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1 Executive summary

In this paper, the CCC requests declaration of a wholesale broadband access service
for regional Australia.

1.1 Limitations of competition in regional Australia

Effective facilities and service based competition has partially developed in some
areas of Australia, particularly in Australia’s capital cities. In regional areas, however,
competition is less developed, and availability of broadband access is more limited. In
many locations, Telstra is the sole provider of broadband services, and in some
locations broadband services are not available at all. Service competition exists in
some areas, predominantly through utilisation of ULL and resale of Telstra ADSL.
This is concentrated in the larger regional towns. Telstra’s ADSL network is
ubiquitous, and there are no broadly available alternatives, except for a small number
of localised WiFi based networks providing broadband services in some regional
areas. The CCC believes the reasons for the failure in competition and infrastructure
investment in regional Australia are:

¢ Demand for broadband services in regional areas is currently low, fragmented
and uncertain. The uncertainty of broadband demand has deterred many
operators from entering regional markets. In some locations, it is apparent that
facilities based competition is not feasible.

e Telstra’s ubiquitous xDSL infrastructure represents a bottleneck in the delivery of
broadband services in rural areas where there are no real alternatives. Therefore,
Telstra is able to exercise market power in several ways.

e Telstra is focused on retail broadband services, and has demonstrated
unwillingness to develop the wholesale broadband market except where required
by declaration.

The CCC considers that declaration of a wholesale broadband access service is
required to ensure that the interests of end-users, the promotion of competition with
all its benefits and infrastructure investment are promoted in regional areas.

The CCC'’s preferred service description for this declaration is for a Layer 2,
technology neutral wholesale broadband access service. The service description will
include greater flexibility for access seekers to choose service functionality. The CCC
believes that this will promote the Long Term Interests of End-users (LTIE) through
enabling competitive operators to provide broadband services in regional areas,
thereby promoting -

e competition;

o the efficient use of existing infrastructure; and

e investment in further infrastructure once competition is established.
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The proposed declaration has been designed to allow those areas where effective
competition in broadband access services exists to be exempted.

1.2 Wholesale broadband disputes

Telstra’s approach to the wholesale broadband market has been to resist
development of commercial wholesale broadband products unless required by
regulation. Telstra has shown no interest in the development of wholesale broadband
services on fair and reasonable commercial terms.

There is a history of competition notices filed against Telstra in relation to wholesale
broadband services. In September 2001 a competition notice was filed as a result of
Telstra’s refusal to provide Wholesale ADSL services to competitors. More recently,
in 2004 a competition notice was filed against Telstra as a result of price squeezing

between Telstra’s wholesale and retail offerings.

In addition to formal competition notices, there are also some major areas of
complaint against Telstra in the provision of wholesale broadband services. Telstra’s
approach to provision of retail and wholesale services shows an unwillingness to
develop the wholesale broadband market. There are a number of major areas of
complaint including:

e Since the introduction of ULL, there has been a series of complaints about ULL
pricing. This is still ongoing with arbitration continuing between ACCC and Telstra
for agreement of ULL pricing.

e Telstra has not offered wholesale BDSL services in regional areas on terms that
are commercially acceptable to competitive operators. The ACCC has
acknowledged that the wholesale provision of ADSL and BDSL has been an
ongoing source of complaint associated with the reasonableness of the terms
and conditions under which Telstra provides these services™.

e Complaints in relation to access to exchanges for DSLAM deployments by
Telstra's competitors. There have been several complaints in this area.. Optus
has complained that Telstra’s has been too slow in making exchanges ready for
ADSL2+ installations. Complaints have also been made with regard to ADSL2+,
that Telstra is refusing to engage with wholesale customers’ requests for
information about when it intends to make ADSL2+ available to retail customers
and whether it is also planning a wholesale product.

! A strategic review of the regulation of fixed network services, ACCC positioning
paper, June 2006.
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1.3 Arguments for declaration
1.3.1 Promotion of competition

Direct effects

Declaration of a wholesale broadband access service will affect competition in a
range of markets; retail and wholesale broadband access markets for residential and
small business customers, markets for business broadband and backhaul markets.

Currently Telstra is required to provide a number of wholesale ADSL products, and
ADSL resale variants, and ULL. These products are used by other operators to
provide retail broadband services where they do not own their own access
infrastructure. While these products have been utilised by some operators in some
regional locations, this has not led to development of effective competition on a
widescale basis in regional areas. ULL and available wholesale ADSL products are
not effective substitutes for a declared wholesale broadband access product,
because they do not allow a sufficient functional control for the access seeker and
they require a degree of additional and inefficient investment in infrastructure by the
access seeker. In regional areas with limited competition, this has meant that these
products have not been effective in the promotion and development of competition.

Over 80% of broadband services provided across Australia utilise Telstra’s DSL
network. Where there are no alternatives to Telstra’s access network, Telstra is able
to exercise market power in the delivery of broadband access through its ability to
control the bottleneck service. Telstra has the opportunity to exercise market power in
a number of ways:

e Through determining the costs of supply for its retail customers for broadband
access, leading to opportunities for price squeeze.

e Through offering terms and conditions that are not considered reasonable by
competitive operators.

e Through the ability to resist requests from competitive operators and discriminate
in favour of themselves.

e Through controlling the functional service variables of its ADSL resale products
through limiting the technical capabilities available to competitive operators.

There are technologies other than xDSL which can provide broadband services. 3G
mobile services, WiFi, WIMAX and fibre are examples. Deployment of alternative
technologies to xDSL is increasing in regional areas, and this will place some
competitive constraint on Telstra’s monopoly access network. However, these
technologies and deployments are in their infancy and not competitive with Telstra’s
ubiquitous network. it is unlikely that these deployments will substantially reduce
Telstra’s capacity to exercise market power in broadband access in regional areas or
that, where constraint is a possibility, that it will occur in the short and medium term.
New technology deployments are focused primarily in metropolitan areas. In the short
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and medium term, DSL will remain the technology of choice for delivery of relatively
fast, efficient and high quality broadband services in regional areas.

Availability of retail broadband services varies. Some retail competition exists in the
largest regional towns, although it does not match that in the most competitive
metropolitan areas. However, in many areas Telstra is the only provider of retail
broadband services, and in some areas there are no services available at all.
Demand for broadband services in regional areas is growing but it is still lagging
behind metropolitan areas. This is likely due to a number of factors including smaller
population, the limited infrastructure availability, limited service innovation and greater
price sensitivity in regional areas. Declaration of a wholesale broadband access
product will enable operators to enter new retail markets, and will promote
competition in retail markets through greater service functionality, diversity and
innovation.

Business broadband services based on DSL technologies (BDSL) are of particular
concern in regional areas. Telstra’s exchanges are capable of providing BDSL
services to retail and wholesale customers in many locations, but retail BDSL
services are offered at higher prices in regional areas than in metropolitan areas and
wholesale BDSL services are not offered on terms that are acceptable to competitive
operators. Competitive BDSL offerings to Telstra are not available in most regional
areas, and end-users of BDSL services do not have any choice other than Telstra in
most cases. There are some possible technical substitutes to Telstra’s BDSL
products for competitive operators, but these are not competitive on price with
Telstra’s BDSL retail product. Corporate organisations (such as Government
departments, police and ambulance, and banks for example) often require BDSL
services to all of their offices. Currently these organisations cannot choose any
operator other than Telstra to provide all of their needs in majority of regional
locations, and are subject to higher pricing in regional areas for retail BDSL from
Telstra.

Backhaul services are available in most areas of Australia, but in many areas Telstra
is the only provider. Backhaul is a declared service under the domestic transmission
capacity declaration, but this declaration does not set out pricing principles. Prices
for backhaul therefore are left to be agreed on a commercial basis. In areas where
backhaul infrastructure options are limited, Telstra and other backhaul providers to
locations where backhaul competition is limited are able to exercise market power
and charge prices far in excess of costs and a reasonable return. Very high prices for
backhaul services acts to reduce the attractiveness of regional markets for wholesale
and retail broadband services. Demand for backhaul services is driven by the
demand for access services. In other words, the demand for access services defines
the requirement for backhaul at any particular location. The declaration of a
wholesale broadband access service which allows entry of competitive operators to
rural and regional access markets will increase demand for backhaul to those
locations. This might allow new entry and go some way to alleviating this persistent
and difficult problem.
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The CCC believes that declaration of a wholesale broadband access service will
promote competition through allowing competitive operators to provide services in
regional locations and provide greater competition in terms of service functionality to
end-users.

Indirect effects

Operators will enter markets where there is a commercial opportunity to do so.
Commercial opportunity is not only defined in terms of the demand for retail services,
but the costs associated with addressing that demand. Where demand levels are
untested and meeting them is dependent on the wholesale services of others, as in
rural and regional areas, competitive operators are less likely to take the risks of
market entry in the absence of a reliable regulated arrangement for access on fair
and reasonable conditions. Failure to provide services to regional areas
demonstrates that given current pricing and other terms and conditions, competitive
operators have not been able to identify an acceptable commercial opportunity.
Declaration of a wholesale broadband access service which allows staged
investment in infrastructure by competitive operators as customer numbers are built
up, will open new opportunities for operators to enter rural markets where there is
more limited or untested demand. In turn, due to the ‘stepping stone’ effect, this may
lead to further investment in markets once operators have been able to build a
customer base. There is evidence of the success of this policy in the recent upsurge
of investment in DSLAMs by competitors in metropolitan markets

There is little risk that declaration of a wholesale broadband access service will act as
a substitute to investment for competitive operators, by removing incentives for
investment. The incentives for competitive investment in most rural and regional
markets are insufficient for the development of infrastructure-based competition on a
widescale basis. Demand for broadband in rural areas is still developing. The CCC
considers that declaration will lead to further development in demand and thereby
result in changing the market dynamics to encourage new and sustainable
investment. Again, the experience in metropolitan markets supports this.

1.3.2 Any-to-any connectivity

In principle, any-to-any connectivity is not affected by declaration of a wholesale
broadband access service. In practice, network externality effects will benefit all those
who are currently connected.

1.3.3 Efficient use of and investment in infrastructure

Economically efficient use of infrastructure

Broadband access networks in regional Australia exhibit natural monopoly
characteristics. For such a natural monopoly it is uneconomic for a smaller operators
to duplicate Telstra’s existing network. This is due to the benefits of greater scale
which can be obtained by Telstra, and the benefits of first market entry.
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Declaration of a wholesale broadband access service will promote efficient use of
existing infrastructure at the point where Telstra has been able to exercise market
power through control of bottleneck services. In most rural and regional markets,
competitive operators have the following choices -

e Using Telstra's wholesale ADSL services, where they exist, forcing them to offer
services of limited functionality and quality

¢ Investing in alternative infrastructure which may not be economic or based on
sustainable, competitive technologies

e Not entering the market at this stage.

None of these choices makes for the development of demand and of competition in
these markets. The declaration of the broadband access service sought in this
submission will make the critical difference and permit efficient and economic
competitive entry on a sustainable basis.

Technical feasibility

As wholesale broadband services are available across Australia, a wholesale
broadband access service is clearly technically feasible.

Legitimate commercial interest of the access provider

Telstra’s legitimate commercial interests will be met where Telstra is able to achieve
a market return appropriate for this type of investment. This will include the return
required to account for Telstra’s strategic investment in the CAN.

Economically efficient investment in infrastructure

The Commission is concerned to ensure that Telstra and other operators have an
incentive to invest in new infrastructure based on new and innovative technologies
where there is the commercial opportunity to do so. The initial concern for rural and
regional broadband markets is the existence of appropriate infrastructure in the first
place. Demand in these markets is generally less developed than in urban markets,
and the potential is limited by the populations involved. For these reasons there is
unlikely to be sufficient demand in the early period of broadband market
development, to sustain competing infrastructures, and all the more reason, in terms
of efficiency of investment and use of available capacity, to require the infrastructure
owner to provide wholesale access on reasonable and appropriate terms.

Rational, efficient operators make up their minds where it is sensible to invest based
on where there are opportunities. Wholesale broadband access will enable
competitive operators to offer services and play their part in developing new and
greater demand, and, once they have established their own customer bases in rural
and regional markets, will provide incentives for them to invest in their own
infrastructure where it is sensible to do so. However, without the declaration of a
wholesale broadband access service, these same operators will have no further
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incentive to enter these markets than now, and the additional demand stimulation and
potential additional investment outcomes will not occur.

Regional Australia require scalable technologies which are able to provide greater
bandwidths as the demand for broadband grows. Experience in Australia and in
international markets shows that demand for greater bandwidth rapidly follows takeup
of broadband services. High speed broadband is required in order that regional areas
can benefit fully from the productive effects of broadband on regional communities.
The CCC believes that through the ‘stepping stone’ effect, declaration will encourage
expansion into new infrastructure on this basis.

Along with promoting investment in new technologies by competitive operators, the
Commission is concerned to ensure that Telstra is not discouraged from investing
through the declaration of a wholesale broadband access service. There are a
number of factors that will create investment incentives for Telstra. First, the price
level for a wholesale broadband access service will be an important factor. A
reasonable pricing basis will be achieved through consideration of:

e Risk
e Cost
e Existing and future demand

Secondly, Telstra has made it clear that it will focus on the larger and more important
regional towns where there is more concentrated demand and where response to a
competitive threat is typically required. The CCC considers that Telstra is a
commercial enterprise that will make rational decisions to invest in rural and regional
broadband markets. Telstra will continue to invest for the following reasons based on
rational decision making:

e The ability to provide services on a national basis

e The ability to support a national brand

e The ability to support a national consistent high level of service

e The ability to be efficient in promotion

e The ability to serve city markets that have associated rural and regional markets

e The ability to service business and government customers that have large
coverage requirements

e The ability to obtain reasonable returns on investment in all markets.

1.4 Conclusions

This submission addresses whether LTIE could be promoted through declaration of a
wholesale broadband access service. Our assessment of the market for broadband
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access and services in regional Australia shows that market power is exercised by
Telstra in the following areas:

¢ Inthe choice of locations for provision of retail broadband services
e Inthe bandwidths chosen for broadband services.

e Through pricing of BDSL higher in regional markets

e Through control of supply to its wholesale customers.

The declaration proposed has the flexibility to enable adjustment by the exemption of
specific geographically defined markets if it is shown that competition has emerged
on a sustainable basis in those markets. The CCC recognises that an exemption
may be required in the five capital cities and especially in their CBD areas. The form
of the declaration proposed is therefore adaptable to changing circumstances, whilst
performing its key role in the promotion of competition, particularly in regional
Australia.

Our assessment of the LTIE shows that declaration will benefit end-users, and
therefore we believe that this wholesale broadband access service should be
declared.
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2. Introduction

In this paper, the CCC requests declaration of a wholesale broadband access service
for regional Australia and sets out the arguments for why this service should be
declared.

Facilities based competition has been developing in some areas of Australia, but is
still very limited in most rural and regional areas. Microwave, fixed, wireless, optical
fibre and satellite technologies have emerged in recent years. There are a number of
local access networks across Australia which are providing facilities based
competition to Telstra’s ubiquitous copper Customer Access Network but these are
almost exclusively in CBDs of capital cities. Future technology developments are
expected, such as NGN deployment, and significant developments in wireless
technologies, these will impact facilities based competition further. However, the use
of alternative technologies by competitive operators is likely to continue to be directed
to major urban markets in the first instance, with provision to rural and regional areas
to occur later. Development of competition in the provision of broadband services
based on separate infrastructure is therefore likely to be delayed in rural and regional
markets, and will emerge on a piecemeal, market-by-market basis.

Technology developments may improve competition, but only to the extent that they
are operated and controlled by competing organisations, and developments to date
have not resulted in effective competition in all but the most populated regional areas
and metropolitan cities. More importantly, future technology developments such as
NGN and wireless are expected to concentrate on metropolitan areas for some time.

In this paper we address the failure of infrastructure development in regional
Australia, and the impact failing infrastructure development has had on broadband
markets. This problem has been caused by the fact that:

1. Demand for high-speed broadband services in many parts of Australia, and
particularly in rural areas is uncertain, at best fragmented, and in most rural
areas it is limited.

e In most rural areas, there is only one infrastructure provider, Telstra.

e This submission aims to draw distinction between areas where
infrastructure competition does not exist and metropolitan areas,
particularly CBD areas, where there has been development of effective
competitionz. The characteristics which make for competition are found
in many metropolitan and CBD areas, but are absent in many regional
areas in Australia.

2 Areas where effective competition has developed varies, but in general only applies
to CBD areas.
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e |f demand for broadband increases in regional areas to a level where
alternative infrastructure providers have incentive to enter the market,
then this declaration has been defined to be flexible enough for those
areas where effective competition exists to be exempted.

2. Telstra’s activities in provision of wholesale broadband services has shown
a clear intention to focus on the retail market. Telstra has resisted
development of a commercial wholesale broadband business. Given this
approach by Telstra, the CCC does not expect Telstra to initiate the
development of the wholesale broadband market on a commercial basis.
Given this approach, Telstra will only agree to provide wholesale broadband
products in response to regulation, and this makes declaration essential
where bottlenecks exist. Without minimum declaration there will be no
improvement in the competitive supply of broadband services in regional
areas, and the development of regional broadband services will continue to
rely solely on decisions by Telstra.
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3. Legislative framework

3.1 Long term interests of end-users

Part XIC of the Trade Practices Act sets out the access regime for
telecommunications. Under the Act, in consideration of declaration of a wholesale
access service, the commission is required to have regard to LTIE. The effect on the
LTIE is assessed by considering whether:

1. Competition would be promoted in the markets for wholesale access services
and services supplied by a wholesale access service.

2. Any-to-any connectivity would be achieved, for a wholesale access service
involving communication between end-users

3. The economically efficient use of, and economically efficient investment in, the
infrastructure by which a wholesale access service and services provided by
means of a wholesale access service would be encouraged.

3.1.1 Promoting competition

To determine whether competition is promoted by the declaration of a broadband
access service, the ACCC must establish whether declaration will remove obstacles
to end-users gaining access to broadband services.

In markets which exhibit natural monopoly characteristics, such as fixed telecoms
access networks, market power can be exercised where an operator has control of a
bottleneck service. A natural monopoly has been defined by the ACCC as where
services are supplied by a facility or a technology which is both a necessary input to a
firm in dependent markets and is difficult or uneconomic to duplicate, Telstra’'s DSL
broadband access network is an example. As the owner of such a bottleneck facility
Telstra can reap abnormally high profits, either through restricting the supply of the
service or demanding high prices®.

Competition is the process of rivalry between firms, where each market participant is
constrained in its price and output decisions by the activity of other market
participants, and benefits to end-users from competition, that is, lower prices, better
quality and a better range of services over time. Competition is inhibited where the
structure of the market allows an operator in the market to exercise power in that
market. Market power is determined on the basis of well known legal principles,
namely, the capacity of a supplier of goods or services to raise prices or reduce
output without needing to consider the response of other suppliers in that market.

% A strategic review of the regulation of fixed network services, ACCC position paper,
Jue 2006, ACCC.
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Market power can be exercised at a bottleneck such as access to the customer
premises for fixed broadband services.

To make an assessment of whether a declaration of a wholesale access service is
likely to promote competition in broadband services it is necessary for the
commission to identify the likely impact of declaration on those markets relevant to a
wholesale broadband access service, and other related markets.

3.1.2 Any-to-any connectivity

Achievement of any-to-any connectivity requires that each end-user who is supplied
via a wholesale access service is able to communicate, by means of the wholesale

access service with other end-user, whether or not they are connected to the same

network.

The reference to similar services in the Trade Practices Act enables the objective of
any-to-any connectivity to apply to services with analogous, but not identical,
functional characteristics. For a wholesale access service, these might include fixed
telephony services or Internet services which may have differing characteristics.
When considering services other than those that involve communications between
end-users this criteria has less weight than the other two criteria.

3.1.3 Efficient use of, or investment in, infrastructure

In considering the impact of declaration of a wholesale access service on efficient use
of, or investment in infrastructure, the ACCC needs to consider a number of specific
matters including:

e Whether it is technically feasible for the a wholesale access service to be
supplied and charged for,

— having regard to the technology that is in use or available

— whether the costs that would be involved in supplying, and for charging
for wholesale access services are reasonable,

— the affects or likely effects that supplying and charging for the wholesale
access service would have on operation or performance of
telecommunications services.

e The legitimate commercial interests of Telstra (and any other potential suppliers)
of a wholesale access service.

— Encompassing obligations to the owners of the firm, the need to recover
the cost of providing services and to earn a normal commercial return on
infrastructure investment.

— Whether or not excess capacity should be made available to an access
seeker.
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— Whether the access arrangement may affect the owners ability to realise
economies of scale or scope.

e The incentives for investment in the infrastructure by which the wholesale access
service are supplied.

— Telstra (or any other supplier) should have incentives to invest efficiently
in infrastructure.

— Whether there are any expected disincentives to investment which might
result from increased competition as a result of the declaration.

3.2 Pricing principles for declared services

One of the important factors in determining the impact of declaration of a wholesale
access service on LTIE, and in particular the impact on competition for wholesale and
retail broadband services will be the terms and conditions of the service, and
particularly pricing. The ACCC is required to determine pricing principles relating to
services that it declares. The pricing principles may contain price-related terms and
conditions relating to access to the declared service.

An important consideration in ensuring that access to declared services is in the LTIE
is whether the terms and conditions of access (including the price) are reasonable.
This is because the mere provision of access by an access provider may not be
sufficient to promote LTIE. The terms of conditions under which access is provided,
particularly the price, are therefore also important in determining the degree to which
the LTIE is promoted by declaration.
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4. Wholesale and retail broadband
markets

4.1 Market definition

The Trade Practices Act requires that market analysis be undertaken for markets
affected by the declaration of a wholesale broadband access service. Market analysis
is undertaken in order to understand better how the declaration will promote
competition. Competition is likely to be promoted by declaration of a wholesale
broadband access service where the following conditions are present.

e Where the wholesale access broadband service is an input that is used to supply
wholesale broadband or retail broadband services (referred to as downstream
services)

e Where competition in the market for the supply of wholesale broadband access
services is unlikely to be effective in the future and this is likely to have an affect
on the competition in markets for downstream services

In order to define the markets relevant to a wholesale broadband access service, it is
necessary to identify the other markets and services that are currently available and
are potential substitutes for provisioning of broadband access services. It is also
necessary to consider competition in the supply of potential substitute services, and
the geographic market boundaries.

4.2 Wholesale broadband access market

4.2.1 Potential wholesale broadband access substitutes

Telstra provides a number of wholesale ADSL based broadband products which
enable competitive operators to provide broadband services to retail customers
through utilisation of Telstra’s network infrastructure.

ULL

Telstra is required to provide an unconditioned local loop (ULL) product. ULL involves
the use of unconditioned copper pairs between the network boundary at an end-
user’s premises and a point in the network which the copper terminates. This allows
competitors direct access to Telstra’s copper lines that connect customers to local
telephone exchanges. ULL allows access seekers to define the products and
services they provide to their end-users. The access seeker deploys its own DSLAM
(ADSL, ADSL2+) in Telstra’s exchange to supply a range of downstream services,
including broadband and voice services. The ULL product can also be used to supply
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voice call on a wholesale basis, although, this requires further investment in switching
equipment.

Telstra Wholesale DSL resale products

Telstra Wholesale provides a set of ADSL resale products which range from pure
resale to products which allow access seekers to control service definition to their
customers to some degree. Specifically, a Layer 2* ADSL resale product is available
which allows for the access seeker to control elements of service definition to the
end-user, but the scope of service control is limited and this is not an end to end
product, it requires access to ATM or Ethernet 802.3. Both ADSL and BDSL
wholesale resale products are available.

The wholesale DSL products provided by Telstra are not substitutes for this
wholesale broadband access service. They are limited, and have not successfully
developed effective competition in regional areas. They are technology specific (i.e.
ADSL based), and the resale products leave limited capacity for the access seeker to
vary the specifications of service to their end-users.

Technology substitutes

Deployment of alternative broadband access technologies to ADSL by competitive
operators can act to reduce Telstra’s market power in broadband access, but only to
a limited degree. Alternatives in regional areas include ISDN, Satellite and various
wireless technologies. ISDN is dependent on the same technology as ADSL owned
by Telstra, and therefore does not act as a effective substitute. Satellite is available
across Australia, but is only used where there are no other options due to high
pricing, and poor consistency. WiFi is available in some locations, but these networks
are localised, and have limited bandwidth capacity.

Given Telstra’s near ubiquitous ADSL network infrastructure which provides over
80% of broadband access these alternatives are not effective substitutes for a
technology neutral wholesale broadband access service.

4.2.2 ADSL disputes

Since the ACCC has required Telstra to provide wholesale broadband products to
competitors, Telstra’s approach has demonstrated an unwillingness to develop

* Layer 2 is a layer within the Open Systems Interconnection reference model
(referred to as the OSI model). The OSI model divides the function of
communications and computer network protocol into seven layers, from the physical
layer to the application layer. Layer 2 is the data link layer, which provides functional
and procedural means to transfer data between network entities. A Layer 2 wholesale
product allows for greater control of service functionality for the access seeker than a
Layer 3 wholesale product for example.
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commercial wholesale broadband products other than as required by regulatory
intervention.

This is demonstrated by two competition notices that have been filed against Telstra,
and many complaints made by competitors. In September 2001 a competition notice
was filed as a result of Telstra’s refusal to provide Wholesale ADSL services to
competitors. Telstra supplied FlexStream to wholesale customers at prices which
allowed little margin for wholesale operators in residential and retail markets, and
refused to provide a wholesale ADSL product. As a result of the competition notice,
Telstra was required to provide a wholesale DSL service.

In March 2004, a competition notice was filed against Telstra as a result of price
squeezing between Telstra for its retail and wholesale broadband offerings. The
ACCC found that Telstra refused to offer ADSL broadband at prices other than that
which allowed only a meagre margin between wholesale and retail prices. Following
this, in a report by the ACCC “Assessing vertical price squeezes for ADSL services”,
the commission expressed concern about the effect of a price squeeze in ADSL
services on the development of facilities based competition. As a result of the
competition notice, Telstra reduced its prices for wholesale ADSL and the competition
notice was revoked.

In addition to the formal competition notices, there are many examples of where
sustained complaints have been made against Telstra. Some particularly relevant
examples include:

e ULL pricing — Since the introduction of ULL, there has been a series of
complaints about ULL pricing. This is still ongoing with arbitration continuing
between ACCC and Telstra for agreement of ULL pricing.

e BDSL - Telstra is capable of providing wholesale BDSL service in some regional
areas but these services are not offered on acceptable terms for competitive
operators. The ACCC has acknowledged that the wholesale provision of ADSL
and BDSL has been an ongoing source of complaint about the reasonableness of
the terms and conditions on which Telstra provides broadband services®.

e Access to exchanges — While Telstra cannot outright refuse entry of another
operator to an exchange for implementation of a DSLAM unless there is no space
available, there have been complaints of resistance. Optus has complained
recently that Telstra is taking a slow approach in enabling exchanges for
provision ADSL2+ in exchanges for example.

> A strategic review of the regulation of fixed network services, ACCC positioning
paper, June 2006.
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4.2.3 Fixed infrastructure competition to Telstra

Broadband access infrastructure in regional areas in Australia is limited, other than
that owned by Telstra. Telstra owned ADSL (and some cableﬁ) infrastructure is
available over much of the east coast of Australia, in areas around the major capital
cities and in a few other pockets across the country. There are a few smaller
networks operating on a localised basis across the country, but these do not typically
wholesale services to other operators’. 80% of broadband access is providing via
utilisation of xDSL based on Telstra’s customers access network (CAN)®. This
proportion is likely to be higher in regions outside metropolitan areas.

Especially in less densely populated areas, away from the eastern seaboard, there is
often no broadband access at all. Broadband access is typically limited to locations
within towns where end-users are close enough to an ADSL enabled exchange to
obtain broadband access via ADSL.

Figure 4.1 shows the distribution of broadband access infrastructure in regional
areas.’. This is based on a survey conducted by Nielsen Media Research in March,
April and May 2006. Figure 4.1 shows that those respondents who are aware of the
access technology used to provide broadband services to them, DSL is by far the
predominant technology. The high number of don’t know responses demonstrate that
amongst many Australians in regional Australia, the access technology used for
delivery of broadband is not important. This fact supports the technology neutral
approach which is preferred for this declaration.

® This refers to cable networks in Canberra

" WiFi deployments in some regional areas deliver broadband services up to
512Kbits/s. However, these are not suitable for provision of wholesale services.

8A strategic review of the regulation of fixed network services, ACCC position paper,
June 2006

° Regional areas for the purpose of Figure 3.1 include everywhere across Australia
except for Sydney, Melbourne, Brisbane, Perth and Darwin.
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Figure 4.1 Distribution of access technologies in regional areas
70%
60% | [
50% -
40%
X
30% -
20% -
10% -
0% ‘ —— ;
DSL Cable Satellite ISDN Wireless Other Don't
Know

Source: Nielsen Media Research

Where infrastructure is available, most broadband services in regional Australia are
provided at 256kbit/s or 512 Kbit/s. This is slow by international comparison, and
limits the functionality of the broadband service for subscribers substantially. Telstra’s
ADSL1 technology is capable of delivering speeds substantially higher than these,
particularly to subscribers close to the exchange, but Telstra has chosen to
concentrate on lower speed entry level products. In metropolitan areas, Telstra and
other operators are deploying ADSL2/2+ which can provide speeds up to 24 Mbit/s.
In regional areas there have been only very limited deployments of ADSL2/2+. The
ability of ADSL2/2+ to provide high speeds depends on the copper infrastructure
available at each location and the distance of the subscriber from the exchange. In
metropolitan areas, ADSL2/2+ can only provide high speeds to subscribers close to
the exchange, but in regional areas the quality of copper infrastructure varies
substantially. In some locations thicker copper exists, which Telstra claims allows
ADSL2/2+ to provide very fast speed to much greater distances. This debate is still
ongoing, but either way broadband services delivered through ADSL in regional areas
is inconsistent due to variable infrastructure quality. Additionally, this realisation by
Telstra has come out in the course of the debate but not through commitment by
Telstra to offer the best possible service to its retail and wholesale customers.

Through provision of wholesale ADSL services to competitors, Telstra is able to
control the input service elements and price to competitive retail broadband
operators. Telstra Wholesale’s resale broadband products set the upstream and
downstream bandwidth available. This limits the flexibility of broadband services
competitors to Telstra can provide and therefore the service variation in the market.
Telstra’s ability to exercise market power in this way and by the targeting and timing
of its market response of entry to broadband markets in rural and regional areas, and
further in determining the costs of supply for its retail competitors for broadband
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access and backhaul, acts as a constraint to competition. Because of the experience
of many operators dealing with Telstra the constraint can also take the form of
dampening competitive interest in markets with only modest demand.

ULL in regional areas.

Operators can utilise ULL and deploy their own DSLAMSs in regional exchanges to
provide a competitive service to Telstra. Optus has utilised ULL in some of the larger
regional towns, but compared to DSLAM investments made in metropolitan areas,
these are limited.

The opportunity to utilise ULL and invest in DSLAM equipment has not acted to
promote competition substantially outside metropolitan areas. There are a number of
reasons for this. Relative to metropolitan areas, ULL prices are high in regional areas.
Affordability levels in regional markets are typically different and often lower. Demand
is uncertain and fragmented, and competitive operators entering these markets need
to be able to demonstrate demand for a continuing service. Lastly, the marginal
operating costs of serving customers in regional areas is often greater.

4.2.3 Mobile broadband infrastructure competition

Broadband services can also be provided by 3G cellular networks. Infrastructure
competition in cellular mobile networks capable of delivering high speed data services
is developing in Australia, although it is currently limited to metropolitan areas.

GSM networks upgraded for GPRS and EDGE, are available in many regional areas
and rural areas and are capable of delivering data at speeds suitable for low
bandwidth applications such as e-mail and picture messaging (at slow speed), but
this is the limit of their broadband capability. 3G cellular mobile technologies such as
HSDPA are capable of bandwidths equivalent to that delivered ADSL1. For example,
implementations of HSDPA in the US can deliver between 400 Kbit/s and 700 Kbit/s
in the downlink®. The industry expects further technology developments and faster
speeds from 3G technologies in coming years.

Telstra is the only operator who has immediate plans to deploy 3G networks in areas
outside the metropolitan areas. Telstra claims its planned W-CDMA network
implementation at 850 MHz will cover the same area as the CDMA network which is
planned for shutdown™. The W-CDMA network will deliver speeds of 400 to 700
Kbit/s.

Telstra has not yet publicly decided whether or not to allow access to it's W-CDMA
network to other operators. Refusal to provide wholesale access to its planned W-
CDMA networks, in combination with the shutdown of its CDMA network, would mean
there will be no wholesale mobile services available across Australia capable of

1% The uplink is limited to 64Kbit/s using current technology.

" Telstra’s CDMA network covers most of regional Australia.
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delivering widespread wireless broadband. Therefore the shutdown of the CDMA
network will in fact increase Telstra’s dominance in provision of wholesale broadband
services to regional areas.

4.2.4 Geographic dimension to wholesale broadband access
markets

Demand for broadband services in regional Australia is specific to local geographic
areas. Assessment by potential market entrants of whether or not to provide
broadband services at any particular location is based on expected demand and
supply costs at that location. The costs faced by Telstra and competitive operators of
serving end-users at any particular location are assessed with regard to the available
infrastructure at that location, and its proximity to other required network
infrastructure. Alternative access infrastructure such as WiFi have been deployed
where access to local demand, backhaul and local topographic variations allow. This
is relevant because competition in regional Australia has developed on a localised
basis.

This declaration allows for locations to be exempted as competition develops, and
when the benefit of the declaration is no longer required, because of the existence of
effective competition, in any geographically defined local broadband service market.

4.3 Other related markets

4.3.1 Retail Broadband markets

Demand for broadband services is growing across Australia. In December 2005, the
ACCC recorded take-up of broadband nationally at 2,785,000, and the volume of
growth has increased by more than 100% in the three consecutive quarters®?. Figure
4.2 shows the growth in broadband connections nationally.

12 A strategic review of the regulation of fixed network services, ACCC position paper,
June 2006, ACCC
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Figure 4.2 Growth in broadband connections
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Operators have experienced higher growth rates to date in metropolitan areas than
regional and rural areas. Slower demand growth in regional areas is in part due to the
infrastructure available. International experience has shown that regional subscribers
should exhibit the same profile once infrastructure is available.

Availability of broadband services across Australia varies. In many regional areas of
Australia where retail broadband services are available, services are provided by
Telstra with no competition. Some areas do not have broadband services available at
all. Telstra’s focus is on providing retail services in locations which represent a sound

commercial opportunity, i.e where significant demand exists, and often where entry is
required in response to competition.

Bandwidths available in regional areas where broadband is available are also often
limited. Asymmetrical bandwidths of 256 Kbit/s and 512 Kbit/s downstream and 64
Kbit/s upstream are typical. ADSL is capable of delivering speeds in excess of this,
but WiFi networks are not. Typically bandwidths higher than 512Kbit/s are required to

use transactional applications and download bandwidth hungry Internet websites
easily without significant waiting times.

Arguably, rural and regional customers, particularly in remote areas, have more to
gain from high speed broadband services. Transactions involving commercial,
business and personal information which can be undertaken using high speed
Internet services offer regional subscribers the opportunity to save costs in terms of
money and time. Overseas experience has shown that demand for broadband
access increases dramatically once a critical takeup point has been reached. That is
takeup is slow at first, and then rapidly increases at some point in the takeup cycle.
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Additionally, overseas experience has shown that once subscribers gain access to
entry level broadband services, demand for faster speeds, capabilities and bandwidth
rapidly follows. Figure 4.3 shows a forecast of the growth in bandwidth requirement
globally. It shows that demand for entry level broadband reaches a peak and then
reduce, and that demand for 10+ Mbit/s broadband grows strongly to 2010. This is
based on Ovum experience in markets globally, and based on overseas experience it
is reasonable to expect metropolitan and regional areas have the same demand
growth profile.

Figure 4.3 Global growth in bandwidth requirements
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{millicns)
300
280 4
200 4
B 10+ Moit's
120 - O 2-10 Moit's
M 0 - 2 Mbit's

2005 2008 2007 2003 2008 2010

Source: Ovum

Source: Ovum

Therefore declaration of a wholesale broadband access service which allows more
operators to enter the rural market where they recognise a commercial opportunity to
do so will act to support the development in demand in rural areas and further
infrastructure investment in the future as the demand grows.

Symmetric Business broadband services

Business-DSL (BDSL) broadband services are provided by Telstra to business
customers who require services to address a different set of needs to the asymmetric
broadband services provided to the residential and small business markets. BDSL
provides symmetric bandwidth capacity, more secure and committed data quality and
better service levels. Telstra is capable of providing retail and wholesale BDSL
services in some metropolitan and regional areas, but wholesale and retail BDSL is
offered at higher prices in regional areas. Terms for wholesale BDSL in regional
areas are not commercially acceptable to competitive operators, and therefore little
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competition to Telstra’s retail BDSL service has developed outside of the capital
cities.

4.3.2 Retail voice markets and other retail markets

Increasingly retail customers are purchasing broadband as part of a bundle of
services from the same supplier. Service combination which might include fixed
voice, mobile voice and data, broadband and television, for example. Bundling
services allow customers to benefit from cost savings across all products groups, and
the result for operators is significantly lower churn rates.

Therefore declaration of wholesale access service will affect competition in markets
for fixed services and calls, VolP, mobile calls, and IPTV. The competitive effects of
bundling will be considered further on in this report.

4.3.3 Market for backhaul services

Backhaul infrastructure competition

There is backhaul infrastructure serving most populated areas in Australia. Areas
along the east coast of NSW, Victoria and Queensland, where there is greater
population density and shorter distances between towns, have much more backhaul
infrastructure competition. More remote areas such as in the Northern Territory,
northern South Australia, and mid and northern Western Australia are served by only
very limited backhaul services. In these areas the only technologies available are
often satellite and terrestrial radio concentrator systems. The majority of fibre and
radio backhaul infrastructure in regional areas is owned by Telstra. There is backhaul
infrastructure competition from operators such as Optus, PowerTel, AAPT and Agile
Communications and others serving large regional towns and along the intercapital
routes. Outside of these areas, Telstra is very often the only provider of backhaul
infrastructure.

Backhaul pricing

Domestic backhaul is a declared service under the domestic transmission capacity
declaration, and therefore Telstra is required to provide backhaul services to other
operators. However, this declaration does not set pricing principles for backhaul
services. Backhaul prices are set on a commercial basis between the parties.

In regional areas away from the main network of backhaul linking capital cities,
especially where Telstra is the only provider, and in the absence of competitive
pressure, backhaul pricing is set at a level well above cost and a reasonable return. It
is difficult to obtain evidence of pricing for backhaul since it is not published, but there
is strong anecdotal evidence that where there is competitive pressure on Telstra’'s
backhaul services, Telstra’s backhaul prices are significantly reduced. Very high
backhaul prices reduce the attractiveness of alternative operators to enter regional
markets for wholesale and retail broadband services, and therefore there is little
demand for backhaul services in regional areas.
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In one example an alternative infrastructure provider was able to obtain prices for
backhaul from Telstra which were obtained by a major mobile operator. In an attempt
to constrain their own market risk, the small alternative infrastructure provider sought
their own prices in the market found the resulting prices to be at least 4 times greater
than those obtained it's large mobile operator contact. This example, and a lot of
other anecdotal evidence demonstrates that in many rural markets, Telstra exercises
market power for backhaul and the result is that few alternative operators enter rural
markets for broadband service delivery.
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5. The wholesale broadband access
service

The CCC proposes that the Commission declare a wholesale broadband access
service. There are a number of possible approaches to the definition of the service
description for this wholesale broadband service. The key objectives of this
submission, are to ensure that the service description is flexible enough to allow
service differentiation regardless of technology, and adequately future proof enough
to allow for technology developments and other market changes as the broadband
market in regional Australia develops.

As shown in Section 5, ADSL is the predominant technology delivering broadband
services today however now but there are a number of other technologies (fibre and
3G mobile particularly) capable of delivering high speed broadband services and
technology developments will continue into the future. In order to ensure this service
description can be as relevant as possible, the preferred approach for service
description is for technology neutrality. This is the basis on which the following
service description has been put together.

If a flexible and technology neutral approach is not suitable to the ACCC, our second
alternative is for a general description based on speeds based on speeds available
but still technology neutral, and the third option for a technology specific service
description focused on delivery of a wholesale ADSL service.

5.1 Preferred service description

The service description will be for a Layer 2 wholesale service delivering broadband
data services, that is a data service at speeds 256Kbps and over. This service will
have an end to end option.

The service description will be technology neutral and will be set out in broad terms at
two levels of detail. The first level of the description will be general and will describe
the elements which can be varied by the customers. This service will allow the access
seeker to vary the service functionality as required to their customer segments. Major
elements of service functionality to be controlled by the access seeker will include:

e Datarates

e Upstream vs downstream rates
e Quality of service

e Variability of bit rate

The second level of the service description will comprise more specific examples of
access technologies to which the declaration will apply. The preferred service
description for this wholesale broadband access services is for inclusion of both fixed
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and mobile (cellular and wireless) technologies. Broadband can be delivered over
many platforms and therefore this should be reflected in the service description.
ADSL is the predominant technology through which broadband is delivered currently,
however this may change. Deployment of 3G cellular, wireless, and potentially NGN
technologies potentially all could be used to provide a wholesale broadband access
service. At this point it is difficult to predict how technologies will develop, particularly
in rural areas, therefore it is the most prudent approach to have a technology neutral
service description. Additionally, the ACCC has acknowledged that from subscribers
point of view substitution between technologies is feasible and prevalent.

The technologies listed as examples in the service description will include:
e xDSL
e wireless broadband access services

e and any other access technologies which are considered by the ACCC as
relevant in the future.

Wireless broadband technologies covered by the service description will include 850
UMTS and other cellular mobile technologies capable of delivering greater than
256Kbits/s, and non cellular wireless broadband technologies such as WiMAX.

The particular form of the declaration is important. The service description needs to
make it clear that functional service management and control must be with the access
seeker to enable service differentiation to end-users. This will promote competition in
retail service markets through the development of retail services that are experienced
by end-users differently and which may have different functionality both from the
access seeker’s services and from each other.

5.2 Market description

The declaration will apply across Australia in the wholesale markets for high speed
broadband services. However, there will be some markets where there is effective
competition, and in this case where an operator can demonstrate that sufficient
competition in broadband services exists at any particular location covered by the
declaration, an exemption to the declaration may be sought. In particular, an
exemption may be expected in the five major capital cities in both residential and
business wholesale broadband markets. The declaration should apply in all other
areas where effective competition does not exist.

5.2.1 Use of exemptions

The use of exemptions in declarations for local carriage services, and domestic
transmission services demonstrates that use of exemptions by the Commission is an
established approach used to ensure that a declaration only applies strictly in markets
where it is required. In both cases, exemptions were granted in specific geographic
locations where effective competition was judged to exist.
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Local carriage service exemption

An exemption was applied to the local carriage service declaration in July 2002 for
local carriage services in CBD areas in Adelaide, Brisbane, Melbourne, Perth and
Sydney. In the decision the commission believed that the alternative infrastructure
would provide effective competition and constrain wholesale and retail local call
pricing in CBD areas.""

Domestic transmission exemption

An exemption was applied to the domestic transmission service on certain routes in
May 2001. The following routes were exempt from the declaration.

e Sydney to Brisbane route: New entrants were expected on this route, leading to
greater competition. The commission concluded that having regard to the likely
future development of the intercapital transmission markets, it is unlikely that
continued declaration of this route will promote competition or efficient investment
in these circumstances. The Commission, therefore, believes that varying the
domestic transmission capacity service declaration to remove the Sydney to
Brisbane route will promote the LTIE™,

e Melbourne Adelaide and Perth routes: The commission concluded that based on
likely improvements in competition in the future, on balance these routes should
be exempted from the declaration’.

'3 Future Scope of Local Carriage Service, Final decision, ACCC, July 2002.

* Domestic Transmission Service Capacity Final Report, ACCC, May 2001
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6. Should this service be declared?

6.1 The role of declaration

The CCC believes that a declared wholesale broadband access service is required to
drive wholesale and retail broadband service delivery in areas across Australia where
effective competition has not developed. The CCC believes there are four key
reasons for this:

e |n areas outside of metropolitan zones, the demand for broadband services is
uncertain, fragmented and limited in many places

e Telstra’s clear intention is to pursue a retail approach, and is not developing the
commercial wholesale market. Therefore at a minimum declaration is required,
rather than the voluntary approach taken for delivery of wholesale broadband
services to date.

e Promotion of competition in markets Telstra has chosen to forego because there
is no competitive threat and more fragmented demand.

e To meet the LTIE in regional markets where it is currently not being met.

As set out in Section 3, under the Trade Practices Act, any service can be declared if
the Commission can demonstrate that LTIE are promoted. In this Section we will put
forward the arguments for why a wholesale broadband access service should be
declared on this basis.

6.2 Promotion of competition

6.2.1 The market or markets in which competition may be
promoted

The commission must consider the impact declaration of a wholesale broadband
access service will have in all the markets that are affected. Where competition in the
market for the supply of wholesale broadband access services is already effective,
then declaration of the wholesale broadband access service is unlikely to lead to any
significant changes in demand quantity, price or other terms and condition of the
supply of broadband services. On the other hand where competition in the market for
the supply of wholesale broadband access services is ineffective, and likely to remain
so, declaration could lead to changes in the quantity, price and other terms and
conditions of supply of wholesale broadband services, and thereby improve
competition in downstream broadband markets®°.

15 A strategic review of the regulation of fixed network services, ACCC position paper,
June 2005
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The CCC believes that the declaration of a wholesale broadband access service will
promote the level of competition in the following wholesale and retail broadband
markets directly.

¢ Wholesale market for residential and business broadband access
e Retail market for residential and small business broadband services

o Retail market for business broadband services, including corporate and
government markets nationally.

e Market for backhaul services

In addition to the direct affect, declaration of a wholesale broadband access service
will promote competition in a number of other ways. Declaration will allow an entrant
to bundle broadband services with one or more of fixed telephony, mobile etc, to
regional areas. Use of service bundling is all telecommunications markets is
increasing in Australia, and along with fixed telephone services, broadband services
are a key input to the bundle of products. Therefore the declaration of a wholesale
broadband access service will impact on the level of competition for each of the
potentially bundled products.

Secondly, declaration of this wholesale broadband access service may be a
complement to investment in alternative infrastructure. The ACCC has previously
argued that resale of wholesale services such as a wholesale broadband access
service will allow competitive entrants to build market share and gain market
information thus limiting the risk associated with lumpy investment in infrastructure.
To the extent that this is true, declaration of the wholesale broadband access service
will encourage movement up the investment ladder, and it will provide another tool for
competitors in markets where there are none.

Thirdly, declaration of this wholesale broadband access service will be important in
addressing the anti-competitive conduct issues in these markets which have
persisted over a period of eight years. It is Telstra’s declared intention to increase its
already dominant market share in broadband.™® Given the history of resistance by
Telstra in the markets for wholesale broadband services and Telstra’s recent
aggressive approach to regulation and its wholesale customers, the CCC anticipate
that further disputes will emerge in the next 24 months if this wholesale broadband
access service is not declared

Finally, as identified by the Commission,*” there may be some regional locations
where infrastructure based competition will not develop due to insufficient population
to support duplicated infrastructure. In these communities, a declaration of a new
broadband service will maximise the likelihood of service-based competition
developing.

'8 Telstra annual report and remuneration report

" Fixed network review
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6.2.2 The effect of declaration on competition

Direct effects

Declaration of a wholesale broadband access service will affect competition directly in
wholesale and retail markets for broadband access in the business and residential
sectors, markets for business broadband and backhaul markets.

While some competition does exist in most metropolitan areas generally, the
approach to wholesale broadband products has not achieved any degree of effective
competition in regional areas. In regional areas there is limited broadband
infrastructure other than Telstra’s DSL network. Broadband infrastructure is
expensive to build and involves significant economies of scale. Infrastructure
competition which does exist in regional areas consists of DSLAM deployments and
some WiFi implementations. Service based competition exists in some locations
through resale of Telstra’s network, but this is limited, and concentrated on major
regional towns where demand is the highest. Over 80% of broadband services are
provided either directly or indirectly by Telstra.

In regional areas, Telstra has the ability to choose the locations where retail DSL will
be made available. Telstra controls the cost of supply for wholesale competitors, and
many functional service variables which effectively allows Telstra to control the type
of broadband services provided by competitors and consequently limits service
innovation and therefore resulting competition. It is apparent that access seekers
customers have little bargaining power in dealing with Telstra to ensure that the
wholesale service is provided on reasonable terms and conditions.

Telstra’s market power is reflected in its very high and stable market share of retalil
broadband services. The ACCC has acknowledged that the ubiquity of Telstra’s DSL
infrastructure, together with Telstra’s very high market share in the supply of
residential and business broadband services, does suggest that Telstra is currently
unlikely to be effectively constrained in its wholesale pricing and product offerings™®.
In other words, Telstra’s access network represents a bottleneck in the provision of
broadband services in regional areas where little competition exists, and the
wholesale product offerings in the market are not promoting competition effectively far
enough. Figure 6.1'° shows the market shares in December 2005 for broadband
access across Australia.

18 A strategy review of the regulation of fixed network services, ACCC position paper,
June 2006

% This is an analysis of national broadband markets, Optus HFC and other are
predominantly deployed in metropolitan areas. Other includes iinet, Internode, Primus
and Powertel
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Figure 6.1 Broadband access — market shares
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Competitive operators to Telstra recognise the opportunity that the limitations of
service availability in regional areas represents, however entry to the market is
difficult given low demand levels, likely competitive response by Telstra and high
backhaul prices. Given low demand levels, the probability of a competitive response
from Telstra makes investment in wholesale services an uneconomic prospect for
competitive operators and demonstrates Telstra’s ability to control competitive
outcomes in the marketplace.

Declaration of a wholesale broadband access service will improve the opportunities
available to wholesale customers of Telstra generally to competitively supply a retalil
service. It will allow entry of more broadband providers at a wholesale level, that
otherwise would not have entered the market and this will in turn feed through to
competition in the retail broadband markets.

There are developments in technologies alternative to DSL which have the potential
to reduce Telstra’s control of monopoly bottleneck access infrastructure in the
provision of high speed broadband. WiFi for example is increasingly being deployed
in rural areas by competitive operators, and WiMAX and fibre deployments may
occur. Additionally broadband services can be deployed by 3G technologies which
Telstra and potentially others are planning to deploy in regional areas. However,
there are a number of reasons why these technology developments will not make a
major difference to Telstra’s market power in the delivery of broadband services.
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e Plans for deployment of WiMAX and NGN in Australia concentrate on
metropolitan areas, this will remain the case for some time. These technologies
are extremely expensive to deploy and at current demand levels in areas where
there is little or no competition, justification of this investment is difficult.

e  WiFi works well over short distances at speeds less than 512 Kbit/s but is not
scalable to higher levels of broadband (over 512kBps), additionally WIMAX is a
shared technology and cannot provide over 1.5 Mbps to each subscriber. Both of
these technologies will have a place in rural broadband development, particularly
where DSL cannot reach customers, but will not wholly replace DSL.

e Telstra’s access technology is ubiquitous, scalable and relatively cheap
(compared to alternatives which can provide equivalent bandwidth) and has the
potential to provide speeds greater than all other technologies except for fibre.

The arguments that have been presented apply to both residential and business
markets where asymmetric broadband services are required, and utilise ADSL
technology or any other type of technology. However, in business markets, there are
further competitive issues related to provision of wholesale and retail BDSL?. Outside
of metropolitan areas Telstra’s wholesale BDSL service is not offered on acceptable
commercial terms and therefore in most regional areas Telstra is the only provider of
symmetrical xDSL. The ACCC has acknowledged that while technical substitutes do
exist for BDSL services?, the price differences prohibit those from being effective
substitutes in a competitive market.

Telstra’s prices for retail and wholesale BDSL are higher in regional areas than
metropolitan areas, and the ACCC has acknowledged that while this may be in part
due to higher costs in regional areas, it is also likely to be a result of market power®*.
Dispersed organisations that require BDSL solutions in regional and metropolitan
areas are limited in most cases to Telstra if they wish to use one supplier. Such
organisations would include:

e Government departments
e Government organisations such as police and
¢ Retail organisations such as banks and department stores.

The declaration of a wholesale broadband access service will also affect the national
market for backhaul services. Backhaul services competition is driven by access

%2 BDSL refers to Business-grade Digital Subscriber Line. BDSL delivers a symmetric
bandwidth capacity, more secure and committed data quality and better service
levels.

! Transmission, Frame Relay, ISDN and ATM

2 A strategic review of the regulation of fixed network services, ACCC position paper,
June 2006, ACCC
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availability, in other words access availability defines the requirement for backhaul at
any particular location. Backhaul services are a declared service as part of the
declaration of domestic transmission services declaration. Declaration of access
technologies which allow entry of competitive operators to rural and regional markets
will increase demand for backhaul to those locations.

Indirect effects

Along with the direct effects declaration of a wholesale broadband access service, will
have on wholesale and retail markets, declaration could also affect competition in a
number of other different ways. The ACCC has argued previously that resale of
wholesale services will allow a competitive entrant to build market share and gain
market information thus limiting the risk associated with lumpy investment in the
future®, this is referred to as the stepping stone effect. Operators will enter markets
where there is a commercial opportunity to do so. The fact that operators have not
entered rural and regional markets for wholesale and broadband services suggests
that they have not been able to identify a commercial opportunity.

The declaration of a wholesale broadband access product which allows greater
control of service variables to the end-user and does not require investment in
equipment to serve relatively small communities would improve the commercial
opportunities to competitive operators. To the extent that the stepping stone effect
continues to be true, the declaration of a wholesale broadband access service will
encourage takeup of wholesale broadband services initially, and once competition
has been established, will lead to further investment in infrastructure. Further, as
raised by our discussion of demand in rural areas in Section 4 experience
internationally has been that in growing markets, competition in retail broadband
markets has the effect of increasing demand for services in the population and usage
levels.

Analysis of current regional market dynamics shows that there is little commercial
incentive to build networks and compete with Telstra at current pricing levels based
on available terms and conditions. Taking a long term view of investment consistent
with LTIE, declaration of a wholesale broadband access service will result in greater
utilisation of Telstra’s network. Greater utilisation of Telstra’s network could even
result in investment by Telstra in its network as a result of this declaration.
Declaration may therefore change the investment mix over time. Telstra’s scale and
relative efficiency will mean that network investments can be made on the most
efficient basis in any case.

The CCC believe that declaration of a wholesale broadband access service will
promote competition and develop demand in regional areas, thereby changing the
market dynamics, and the basis on which competitive operators can make
assessment of whether to enter the market. Further declaration of a wholesale

% Declaration of Local Telecommunications Services, ACCC
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broadband access service will allow competitive operators to enter markets where
there is currently no competition to Telstra.

6.3 Any-to-any connectivity

In principle, any-to-any connectivity is not affected by the declaration of a wholesale
broadband access service. In practice, network externality benefits to all who are
currently connected will be improved. The increase in demand will allow better
services to be developed.

Government agencies and commercial organisations will be better off as a result of
the declaration of a wholesale broadband access service. Without declaration of this
service, organisations with regional and rural offices are required to treat customers
in different areas differently, depending on the infrastructure available. Further, any-
to-any connectivity availability in rural areas will bring real value such as time and
transport cost savings gained by utilising high speed Internet access rather than
physically having to undertake the task or attend to the transaction required.

6.4 Efficient use of and investment in infrastructure

6.4.1 Economically efficient use of infrastructure

Broadband access networks in regional areas in Australia where no effective
competition exists and where Telstra is the sole owner of available infrastructure
exhibit monopoly characteristics. Telstra’s capacity to exercise market power in the
delivery of broadband access services is demonstrated in several ways. As set out in
Section 1, a number of competition notices have been filed against Telstra for ADSL.
For business broadband services, Telstra is capable of providing wholesale and retail
BDSL services to some regional areas, but Telstra’s BDSL services are offered at a
higher price in regional areas than in metropolitan areas, and regional BDSL
competition has not developed. Further Telstra is able to control the supply costs and
terms and conditions to its wholesale customers including substantial functionality
specifications.

In a natural monopoly such as this, it is uneconomic for a smaller operator to
duplicate Telstra’s existing network. Due to the benefits of greater scale which can be
obtained by Telstra, Telstra can provide broadband access services at lower cost
than smaller competitors, and additionally Telstra has the benefit of first market entry
in those markets where it is already providing retail broadband services.

Declaration of a wholesale broadband access service will promote efficient use of
existing infrastructure at the point where Telstra has been able to exercise market
power over bottleneck services. The ability to utilise Telstra’s infrastructure at
acceptable terms and conditions will ensure that other operators in the market are
sent appropriate investment signals, and to ensure that investment is economically
efficient. This will also apply to Telstra. The bottleneck characteristics associated with
access services means that alternative operators cannot enter the markets as an
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efficient, rational investor unless they have access to government funding or if the
commercial opportunity changes. On this basis competitive operators will not enter
the market at all unless there is declaration of the bottleneck service, that is
declaration of the broadband access service.

Lastly efficient use of existing infrastructure will be promoted where the infrastructure
is priced according to the costs of supply. The purposes of this submission is not to
assess the price of a wholesale broadband access product, however, price is a very
important input to determining the effective use of existing infrastructure.

6.4.2 Technical feasibility

As wholesale broadband services are available across Australia, a wholesale
broadband access service is clearly technically feasible.

6.4.3 Legitimate commercial interest of the access provider

Telstra’s legitimate commercial interests will be met where it is able to achieve a
market return appropriate to the type of investment. The purpose of this submission is
not to set the pricing level for a wholesale broadband access service, however,
pricing is an important factor in determining whether Telstra’s legitimate commercial
interests are met.

The requirement for appropriate commercial returns for Telstra applies to all
infrastructure types over which a declared wholesale broadband access service
would be provided. The ACCC has previously expressed a view that the CAN is a
dominant source of Telstra’s market power and that it is likely to continue to invest in
the CAN for strategic reasons. Therefore, Telstra's legitimate requirement for a risk-
adjusted and otherwise appropriate return on its CAN investment will have to be
considered at the same time as its need for an appropriate return on the investments
needed to provide a wholesale broadband access service.

6.4.4 Economically efficient investment in infrastructure

In general, efficient investment in the current infrastructure will be supported so long
as Telstra is able to gain an appropriate market return from its investment and
operators are not incentivised to duplicate. In addition to further investment in existing
infrastructure, the Commission is concerned to ensure that Telstra and other
operators are suitably encouraged to invest in new infrastructure based on new and
innovative technologies where there is a commercial opportunity to do so.

The absence of investment is a result of there not being enough demand currently to
promote investment in rural markets given Telstra’s ability to exercise market power.
Rational, efficient operators invest where there are commercial opportunities to do so.
Commercial operators make up their mind where it is sensible commercially to invest
and act on this basis. The proposed declaration will enable competitive operators to
use Telstra wholesale services to deliver their own services. These services will not
necessarily have the same functional characteristics as Telstra services. The
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competitive operators would be expected to build their own customer base, and to
help develop overall demand. Once that happens, the opportunities for new
competitive infrastructure increase, and the prospect of efficient, sustainable
competitive investment grows. These outcomes are less likely, and in many cases,
completely unlikely in the absence of the declaration.

The CCC believe declaration will improve competition and through the “stepping
stone effect”, that is eventually encourage expansion to investment in infrastructure
which can provide higher capacity services. Rural Australia will require scalable
technologies which can provide greater bandwidths as the demand for capacity
grows into the future.

Along with encouraging alternative operators to enter new markets and ensure they
have incentives to make their own infrastructure investments outside of metropolitan
areas, the Commission is also concerned that Telstra is not discouraged from
investing through the declaration of a wholesale broadband access service. This
initial submission for a wholesale broadband access service has not included the
detailed terms and conditions of such a service including pricing. This is because the
agreement of terms and conditions for this service will be facilitated by the ACCC
once the declaration has been agreed. In other words agreement of terms and
conditions will be part of a further process which requires specification by the ACCC.
For a reasonable alternative operator, reasonable pricing on this basis should be an
incentive to invest in the long term. The appropriate return for this service will be put
together with regard to the following.

e Risk
e Cost
e Existing and future demand

Telstra has made it clear that its approach to broadband does not stop at
metropolitan areas, but that they will focus on the larger and more important towns
where there is much higher levels of demand first . Working on this basis Telstra will
make rational decisions having regard to the specific markets concerned. The CCC
believes that Telstra will continue to invest for the following reasons, based on
rational decision making:

e to provide services on a national basis

to support a national brand

e to support national consistent high level of service

e to be efficient in promotion

e to serve city markets that have associated rural and regional markets.

e to serve business and government customers that have large coverage
requirements

e to achieve a commercial return on all investments.
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7. Conclusions

This submission addresses whether LTIE could be promoted by declaration of the
access bottleneck, that is a wholesale broadband access service. Our assessment of
the market for broadband access and services in regional Australia shows that
market power is exercised by Telstra in the following areas:

¢ Inthe choice of locations for provision of retail broadband services
¢ Inthe selection of bandwidths chosen for broadband services.

e Through pricing of retail and wholesale BDSL in regional markets
e Through control of supply to its wholesale customers.

The declaration proposed has been set out in order to allow flexibility which will be
required as broadband markets in regional areas develop. This is enabled through
allowing control of service functionality to the access seeker, and through technical
neutrality of the service description. The service description also ensures that in
areas where competition exists on a sustained basis, exemption of specific
geographically defined markets can be obtained. The CCC recognise that an
exemption may be required in the five capital cities and especially in their CBD areas.
The form of the declaration proposed is therefore adaptable to changing
circumstances, whilst performing its key role in the promotion of competition,
particularly in regional Australia.

Our assessment of the LTIE shows that declaration will benefit end-users, and
therefore we believe that this wholesale broadband access service should be
declared.
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