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1. INTRODUCTION

AAPT Limited (AAPT) welcomes the opportunity to comment on the Commission’s
discussion paper on the need for an access deficit contribution (ADC) for PSTN access
service pricing.

The Commission’s paper questions the rationale for and possible size of any ADC. AAPT’s
position is that:

(a) an ADC is no longer justified1as:

(i) the assumptions which led the Commission to recognise the access deficit
(AD) no longer have merit, in particular the assumptions that failing to
apply an ADC would lead to an adverse effect on Telstra’s profitability and
investment in the PSTN; and

(ii) any AD should be assessed by considering the inclusion of all revenues
from Telstra’s non-competitive services, or alternatively all revenues
which are associated with the PSTN – applying either approach would
indicate that Telstra is over-recovering the cost of the PSTN;

(b) if the Commission considers there would be a need for an ADC:

(i) its measurement should be discounted by a value attributed to the benefits
Telstra derives from its incumbency, the extent to which Telstra has failed
to rebalance and by funding received by Telstra under the USO scheme;
and

(ii) any remaining sum should be recovered through an ex post tax in a manner
similar to the treatment of the USO, or alternatively there should be a full
allocation to call minutes or an alignment with Telstra’s charging structure;
and

(c) the concepts of a local call deficit and local call surcharge have no merit.

AAPT would like the opportunity to respond to issues raised in other submissions lodged
in response to the Commission’s discussion paper and in response to relevant information
arising out of the Commission’s assessment of the undertakings lodged by Telstra with the
Commission on 9 January 2003. Questions in relation to this submission should be directed
to Sonia Aliprandi, Telecom New Zealand, Regulatory Counsel, Australia on (02) 9377
7301 or by email to saliprandi@aapt.com.au.

2. NATURE OF THE ADC

2.1 The Commission seeks comments on the real nature of the ADC, in particular
whether it is notional or whether it should be viewed in the service specific way
favoured by Telstra.

Why an ADC?

The Commission, in originally establishing its position to recognise an ADC and allow
Telstra to add an ADC to its PSTN access prices, set out that not allowing Telstra to
recover any AD from PSTN originating and terminating access charges may in the long-
term:

(a) encourage inefficient entry;

                                                     
1 AAPT has previously made submissions to the Commission that there is no access deficit (AD) or rationale for an ADC and maintains
that view. For the purpose of this submission, AAPT acknowledges that the ACCC has previously recognised an AD and the allowance
of an ADC but maintains its criticism of this approach.
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(b) discourage efficient investment by entrants;

(c) prevent Telstra from recovering its legitimate costs;

(d) result in Telstra under-investing in upgrading the CAN; and

(e) create inefficient arbitrage opportunities.

These concerns, or assumptions for supporting an ADC, are no longer valid. In particular:

(a) the Commission’s studies on the profitability of and investment in the PSTN
suggest that the PSTN is more than recovering its legitimate costs and that Telstra
has an incentive to maintain the PSTN so as to support all PSTN based services,
irrespective of whether an ADC is applied;2

(b) as the current price control arrangements provide for the AD to be removed by
2006, any inefficient entry would only gain a short term advantage so is unlikely;3

(c) application of an ADC actually encourages inefficient entry in those areas where
line revenue is likely to exceed line costs;4 and

(d) an ADC distorts pricing structures of all services to which an AD surcharge is
applied, so discourages efficient investment.

AAPT considers that as the assumptions for allowing an ADC can no longer be justified
the basis for recognising an AD no longer remains.

Notional nature of an ADC

AAPT views an ADC as a purely notional approach to addressing a concern that overall the
amount Telstra has been able to charge for line rentals may be less than the cost of the
CAN. Application of an ADC as a service-by-service cost is flawed. The approach suggests
that were there to be an access surplus then PSTN originating and terminating access
charges should be discounted to reflect that surplus. In section 4.1 of this submission
AAPT considers why the AD should not be considered on a stand-alone service-by-service
basis.

3. PROFITABILITY AND INCENTIVES TO INVEST

3.1 The Commission invites comment on Telstra’s profitability and incentives to invest
efficiently in the PSTN.

The discussion paper notes that the Commission’s initial support for an ADC was based on
concerns regarding the profitability of and investment in Telstra’s PSTN based-services.
These concerns were assumed, as the Commission notes that detailed studies of
profitability and investment were not conducted at the time the Commission formed a
qualified acceptance of an ADC as part of its earlier undertaking assessment reports. Now
that detailed profit studies have been undertaken by the Commission which find that
overall the PSTN has been highly profitable and that Telstra’s capital expenditure in the
PSTN has been robust, the Commission’s original assumptions regarding profitability and
incentive to invest no longer have merit. Accordingly, the Commission’s support for an
ADC should be withdrawn.

AAPT considers that if the PSTN is profitable in an overall sense there is no basis for an
ADC. If there is persuasive evidence that the PSTN as a whole is not profitable, and that
PSTN losses are caused by the Government’s retail price controls, an ADC may be

                                                     
2 See comments at 3.1 and 3.3.
3 See comments at 3.2.
4 See comments at 3.1.
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justified. However, as many of Telstra’s PSTN based services draw monopoly rents it
cannot be in the interests of consumers to have a surcharge imposed on certain services
because a particular PSTN service is possibly not recovering cost. A more holistic
approach would remove the AD surcharge, enabling a reduction in telecommunication
charges for end-users.

Telstra has incentive to invest in the maintenance of the productive capacity of the PSTN
unless the entire PSTN is not profitable. Accordingly, as the PSTN will remain profitable
without an ADC, removal of an ADC would not cause Telstra to lessen its investment in
the PSTN. However, the application of an ADC can create adverse build/buy decisions by
promoting a level of investment greater than is economically efficient by encouraging
access seekers to build their own networks to avoid paying an ADC in those areas where
line revenue is likely to exceed line costs5. 

3.2 The Commission invites comment on whether it is necessary to have an ADC to
ensure the long term viability of the PSTN.

Due to the flexibility provided by the current retail price controls, if any AD exists it can
only be justified in the short-to-medium term. The price controls allow for rebalancing to
remove any AD by 30 June 20066. The assessment of Telstra’s profitability provided in the
discussion paper does not suggest that the removal of a surcharge, which at longest has
application for a further 3 full years, would affect the long-term viability of the PSTN.

The Commission’s discussion paper notes that its original support for an ADC was partly
based on concerns as to the possible long-term impact of the access regime on profitability
and investment. As any AD no longer has a long-term application, this basis for applying
an ADC no longer remains.

3.3 The Commission invites comment on whether the lack of an ADC would put Telstra
at a disadvantage in being able to efficiently recover its legitimate costs in the face of
greater competition for its retail PSTN-based services.

AAPT considers that the Commission’s finding that the PSTN is producing substantial
economic profits shows that Telstra will continue to recover the efficient costs of its retail
PSTN-based services.

Even if greater competition did affect Telstra’s profitability, the USO scheme provides an
insurance for Telstra.

… Telstra, even in the absence of an access deficit contribution is partially insured against a
significant drop in the demand for telecommunications services in any of its exchange service
areas. If demand for telecommunications services in any area dropped to the degree that was
no longer profitable for Telstra to serve customers in that area on a long-term basis then the
area would become a net cost area. As such, Telstra would be compensated for the lack of
profitability in the area through the USO scheme.7

Gans and King find that even if competition left Telstra with no profits, the AD would be
precisely covered by the USO fund.

…the existence of the USO rules out the dire scenario of Telstra being made bankrupt and
indeed any real possibility of entry causing serious losses for Telstra. Indeed the USO fund

                                                     
5 See ACCC, Review of Price Control Arrangements, Draft Report, December 2002, p.77.
6 The Commission’s discussion paper notes at section 5.2.3 that Telstra contends that the AD will not necessarily fall away at the
conclusion of the current price cap period, as in Telstra’s view line rental costs have been under-estimated by the Commission. AAPT
considers that in the absence of persuasive empirical evidence of line rental costs which support Telstra’s contention, the Commission
should assess any ADC on the assumption that the AD will fall away when the current price controls expire on 30 June 2006.
7 Stephen King, November 2000.
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guarantees that if Telstra were to be only a provider of basic access, it would earn a market
share return on that service.8

4. DEFINING THE ADC

4.1 The Commission invites comment on whether there are there alternative ways of
defining the AD and on whether net revenues from services sharing common costs
with the PSTN (especially ISDN) should be brought into calculation of the AD.

The Commission has previously defined the AD as the difference between non call-related
costs (or line related costs) and non call-related revenues (line rentals and connection
rentals) attributable to the network9. The discussion paper notes that the Commission has
defined the costs of the AD as the sum of efficient forward looking line costs, an indirect
contribution towards organisation level costs and the Telstra’s actual costs of retailing basic
access services, while the revenues for the AD have comprised the line rentals and
connection charges for PSTN lines plus funding received by Telstra under the USO
funding mechanism. This approach has essentially treated basic access as a stand-alone
product and considered whether the direct revenues from that product cover its costs.

AAPT considers that such a stand-alone assessment too narrowly considers the services
which contribute to recovering any shortfall in basic access costs. AAPT supports Gans and
King’s assessment that:

Few if any customers value basic access in its own right. Rather, customers value basic
access because it enables them to consume a variety of telecommunications products, like
local and long distance calls, that have the services provided by the CAN as one input. In this
sense, the services provided by the CAN are not stand-alone products but rather they are
services that, when combined with other services, create valuable telecommunications
products.10

Gans and King find that it is irrelevant whether there is a surplus or a deficit in terms of
direct contributions for one input that is used in combination with other inputs to produce
final services11, and that there is no reason why the provider of a product that involves a
number of inputs needs to receive revenues on each input that exactly offset that input’s
cost12. King finds:

The treatment of basic access as a stand alone product can lead to the (economically
meaningless) conclusion that Telstra is making a loss on the CAN and needs to be
compensated for this loss, even where Telstra makes profit overall from products that are
produced using the CAN.13

This assessment supports a broader definition of the AD. AAPT’s views on the appropriate
definition of AD revenues follow.

Line rental and non-competitive net revenues

Telstra currently recovers the costs of any access deficit from the whole of its business.
AAPT considers that the revenues that should be included in any ADC calculation should
be the total of Telstra’s revenues from line rentals and the net revenues from each of its
non-competitive services. Cave’s analysis of the AD supports this approach:

                                                     
8 Joshua Gans and Stephen King, The Access Deficit Contribution for PSTN Interconnection Pricing, A Submission to the ACCC, 26
February 2003, p. 11.
9 ACCC, Assessment of Telstra’s Undertaking for Domestic PSTN Originating and Terminating Access, Final Decision, June 1999, p.49.
10 Joshua Gans and Stephen King, op cit, p. 6.
11 Ibid.
12 Ibid at p.7.
13 Stephen King, op cit.
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For the purpose of computing an access deficit suitable for recovery by a surcharge on per
minute interconnection payments, revenues should be calculated as the sum of the revenue
from access (monthly rentals) and the net revenue associated with the provision by the
operator of non-competitive services. If this were not the case, the incumbent would be
recovering the access deficit narrowly defined (monthly rental revenues minus cost) first
from per minute payment by competitors and then from profits made on monopolistic
services. It would thus be raising rivals’ costs anticompetitively, as well as earning excess
profits.14

If the revenue pool for calculation of the AD does not include all net revenues from
services supplied by Telstra above cost, Telstra would earn excess profits through over-
recovery of its AD through both profits on its non-competitive services and the levying of
an ADC on PSTN originating and terminating service access seekers15. The Commission’s
finding on the profitability of Telstra suggests that once the net revenues from Telstra’s
non-competitive services are taken into account there is no AD. As Telstra’s profit16 is
significantly higher than the access deficit claimed by it, an inability to recover an ADC as
a mark-up on the price of declared services would not lead to Telstra failing to recover its
efficient costs.

PSTN associated revenues

If the Commission is not inclined to include Telstra’s net revenues from each of its non-
competitive services in the assessment of an AD, AAPT considers that the Commission
should as a minimum include all net revenues associated with the PSTN.

This should comprise net revenue from PSTN access services (eg. line sharing, ADSL,
ISDN, data services, leased lines), services which are bundled with basic access (eg.
mobiles, broadband, subscription television) and other services which derive revenues
associated with PSTN access services (eg. fixed to mobile, directory services).

PSTN calls and minutes

Telstra has argued that it is reasonable for an ADC to be pro-rated over only PSTN calls
and minutes. There are a large number of services in addition to PSTN originating and
terminating access and LCS (and the equivalent services provided by Telstra to itself)
which utilise the CAN. Recovering an AD from only PSTN originating and terminating
access and LCS results in sub-optimally increasing retail prices for PSTN prices.17 It would
only be appropriate to disregard all other services which utilise the CAN if those services
were being supplied by Telstra in perfectly competitive markets. This is clearly not the
case, as illustrated by Telstra’s recognition that it can mark-up, and in fact does recover any
AD on, unregulated services other than the PSTN and local calls.18 Examples of
unregulated services which Telstra can mark up to recoup an AD include directory services
and broadband.

Another consequence of recovering the whole ADC from PSTN originating and
terminating access and LCS is that it increases the opportunity for Telstra to impose a price
squeeze on access seekers in relation to retail products supplied by the use of PSTN

                                                     
14 M Cave, Access Deficits, Universal Service and Interconnect Pricing, July 1998 p 6.
15 Ibid.
16 See Productivity Commission report of Telecommunications Competition Regulation, September 2001, Table 3.5 and Ovum, Telstra
Financial and Economic Profit Analysis: A Report to the ACCC, 31 October 2001.
17 Professor Jean-Jacques Laffont, February 2002.
18 Ibid.
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originating and terminating access and LCS.19 The potential for a price squeeze is not in the
LTIE.20

4.2 Should the AD be based on historical costs or be forward-looking and would an AD
based on a historical cost be consistent with the LTIE criteria?

In assessing the cost methodology for any AD, AAPT considers that in the first instance the
CAN should be costed on an efficient, forward looking basis. Adopting efficient rather than
historical costs avoids Telstra imposing its inefficiencies on access seekers. A forward-
looking assessment ensures consistency with the build/buy decisions that are to be made by
new entrants.

However, as an AD is a surcharge on top of efficient costs it should only be added where it
can be justified as necessary to recoup an actual loss. That is, if the historical costs of basic
access are less than the forward-looking costs, the historical costs should be used to
calculate the AD.

If an AD exists, it derives from the existence of retail price controls which constrain the
actual revenue that Telstra can recoup from customers for line rental. As any AD is caused
by limits on actual revenues, it is appropriate for any ADC to be measured against the
actual cost of lines, providing those costs do not exceed efficient costs. Capping the
calculation of historical costs at efficient costs ensures consistency with the LTIE.

4.3 Other issues

Benefits of incumbency

The approach to defining and measuring any AD needs to take account of the benefits
Telstra derives from its incumbency. With no effective competition in the supply of basic
access, Telstra derives significant advantages, including that:

(a) as the provider of basic access Telstra is necessarily the preferred supplier of all
call services. End users must make a deliberate choice for a competitive service
provider, which may involve operation shortcomings (eg. use of an override code);

(b) Telstra remains the only full service telecommunications provider;

(c) Telstra is able to include all services on one bill;

(d) Telstra has access to customer information;

(e) Telstra alone has national coverage;

(f) being the incumbent and the universal service provider brings Telstra brand
recognition; and

(g) as incumbent Telstra has certain cost benefits of network operations (eg. early
acquisition of sites (for exchanges, towers), established land access (for trenches),
established arrangements with equipment suppliers).21

Any AD calculation of revenue shortfall arising from regulatory constraints should be
significantly discounted by a value ascribed to these strategic benefits that Telstra derives
from basic access. If an ADC is applied to fully recover any AD Telstra will be over
compensated.

Failure to rebalance

The Commission should consider the extent to which any AD arises as a result of past

                                                     
19 Ibid.
20 Ibid.
21 Professor Jean-Jacques Laffont, op cit.
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failures by Telstra to exercise flexibility in line rental pricing.

The Commission should not only continue to determine any AD revenues based on the full
amount that Telstra could retrieve given the retail price arrangements, but also include any
past failures by Telstra to exercise flexibility to rebalance. This is appropriate as any
commercial decision by Telstra not to charge to the full extent available under the price
controls is that of Telstra and should be to Telstra’s account. To the extent that Telstra has
not charged the full potential price for basic access there is no effective constraint on
Telstra’s pricing.

USO

The Commission should continue to subtract from any AD the funding received by Telstra
from both itself and other carriers under the operation of the USO funding mechanism.22 

5. COMPETITIVE NEUTRALITY

Telstra has argued that an ADC is necessary to achieve competitive neutrality between its
own downstream operations and those of access seekers.23

If Telstra does not charge its downstream operations an ADC – and the Commission’s
discussion paper states that Telstra does not appear to use any formal internal transfer
pricing system – the application of an ADC serves to create bias in favour of Telstra. Any
input charge on access seekers which Telstra does not have to recoup on its downstream
long-distance pricing is not competitively neutral and has the effect of raising Telstra’s
competitors’ costs in an anti-competitive manner24. Accordingly, removal of the ADC
would help achieve competitive neutrality, not threaten it.

6. AD ALLOCATION

6.1 The Commission invites comment on the relative merits of allocating the AD to
minutes as against calls, given the LTIE.

Ex post tax

If an ADC on PSTN originating and terminating access charges is considered to be justified
by the Commission, AAPT considers it should be recovered by lump sums ex post rather
than ex ante, in a manner similar to the treatment of the USO, rather than an allocation
spread over calls and minutes. AAPT supports Gans and King’s conclusion that any AD
should be considered a fixed network cost25 that would best be recovered through a fixed
charge.

Call:minute allocation

If the Commission supports an allocation of any ADC on a call:minute ratio, the
Commission’s current 50:50 allocation rule should be moved in line with the USO
arrangements or with Telstra’s charging structure.

AAPT notes that the USO levy is based on eligible revenue which, for AAPT, is driven by
minutes not calls. Since any ADC has strong similarities to the USO levy, AAPT considers
that a total per minute contribution provides a consistent approach with the USO. 

                                                     
22 See also comments at 3.3 that the existence of the USO fund indicates that there is no need for an ADC.
23 See ACCC, The Need for an ADC for PSTN Access Service Pricing, Discussion Paper, February 2003, p.22.
24 M Cave, ibid, p. 6.
25 Joshua Gans and Stephen King, op cit, p. 17.
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If the Commission is not inclined to support a full allocation to minutes, the Commission’s
analysis of Telstra’s retail pricing implies a 20:80 split between allocation of the AD to
flagfall (calls) and duration (minutes). 

To the extent that a move to a 0:100 or 20:80 allocation rule imposes a greater reliance of
any ADC on minutes, unless there is directly relevant evidence suggesting that such an
allocation would create inefficiency there is likely to be no harm to the LTIE.

7. LOCAL CALL DEFICIT AND LOCAL CALL SURCHARGE

7.1 The Commission invites comment on whether it is possible to identify a “local call
deficit” and on the impact on LTIE of increasing the ADC to reflect the possibility
that the ADC cannot be fully recovered from local calls.

AAPT support the Commission’s current position that there is no conceptual or empirical
basis for either recognising a local call deficit or applying a local call surcharge. In the
absence of persuasive new evidence, which would need to be subjected to public scrutiny
and include a full cost study of Telstra’s local call business, acceptance of a local call
deficit or surcharge is not justified.


