact that Optus’ claim is not supported by the
available evidence, there is no requirement that pass-through be solely in the form of retail

price reductions and there are many other ways in which pass-through can occur.

FTM pass-through was the subject of detailed consideration by the Commission in its
Mobile Services Review (which was subsequently reconsidered by the Commission in
assessing Vodafone's rejected MTAS undertaking). That consideration arose out of the
submissions of various interested parties which expressed concern that any reduction in
MTAS pricing resulting from the declaration of that service would not be passed through to
end-users by way of reduced FTM pricing?o In considering these issues the Commission
concluded that the incorporation of a passthrough mechanism in any form was
mappropriate.gg’ Rather, the Commission stated its expectation that, as a result of the

declaration of MTAS, pass-through in excess of 100% could result””

One of the Commission’s reasons for making the decision to use TSLRIC+ pricing for mobile
termination regulation was that it would promote competition for the supply of FTM
services. The Commission stated that lower FTM prices will likely result from lower MTAS
rates and greater competition for supply of FTM services.®”  Given this, it is reasonable to
provide the opportunity for TSLRIC+ based MTAS pricing to take effect and competition to
develop before considering the implementation of prescriptive retail regulation. In this
regard, Telstra notes it has not yet had the opportunity to receive MTAS prices from Optus

that more closely reflect the underlying cost of the service.

Telstra notes that the UK Commerce Commission (“UKCC") came to similar conclusions in its

comprehensive review of MTAS regulation. The UKCC concluded that the benefits of

%9 MTAS Final Decision, pp. 104ff and 223-226.
81 MTAS Final Decision, p. 226.
% MTAS Final Decision, p. 223.
% MTAS Final Decision, p. 223.
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lower termination rates would be substantially, if not wholly, passed-through to end-users

and that a pass-through obligation was urmecessary84
Optus has also commented on the likelihood of pass-through as follows:®®

‘There are adequate markel forces (o ensure an efcient pass-hrouglh  of
neqotaled termination rate reauctions.  For example, there are nurmerous cariers
and providers competing for long distance and fixed (o mobile services and the
relayl rxed o mobile rate is reqgulated in the relail price control arrangements [(as
recommended by the ACCC).

Optus observes that relail ixedto-mobile prices have generally iallen in line with
lower termination rates. ... [OJverall 1alls in termination rates opear to have been

passed on to retall fixed-to-mobile customers.”

Optus has restated its position in a more recent submission to the Commission in respect of
the Vodafone Undertaking where it presented further evidence indicating that FTM retail
prices have fallen in line with, or faster than, reductions in MTAS rates from 1998-2004.%
Optus also provides evidence indicating that no supernormal economic profits are being
earned in the retail fixed telephony market - which it indicates is “workably competitive” -
and points out that basic economic theory dictates that even if the market in which FTM
services are provided is monopolistic, a profit maximising monopolist would still pass
through a significant amount of an input cost change absent any compulsion to do s0.%

This last point was also recognised by the Commission in the MTAS Final Decision.”

Notwithstanding Optus” previous position, it now seeks to maintain that reductions in
MTAS rates have not been passed-through. In support of this contention, it purports to
provides a percentage comparison of reductions in FTM and MTAS rates.®” Telstra submits

this analysis is misleading. First, the report referenced by Optus specifies a FTM price

“u KCC, Reports on references under Section 13 of the Telecommunications Act 1984 on the

charges made by Voaatone OZ, Orange and T-Mobile for terminating calls from hixed (o mobile

networks, (January 2003), pp. 94 and 108-109.

& Optus MSR Submission paras 7.35, 7.38, and see also paras 7.40-7.41.

% Optus, Submission to the Australian Competition and Consumer Commission on Vodalone's

revised mobile terminating access service underiaking lodged 23 March 2005, (August 2005),

g‘;Optus - Vodafone Undertaking Submission”), pp. 7-12 and note in particular Figure 4 on p. 12.
Optus - Vodafone Undertaking Submission, p. 7-11.

% MTAS Final Decision, p. 169.

¥ See the Optus Submission at para 7.12.
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reduction of 2.2 per cent, not 202%, in 2003-04. Secondly, Optus has compared financial
years (eg 2003-04 and 2004-05) for FTM rates to calendar years (eg 2005, 2006, 2007) for
MTAS rates. Thirdly, it has compared the wrong time frame - ie from June 2003 to June
2005 for FTM prices compared to June 2004 to June 2007 for MTAS prices. Fourthly, a
direct comparison of percentages distorts the actual reductions in prices without reference
to the bases upon which those percentages have been calculated. Fifthly, the Current
Pricing Principles were not made until June 2004 (which is the commencement of the
2004-05 financial year), and reductions in MTAS rates did not occur immediately and

generally involved a time lag.

Contrary to Optus’ contention, Telstra submits that empirical data suggests that to date,
sufficient pass through has occurred. The Commission’s report to the Minister titled
relstra’s compliance with price control arrangements. Z004-05 indicates that in that
financial year Telstra passed its 2004-05 price cap requirements with several percentage
points to spare. Furthermore, that Telstra exceeded requirements across the three price
paskets by between 2.7% and 15.2%.

Importantly, the Commission’s report indicates that, notwithstanding that Telstra could
have increased the weighted-average price for the first basket by 5.9% without exceeding
the price cap, the weighted-average price actually decreased by 3.3%. Accordingly, the
Commission notes that Telstra could have charged a weighted-average price for the first

pasket that was 9.2% greater than it actually charged and met this price cap.

The Commission’s report also indicates that the largest contribution to the decrease was

made by trunk calls (which includes FTM calls). The report states (at p. 8):

“The largest contribution (o the decrease in the price of the first basket for the
financial year 2004-05 was made by trunk call services followed by local calls. The
price of trunk calls aecreased by 2.7 per cent, wihich atter weighting, coniribuied a

reauction of 1.7 perceniage poinis in the price index for the overall first basket.”
The more recent version of this report confirms that this trend is continuing:™

'The aetermination provides that the revenue-weightied price rmovement of the first
basket [coniaining local calls orunk calls and international cails) must not exceed
CFl —=4.5 per cent. The specified CFl measure represents the agagregate price

movement in the al-groyps basket for the weighted average of the eight

" ACCC, Telstra’s compliance with price control arrangements. 1H 2005-06, (August 2006), p. 6.
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Australian capital ciies, as published by the Australian Bureau of Statistics, for the

financial year immediately preceding the price cap period, that is, 2009-05.

n the 2004-05 financial year, the CFl increase was 24 per cent. As the current
price cap period Is for six monihs only, Telstra would have been reqguired (o reduce
is overall revenue-weighted prices by 1.05 per cent [[2.4 per cent — 4.5 per
cent)*0.5] in the first half of the 2005-06 financial year.

the weighed-average  [sic] price has actually decreased by 4.5 per cernt
Accoraingly, Telstra could have charged a welighted-average price for the first
basket that was 3.4 per cent greater than it actually charged and et this price

cap.

The largest contribution to the decrease in the price of the first basket for the

perfod, July-December 2005, was made by trurnk call services....”

This is consistent with the findings in the Commission’s maost recent /elecommurnications
Market Indicator keport: 2004-05 (July 2006) which noted the declining revenues from
FTM calls (at p. 5):

‘Revenue from fixed-to-mobile call services fell from 522 billion in 2003-04 to $27
bilhon in 2004-05, a decrease of 2.8 per cent. This Is the first decrease in hixed-o-
mobile call revenue since the ACCC began compiling this report. In 2003-04 and
2002-03, revenues for this service increased by 5.8 and 7.2 per cent, respectively. in
2004-05, revenue from fixed-to-mobile services accounted for 24 per cent of tolal

FSTN revenue compared to 21 per centin 2007-02."

That Telstra could have charged more for FTM services under the PCD but did not, that
FTM call prices have steadily declined and revenue from FTM calls has decreased, all point
to the fact that Telstra is not exercising power over price in respect of FTM calls and that the
market in which FTM calls are provided is subject to ever increasing competitive pressures

and constraints.
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Further support for the extent of pass-through can be found in a submission prepared by
Access Economics in relation to the WIK Model (“Access Economics Submission”).”" For the
purpose of that submission, the CCC commissioned Access Economics to assess, inter alia,
the merits of the Commission’s adjustment path from 21 cpm in 2004 to 12 com in 2007 as
contained in the Current Pricing Principles and its effect on mobile network operators
(“MNQOs”).  As part of that assessment, Access Economics considered the so-called
“waterbed effect” propounded by Optus and the extent of pass-through of reduced MTAS
rates to retail prices during the period in which the Current Pricing Principles have been in

effect. Access Economics found that:??

“.adata trom Telsias Half-Year and Annual Reports suggest that the reauction in
the MTAS in each period has been met by a subseqguent sigrimcant reauction in the

average FIM rate it charges..”

In considering the extent of pass-through of reduced MTAS rates to FTM prices, Access

Economics analysed Telstra’s average FTM prices and noted:”

“.there was /5.53% pass through of the reauction of the MTAS from 21 com to 18
com in 2005 and a further /882% pass through of the reauction of the MTAS
from 18 com (o 15 com in 2006. This decrease is even more nolable given that

there has also been an annual rate of infiation betweern 2-3% over ihis period.”

Given that retail prices (and in particular FTM prices) have been falling in accordance with
corresponding reductions in MTAS rates, Optus’ submissions on  pass-through lack

conviction.

In any event, Telstra submits that it is incorrect to consider the benefits of reduced MTAS
rates solely by reference to reductions in FTM call prices. The state of competition - and the
likelihood of pass-through - cannot be determined by a simple correlation between MTAS
rates and FTM prices (although, as discussed below, evidence concerning these matters
tends to confirm that the market in which FTM services is provided is subject to strong
competitive pressures as FTM prices continue to fall below regulated levels).  Any
assessment of FTM competition should consider a range of indicia (including new and

emerging sources of competition) and, importantly, must recognise that FTM services are

ccc, Responise to the ACCC MTAS Fricing Frinciples Deterrmination | July 2007 to 30 June 2009,
Lzlé March 2007).

Access Economics Submission, p. 1.
> Access Economics Submission, p. 14
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supplied jointly with other PSTN services.”* It also must be recognised that the benefits of

reduced MTAS rates can be realised in a number of ways.

These considerations were recognised by the Commission in the MTAS Final Decision

where it stated:””

even It pass-through is not complete. ihis does not mearn compettion will rnot be
promoted in the market within which FIM services are provided ... [Ajctual
improvements in - competiion might emerge in a range of oher Ways...
Jmproved competion may alermaiively marnest iself in the form of improved
qgualty of service rather tharn 100 per cent pass-through of price reductions for FIM

call services.”

Providing access seekers with the flexibility to choose how to best pass-on the benefits of
price reductions in MTAS to consumers is an important aspect of a firm'’s ability to compete
iNn a given market. In Ke Queensiand Co-Operative Milling Association Limited (1976) ATPR
40-012, the Tribunal recognised both flexible pricing and other aspects of competitive

rivalry as being important aspects of competition (at 17/-246):

N our view effective competition reguires both that prices should be liexible,
reflecting the forces of demand and supply, and that there should be independent
rvalry in all amensions of the pricé-product=service packages ofiered to consumers

and customers.”

In the present context, flexible pricing recognises that pass-through will occur most
effectively across a basket of PSTN services. It is valuable to preserve flexibility for fixed-line
carriers as to how that pass-through occurs, since this allows them to be guided by the
differing demand elasticities - “reflecting the forces of demand and supply” - for different
services, and allows them to pass-through reductions in a way that is of most benefit to

end-users.”®  Furthermore, adequate recognition needs to be provided for competition

" Asa consequence common costs will not necessarily be most efficiently recovered in the manner
implied by a simple correlation between MTAS rates and FTM prices.

7> MTAS Final Decision, pp. 123-124 and see also p. 223.

" The importance of allowing carriers flexibility in retail pricing has been accepted by both the
Commission and the Minister in relation to the adoption of broad price-cap baskets in the retail price
controls rather than isolated sub-caps for individual services: see ACCC, Assessment of Vodartone’s
mobile terminating access service (IMTAS) Undertaking: Final Decision (public versior), (March 2006,
pp. 81-82; and ACCC Price Control Review (2005). This was accepted by the Minister in formulating
the current PCD.
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across “all dimensions of the price-product-service”. For example, pass-through may occur

by way of improved quality of service.
7.6 Conclusion on promotion of competition

Optus has offered only unsupported and irrelevant assertions in support of its submission
that a MTAS price of 12 cpm, as opposed to a lower price, would satisfy the promotion of
competition criterion. These submissions are largely false on their merits and misplaced
when properly considering the promotion of competition objective. Clearly it is efficient,
cost-based pricing of the MTAS that best encourages competition. However, the available
evidence all points to the conclusion that 12 cpm is likely to be significantly above the
efficient costs of supply. On that basis, Telstra submits that it cannot be accepted that the
price terms and conditions specified in the Undertaking will encourage the objective of the
promotion of competition in relevant markets and hence that the Undertaking will

promote the LTIE.

8  Any-to-any connectivity

The final consideration in relation to the LTIE criterion is the objective of achieving any-to-

any connectivity. Telstra accepts that the Undertaking is consistent with this objective.

9 Other reasonableness criteria

Aside from the LTIE, the reasonableness test in section 152AH involve consideration of a

number of other criteria. These other criteria are each discussed below.
9.1 Legitimate business interests of access providers

Having already established that a price of 12 cpm is likely to be significantly above the
efficient costs of supply of the MTAS, this raises the guestion of whether this rate is
nevertheless reasonable for the Undertaking period having regard to Optus’ legitimate

business interests as an access provider of the service.

Optus submitted that a price of 12 cpm as specified by the Undertaking is consistent with
its legitimate business interests. As recognised at paragraph 9.2 of the Optus Submission,
the legitimate business interests of access providers criterion recognises that “investment in
existing and new infrastructure will not be sustainable unless the ability of carriers and
carriage service providers to recover the cost of providing services and to earn a

commercial return on the investment in infrastructure is protected”.
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However, it is submitted that Optus has not provided any evidence that its current
investment plans and business planning will be adversely affected if the Undertaking is not
accepted. Such information, were it to exist, would only be available to Optus (and clearly
is not available to Telstra). That no such evidence has been presented is telling and

suggests that Optus’ submission lacks credibility.

Furthermore, Optus claims that its legitimate business interests “require that it is able to set a
price that will allow it time to recover the lost termination revenue from other services
including origination and subscription”.”” Hence, Optus submitted that it would be
appropriate to apply the current MTAS rate of 12 cpm for an additional six months after the

expiration of the Current Pricing Principles.

As pointed out above, the Commission acknowledged at the time it developed the Current
Pricing Principles that a price of 12 cpm may be above efficient costs. Additionally, given
the nature of the market, the Current Pricing Principles were not to apply for more than
three years. Therefore, all mobile network operators have been on notice since the MTAS
was declared in June 2004 that the price for supply of the MTAS may fall below 12 cpm
once the Current Pricing Principles expire. Accordingly, there is simply no basis on which
Optus can justify supplying the DGTAS at above cost for another six months after the
expiration of the Current Pricing Principles. This is especially so in light of the availability of
recent materials suggesting that the efficient costs of the MTAS are in fact much lower than

12 cpm.

In support of its arguments, Optus points to the alleged impact of previous MTAS price
reductions on its business. Optus claims that this impact is “significant” and any further
reductions below 12 cpm would have a “significant effect on Optus’ net revenues and

hence ability to adjust prices”.”® In this regard, Telstra makes the following submissions.

First, as discussed in section 7.1 above, Optus appears to have exaggerated the impact of
reduced MTAS rates on its business. Optus has itself admitted in paragraph 7.4 of the
Optus Submission that its operating revenues actually increased by 1.1% despite decreased
MTAS rates. In addition, as Telstra pointed out in section 7.1 of this submission, the

evidence suggests that reductions in MTAS rates are being virtually cancelled out by

7 Optus Submission, para 9.10.
7 Optus Submission, para 9.8.
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increased call volumes. This is consistent with the trend noted in the Access Economics

Submission which stated:”’

“.data from the Telecommunications Market Indicator keport 2004-05 liustrate
that between the financial year of 2003-04 and 2004-05, there was a deciine in the
revenue per minute aerived from retail mobile services by all MINOs.  That is..the
minutes or use increased ar a greater rate tharn overall revenue derived irom retail
mobile services, and the average revenue per minute dernved by Telsira Jplus,
Voaatone Frimus and AAFT for 2004-05 dechned by just over one-and-a-halt

cents.”(Footnotes omitted)

Secondly, the so-called “waterbed effect” has already been dismissed by both the
Commission and the Tribunal. In the Optus Tribunal Decision, the Tribunal held, with

reference to the Commission’s submissions in that context that (at [84]-[85]):

‘Optus’ argument that its DGTAS was supplhied in the retall mobile services market
was made i1 Support of Its clanm that any profits flowing to Optus from its DGTAS
being priced above TSLRIC or FL-LRIC would be competed away in the retall
mobile services market because that market is effectively compeutive. This was
described as the waterbed effect The Commission challenged this line of
reasoning. First the Commission submitted that Optus’ analysis did not adaress the
fxed-to-mobile services market wihich was not effectvely competitive. Secondly, the
Commission contended that the DGIAS was not supplhed in the relal mobile
services market. Thirdly, the Commission argued that there was no effective
competition in the retail mobile services market. The Commission’s concern about
DGIAS beng priced above TSLRIC was more jts effect on the hixed-to-mobie

market tharn on the retail maobile services market:

In determining the price it will charge its custormers for making calls, Opltus must
factor into Jts calcuiations the price it will have Lo pay other network operators for
naving 1is Customers connected into thelr networks so that its customers’ calls carn
be so connected and the calls terminated and the revenue it will receive irom
suophing its DGTAS (o other network operators. Even it the retail mobile services
market were effectively compeutive we do not consider that Optus would be
Strongly conistrained in setting its DGTAS price by competition in the retall market.

The mobile operators could set thelr termination charges on a recjprocal basis at

99 . .
Access Economics Submission, p. 6.
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above cost while still competing vigorously in the retail market. Indeed, it was
accepted that that is what they do.” (Emphasis added)

Thirdly, available evidence confirms the absence of the waterbed effect in relation to MTAS
prices and suggests that pass-through of reduced MTAS rates to retail prices has been
sufficient (see section 7.6 above). In this regard, the Access Economics Submission also
considered claims by operators (including Optus) that a waterbed effect would occur due
to reductions in MTAS rates and found no evidence in support of that claim. Rather Access
Economics found that:'"

‘White theory suggests that a rebalancing of retail prices will occur when arn
addiional constraint s introauced on a service in a compelitive two-sided market
in practice there has been no empirical evidence armongst the MNOs to support
s so-called ‘waterbed effect” Instead of retal mobile prices increasing and
handset or subscription subsidies being eliminated due (o a iall in the MIAS rates,
there has been a decrease in retail prices for mobile outbound calls and an
increase in the level of handset subsidies accomparying the 1all in the MTAS rates.
(Emphasis added)

More specifically, Access Economics analysed the effect of reduced MTAS rates on Telstra’s
and Optus” average retail prices for mobile services and found that there was no evidence

of a waterbed effect. In respect of Optus, it was found that:'”'

Similarly, OQptus’ financial aata on postpaid subscribers from the September 2006
quarter and the Decernber 2006 quarter do not reflect signs of a waterbed effect
They musuate that:

. the Optus’ post-paid subscriber ARPU has remained reasonably steady - /e
S75 for the Septermber 2006 quarter and S76 for the December 2006

quarter;

. there has been an increase in the level of MOU - e 6% in Septermber

quarter and 2% in the Decermnber 2006 guarter; and

100 . . .
Access Economics Submission, p. 1.

19" Access Economics Submission, pp. 8-9.
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. revenue 1rom data services as a proportion of the tolal service revenue has

been increasing.

These 1actors, along with Opius” acknowiedgment in the Seotember 2006 guarter
that the MOU increase has mingated ARPU and margin erosion for post-paid
customers, implies there has been a decrease in the price/minute of mobile calls.”

(Emphasis added, footnotes omitted)

Given the clear evidence that no waterbed effect has occurred or is likely, Optus’
submission - made without any supporting evidence - that in setting the Undertaking price
it “has had regard to the significant adjustment in subscription and origination prices
needed to implement a price lower than that offered in the undertaking” cannot be

sustained. '%

Rather, Telstra submits that since 12 cpm is already likely to be above the efficient costs of
supply of the MTAS, there is no basis for artificially maintaining that price for another six
months as suggested by Optus when there is evidence of sufficient pass-through and no
evidence that a lower DGTAS rate will cause harmful disruption to the operations of mobile

operators.
92 Interests of access seekers

Optus claims at paragraph 9.13 of the Optus Submission that 12 cpm for the Undertaking
period promotes the interests of access seekers because “they are consistent with the rates
that we expect would have been arrived at through commercial negotiations which are
capped by the existing pricing principles that had 3 cent decrements in price on a calendar

year basis”.

This statement deflects attention from the critical matter at issue. Access seekers have a
legitimate interest in acquiring the MTAS (and/or the DGTAS) at a price reflective of the
efficient costs of supplying that service. Commercially negotiated rates, especially in
circumstances where Optus is in a position to exercise power over the price of the DGTAS
absent regulatory intervention, may or may not reflect the efficient costs of supply.
However, it is pricing consistent with the efficient costs of supply that enables access
seekers to compete on their merits in downstream markets. As discussed in detail above,
the Commission cannot be satisfied on the available evidence that 12 cpm is reflective of

the efficient costs of supplying the MTAS (and/or the DGTAS). To the contrary, the

197.Cf the Optus Submission at para 9.8.
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available evidence tends to indicate that a price of 12 cpm is well above the efficient costs

of providing that service.

Moreover, Optus’ statement is misleading. First of all, commercially negotiated MTAS prices
are not, and were not expected to be, restricted by the Commission’s Current Pricing
Principles. Moreover, the Commission’s previous approach of setting MTAS prices for a 12
month period based on the Current Pricing Principles had been predicated on the basis
that those principles were in effect. This rationale clearly does not apply where the Current

Pricing Principles have expired.

As submitted above, mobile carriers have been on notice since June 2004 that the price of
the MTAS could fall below 12 cpm after the expiration of the Current Pricing Principles. This
was confirmed by the release of the WIK Model in February 2006. It is therefore incorrect
to assume that access seekers would have “expected” 12 cpm for another six months when
all evidence points to the implementation of a lower price. It is in the interests of access
seekers that MTAS prices be based on the efficient costs of supply. Optus has not offered
any evidence which suggests that cost-based pricing of the DGTAS would impede the

interests of access seekers, and accordingly, 12 cpm cannot be reasonable.

93 Direct costs

In the Optus Submission (at paragraph 9.15), Optus merely asserts that a price of 12 cpmis
“consistent with the direct costs of providing the service, though these remain uncertain”.
Optus does not provide any explanation as to why this is the case. It is also surprising that
Optus can claim that 12 cpm is consistent with the direct costs of supply, when it is itself

uncertain of what that cost is.

Telstra submits that pricing on a TSLRIC+ basis would enable Optus to recover its direct
costs of supplying the DGTAS. Telstra has demonstrated that the latest estimates of the
TSLRIC+ price of the MTAS are substantially lower than 12 com. As discussed above, Optus’
own cost model submitted in support of its Previous Undertaking strongly suggests that its
direct costs are substantially below 12 cpm. Accordingly, Telstra submits that the price
adopted in the Undertaking is likely to be significantly above Optus’ direct costs of
supplying the DGTAS.  There is no basis for this pricing to be allowed to continue for

another six months after the expiration of the Current Pricing Principles.
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9.4 Operational and technical requirements

Telstra accepts that this criterion is not relevant to the Commission’s assessment of the

Undertaking or, in the alternative, that the Undertaking is consistent with this criterion.
95 Economic efficiency

Telstra submits that an MTAS price based on the efficient costs of supplying the service
would satisfy this criterion.  As discussed in detail in this submission, the Undertaking price
of 12 cpm for the period 1 July 2007 to 31 December 2007 is likely to have substantially
overstated the efficient costs of supply of the DGTAS. As such, the Undertaking is
inconsistent with the economically efficient operation of a carriage service and a
telecommunications network or facility. This also leads to the view that the Commission

cannot conclude that the Undertaking price is reasonable.

In relation to this criterion, it is stated at paragraph 9.21 of the Optus Submission that Optus
did not undertake a bottom up cost modelling exercise In devising its Undertaking price of
12 cpm given it believes that the mobile services market is competitive and the young age

of infrastructure.

Telstra accepts that given the time and cost involved to construct a bottom-up cost model
for the MTAS, the provision of such a model in support of the Undertaking is not necessary.
Telstra also accepts that a properly specified top-down model would be acceptable for
present purposes. Indeed, so much has been accepted by the Tribunal.'” However,
Optus does not address why it has not provided a top-down model in order to
demonstrate the reasonableness of the price adopted in the Undertaking. Instead, Optus
has purported to base its Undertaking price on sources which have been demonstrated to
be weak and unsupportive. In the absence of a properly specified top-down cost model,
Telstra submits that the Commission cannot be satisfied that the price adopted in the

Undertaking is reasonable.

While Telstra considers that the competitiveness of the relevant market and the young age
of the infrastructure can be important considerations, the Tribunal has previously ruled that
these are not of assistance in determining the efficiency of Optus’ and Vodafone’s
investment in their mobile networks. Both Optus and Vodafone made similar submissions

to the Tribunal in support of the efficiency of the costs claimed in their previous MTAS

103 Optus Tribunal Decision at [117].
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undertaking. The Tribunal rejected these submissions in its decisions in respect of each of

those undertakings.
In its decision in respect of the Previous Undertaking, the Tribunal stated:'*

Optus submitted that it was reasonable for the Tribunal (o assume that the costs it
ncurred, Whern making ILs investment decisions, were incurred on an efficient basis.
As Its investment decisions had been made reasonably recently and in a highly
competitive market it was reasonable for the Tribunal to assume that its costs were

ncurred on an efficient basis.

However, there was no evidence before the Commission, or before us, that the
cost nputs provided by Optus (o CRA were efficient costs. Oplus had identified
costs relating (o 1ts GSM mobile business for 2003/2004 but there was no evidence
before us that the costs so identified were ‘efficient” The Commission was also
critical of the cost inputs Used as they did not ake into account economies of scale

and the growth in economies of scale over time.

Although there is merit in the proposition hat a 1irm in a Competitive market has an
ncentive to be efficient and (o incur its costs elmciently, there is still a need for the
Commission (and, on review the Tribunall. (o be satisied, having regard (o he
matters set out in s 152AH and the objectives in s 152AF of the Act that the linm’s

costs are efficiently incurred.

More specifically, in its decision in respect of Vodafone's MTAS undertaking, the Tribunal

stated:'%

‘We do not accept the proposition that Vodalone'’s actual costs can be taken to be
efmciently incurred simply because Vodalone operales in a competiiive market.
While that market ceriainly exhibils some  evidence of vigorous cormpetiive
processes, for example, in the marketing of various pricing pians, it does not follow
that no scope exists for inefficiency. The very nature of mobile ermination, where

calls to each operator’s customers carn only be completed by that operator, argues

"% Optus Tribunal Decision at [113], [114] and [118].

19 \/odafone Tribunal Decision at [56]-[57].
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for caution In concluding that iNnelficiency is absent. Furthernmore. taken to its logical
conclusion, the proposition would also lead (o the view that Vodalone’s actual

VIMTAS prices must be reasonable and thus warrant no requiatory exanination.

More specifically, with only three operators in the market during he péeriod of
Voaartone’s initial investment and roflF-out of infrastructure, economic theory does
not sUPPOrt the contention that those finms Wil [0so 1acto, have made emcient
nvestments. Services provided in the market are iar rom homogeneous, and the
operators appear to have made great efforts to differeniate their services, build

strong brand names, and appeal to varying groups of COnsumers.

On the basis that the Tribunal has already rejected Optus” submission, it must fail here and
Optus’ failure to provide any cost model in support of its Undertaking simply points to the

fact that the Commission cannot be satisfied on the available material that the Undertaking

IS reasonable.

Telstra Corporation Limited
5 April 2007
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