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INTRODUCTION

1 I have been asked by Telstra Corporation Limited ("Telstra") to give my
expert opinion on the reasonableness of Telstra's range and point estimate
of the Weighted Average Cost of Capital ("WACC") for its Customer
Access Network ('CAN") related assets used in the provision of the
Unconditioned Local Loop Service ("ULLS"). The letters of instruction
(dated 18 December 2007, L8 January 2008,1.4 April 2008 and 23July 2008)
are attached as Appendix B. This reports sets out my opinion and the basis
for it. The range and point estimates of the WACC are developed in
Telstra's report dated 4 4pri12008, "Telstra Corporation Limited, ULLS
Undertaking, Weighted Average Cost of Capital (WACC)" (the "Report").

2 The WACC is to be used with the Telstra Efficient Access ("TEA") costing
model.1 The model has been designed for the purpose of estimating the
efficient cost of the ULLS.

3 I will review Telstra's estimated WACC from the perspective of what
would be expected as an efficient cost of capital in a competitive market for
the provision of the ULLS.

4 In forming my opinion on the reasonableness of Telstra's range and point
estimates of WACC, I have taken into consideration the statutory criteria
contained in Part XIC of rheTrade Practices Act L974 ('TPA").

5 I have prepared this report on the assumption that the information and
documents referred to herein will remain confidential and not be disclosed
to any person without Telstra's consent.
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QUALIFICATIONS AND EXPERIENCE

Qualifications

I am the Bank of New Zealand Professor of Finance in the Department of
Accounting and Finance at the University of Auckland. In that capacity I
am involved in issues related to the calculation of the cost of capital on a
regular basis. My curriculum vita is annexed as Appendix A to this report.

I am also active as a financial economics expert and consultant. The bulk of
my activities as an expert in financial economics over the past few years
have been in the environment of regulation and specifically with respect to
cost of capital issues.

My doctoral dissertation topic at Stanford University (USA) was "An
Empirical Investigation of the Debt Equivalence of Leases" which is closely
related to capital structure issues and cost of capital.

1 The model is detailed in "Telstra Efficient Access (TEA) Model Overview" dated 21

December 2007 and lodged with Telska's ULLS Undertaking dated 3 March 2008.

,
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In the past twelve years at the University of Auckland, Hong Kong
Polytechnic University, National University of Singapore and the
University of Queensland I have taught courses in Introductory
Investments, Introductory Financial Management, Advanced Financial
Management, Case Studies in Finance, Financial Statement Analysis, and
Seminar in Modern Corporate Finance. All of these courses include
components on the cost of capital. While at the University of Auckland, I
have supervised research on topics relevant to cost of capital at the
undergraduate, diplomo MBA, masters and doctorate levels.

I have published numerous articles in international journals and books,
presented research papers at international conferences and presented
invited guest research seminars at numerous universities. About half of my
research publications are on topics related to cost of capitaf including:

(u) "Using Comparable Companies to Estimate the Betas of Private
Companies,"

(b) "Estimating Betas Using Comparable Company Analysis: Is it a
Reliable Method?,"

(") "A Test of the Usefulness of Comparable Company Analysis in
Australia,"

(d) "Estimating the Market Risk Premium,"

(e) "Cost of Capital under Imputation: An Analysis of Comparative
Models,"

(Ð "Information Content of Financial Leverage: An Empirical Study: A
Comment "

(g) "Implications of Dividend Imputation for Equtty Pricing in New
Zealarrd,"

(h) "The Importance of a Market Value Measurement of Debt in
Assessing Leverage,"

(Ð "The Debt Equivalence of Leases: An Empirical Investigation," and

0) "The Theoretical Relationship Between Systematic Risk and Financial
(Accounting) Variables."

I am currently on the editorial board of an academic journal (Internationnl

Ret)iezu of Finance), am a consulting editor on anothet (Afto-Asiøn lournal of
Finance and Accounting) and am an active reviewer for other journals. In
these capacities I am involved in evaluating the research work of other
scholars on topics including the cost of capital.
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2.2 Experience

12 I have been involved in the estimation of cost of capital at both a practical
and theoretical level through most of my commercial and academic career.
ln my academic positions I have regularly taught courses on cost of capital
at undergraduate and graduate levels. I have lectured to executive
audiences in Australia New Zealand,Fiii, Hong Kong, Singapore and the
United States. I have consulted and provided expert evidence on topics in
financial economics, including cost of capital.

13 In my work as a consultant and expert wibress over the past ten years, I
have been involved in cost of capital estimations for a range of different
companies including the following:

Australia

Telstra (including in relation to USO, PSTN originating and terminating
access, GSM, ULLS,ISDN and Pay TV)

ElectraNet SA

EnergyAustralia

Goldfields Gas Transmission Joint Venture

GasNet Australia

Rail Access Corporation

Queensland Rail

Sunwater

Transend Networks

Westralia Airports Corporation (Perth International Airport)

Argentina

Ente Nacional Regulador de la Electricidad

Italy

Telecom Italia Mobile

New Zealand

ABN-AMRO (NZ)

Air New Zealand

Board of Airline Representatives of NZ



Hawkes Bay Network

New Zealand Farm Systems Uruguay

PowerCo

TransWaste Canterbury

Unison Networks Limited

Waste Management NZ

Singapore

PowerGas

United States / Thailand

Sithe Mauritius Power Limited

Venezuela

Telcel

L4 I have also been involved in advising regulators and government agencies
on cost of capital issues including the following:

Ministry of Economic Development (NZ)

National Competition Council

Office of the Rail Access Regulator

15 I was involved in a project in 2000 to advise the National Competition
Council (Australia) on aspects of an application from the Northern Territory
Government to certify a regime for access to the Northern Territory
electricity networks. This involved advising on the proposed approach to
WACC (including issues similar to those involved in this context) and the
measurement of the network asset base.

t6 Ir.2002I was responsible for the preparation of the cost of capital
component of a report to the Ministry of Economic Development in New
Zealand on Telecom New Zealand. The objective of the report was to
develop an appropriate structure for the estimation of WACC for Telecom
New Zealand.

17 I have been involved in advising the Office of Rail Access Regulator on
appropriate models and parameters to use in setting the WACC for rail
access.

.a
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I was involved in the preparation of the report "International Comparison
of WACC Decisions," which was submitted to the Productivity
Commission Review of the Gas Access Regime in September 2003.

I acted on behalf of GasNet Australia in its appeal to the Australian
Competition Tribunal of the ACCC's Final Approval of 17 January 2003 in
cormection with revisions to the access arrangement for GasNefs gas
transmission system.

I have advised PowerCo on cost of capital issues in its submissions to the
New Zealand Commerce Commission on the Gas Control Lrquiry. This has
involved a number of submissions. An issue which was addressed a

number of times in earlier deliberations before the Commission is the
asymmetry of the social costs and benefits of an error in setting WACC.
This principle had been acknowledged by the Commission. In my
submission in response to the Commission's Draft Decisioru2I argued that a
sensible consideration of the issue required adopting a statistical structure,
setting all ranges as estimates of one standard deviation on the underlying
parameter. Then the implications for WACC should be determined using
Monte Carlo simulation, and the regulatory WACC should be set above the
"best estimate" of WACC based upon the severity of the asymmetry of
social costs. The Commission adopted my recommendations in its Final
Decision.3

WACC MODELS

Telstra estimates a nominal| "vartilla" WACC. In the vanilla WACC the tax
impact of interest expense is included in costs, rather than in the WACC
formula. Thus it is a post-tax WACC. The model is shown algebraically i.
paragraph 31 of the Report. As inputs to the WACC model, the cost of debt
capital model is set out in paragraph 32, and the cost of equity capital is set
out in paragraph 33. The models for WACC and cost of debt have been
accepted and used by the ACCC5 as well as virtually all other regulators
and experts in Australia. The model for the cost of equity has been
accepted by ACCC, but it recentþ stated a preference to treat the equity
issuance costs as a specific allowance when it happens.6

These are standard models and in my opinion they are appropriate for the
estimation of the nominal vanilla WACC. The issues with respect to the

2 Response to WACC Issues in Commerce Commission's Draft Report on the Gas Control
Inquiry, dated June 2004.

3 Commetce Commission s Gas Control Inquiry Final Report, dated 29 November 2004.

4 Amounts or rates of return stated in nominal terms are in current dollar terms. This
contrasb with amounts or rates stated in real terms, which means they have been adjusted to

exclude the effect of inflation.
5 For example, see the ACCC's Assessment of Telstra's ULLS Monthly Charge

Undertakings, Draft Decision, Appendix D. Weighted Average Cost of Capital (WACC), dated

fune 2006.

6 fUia,paraD.5.12.
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treatment of the costs of issuing equity will be discussed in section 4.8

below.

The Telstra Report sets out a point estimate of WACC and also identifies
ranges on all the parameters that are inputs to the models. I will give my
opinion on both the point estimates and the ranges.

PARAMETER VALUES

Risk Free Rate

The risk free rate of interest is used in estimating both the cost of debt and
the cost of equity. It is almost universally measured as the rate of return on
government bonds, because the debts of the government are regarded as

free of default risk. It should be the "fotward-looking" rate; that is, it
should be the rate that spans the financial period for which the WACC is

being estimated and that is known at the beginning of that financial period.

There have generally been two major points of debate with respect to
measurement of the risk free rate: the appropriate debt maturity to use and
whether to use a market quoted rate on-the-day or ¿ìn average of rates

around the date of setting the WACC.

Traditionally, th" risk free rate for application with long-lived assets has

been estimated using the market yield on L0-year government bonds. This
provides a matching of the maturities of the assets with the funding of those

assets. Shapiro and Balbirer refer to this as "the time-honored guide to
setting financial policy ." 7

Telstra uses that approach (paragraph 36 of the Report).

The ACCC rejected the long-term maturity in some earlier reports.S It
argued that the maturity should match the term of the regulatory period,
which is generally considerably shorter than the life of the assets. However,
the Australian Competition Tribunal rejected the ACCC's position in 2003

and supported the traditional position of using a long-term rate.e Since that
ruling, the ACCC has accepted the traditional position.

The Report justifies the use of a long-term maturity and the choice of an

appropriate rate using a range of different approaches. The justifications

provided in the Report for using the long-term maturity are based uPon

iound economic arguments. The choice of a long-term maturity is also

7 g. Shapiro and S. Balbirer, Modern Corporate Finance, 2000, Prentice Hall, Upper

Saddle River, New Jersey,pageS4.
8 For example, see Australian Competition Consumer Commission, "A rePort on the

assessment of Telstra Corporation Limited, Undertaking for the Domestic PSTN Originating
and Terminating Access services" dated July 2000.

9 Aostralian Competition TribunaL Application by GasNet Australia (Operations) Pty

Ltd [2003] ACompT 6.
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commercially practical and sensible in that it matches the interest rate risk
profile in its assets with the interest rate risk profile in its debt.

30 Two points that are particularly supportive of using the long-term maturity
are Telstra' s " real world" financing practices (paragraphs 37-45 of the
Report) and the lack of a specific regulatory period for the ULLS
Undertaking other than by setting the end date to which the Undertaking
will run (paragraphs 57-58 of the Report).

SL Telstra states that its debt funding is consistent with matching the
maturities of its debt with the maturities of its long-lived assets. The Report
notes the very real economic incentives that Telstra has to borrow with the
optimal maturities. There is no plausible reason for Telstra to borrow long-
term if that was not the optimal approach for it to use.

32 As the Report notes (paragraph 41) with respect to both the maturity and
quantum of debt, ' ...ít seems presumptuous for a regulator when
considering the WACC to effectively determine that the management of a
company does not effect sound capital structure decisions ... that are in the
best long-term interests of the company." I agree with that proposition.

33 ACCC's position depends upon there being an identifiable regulatory
period. There is no clear and obvious regulatory cycle identified or implicit
in Part XIC of the TPA. Therefore, it is not possible for Telstra to match the
maturities of its debt with the length of the regulatory period. In my
opinion, basing the estimation of the risk free rate on an assumed maturity
that cannot be anticipated by the regulated company would simply be bad
regulation. It would be artificial.

34 Paragraph 56 of the Report provides four conditions which, if met, could
make it acceptable to match the mattrrity of the risk-free investment to the
regulatory cycle. It then goes on to discuss the principles and to show that
none of them are fully met. I agree that the principles are not met.

35 There are a number of different ways such conditions could be defined. In
particular, the re-contracting risk that a firm would face if it financed its
debt with shorter maturities would be substantial.

36 Itr my opinion the conditions cited in the Report are not all necessary, but
they are sufficient to demonstrate that the maturity should be set at the
long-term. Therefore, in the case of the CAN-related assets used in
providing ULLS, the risk free rate should be based upon L0-year
government bonds.

37 The Report notes the need for consistency in the measurement of the risk
free rate in the models for the cost of debt and the cost of equity and its
measurement in the estimation of the market risk premium. Extant data on
the historical market risk premium in Australia is based on measuring the
risk free rate with the 10-year government bond.
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Consistency and logic require that the maturity of the risk free rate must be
the same when estimating the cost of equity with the Capital Asset Pricing
Model ('CAPM"). That means the market risk premium would have to be
adjusted so that it represented a premium on equity returns over the risk
free rate with the same maturity as is used for the risk free rate as the first
term in the CAPM. \¡Vhen the maturity is 10 years/ this is achieved. If the
maturity is any other period, an adjushent to the market risk premium is
needed.

The Report also identifies another consistency issue in paragraphs7S-76.
Using a shorter-term mahrrity in estimating the risk free rate is not
consistent with the assumptions of the TEA model.

The TEA model involves an annualisation of capital costs over the useful
life of the assets. This process uses the WACC. So the WACC is applied
across the life of the asset. If the risk free rate is estimated over a shorter
period, the annualisation will not properly distribute the operating costs.

Telstra is correct in identifying this as a consistency issue. The issue would
also apply to other TSLRIC models, not only to the TEA model.

The Report also addresses the proper measurement of the government bond
rate. The risk free rate should be measured as of the opening of business on
the relevant date. As this rate is not generally available, it is standard to use
the government bond yield at the close of business on the immediately
preceding business day.

The ACCC has not done this. "Since Telstra's 1999 second PSTN
undertakin& the ACCC has used rates for the L0 days leading up to the
start of the regulatory periods. This is to address any potential concerns
regarding day-to-day market volatility."ro

If the task is to measure the risk free rate on a specific date, then the
appropriate and logical rate to use is the rate on that specific date. To do
otherwise may create a distortion in the rate. If the rate on the day has been
subject to some potential distortion, then some form of averaging may be
appropriate. However, when estimating the risk free rate, a highly liquid
and actively traded security, the presumption should be that there are no
such distortions. I believe the rate on the day should be used unless there is
clear evidence that a distortion has occurred.

The Report points out (paragraph 82) that the ACCC has not justified its
position with any data. Nor has it explained how its particular averaging
approach would mitigate distortions even if they did occur.

The terrorist attacks in the United States on LL September 2007 (72

September 2001 in Australia) have been cited as an extreme case where the

L0 Australian Competition Consumer Commission, "A report on the assessment of Telstra

Corporation Limited, Undertaking for the Domestic t€TN Originating and Terminating Access

services" dated July 2000,parcgraph D.5.3.
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use of the rate on the day might be misleading. The logic of the ACCC
would presumably contend that 10-day averaging would be a more
accurate reflection of the true market yields at the close of business on 1.2

September 2001. However, this contention does not stand up to scrutiny.

The market yields on L0-year government bonds on the days around the
fateful '9f t\' are as follows (all dates are in 2001):

Date Yield Date Yield Date Yield

29 Aug 5.50 5-Sep 5.800/o l2-Sep 5.45o/o

30 Aug 5.51 6-Sep 5.82o/o 13-Sep 5.48o/o

31 Aug 5.54 7-Sep 5.73o/o 14-Sep 5.49%

3-Sep 5.55 1O-Sep 5.570 17-Sep 5.44o/o

2-Sep 5.60 11-Sep 5.61o/o 18-Sep 5.460/o

1 0-day
average 5.62%

5-day
average 5.46%

48 The ACCC approach uses the average yield over the 10-day period leading
up to the period, which in this case would be5.62%. In this case the rate on
the day, which is used by Telstra and which I support, would use the rate at
the close of business on L2 September - 5.45%.

49 It is clear from the data above that the 9/11. events caused a fundamental
change in yields. The ACCC's averaging procedure dilutes this change by
measuring the risk free rate with data prior to the event. Telstra's approach
more properly reflects market yields on the day. Extending the data
analysis out to one month after the event, the average yield over the period
is 5.49o/o. The effect of 9/11. was not transitory.

50 The Report then notes that the undertaking period begins on L January
2008, and therefore uses the closing yield on L0-year goverrunent bonds on 3L

December 2007,which was 6.33% (paragraph 87).

4.1.1 My conclusion on risk free rate

5L Estimating the risk free rate for long-lived assets using 1O-year government
bond market rates is appropriate. Using a shorter maturity than 10 years

based upon a perceived regulatory Period would not be correct.

52 I agree with the approach taken in the Report that the appropriate
measurement is the market rate at the opening of trading on the first day of
the regulatory period.
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The Reporfs approach to measuring the 1,O-year government bond rate at
the close of business of the trading day before the beginning of the
regulatory period is appropriate.

In my opinion, Sving consideration to the statutory criteria set out in Part
XIC of the TPA, Telstra's estimated risk free rate of 6.33Yo is appropriate for
inclusion in the calculation of WACC for the CAN.11

Debt Risk Premium

The cost of debt capital is conventionally estimated as the current cost to the

firm of raising and maintaining its debt. Telstra estimates this cost with the
three factors in its formula in paragraphS2 of the Report the risk free rate
of interest ("R¡"), the debt risk premium ("DRP") and the annualised debt
issuance cost ("DIC"). From this the cost of debt capital ("Ra") is estimated:

Ra = Rr + DRP + DIC (1)

As noted earlier, this model has been accepted and used by ACCC.tz

If the company has publicly traded debt that is actively traded, the standard
approach to estimating the DRP is to use the premium of the company's
debt over government debt of the same maturity.l3

If suitable publicly traded debt is not available, estimation of DRP is

generally based upon three steps. First, the average rating of a company's
debt by one of the major rating agencies is observed or estimated. If such a

rating is not available, it is estimated from ratings of comparable
companies. Then the average rate of return on debt issues of that rating is
estimated. This will provide a range. Finally, the company's debt is placed
within this range, and a point estimate is chosen.

There is no publicly traded debt specifically attributed to the CAN-related
assets for providing ULLS. Telstra contends that the market rates on its L0-

year maturity Telstra-wide debt provide a market-based guide to the
market rates that would pertain if debt for the CAN-related assets was

traded (paragraphs 90 and 98 of the Report). The market rates can then be

used to estimate the appropriate DRP. Telstra also notes that consistency
with the estimation of the risk free rate requires that it use the rate on the

day for its 1.0-year bonds. I agree that this approach is appropriate and
should provide a reasonable estimate of the DRP for the CAN-related
assets.

11 In this report, it should taken as stated that my opinions reflect consideration of the

stahrtory criteria set out in Part XIC of the TPA,
12 For example, see ACCC's Assessment of Telstra's ULLS Monthly Charge Undertakings,
Draft Decision, Appendix D. Weighted Average Cost of Capital (WACC), dated June 2006,

section D.5.2.
L3 For the approach to estimating the DRP, see A. Damodaran, Inveshent Valuation (2nd

ed..),2002,Wiley Finance, New York, pages 208-211.. Damodaran uses the term default spread

rather than debt risk premium.
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60 Data on the DRP of Telstra-wide debt from late-L996 through the end of
2007 is then presented. The Report notes that the DRP has risen sharply
since late-2002 which is likely related to the sub-prime mortgage problems
emanating from the US.

61, Telstra contends that the DRP on its Telstra-wide 1O-year maturity debt
provides an appropriate estimate of the DRP of the CAN-related assets. It
reports that the spread between the 1O-year government bonds and its
maturity matched bonds at the close of business on 3L December 20A7 ís
'J..95%.

62 Telstra notes that ACCC has previously used a DRP based upon a

benchmark A credit rating, but that it has not provided any detail that
would allow verification or inspection of its conclusion. Telstra goes on to
argue that the ACCC's benchmarking may be inappropriate because of
fundamental differences between Telstra and the other regulated (or
unregulated) companies (paragraphs 95-96). I agree that there are

important and relevant differences between Telstra and its CAN and other
regulated businesses. Direct comparisons must be carefuþ scrutinised and
may notbe useful.

63 Telstra estimates a range on the estimate of DRP of 15 basis points (0.15%)

in its paragaph 101. In arriving at this estimate it cites the potential
estimation error resulting from the adaptation of the Telstra-wide observed
DRP for use in the context of a stand-alone CAN provider and the extreme
recent volatility in global financial markets and the aggressive heightening in
the observed Telstra-wide DRP.

4.2.1 My conclusion on debt risk premium

64 I have been advised by Telstra that the CAN assets comprise between 25%

and 307o of Telstra's total fixed asset base and between 40% and 45% of its
communications plant assets. Telstra's other major assets include switching
equipment used in the Public Switched Telephone Network ("PSTN"), the

inter exchange network ("IEN") which connects the local exchanges

together, data equipment and its mobile telephone network. Each of these

asset categories accounts for a lower percentage of the total fixed asset base

than the CAN. Thus, CAN is a substantial portion of the assets of Telstra.

The quality of security of the CAN assets to a lender would be comparable
to the quality of security provided by the whole of Telstra. Therefore, I
consider it reasonable to use the observable DRP for Telstra-wide debt as a

proxy for the unobservable market DRP on debt of the CAN-related assets.

in essence, this comparison company (i.e., Telstra) is clearly superior to the

comparison companies that constitute the A-rated benchmark bonds chosen

by ACCC.

65 It could be argued that the default risk of the CAN-related assets is less than

for the whole of Telstra, as at least some of the non-CAN-related assets are

involved in emerging technologies such as mobile. In my opinion, any such

difference in default risk would be minimal. As mentioned above, Telstra is



t2

largely the CAN and most of its other substantial businesses are similar in
risk. Although Telstra has some businesses that have different risk profiles
to the CAN, they either make use of the CAN or are not large parts of
Telstra. Further, even those businesses that have higher risk profiles are
evolving and maturing. With this process, the risk of the businesses
decreases.

66 A broader consideration of default risk would also have to include possible
differences in gearing. If the default risk is lower, then it logically follows
that the gearing is likely to be commensurately higher. The result of small
differences in the risk and gearing should be approximately offsetting.t+

67 The gearing of the company and/or the CAN-related assets is taken as a

given in the discussion of the DRP in the Report. It is discussed later in the
Report. The market observed data on DRP is reflective of the gearing
actually in place. That gearing is lower (less debt) than the gearing level
assumed for calculating WACC. I note that to the extent that the estimate of
DRP is based upon a lower gearing than is used in the calculation of
WACC, the DRP will be understated.

68 I agree that the DRP should be measured using current data. Unless there
are specific extenuating circumstances, in my opinion the DRP at the
beginning of the period should be used. I am not aware of any such
extenuating circumstances in late-December 2007 or early-January 2008.

69 I¡r ^y opinion, Telstra's estimated DRP for the CAN-related assets of.1".95o/o

is reasonable.

70 Telstra estimates a range on its DRP of 0.15%. I agree that there is
estimation error in arriving at a DRP. I also agree with the potential sources

of estimation error that Telstra cites. I believe the range that it gives is
reasonable.

4.3 Debt Issuance Costs

71, The cost of debt capital in the WACC is the cost of debt to the company, in
this case the CAN business. The cost of debt is based upon the net proceeds

of the debt issue, which will be after all the costs incurred in facilitating the
debt issue. These costs are called issuance costs and consist of underwriting
and management fees and direct costs such as legal and accounting fees.

72 There are a number of alternatives for allowing the recovery of these costs.

The estimated DIC could be included in allowable costs as incurred, but
amortising the amounts is preferred as it smoothes the impact on prices.
The DIC could then be amortised over the life of the debt as an allowable

1'4 For example, see R. Brealey, S. Myers and A. Marcus, Fundamentals of Corporate

Finance (Sth ed.), 2007,McGraw-Hill Irwin, New York, pages 335-336.
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cost or as an increment to the cost of debt. The latter approach is usually
preferred and has been recommended to ACCC.ls

73 The Report notes (paragraph 109) that the ACCC has accepted the need to
include DIC in the estimation of WACC but has only allowed 0.08%. This is
less than the ACCC has allowed other regulated companies. Telstra also
notes that the Australian Competition Tribunal allowed 0.25% being
recovered through the WACC in the context of the GasNet Access.16

74 The Report cites published estimates from the US on the cost of debt
issuance and also its own in-house estimates of debt-raising costs. It
concludes with an estimate of DIC in the range of 0.07% to 0.22% with a

point estimate of 0.15% (paragraph 113).

4.3J1, My conclusion on debt issuance costs

75 I have previously analysed the published US data referred to by Telstra in
its paragraph 105.17 In my opinion, for a business of the size and assumed

leverage of the CAN-related assets, the cost of capital adjustment for the
issuance costs would be between}.2o/o and 0.3% annually.

76 In my opinion, Telstra's point estimate of debt issuance costs for the CAN-
related assets of 0.15% and its range of 0.07% to 0.22% are reasonable,

although somewhat lower than what I would estimate.

4.4 Market Risk Premium

77 The market risk premium ('MRP") is the amount that an investor expects
to earn from an investment in the market above the return that can be

earned on a risk free investment. This is [E(R-) - Rr] in the CAPM. It is an
expectation of investors and is not directþ observable. Therefore, the
forward-looking MRP is particularly difficult to estimate and is inevitably a
matter of professional judgement.

78 The Report begins with a review of the available historical evidence on the

MRP in Australia, which is shown to strongly support a rate of.7o/o. The
wide range of estimates is also noted.

79 The Report then outlines the benchmark approach which I have previously
proposed as appropriate given the questionable relevance of historical data

in Australia given the huge structural changes in the economy and markets.
In my opinion, this is still the best approach for estimating MRP in
Australia. My estimate of 7% is cited.

15 The Allen Consulting Group, Debt and Equity Raising Transaction Costs - Report to the

Aushalian Competition and Consumer Commission, December 2004.

76 Australian Competition Tribunal Application by GasNet Australia (Operations) Pty

Ltd [2003]ACompT.
17 See Appendix D of my Report on the Appropriate Weighted Average Cost of Capital

for IISTN-OTA and LCS, March 2006.
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80 The recent, significant structural changes in international bond markets are
discussed. L" *y opinion, this is a very well reasoned section of the Report
(paragraphs 125-140). The implications of the bond market changes are
important and impact is shown to be an increase in forward-looking
estimates of the MRP.

81 The Report concludes (paragraphs1,44-L46) that the ACCC's estimate of 6o/o

for the MRP is too low. An estimate of 7% is recommended. The Report
also comments on the regulatory difficulties that could result from an
increase of the regulatory MRP to 7%. The Report acknowledges that there
will be some necessary adjustments, but such possibilities cannot jtstify
continuing with a rate that is clearly too low.

82 ln paragraphsl.41-143 of the Report, Telstra discusses a range of sources of
estimation error for MRP. It correctþ notes that MRP is generally regarded
as the most challenging and controversial parameter to estimate. It then
cites reports of a standard error for historical MRP estimates of more than
2%. Itconcludes that a reasonable range is from 5.5o/o to8%.

4.4.1 My conclusion on market risk premium

83 The information provided and referenced in the Report strongly supports a
MRP estimate substantially higher than the 6o/o thathas been accepted by
the ACCC. In particular, a MRP of 7% has overwhelming support. In my
opinion, Telstra's MRP estimate of 7o/o and a range of 5.5o/o to 8.0% are

reasonable.

Corporate Tax Rate

When the vanilla form of the WACC is used, the only role of corporate taxes

is in adjusting the betas of comparable companies for the effect of differing
debt levels. Even then, as long as the procedures and assumed tax rates are

consistent, the choice of the corporate tax rate is of little consequence to any
conclusions with respect to the WACC.

Telstra has consistentþ used the stahrtory tax rate, which is currently 30o/o.

ACCC has previously used an estimate of the effective tax rate. Its estimate

has been substantially lower than the statutory rate, which it argued is

appropriate because of the accelerated depreciation advantage allowed by
the tax law.

Telstra correctly notes (paragraph 1.49 of the Report) that ACCC had
persisted in this position even though accelerated depreciation was
virtualty eliminated for assets purchased or constructed on or after 2'L

September 1999.

Telstra also notes that TSLRIC+ type models such as its TEA model assume

that all assets are put in place at the beginning of the regulatory period.

4.5
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Therefore, accelerated depreciation would not be allowed on those assets

and no timing difference between book and tax income would arise.

With respect to the use of a corporate tax rate in the cost modelling,
depreciation is fully dealt with in the costs. To then apply any tax rate other
than the statutory tax rate would be an error.

Telstra continues to use the statutory corporate tax rate of 30o/o (para,graPh
156 of the Report). Telstra does not discuss a possible range around the
statutory rate.

I am advised by Telstra that ACCC currentþ applies the 30% rate in its
calculations of WACC.

My conclusion on corporate tax rate

In my opinion, the statutory tax rate of 30% is appropriate.

The WACC calculation is forward-looking. The statutory tax rate can be

observed today, but there is a possibility that it will be changed in the
future. Thus, it could be said that there is a range around the current point
estimate. FIowever, I am not aware of any significant political campaigning
for a change in the rate. The Report does not assume a range. In my
opinion, this is a reasonable position.

If ACCC persists in using an effective tax rate, it clearly should conduct the
analysis necessary to determine the correct effective tax rate for the CAN-
related assets. Given that the only assets that will have a timing difference
are those acquired prior to 21 September 1999, it seems almost certain that
the timing differences will have reversed. Thus, in my opinion the correct
effective tax rate would be significantly higher than the statutory rate.

Imputation

As with the corporate tax rate, the only role for imputation in the vanilla
form of the WACC is in the levering and de-levering of betas. In the past, I
have consistentþ accepted ACCC's use of 0.5 as the value of franking
credits (" gamma"). Telstra has agreed with this estimate of gamma. The

reason for ttris position was that ACCC had begun with a value of 0.5 for
gamma. Until such time as there was a clear weight of evidence to support
a change, it was reasonable to maintain the use of that value. However, I
have indicated my expectation, and Telstra has agreed, that the weight of
evidence would eventually accumulate to support a revision of the value to
zero.

The Report largely relies upon a report that I prepared (paragraphs 159-

16L). That report considers the probable value of gamma based uPon
market trading and summarises the available empirical evidence.

Market prices are set by marginal investors. Australian securities markets

are open to international investors, so it is highly likely that the marginal
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investors are international. International investors are not able to realise
value from Australian imputation credits, which implies that the gamma
should be zeto.

98 The empirical evidence provided in the Report shows a range of gamma
estimates. The more recent and empirically rigorous studies clearly indicate
that gamma should be less than the position taken by the ACCC of 0.5.

Further, the evidence supports a value of zero.

99 Telstra states that it is now appropriate for the ACCC to adopt a value of
zero for gamma (paragraph 166). Telstra does not discuss a possible range
around the estimate of zero.

4.6.1 My conclusion on imputation

100 In my opinion, for the reasons given in the Report the value of dividend
imputation credits is approximately zero, so I support the conclusion given
in the Report.

101 With respect to an estimate of zero for gamma, any distribution would
necessarily only be to reflect a possible under-estimate. A value below zero
would not be plausible. The only use of gamma in estimating a vanilla
WACC is in the process of levering and de-levering betas. This is discussed

below. Provided ttrat gamma is valued consistentþ in this process, the
impact of any reasonable range on the WACC estimate would be minor.

Asset beta

The systematic risk of a company is the extent to which the changes in the

returns from the company's stock are related to the changes in returns to
the market as a whole. The measure of systematic risk in practice is

referred to as beta (ot P). It is the only risk factor incorporated in the

CAPM.

The systematic risk of a company at a point in time is impacted by the

company's leverage; the more leverage, the more volatility and the higher
the systematic risk. The systematic risk of a company that includes the

impact of leverage is referred to as its equity beta. For some purposes, it is
useful to abstract from the leverage of a firm and estimate the systematic

risk as if the company had no debt - that is, as if it were an all-equity firm.
This is referred to as an asset beta.

The systematic risk for the WACC calculation needs to have the same time

dimension as the WACC. That is, it is forward looking. But our only
objective data on estimating beta is historical. It is not possible to precisely

estimate either an equity or asset beta for a comPany to be used in a
forward-looking WACC calculation. The data necessary to calculate a

forward-looking measure of systematic risk is not available. Estimates of
the ¿r antebetacan be based upon historical, statistical estimates, if data is

available, upon comparisons with betas of comparable companies or simply

4.7
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by reasoning through the forces that impact upon systematic risk for a firm.
The determination of a point estimate of beta is then based upon
professional judgement in synthesizing the available information.

105 Telstra believes that Telstra-wide information on beta is, at least, a useful
starting point in developing an estimate of the asset beta of the CAN-related
assets. From data obtained from Bloomberg Financial Services, asset beta
for Telstra is about 0.65 (paragraphs L69-173 of the Report).

106 Next, data on asset betas of comparable companies was obtained
(paragraphs174-177). The three regional Bell operating companies
("RBOCs") at d nine other international telecommunications companies
were used as comparables. This gave an average asset beta for all twelve
firms of 0.72.

107 Finally, Telstra considers the estimated income elasticity for a range of key

products and services that rely critically on the CAN for their delivery
(paragraphs 178-181). This is quite relevant as it pertains to services similar to

those at issue here for ULLS. It concludes that the income elasticity for these

products is about 0.87, which is consistent with a business that is somewhat
less sensitive to fluch¡ations in the economy than the average business.

108 The standard error of an estimate of asset beta is then discussed. Even
under the best of conditions, there is substantial estimation error inherent in
the statistical procedures and perhaps even mo e in the judgemental
processes necessary to estimate an asset beta.

109 Telstra concludes that a reasonable estimate of asset beta for the CAN-
related assets is0.725 with a range of 0.625 to 0-825 (paragraph 186).

110 The asset beta is then converted to an equity beta using the "Monkhouse"
formula, which is also used by the ACCC. This gives a point estimate of the

equity beta of 1.03 with a range of 0.89 to'l'.17 (paragraph 191).

4.7.1 My conclusion on asset beta

111 In arriving at its asset beta estimate, Telstra considers three sources of
evidence: the estimated beta of Telstra as a whole; average betas of
comparable companies; and income elasticities of services similar to those

of ULLS. I note that the beta for the whole of Telstra is a form of
comparable company as there is no observable beta for the CAN.

112 The estimated asset beta is then converted to an equity beta using the

"Monkhouse'l formula, which is also used by ACCC.

I\g The statistical procedures and sources of data used by Telstra, including
transforming data between asset betas and equity betas, are standard
practice and fully accePtable.

11.4 In my opinion, Telstra's estimates of 0.725 for asset beta and 1.03 for equity

beta are reasonable.
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Telstra estimates ranges of 0.625 to 0.825 for the asset beta and 0.89 to1...L7

for the equity beta. In its discussion of estimation error, Telstra provides
standard errors for some of its comparable companies. The estimated
ranges for the two betas are reasonable, although I believe they could easily
be wider.

4.8 Equity Issuance Costs

1'/.,6 It is costþ for a company to raise equity. The company should be able to
recover these costs. Otherwise it is not truly being allowed to recover its
costs plus a reasonable return on its inveshnents. The methods available to

recover the costs are similar to the methods for debt issuance costs.

117 The Report notes that the ACCC included an allowance for equity issuance

costs as an allowable cost in previous regulatory assessments (paragraph
194). Telstra proposes to recover the costs through an increment to the cost

of equity, which should be equivalent in the impact uPon appropriate
pricing of the ULLS.

118 The Report references the results of a well known published study of the

costs of issuing equity.te To convert this to an annualised amount for
inclusion in the cost of equity requires specification of a period over which
the costs will be annualised. In paragraphl96 the Report discusses the
appropriate life over which to annualise the equity issuance costs. The
reasonable periods to consider are the average life of the relevant assets or
over the life of the business, which is perpetual in concept. The Report
notes that the costs will be funded by cash flow generated by the assets. On
this basis, Telstra chooses to annualise the costs over 35 years, which is the
approximate average life of the CAN-related assets.

119 The result is an estimated annualised equity issuance cost of 0.40Yo with a
range of 0.27o/o to0.47%.

4.8.1 My conclusion on equity issuance costs

120 I agree with the Report that provision should be made for recovery of the

costs of issuing equity. I also agree that recovery by way of an increment to
the cost of equity is reasonable.

12L I agree with the reasoning in paragraphlgí of the Report and believe
annualising over the 35 year average life of the CAN-related assets is

appropriate. As far as the estimation is concerned, there is little difference

in the equity issuance cost amount whether the annualisation is over 35

yeats or is treated as a perpetuity.

122 In my opinion, Telstra's equity issuance cost estimate of 0.40% Per annum
and a range of 0.27o/o to 0.47% are reasonable for the reasons set out above.

18 I. Lee, S. Lochhead,I. Ritter and Q. Zhao, "The Costs of Raising Capital," Journal of
Financial Research, Spring 1996, pages 59-74.
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4.9 Debt Gearing

1?3 The debt and equity proportions, also referred to as leverage or gearing, are

important to a number of measurement issues for WACC, in particular as

the weights on the costs of debt and equity in calculating WACC (as in
paragraph 31 of the Report).

124 The correct measure to use in the WACC calculation is the company's
optimal leverage ratio. FIowever, the optimal leverage for a company is
very difficult to assess, and even more so for an external observer such as a

regulator or independent expert. Therefore, it is appropriate to use the
company's target proportions that management intends to pursue over the
period for which the WACC is being estimated.le The target proportions
are usually close to, but not necessarily the same as, the current
proportions.

125 The position of the ACCC on appropriate gearing for Telska operating
businesses is discussed in paragraphs200-205 of the Report. The ACCC's
approach is based upon book values at the time of the initial privatisation of
Telstra, so it is outdated by over a decade. It also is based upon book value
measurement, which lacks any credibility for a purpose such as estimating
WACC.2o Telstra does not believe any credence can be given to the ACCC
position on gearing.

126 Telstra has publicly announced that its target book gearing ratio is in the
range 557o to 75o/o debt (paragraph 206 ol the Report). This converts to the
appropriate market gearing ratio in the range of 20% to 40o/o, with a point
estimate of 30o/o.

127 Telstra also reports on the gearing ratios of a set of comparable
telecommunications companies. The average market value gearing of these

companies is 28.7o/o, which is very supportive of Telstra's point estimate.

128 Telstra considers that its Telstra-wide target gearing provides a reliable
indicator of the gearing that would likely be appropriate for the CAN-
related assets and adopts the estimates above.

129 The Report notes (paragraphs209-210) that if a comPany changes its
gearing there will be effects on other parameters of WACC including the

debt risk premium and equity beta. For moderate changes in the gearing of
the CAN-related assets, there should be minimal impact on WACC.
Therefore, no range is used in the computations of WACC.

19 "Finally, the after-tax cost of debt and cost of equity should be weighted using target

levels of debt to value and equiÇ to value." T. Koller, M. Goedhart and D. Wessels, Valuation:

Measuring and Managing the Value of Companies (4th ed), 2005, John Wiley & Sons, Inc.,

Hoboken, New )ersey, page299.
20 For example, one of the most popular textbooks discusses the inputs to the WACC

model and says, "Remember that D, E, and V are market values, not book values for debt and

equity (and value)." (R. Brealey, S. Myers and A. Marcus, Fundamentals of Corporate Finance,

5ü ed., McGraw-Hill f hwin, New York, page 403).
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4.9.1 My conclusion on debt gearing

130 As the Report maintains, I find no credibility in the ACCC's rationalisation
of its gearing assumption for Telstra businesses. Even the most popular of
the internet websites clearly set out the calculation of WACC as being based
upon market value measures of debt and equity.zt

131 Itt -y opinion, Telstra's announced target gearing is consistent with being
its optimal gearing for the purposes of calculating WACC, for the reasons

given above. For the same reasons, I also believe it is appropriate to use

Telstra's target gearing to estimate the appropriate gearing for the CAN-
related assets.

132 h my opinion, Telstra's gearing estimate of.30o/o is reasonable.

133 Telstra provides a range of 20o/o to 40% for its gearing. The range is not
given a statistical interpretation but is taken from the public
announcements of its management on its gearing targets. However, Telstra
then states that moderate changes in the gearing of the CAN-related assets

would have minimal impact on the estimated WACC. They do not use a

range in the computations of WACC.

134 I agree that moderate changes in gearing should have minimal impact on
WACC. Therefore, not applying a range on gearing in its calculation of
ranges on WACC is reasonable. However, if Telstra introduces the issue of
asymmetric social consequences of the WACC estimate (as signalled in
Section C of the Report), then I believe a statistically based range should be

applied.

4.10 Debt Beta

135 Although it is not discussed in the Report, the WACC table in paragraph
211, of the Report includes a debt beta. This is a measure of the systematic
risk of the company's debt. The Report assumes a debt beta of zero.

136 The debt beta does not enter into the WACC calculation directþ. However,
it is included in the formula for converting between asset and equity betas.

137 Assuming a debt beta of zero is consistent with the position of the ACCC. It
is also consistent with Telstra's WACC calculations in recent reports.22 In
my opinion assuming the debt beta is zero is reasonable.

2't For example, see Investopedia (http://www.investopedia.com/terms/w/wacc.asp)
andWikipedia(http://en.wikipedia.orglwiki/Weighted average cost of capital). The

Wikipedia entry says, "Since we are measuring expected cost of new capital, we should use the

market values of the components, rather than their book values (which can be significantly

different)."
22 For example, see Telstra's Submission in Support of the ULLS Monthly Charges

Undertakings, dated 23 December 2005, paragraph 43.
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\ryACC Estimate

The recommended WACC for the CAN-related assets used in the provision
of ULLS for the period beginning on l January 2008 is presented in full
detail in paragraph2ll of the Report. This includes the point estimate and
high and low estimates based on the ranges discussed in the Report.

I have verified that the WACC, cost of debt capital, and cost of equity
capital are correctly calculated in accordance of the equations presented in
paragraphs31,32 and 33 of the Report respectively.

Conclusion

In *y opinion, Fving consideration to ttre statutory criteria set out in Part
XIC of the TPA, Telstra's point estimate nominal post-tax vanilla WACC of
12.28% for CAN-related assets used in the provision of ULLS for the period
begirming on 1]anuary 2008 is reasonable.

Telstra has determined nominal post-tax vanilla WACC high and low
estimates of 13.91o/o and10.49o/o respectively for CAN-related assets used in
the provision of ULLS for the period beginning on L January 2008. In my
opiniorç ttrese high and low estimates, which give a total range of 3.42o/o,

could appropriately be wider. However, gtving consideration to the
statutory criteria set out in Part XIC of the TPA, the estimates are reasonable
as conventionalþ expressed high and low ranges on a WACC estimate.

I am instructed that Telstra's cost model uses l}:re12.28o/o point estimate of
the WACC in calculating the TSLRIC+ of ULLS. Itt ^y view this is too low
because to promote the best social outcome, it is appropriate to use a
WACC that takes into account the asymmetric social consequences of
setting the WACC too high relative to setting it too low. To estimate such a

WACC, it will be important to revisit the ranges Telstra has determined in
the Report. The ranges would need to be estimated at one standard
deviation so they can be given a statistical interpretation. In my opinion,
the ranges used by Telstra generally under-estimate the one standard
deviation ranges for the parameters. The point estimates of the parameters
and their related standard deviations should be aggregated using a
procedure such as Monte Carlo simulation to establish statistical ranges on
the nominal post-tax vanilla WACC estimate for the CAN-related assets

used in the provision of ULLS. This analysis will provide an objective basis
for an adjustment to the point estimate of WACC to reflect the potential
adverse social consequences of understating WACC.

Declaration

I have made all the enquiries which I believe are desirable and appropriate,
and no matters of significance which I regard as relevant have, to my
knowledge, been withheld from this report.
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DATED: 30 July 2008

ROBERT GERALD B OIA¡I\4AN
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Iverson), presented at APFA/PACAP Finance Conference,July 1996.

"A Change in Market Microstructure - The Switch to Screen Trading on the New
Zealandstock Exchange" (co-author M. Blennerhassett), presented at Asia
Pacific Finance Association First Annual Conference, September 1994.

"The Robustness of Event Study Methodologies to Varying Market Conditions"
(co-authors A. Robin and J. Weintrop), presented at Third International
Conference on Asian-Pacific Financial Markets, September 1993.

"Implications of Dividend Imputation for Equity Pricing in New Zealand" (co-
authors C. Cliffe and F. Navissi), presented at Australasian Finance and
Banking Conference, December 1992.

"From Government Department to State Owned Enterprise: A Case Study of
Changes Resulting From Altering the Governance Structure" (co-authors B.

Spicer, D. Emanuel and A. Hunt), presented at Accounting Association of
Australia and New Zealartd Annual Conference, July 199L.
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(co-authors C. Ctiffe and F. Navissi), presented at Australasian Finance and

Banking Conference, Novemb er 1990.
"It's Hard to be a Believer in the Efficient Market Hypothesis" (co-author J.

Buchanan), presented at Accounting Association of Australia and New Zealand
Annual Conferenc e, July 1990.

"Advantages to Trading on Risk-Return Asymmetries," Plenary Address at

Accounting Association of Australia and New Zealand Annual Conference, July
1989.

"Asymmetries in the Risk-Return Relationship" (co-authors A. Robin and J.

Weintrop), presented at Australasian Finance and Banking Conference,

December 1988.

"Professional Examinations and Education: Finding a Mutually Beneficial

Relationship," presented at American Accounting Association National
Convention, August L986.

"Some Evidence Concerning the Combining of Forecasts of Earnings Per Share" (co-

authors R. King and L. Lookabill), presented at American Accounting
Association Western Regional Convention, May 1980.

"Accounting Research, Education and Practice Revisited" (co-author L. Lookabill),
presented at American Accounting Association National Convention, August
1979.

Professional Activities

Visiting Professor, University of Queensl and, 2004-2005

Visiting Professor, Hong Kong Polytechnic University ' 
2001'

Visiting Senior Fellow, National University of Singapote,l995-1996
Visiting Professor, University of Queensl and, 1992

Visiting Professor, Southern Methodist University, L99L

Visiting Research Fellow, Australian Graduate School of Management, 1982
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Consulting Editor (Finance), Afro-Asian Tournal of Finance and Accounting, 2006-
Associate Editor, International Review of Finance. 1998-
Associate Editor - Finance, Accounting and Finance. 1996-1999
Editorial Board, Accounting and Finance. 1999-2000
Editorial Board, The Accounting Review. 1981.-84

University of Auckland:
Chair, Business School Curiculum Committee TasKorce, 2002

Head, Deparünent of Accounting and Finance, L998-2001'

Head, Financial Accounting Area, Deparhnent of Accounting and Finance, 1999-
200]

Head, Finance Area, Departnent of Accounting and Finance, 1987-1998

Member, Workload Allocation Committee, School of Business and Economics,
1998

Member, Search Committee for Dean of School of Business and Economics ,1998
Chair, Department of Accounting and Finance Board, I99'J.-1995,1997

Member, University Tuition and Resource Fees Study Group,1997
Convenor, Executive Programme Fees Working Group, School of Business and

Economics,1997
Course Coordinator, Diploma in Business - Finance, 1989-1995

Director, Departrnent of Accounting and Finance Doctorate Programme,7987-
1993

Member, University Appoinhrents Committee, L988

Member, Board of Graduate Studies Committee, School of Commerce and
Economics t988-1991,
Member, Higher Degrees Committee, School of Commerce,1987-88

University of Oregon, College of Business Administration:
Director of the Accounting Ph.D. Program, 1986-87

Ph.D. Task Force Committee, 1986-87

Chairman, Accounting Deparbrrent, 1980-83

Accounting Deparhnent Fund Management Committe e, 1979-83, 86-87

Ad hoc Committee to Advise the Dean, \982-83
Persormel Committee, 1982-84
Co-organizer and Lrstructor, CPA Review Course, 1980-87

Chair, Accounting Deparünent Recruiting Committe e, 1979-80

Research and Publications Committee, 1979 -80

Curriculum Committee, 197 6-7 9

Committee for Admissions, Academic Standards and Degree Requirements,

1974-76
Facuþ Advisor, Beta Alpha Psi,1974-79

Member, Board of Directors, Asia Pacific Finance Association,1993-1999
Member and Chair, Membership Committee, Asia Pacific Finance Association,I99T-

1999
Member and Chair, Committee to Investigate Establishment of an Association

Journaf Asia Pacific Finance Association, 1993-97

American Accounting Association, Professional Examinations Committee,1985-87

Oregon Society of CPAs, Emerald Empire Chapter, Director, 1984-85

Oregon Society of CPAs, Forest Products Industry Committee,1983-84
Oregon State Board of Accountancy, Workshop to Review the Content Specifications

of the Uniform CPA Examination, Invited Participant, 1980
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Professional and Society Memberships

American Finance Association
Asia Pacific Finance Association (Founding Member of Board of Directors)
Accounting and Finance Association of Australia and New Zealand
Financial Management Association
Certified Public Accountant (California - inactive)

Other Rec ent Activities

Trustee, New Zealand Universities' Superaruruation Schem e, 1997 -2003

Elder, Windsor Park Baptist Church, 1998-2002

Honours, Grants and Awards

Prizefor Best Article, New Zealand Investrnent Analyst, L996

R. S. Gynther Lecture, University of Queenslartd,1992
Plenary Address, Accounting Association of Australia and New Zealand Annual

Conference,1989
The John Gregor Award, for Outstanding Accomplishments and Contributions to the

Field of Accounting, 1986
Coopers & Lybrand Curriculum Development Program, Award Recipient, L986

Distinguished Teacher Award, College of Business Administratioru University of
Oregon,1980-81

Excellence in Teaching Award, MBA Association, University of Oregorç L98L

Lybrand Foundation Dissertation Fellowshíp, 1973-7 4

American Accounting Association Doctoral Fellowship, 1972-73

Haskins & Sells Foundation Fellowship Award, L972-73

Herbert Hoover Foundation in Business Fellowship, L971'-72

Beta Gamma Sigma (honorary business society)
Beta Alpha Psi (honorary accounting society)
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Professor Jery Bowman
University of Auckland
Office 318
18 Siemens Street
AUCKLAND NZ
By email: i.bowman@4uckland.ae.nz

Level 50 Bourke Place 600 Bourke Street Melbourne VIC 3000 Australia

DX 101 Melbourne ABN 22 041 424 954 mel@rnallesons.com www.mallesons'com

9 I 98754_6.DOC I 03-Sr1 I -10? 4

l8 December 20A7

Dear Sir

Telstra's New Cost Model

We act for Telstra Corporation Limited ("Telstra").

Report

Telstra has built a model frthe Model") to estimate the costs of the unconditioned local loop
seruice ("ULLS'). ULLS is a service provided using Telstra's Customer Access Network
(*CAN'). Further details of ULLS and the CAN are set out below.

Telstra wishes to rely on the Model for the purposes of an undeúaking ("Undertaking")
pursuant to section l52BS of the Trade Practices Act 1974 (Cth> (.'TPA") and any related
proceedings.

One of the inputs into the model is the weighted average cost of capital ('WACC"). Telstra has

estimated a nominal post-tax vanilla WACC for the CAN related assets as at 1 January 2008.

We attach a draft paper sctting out the basis for that estimate ('the Paper"). While it is not

expected that the substance of the draft will change mater¡ally, a frnal Paper will be provided in
due course, once finalised by Telstra.

We are instructed to request you to review the Paper, beginning with the draft attached, and to
prepare a rcport for use by Telstra in relation to the Undertaking and any related legal
proceedings, expressing your opinion âs to:

(a) whether the range for the nominal post-tax vanilla WACCs estimated by Telstra is
reasonable in light of the statutory criteria (detailed below); and

(b) whether the point estimate of the WACC estimated by Telstra is reasonable in light of
the statutory criteria.

T +61 3 9643 4000

F +61 3 9643 5999
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2 Background

Statutory Criteria

We attach a copy of Part XIC of thé TPA for your consideration.

You will note that s 1524H of the TPA sets out statutory criteria which the Australian
Competition and Consumer Commission ("ACCC") must take into account when assessing an

undertaking, being:

(a) whether the determination will promote the long-term interests of end-users of
carriage services or of services supplied by means of carriage services;

(b) the legítimate business interests of the carrier or provider, and the carrier's or
provider's investment in facilities used to supply the declared service;

(c) the interests of all person who have rights to use the declared service;

(d) the direct costs of ptoviding access to the declared service;

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

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

Section 15248 of the TPA also provides as follows:

"Object

(1) The object of this Part is to promote the long-term interests of end-users of
carriage selvices or of services provided by means of carriage services.

Promotíon of the long-term inleresls of en&users

(2) For the purposes of this Part, in determining whether a particular thirrg
promotes the long-term interests of end-users of either of the following
services (the listed services):

(a) caniage services;

(b) services supplied by means of carriage services;

regard must be had to the extent to which the thing is iikely to result in the

achievement of the following objectives:

(c) the objective of promoting competition in markets for listed services;

(d) the objective of achieving any-to-any connectivity in relation to

caniage services that involve communication between end-users;

91987s4_6.DOC
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(e) the objective of encouraging the economically efficient use of, and

the economically efficient investment in:

(i) the infrastructure by which listed services are supplied; and

(iÐ any other infrastructure by which listed services are, or are

likely to become, capable of being supplied.

Subsectìon (2) limits matters to which regard may be had

(3) Subsection (2) is intended to limit the matters to which regard may be had.

P r o mo t ing cornpeli lion

(4) In determining the extent to which a particular thing is likely to result in the
achievement of the objective referred to in paragraph (2)(c), regard must be

had to the extent to which the thing will remove obstacles to end-users of
listed services gaining access to listed services,

Subsection (4) does not límit matters to whìch regard may be had

(5) Subsection (4) does not, by implication, lirnit the matters to which regard

may be had.

Encouraging efficíent use of infrastructure elc.

(6) In determining the extent to which a particular thing is likely to result in the

achievement of the objective referred to in paragraph (2)(e), regard must be

had to the following matters:

(a) whether it is, or is likely to become, technically feasible for the

services to be supplied and charged for, having regard to:

(Ð the technology that is in use, available or likely to become

available; and

(ii) whetherthe costs that would be involved in supplying, and

charging for, the seryices are reasonable or iikely to become

reasonable; and

(iii) the effects, or likely effects, that supplying, and charging for,
the services would have on the operation or performance of
telecommunications networks;

(b) the legitimate commercial interests of the supplier or suppliers of the

services, including the ability of the supplier or suppliers to exploit
economies of scale and scope;

(c) the incentives for investment in:

91987s4 6.DOC
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(iÐ any other infrastructure by which the services ale, or are

likely to become, capable of being supplied.

Subsection (6) does not limit matters to which regard may be had

(7) Subsection (6) does not, by implication, limit the matters to which regard

may be had.

Inveslment rislcs

(74) For the purposes of paragraph (6)(c), in determining incentives for
investment, regard must be had to the risks involved in making the
investment.

(78) Subsection (74) does not, by implication, limit the matters to which regard

may be had.

Ac hiev ing any- to-any conne ct ìv ity

(S) For the purposes of this section, the objective of any-to-any connectivity is
achieved if, and only if, each end-user who is supplied with a carriage

service that involves communication between end-users is able to
communicate, by means of that service, with each other end-user who is
supplied with the same service or a similar service, whether or not the

end-users are connected to the same telecommunications network."

Telstra's CAN related assets

Telstra owns a variety of networks which it uses to provide services to its end users. One such

network is the public switched telephone network ("PSTN"), which is used by Telstra to supply

voice services to its end userc. Those voice services include services such as local calls, long

distance national and intemational calls and calls to mobiles. Another such network is Telstra's
broadband network. Both the PSTN and Telstra's broadband network use the CAN, which is

essentially the connection between the end user and an aggregation point (usually at the local

exchange building or node). 'l'hat connection can be via copper wire (and other equipment

along that copper wire) or by other means (for example, radio). Telstra's Undertaking concel'ns

tJre use of a copper wire connection in the provision of ULLS.

In this letter, when we refer to "a Telstra end user", we mean an end user customer who has

chosen Telstra as his or her telecommunications provider in respect of the relevant service.

However, where the ULLS service is acquired by an access seeker, the Telstra end user refers to

the acquiring access seeker's end user retail customer.

ULLS is a service declared by the ACCC pursuant to Part XIC of the TPA. The ULLS
service is described in the service declaration dated 4 August 1999 and the service re-

declaration, made on 28 July 2006, both of which are attached for your information.

Essentially ULLS provides access seekers with the use of the copper based wire between the

network boundary point at the end user's premises and a point of interconnection located at or

associated with a customer aecess module (which catr be located at Telstra's exchange building

91987s4 6.DOC
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or somewhere between the exchange building and the end user customer). Currently, however,

ULLS services are acquired by access seekers fro¡n the exchange building.

Aside from ULLS, the main set'vices which are provided using the copper CAN are:

(a) ¿S,S

A line sharing service ("LSS"), which is sometimes known as"speclrum sharin{'. ltis
a service declared by the ACCC pursuant to Part XIC of the Act. LSS involves access

seekers acquiring the upper part of the available transmission spectrum (broadband)

over a copper line. The LSS service is described in the service declaration made on 30

August 2002, and the re-declaration made on 29 October 2007, both of which are

attached for your information.

When a competitor acquircs LSS it acquires the right to use the upper spectrum of the

line which can be used to provide high speed data services. Telstra retains the lower

spectrum of the line (nanowband) over which voice services such as local calls, long

distance calls and fïxed to mobile calls may be provided. The access seeker can provide

any xÐSL service (including ADSL) over the spectrum of the line, including Voice
Over Internet Protocol C'VOIP"). To do so, it must connect its own equipment to the

line.

(b) local calls

Generally, local calls are calls fi'om a Telstra end user to another end user in the same,

or in some instances and adjacent local calling zone. Further information on the precise

definition of "local call" can be provided to you if necessary.

(c) long distance calls (both national and international)

Long distance calls are calls from a Telstra end user to another end user that arc not

local calls (ie are outside of the local calling zone).

(d) fxed to mobile calls

Fixed to mobile calls are calls from a Telstra end user to a mobile telephone,

(e) basíc access

Basic Access services are provided to most homes and businesses in Australia. the
Basic Access service ptovides a connection between custo¡ners' premises and the

PSTN, which facilitates the supply of services provided over the CAN.

(Ð ADSL

ADSL is a broadband data service offering asymmetric data rates, with download data

rates being higher than upload data mtes. ADSL is provided on a retail basis to

Telstra's own customsrs.

(h) Ilholesale Líne Rental Services C'WLR")

9198754_6.DOC
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WLR is a wholesale service, declared by the ACCC pursuant to Part XIC of the Act.
WLR is a resale-based access service that enables an access seeker to provide basic

access (as defined above) to an end user. Where WLR is acquired by an access seeker,

Telstra continues to plovide the physical access service to the end user, however the
end user deals directly with (and is billed by) the access seeker.

lf the end user wishes to acquire a broadband service, this is acquired as a sepamte

service to WLR or basic access, either as a broadband service fi'om Telstra or from the

competitor (using LSS or using'Wholesale ADSL service).

(i) Local Carriage Service (*LCS").

LCS is used by access seekers to supply local calls to end users. LCS is a service which
is declared by ACCC pumuant to Part XIC of the Act. It is an end to end service

whereby Telstra camies a voice call from the calling party to the receiving party within
the same local calling area or adjacent local calling area. Telstra charges the access

seeker for the call, who in turn charges the end user.

û) Publîc Switched Telephone Network originatíng and terminating access services
(*PSTN OTA").

PSÎ.¡ OTA refers to two different declared services. Originating access is a service by

which Telstra caries a call from an end user to an access seeker's point of
interconnection (usually atalocal exchange). Terminating access is a service whereby

Telstra carries a call from an access seeker's point ofinterconnection to an end user.

They are both declared by the ACCC pursuant to Part XIC of the Act. PSTN OTA is
used by access seekers primarily to provide long distance (national and international)
calls to end users. In order to provide such calls, the access seeker must have its own
switching and other equipment connected at the points of interconnection, which enable

the competitor to cary the oalls beyond the points of interconnection.

(k) Wholesale ADSL.

Wholesale ADSL ('WADSL") has not been declared by the ACCC. It involves an

access seeker acquiring Telstra's ADSL (broadband) service. Telstra charges the

access seeker who in turn charges the end user. Similarly to WLR and LCS, wholesale

ADSL is an end to end service that is provided by Telstra, but where the end usel deals

directly with the access seeker. It is used by competitors to supply ADSL to end users.

Guidelines þr expert witnesses

In preparing your report please comply with the guidelines for expert witnesses in proceedings

in the Federal Court of Australia, a copy of which is attached.

3 Assumptions

Pleæe make the following assumptions:

(a) that it is appropriate to uso a nominalpost-tax vanilla WACC in the Model;
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Telstra has approximately 10.58 million services in operation ('SIOs");

of the total SIOs, 92.2 % (-9.75 million lines) are enabled to carry ADSL ('ADSL
enabled lines"). The percentage of ADSL enabled lines over time is set out in the table

below. The middle column sets out the number of exchange service areas ('ESAs")
enabled in the relevant year, while the right hand column sets out the cumulative % of
SIOs enabled (ieo/o of customers who were in ESAs in which ADSL was available):

Year
NumberofESAs ^"--'--: :' -.-"- Cumulative % of SIOs
covel.e6 rn grven 

covcred
year

t999

2000

2001

2402

2003

2004

200s

2006

2007

Total

2t9

29r

314

194

t97

)to

682

485

116

2727

0.60/o

4t.3%

69.5o/o

79.2%

83.4%

85.9o/o

90.2%

9t,90/o

92.2%

(d)

In or-der for ADSL to be provided in those areas, ADSL ports must be installed in the

relevant exchange;

the following number of ADSL ports had been installed, and were in use, as at the

following dates:

As at ADSL ports installed ADSL ports in use

6-Jul-02 t50,880 101,93?

5-Oct-02 180,388 132,369

4-Jan-03 239,744 t7t,89l

5-Apr-03 342,040 215,422

5-Juþ03 434,464 280,13 I

4-Oct-03 562,264 357,267
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3-Jan-04 656,864 423,963

3-Apr-04 756,588 487,825

3-Jul-04 9t2,356 652,443

2-.Oct-O4 1,260,804 835,6'18

I 5-Jan-05 1,627,944 r,054,095

2-Apr-05 1,827,504 1,252,205

2-Jul-05 2,067,776 1,503,471

l0-Sep-05 2,289,674 1,724,600

'7-Jan-06 2,761448 1,991,87'.1

l-Apr-06 3,122,172 2,239,859

l-Jul-06 3,454,848 2,464,110

30-Sep-06 3,732,588 2,658,833

2-De*-06 3,915,128 2,748,606

(e) of the ADSL enabled lines over which Telstra supplies services (ie those which arc not

ULLS lines):

(i) '-2|Yo,carry voice and ADSL services;

(iD -72% carry voice services only;

(ii| a negligible perc€ntage carry ADSL services only;

(Ð Telstra enabled the following services in each the following years:

(Ð ADSL l99e;

(ii) wADSL- 2000;

(¡ii) Voice: PSTN OTA - 1997,and LCS- 1999;

(iv) WLR- 1999;

(v) ULLS - 1999; and

(vi) LSS- 2002;

(g) of the ADSL services supplied by Telstra, 85To are supplied to residential customers and

l5o/o arc supplied to business customers;

(h) Telstra's target market gearing tatio is 35%o.
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(i) it is appropriate to use the CAPM approach to estimating the nominal vanilla WACC for

the purposes of an Undertaking;

(t) there are no long-term contracts for ULLS services;

(k) where the Papor sets out empirical data about Telstm, that data is correct.

4 Materials

Please find enclosed the following:

(a) the Paper which sets out the methodology for calculating the range and point estimate

for the nominal post-tâx vanilla V/ACC. It is likely that this Paper will be updated with

data available closer to the lodgrnent of the undeftaking;

(b) Part XIC ofthe TPA;

(c) ULLS service declaration made on 4 August 1999;

(d) ULLS service re-declaration made on 28 July 2006;

(e) LSS service declaration made on 30 August 2002;

(Ð LSS service re-declaration dated 29 October 2007; and

(g) Guidelines for expert witnesses in proceedings in the Federal Court of Australia.

In undertaking the task described above you may rcquire additional data or materials. If so,

please inform us of what you rcquire.

5 ConfidentialitY

please ensure that any information provided to you by or on behalf of Telstra is kept

confidential and not disclosed to any pefson without Telstra's consent.

Yours faithfully

9t98754 6.DOC



MnLLEsoNs STEPHTN |equES

Profsssor Jery Bowman
University of Auckland
Office 318
l8 Siemens Street
Auckland New Zealand
j.bowman@auckland.ac.nz

Level 50 Bourke Place 600 80urke street Melbourne Vlc 3000 Australia

DX 101 Melbourne ABN 22 O41 424 954 mel@mallesons.com www.mallesons.com

9267701 -l.doc I 03-5500-3946

1 8 January 2008

Chris Fox
Partner
Direct Iine
+613 9643 4fi6

Dear Sir

Telstrans new cost model

We refer to our letter of instruction dated l8 December 2007 ("our letter").

As mentioned in our letter, we request that you prepare a repoú on the draft paper prepared by

Telstra (briefed with our letter) which sets out the basis for Telstra's estimated nominal post-tax

vanilla WACC for CAN related assets as at I January 2008 (the "Paper').

In preparing your report, and as set out in our letter, kindly provide your opinion as to:

(a) whether the range for the nominal post-tax vanilla WACC estimated by Telstra is
reasonable in light of the statutory criteria detailed in our letter; and

(b) whether the point estimate of the WACC estimated by Telstra is reasonable in light of
that statutory criteria.

Further, in formulating your opinion, please address not only the result put forward by Telstra

but also each of the components of WACC discussed in the Paper and provide your reasoning as

to why the values chosen for each of those components, and the reasons put forward for the

choice of those values are, or are not, in your opinion correct or reasonable. Further, iÇ in your

opinion, Telstra has omitted some relevant consideration(s) in formulating its views, please

identify those considerations.

Would you kindly provide your report by 25 Januaqy 2008 or, if possible, earlier that week.

Your report should be marked "draft" given that you will be providing your opinion in relation

to the draft paper. Your opinion will be sought in relation to the final version of the paper once

it is finalised.

Please do not hesitate to contact either Tristan Sedal or David Healey should you t'equire

anything further.

Yours faithfully

T +61 3 9643 4000

F +61 3 9643 5999
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Professor Jerry Bowman 14 April 2008

University of Auckland
office 3r8 ru 

3#"*î:ifT"t"
18 Siemens Street Direct line
Auckland New Zealand +61292962187
j.bowman@auckla nd.ac.nz

Agata Jarbin
Partner

Dear Sir

Telstrats new cost model

We refer to our leüers of instruction dated l8 December 2007 and l8 January 2008.

As mentioned in our letters, we attach a final paper prepared by Telstra which sots out the basis

for Telstra's estimated nominal post-tax vanilla WACC for CAN related assets as at I January

2008 ("the Final Paper").

\ile request that you review the Final Paper, and as set out in our previous instructions, kindly
prepare a report providing your opinion as to:

(a) whether the range for the nominal post-tax vanilla WACC estimated by Telstra

is reasonable in light of the statutory criteria detailed in our letter of instruction

dated 18 December 2007;and

(b) whether the point estimate of the WACC estimated by Telstra is reasonable in

light of that statutory criteria,

Further, when formulating your opinion, please address not only the result put forward by

Telstra but also each of the components of WACC discussed in the submission and provide your

reasoning as to why the values chosen for each ofthose components, and the reasons put

forward for the choice ofthose values are, or are not, in your opinion corect or reasonable.

Further, if in your opinion, Telstra has omitted some relevant consideration(s) in formulating its

views, please identify those considerations'

Would you kindly provide your report by 24 Aprtl2008. Prior to that date, could you kindly

forwar.d a draft of your report so that we may check the acouracy of any assumptions or factual

matters in your tePom.

Please do not hesitate to contact either David Healey or Agata Jarbin should you require

anything further.

Yours faithfully
y'l^11< '... )t.-¡^- I *J-

Level 50 Bourke Place 600 Bourke Street Melbourne VIC 3000 Australia T +61 3 9643 4000

DX 101 Melbourne ABN 22 041 424 954 mel@mallesons.com www,mallesons.com t +61 3 9643 5999
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Prcfessor Jerry Bowman
University of Auokland
Offrce 318, 18 Siemens Street
Auckland
New Zealand
By email
j.bowman@auckland.ac.nz

Level 50 Bourke Place 600 Bourke street Melbourne Vlc 3000 Australia

DX 101 Melbourne ABN 22 041 424 954 mel@mallesons.com www.mallesons-com

9503801 2 lettcr - prof bow,nan - tclstra's llcw cost ¡nodel / -

23luly20A8

David Healey
Senior Associate
Direct Line
+6t 292962187

Agata Jarbin
Partner
Direct line
+6t 3 9643 4165

Dear Sir

Telstra's New Cost Model

We refer to our letters of instruction dated l8 December 2007,1 8 January 2008 and 14 April

2008.

In order to facilitate the completion of your repoú, this letter sets out some supplementary

instructions. ln preparing your repoft, please assume that:

I Telstra,s TEA model is a TSLRIC+ model, which uses a 12.28% point estimate of the

weighted average cost of capital ('WACC") in calculating the TSLzuC+ of the

unconditioned local looP sewice.

Z TheTEA model, being a TSLRIC+ model, is consistent with the statutory criteria set

out in section 152A,8 ánd section l52AH of the Trade Practices Act 1974. You will

find the relevant statutory criteria set out in our letter of instruction dated l8 December

2007.

3 The corporate tax müe is presently 30% and that the Australian Competition and

Consumer Commission presently appties this rate in its calculations of the WACC.

Further, accelerated depieciation has not been available to taxpayers in relation to âssets

purchased or constlucted since about 2l September 1999'

4 Depreciation is taken into account in the TEA model which applies the post-tax vanilla

WÂCC to the written down value of each asset each year. That post-tax vanilla WACC

adopts the 30%o corporate tax rate.

5 Telstra's CAN assets comprise between 25o/o and30% of Telstra's total fixed asset base

and between 40Yo and45% of its communications plant assets.
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6 Telstra's other major assets include switching equipment used in the Publio Switched
Teþhone Network (?STN'), dre inter exchange network (IEN') which connects the

local exchanges together, data equþment (ineluding equipment used for provision of
broadband internet services) and its mobile ælephone network. Each of those asset

categories accounts for a lower percentâge of the toAI fixed asset base than the CAN.

Please do not hesitate to cont¿ot either David Healey or Agata Jarbin should you require

anything furthor.

Yours faithfully

v4,.,-(Ío..*.o þrrÇ ìl*
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