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Executive summary

This discussion paper commences a public inquina&e final access
determinations (FADs) for the declared fixed lieevices: The discussion paper also
sets out the methodology, assumptions and modetsnysed by the Australian
Competition and Consumer Commission (ACCC) to estigndraft FAD prices.

Background: legislative framework

The ACCC has recently consulted extensively onpgmapriate pricing methodology
for the declared fixed line services as part opitsing principles revievf.That
consultation process was suspended in DecemberltHuse amendments to the
Competition and Consumer Act 20QMCA) meant that the ACCC was no longer
required to make pricing principles determinatiforsdeclared services.

The amended regime requires the ACCC to make FADalf declared services. The
ACCC must commence a public inquiry into the malkah@n FAD for an existing
declared service at least six months prior to ¥prg of the interim access
determinations (IADs].

An access determination (AD), including an FAD pdes a base set of terms and
conditions that access seekers can rely on if #ineyinable to come to an agreement
with an access provider on the terms and conditddr@Ecess to a declared service.

Further detail on the new access regime and aiferimaking FADs can be found in
chapter 3 of this discussion paper.

IADs for the declared fixed line services

In March 2011 the ACCC made IADs backdated to &fkect from 1 January 2011.
The IADs included both interim price and non-prieems for all of the declared fixed
line services. The IADs expire on 31 December 2011.

The ACCC utilised the Fixed Line Services Model $\), which was initially
developed during the earlier pricing principlesiegy, to estimate access prices based
on a building block model (BBM) pricing methodologdubsequent revisions to the
FLSM resulted in the prices included in IADs bedhfferent to the draft indicative
prices published in September 2010.

The ACCC issued a Statement of Reasons to accontpanifDs setting out the
basis for its decision.

The declared fixed line services are the: lineisigagervice (LSS); local carriage service (LCS);
public switched telephone network originating ascgsrvice (PSTN OA); public switched
telephone network terminating access service (PBAN unconditioned local loop service
(ULLS) and wholesale line rental (WLR).

The pricing principles review is outlined in fluer detail at sections 4.2 of this discussion paper
Following the repeal of sections 152AQA and 15BAQ

The expiry date for the IADs for the declaredefidines services is 31 December 2011.

See ACCC website dittp://www.accc.gov.au/content/index.phtml?item|d5857

a B~ W N




Process for making FADs

In developing its pricing framework and estimatdrgft prices for the discussion
paper, the ACCC has built on its previous worlds taken into account submissions
to its previous extensive consultations.

After receiving submissions on the discussion paperthe draft FADs, the ACCC
plans to publish a Final Report and make FADsHerdeclared fixed line services.
The ACCC is taking this approach in recognitiort tihhany of the pricing issues are
substantially resolved. This approach will expethi inquiry and provide the
industry with certainty.

The ACCC recognises that it has not recently caedwdn non-price issues. Some
non-price issues may arise during this consultgtimtess that will require further
and more detailed consideration. The ACCC will ¢here adopt a flexible approach
to dealing with any such issues and may considgingithe FADSs, if necessary.

In this discussion paper the ACCC:
= explains how the ACCC proposes to implement the BBNing approach
= provides a detailed explanation of the basis fameging the draft FAD prices

= explains the ACCC'’s substantial revisions of th&NLsince the release of the
Draft Report—Review of the 1997 telecommunicatimegss pricing principles
for fixed line service§September 2010 Draft Report)

= addresses concerns expressed in submissions $ephember 2010 Draft Report
by Telstra and access seekers that the ACCC hgatovtied sufficient
explanation of its pricing methodology, assumptiand forecasts used to
estimate prices, and

= sets out the issues for the FAD public inquiryJudang non-price terms and other
issues.

Proposed pricing approach for the FADs

The ACCC stated from the outset of its earlier attation process that its preference
was to move from its previous pricing methodolodgaea new BBM pricing
methodology. There has been broad industry acceptairthis proposed change.

The ACCC proposes to implement the BBM using th&MLto calculate prices for
the declared fixed line services for the purpodanaking FADs. The ACCC notes
that the approach proposed for estimating priceghidFADSs is consistent with the
approach taken in relation to the IADs.

Implementation of a BBM

To implement a BBM, the ACCC must establish anahitalue of the regulated asset
base (RAB). The initial RAB value is then ‘locked and rolled forward by actual
changes in the value of the asset base. The BBbuats explicitly for each cost
category or ‘building block’ faced by the regulatagsiness, including:

= operating expenditure
= return of capital

» return on capital, and
» tax liabilities.



Each of the building blocks are added togetheeterthine the business’s total
revenue requirement. The revenue requirement rsahecated to services provided
using Telstra’s network and prices are derivecetrh of the declared fixed line
services.

The initial RAB

The ACCC considers that a suitable range of RABesls set by the depreciated
historic value of Telstra’s investments in netwassets (that is, depreciated actual
cost (DAC)) and by depreciated optimised replacdroest (DORC).

Given the inherent limitations of DAC, DORC andremt accounting approaches in
determining a RAB value, the ACCC has also considlernumber of other factors to
assist it in proposing an initial RAB values witlire suitable range of potential
values.

In developing its proposed initial RAB value, th€BC has used the DAC value that
forms the lower bound of the suitable range asudisg point. The DAC value is
derived from Telstra’'s RAF accounts. The ACCC thede two adjustments to the
starting point RAB value after taking into accosabmissions and other
considerations.

The first adjustment was to index land values leyabnsumer price index (CPI) to
reflect appreciation of land values over time. $heond adjustment was to increase
the value assigned to the ‘ducts and pipes’ asass$ by $1.44 billion. This approach
resulted in an initial RAB value of $17.75 billias at 1 July 2009, i.e. the first
financial year of the FLSM. (The approach is diseakin chapter 5 of the discussion

paper.)

The increment to the ‘ducts and pipes’ asset @dakgeved ULLS price stability by
‘tying’ the averaged Band 1-3 price in the IADghe previous indicative Band 2
price of $16. Prices for the other declared fixed kervices were not held stable but
were calculated to be consistent with the SIO-weidfaverage ULLS Band 1-3 price
of $16. Subsequently, prices are not held stakli@tauestimated in the FLSM on the
basis of the forecast costs of providing them.

As noted above, the initial RAB value of $17.73ibil applied on 1 July 2009. To
estimate draft prices to apply from 1 July 201 &, #AB needs to be rolled forward
by two years from its initial value as at 1 JulyY020Because depreciation exceeds
capital expenditure in 2009-10 and 2010-11 (dugeidining investment in the
network and a very small positive impact from itifig land values), the RAB value
falls over time. The opening RAB value at the comoanent of the proposed FAD
regulatory period is $15.9 billion (of which $1.Blibn represents the depreciated
value of the increment to the ‘ducts and pipeséaskass).

The ACCC has accepted Telstra’s advice on the mktagsets used to supply the
declared fixed line services and revised the adasses included in the RAB. The
ACCC has also revised the asset lives for some aelssses based on additional,
more detailed information provided by Telstra. Hoere the ACCC has not accepted
Telstra’s proposal to truncate the lives of aseswill no longer be used after the
National Broadband Network (NBN) is rolled out.

Capital expenditure



Capital expenditure forecasts

Telstra provided updated information on its captgbenditure forecasts following
the release of the IADs. The ACCC has taken thastiahal information into account
and revised its capital expenditure forecastsHergurposes of estimating the draft
prices included in this discussion paper.

The ACCC considers that Telstra’s forecast of allsmeal decline in capital
expenditure over the regulatory period is reas@nadlite ACCC expects that Telstra’s
investments are likely to focus on ‘baseline’ potgeneeded to maintain its current
network and cater for population growth and thdstfa is unlikely to undertake
significant discretionary investments in the fiXee network, due to the roll-out of
the NBN. Consequently, the ACCC has adopted T&smadated capital expenditure
forecasts in estimating draft prices for 2011-12@45-16.

The weighted average cost of capital (WACC)

The ACCC has used a real vanilla WACC in the FL®Mdlculate Telstra’s return
on capital.

In estimating the WACC, the ACCC has taken intooact submissions and up-to-
date information on the WACC parameters. The AC@E dstimated a nominal value
of 9.04 per cent (6.25 per cent real).

Regulatory depreciation

The ACCC has adopted straight line depreciatiogstmating prices. It does not
consider that front-loading or back-loading of degpation is warranted. The ACCC
expects that payments under the proposed deal bethadstra and NBN Co will
compensate Telstra for unrecovered depreciaticaseats no longer used to provide
the declared fixed line services following the +olit of the NBN.

Operating expenditure

The ACCC has reduced its operating expenditurecésts for the customer access
network (CAN) to place greater weight on the readlining expenditure trend in
these expenditures. In the absence of operatingnelpire forecasts by Telstra, the
ACCC has accepted submissions that Telstra’s reashit actual expenditure (for
2009-10) represents the best basis for forecafiinge expenditure. The ACCC has
assumed that direct operating expenditure in egadg will remain constant at this
level over the regulatory period.

For the Core network, the ACCC considers that itreefear average of recent actual
expenditure in real terms remains the most appaitgobasis for forecasting operating
expenditure over the regulatory period. In conttasEAN operating costs, operating
expenditure on the Core network has been largahlesin real terms over recent
years.

The ACCC has revised its estimated mark-up foreadioperating expenditures to
80 per cent, following consideration of furtherarhation provided in submissions.

Cost allocation factors

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



Since the September 2010 Draft Report, the ACCQriade a number of adjustments
to the cost allocation factors used in the FLSMn@igd in chapter 10 of this
discussion paper).

The cost allocation factors used to allocate trstscof the ‘ducts and pipes’ and
‘copper cables’ asset classes to the ULLS and WArRie are now adjusted for the
differential costs of providing those servicesha four geographic bands.

Cost allocation factors have also been developeddw assets classes added to the
FLSM. The new asset classes are: ‘network lan@étwork buildings and support’,
‘indirect capital assets’ and ‘other communicatipfeat and equipment’.

Some adjustments have been made to other cosatitiodactors as a result of better
and updated information.

The ACCC has not accepted Telstra’s argument llgatdst allocation factors for the
declared fixed line services should be adjuste@flect declining total demand for
fixed line services. The ACCC considers that tek gremium included in the WACC
appropriately compensates Telstra for the commlaiisks associated with reduced
customer demand and loss of market share.

Finally, the ACCC notes that its methodology fojuating the cost allocation factors
to reflect forecast changes in demand will gengi@diiset any demand forecasting
errors, including those related to customer migrato the NBN. The ACCC'’s cost
allocation adjustment methodology effectively halast costs constant (further
details are provided in chapter 10 of this discusgiaper).

Geographic cost-based pricing

The ACCC acknowledges that the lack of geograptst adjustment to the cost
allocation factors for the ULLS and WLR in the Sapber 2010 Draft Report caused
estimated ULLS costs to be overstated relative tdRVend Telstra’s retail costs.

The ACCC has now developed a methodology for aidigighe allocation of costs to
CAN services to reflect the differential costs abyding services in the different
geographic bands (see chapter 11 of this discugsiper). The ACCC proposes to
average Band 1 to 3 ULLS prices and set a sepBeate 4 ULLS price, using the
same approach as adopted in the IADs.

The ACCC proposes to maintain its current appraddetting nationally averaged
WLR, LCS and LSS prices.

In setting PSTN OTA charges in the FADs, the ACCG@ppses to set a national
average PSTN OTA price. It will be open to acceskesrs to negotiate appropriate
disaggregated charges.

Inclusion of the LSS in the FLSM

In response to an ACCC request in October 201GtrBeprovided information on the
specific costs of supplying the LSS. The ACCC iwrable to estimate LSS prices
within the FLSM.

Demand forecasts

The ACCC has developed revised demand forecasgOfi@i—11 to 2015-16.
However, the ACCC has not received sufficientlyaded or certain information on
the planned migration timetable to adjust its detifa@necasts for migration to the
NBN. Should better information become availablewdtibe magnitude and timing of



the migration process prior to finalising prices tloe FADs, the ACCC will adjust its
demand forecasts.

The ACCC notes that its methodology for adjustimg ¢ost allocation factors to
reflect changes in demand for particular serviseg Chapter 10) will generally limit
the impact on unit costs (and therefore priceghainges in the NBN migration
schedule or demand forecasting errors.

The ACCC'’s revised demand forecasts are at chaptef this discussion paper.
Draft FAD prices for the declared fixed line servic  es

The ACCC has estimated draft prices from the FLSMafproposed five-year
regulatory period expiring on 30 June 2016. The &Q@s calculated the draft prices
by taking a simple average of the prices estimbtetthe FLSM for the financial

years, 2011-12 to 2015-16 (see chapter 14). THeabeess prices have been derived
from the FLSM based on assumptions consistentthdbe used in estimating prices
for the IADs.

Prices from 1 Jan 20114 Prices from 1 July 2011
30 June 2011 30 June 2016

ULLS Band 1 to 3 ($/month) 16.00 16.75
ULLS Band 4 ($/month) 48.00 50.11

WLR ($/month) 22.10 22.47

PSTN (cents/minute) 1.0 1.0

LCS (cents/call) 9.1 8.7

LSS ($/month) 1.80 1.80

The ACCC proposes not to backdate its FAD pricesJanuary 2011. It proposes to
apply the draft FAD prices included in this disdaaspaper from 1 July 2011, which
is the commencement date of the proposed fivergeailatory period. The ACCC
proposes to include a schedule in the FADs whicbhriporates the prices in the IADs
for the period 1 January 2011 to 30 June 2011. Sikisnonth period is a transitional
regulatory period.

The ACCC considers that this proposed action wdhpote a smooth transition from
the IAD prices to the FAD prices. It will also prote price certainty for that period

of time and avoid the transaction costs to Teltrd access seekers of accounting for
revised prices in their billing systems.

On the basis of the assumptions currently usekari-t. SM, the draft prices differ
from the IAD prices for the following main reasons:

» The draft price for the ULLS increases in nomirmgihts, but declines in real terms.
This reflects the assumption that operating exgarelis constant in real terms
(and increasing in nominal terms) while real cdpitsts are declining due to
falling CAN investment over 2011-12 to 2015-16.

» The draft price for the WLR decreases in both nanémd real terms, as two asset
classes ‘pair gains systems’ and ‘local switchieng fully depreciated by 2013-14
and 2012-13 respectively, and are not replacedehyassets. These two asset
classes are not used to provide the ULLS.



» The draft LSS price declines in nominal and reahte This reflects the
assumption that LSS specific costs remain constaneial terms between 2011-12
and 2013-14 while LSS demand continues to growultiag in lower unit costs.

» The draft prices for LCS and PSTN OTA both declmaominal and real terms. A
major component of the costs of providing thesegises is switching costs. Based
on the asset lives assumed in the FLSM, switch&sgta are expected to be fully
depreciated by 2011-12. Forecast investment iracapj the circuit switches used
on the copper network is very low because eleatrewitches will be required for
compatibility with the NBN fibre network.

Connection and disconnection charges

In calculating connection and disconnection chafgethe IADs, and draft charges
for 2011-12 to 2015-16, the ACCC has indexed cotmme@nd disconnection charges
by actual (where available) or forecast changekerCPI.

The ACCC'’s proposed connection and disconnecti@anggs are at chapter 15 of this
discussion paper.

Non-price issues

Non-price terms and conditions

The ACCC is proposing to include non-price termd eonditions relating to access
to the declared fixed line services in the FADs.

The ACCC is seeking submissions on whether thepnme-terms included in the
IADs are appropriate for inclusion in the FADs. Trien-price terms in the IADs were
based on non-price terms and conditions contaméaei ACCC’sModel Non-Price
Terms and Conditions Determination 20@®08 Model Terms) and also contained in
more recent final determinations made in accesaiths. The ACCC consulted with
industry before making the 2008 Model Terms, antsatied with a number of

parties when making the arbitral final determinasio

The ACCC is also seeking submissions on whetherctade non-price terms in the
relevant FADs in relation to liability (risk allotian), intact vacant ULLS (iVULLS)
and facilities access provisions. These non-paoms$ were not included in the IADs
as the ACCC considered that industry should bewdtetsbefore their inclusion in an
AD.

Part B of this discussion paper outlines the issegarding non-price terms and
conditions in the FADs.

Geographic exemptions for the WLR, LCS and PSTN OA  services

The ACCC is seeking submissions on whether theedfiethe exemption
determinations made under the previous Part XI@sseegime should be
incorporated in the FADs for the WLR, LCS and PSDN services.

Part C of this discussion paper outlines the isseigarding incorporating the effect of
the exemption determinations in the FADs for theRYLCS and PSTN OA services.

NBN-based wholesale services

The ACCC is seeking submissions on whether the Fgtiosild apply to wholesale
services which are supplied by NBN access seelsimg the NBN access network. If
the FADs for the relevant declared services cougiNbased wholesale services, the



ACCC will need to determine an appropriate methioalsgertaining the price for
those services.

Part D of this discussion paper outlines the issegarding whether NBN-based
wholesale services should be covered by the FADth#orelevant declared fixed line
services.

Fixed principles provisions

The ACCC proposes to make fixed principles provisito provide certainty for
industry on how the ACCC will implement a BBM apaoh in future regulatory
periods (see chapter 25 of this discussion paper).

Certainty over time of the pricing framework wisast industry participants in their
business and investment planning during the triansio the NBN.

Part E of this discussion paper outlines the reielegislation in relation to fixed
principles provisions, and seeks industry submissan the fixed principles
provisions proposed in the draft FADs.



1 Introduction

This discussion paper commences the public inquider Part 25 of the
Telecommunications Act 199Cth) into making final access determinations (FADs
for the six declared fixed line services underisect52BC of theCompetition and
Consumer Act 201(CCA).

The discussion paper sets out the Australian Catiggeind Consumer
Commission’s (ACCC) views on the content of the SADr the declared fixed line
services and calls for industry submissions. Iludes draft FADs for these services.
This discussion paper includes the ACCC'’s prop@ggmtoach to:

= pricing for the declared fixed line services
= non-price terms for access to the declared fixael diervices

= exemptions from the standard access obligation©&An the FADs for certain
services or exchange service areas (ESASs)

= fixed principles provisions.

The declared fixed line services are the:

» line sharing service (LSS)

= J|ocal carriage service (LCS)

» public switched telephone network originating ascasrvice (PSTN OA)
= public switched telephone network terminating asasvice (PSTN TA)
= unconditioned local loop service (ULLS)

= wholesale line rental (WLR).

1.1 Background

The telecommunications access regime containednn®C of the CCA was
amended with effect from 1 January 2011 byTkekecommunications Legislation
Amendment (Competition and Consumer SafeguardQA&(CACS Act). The
amendments replace the previous negotiate/arbfteateework with a range of
different access mechanisms, including up-froneasaeterminations (ADS).

The amended regime requires the ACCC to make FADallf declared services. In
March 2011, the ACCC made interim access deterinma(lADs) for each of the
declared fixed line services, which were backdébetdke effect from 1 January 2011.
The IADs expire on 31 December 2011. ThereforeAGEC must commence a
public inquiry into making FADs for the declareddi line services by 1 July 20%1.

An AD (including an FAD) provides a base set ofiterand conditions that access
seekers can rely on if they are unable to coma @gaeement with an access provider
on the terms and conditions of access to a dectmedce. If parties do come to an

6 PSTN OA and PSTN TA are together referred tdP&TN OTA'.

! See ACCCFixed Services Review Declaration Inquiry for thellS, LSS, PSTN OA, PSTN TA,
LCS and WLR: Final Decisigduly 2009. Appendix A to this discussion papertams a short
description of each the declared fixed line sewice

8 Subsection 152BCI(2) of the CCA.



agreement on terms and conditions of access,dbe@ss agreement will prevail over
the AD to the extent of any inconsistericy.

Where ADs specify terms and conditions of accesy thust include terms and
conditions relating to price (or a method of asaerhg a price). Although not
compulsory, the ACCC proposes to include non-piecas in the FADs for the
declared fixed line services.

The ACCC recently consulted extensively on an gmate pricing methodology for
the declared fixed line services as part of itsipg principles review! The ACCC
had proposed a shift from its previous pricing rodthlogies (total service long run
incremental cost (TSLRIC+) and retail minus retait (RMRC)) to a building block
model (BBM) pricing methodology. The ACCC develoftkd Fixed Line Services
Model (FLSM) to estimate access prices based oBM Bricing methodology. That
consultation process was suspended in DecemberltHuse amendments to the
CCA meant that the ACCC was no longer required a@epricing principles for
declared services.

However, the ACCC proposes to have regard to tieenation collected during the
pricing principles consultation to inform its codesrations on pricing for the declared
fixed line services in the FADs. The ACCC proposeset the prices in the FADs
based on a BBM pricing methodology with regardhte price estimates produced by
the FLSM.

The CCA requires the ACCC to consider certain fiactechen making an FAD,
including the long-term interests of end-users @)Tthe legitimate business interests
of carriers and carriage service providers andlthext costs of providing access to
the declared servicédThe ACCC may also take into account any otherergthat

it thinks are relevant when making an FAD.

The ACCC made IADs on 2 March 2011 in order to ptevndustry with some
certainty until the FADs for the declared fixeddigservices are made. Once an FAD is
made for a declared service, an IAD relating ta eavice is automatically revoked
and no access disputes can be notified to the AlDCé€lation to that service (see
section 4.5 for further information regarding thregmsed transitional arrangements
from the IADs to the FADs)’

Compliance with an FAD is both a carrier licencedition and a service provider
rule’}” A breach of either a carrier licence conditioracservice provider rule may
lead to a pecuniary penalty of up to $10 milliondach contraventiol. Private
enforcement of an FAD is available in the Fede@i€™

®  Section 152BCC of the CCA.

10 gee section 152BC of the CCA.

" The pricing principles review is outlined in fuer detail at sections 4.2 of this discussion paper
12 Following the repeal of sections 152AQA and 15BAQ
13 Subsection 152BCA(1) of the CCA.

14 Subsection 152BCA(3) of the CCA.

> Subsection 152BCF(9A) of the CCA.

6 Items 207(2) and (3) of the CACS Act.

7 Sections 152BCO and 152BCP of the CCA.

8 gection 570 of th&elecommunications Act 1997

19 Section 152BCQ of the CCA.
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1.2  Structure of this paper

This discussion paper is structured as follows:

Chapter 2 sets out the consultation process for the FAD$ixed line services.
Chapter 3 sets out the legislative criteria relevant to mgkan FAD.

Part A (Chapters 4 to 16)sets out proposed price terms for the FADs.

Part B (Chapters 17 to 20)sets out proposed non-price terms for the FADSs.

Part C (Chapters 21 to 23)sets out the ACCC'’s proposed exemptions for thB$&A

Part D seeks industry submissions on whether nationaldivarad network (NBN) -
based wholesale services should be covered byADs For certain declared fixed
line services.

Part E (Chapters 24 to 25)iscusses the ACCC'’s proposed fixed principle
provisions.

Appendix A contains a summary of the service descriptionshfeisix declared fixed
line services for which the ACCC proposes to makP$:

Appendix B lists the submissions made to the December 200&uBsson Paper and
September 2010 Draft Report.

Appendix C contains the draft FAD instruments for the six deatl fixed line
services.

11



2 Consultation process for final access
determinations

The ACCC is required to commence a public inquiitp imaking an FAD for each
currently declared service. Once a public inquimg ktarted, the ACCC must make an
FAD within six months. However, this period maydd@ended by a further six
months if the ACCC explains the reasons for thermsibn

With this discussion paper, the ACCC is publishdngft FADs which contain price
and non-price terms. The draft FADs also contatiadiprinciple provisions regarding
the mechanism for determining prices for the decldixed line services beyond the
expiry of the regulatory period.

The ACCC has consulted extensively on a pricing@ggh to the declared fixed line
services. It has published its preliminary viewgsnDecember 2009 Discussion
Paper and its September 2010 Draft Report. It lsaspaublished its building block
model for the fixed line services. The ACCC hasieed extensive feedback and
information in submissions to its previous congidtaon the pricing approach.
Feedback has been received on the ACCC'’s propagadgomethodology for
implementing a building block pricing approach, tfesign of its model, the inputs to
the model, and draft indicative prices.

In developing its pricing framework and estimatdrgft prices for this discussion
paper, the ACCC has built on its previous workads taken into account all
submissions to its previous consultation process.

In these circumstances, the ACCC is minded to naineetly to FADs for pricing
issues (and any non-contentious non-price isSB®Y. receiving submissions on this
discussion paper and the draft FADs, the ACCC plamaiblish a Final Report and
FADs for the declared fixed line services. The ACE@king this approach in
recognition that many of the pricing issues arestauttially resolved. This approach
will expedite the inquiry and provide the industvith certainty.

The ACCC recognises that it has not previously atied extensively on non-price
iIssues. It recognises that some non-price issugsanse during this consultation
process that will require further and more detadedsideration. The ACCC would
need to adopt a flexible process to deal with ssshes if they arise. One option
would be for the ACCC to consider a separate pubdjairy to subsequently vary the
FADs?! Such an approach would balance the need for ngytai relation to the
pricing issues on which the ACCC has already extehsconsulted with the
opportunity to conduct further consultation on nawontentious issues, if necessary.

The ACCC notes that it has included question baxdise sections of the discussion
paper dealing with non-price issues. This is tasagsdustry participants in
structuring their responses to issues which they mo& have considered in detail
previously.

The ACCC invites submissions on any matters indissussion paper and the draft
FADs, or on any other issue which may be dealt witan FAD. The ACCC also
invites submissions on the proposed consultationgss outlined above.

20 Section 152BCK of the CCA.
2L See section 152BCN of the CCA for informatiorttaf variation process.
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2.1 Consultation process

The ACCC seeks submissions on this discussion @aqethe attached FADs bp
later than 5:00 pmonFriday 3 June 2011

Any submissions received after this date may natdmesidered.

The ACCC prefers to receive electronic copies dhsissions. Electronic
submissions should be in either PDF or MicrosoftréMormat and allow for
searchable text.

Please forward submissions and enquiries by eméie Contact Officers:

Jana Kacir Simon Haslock

Communications Group Communications Group

Australian Competition and Consumer Australian Competition and Consumer
Commission Commission

Email: jana.kacir@accc.gov.au Email: simon.haslock@accc.gov.au

Phone: (02) 9230 3852 Phone: (03p290 6919

Please copy email correspondenceatmessdeterminations@accc.gov.au

To allow for an informed and consultative procesissubmissions will be considered
as public submissions and will be posted on the B88Qvebsite. If interested parties
wish to submit commercial-in-confidence materiatite ACCC they should submit
both a public and a commercial-in-confidence versibtheir submission. The public
version of the submission should clearly identifg tommercial-in-confidence
material by replacing the confidential materialiwéin appropriate symbol orcq-c]'.

The ACCC-AER information policy: the collection, uselatisclosure of information
sets out the general policy of the ACCC and thetrialian Energy Regulator (AER)
on the collection, use and disclosure of infornrati& copy of the guideline can be

downloaded from the ACCC websit&tp://www.accc.gov.au

13



3 Relevant legislative framework for final access
determinations

This section sets out the relevant legislative &ark in relation to FADs.

3.1 Content of an FAD

Section 152BC of the CCA specifies what an FAD roatain. It includes, among
other things, terms and conditions on which a eawt carriage service provider
(CSP) is to comply with the SAOs and terms and tamd of access to a declared
service.

An FAD may make different provisions with respextifferent access providers or
access seekef$.

3.2  Fixed principles provisions

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

3.3 Varying an FAD

Section 152BCN allows the ACCC to vary or revokd=&DD, provided that certain
procedures are followed.

A fixed principles provision cannot be varied om@ved unless the FAD sets out the
circumstances in which the provision can be vaoietemoved, and those
circumstances are presét.

3.4 Commencement and expiry provisions
Section 152BCF of the CCA sets out the commencearahexpiry rules for FADs.
An FAD may be backdated up to 1 January 28511.

An FAD must have an expiry date, which should aligth the expiry of the
declaration for that service unless there are nmistances that warrant a different
expiry date?®

3.5 Criteria to consider when making an FAD

The ACCC must have regard to the criteria specifieslibsection 152BCA(1) of the
CCA when making an FAD. These criteria are:

(&) whether the determination will promote the LTIEcafriage services or services
supplied by means of carriage services

22 Subsection 152BC(5) of the CCA.

8 Section 152BCD of the CCA.

24 Subsection 152BCN(4) of the CCA.

% Subsections 152BCF(2) and (2A) of the CCA.
% Subsection 152BCF(6) of the CCA.
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(b) the legitimate business interests of a carrier®P @ho supplies, or is capable
of supplying, the declared service, and the casr@rprovider’s investment in
facilities used to supply the declared service

(c) the interests of all persons who have rights tothiealeclared service
(d) the direct costs of providing access to the dedlaegvice

(e) the value to a person of extensions, or enhanceai@aipability, whose cost is
borne by someone else

() the operational and technical requirements necg$sathe safe and reliable
operation of a carriage service, a telecommuninatretwork or a facility

(g) the economically efficient operation of a carri@gevice, a telecommunications
network or a facility.

The subsection 152BCA(1) criteria mirror the repdaubsection 152CR(1) criteria
that the ACCC was required to take into accoumaking a final determination (FD)
in an access dispute. The ACCC intends to intetpeesubsection 152BCA(1)
criteria in a similar manner to that used in acehsputes.

Subsection 152BCA(2) sets out other matters tlreaADCC may take into account in
making FADs.

Subsection 152BCA(3) allows the ACCC to take intocant any other matters that it
thinks are relevant.

The ACCC's initial views on how the legislativeteria in section 152BCA should be
interpreted for the FAD process are set out below.

3.5.1 Paragraph 152BCA(1)(a)

The first criterion for the ACCC to consider wheaking an FAD is ‘whether the
determination will promote the long-term interest®nd-users of carriage services or
of services supplied by means of carriage services’

The ACCC has published a guideline explaining whamhderstands by the phrase
‘long-term interests of end-users’ in the contebitdeclaration responsibiliti€s.
This approach to the LTIE was also used by the A@QC@aking determinations in
access disputes. The ACCC considers that the gagerprietation is appropriate for
making FADs for the declared fixed line services.

In the ACCC's view, particular terms and conditiggmemote the interests of end-
users if they are likely to contribute towards gievision of:

» goods and services at lower prices
= goods and services of a high quality, and/or
= agreater diversity of goods and servites.

The ACCC also notes that the Australian Competifidbunal (Tribunal) has offered
guidance in its interpretation of the phrase ‘ldagn interests of end-users’ (in the
context of access to subscription television ses)ic

27 ACCC, Telecommunications services — declaration prowisi@ guide to the declaration

provisions of Part XIC of the Trade Practices Aletly 1999, in particular pp. 31-38.
% ibid., p. 33.
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Having regard to the legislation, as well as thielgmce provided by the Explanatory
Memorandum, it is necessary to take the followirgfters into account when applying the
touchstone — the long-term interests of end-users:

*End-users: “end-users” include actual and potéftisers of the service]...

*Interests: the interests of the end-users liebtaming lower prices (than would
otherwise be the case), increased quality of serai increased diversity and scope
in product offerings. ...[T]his would include accg¢ssnnovations ... in a quicker
timeframe than would otherwise be the case ...

*Long-term: the long-term will be the period ovehiah the full effects of the ...
decision will be felt. This means some years, bsingicient time for all players
(being existing and potential competitors at theouss functional stages of the ...
industry) to adjust to the outcome, make investndecisions and implement growth
— as well as entry and/or exit — stratedfes.

To consider the likely impact of particular termmlaconditions on the LTIE, the CCA
requires the ACCC to have regard to whether thademnd conditions are likely to
result in:

»= promoting competition in markets for carriage seegiand services supplied by
means of carriage services

» achieving any-to-any connectivity, and

= encouraging the economically efficient use of, andnomically efficient
investment in:

o the infrastructure by which listed carriage sersiaee supplied, and

o any other infrastructure by which listed services ar are likely to become,
capable of being suppli€d.

Promoting competition

In assessing whether particular terms and conditratl promote competition, the
ACCC will analyse the relevant markets in which deelared services are supplied
(retail and wholesale) and consider whether thadeget in those markets remove
obstacles to end-users gaining access to telephmuhproadband servicés.

Obstacles to accessing these services includeittes guality and availability of the
services and the ability of competing providerprtovide telephony and broadband
services.

The ACCC is not required to precisely define thepscof the relevant markets in
which the declared services are supplied. The ACQ@iders that it is sufficient to
broadly identify the scope of the relevant markigely to be affected by the ACCC’s
regulatory decision.

The ACCC'’s view is that the relevant markets fa plurpose of making FADs for the
declared fixed line services are:

» the market for the retail and wholesale supplyat® services (excluding Voice
over Internet Protocol (VolP) and mobile originatadls)

29 seven Network Limited (No §004] ACompT 11 at [120].

%0 Subsection 152AB(2) of the CCA.

31 Subsection 152AB(4) of the CCA. This approactoissistent with the approach adopted by the
Tribunal inTelstra Corporations Limited (No 32007] A CompT 3 at [92]T elstra Corporation
Limited[2006] A CompT at [97], [149].
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» the market for the retail and wholesale supplyrofldband, and
» the market for the retail supply of a bundle ofceoand broadband services.
Any-to-any connectivity

The CCA gives guidance on how the objective of emgny connectivity is achieved.
It is achieved only if each end-user who is sugléth a carriage service that
involves communication between end-users is abb®momunicate, by means of that
service, with each other end-user who is suppligk the same service or a similar
service. This must be the case whether or notrileusers are connected to the same
telecommunications network.

The ACCC considers that this criterion is relev@aneénsuring that the terms and
conditions contained in FADs do not create obssafdethe achievement of any-to-
any connectivity.

Efficient use of and investment in infrastructure

In determining the extent to which terms and coadg are likely to encourage the
economically efficient use of and investment irrastructure, the ACCC must have
regard to:

= whether it is, oris likely to become, technicdiasible for the services to be
supplied and charged for, having regard to:

o the technology that is in use, available or likelyoecome available

o whether the costs involved in supplying and chaydaor, the services are
reasonable or likely to become reasonable, and

o the effects or likely effects that supplying an@uging for the services
would have on the operation or performance of tataounications networks

» the legitimate commercial interests of the suppiesuppliers of the services,
including the ability of the supplier or suppli@esexploit economies of scale and
scope

» incentives for investment in the infrastructureviyich services are supplied; and
any other infrastructure (for example, the NBNMdyich services are, or are
likely to become, capable of being supplied, and

= the risks involved in making the investméht.

The objective of encouraging the ‘economically@ént use of, and economically
efficient investment in ... infrastructure’ requdran understanding of the concept of
economic efficiency. Economic efficiency consist$hwee components:

= productive efficiency — this is achieved where udiual firms produce the goods
and services that they offer at least cost

= allocative efficiency — this is achieved where piiees of resources reflect their
underlying costs so that resources are then a#iddattheir highest valued uses
(i.e. those that provide the greatest benefitiraddd costs)

32 Subsection 152AB(8) of the CCA.
% Subsections 152AB(6) and (7A) of the CCA.
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= dynamic efficiency — this reflects the need forustlies to make timely changes
to technology and products in response to chamgesrisumer tastes and in
productive opportunities.

On the issue of efficient investment, the Tribumad stated that:

...An access charge should be one that just allovexaess provider to recover the costs of
efficient investment in the infrastructure necegsamrovide the declared servite.

...efficient investment by both access providers aczkss seekers would be expected to be
encouraged in circumstances where access chargesetdo ensure recovery of the efficient
costs of investment (inclusive of a normal retunnrovestment) by the access provider in the
infrastructure necessary to provide the declaredc=®

...access charges can create an incentive for apo@gsgers to seek productive and dynamic
efficiencies if access charges are set having detgathe efficient costs of providing access to a
declared servic®

3.5.2 Paragraph 152BCA(1)(b)

The second criterion requires the ACCC to consitierlegitimate business interests’
of the carrier or CSP when making an FAD.

In the context of access disputes, the ACCC corsildinat it was in the access
provider’s legitimate business interests to eanoranal commercial return on its
investment’ The ACCC is of the view that the concept of ‘legiite business
interests’ in relation to FADs should be interpcete a similar manner, consistent
with the phrase ‘legitimate commercial interestsed elsewhere in Part XIC of the
CCA.

For completeness, the ACCC notes that it woulchlibe access provider’s legitimate
business interests to seek to recover its costelhsis a normal commercial return on
investment having regard to the relevant risk imedl However, an access price
should not be inflated to recover any profits theess provider (or any other party)
may lose in a dependent market as a result ofrthdgion of acces®

The Tribunal has taken a similar view of the expi@s ‘legitimate business

interests®®

3.5.3 Paragraph 152BCA(1)(c)

The third criterion requires the ACCC to considée‘interests of all persons who
have the right to use the service’ when making AD.F

The ACCC considers that this criterion requirds ihave regard to the interests of
access seekers. The Tribunal has also taken thisagh?’ The access seekers'
interests would not be served by higher accesstix declared services, as it would

% Telstra Corporation Ltd (No. 32007] ACompT 3 at [159].

% ibid. at [164].

% ibid.

87 ACCC,Resolution of telecommunications access disputeguide, March 2004 (revised)
(Access Dispute Guidelines), p. 56.

ACCC,Access pricing principles—telecommunicatiahdy 1997 (1997 Access Pricing
Principles), p. 9.

%9 Telstra Corporation Limited2006] ACompT 4 at [89].

40" Telstra Corporation Limited2006] ACompT 4 at [91].

38
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inhibit their ability to compete with the accessyader in the provision of retail
services'

People who have rights to currently use a declseedce will generally use that
service as an input to supply carriage servicea,sarvice supplied by means of
carriage service, to end-users.

The ACCC considers that this class of persons hastarest in being able to compete
for the custom of end-users on the basis of tiedative merits. This could be
prevented from occurring if terms and conditionsoéess favour one or more service
providers over others, thereby distorting the caiitipe process?

However, the ACCC does not consider that this oitecalls for consideration to be
given to the interests of the users of these ‘doneam’ services. The interests of end-
users will already be considered under other daiter

3.5.4 Paragraph 152BCA(1)(d)

The fourth criterion requires that the ACCC consitiee direct costs of providing
access to the declared service’ when making an FAD.

The ACCC considers that the direct costs of prangjdiccess to a declared service are
those incurred (or caused) by the provision of sgcand includes the incremental
costs of providing access.

The ACCC interprets this criterion, and the uséhefterm ‘direct costs’, as allowing
consideration to be given to a contribution to iadi costs. This is consistent with the
Tribunal’s approach in an undertaking decisidA contribution to indirect costs can
also be supported by other criteria.

However, the criterion does not extend to compémsdor loss of any ‘monopoly
profit’ that occurs as a result of increased coiitipet**

The ACCC also notes that the Tribunal (in anothmetentaking decision) considered
the direct costs criterion ‘is concerned with emggithat the costs of providing the
service are recoveret The Tribunal has also noted that the direct cosizd
conceivably be allocated (and hence recoverednunaber of ways and that adopting
any of those approaches would be consistent wishctiterion?®

3.5.5 Paragraph 152BCA(1)(e)

The fifth criterion requires that the ACCC consitthe value to a party of extensions,
or enhancements of capability, whose cost is bbyreomeone else’ when making an
FAD.

In the 1997 Access Pricing Principles, the ACCGesta

L ibid.

2 ibid.

43 Application by Optus Mobile Pty Limited and Optustworks Pty Limited2006] ACompT 8 at
[137].

4 See Explanatory Memorandum for fiiade Practices Amendment (Telecommunications) Bill

1996 p. 44: [T]he ‘direct’ costs of providing access itended to preclude arguments that the
provider should be reimbursed by the third pargkégsg access for consequential costs which the
provider may incur as a result of increased cortipatin an upstream or downstream market.

4 Telstra Corporation Limited2006] ACompT 4 at [92)].

4 ibid. at [139].
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This criterion requires that if an access seekbareces the facility to provide the required
services, the access provider should not attemgcimver for themselves any costs related to
this enhancement. Equally, if the access providestranhance the facility to provide the
service, it is legitimate for the access provideintcorporate some proportion of the cost of
doing so in the access prite.

The ACCC considers that this application of parpgra52BCA(1)(e) is relevant to
making FADs.

3.5.6 Paragraph 152BCA(1)(f)

The sixth criterion requires the ACCC to considbe‘operational and technical
requirements necessary for the safe and relialdeatipn of a carriage service, a
telecommunications network or a facility’ when nrakian FAD.

The ACCC considers that this criterion requireg thams of access should not
compromise the safety or reliability of carriageveges and associated networks or
facilities, and that this has direct relevance whgecifying technical requirements or
standards to be followed.

The ACCC has previously stated in the context ofleh@mon-price terms and
conditions, it is of the view that:
...this consideration supports the view that modehseand conditions should reflect the safe
and reliable operation of a carriage service, @t@nunications network or facility. For

instance, the model non-price terms and conditstasild not require work practices that
would be likely to compromise safety or reliabilffy

The ACCC considers that these views will applyalation to the paragraph
152BCA(1)(f) criterion for the making of FADs.

3.5.7 Paragraph 152BCA(1)(g)

The final criterion of subsection 152BCA(1) regsitbe ACCC to consider ‘the
economically efficient operation of a carriage ssgya telecommunications network
facility or a facility’ when making an FAD.

The ACCC noted in the Access Dispute Guidelineshi@@context of arbitrations) that
the phrase ‘economically efficient operation’ emiesdhe concept of economic
efficiency as discussed earlier under the LTIE.tT$at calls for a consideration of
productive, allocative and dynamic efficiency. Thecess Dispute Guidelines also
note that in the context of a determination, theC&Omay consider whether particular
terms and conditions enable a carriage serviagesdaimunications network or

facility to be operated efficientf.

Consistent with the approach adopted by the Tribtinea ACCC considers that in
applying this criterion, it is relevant to considiee economically efficient operation
of:

. retail services provided by access seekers usagadbess provider’s services or
by the access provider in competition with thoseeas seekers, and

. the telecommunications networks and infrastructised to supply these
services?

a7
48
49

1997 Access Pricing Principles, p. 11.

ACCC, Final determination — Model Non-price Terms and @itions, November 2008, p. 8.
Access Dispute Guidelines, p. 57.

0 Telstra Corporation Limited2006] ACompT at [94]-[95].
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3.5.8 Subsection 152BCA(2)

Subsection 152BCA(2) provides that, in making antA& applies to a carrier or
CSP who supplies, or is capable of supplying, #dated services, the ACCC may,
if the carrier or provider supplies one or morgielie services: take into account:

. the characteristics of those other eligible sewvice

. the costs associated with those other eligibleicesv

. the revenues associated with those other eligdéces, and
. the demand for those other eligible services.

The Explanatory Memorandum states that this prowmig intended to ensure that the
ACCC, in making an AD, does not consider the dedaervice in isolation, but also
considers other relevant servicé#\s an example, the Explanatory Memorandum
states:
...when specifying the access price for a declaredcgewhich is supplied by an access
provider over a particular network or facility, tA€CC can take into account not only the

access provider's costs and revenues associatedhgiteclared service, but also the costs
and revenues associated with other services sdpplier that network or facility?

The ACCC proposes to consider the costs and regeassociated with other
services—whether declared or not declared—thaprméded over Telstra’s network
when making FADs for the declared fixed line seegic

3.5.9 Subsection 152BCA(3)

This subsection states the ACCC may take into atcy other matters that it
thinks are relevant when making an FAD.

The ACCC is of the view that considerations of tatry certainty and consistency
will be important when setting the terms and cdodg of the FADSs.

The ACCC also considers that it should have regard

= decisions of the ACCC in previous arbitration detieations made under the
repealed Division 8 of th€rade Practices Act 197@ PA) (now renamed the
CCA)

= information provided by parties to access disputeder the repealed Division 8
of the TPA

» submissions in response to the ACCR&view of 1997 Guide to
Telecommunications Access Pricing Principles foreli Line Services,
Discussion Papefecember 2009 (December 2009 Discussion Paper)

» the ACCC’sReview of the 1997 telecommunications access grimimciples for
fixed line services: Draft Repoi$eptember 2010 (September 2010 Draft Report)

» submissions in response to the September 2010 Regfbrt

51
52

‘Eligible service’ has the same meaning as iisad 52AL of the CCA.
Explanatory Memorandum, Telecommunications Legjish Amendment (Competition and
Consumer Safeguards) Bill 2010, p. 178.

ibid.
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= additional information requested and received fiitetstra and other industry
participants in order to address some of the isgleggtified in the submissions in
relation to the FLSM

» information that Telstra provides to the ACCC unarord keeping rules
(RKRS), including:

o the telecommunications regulatory accounting fraot&iRKR (RAF RKR)
and

o the customer access network RKR (CAN RKR) (a sumgrafiwhich are
published atvww.accc.gov.au

» previous pricing principle determinations in redatito the declared fixed line
services made by the ACCC under the repealed setfipAQA of the TPA

= previous model term determinations made by the AQ@der the repealed
section 152AQB of the TPA

= exemption determinations made under the repeatgbss 152AS and 152AT of
the TPA.

These considerations and documents do not limitrtagers that the ACCC may have
regard to when making the FADs for the declareddikne services.
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Part A:  Pricing approach

This part (which includes chapters 4-16) outlifes ACCC'’s proposed pricing
approach for making FADs for the declared fixea lgervices. In addition, it details
how the ACCC calculated the price terms for the $Al@hich were released in March
2011.

As noted earlier in this discussion paper, the AGQESt have regard to the criteria
specified in subsection 152BCA(1) of the CCA whesking an FAD. The ACCC
has assessed its proposed pricing approach agffanstiteria in this subsection. The
analysis can be found in chapter 16. The ACCC nw&y @nsider any other matters
that it thinks are relevant, such as regulatoryaoety and consistency. The ACCC
has considered, and will continue to consideryétevant statutory criteria when
finalising its pricing approach for the FADs.

The price terms included in the IADs were baseg@rices calculated using the
FLSM. The ACCC has also used the FLSM to calcudait FAD prices for the
declared fixed line services. Chapter 4 describes-=. SM and explains how it works.
The remaining chapters in Part A provide a detabgalanation of the methodology,
assumptions and model inputs used to estimatédDefices and draft FAD prices.

The ACCC is seeking submissions from interestetigsaon the proposed pricing
approach for the FADs outlined in this discussiapgr. The ACCC will have regard
to these submissions in finalising its pricing agguh for the FADs.

The ACCC notes that it has consulted extensivelther-LSM and on the forecasts
used in estimating prices. Since the release ob#dpember 2010 Draft Report,
Telstra has provided its internal forecasts tosasbe ACCC in estimating costs and
prices. In these circumstances, the ACCC consitiatst is probable that further
revisions to the draft prices included in this dission paper are likely to be relatively
minor.

The ACCC proposes not to backdate its FAD pricels danuary 2011. It proposes to
apply the draft FAD prices included in this disaaagpaper from 1 July 2011, which
is the commencement date of the proposed five+tggaiatory period. The ACCC
proposes to include a schedule in the FADs whicbriporates the prices in the IADs
for the period 1 January 2011 to 30 June 2011. Jikismonth period is a transitional
regulatory period.

The ACCC is aware that, in addition to access amhection and disconnection
charges, access seekers also incur a range okaetated charges relating to the
supply of the declared fixed line services. Cutlseritl access disputes relating to
charges for the Internal Interconnect Cable argestibo arbitration. The ACCC
considers that information on the full range ofesserelated charges incurred by
access seekers is important for transparency a@heuobtal costs involved in obtaining
access and for ensuring that costs are only chdogexhce. The ACCC is in the
process of collecting and analysing informatioracness-related charges. It has not,
therefore, dealt with this issue in this Discusdfaper.
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4 Moving to a ‘building block’ pricing approach

Key points

» The ACCC confirms its intention to adopt a BBM pmigz methodology to
estimate prices for the six declared fixed linevmes. There has been broad
industry support for moving to a BBM approach.

» This approach was adopted in estimating pricethi®purposes of making IADs
It has also been used to estimate the draft FA@eprset out in this discussion
paper.

= To implement a BBM approach, the ACCC must esthldis initial value for the
regulatory asset base (RAB).

= The ACCC has developed the FLSM to estimate pfmethe declared fixed line
services. The FLSM allows Telstra to recover itsrafing expenses, a
commercial return on capital, the return of cagitabulatory depreciation) and
tax liabilities.

» The FLSM requires the input of forecasts for opagaand capital expenditure,
demand and a number of economic variables (inctuhifiation, the parameters
used to derive the weighted average cost of capWlalCC) and the corporate taj
rate) for the period.

Pa

= The ACCC proposes that a formal RKR should be impleted to obtain
expenditure and demand forecasts for future reguylgteriods.

In its Draft Report—Review of the 1997 telecommunicatamegss pricing principles
for fixed line servicegSeptember 2010 Draft Report), the ACCC proposeddee
from its previous pricing methodologies to a newNBBricing methodology. All
industry submissions to the ACCC’s September 20tdt[Report indicated broad
acceptance of the ACCC'’s proposed change in itsngriapproach.

In setting IAD prices, the ACCC adopted a BBM agmto and this approach has also
been adopted in estimating draft FAD prices.

4.1 Background: 1997 Access Pricing Principles

For over a decade the ACCC was guided by its 1@8dmentAccess Pricing
Principles — Telecommunications: a guid®97 Access Pricing Principles) when
determining pricing principles and indicative psder the declared fixed line
services.

The 1997 Access Pricing Principles proposed a faitwaoking TSLRIC+ approach
to determining prices for access to the relevaaladed fixed line services. TSLRIC+
is the incremental or additional costs the firmuirscin providing the service,
assuming all of its other production activities emunchanged. These costs include
a mark-up for common costs.

4.1.1 TSLRIC+ pricing for ULLS, LCS and PSTN OTA

In accordance with the 1997 Access Pricing Prirsiph forward looking TSLRIC+
pricing approach was consistently adopted as tieengrprinciple for the ULLS, the
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LSS and the PSTN OTA, and indicative prices weteutated for those services
based on that pricing principle.

In telecommunications, both in Australia and inggionally, the forward looking
perspective to measuring TSLRIC+ for fixed linevesgs involved continually
revaluing the existing sunk assets used in progithese services. This revaluation
was based on the asset’s optimised replacementacmsbccurred each time a pricing
determination was made.

4.1.2 RMRC based pricing for WLR and LCS

In the past, the ACCC adopted a RMRC pricing apghrda calculate indicative

prices for the WLR and LCS services. Under an RMR&hodology, the access price
is determined by deducting the access providedsdable costs of retailing a given
service to end-users from the retail price chafgethat service.

The ACCC has indicated to industry that the RMR@rapch was an interim pricing
principle and that it would implement a cost-bapading approach for WLR and
LCS as soon as it had constructed a robust cos¢lncagable of producing reliable
price estimated’

4.2 ACCC consultation on moving to a BBM from TLSRIC+
and RMRC

Since the release of the 1997 Access Pricing Rilexithere has been debate among
industry participants regarding the appropriaterapgh to determining access prices
for the declared fixed line services. In particutae appropriateness of a TSLRIC+
methodology for valuing the fixed line network w@gsestioned because:

» The continual revaluation of network assets intosdluncertainty over the level
of access prices.

= Calculating forward looking costs involved estimatihe cost of providing the
relevant service using modern equivalent assets?A)MEhere continues to be
considerable debate and uncertainty over what itotest MEA.

4.2.1 December 2009 Discussion Paper

In December 2009, the ACCC releasedReeiew of 1997 Guide to
Telecommunications Access Pricing Principles foweldi Line Services: Discussion
Paper(December 2009 Discussion Pap&The December 2009 Discussion Paper
outlined a number of approaches to regulating acpases for the declared fixed line
services and signalled that a new approach wasytimieen the dynamic nature of
the communications market and industry developm&ntse 1997.

The December 2009 Discussion Paper suggested agd@pBBM approach to
calculating prices for all the declared fixed Iservices. It noted that a BBM would
improve certainty for the access provider and acseskers by ‘locking in’ the initial
value of the regulated assets.

*  ACCC,Final determination for model price terms and cdiudis of the PSTN, ULLS and LCS
services October 2003; ACCQ,ocal services review — Final decisialuly 2006 ACCC, LCS
and WLR - Final pricing principles and indicativaqes for 2008-2009August 2008; ACCC,
Pricing principles and indicative prices — 1 Aug@809 — 31 December 201December 2009.

> The December 2009 Discussion Paper is availabta@ACCC websitevww.accc.gov.au
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To implement a BBM, the ACCC must establish an initial value of the RAB. The
initial RAB value is then ‘locked in’ and rolled forward by actual changes in the value
of the asset base. The BBM accounts explicitly for each cost category or ‘building
block’ faced by the regulated business, including operating expenditure, return of
capital, return on capital, and tax liabilities. Each of the building blocks are added
together to determine the business’s total revenue requirement. This is illustrated in
figure 4.1 below:

Figure 4.1  Building blocks in a BBM

Tax liabilities

Return of capital
or depreciation

Capital cost
B >_ Return on capital

(cost of capital x
asset base)

Total revenue requirement

Operating cost

Source: Based on OECB¢cess Pricing in Telecommunicatio@804, p. 168, amended by the ACCC.

The revenue requirement calculated using the BBM represents the service provider’s
efficient costs, including a commercial return on investments that is commensurate
with its legitimate commercial interests.

Six submissions were received in response to the December 2009 Discussiofi Paper.
All of the submissions supported a move to using a BBM with a locked-in RAB to set
prices for the fixed line services.

4.2.2 September 2010 Draft Report

Having regard to the submissions made on the December 2009 Discussion Paper, on
17 September 2010 the ACCC released the September 2010 Draft Report, which
included draft pricing principles and draft indicative prites.

The September 2010 Draft Report proposed to adopt a BBM with a locked-in RAB
calculated using a depreciated actual cost (DAC) valuation methodology. (DAC is
also referred to as depreciated historic cost, DHC.) It proposed to use data contained
in Telstra’s RAF to estimate the value of the RAB.

Draft indicative prices for all but one of the declared fixed line services—ULLS,

WLR, LCS and PSTN OTA—were estimated using a BBM pricing model initially
developed by Ovum Pty Ltd and referred to in the September 2010 Draft Report as the
Ovum BBM. An indicative price for the LSS was estimated from a separate LSS
specific cost model (outside the BBM framework). Certain connection and
disconnection charges were also included in the September 2010 Draft Report.

56
57

Submissions are available on the ACCC wehsitev.accc.gov.au
The September 2010 Draft Report is available on the ACCC websiteaccc.gov.au
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Following the release of the September 2010 Drefid®t, the ACCC released its
model (then referred to as the Ovum BBM) and amm@ganying user manual. Some
of the inputs into the model were confidential &lstra. Telstra entered into
confidentiality undertakings with a number of pestduring the consultation period in
order for those parties to view the confidentigluts.

During the consultation period, the ACCC also re¢ehthe LSS specific cost model
to a number of parties who entered into appropaatdidentiality undertakings with
Telstra.

The ACCC received submissions from 15 interestetigseon various issues in
relation to the September 2010 Draft Report, thel@hthen known as the Ovum
BBM, and the LSS specific cost mod&l.

4.2.3 Submissions on moving to a BBM

As noted in section 4.2.1, all submissions to tieeddber 2009 Discussion Paper
supported moving to a BBM. Submissions to the Seb&r 2010 Draft Report
revealed continued broad industry support for mgaway from the TSLRIC+ and
RMRC pricing approaches to a BBM pricing approamttiie declared fixed line
services. The ACCC has taken these submissionsgatmunt in deciding to adopt a
BBM approach for estimating prices for the decldeed line services.

Telstra submitted that a new pricing framework sti@void further asset
revaluations, deliver price stability and providemaooth transition to the NBN.

While Telstra expressed support for the ACCC’s pemal move to a BBM with a
locked-in RAB, it argued that the ACCC'’s proposengbiementation of a BBM as set
out in the September 2010 Draft Report would hamegative impact on regulatory
certainty, create price instability, and would betconsistent with the statutory
criteria. Telstra submitted that a new pricing aggh should deliver broad price
stability. It was highly critical of the proposeelductions in the draft indicative prices
for WLR and LCS and the increase in the draft iatlie PSTN OTA price, which it
stated would remove hundreds of millions of dollafrendustry revenue.

Optus, AAPT, Macquarie Telecom, Vodafone Hutchisdastralia (VHA) and

Herbert Geer (on behalf of iiNet, Internode and idaternet) all supported the
ACCC'’s proposed shift from TSLRIC+ and RMRC pricitoga BBM pricing

approach for the declared fixed line services. &weais general support for a ‘locked-
in’” RAB.

Optus stated that the TSLRIC+ pricing approachldegs responsible for a significant
overvaluation of the network and resulted in higbess prices to the detriment of
competition in the industry.

VHA commented that the ACCC'’s historic approackiétermining pricing principles
contributed to complexity and uncertainty for batitess seekers and access
providers.

Frontier Economics (on behalf of the Competitiverieéas’ Coalition (CCC)) saw
merit in ‘locking-in’ a RAB for the next set of ging determinations rather than
continuing to revalue the asset base each timA@@C determines prices.

58

Submissions are available on the ACCC wehsitev.accc.gov.au

27



4.2.4 ACCC'’s view on moving to a BBM

The ACCC adopted a BBM pricing approach in estingaprices for the IADs made
in March 2011. It proposes to maintain this applhoacsetting access prices for the
fixed line services in FADs.

4.3 ACCC'’s use of the FLSM to estimate prices

In the September 2010 Draft Report, the ACCC imletad a BBM approach
through a new pricing model, then referred to @@kum BBM. The ACCC has
made substantial revisions to that initial modeldsponse to submissions and further
information received since September 2010. Theseevimodel is known as the
FLSM.

4.3.1 Design of the FLSM

The FLSM is a Microsoft Excel-based spreadsheetaindelsigned to implement a
BBM approach for the declared fixed line servidasdeveloping the initial model,
the consultant Ovum Pty Ltd was required to hagane to the AER’s post-tax
revenue model (PTRM)and to ensure that the model was tailored to the
telecommunications industfy.

The model calculates an aggregate revenue requitdoreproviding services over
the PSTN. The original Ovum BBM calculated accessep for the ULLS, WLR,
LCS, and PSTN OTA services. Since the releasesoStptember 2010 Draft Report,
the ACCC has substantially revised the model asdri@duded the LSS in the FLSM
(see chapter 12).

The FLSM contains spreadsheets that calculate @able cost blocks in the BBM
shown in figure 4.1 in this chapter. The amountsutated for each of these cost
blocks are summed to obtain the aggregate revemugrement for each year of the
estimation period. A share of the aggregate reveegirement is then allocated to
each of the declared fixed line services and wiiep are calculated by dividing the
revenue requirement for each service by demanthé&brservice. Full details of how
the model works are set out in the FLSM user maftual

The FLSM undertakes all calculations to determheerevenue requirement and
prices in real terms, except for the tax calculaiwhich must be calculated in
nominal terms. Estimated real prices are then ated¢o nominal prices by applying
the forecast inflation rate.

In deciding that the FLSM should be a ‘real’ modieé ACCC weighed up the
advantages and disadvantages of real and nomipedaghes to estimating prices.
The advantages of adopting a real approach to a&stigprices include:

» Simplified assessment—using real values facilittiesassessment of trends and
identification of cost drivers. Transparency is noyed by removing the impact of
inflation from the estimates of operating and campenditures.

59
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See AER website atttp://www.aer.gov.au/content/index.phtml/item|d9338

Ovum Pty Ltd was engaged by the ACCC on 28 A010 to develop a model and user manual.
The initial Ovum model and manual were deliverethedACCC on 6 July 2010. The ACCC has
made substantial revisions to the model and masineé then.

The FLSM and accompanying user manual are dlaitan the ACCC's website
www.accc.gov.awr by request from the ACCC.
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= Avoidance of timing issues—a real approach avardsg issues associated with
applying inflation adjustments to certain itemsadmg to when they are
incurred during the year.

»= Consistency with other regulators—a real approashideen used by a number of
state regulators, including the Independent Prieimg) Regulatory Tribunal and
the Essential Services Commission of Victoria. While AER’s PTRM adopts a
nominal approach, a number of parameters are dstihrareal terms (such as the
real rate of return) and are then adjusted forcseinflation.

The ACCC considered that the main disadvantagasedl approach related to
clarity and consistency with financial analysesrgustry participants and market
analysts. A nominal approach may be better undeaddtgy industry and market
participants. Financial markets typically exprestes of return in nominal terms. To
address this issue, the FLSM also shows the nomaiaé for the WACC using the
inflation forecasts used in the model.

Similarly, real forecast data such as operatingcamital expenditures can be adjusted
for inflation to calculate nominal forecast valués. permit these calculations, the
FLSM clearly shows the inflation forecasts usedstmate prices so that real
parameter values can be converted to nominal values

The FLSM undertakes all real calculations in thes® year’ dollar values, that is, as
at 1 July 2009, because 2009-10 is used as theybase

4.3.2 Submissions on the design of the FLSM

Telstra submitted that the FLSM appeared to beiderably more complex than the
PTRM used by the AER. It stated that the differsnoetween the PTRM and the
FLSM suggested that the PTRM was not used, in aagnmgful sense, as the basis
for FLSM.

Telstra also submitted that the ACCC'’s treatmenhfbédtion in the FLSM was
internally inconsistent ‘in that while it ignoresdexation of the initial RAB value, it
indexes future amounts of capital rolled into th&BRand ensures that indexed values
are used for the purpose of deriving capital fosexand disconnection/connection
charges®

Professor Yarrow (in a report submitted by Gillzert Tobin on behalf of Telstra)
asserted that the ACCC'’s approach was inconsigtiing that the initial RAB was
set on the basis of unindexed DAC but the BBM wanttex the historic asset costs
(i.e. DAC values) in updating the asset valuatiofuture years.

Macquarie Telecom, Herbert Geer (on behalf of ijNi@iernode and Adam Internet)
and the Royal Bank of Scotland (RBS) consideretttteaFLSM was not sufficiently
transparent in applying the cost allocation factors

4.3.3 ACCC's revisions to the design of the FLSM

Taking into account submissions to the Septemb&0 Zraft Report, the ACCC has
substantially revised the FLSM since the releasb®September 2010 Draft Report.
The major revisions are summarised in table 4theaend of this chapter.

62 Telstra submission to the ACC@R®view of the 1997 telecommunications access gricin

principles for fixed line services: Draft reportf@@ember 20100ctober 2010, (Telstra
submission) p. 55.
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The revisions to the FLSM, and to the inputs toRh&M, are discussed in detail in
chapters 5-13.

Comparison of the FLSM and the PTRM
The main design differences between the FLSM aad\tER’'s PTRM are:

» The FLSM undertakes all calculations (except taxeal terms (using a base year)
and then converts the estimated real prices intoimal prices for each year of the
regulatory period. The PTRM undertakes all calcoiet in nominal terms.

» Because the FLSM is a real model, the method fbexing land values involves
inflating real land values by the consumer priatei (CPI) to obtain indexed real
land values and then inflating them again by théwdien they are converted into
(indexed) nominal values. The PTRM indexes landesthat are already
expressed in nominal terms.

= There are a large number of joint and common cdostgred in providing a wide
range of telecommunications services across a conmatwork. The FLSM
allocates these joint and common costs to seruseg cost allocation factors.
Such costs are much less significant in the enedystry because a limited
number of standard services are provided via ébggtand gas networks. The
PTRM uses disaggregated expenditure forecastsqao\dy the regulated
businesses. These forecasts allocate all cos&svmss.

» The FLSM uses allocation rules to allocate foreogstrating and capital
expenditures to asset classes. The PTRM uses disrged expenditure forecasts
provided by the regulated businesses and doesanettb apply allocation rules.

While the two models are designed somewhat diftgreim order to reflect different
industry conditions as set out above, both modelsréernally consistent. Where
practical, the FLSM has adopted the same (or asieryjar) approach to that used in
the PTRM, for example in the calculation of taxblidies. In other cases, the ACCC
has followed standard practice adopted by otharlaggys applying a BBM approach,
such as in the treatment of land assets (seex&nge, the regulatory approach
adopted by the Essential Services Commission abxa).

The differences between the two models mean tegtahe not directly comparable
and that the prices estimated by the FLSM cannog¢plécated by the PTRM.

Real basis for FLSM calculations

The ACCC considers that Telstra’s (and their caastilProfessor Yarrow’s) claim
that future RAB values will be indexed reflects sumderstanding of the way the
FLSM works.

As explained in the September 2010 Draft Repoet RhSM undertakes the majority
of the calculations to estimate real prices in teahs, with two exceptions: first, the
tax calculations must be undertaken in nominal $eamd second, land values are
indexed so that they appreciate in real terms twes. This means that, for the
purposes of the real calculations in the FLSMirgduts (except for the values used in
the tax calculations and land values) are convedeleir base year dollar values.
Estimated real prices (that is, prices expresséiderase year dollars) are converted
into nominal prices after the real price calculatidnave been completed.
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Figure 4.2 shows a simplified illustration of thedaulation process applied in the
FLSM.%® The diagram shows which calculations are undentikeeal terms and
identifies where in the calculation process nomiusdiies are converted into base year
dollars and real values are converted into cui(tiat is, nominal) dollars.

In subsequent regulatory periods, the ACCC intéadgdate the base year. The base
year used would be close to the commencement bfreaailatory period. Updating
the base year will involve converting all real \v@dexpressed in the previous base
year prices into the new base year prices. Thesme@p@rocess would not alter
underlying nominal values of any inputs to, or auigpof, the model.

The only exception to this approach, apart fromtéixecalculation inputs and outputs,
relates to the treatment of land asset valuescfsagter 5). The ACCC has accepted
Telstra’s submission that land asset values shmeiiddexed by the CPI. In indexing
land values, the CPl is used as a proxy for gemecetases in land values over time;
in addition, land values are not depreciated inRh8M. The method adopted in the
FLSM to index land values is consistent with thprapch adopted by other
regulators using a real BBM approach (such as #seiitial Services Commission of
Victoria). No other asset values are indexed inRh8M.

Connection and disconnection charges are not gstihtarough the FLSM. The
charges previously calculated by reference to @ysbfithe costs incurred in making
connections and disconnections have been indexedittain the real value of the
charges over the regulatory period (see chapter 15)

Transparency of FLSM calculations

In response to concerns expressed in some submassEimut insufficient
transparency in some of the calculations undertakéme FLSM, the ACCC has
added three new spreadsheets:

= ‘D. Geo cost-based pricing’ worksheet—this spreadshpplies the geographic
cost adjustments required to calculate ULLS cogtisamd”* and corresponding
costs for WLR in relation to the assets classest&land pipes’ and ‘copper
cables’

= ‘E. Allocation factors calc’ worksheet—this sprehdet shows how the cost
allocation factors used in the FLSM are calculated

= ‘F. Opex allocations’ worksheet—this spreadsheewshhow direct and indirect
operating expenditures are allocated to assetedass

®  The diagram is a highly simplified illustratiofithe model. Full details of the model calculation

are discussed in chapters 5-13 of this discussipempand in the user manual for the FLSM.

®  Bands are geographical classifications of ESAmegally, Band 1 includes ESAs in CBD areas;
Band 2 includes ESAs in metropolitan areas; BamtiBides ESAs in regional areas; and Band 4
includes ESAs in rural areas.
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Figure 4.2: Simplified illustration of the calculation process in the FLSM—shown for a single year
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(D) Tax calculator—nominal tax liabilities
(Pre-tax revenue requirement — tax deductible
expenses) * tax rate = nominal tiabilities

Notes:® The diagram shows a simplified flow chart of the model calculations for a single year. It does not illustrate the full RAB roll-forward process; the roll forward of
depreciation and any asset disposals is not illustrated (see chaBlﬂoﬁ)land assets are valued at historic cost, except for ‘ducts and pipes’ which have been increased above
the historic cost recorded in the RAF accounts (see chapfeltzﬁ)d values have been indexed by the CPI since their last revaluation by Telstra. Land is not depreciated (see
chapter 5).
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4.3.4 External checking of FLSM by Marsden Jacob As  sociates

As noted above, the ACCC has substantially revised=LSM since the release of the
September 2010 Draft Report. The ACCC decided briy 2011 to engage a
consultancy firm with economic modelling expertiseeheck the revised FLSM prior
to the release of this discussion paper.

On 9 March 2011, the ACCC engaged Marsden Jacobckidss Pty Ltd (MJA) to
undertake the following tasks:

= check the FLSM to ensure that all formulas are \waylas intended
= remove any redundant code that had no impact ofutfzion of the model, and
= ensure a consistent approach in the presentatithre &¥LSM inputs and outputs.

MJA was also required to update the associatedmiarual to reflect any changes to
the model. This was to ensure that the manual geavihe correct instructions to
users on inputting the variables required to r@nrnttodel.

MJA delivered the checked model and updated usauatdo the ACCC on
23 March 2011. MJA confirmed that the FLSM is waoikias intended. Revisions
were made by MJA to improve the presentation ambilis/ of the FLSM.

4.4  Proposed BBM record keeping rule

Using a BBM to estimate prices over a regulatonygaerequires the input of
forecasts for operating and capital expenditureatel and a number of economic
variables (including inflation, the parameters usederive the WACC and the
corporate tax rate) for the period.

In other industries, such as the electricity ansligdustries, the regulated businesses
submit forecasts of operating and capital expenglitlemand and other variables to
the regulator.

4.4.1 September 2010 Draft Report proposal fora BB M record
keeping rule

The ACCC indicated in the September 2010 Draft Repat it intended to make a
RKR to obtain operating and capital expenditure @@thand forecasts from Telstra
for future regulatory periods. The ACCC noted tihat BBM RKR would require
Telstra to explain the underlying methodology assuanptions used to derive its
forecasts.

The ACCC stated its intention to consult industnytiee proposed RKR and prepare a
regulatory impact statement. The consultation geeeould be conducted separately
to the access pricing principles review in ordereiduce the regulatory burden
imposed on industry participants.

4.4.2 Submissions on the proposed BBM RKR

Telstra submitted that a new RKR covering foregasrmation was unnecessary. It
considered that an informal and voluntary processlavbe sufficient to obtain the
forecast information required for the purposeshefBBM. Telstra proposed that it
work with the ACCC to identify the required infortran and forecast period, noting
that its internal forecasts for management purposesr a considerably shorter time
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period than the four year regulatory period propdsgthe ACCC in the September
2010 Draft Report.

Optus and Macquarie Telecom supported the ACCCasalgo make a RKR to
obtain operating and capital expenditure forecasta Telstra.

AAPT expressed concern that a BBM RKR would be dpegaming since Telstra
would have incentives to over estimate its expemdiforecasts.

4.4.3 ACCC's view on the proposed BBM RKR for futur e periods

The ACCC acknowledges that Telstra cooperated thébACCC by providing
expenditure and demand forecasts for part of tbpqeed regulatory period following
an information request by the ACCC in November 281owever, forecasts were

not provided for the entire proposed regulatoryquer~urther, the explanatory
material provided with the forecasts was insuffitito enable a full assessment by the
ACCC of the basis for the forecasts.

Consequently, the ACCC maintains its view thatranfd RKR should be
implemented to obtain expenditure and demand fstedar future regulatory
periods. A BBM RKR will clearly specify the inforrhan required, the nature of the
supporting information required, the format forgeeting the information, and
timeframes for providing it.

The ACCC considers that setting out these requingsria the proposed BBM RKR
will increase regulatory certainty by ensuring thetstra is aware of its information
obligations and has sufficient notice of when aetasts will be required.

A formal RKR will provide transparency for all inslry participants. The ACCC
considers that transparency in implementing the B8ktucial to ensuring all
industry participants have a high degree of comftegen the ACCC’s new pricing
approach.

The ACCC will consult broadly on the proposed BBMMRRIin due course after the
FADs are issued for the fixed line services. TheC&Cconsiders that conducting the
consultation concurrently with the FAD inquiry wdyplace too high a regulatory
burden on industry participants. Also, changes bwynade to the information
required under the BBM RKR following the current BAonsultation period.

4.5 Length of regulatory period

As noted in section 3.4, an FAD must have an exgaitg, which should align with
the expiry of the declaration for that service gsléhere are circumstances that
warrant a different expiry date. The declaratianstiie six declared fixed line
services all expire on 31 July 2014.

4.5.1 Regulatory period proposed in September 2010  Draft Report

In the September 2010 Draft Report, the ACCC prega@s initial regulatory period
of four years. The ACCC considered this period widag long enough to provide
sufficient stability and certainty to support inthysnvestment planning, but short

%  Telstra Corporation LimitedRricing Principles for Fixed Line Services — Respoto the

ACCC's request for further informatipfNovember 2010 on the ACCC website at
WWW.accc.gov.au
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enough to ensure that prices and pricing structioegd be reviewed as industry
circumstances changed.

The ACCC noted that there were trade-offs involwesketting shorter or longer
periods. In particular, with a shorter regulatoeyipd:

= there is greater certainty around expenditure amdashd forecasts

» there is a greater regulatory and administrativelé in undertaking more
frequent price reviews.

In contrast, with a longer regulatory period:
= Telstra and the access seekers will have greater gertainty
» there are stronger incentives to minimise costsiacr@ase productivity

= there is an increased potential that costs willbgtecovered (which would be
detrimental to dynamic efficiency).

4.5.2 Submissions on length of the regulatory perio d

Submissions to the September 2010 Draft Reportesspd a range of views on the
appropriate length of the regulatory period.

Telstra advocated a two year regulatory periochegrounds that a longer period
would be subject to substantial forecasting emdnich would result in uncertainty,
unpredictability and potential dispute. It statkdtta shorter regulatory period would
reflect the dynamic nature of the telecommunicatiorarket and the current
uncertainty around the roll-out of the NBN.

Frontier Economics also suggested an initial reagaygperiod of two years. It
considered that a longer regulatory period of faufive-years would be appropriate
when industry conditions were more certain and naoairate forecasts could be
made.

Optus expressed concern that a long regulatorpgevould create the potential for
access seekers to pay prices significantly abodenying costs. It submitted that the
regulatory period should be no longer than threses/e

In contrast, Macquarie Telecom, AAPT and M2 Telepamications supported a
four year regulatory period.

Macquarie Telecom stated that the initial regulafmriod must provide sufficient
price certainty to support access seekers’ invastmeentives and minimise the
administrative burden of price reviews. Howevenated that its support for a four
year regulatory period was subject to the provis it can be satisfied that the
ACCC's forecasts are reasonable.

4.5.3 ACCC'’s views on the proposed regulatory perio  d

The ACCC proposes a five-year regulatory perioc fidgulatory period will start on
1 July 2011 and extend to 30 June 2016.

Subsection 152BCF(6) sets out the matters thaA@@C must have regard to when
setting an expiry date for an access determination:
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= the principle that the expiry date of an accessrdanhation should be the same as
the expiry date of the declaration, unless theeecacumstances that warrant a
different expiry date; and

= such other matters as the ACCC considers relevant.

In setting the expiry date for the FADs, the ACC43 Inad regard to the principle that
the expiry dates for the access determination laadléclarations for the declared
fixed line services should be the same. HoweverAGCC believes that in this case,
there are a number of circumstances that warrdiifeaent expiry date. In particular,
the ACCC has decided that a five-year regulatorjogdas appropriate. A later expiry
date than that of the declarations for the fixee kervices is required for the access
determinations if a five-year regulatory perioda$e applied.

The primary reason for choosing a five-year reguaperiod (and hence extending
the expiry date beyond the declarations) is to igegertainty during the transition to
the NBN. The five-year regulatory period will prdei all industry participants with
certainty regarding fixed line prices during theiai transition to the NBN. This price
certainty will help access seekers in their plagrahtheir own transitions to the
NBN.

Both Telstra and Frontier Economics were concemele earlier consultation that a
lengthy regulatory period was not appropriate beedarecasts were not available for
that period. Subsequently, Telstra has agreedovige the ACCC with five-year
operating expenditure forecasts and projection#garapital expenditure.

The ACCC notes that a five-year regulatory pergodsed by a number of other
regulators, including Ofwat (for water price comtrothe United Kingdom) and the
AER (in the national electricity market).

The ACCC has also considered the need to reduaegudatory burden on industry
by limiting the frequency of consultations and imggs. Extending the regulatory
period to five years will reduce the regulatorydem on industry.

4.5.4 Proposed transition from the IAD pricesto FA D prices

The IADs commenced on 1 January 2011. As noteddtia 1.1, once an FAD is
made for a declared service, an IAD relating ta feavice is automatically revoked.

The ACCC proposes not to backdate its FAD pricelsdanuary 2011. It proposes to
apply the draft FAD prices included in this disaaagpaper from 1 July 2011, which
is the commencement date of the proposed five+tggaiatory period. The ACCC
proposes to include a schedule in the FADs whicbriporates the prices in the IADs
for the period 1 January 2011 to 30 June 2011. Jikimmonth period is a transitional
regulatory period.

The ACCC considers that this proposed action wdhpote a smooth transition from
the IAD prices to the FAD prices. It will also prote price certainty for that period

of time and avoid the transaction costs to Teltrd access seekers of accounting for
revised prices in their billing systems.

The ACCC notes that the IAD prices were estimatdgithe best information
available at the time the IADs were made. The ndarmation that has become

% Ofwat, Price review 2009viewed 7 April 2011http://www.ofwat.gov.uk/pricereviewNational

Electricity Rules, Chapter 6, clause 6.3.2.
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available since then has not resulted in a sigmfichange in estimated prices. The
ACCC notes that the draft FAD prices do not diffgnificantly from the IAD prices.

In the circumstances, the ACCC considers that émetits to market participants
from revising the 1AD prices during the first half 2011 are not sufficient to justify
revising these prices, given the potential cosds itiarket participants would likely
incur in implementing revised prices for this tiperiod.

The ACCC notes that an additional benefit of impaitmg the proposed FAD prices
from 1 July 2011 is that it will bring the pricetdeminations onto a financial year
basis. This is consistent with the financial yeasib of the FLSM’s calculations.
Further, business planning and financial reporéirggtypically done on a financial
year basis.
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Table 4.1 Revisions to the FLSM and ACCC forecastince the September 2010 Draft Report

Revision

| Submission reference* | Comment

Assets included in FLSM

Inclusion of some assets incorrectly omitted from Telstra main submission
the FLSM and removal of some assets incorrectly(pp. 108-109)

included

Asset classes added to the RAB, based on informatiovided by Telstra,
are:

* ‘other communications plant and equipment’ addeGAM — to account
for CAN radio systems and some network supporttgsse

* ‘network land’ and ‘other non current assets’ -ude relevant land
assets

* ‘network buildings and support assets’ — includewvant building and
support assets

Asset classes removed from RAB, based on informatiovided by Telstra,

are ‘satellite equipment’ and ‘international netlwoables’.

Treatment of land assets

Telstra main submission
(pp. 59-60)

To reflect the appreciation of land, the valueawfd assets is indexed by
increasing the closing value of land assets byciseCPI inflation to obtain
the following year’s opening value when rolling otlee RAB.

To prevent land assets being depreciated in thévki8ry long asset lives
(10,000 years) have been used to ensure that adepiaciation is negligible
This is consistent with the approach adopted byynadimer regulators.

Revision of asset lives for some asset classes

Telstra main submission
(pp- 108-109) and
Schedule 7

The following asset lives have been increased emdsis of information
provided by Telstra:

« ‘ducts and pipes’ (from 30 to 35 years)

e ‘transmission equipment’ (from 10 to 15 years)

« ‘radio bearer equipment’ (from 10 to 16 years).

Asset lives for newly added asset classes werénglokdrom Telstra’s
Schedule 7.

Inclusion of LSS in FLSM

Inclusion of LSS in FLSM

Frontier Economics (pp|
25-33), Herbert Geer (pp.

3-7), Optus (p. 37) and

Estimates of the specific costs of providing thesl.Bicluding an allowance
for overheads, were included in the FLSM followihgjstra’s provision of
information on the costs it allocates to the L$Sgisponse to a request by t
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Revision

Submission reference*

Comment

Telstra main submission
(p. 121)

ACCC. Network costs allocated to the LSS by Telateae excluded as thesg
are recovered through the WLR prices.

Cost allocation factors

Increased transparency in cost allocation factors

Macquarie Telecom
(p- 3), RBS (p. 4),
Herbert Geer (p. 12)

New spreadsheet showing the calculations for dluxtadion factors added to
the FLSM.

Use of 2008-09 Analysys allocation factors as
starting point

Correction of error caused by using 2009-10 Anayejocation factors
instead of 2008-09 Analysys allocation factors.

PSTN OTA transmission allocation factors

Frontier Economics

Calculation error corrected. Use of historical gttowm PSTN minutes, packe

(pp. 19-20) switch data and ISDN traffic to determine costealion factors. Also
corrected error in units of data which were inccitgein Terabits when they
should have been in Terabytes.

Allocation factors included for added asset classes For the ULLS and the WLR, the factors are AnalySgst Model factors

‘network land’ and ‘network building and support
assets’

adjusted for actual 2008-09 demand and for demairgetésts in subsequent

years. For PSTN OTA and LCS, the factors are ahtedyaverage of the cos

allocation factors for all other asset classesl(ekag ‘network land’ and
‘network building and support assets’) used by ¢heervices.

D

Allocation factors for ‘other plant and equipment’
and ‘indirect capital assets’

‘Indirect capital assets’: The factors are caladaby taking a weighted
average of the allocation factors for the otheetskasses.

‘Other communications plant and equipment’: For $Land WLR, a
weighted average of the CAN ‘radio bearer equipiamd ‘network building
and support assets’ factors are used. For PSTN &0ALCS, the ‘network
building and support assets’ allocations are used.

Adjustment of cost allocation factors for ‘ductslar
pipes’ and ‘copper cables’ for ULLS and WLR to
take account of geographic cost differentials

1 Optus (pp. 30-35, 53-56)
CEG (on behalf of Optus

Cost relativities between the bands for ‘ducts pipés’ and ‘copper cables’
have been derived from the Analysys Cost Model.

Operating expenditure

Revisions to total operating expenditure |

Revisions reflect the changes in asset classasdiadlin the RAB.
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Revision

Submission reference*

Comment

Removal of operating expenditure for ‘customer
equipment’, ‘satellite equipment’ and ‘internatibn
network cables’ asset classes

Telstra has advised that these asset classestarseubto provide the
regulated fixed line services.

Mark-up for indirect operating costs increased

Telstra main submission
(p. 61)

Increased from 10 per cent to 80 per cent basethalysis of Telstra's RAF
accounts and Analysys Cost Model assumptions.

Use of better inflator for telecommunications ass

eErontier Economics
(p. 12)

ABS producer price index (PPI) - Communication equeént manufacturing.

Operating expenditure forther communications
plant and equipment’ reduced

Updated to reflect better information from Telstrathe proportion of ‘other
communications plant and equipment’ assets usptbiade the fixed line
services.

Lower forecasts for CAN operating expenditure

Frontier Economics
(pp. 10-12), Optus main
submission (pp. 8-19)

Use of the most recent actual operating expenditaitee instead of the 5-yeq
average.

Capital expenditure

Use of better inflator for telecommunications ass

etFrontier Economics (p. 6

)ABS PPI - Communication equipment manufacturing.

Inclusion of forecast capital expenditure for
‘network land’ and ‘network building and support
assets’

Forecasts determined using a five year (FY2005-phi3®orical average of
expenditures indexed to 1 June 2009. Historicaitalagxpenditures obtained
from Telstra’s asset register.

Inclusion of capital expenditure for ‘indirect ctgbi
assets’

Annual capital expenditure has been assumed td agnaal depreciation.

Corrected capital expenditure for ‘Indirect Capital

Assets’ asset class

Capital expenditure for ‘Indirect Capital Assets\wicorrectly calculated
using (undepreciated value + average asset ld&)er than (average asset li
+ depreciated value).

fe

Smoothed regulatory depreciation schedule for ‘f
gain systems’, ‘Switching Equipment — Local’ an
‘Indirect Capital Assets’ asset classes.

Pair
|

Regulatory depreciation has been smoothed for aks=es with a remaining
asset life shorter than the regulatory period. ditrsmoothing there would
be a depressed depreciation profile because therngpRAB does not
represent a realistic investment profile priortte tommencement of the
model.

)
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Revision

Submission reference*

Comment

Lower forecasts for CAN capital expenditure

Frontier Economics
(pp. 6-10), Optus main
submission (pp. 8-19)

Extrapolation of the declining trend in capital erditure over the past

5 years. Forecasts were revised again after Tgistraded new actual and
forecast data on 3 March 2011, and forecasts werapslated based on
Telstra’s recommended methodology.

WACC parameters

Updated risk free rate

Telstra main submission
(p. 84)

Increased to 5.61 per cent (from 5.36 per cenggdban 20 day average for
6 December 2010 to 31 December 2010.

Updated expected inflation

Based on updated inflation forecasts issued byr#serve Bank. The update
expected inflation rate is 2.63 per cent; compame2i59 per cent in the
September 2010 Draft Report.

Revised gamma

Telstra main submission
(pp- 87-90)

Economy-wide gamma estimate of 0.45 adopted.

Use of debt risk premium for benchmark A-rated
10-year bonds

Vodafone Hutchison
(p. 8), Telstra main
submission (p. 84)

The nominal debt risk premium has been updatedl® [2er cent, based on
20 day average for 6 December 2010 to 31 Decentli€r @sing Telstra’s
Australian bond issues with 10 years to maturigisira is understood to
currently be the only A-rated company issuing 18rjsonds. As a result, the
Telstra 10-year bond issues were used as the bankatnthis time.

D

Regulatory period

IADs have been set for one calendar year (2011

Telstra main submission
(p. 110), Optus main
submission (pp. 18-19)

IADs are interim and apply until FADs are made.

Regulatory period will apply for five financial yea

The regulatory period will apply from 2011-12 tdl86-16 in order to reduce
the regulatory burden on industry (the regulatasiqu previously applied
until 2013-14).
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Revision

| Submission reference*

| Comment

Forecast demand

Use of actual 2009-10 demand figures for PSTN
OTA and LCS

Telstra supplementary
submission, November
2010 (p. 32)

For PSTN OTA, actual 2009-10 data now availablenfiicelstra’s Schedule §
RAF data. For LCS, demand data provided by Te(8traonths of actual ang
3 months of forecasts).

Updated demand forecasts

Optus main submission
(p. 39-42), Macquarie
Telecom (p. 7) Frontier
Economics (p. 13-15),
Herbert Geer (p. 13),
Telstra supplementary
submission, November
2010 (p. 32)

Revisions based on actual demand trends and ihfgajactions provided by
Telstra in November 2010. Service demand figureskapt constant for
2014-15 and 2015-16.

Roll-forward

2009-10 RAB roll-forward calculation

Telstra main submission
(pp- 63-64)

Correction of calculation for net capital additian2009-10.

RAB

Revision of RAB values included in FLSM

Asset values reconciled with Telstra’s asset regehd Telstra’'s November
submission providing disaggregated values for asseluded in the RAF.

Allocation of ‘network building and support asset
to CAN and Core RABs

sTelstra supplementary
submission, November
2010 (pp. 8-14)

Allocation between the CAN and Core based on dégest TEA model
values for ‘network building and support assetsluded in the CAN. The
residual value is allocated to the Core.

Value for ‘other CAN’ asset class

‘Other CAN’ is made up of pair gains systems equiptnThe depreciation
level for the ‘pair gains’ asset class has beefiep o ‘other CAN’.

Revision of initial RAB value for ‘Ducts and pipes
asset class.

‘Ducts and pipes’ initial RAB value increased tfieet the fact that the
economic value of these assets is likely to exteedlepreciated historic
value of these assets.
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Revision

Submission reference*

Comment

Allocation of ‘other communications plant and

equipment’ to CAN and Core RABs

‘Other communications plant and equipment’ is map®f CAN Radio
bearer equipment and network buildings/supporttastbe CAN Radio
bearer equipment in this asset class is allocattely to the CAN. The
remaining ‘other communications plant and equiprmasgets (network
buildings/support-type assets) are allocated irsétme proportion as the
‘network building and support’ asset class is ated between the CAN and
Core.

Allocation of ‘indirect capital assets’ to CAN and

Core RABs

‘Indirect capital assets’ have been allocated ¢oGAN and Core RABSs in the
same proportions as direct network assets (59%&CAN, 41% Core).

A\1%4

Pricing

Averaging of ULLS band prices

ULLS band 1 to 3 prices have been averaged by tisagroportion of SIOs

in each of the three bands to obtain a weightedhgeeprice.

*Where relevant, the submissions taken into acdoyitite ACCC in deciding on revisions are listedsdme cases, the ACCC has made revisions baseésl @mri analysis

since releasing the September 2010 Draft Report.
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5 Setting the value of the initial regulatory asset
base

Key points

» The ACCC considers that a suitable range of RABesls set by the depreciated
historic value of Telstra’s investments in netwasdsets (that is, depreciated
actual cost) and by depreciated optimised replanenust.

» In estimating access prices for the FADs, the AQ@dposes to adopt the same
approach to determining the initial RAB value asf@dd for the IADs. For the
IADs, the initial opening RAB value was set at ¥b/billion as at 1 July 2009.
That value has been rolled forward to calculateojening RAB value as at
1 July 2011—that value is $15.9 billion.

» The ACCC has accepted Telstra’s advice on the n&tagsets used to supply the
declared fixed line services and revised the adasses included in the RAB.

» The ACCC has adopted land asset values that hareibgexed by the CPI since
Telstra’s last revaluation of these assets. Noadggtion has been allowed for
land assets in the FLSM.

=  While precise information is not available, the ACConsiders that Telstra is
unlikely, on average, to have under-recovered aégtien on its network assets
under the previous TSLRIC+ approach.

» The ACCC has revised the asset lives for some aksstes based on the
additional, more detailed information provided bslstra. The ACCC did not
adopt Telstra’s proposal to truncate the livesssiss that will no longer be used
after the NBN is rolled out.

The RAB is the dollar value attributed to the natkvassets used by the access
provider in providing the regulated services.

Implementing a building block approach requiresAECC to establish the initial
value of the access provider's RAB. Once the inRiAB has been determined, the
value is ‘locked-in’ and rolled forward annuallycacding to a defined roll-forward
mechanism (see chapter 6). The initial RAB valug msajor input in determining the
level of access prices calculated using a buil@iogk approach.

5.1 The initial RAB

The main issue in setting the initial RAB valudn@v to assign a value to the access
provider’s sunk network assets. There is no uniglogirrect’ value for the initial
RAB. An element of judgement is therefore requiledetermine a suitable range of
potential RAB values for Telstra’s sunk investmantaetwork assets and then to
settle on a value within this range that forms ansbbasis for estimating prices.

Key considerations in setting an initial RAB valuoelude:
= the legitimate commercial interests of the accessiger and access seekers
= the level of past recovery on the assets receiydtidaccess provider
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= the incentives for efficient future investmentsigtwork assets
» industry confidence in making future investmentisieas, and
= the reliability of the valuation methodology.

September 2010 Draft Report RAB value

In the September 2010 Draft Report, the ACCC nthtatipotential values for the
initial RAB ranged from scrap value to optimiseglezement cost (ORC). While
scrap value could be justified by reference tosiinek nature of the copper network,
setting the initial RAB on this basis would be inswstent with the access provider’s
legitimate commercial interests. Not allowing asess provider to recover these
costs could mean that it—or other participanthiatelecommunications industry or
in other regulated industries—may be unwilling taka sunk investments in the
future.

The ACCC proposed to adopt an initial RAB valu&d8.3 billion, comprising
$7.5 billion for CAN assets and $5.8 billion fori@assets, based on a DAC
valuation methodology. The reason for using thisaton method is discussed in
section 5.3 below.

The ACCC used historic costs in the RAF accounth@adasis for setting the draft
initial RAB value. The value was also based onGAéN and Core assets identified by
the ACCC as being used to provide the fixed lingises (discussed in section 5.2
below).

In the September 2010 Draft Report, the ACCC rersaghthe limitations of Telstra’s
RAF data, particularly for assets that were puilate many years ago when account
keeping was generally less robust and Telstra wlajgest to less stringent accounting
obligations and disclosure rules. The ACCC hasénpast expressed concerns about
the incomplete nature of Telstra’s records onadtsgtlived network assets,

particularly its ducts, pipes and copper cableg ABCC acknowledged that the
book value of assets contained in the RAF is onlg@proximation of the actual costs
incurred by Telstra. However, the ACCC came toadipinary view that Telstra’s
RAF data represented the most complete and acaceteint of the historic cost of
the fixed line network.

Submissions on thaitial RAB value

Telstra submitted that the proposed RAB value & 3$billion would prevent Telstra
from recovering its costs. It proposed an initidlBRvalue of $28-32 billion, which it
considered would be consistent with past ACCC pgaecisions using the previous
TSLRIC+ approach. In support of this view, it subied that:

An important way in which the ACCC can promote #igband predictability is for it to

adopt an initial depreciated RAB value for Telsddrassets which reflects the current
depreciated value of those same assets under tetTSLRIC+ regimé’

A report by Professor Yarrow (submitted by Gillbemtd Tobin on behalf of Telstra)
noted that ‘there is likely no one correct way'determining an initial RAB valu&
He was unable to comment on the appropriatenetbe gfroposed RAB value,

67
68

Telstra submission, October 2010, p. 67.

Gibert and Tobin submission of Professor Georgediv's exper report to the ACCCReview
of the 1997 telecommunications access pricing jplas for fixed line services: Draft report
September 201@ctover 2010, (Yarrow submission), p. 9.
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stating: ‘that is a judgment for those with gredeowledge of the full facts of the
Australian context®® However, he submitted that the initial RAB valbeusld be
assessed on the basis of ‘the reasonableness aititmmes achieved®,which he
interpreted as price stability. He considered #mt unexpected price changes would
reflect regulatory opportunism which would damaggulatory certainty and
predictability.

Optus submitted that the values adopted by the A@GRe September 2010 Draft
Report were conservative in Telstra’s favour. Ommssidered that Telstra’'s RAF
values should be reduced by Telstra’s actual @zstvery over time, which it
considered would result in a range for the iniR&B value for Telstra’s CAN assets
of between $2 billion and $6 billion.

Herbert Geer submitted that the ACCC could notaeably justify its valuation of
Telstra’s CAN and Core assets. It argued that t6€@& did not specify in detail how
these figures had been determined. It submitteidhieaACCC should disclose the
RAF data that it relied on so that its suitabifity setting the initial RAB could be
reviewed by parties other than Telstra.

The RBS submitted that the ACCC'’s proposed inRAB value was inappropriate
because it was based on a DAC valuation.

ACCC proposed view on theitial RAB value

The ACCC considers that a suitable range of RABesls set by the depreciated
historic value of Telstra’s investments in netwassets (that is, their DAC value) and
by depreciated optimised replacement cost (DORC).

Given the inherent limitations of DAC, DORC andreunt cost accounting
approaches in determining a RAB value (discussegdtion 5.3 below), the ACCC
has considered a number of other factors to assnmsproposing an initial RAB value
within the suitable range of potential values.

In developing its proposed initial RAB value, th€BC has used the DAC value that
forms the lower bound of the suitable range asudisg point. The more substantial
limitations associated with obtaining a DORC valuled it out as a starting point.
The ACCC made two adjustments to the DAC valuendiking these adjustments, the
ACCC took into account submissions to the Septer2b20 Draft Report, the initial
RAB value of $17.75 billion adopted for the purpesé estimating IAD prices, and
two additional considerations set out below.

The proposed opening RAB value as at 1 July 20$1569 billion. This value has
been calculated by rolling forward the initial opgnRAB value of $17.75 billion
estimated by the ACCC to represent an approprateevfor Telstra’s network assets
as at 1 July 2009. (The proposed roll-forward madm, which was used to roll
forward the initial opening RAB value, is describacchapter 6.) Both of these
opening RAB values fall within the range identifiegthe ACCC as suitable for the
purposes of setting regulated access prices falebkred fixed line services, that is,
the DAC and DORC values.

In calculating the initial opening RAB value of $13 billion, the first adjustment to
the starting point DAC value is that the ACCC hesepted that the value of land

% ibid.
 ibid., p. 3.
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assets should be indexed to reflect the appreniafitand values over time (see
section 5.4 below). The ACCC proposes to adoplathé values provided by Telstra
which Telstra has indexed by the CPI since itsragaluation of land assets in
1991-92"* No depreciation has been allowed for land assetssi FLSM. A DAC
value with indexed land asset values results iAB Bstimate of $16.31 billion.

The second adjustment applied in calculating tit@iropening RAB value is that the
ACCC increased the value assigned to the ‘ductggresd’ asset class by

$1.44 billion above its value in Telstra’s RAF agots. In making this adjustment,
the ACCC was guided by the principle that pricitagdity is desirable to the extent
that it supports past investments and promotessinglaonfidence in making future
investment decisions.

In its previous regulatory decisions, the ACCC tassistently sought to promote
competition by encouraging access seeker infrastr@einvestments. As a result,
there has been significant growth in digital suilsarline access multiplexer
(DSLAM) investments as access seekers have inagigsiompeted on price and
service offerings.

Infrastructure competition has, to date, occurnegipminantly in Band 2 ESAs, with
access seeker DSLAMs overwhelmingly located in BaREAs. As at December
2010, approximately 76 per cent of all Band 2 ES#kse served by one or more
competitor DSLAMs (that is, DSLAMs other than Tedés$), and 94 percent of total
ULLS services in operation (SIOs) are provided an& 2 ESAS?

The ACCC considers that, in determining an inlR&B value for the CAN and Core
assets, it is important to protect the legitimaisibess interests of both access seekers
and Telstra. This consideration has led the ACC&twlude that a clear justification

is required for any significant change in existpriges. Based on this view, the

ACCC has decided to maintain the $16 ULLS pricBamd 2 included in the IADs.

In addition, for the reasons set out in chaptetlid ACCC decided that a single

ULLS price of $16 should apply in Bands 1 to 3.

To determine a RAB value consistent with an avetddlel S Band 1 to 3 price of
$16/° the ACCC calculated the net present value of #st dlows expected from the
ULLS Band 1 to 3 price and the prices for the ofiexd line services estimated by
the FLSM as being consistent with the $16 ULLS Barid 3 price’’ The relativities
between these prices and the ULLS Band 1 to 3 pre@etermined within the

FLSM based on the relative costs of providing themwices (see chapters 10 and 11).

The net present value calculation implies an ihdening RAB value of

$17.75 billion as at | July 2009, when the incretrayove the RAB estimate of
$16.31 billion (based on a DAC value with indexadd asset values) is allocated to
the ‘ducts and pipes’ asset class. Since this Vallgewithin the suitable range of
potential RAB values (set by DAC and DORC), the ACTlkas determined that this

" Telstra submission, October 2010, p. 78.

2 Telstra CAN RKR data, December 2010.

®  The averaged ULLS Band 1 to 3 price was caledlaising the relative shares of SIOs in each
band to weight the individual Band 1 to 3 ULLS psaeestimated by the FLSM.

Using a net present value approach to deteragget values is an accepted valuation method. See
Steering Committee on National Performance Monipof Government Trading Enterprises,
Guidelines on Accounting Policy for Valuation ob&fs of Government Trading Enterprises:

Using Current Valuation Method€ommonwealth of Australia, State and Territory

Governments, 1994.
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value represented an appropriate value for Telstra’s CAN and Core assets used to
provide the fixed line services.

In deciding to allocate the increment to the ‘ducts and pipes’ asset class, the ACCC
took the view that the economic value of these assets is likely to be substantially
higher than their depreciated historic values as recorded in the RAF accounts. Since
these assets are long-lived, they are more susceptible to the limitations of past
accounting practices than other network assets in establishing a value based on
accounting records. In addition, these assets represent infrastructure that will be of use
beyond the life of the current copper network. In particular, ducts and pipes are likely
to be of continuing economic value for a fibre based network.

Table 5.1 shows a reconciliation of the initial RAB values included in the September
2010 Draft Report and the proposed initial opening RAB value of $17.75 billion as at
[ July 2009.

Table 5.1: Initial RAB value—Reconciliation of September 2010 Draft Report
RAB value and proposed initial opening RAB value as at 1 July 2009

September 2010 Draft Proposed RAB value
Report

CAN $7.5b $9.8b

Core $5.8b $8.0b

Total $13.3b $17.8b

Asset Reason CAN ($m) | Core ($m)

Network land Included on Telstra advice; ] [ ]
included at indexed historic cost

Network buildings and | Included on Telstra advice [ ] [

support

Indirect capital assets Included on Telstra advice -

Satellite equipment and| Removed on Telstra advice 0 -720

international network

cables

Pair gains systems Telstra data, lower value attributed -460 0
to fixed line services

Ducts and pipes Increased value 1440 0

Switching equipment Telstra data, lower value attributed 0 -50
to fixed line services

Transmission equipment  Telstra data, lower value attributed 0 -110
to fixed line services

Inter-exchange cables Telstra data, lower value attributed 0 -70
to fixed line services

Total 2300 2170

To estimate draft prices for the FADs, the ACCC has rolled forward the initial

opening RAB value of $17.75 billion using its proposed roll-forward mechanism. The
opening RAB value as at 1 July 2011 is $15.9 billion. Table 5.2 shows a

reconciliation between the initial opening RAB value as at 1 July 2009 and the
opening RAB value as at 1 July 2011. It also shows the opening RAB for each year of
the proposed regulatory period and the contributions to changes in the opening RAB
value from depreciation, capital additions and indexation of land values.
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Table 5.2: Opening and closing RAB values, 2009-10 2015-16, and
contributions to changes in RAB values

Opening Closing | Depreciation| Capital Land value
RAB (at1 | RAB (at 30 | ($ billion) additions | indexation
July, $ June, $ (% billion) | ($ billion)
billion) billion)
2009-10 17.750 16.928 1.941 1.100 0.019
2010-11 16.928 15.934 2.007 0.993 0.020
2011-12 15.934 15.108 1.845 0.999 0.020
2012-13 15.108 14.361 1.757 0.988 0.021
2013-14 14.361 13.581 1.779 0.978 0.021
2014-15 13.581 13.057 1.514 0.968 0.022
2015-16 13.057 12.686 1.351 0.957 0.023

Note: The opening RAB is equal to the previous geabsing RAB.

The opening RAB values from 2009-10 to 2015-16adse shown graphically in
figure 5.1.
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In the FLSM, the closing RAB each year is equahtopening RAB in the

following year. The opening RAB as at 1 July 204 thierefore equal to the closing
RAB as at 30 June 2010. The opening RAB as atyl2lil1 falls from its

1 July 2009 value because depreciation exceedsothbined value of asset additions
(that is, capital investment) and land value imbiat This reflects the declining trend
in investment in network assets (see the relevariia in chapter 6 on capital
expenditure). The trend continues over the regulgieriod, leading to declining

RAB values over time.

The ACCC proposes to adopt an opening RAB of $mbBli#on as at 1 July 2011 for
the purpose of estimating prices for the FADs. ARECC further proposes that this
initial RAB value determined for the FADs will bltked in” and rolled forward in
subsequent years according to the roll-forward meicm set out in chapter 6.
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5.2 Asset classes to be included in the RAB

To determine the initial value of the RAB, the asdasses included in the RAB must
be identified and then values must be assignelaosetasset classes. For the purpose
of estimating prices for the declared fixed linevgees, the asset classes in the RAB
should be Telstra’s CAN and Core network assetd usproviding those services.

September 2010 Draft Report view on assets classes

In the September 2010 Draft Report, the ACCC preg@dse include the following
CAN and Core assets in the initial RAB:

Table 5.3: Asset classes included in the RAB—Septber 2010 Draft Report

CAN Asset Class Core Asset Class

Ducts and pipes Switching equipment - Local
Copper cables Switching equipment - Trunk
Other cables Switching equipment - Other
Pair gain systems Inter-exchange cables
Radio CAN Transmission equipment
Other assets Radio bearer equipment
Satellite equipment
International network cables

The listed assets are joint or common assets. ateysed to provide a number of
services, including non-declared services. Onlyopg@rtion of the cost of these
shared assets is allocated to the declared firedskrvices (see chapter 10).

Three asset classes in the CAN and Core netwodata equipment, mobile network
and terminal equipment, and customer equipmentere excluded from the assets
included in the RAB because these assets are adthysthe declared fixed line
services.

Submissions on asset classes

Telstra’s submission provided an alternative ihiRAB value based on a different set
of asset classes to those included by the ACCG@loulating an initial RAB value for
the September 2010 Draft Report.

In November 2010, the ACCC sought further inforrmatirom Telstra, including
information on what assets, and RAF asset claasesised to provide the declared
fixed line services. Telstra’s November 2010 resgandicated that two asset classes
included by the ACCC are not used to provide thetadted fixed line services. These
are the ‘international network cables’ and theelae equipment’ asset classes.

Telstra also submitted that the ACCC did not ineladl of the assets used to supply
the declared fixed line services in determiningitiigal RAB value. Specifically, the
ACCC excluded indirect capital assets. In resptosiee ACCC’s November 2010
information request, Telstra advised that indicagiital assets were used to provide
administration, human relations, accounting, IT atieer indirect functions. It
advised that indirect capital expenditure is reporinder the RAF asset categories
‘non communications plant and equipment’ and ‘otin@n current assets’.

Telstra also advised in its November 2010 resptmetethree additional asset classes
are used to provide the declared fixed line sesvitbese are ‘other communications
plant and equipment’ (which includes CAN radio sys$ and some network support
assets), ‘network land’ and ‘network buildings aughport assets’. It also advised that
the asset class ‘other non current assets’ inclsde relevant land assets.
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In its October 2010 submission, Telstra provideday of its asset register, which set
out more detailed information about its assetsthant depreciated actual values than
is included in the RAF accountIn its November 2010 response to the ACCC'’s
information request, Telstra provided a reconddiabf the assets in its asset register
against those in its RAF accounts.

ACCC view on asset classes

The ACCC has accepted Telstra’s advice on the nktagsets used to supply the
declared fixed line services and adjusted theofisisset classes included in the RAB
accordingly. The following ten CAN asset classes Ah Core asset classes are
included in the FLSM:

Table 5.4: Asset classes included in the RAB—ACCvised view

CAN Asset Class Core Asset Class

Ducts and pipes Switching equipment - Local
Copper cables Switching equipment - Trunk
Other cables Switching equipment - Other
Pair gain systems Inter-exchange cables

CAN radio bearer equipment Transmission equipment

Other CAN assets Core radio bearer equipment
Other communications plant and Other communications plant and
equipment equipment

Network land Network land

= Network buildings and support assets Network buildings and support assets
= Indirect capital assets Indirect capital assets

LSS equipment

The ACCC has removed the two asset categoriesnatienal network cables’ and
‘satellite equipment’. It also removed some asBets the asset classes ‘local
switching’, ‘pair gain systems’ and ‘transmissiaqugment’ that Telstra advised
were not used in providing the declared fixed Beevices. This resulted in reductions
to the depreciated values of those asset classes.

The ACCC has included the three additional asssisels ‘other communications
plant and equipment’, ‘network land’ and ‘networnkildings and support assets’,
which Telstra advised are used to provide the dedlaxed line services.

Telstra advised that the ‘other communications tdawa equipment’ asset class
includes assets like racks, tie cables and supmgpironwork that are used to provide
fixed line services. The ACCC has allocated thevaht asset costs between the CAN
and the Core network using two methods: (i) diseathere the relevant assets are
used only to provide CAN or Core services or (ithie same proportion as the
allocations of ‘network building and support’ assketss to the CAN and Core

network where the assets are used to provide babh &hd Core services.

The asset values for ‘network land’ and ‘networkdings and support’ asset classes
provided by Telstra were not allocated betweerA&l and Core network. The
ACCC has used Telstra’s TEA model to estimate efuhdepreciated value of land,
buildings and network support assets includedenGAN. Since the TEA model does
not include Band 4, the ACCC estimated the ass#d to provide Band 4 services
by reference to the shares of land, buildings a&td/ork support assets allocated to

S Additional Telstra submission to the ACC®sview of the 1997 telecommunications access

pricing principles for fixed line services: Draf¢port September 2018lovember 2010,
(Novemnber 2010 Telstra submission), Schedule 1Sahedule 2.
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each band in the Analysys model. The resultingregte of undepreciated asset values
for ‘network buildings and support’ assets in th&N\Cis then depreciated using the
depreciation levels obtained from the RAF. Landuealare not depreciated.

Once the ‘network land’ value and depreciated vafueetwork buildings and
support’ asset value have been allocated the CiAdNresidual values for ‘network
land’ and ‘network buildings and support’ are a#ited to the Core network.

The ACCC has also included a new asset class i@ and the Core called

‘indirect capital assets’. This asset class inctudee items 2-2-01-4 “Information
Technology” and 2-2-05-4 “Other” from the RAF assategory ‘non-
communications plant and equipment’ and line iteB+25-4 “Other” from the RAF
asset category ‘other non-current assets’, to atdou the indirect assets used to
provide the declared fixed line services. The AQ@ES apportioned the costs of these
RAF line items between the CAN and the Core netviased on the proportion of
CAN and Core assets in the total RAB.

The CAN asset class ‘Other assets’ has been ren@tisel CAN assets’. This asset
class corresponds to the RAF asset class ‘Other’' QAN made up entirely of
customer access devices for Mux, which Telstragddassed are pair gain systems,
line cards and CMUX equipment used to supply veewices such as WLR.

The ACCC has also added a new asset class ‘LSBrequat’ to allow it to estimate
the LSS price in the FLSM (see chapter 12).

5.3 Valuation methodology

As noted in section 5.1 above, there is no unigleggrect’ value for the initial RAB.
There are a number of alternative valuation metluggles available to determine the
initial RAB value. The choice of valuation methoogy will involve an element of
judgement, taking into account the factors relevarhe industry and regulated
business.

RAB valuation methodology adopted in the Septem®@10 Draft Report

The ACCC considered a number of revenue-based@siebased approaches to
valuing the RAB. It recognised that DAC and DOR®img methodologies both
contain strengths and weaknesses.

The ACCC considered that the efficient ‘build/birytentives promoted by a DORC
approach are less relevant in the current environmfean aging copper network and
the delivery of services across a variety of enmgyrgechnologies. It recognised that
Telstra’s copper CAN clearly displays enduring leoick characteristics, rather than
being a network likely to be bypassed through tetdgical or market development.
Inefficient duplication of CAN infrastructure is likely. The ACCC concluded that a
replacement cost pricing approach like DORC, wahrationale of providing efficient
‘build/buy’ signals, is less applicable in the mesenvironment.

The ACCC also highlighted its concern that a DORMLiation would compensate the
access provider for investments it has not actum#gle and this could distort
investment incentives. In addition, estimating hyaetical costs to obtain a DORC

® " The CAN and Core proportions are based on thegstion of CAN and Core asset values in

Schedule 2 of Telstra’s November submission. Thasges do not include the increment of
$1.44 billion to the value assigned to the ‘dwid pipes’ asset class.
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valuation would be a complex, subjective exerdis is less transparent and
verifiable than using actual costs under a DAC aagin.

In contrast, the ACCC considered that a DAC vatmathethodology had the
advantage of being a widely accepted pricing medlogy that is objective and
relatively simple to implement. A DAC valuation enss that the access provider is
able to achieve a commercial return on its actmastments. In doing so, it provides
efficient investment incentives and avoids the agkegulatory opportunism, which
could deter the access provider (and other indystrircipants) from undertaking
future investments in sunk assets. A DAC valua#ipproach would promote
confidence by industry participants (and particigan other regulated industries) that
the regulatory arrangements will permit them tmwer the costs of their investments.

The ACCC noted that a shortcoming of a DAC appradegiived from the limitations
of the available historic cost records containethenRAF accounts, particularly for
the long lived assets like ducts, pipes, and coppkles. However, the RAF accounts
represented the best available objective and inttkpely verified information.

After weighing up the advantages and disadvantafydgferent valuation
methodologies, the ACCC reached a preliminary viawhe September 2010 Draft
Report, that adopting a DAC methodology to valwergdevant telecommunications
infrastructure would satisfy the LTIE and meet lbgitimate commercial interests of
the access provider.

Submissions on th&®AB valuation methodology

Optus preferred a DAC methodology to value Telstrestwork assets over a DORC
approach. It stated that DORC is more complex,esuttp a higher degree of
uncertainty and more prone to modelling error aridrmation asymmetry. It agreed
that any possible efficiency advantages resultinognfmethodologies based on
replacement cost, including DORC, are likely tatnaimal in the current
environment.

Macquarie Telecom noted that DORC suffers fromngeaof problems compared
with DAC, which is relatively simple, objectivelyeasured and well understood. On
balance, it supported the ACCC'’s proposal to sebfhening RAB using a DAC
valuation methodology and the RAF values.

Herbert Geer supported the Commission’s decisiorptace TSLRIC+ with a RAB
based on DAC methodology. However, it submitted ith&as unreasonable to rely
on approximate and incomplete RAF data when adgaticost-based approach to
valuing assets and that reliance on this data m@msistent with the DAC
methodology.

AAPT supported the use of DAC and the RAF accotmestablish the initial RAB.
Frontier Economics also supported using the DAChoto set the initial RAB
value.

In contrast, Telstra argued that the use of uniaddxstoric cost is not the appropriate
valuation methodology. Telstra submitted that thet@ considerable body of
regulatory and legal precedent that endorses replant cost, and DORC in
particular, as an appropriate and reasonable vatuapproach for establishing initial
assets values in regulated industries. Telstra gtdzhthat the ACCC'’s proposed
approach causes significant asset devaluation yngdrom a real asset value based
on replacement costs to a nomimalue based on depreciated accounting cost.
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Telstra advocated the use of a DORC approach,gakenmost recent DORC
valuation used by the ACCC in determining indicatprices, and deducting
depreciation since that date. If the ACCC weredoidk to apply a DAC approach,
Telstra considered that historic costs should dexad. It stated that failing to take
into account the effects of inflation on the vatighe CAN and Core network would
be contrary to Telstra’s legitimate commercial iagts.

Professor Yarrow (in a report submitted by Gillzertl Tobin on behalf of Telstra)
submitted that what ultimately matters is the readteness of the price outcomes
resulting from the chosen RAB value, rather thanvaluation method. He stated that
either DAC or DORC may provide a convenient metbbetting to a fair and
reasonable outcomé&’.

In regard to the use of an indexed DAC approaacbfeBsor Yarrow considered that
this approach would overcompensate for inflatioless the inflation allowance
included in the previous WACC values used to sdicative prices was removed. He

noted that:
given that the previous regime worked with a norimizrest rate, it can be argued that
adjustments for inflation were arguably already enbg the fact that the inflation
component of the WACC compensated for the lossahvalue of the capital stock over the
relevant accounting period ... any (backward lookimgyvard, annual revaluations of capital
to reflect changes in the general price level waufgliably be cancelled out by the fact that
in relation to the use of indexed historic costt thflation component in the WACC would
disappear in the IHC [indexed historic cost] appio4

That is, removing the inflation allowance providedin previous WACCs, as
required to avoid double compensation for inflatimould result in the indexed and
unindexed DAC values giving the same RAB values.

The RBS stated that DAC does not guide eitheriefitausage or efficient investment
decisions.

ACCC view on the@roposedrAB valuation methodology

The ACCC considers that a suitable range of RABesls set by the depreciated
historic value of Telstra’s investments in netwadsets (that is, DAC value) and by
DORC. In determining this range for the purposéheflADs, the ACCC took into
account that:

= a DAC value would allow Telstra to recoup its atingestment costs and achieve
a commercial return on those investments. A vadnatnethod that valued sunk
assets at less than their actual costs could,datiog a risk of ‘regulatory
opportunism’, deter future investments in sunk &ssg regulated businesses.
Therefore, a DAC value sets the lower bound foréimge of suitable RAB values.

= a DORC value would be compatible with the previe8&RIC+-based approach
to calculating ULLS prices, which used estimateddORilues for Telstra’s assets.
To ensure consistency with the actual cost foundatf the building block
approach, an ORC value must be depreciated tatéfle age of Telstra’s actual
assets—therefore a DORC value must be used raizeQRC’? DORC values

" Yarrow submission, p. 5.

78 ‘hi
ibid., p. 13.

" In applying its previous TSLRIC+ approach, th@@C used estimates of the hypothetical cost of
replacing Telstra’s network with new modern equivilassets. Since these hypothetical assets
were assumed to be new, there was no depreciatticontrast, a building block approach
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have been adopted in setting initial RAB valuestimer regulated industries,
including the energy industry. Since DORC valuesvee from existing models
are based on continued use of outdated copper-tad®ablogies, and less-than-
full optimisation of the network, the ACCC consisiéhat currently available
DORC values form an upper bound for the range whisie RAB values.

After determining the suitable range of RAB valubg, ACCC has considered
whether a RAB value based on either end of thigegamould provide a sound basis
for estimating prices. The ACCC is of the view thath valuation methods have
considerable limitations.

A DAC valuation of Telstra’s assets would nece$gée based on Telstra’'s RAF
accounts because, as noted in the September 2@ft0R@port, the RAF data
generally represent the most complete and accreabed of historic costs for the
fixed line network In that report, however, the ACCC recognised iimitations of
Telstra’s RAF data, particularly for assets thateygut in place many years ago when
account keeping was generally less robust andraelsis subject to less stringent
accounting obligations and disclosure rules. Th&€&as in the past expressed
concerns about the incomplete nature of Telstexends on its long-lived network
assets, particularly its ducts, pipes and coppalesa

Use of a DORC valuation method would require theZ80 make many subjective
judgements about the appropriate level of optinosatnd the modern equivalent
assets for the copper network. The ACCC has nbidriticisms by the Tribunal of
existing TSLRIC+ models. It considers that, if &alble model was available, a
DORC value would be calculated using a fibre nekwaiith a discount for the much
higher service quality potential of fibre and astalntial depreciation allowance to
take into account the age and deterioration oétigting copper network (compared
to a new fibre network). No such model currentlisesxand timely development of
such a model is not feasible.

Taking these considerations into account, the ACGCE the view that neither the
DAC nor DORC approaches taken alone would in théraserovide a sufficiently
robust or reliable method for determining an ihiR&AB value. As noted in

section 5.1, the ACCC used the DAC value that faitmedower bound of the suitable
range as a starting point from which it developeditable RAB value. The more
substantial limitations associated with obtainifg@RC value ruled it out as a
starting point. The ACCC made two adjustments éoDIC value, which are
explained in section 5.1.

The ACCC has also considered whether Telstra’sntigost accounting valuation of
its assets could provide a reliable basis forrsgtin initial RAB value. However,
since these accounts provide indexed values f@trBéd assets calculated from the
RAF accounts, they are subject to the same liroitatas the RAF accounts as well as

requires a value to be placed on the actual ass@tg used to provide the services. This requires
an allowance for depreciation to reflect the agthefactual assets in use.

The asset values in the RAF accounts generadlyrnisrmation from Telstra’s asset register,
which provides a more disaggregated record of histmsts. The main exception is land assets,
which, in Telstra’s asset register, have been te¢hafrom time to time and indexed by the CPI to
reflect the typical appreciation of land assets dwee. In addition, land assets are not deprediate
in Telstra’s asset register.

80
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any shortcomings in the indexation methodology iepghy Telstr&" Furthermore,

the ACCC agrees with Professor Yarrow’s view tingieixing the value of the assets
included in the RAB would result in double-countimignflation when a nominal
WACC (which includes an inflation allowance) hagbapplied in determining
access prices. The exception is land values, wdneldiscussed in section 5.4 below.

5.4 Valuation methodology for land assets

Land assets are used to provide the declared liixkedervices. A value needs to be
assigned to these assets in establishing thel iRifi8 value.

September 2010 Draft Report view on the valuatioathodology for land assets

Since the RAF accounts do not separately iderdifig lassets, the ACCC was unable
to identify the land assets included in RAF asketses. Therefore land assets were
treated in the same way as the other assets irttindbe September 2010 Draft
Report.

Submissions on thgaluation methodology for land assets

Telstra submitted that the ACCC incorrectly depatai land assets at the same rate
as equipment included in the relevant asset cladstra argued that because land
typically appreciates and does not deteriorate bwer like other assets, it should not
be depreciated. It agued that land asset valuagdshe indexed to reflect the
appreciation of land values over time.

In response to the ACCC’s November 2010 requeshformation, Telstra advised
that network land assets are included in the ‘otfoer current assets’ asset class in the
RAF. It also provided data on the historic cost amtkxed values of its land assets
from its asset register. Land values were indexeithé CPI.

ACCC view on thevaluation methodology for land assets

The ACCC is of the view that the value of land &sséould be indexed to reflect the
appreciation of land values over time. The ACCQopses to adopt the land values
provided by Telstra which Telstra has indexed l&y@#| since its last revaluation of
land assets in 1991-821t proposes that no depreciation be allowed fodlassets in
the FLSM.

The ACCC intends to adopt this approach in detengithe initial RAB value.

5.5 Past cost recovery

An important objective of the BBM approach is toal the access provider to
recover its previous costs of investing in sunkasfructure as well as its efficient and
prudent costs of investment in new network as3éts.Tribunal has expressed similar
views, stating that the access provider’s legitartaisiness interests would be met by
access prices that allow it to receive a commeretairn on its prudent (past)
investment in infrastructur®.

8 Telstra’s indexation methodology in its curreast accounts is not transparent so the ACCC is

unable to assess its appropriateness.
Telstra submission, p. 78.
8 Application by Telstra Corporation Limited ABN 3810775 552010] ACompT 1 at [244].
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September 2010 Draft Report view on past cost recpv

In the September 2010 Draft Report, the ACCC stttatipast depreciation received
by Telstra should be taken into account when gethe initial RAB and that no

further adjustments for past over- or under-recpgtould be made after the initial
RAB is set. This would ensure that access seekensa charged more than once for
Telstra’s costs of investing in the existing assetd that prices reflect the actual costs
of investment. The ACCC proposed to take into antthe past depreciation

included in Telstra’s RAF accounts.

Submissions on past cost recovery

A number of submission argued that Telstra hasvered more than straight line
depreciation in the past, suggesting that a loniéial RAB valuation should be
adopted.

Frontier Economics (on behalf of the CCC) argued Trelstra has almost certainly
recovered far more than straight line depreciatiostated that the opening RAB
value could therefore be lower without adversefgaing Telstra’s incentives to
invest.

AAPT stated that the value of Telstra’s assets lshioel reduced by the actual
compensation received by Telstra to date and netriajght line depreciation.

Optus supported taking account of past recoverydigtra to avoid double recovery
of investment costs, which would occur if past @epation of existing assets was not
taken into account. It stated that Telstra shoeldltle to recoup no more than its
actual investments in the network.

In contrast, Professor Yarrow (in a report subrdittg Gilbert and Tobin on behalf of
Telstra) argued that setting the initial RAB in aywthat ensures that only normal
returns are made in the past (that is, ‘clawingkbpast economic profit) may
contribute to a regulatory reputation for opportimiand may weaken regulatory
certainty and predictability.

Telstra submitted that the ACCC’s proposed approamiid prevent Telstra from
recovering a large amount of deferred deprecidtahwas previously back loaded
by the ACCC under its tilted annuity approach. ralstated that unrecovered
deferred depreciation amounted to $31.9 billioristfa considered that $18.6 billion
(being the difference between its estimate of uswered depreciation and the
ACCC's draft initial RAB value of $13.3 billion) widd become ‘stranded’ by the
ACCC'’s proposed RAB valuation methodology.

Telstra rejected arguments that revaluing its assethe basis of TSLRIC+ had
allowed it to recover more than the investmentsastually incurred and costs that it
had not incurred. It argued that asset revaluatimre ‘completely offset by the back
loading (tilting) of capital recovery typical oftéd annuities® Telstra also argued
that changing the depreciation method, by movingifa TSLRIC based asset
valuation methodology to a RAB-based approach,waytthrough the lives of its
network assets would prevent it from fully recownerits investment costs.

8 Telstra submission, Schedule 1 - Asset Valuafiepreciation and Cost Recovery, p. 9.
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ACCC view on past cost recovery

Telstra’s arguments about ‘stranded’ depreciatést on an assumption that Telstra’s
assets were generally new when the TSLRIC framewonkmenced. The ACCC
considers that Telstra’s assumption is not supddiyethe facts.

If the majority of Telstra’s assets were new when TSLRIC framework
commenced, it is possible that a move from the TIEtRasset valuation approach
(with a tilted annuity depreciation method) to aNBBhethodology (with straight line
depreciation) may lead to Telstra not recoveriagnvestment costs.

However, many assets comprising Telstra’s fixed hetwork were not new when the
TSLRIC regime began. From the information provitbgdrelstra from its asset
register, which sets out actual investment undertaince 1968 for the CAN and
1960 for the Core, it is evident that a large prtipa of assets were in place prior to
the commencement of the TSLRIC framework in 199% ®lder Telstra’s assets
were at the commencement of the TSLRIC framewdk greater the likelihood that
the combination of the tilted annuity and revaloatof the asset base under the
previous approach has resulted in net over-recaveirywvestment costs when moving
from a TSLRIC+ methodology to a BBM approach.

Telstra has indicated that many of its assets goetio be in use significantly past
their assumed asset lives for depreciation purpdisesbmitted that:

Telstra has some assets which have been fully dieped for accounting purposes — and so have
been removed from the asset register — but that#irs active us&>

Telstra provided examples of assets that have tllgrdepreciated but remain in
use, including:

= tunnel networks in major capital which were constied in the early 20th century
and are still used

= copper cable and pit and pipe networks throughastralia

= various group assets still in active use which Hzeen automatically retired from
Telstra’s asset register at the end of their oalggervice lives, including huts,
shelters, pits and pipes and some software systems.

Under the previous TSLRIC+ regime, Telstra recei@edturn on and of capital on
assets that continued in use after they were @dlyreciated.

It is impossible to reach definitive conclusion®abthe level of Telstra’s past cost
recovery on the basis of the available data. Howekie ACCC considers that
available evidence from Telstra’s RAF accountsetassgister, annual reports and
additional evidence provided in its October and &uber 20101 submissions
suggests that Telstra is unlikely, on averageatehunder-recovered depreciation on
its network assets under the previous TSLRIC+ agugiro

See section 5.7 for a more detailed technical dsoun of the relationship between
asset age and the recovery of depreciation in ngdvom a TSLRIC approach to a
BBM approach.
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Telstra submission, p. 46.
November 2010 Telstra submission, p. 13.
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5.6 Assetlives

Estimated asset lives for the assets in the CANGore network are required to
determine a deprecation schedule for those assét®astimate past recovery of
depreciation. Because the majority of these assetaot new, and have therefore
already been partly depreciated, their remainirsgtaé/es must be calculated to set
the period over which the remaining depreciatiol lba recovered.

Each asset class contains a mixture of assets pldace at different times. For the
purposes of the FLSM, an average asset life anchgeagemaining asset life must be
estimated for each asset class. Using averagelasseis a simplifying assumption
since developing a full investment and depreciatiadile for all existing assets from
the date when they were put in place is not feasibl

September 2010 Draft Report asset lives

For the September 2010 Draft Report, the ACCC soindbrmation from Telstra on
average total and remaining asset lives for the @Al Core assets. Telstra advised it
was unable to provide reliable information.

Consequently, the ACCC estimated average assstftivehe CAN assets based on
the asset lives used in Telstra’s TEA model. Remgiasset lives were calculated by
applying the estimated undepreciated percentagaaf asset class multiplied by the
average asset life for that class. For the Conearét the ACCC estimated average
asset lives using the asset lives included in thalysys cost model.

The ACCC noted a number of qualifications on tHeupdity of its method of
estimating total and remaining asset lives. Attime, these were the most reliable
available estimates of the asset lives for thedfimetwork assets.

Submissions on asset lives

A number of submissions commented on the appr@paisset lives for Telstra’s fixed
network assets.

Frontier generally supported the ACCC’s methodolfmyyestimating asset lives in
the absence of better information from Telstra. sy, it questioned the ACCC’s
assumption of a conservative average asset lifelfmts and pipes’ of 30 years.

Herbert Geer stated that Telstra is bound by adeuystandards to state the
remaining service lives of its assets and notetiTiekstra includes remaining service
lives of significant items of property, plant argug@ment in the notes to its financial
statements. Herbert Geer submitted that it is @m$éwnable to set average asset lives
for Telstra’s assets when these assets have beangdace over a number of years,
with some being relatively new and others muchwlde

Telstra submitted that depreciation should be ¢aled by reference to each asset’s
economic life rather than its technical life. lbsuitted a report by RBB Economfés
setting out estimated asset lives based on Testtounting data, its annual Asset
Service Life Review Process and international beraking. RBB Economics
truncated the estimated asset lives for some aftiBes fixed assets where it
considered the NBN roll-out would reduce the ecoiedife of the asset.

Telstra argued that truncation of the lives of est®at will no longer be used after the
NBN is rolled out would allow it to recover all remning depreciation on those assets

87 George SiolisRBB Economics: Service lives for Telsra’s fixedvoek assetsOctober 2010.
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before the relevant lines are migrated to the NBN. It stated that, if depreciation was
not front loaded in this way, it would not be able to recover its full capital costs for
those assets.

ACCC view on past cost recovery

The ACCC has revised the asset lives for some asset classes based on the additional,
more detailed information provided by Telstra. Where an asset class comprises

several asset types with different asset lives, a weighted average of the asset types has
been calculated to obtain an average total asset life.

The ACCC has maintained the approach adopted in the September 2010 Draft Report
to calculate remaining asset lives for each asset class. The ACCC has not accepted
Telstra’s arguments for truncating asset lives and thereby front-loading depreciation.
The ACCC considers that payments under the proposed deal between Telstra and the
NBN Co are likely to compensate Telstra for unrecovered depreciation on assets no
longer used to provide fixed line services following the roll-out of the NBN.

Tables 5.5 and 5.6 below show the revised average and remaining asset lives for each
asset class used in the FLSM. Table 5.7 sets out the total and remaining asset lives
assigned to asset classes added to the RAB since the September 2010 Draft Report.

Table 5.5: Revised estimated average and remaining asset lives by CAN asset
class

Asset class Average asset life Remaining asset life
Ducts and pipes 35

Copper cables 20

Other cables 20

Pair gain systems 12

CAN radio bearer equipment 12

Other CAN assets 12

Other communications plant &

equipment [ e

Table 5.6: Revised estimated average and remaining asset lives by Core asset
class

Asset class Average asset life Remaining asset life
Switching equipment - Local 27

Switching equipment - Trunk 25

Switching equipment - Other 20

Inter-exchange cables 38

Transmission equipment s

CORE radio bearer equipment 16

Other communications plant &

equipment I

Table 5.7: Estimated average and remaining asset lives for added asset classes
Asset class Average asset life Remaining asset life
Network land 10 000 10 000
Network buildings & support [ -
Indirect capital assets 10

The ACCC has increased the total asset life for ducts and pipes to 35 years. This value
is in line with the Analysys Cost model and Telstra’s submission which shows a total

asset life for distribution ducts and pipe ||| | | I 2nd main ducts
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and pipes . The assdife for transmission equipment has
been increased from 10 year years to reflect information provided
by Telstra.

The inclusion of additional asset classes in the RAB required new asset lives to be
estimated. Land assets have been assigned an asset life of 10,000 years for the
purposes of the FLSM to ensure that depreciation of land assets is negligible. The
total asset life for ‘network buildings and support’ assets has been estimated as a
weighted average of the asset lives for the network buildings, network support and
network power components provided by Telstra from its asset register. The remaining
asset life for ‘network buildings and support’ assets has been calculated by

multiplying each component’s depreciation level by its respective total asset life and
deriving the weighted average remaining asset life across the three components of the
asset class.

For asset classes labelled ‘other’, the ACCC has examined the assets comprising these
asset classes. Where the assets are similar to the assets contained in another FLSM
asset class, the ACCC has applied the asset life of that asset class as a proxy. For
example, the ‘other CAN assets’ asset class is made up entirely of Mux equipment.
Since Mux equipment is also located in the ‘pair gain systems’ asset class, the ‘other
CAN assets’ asset class has been assigned the same total and remaining asset life as
the ‘pair gain systems’ asset class.

For the ‘other communication plant and equipment’ asset class Telstra advised that
‘other communication plant and equipment’ assets are composed of CAN radio
equipment and building assé&fsThe CAN asset life for ‘other communication plant

and equipment’ is a weighted average of the asset lives for CAN radio equipment and
building assets. The Core equivalent of this asset class is made up entirely of building
assets so the asset life for the building component of ‘network building and support’
asset class has been applied to this asset class.

‘Indirect capital assets’ cover a range of assets that contribute indirectly to the
network. These assets can range from long lived building assets (with asset lives of
more than 20 years) to much shorter-lived information technology assets (with asset
lives of 5 years). In the absence of information about the weights of different assets
within the asset class, the ACCC has adopted a conservative average asset life of
10 years. It has assumed the asset class is 50 per cent depreciated which gives a
remaining average asset life of 5 years.

5.7 Technical discussion of past recovery of depreciation

Telstra has submitted that in moving from a TSLRIC+ approach (with a tilted annuity
depreciation method) to a building block approach (with straight line depreciation)

will result in substantial under-recovery of depreciation, which it has called ‘stranded
depreciation’. It has illustrated this argument with a graph similar to figure 5.2 below.

8  November 2010 Telstra submission, Schedule 2.
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Figure 5.2
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In the above example, a new $100,000 asset with a 20 year asset life is depreciated
using a tilted annuity approach. The ACCC'’s previous approach involved annual
revaluation of the network and set the tilted annuity as first year’s annuity each year.
Assuming annual revaluations and the tilt are set using the same price change
parameter, the original asset value will be fully recovered.

However, straight-line depreciation produces a different depreciation profile such that
after ten years, depreciation under tilted annuity approach is less than that under
straight-line approach. This is represented by the difference in figure 5.2.

If a TSLRIC+ and titled annuity approach is adopted for the first ten years of the
asset’s life, the depreciated asset value will be shown by the upper line in figure 5.2.
The regulator switches to the straight line depreciation method after the tenth year and
sets the RAB value on the basis of DAC assuming that straight line depreciation was
applied over the previous ten years. The depreciated value of the asset will fall. The
loss of value is shown by the vertical line marked ‘unrecovered amount’, which
represents unrecovered depreciation.

In this example, the initial cost of the asset will not be fully recovered by the end of its
life at 20 years. This is illustrated in figure 5.3 below:
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Figure 5.3
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The unrecovered amount here is the same as thigtine 5.2. By switching to a DAC
based RAB, with straight line depreciation basedhanoriginal asset value, Telstra
would expect to under-recover depreciation ondbkeet. Figure 5.4 illustrates the
under-recovery by comparing the allowed tilted atyndepreciation with straight line
depreciation over the asset. The area betweenuthesequals the unrecovered
amount:

Figure 5.4
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However, the above example illustrates the worse&@enario, that of a new asset. In
reality, Telstra’s assets have different assesla@that the proportion of the asset life
for which the tilted annuity was in operation varfer different assets. Further, and
most critically, all assets were not new when rajoh came into existence.

To illustrate, consider the following example. Assua new asset with a 20 year life,
as in the first example, with the difference beiingt the regulatory period only
operates for 25 per cent of its asset life. In taise, the amount of under-recovery is
much smaller than in the first example, as showfigures 5.5 and 5.6.

Figure 5.5
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Figure 5.6
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Many assets comprising Telstra’s fixed line netwwese not new when the
regulatory regime began. Consider the same assattfre previous example, with the
difference that it was five-years old when regaiattommenced. The asset is
revalued when regulation begins, and a tilted agnsiicalculated based on this new
value, rather than its depreciated actual coghitnexample, moving from the tilted
annuity approach to straight line depreciation vé@ult in much lower under-
recovery, as shown in figures 5.7 and 5.8.
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Figure 5.7
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Figure 5.8
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If the asset is assumed to be 50 per cent depedoidten regulation commences, the
outcome is reversed. As illustrated by figuresaémé 5.10, the combination of tilted
annuity and revaluation of the asset base undesréheous approach would result in
net overrecovery of depreciation. Under-recovery at tlaetsif the TSLRIC
regulatory regime is more than offset by subseqaeet-recovery.
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Figure 5.9
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Figure 5. 10
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Over-recovery of depreciation is greatest for asaethe end of their lives when
TSLRIC-based regulation commences. For these ass€&LRIC approach and
tilted annuity results in significant over-recoveag shown in figures 5.11 and 5.12.
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Figure 5.11
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Figure 5.12
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In addition, some assets in Telstra’s fixed linenoek would have been fully
depreciated but still in use at the time regulatommenced. Other assets would have
become fully depreciated but remained in use dutiegorevious TSLRIC regime.

The previous TSLRIC approach assumed, but didewptire, that assets past their
assumed asset lives would be replaced with newsa$s® assets that were fully
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depreciated but still in use when the TSLRIC apphoaas adopted, all depreciation
obtained under the TSLRIC approach representedrecerery of depreciation.

The extent of actual under or over-recovery of deation will therefore depend on
the ages of Telstra’s assets when regulation coroeteand their asset lives. It is not
possible, on the information available to the AC@Cgalculate whether there has
been net under or over-recovery on balance.
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6

Capital expenditure

Key points

The ACCC proposes to establish a roll-forward madm to update the RAB
each year for forecast capital expenditure, deatieci and asset disposals.

Land assets are treated differently to other assetslling forward land values,
land assets are not depreciated and their valeas@exed by the CPI.

Capital expenditure forms a component of the regeeqguirement through the
return on capital and return of capital (regulatdepreciation).

The ACCC has revised its September 2010 capitarekfure forecasts based gn
projections provided by Telstra, submissions as@vin analysis. Forecast capi

expenditure is expected to decline in real termes tive period 2010-11 to

2015-16.

The ACCC proposes to make no adjustments for ‘iendeovers’ in actual
expenditure, compared to forecast expenditurenduhie regulatory period.

The ACCC proposes to adopt the straight line degtiiea method.

The ACCC has adopted a nominal vanilla WACC of 984 cent (6.25 per cent

real), based on the following parameters:

Input

ACCC proposed approach

Risk-free rate

Based on the 10 year Commonwealth Government Siesubond yield, using
an averaging period of 20 business days. The ndmgkafree rate used to set
IAD prices was 5.61 per cent.

Market risk Set at the historic level of 6 per cent.

premium

Equity beta and | Set at 0.7 for consistency with the approach adbipt@revious ACCC and
asset beta AER decisions.

Equity issuance
costs

The ACCC proposes to exclude equity issuance éaststhe WACC.

Debt risk
premium

Based on the difference in yield between a Telstrad rate with 10 years to
maturity and the 10 year CGS rate. The DRP useéttbAD prices was
2.19 per cent.

Gearing ratio

Set at 40 per cent debt and 60 perempiity.

Debt issuance
cost

Updated using the methodology developed by Allenstitting Group (ACG).
The debt issuance cost used to set IAD prices v@apes cent.

Debt beta The ACCC proposes to set the debt betra per cent.

Gamma Set at 0.45 to represent a benchmark economy-veille yvbased on the most
(imputation recent available empirical data.

factor)

tal

Capital costs comprise two cost blocks in the agdlock approach—the return of
capital (regulatory depreciation) and a commengalrn on capital. To calculate
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these costs for each year of the regulatory peticdRAB must be rolled forward to
account for net capital investment during the prasiyear.

This chapter describes the proposed roll forwardhmaerism and sets out the ACCC’s
proposed capital expenditure forecasts, WACC patanestimates, and proposed
depreciation methodology.

6.1 Rolling forward the RAB

The FLSM rolls forward the RAB at the end of eaelaryto determine the opening
value of the RAB for the next year. The roll-fondgrocess updates the RAB to
reflect forecasts for capital expenditure, deptemeand asset disposals for that year.

6.1.1 ACCC's approach in September 2010 Draft Repor t

The ACCC proposed to roll forward the RAB each yesing the following roll-
forward equation:

RAB.; = RAB + capex— depreciation— asset disposals

whereRARB;; = opening RAB for the next regulatory year
RAR = opening RAB for the current year
capex = forecast capital expenditure during the curyeatr (after the
half-WACC adjustment)
depreciation= depreciation during the current year
asset disposals asset disposals during the current year

The opening RAB for the next regulatory year isada the closing RAB for the
current year.

As shown in the roll-forward equation, capital exgiture is added to the RAB
through the roll-forward process. Capital experndittontributes to the revenue
requirement through the return on capital (givertigyproduct of the WACC and the
RAB value) and through the return of capital (regoity depreciation). This method
ensures that investment costs are recovered oxdivds of the relevant assets rather
than all at once in the year in which the capitqdemditure occurs (in contrast to
operating expenditure which is added directly ®rtvenue requirement in the year
in which it occurs).

Capital expenditure is assumed to be incurred gwamross the year. This is
equivalent to all capital expenditure being undeztahalf-way through the year. To
provide a return on the capital expenditure un#ertaluring the year, the FLSM
includes a half-WACC adjustment. Using this methzagital expenditure in a
particular year has no impact on the revenue rement for the year in which it
occurs. Rather, in the following year, the previgaar's capital expenditure plus the
half-WACC adjustment is fully incorporated into tRAB. The half-WACC
adjustment ‘grosses up’ the unadjusted capital mdipgre before it is rolled into the
RAB according to the following equation:
capex = capex, *(1+WACC)”
wherecapex= forecast capital expenditure during the current wdizr the
half-WACC adjustment
capex,= unadjusted forecast capital expenditure duringctiveent year
before the half-WACC adjustment

71



To calculate the opening RAB for subsequent reguyateriods, the closing RAB for
the previous period (calculated using the roll-farevequation) will be adjusted for
inflation using the CPI to convert it into the @ilevel used as the updated base year
for the next regulatory period. This adjustmemasessary to re-base the real asset
values used in the FLSM to the updated base ye&afth successive regulatory
period (see section 4.3.3).

As noted in chapter 8, all tax liability calculateare undertaken in nominal terms. In
the FLSM, the tax RAB roll-forward mechanism is danted in nominal terms with
an explicit inflation adjustment applied to the RAB each year of the regulatory
period.

The ACCC considered that the roll-forward mechanmsoposed in the September
2010 Draft Report would provide certainty and tgarency in the valuation of the
RAB over time.

6.1.2 Submissions on RAB roll-forward process

Telstra submitted that there were two errors invtag the RAB roll-forward process
was implemented in the FLSM. First, it stated thettcapital additions for 2009-10

were not depreciated. Second, that the half-WACGsaaent was not added to the
capital expenditure rolled into the following yeadpening RAB.

Herbert Geer (on behalf of iiNet, Internode and Wdaternet) questioned whether
the half-WACC adjustment would appropriately congsde Telstra for its actual
capital costs and asked the ACCC to explain whgiisidered that any potential
overcompensation was likely to be minor.

6.1.3 ACCC response

The ACCC has revised the FLSM to ensure that dapataadditions for 2009-10 are
correctly depreciated and that annual net capitditns are adjusted by the half-
WACC multiplicative factor before being rolled intike RAB at the close of the year.

The tax RAB roll-forward process incorporates &-NaACC adjustment for
consistency in the treatment of capital expendituthe FLSM.

The ACCC considers that any over-compensationaelt the half-WACC
adjustment is unlikely to be significant unless dlegual timing of capital expenditure
is always concentrated at the end of the finary@at. Where capital expenditures are
undertaken fairly evenly throughout the year, tbguaption underlying the half-
WACC adjustment is likely to provide a good approation of reality. Given that
Telstra undertakes a large number of relativelylscagital projects (compared to
other utilities that undertake a small number oféa lumpy investments), the ACCC
considers the assumption that capital investmerursaver the course of the year is
appropriate.

Since the September 2010 Draft Report, the ACCQdnased its treatment of land
asset values in the FLSM (see chapter 5). Landsaaseindexed by the CPI to reflect
the fact that land does not depreciate but geyesplbreciates in value over time.
Land assets are therefore treated differentlyheradissets in the RAB roll-forward
process. After adding net additions to the curyesatr’'s opening RAB value for land
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assets, the value of land assets is indexed bgdsténflation before it is rolled into
the next regulatory year’s opening RAB.

At the commencement of the next regulatory perile,opening RAB value will need
to be expressed in the updated base year dolladsfasthe regulatory period. This
will require the closing RAB value for the previoperiod (expressed in the base year
dollars for that period) to be inflated by the mment in the CPI between the
previous period’s base year to the updated bagse Y@ adjustment will simply
convert the real values for all assets includethénRAB, including land assets, so
that they are all expressed in the updated basedpdlars for the next regulatory
period. This updating adjustment should not be gewas double-indexing of land
values. The purpose of the adjustment is to ertbatehe real calculations
undertaken in the FLSM are all carried out in tpdated base year dollar. No
indexing of RAB values occurs in re-basing assktasto an updated base year.

6.2 Capital expenditure

The FLSM requires capital expenditure forecas@rasput into calculating prices
for the declared fixed line services for the estioraperiod. As explained in

section 6.1 above, forecast capital expenditurelisd into the RAB each year and
forms a component of the revenue requirement thrdlug return on and of capital.

6.2.1 September 2010 Draft Report capital expenditu  re forecasts

The ACCC approached Telstra during the processtohating the September 2010
Draft Report prices for its forecasts of future itapexpenditure but Telstra advised
that suitable forecasts were not available.

In the absence of capital expenditure forecastgiged by Telstra, the ACCC
developed its own forecasts of capital expenditorestimate draft indicative prices
for the proposed first regulatory period from 2Q1Dto 2013-14. The ACCC
assumed that capital expenditure over the regylgernod would be approximately
the same as the five-year average of past cappangliture (in real terms) on assets
used to provide the declared fixed line services.

The ACCC considered two sources of data on pasiat@mpenditure: Telstra’s RAF
accounts and Telstra’s annual reports. The ACCi@ately used data contained in
Telstra’s annual reports.

The RAF data does not directly report gross capiakenditure. Implied capital
expenditure can be estimated as the year-on-y@agehin the historical value of
assets by asset class (that is, the differencedeetthe opening and closing book
value of the assets). This method of estimatingiahcapital expenditure is subject to
significant problems. In some years, the methodigsphat capital expenditure is
negative. In addition, implied capital expenditigdighly volatile from year to year.
The estimation of implied capital expenditure maydistorted by a number of
factors, including:

= asset sales, asset write-downs, transfers of assetfated companies, or other
asset disposals during the year

8 To ensure depreciation of land assets is effelstizero, land assets have been assigned asset live

of 10,000 years, consistent with the treatmenanéilassets by other regulators such as the
Victorian Essential Services Commission.
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= ‘retirements’ of assets that become fully depreciaturing the year

»= changes in asset lives that alter the written deaoe of those assets
= changes in accounting practices or valuation amhe=

» the potential inclusion of some network land andiding assets.

Due to these problems, the ACCC concluded thaguRiF data to estimate capital
expenditure did not produce sufficiently reliabfimates to use in forecasting capital
expenditure.

The ACCC therefore used annual report informatdevelop its capital expenditure
forecasts for the purpose of the September 2016l Regort. Several assumptions
were required to allocate the reported capital edjteres to the CAN and Core:

= The 2008, 2009 and 2010 annual reports recordatapipenditure in a number of
categories, including fixed access, network cokteansmissiorl° The ACCC
assumed that the capital expenditure reportedxXedfaccess was likely to
represent investments in CAN assets while the ekiper reported for network
core and transmission would relate to Core assdtsei FLSM.

= Prior to 2008, different classifications were u$@dcapital expenditure in
Telstra’s annual reports. The ACCC assumed thatat@xpenditure reported for
the customer access network category related to @#8dts while switching and
transmission expenditures were allocated to Cmetas

= All of the capital expenditure recorded in the smaussion category was allocated
to the Core network. This was considered likelpverstate actual capital
expenditure on transmission assets included ilCtre because some of this
expenditure was likely to relate to inter-capitahismission and non-declared
regional transmission assétdHowever, the ACCC did not have disaggregated
data to allow it to exclude these expenditures.

In developing its forecasts, the ACCC noted thhaad not attempted to forecast the
typical volatility seen in actual capital expendgdrom year to year. Its capital
expenditure forecasts for each year of the regujigteriod were smoothed out to
reflect the underlying level of investment in CANdaCore assets.

The ACCC proposed to adopt efficiency mechanisnpdoide incentives for Telstra
to undertake prudent and efficient capital investteeProposed mechanisms were:

capital expenditure prudency checks

monitoring of the use of competitive tender proesss

a carry-forward mechanism to share the benefiteffafiency gains, and

cost pass-through mechanisms for major unforeseeatal uncontrollable events.

% The other categories of capital expenditure &fgtand and buildings, products, Sensis, wireless

access, international, and other.
Inter-capital transmission is a declared servigenot one of the fixed line regulated services in
the current review. Inter-capital transmission vdonibt be allocated to the Core network.
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6.2.2 Submissions on capital expenditure forecasts

Submissions by access seekers generally statethehACCC'’s capital expenditure
forecasts were too high and that capital experalitvas expected to decline over the
regulatory period.

ACCC'’s capital expenditure forecasts

Macquarie agreed with the use of Telstra’s annefabit data when more reliable data
was not available. However, it considered a fivary@storical average would
overstate capital expenditure over the regulaterjop for two main reasons. First,
Telstra was unlikely to continue to invest exteanin the copper network due to the
NBN and second, capital expenditure on both CAN@ark assets had fallen in the
past two years.

Optus submitted that recent capital expenditur&ddgtra should not be used as the
forecast of future capital expenditure. It propoasguming continuing annual falls in
capital expenditure at the same annual rates asdedt in 2009-10. On this basis, it
stated that annual declines of 24 per cent for GAN 28 per cent for Core capital
expenditure over the regulatory period would beseovative because capital
expenditure is likely to fall rapidly as Telstracoenmissions its fixed network.

Optus also submitted that the September 2010 Bsggort did not clearly explain
how total capital expenditure was allocated betwtberrelevant asset classes. Optus
noted that the largest proportion of capital expeeme was allocated to ‘ducts and
pipes’ (40 per cent) and ‘copper cables’ (17 pat)c®©ptus considered these
allocations to be unrealistic as Telstra is unjikel undertake significant new
investments in these assets, given the impendiggation of its fixed line customers
to the NBN. It stated that minimal capital expeadtshould be allocated to the
‘ducts and pipes’ and ‘copper cables’ asset classes

Frontier Economics submitted that the ACCC'’s fostchd not appropriately account
for the historical downward trend in actual cap&apenditure and failed to account
for Telstra’s expected decommissioning of its copyetwork as a result of the NBN
roll-out. It also stated that the ABS PPI for etenic equipment and other machinery
IS not an appropriate inflator.

Herbert Geer (on behalf of iiNet, Internode and Wdaternet) questioned the
ACCC's use of a five-year historic average to fastcapital expenditure and stated
that the ACCC had not sufficiently justified itssamptions.

Telstra submitted that the ACCC'’s capital expendiforecasts made no allowance
for indirect capital costs, resulting in the revemaquirement being understated by
$168m in 2010-11. It also submitted that the ACGe&igital expenditure forecasts

would not be reliable due to the highly uncertaimisonment.

Efficiency mechanisms for capital expenditure

Telstra submitted that its capital planning procgas efficient and prudent and, as
such, there was no justification for prudency res@as proposed in the September

%2 Optus submission to the ACC@eview of the 1997 telecommunications access gricin

principles for fixed line services: Draft reporti@ember 20100ctober 2010, (Optus
submission), p. 12. The ACCC notes that the figurdhe table on p. 12 are the reverse of the
figures in para. 3.25 of Optus’ submission. The ACi@&as taken the figures in the text as being
correct.
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2010 Draft Report. It advocated the adoption ofAE#R'’s approach to forecasting
capital expenditure. Under this approach the regdlausiness’ capital expenditure
forecasts must be accepted unless the AER isisdtitiat the forecasts do not reflect
the efficient and prudently incurred costs of magtiefined network objectives.

Telstra also submitted that it was concerned thaCCC ‘seems to leave open the
option to review individual projects> Telstra considered this:
would allow the ACCC to either reject the entiresftast because a small number of projects
were considered not to meet the prudency and effigi test or to adjust the total forecast
downwards by excluding those proje%%s.

Optus submitted that specific efficiency mechanisvese not necessary because:
= it was unlikely that significant investment would kequired in future
= efficiency concerns could be addressed throughrexpégew, and

= efficiency mechanisms were more likely to createeask incentives to take
advantage of information asymmetries than to adgdyeguine inefficiencies.

Specifically, Optus suggested that Telstra hachgtiocentives to inflate its capital
expenditure forecasts. It proposed that all demetibetween forecast and actual
expenditures should be returned to end users thrimuger prices. In contrast, Optus
considered that the proposed efficiency mechanwsodd inappropriately allow
Telstra to retain the full benefit from such dewas.

AAPT supported the use of incentive mechanismsisoe that only prudently
incurred capital expenditure was included. Howekemged the ACCC to consider
an alternative pricing approach, whereby a CPI-{Xisaapplied to individual service
prices, thereby providing greater certainty and Rssceptibility to gaming.

VHA submitted that it supported most of the effrig mechanisms proposed by the
ACCC for capital expenditure. However, VHA requestgeater detail on the
proposed application of these mechanisms. Fornnstat was not clear whether such
mechanisms would be applied periodically throughbatregulatory period or
whether such mechanisms would be applied at thettie: relevant regulatory
period.

6.2.3 ACCC's revisions to capital expenditure forec  asts

In estimating IAD prices, the ACCC revised its ¢apexpenditure forecasts as a
result of submissions and further information pded by Telstra in November 2010.

Telstra subsequently provided updated informatioit®capital expenditure forecasts
in March 2011. The updated information was recenfer the IADs had been made.
The ACCC has taken this additional information iat@ount and further revised its
capital expenditure forecasts for the purposestinating the draft prices included in
this discussion paper.

Revisions adopted in estimating prices for the IADs
In November 2010, the ACCC requested additionarimation from Telstra on:

= the alternative capital expenditure forecastsitrainsidered would be more
appropriate than the forecasts included in theeepéer 2010 Draft Report

% Telstra submission, p. 96.

% ibid.
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= jts own internal capital expenditure forecasts and an explanation of the basis for
these forecasts, such as the drivers of its forecast capital expenditures, other
factors taken into account, and, if possible, separate identification of ‘baseline’
projects and ‘discretionary’ projects

= any forecast impacts from the roll-out of the NBN and an explanation of how
these impacts were estimat&d.

On 22 November 2010, Telstra provided its 2009-10 actual capital expenditure and
forecast 2010-11 capital expenditure on assets used to provide the declared fixed line
services?®

These capital expenditure figures were substantially lower than the capital
expenditure amounts obtained from Telstra’s annual reports. The annual report
amounts included capital expenditures on assets that are not used to provide the
declared fixed line services. Telstra’s response to the ACCC'’s information request
provided capital expenditures for only those asset classes that it considered should be
included in the RAB (see chapter 5). Where Telstra identified only some of the assets
included in an asset class as being used to provide the declared fixed line services, it
included an equivalent share of the capital expenditure forecast on that asS&inclass
the capital expenditure figures.

The ACCC considers that the capital expenditure figures provided by Telstra are
likely to be a more accurate measure of capital expenditure on the assets used to
provide the declared fixed line services than Telstra’s annual report figures.

Telstra’s forecast 2010-11 capital expenditure is lower than its capital expenditure in
2009-10. Telstra stated that its forecasts are based on a ‘minimum maintenance capex’
where capital expenditure is only undertaken to maintain existing service levels or
respond to organic network growth.

In estimating prices for the IADs, the ACCC adopted Telstra’s 2009-10 actual capital
expenditure and its 2010-11 forecast capital expenditure. Since Telstra did not provide
a forecast for capital expenditure in 2011-12, the ACCC assumed that capital
expenditure would remain at the same level as forecast for 2010-11 in real terms.

To convert Telstra’s capital expenditure forecasts to the base year dollars used in the
FLSM, the forecasts were indexed to 1 July 2009 dollars using a simple average of the
ABS labour price index for private information media and telecommunications and
ABS PPI for communication equipment manufacturing for 2009-10 and 2010-11. The
rationale for using these indexes is discussed in section 7.3.2 of this discussion paper.

The ACCC also forecast capital expenditure for an additional asset class ‘indirect
capital assets’ included in the RAB (see chapter 5). The only information available on
capital expenditure on ‘indirect capital assets’ is derived indirectly from the RAF,

% ACCC,ACCC Letter to Telstra — Request for further information re fixed line pridifig

November 2011, available http://www.accc.gov.au/content/index.phtml?itemI|d£959

November 2010 Telstra submission. A redacted version of the information submission is available
atwww.accc.gov.au/content/index.phtml|?itemld=953633

There are four such partly included asset categories, and the percentage excluded is as follows:

96

97

% Telstra Corporation Limited®ricing Principles for Fixed Line Services — Response to the

ACCC's request for further informatipfNovember 2010, p. 19.
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using year-on-year changes in the historical asset value. As noted in section 6.2.1
above, this method of estimating annual capital expenditure is subject to significant
problems. In the absence of an alternative source of information, the ACCC has
assumed that annual capital expenditure on these assets is equal to annual depreciation
on these assets as estimated by the FLSM, using the ACCC’s estimate of the average
asset life of these assets.

Table 6.1 shows the forecasts for CAN and Core capital expenditure in 2010-11 and
2011-12 used to estimate IAD prices, and base year expenditure in 2009-10 for
comparison.

Table 6.1: 2009-10 capital expenditufeand 2010-11 to 2011-12 forecast capital
expenditure (in 1 July 2009 dollars)—used to estimate IAD prices

2009-10 2010-11 2011-12
cAN | | |
Zom—ir—1
Toa | |

Note:? Includes estimated capital expenditure for the ‘indirect capital assets’ asset class, assuming that
annual capital expenditure on these assets is equal to annual depreciation on these assets.

Revisions adopted in estimating draft FAD prices

On 2 March 2011, Telstra submitted revised capital expenditure forecasts. As noted
above, the updated forecasts were received after the IADs had been made.

Telstra revised its 2010-11 capital expendituredase upwards HijEGEGE_G
n to reflect actual capital eepditure in the first six months of
2010-117° Telstra advised that it is currently updating its capital expenditure forecasts
for future years but stated that for the purpose of forecasting capital expenditure over
the regulatory period, the ACCC could adopt a no
annual increase from its revised 2010-11 expenditure forecast.

Telstra has previously submitted that its capital projects are divided into two
categories: ‘baseline’ projects that are necessary to maintain minimum network
standards, comply with legislative requirements and cater for current or forecast
customer demand; and discretionary projects which are all other capital pt%jécts.

advised that non-discretionary projects compriseapmate|yjj||| |GG
I of 2l capital projects.

The ACCC considers that Telstra’s forecast of a small real decline in capital
expenditure over the regulatory period is reasonable. The ACCC expects that Telstra’s
investments are likely to focus on ‘baseline’ projects needed to maintain its current
network and cater for population growth and that Telstra is unlikely to undertake
significant discretionary investments in the fixed line network, due to the roll-out of

the NBN. Consequently, the ACCC has adopted Telstra’s updated capital expenditure
forecasts to estimate draft FAD prices.

% Telstra,Pricing Principles for Fixed Line Services — Response to the ACCC's request for further

information — updated capital expenditure informati@rMarch 2011.

190 Telstra submission, p. 96.
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Telstra’s updated forecasts did not include capital expenditure on ‘indirect capital
assets’. In the absence of additional information relating to ‘indirect capital assets’,
the ACCC has maintained its previous assumption that annual investments in these
assets will equal their estimated depreciation allowances. In estimating draft prices,
the ACCC has corrected an error in the previous calculation of capital expenditure on
‘indirect capital assets’, which understated forecast capital expenditure.

Forecast capital expenditure for 2010-11 has ineck&®

From 2011-12, the ACCC has ajgpl
nominal growth rate, which translates into a real decline, to forecast capital
expenditure on assets other than ‘indirect capital assets’, for the rest of the period.
Table 6.2 shows the forecasts used to estimate draft prices.

Table 6.2: 2009-10 capital expenditufeand 2010-11 to 2015-16 forecast capital
expenditure ($m at 1 July 2009)—used to estimate draft prices for 2011-12 to
2015-16

2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 | 2014-15 | 2015-16
[

Nl 2l =N EE = = =E =

coe ' HIH | HH EHE B B =B .:

LLEE EHlN EE EE BN =BE |

Note:? Includes estimated capital expenditure for the ‘indirect capital assets’ asset class, assuming that
annual capital expenditure on these assets is equal to annual depreciation on these assets.

6.2.4 Allocation of forecast capital expenditure to asset classes

In the September 2010 Draft Report, the ACCC allocated forecast capital expenditure
asset classes by taking into account asset size, remaining asset life and expected
demand for the services using the asset (which could result in a need to expand
capacity). However, it was cautious in allocating forecast capital expenditure on the
basis of remaining asset lives, noting the qualifications on the process used to estimate
total and remaining asset lives for the September 2010 Draft Report.

On 22 November 2010 in a response to a request by the ACCC, Telstra provided

actual and forecast capital expenditure by asset category. These asset categories are a
more disaggregated classification of assets than the asset classes listed in the RAF and
used in the FLSM. The ACCC reconciled these asset categories against the asset
classes in the FLSM and used Telstra’s allocations.

However, for ‘other communications plant and equipment’, ‘network land’ and

‘network buildings/support assets’, total capital expenditure allocated to these assets
must, for the purposes of the FLSM, be further allocated to the CAN and Core since
these asset classes are included in both the CAN and Core assets. The ‘indirect capital
assets’ asset class also falls within both the CAN and the Core. Forecast capital
expenditure for these assets has been allocated to the corresponding CAN and Core
asset classes based on the share of that asset’s total depreciated value in the CAN and
in the Core respectively.

This method has been applied to allocate forecast capital expenditure to asset classes
for the purpose of estimating IAD prices. The resulting allocations are shown in
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tables 6.3 and 6.4. The same method has been applied for the purpose of estimating
draft prices and the resulting allocations are shown in tables 6.5 and 6.6.

Table 6.3: Allocation of capital expenditure by CAN asset class ($m at
1 July 2009) —used to estimate IAD prices [c-i-C]

CAN 2009-10 2010-11 2011-12

Ducts and pipes R B B
Copper cables ] ] [ ]
Other cables ] ] [ ]
Pair gain systems N N N
Radio bearer equipment B B B
Other CAN assets | | |
Other communications

plant and equipment B B B
Network land | | |
Network buildings/support ] ] [ ]
Indirect capital assets ] ] [ ]

Table 6.4: Allocation of capital expenditure by Core asset class ($m at
1 July 2009) —used to estimate IAD prices [c-i-C]

Core 2009-10 2010-11 2011-12

Switching equipment -
Local

Switching equipment -
Trunk

Switching equipment -
Other

Inter-exchange cables

Transmission equipment

Radio bearer equipment

Other communications
plant and equipment

Network land

Network buildings/support

Indirect capital assets

LSS equipment




Table 6.5: Allocation of capital expenditure by CAN asset class ($m at
1 July 2009) —used to estimate draft FAD prices [c-i-C]

CAN 2011-12 ( 2012-13 | 2013-14 | 2014-15 | 2015-16

Ducts and pipes

Copper cables

Other cables

Pair gain systems

Radio bearer equipment
Other CAN assets

Other communications plant and equipment

Network land

Network buildings/support

IN-=nmEEnl
IN-=nmEEnl
IN-=nmEENR
IN-=nmEENR
Ai-munEiEl

Indirect capital assets

Table 6.6: Allocation of capital expenditure by Core asset class ($m at 1 July
2009)—used to estimate draft FAD prices [c-i-C]

Core 2011-12 | 2012-13 | 2013-14 | 2014-15 | 2015-16

Switching equipment - Local

Switching equipment - Trunk

Switching equipment - Other

Inter-exchange cables

Transmission equipment

Radio bearer equipment

Other communications plant and equipment

Network land

Network buildings/support

Indirect capital assets

Jl-mulinni
Jl-nnjinnQl
‘Ji-nnjjinnl
"Bl-muinnl
'Ilrlllllll

LSS equipment

Telstra did not provide an explanation of how it had allocated forecast total capital
expenditure to asset classes. The ACCC considered whether Telstra’s allocations
appear appropriate. Where the forecast capital expenditure allocated to an asset class
differs significantly to the past pattern of investment in that asset class, the ACCC
considered whether reasons existed that could explain the difference.

Telstra’s investment in ducts and pipes has declined over the past ten years. Forecast
investment from 2010-11 to 2015-16 appears consistent with Telstra’s stated
‘minimum maintenance capex’ approach. Forecast investment in copper cables has
also fallen and appears consistent with this approach.

Investment in local switching equipment has been falling over time and is forecast to
fall further in 2010-11. The ACCC understands that Telstra is no longer investing in
circuit switches as these switches cannot be used with fibre. As existing circuit
switches reach the end of their useful lives, Telstra either repairs them or replaces
them with surplus circuit switches transferred from elsewhere in the network. Where
necessary, Telstra invests in digital switches (or ‘soft’ switches) where it is currently
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using fibre. The ACCC considers that, during tlaasition to the NBN, it is likely
that Telstra will make minimal investments in losalitching equipment.

In its November 2010 response to the ACCC's infaromarequest, Telstra did not
include any capital expenditure in the costs atieddo the LSS.

6.2.5 Efficiency mechanisms

The ACCC maintains its view that efficiency incees will promote efficient capital
expenditure by Telstra.

The ACCC proposes to adopt an efficiency benefitisly scheme, similar to the
schemes used by the AER in regulating electriagyribution and transmission
providers. These schemes provide that any undezrekfure during the regulatory
period is not recouped through price reductionthénext regulatory period (or
refunds on prices paid during the period), anderamensation can be claimed for
any over-expenditure during the period. That isadustments will be made for
‘unders or overs’ in actual expenditure, compacetbtecast expenditure, during the
regulatory period.

Where the under-expenditure reflects efficiencynowpments by Telstra, it will have
an incentive to improve its efficiency becausetains the capital expenditure
savings until the end of the regulatory period.elikse, it will bear the cost of higher
than forecast expenditure caused by inefficiengl@®ugh lower profits).

In the next regulatory period, efficiency improvertseeduring previous regulatory
periods would be taken into account in determir@ngefficient level of forecast
capital expenditure for the period. In this way trenefits from efficiency
improvements would be shared with access seekdrsrattusers.

For an efficiency benefit sharing scheme of thigireato work effectively, it is
important that the capital expenditure forecaséxlus the FLSM represent an
efficient level of expenditure. The ACCC consid#rat sufficient transparency in the
information supporting the forecasts and carefultaty during the consultation
process for the price reset will maximise the likebd that the forecasts will not
include significant inefficiencies or inflated cest

While the ACCC recognises that Telstra has incestio overstate its required
expenditures, it considers this will be mitigatgdréquiring it to:

= provide a detailed explanation of the informatiassumptions and cost drivers
used to develop its forecasts for the coming regnfgperiod—and subjecting this
explanation to scrutiny during the consultationgass for the price reset, and

= explain any significant differences between itetasts for the previous regulatory
period and its actual capital expenditure overpteod.

In future price resets, to assess the prudencetictency of Telstra’s capital
expenditure forecasts, the ACCC will analyse, amusalt publicly on (while
appropriately protecting Telstra’s commercial-imfidence information), the
supporting information provided by Telstra on tsecast ‘baseline’ and discretionary
projects. This supporting information should inaud

= acopy of Telstra’s internal investment guidelineed to rank capital expenditure
projects
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= an explanation of the assumptions used to detertatakcapital expenditure
including:

o0 how the ‘baseline’ capital expenditure forecaslkstecto the drivers of
investment, such as population growth and replaoéwfeassets nearing the
end of their asset lives

o for discretionary projects, a broad descriptiothaf type of investments being
undertaken and the drivers of those investments.

In submitting capital expenditure forecasts forreagulatory period, the ACCC
proposes that Telstra should provide:

» areport comparing the forecast for the previogsilsory period with actual
capital expenditure, and

= an explanation for any differences.

The ACCC does not intend to review projects onnalividual basis. Given the large
number of relatively small investment projects, A&&CC considers that reviewing
individual projects would not be feasible.

6.3 Weighted Average Cost of Capital (WACC)

A firm’s WACC is the risk-adjusted rate of return capital required by debt and
equity capital providers to the firm. It reflecteetreturn investors could expect to earn
by investing in the next best investment with eglewnt risk; that is, it represents the
firm’s opportunity cost of capital. The WACC is ntiplied by the regulatory asset
base to calculate the firm’s return on capital.

The ACCC has used a real vanilla WACC in the FL®Mdlculate the return on
capital. The vanilla WACC is calculated as follows:

WACQ/aniIIa = 5 X E[Kd] + VE X E[Ke]

where D = the value of debt
E = the market value of equity
V = the market value of equity and debt
E[Kd]=the required/expected return on debt
E[Ke]=the required/expected return on equity

The vanilla WACC is a post-tax WACC. The cash flaat are applied to the vanilla
WACC are post-tax cash flows and they include threefits from imputation as well
as the interest tax shield.

6.3.1 WACC estimates: September 2010 and March 2011

In the September 2010 Draft Report, the ACCC useshlvanilla WACC of 6.39 per
cent (which equates to a nominal vanilla WACC d#9er cent) to estimate draft
indicative prices. For the purpose of making IADMarch 2011, the ACCC's real
vanilla WACC estimate was 6.25 per cent, which ¢éegito a nominal vanilla WACC
of 9.04 per cent.

In updating its WACC estimate, the ACCC took inbtc@unt submissions on the
WACC and more up-to-date information on the WAC@apaeters. The parameter
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values used to estimate the WACC for the Septe2@0 Draft Report, and the

updated parameter values in March 2011, are sehadable 6.7.

Table 6.7 Estimates of the vanilla WACC and WACC parametersm the
September 2010 Draft Report and for draft FAD prices

WACC parameter September 2010 Estimates Draft FAD prices
Nominal risk-free rate 5.36% 5.61%
Expected inflation 2.59% 2.63%
Real risk-free rate 2.70% 2.91%
Nominal debt risk premium 3.07% 2.19%
Debt issuance cost 0.085% 0.083%
Nominal market risk premium 6% 6%
Equity beta 0.7 0.7
Debt gearing 40% 40%
Gamma 0.65 0.45
Debt beta 0% 0%
Equity issuance costs 0% 0%
Nominal Vanilla WACC 9.14% 9.04%
Real Vanilla WACC 6.39% 6.25%

On 22 September 2010, Telstra wrote to the ACC@Qesiing further information on
the ACCC's calculation and analysis of several WAGACameters: the risk-free rate;
the DRP; the gamma,; debt issuance costs; Telstvaisage dividend payout ratio;
and Telstra’s distribution of franking credif€.The ACCC provided the requested
information on 7 October 201§

General submissions on the WACC

Telstra proposed that a nominal pre-tax WACC shbeldised for ‘administrative
simplicity’.**® It also submitted that the risk-free rate andRP should be updated
annually.

AAPT submitted that Telstra’s sunk assets usedduige fixed line services have
already been fully depreciated, and that the WA@gppsed in the September 2010
Draft Report is too high. Optus also submitted thatWACC used in the September
2010 Draft Report is too high.

Macquarie Telecom supported the derivation of th®G& in the September 2010
Draft Report.

VHA supported the approach for determining the WA&IOpted in the September
2010 Draft Report. However, it submitted that tis& faced by the whole of Telstra
should be considered when setting the WACC, notthesrisk faced by Telstra from

101 Telstra Corporation Limitedsixed Line Pricing Principles review — RequestA&€CC's analysis

(Letter from Telstra to Mr John Skinner), 22 Sefdten2010.

ACCC, Fixed Line Pricing Principles review — Telstra Regufor ACCC’s analysid_etter from
Mr Robert Wright to Telstra), 7 October 2010. Tleifer is available on the ACCC’s website at
http://www.accc.gov.au/content/index.phtml/itemBiI949

Telstra Corporation Limitedricing Principles for Fixed Line Services — Respmito the
ACCC's Draft Report: Schedule p. 4.

102
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its regulated activities. VHA considered that a WA @cusing only on Telstra’s
regulated activities could deliver a lower expeatse of return than Telstra could
earn from investing in unregulated activities, whaould mean the LTIE objective of
efficient investment in infrastructure is not ackdd. It noted that WACC parameters
such as gamma and the effective tax rate may difesiderably between firms.
Hence, VHA submitted that it is important to estienthem robustly.

ACCC proposed view

The ACCC maintains its view that a real vanilla W&& consistent with the FLSM
and will provide an appropriate risk-adjusted i@teeturn to Telstra.

The methodology and data used to derive the paesrastimates in the September
2010 Draft Report, the submissions on those paesednd the ACCC'’s updated
parameter estimates are discussed below.

6.3.2 Cost of equity

The cost of equity is a direct input into the WA@E@mula and needs to be estimated
to derive the overall cost of capital for the regad firm. The cost of equity reflects
the opportunity cost of not investing in anotherastment of equivalent risk.

The cost of equity can be estimated accordingda#pital asset pricing model
(CAPM). The CAPM specifies a relationship betwedas éxpected return on an
individual risky asset or business and the levalystematic (or non-diversifiable)
risk.!%* The formula is:

E[Ke] = rf + B, x(E[Rmi —f)

where E[Ke] =the required/expected return on equity
rf =the risk-free rate
B, =the firm’s equity beta
E[RmM =the required/expected return on the market podfoli

Risk-free rate

The risk-free rate refers to the return an invegtis from holding an asset with a
promised repayment amount and no risk of defawdtné risk-free assets are directly
observable, an appropriate proxy, and the samplkengd over which the proxy is
measured, must be determined.

Typically, Australian Commonwealth Government boads used as a proxy for the
risk-free asset. In the basic form of the CAPM gstors’ planning horizons typically
would match the life of the asset. This implieg fbag term investments should be
matched with long term government boritfsMost fixed network assets, such as
ducts and pipes, are long-lived and it is appraeii@a use a long-term rate such as 10
years for these assets.

104 gystematic risk refers to risk that is inherenthia asset that cannot be diversified away.

Systematic risk includes market wide factors wtafflect all companies: for example, changes in
interest rates and inflation. Hence, systematlcsriaced by investors are those risks that are
common to the market as a whole.

S Bishop and B Officefferm of risk free ratePrepared for Energy Networks Association,
Australian Pipeline Industry Association and Gridséralia, September 2008, p. 13.
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Following the Tribunal’s decision in relation to €¢et’s access arrangemetitsthe
ACCC has generally used 10 year CGS bonds to determe risk-free rate. The
Tribunal’s view was reiterated in a ULLS undertakuohecision:

[404] Gasnethas suggested that a 10 year rate is appropriageevihe life of

the assets and the length of the investment is. [®hg Tribunal considers that

this is the case here, given the nature of the @abkts and the investment in
those assets.

[408] The Tribunal sees no present reason notltowiche decision ifGasnet
The Tribunal is therefore not persuaded to depamnfthe approach of the
ACCC and Telstra to use government bonds with aydér maturity as an

appropriate proxy for the risk-free rate.

The ACCC considers regulated firms should use anaaing period when estimating
the risk-free rate to reduce the impact of daydg-tharket volatility.

September 2010 Draft Report risk-free rate

In the September 2010 Draft Report, the ACCC caed that using the 10 year
Australian Commonwealth Government bond yield taumnty and a 10 day
averaging period, as in previous decisions suches/LLS undertaking® would
promote consistency and certainty in moving to a/Bépproach. The ACCC
considered that the risk-free rate should be sahfduration of the regulatory
period.

In the FLSM, the ACCC uses a real risk-free ratieictvis calculated by deflating the
nominal risk-free rate by expected inflation. Theher equation is used to obtain the
real risk-free rate from the nominal risk-free rate

1+i
1+77

=1+r

where i = nominal interest rate
7 = expected inflation
r = real interest rate

For the purposes of calculating the nominal rigefrate for the September 2010
Draft Report, the ACCC used a 10 day averagingoddrom 2 June 2010 to

15 June 2010. The average 10 year yield to matofily) year Australian
Commonwealth Government bonds for this period wae per cent®

The ACCC and AER have previously determined thatdbst estimate of inflation
over a 10 year period is to use the RBA’s shorhtarflation forecasts, and then
adopt the mid-point of its target inflation bandhfah is 2.5 per cent) for the
remaining years'®

196 Application by GasNet Australia (Operation) Pty [#903] ACompT 6.

107 Application by Telstra Corporation Limit@010] ACompT 1 at [404], [408].

108 ACCC,Final decision: Assessment of Telstra’s Uncondildrocal Loop Service Band 2

monthly charge undertakindpril 2009, p. 204.

Bloomberg, sourced on 16 June 2010.

119 see: AERFinal decision: SP Ausnet Transmission Determimal008—2009 to 2013-12008;
AER, Final decision: Victorian electricity distributionetwork service providers — Distribution
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The RBA's inflation forecast over the year to Juwees used for consistency with the
averaging period and bond duration. A geometricaye of the forecast inflation

rates was used to adjust for compounding inflatietween years. At the time of the
September 2010 Draft Report, the RBA'’s inflatioreftasts extended out to two years
and stood at 3 per cent for both years to the 206& and June 2012 quartétsThe
geometric average of the inflation forecasts frame]2010 to June 2019 was 2.59 per
cent.

The real-risk free rate used in the September Z0aft Report, after adjusting the
nominal risk-free rate for expected inflation, wag0 per cent.

The average inflation rate was also applied tad¢laé prices estimated by the FLSM
to obtain nominal prices.

Submissions on the risk-free rate

Telstra supported the ACCC'’s approach of usindglwyear government bond rate as
a proxy for the risk-free rate. However, it subettthat the 10 day averaging period
used to determine the risk-free rate may be ingefit to mitigate the daily volatility
exhibited by government bond markets, and insteapgsed a 20-trading day trailing
average. Telstra noted that telecommunicationdatgs in the UK and New

Zealand have placed greater weight on longer-teremaging periods as a response to
the market uncertainty arising from the global fioial crisis. Telstra also noted that
the AER uses a 10-40 day averaging period.

Telstra further submitted that the point in timelod averaging period may affect
parameter values, particularly during periods ofkeuncertainty. It noted that
businesses regulated by the AER have flexibilitpyeminating when the averaging
period occurs.

ACCC proposed view on the risk-free rate

The ACCC considers that its method for calculathmgrisk-free rate in the
September 2010 Draft Report continues to be ap@teptAccordingly, the ACCC
adopted this methodology in calculating the risdefrate used in estimating IAD
prices.

However, the ACCC has reconsidered the approdeatgh of the averaging period.
While a longer averaging period may reduce the ohpaday-to-day volatility in the
market on the estimated risk-free rate, increaiedength of the averaging period
also increases the presence of dated informatitimeiestimate. In determining the
appropriate length of the averaging period forrikke-free rate, a trade-off is needed
between these two factors.

For the purpose of estimating prices for the IAfbe, ACCC decided to adopt a 20
day averaging period that was as close as pogsilthe commencement of the
relevant regulatory period. Since the IAD pricesenbeen backdated to apply from
1 January 2011, the ACCC used a 20 day period @@evcember 2010 to

31 December 2010. The ACCC has used the same awgayiod for calculating
draft FAD prices for the purpose of this discusgaper. However, it intends to
update the risk-free rate and other WACC paramétezalculating final FAD prices.

determination 2011-2012010, p. 515 and ACC@ustralian Rail Track Corporation Limited:
Hunter Valley Coal Network Access Undertaking —fDExecision March 2010, p. 539.
111 RBA, Statement on monetary polj&/May 2010, p.56.
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The average ten year yield to maturity of 10 yeastalian Commonwealth
Government bonds for the period from 6 Decembef26131 December 2010 was
5.61 per cent, which is the value of the noming{-free rate that was used in
calculating the IAD prices and draft FAD prices.

The ACCC considers that its methodology for calitataexpected inflation in the
September 2010 Draft Report continues to be apatepThe ACCC has updated its
inflation estimate to take into account the lafRBA inflation forecasts*? Since the
September 2010 Draft Report, the RBA has reledsadfiation forecast for 2012—-13
and this figure has been used instead of the midjpdithe RBA’s inflation target'®
The RBA has also revised down its inflation foresder 2010-11 and 2011-12.

In addition, the ACCC has identified and correcezhlculation error in the
September 2010 Draft Report. Instead of using tBRA'R CPI forecasts for 2010-11
and 2011-12, the values used were an average BBA& CPI forecast and the
RBA'’s underlying inflation forecast for each of #efinancial years.

The updated inflation estimate is the geometricmwddhe ten years to June 2019 of
the following figures:

= actual CPI published by the Australian Bureau atiStics (ABS) for the 2010
financial year (3.10 per cent)

= the RBA’s CPI inflation forecasts for the 2011, 2Gind 2013 financial years
(2.5 per cent, 2.75 per cent and 3 per cent, réspgg and

= the midpoint of the RBA'’s inflation target—2.5 pagnt—for the following six
years.

This gives an inflation estimate of 2.63 per ceptslightly from the 2.59 per cent
inflation estimate used in the September 2010 DRefiort.

In estimating prices for the IADs, the ACCC useea risk-free rate, after deducting
expected inflation from the nominal risk-free rai€2.91 per cent. It proposes to use
the same methodology, with updated inputs, in edtirg prices for the FADs.

Market risk premium (MRP)

The MRP is the expected risk premium investorsirequver the risk-free return to
be willing to invest in a well diversified risky ‘anket’ portfolio. The MRP is
normally quoted as an annual figure and the ACCCdumpted that convention. The
MRP is not directly observable as it is an expegi@snium.

September 2010 Draft Report MRP

In determining the MRP for the September 2010 DrRa&fport, the ACCC had regard
to historical estimates, current studies of Augiramarket practitioners and
regulatory precedent.

Historical MRPs estimated over a long period ofetiane frequently used as the best
estimate of what the MRP is likely to be in theuhgt Long term historical estimates

112 The RBA's forecasts were updated to take into actthe September and December quarter CPI

figures published by the ABS.

113 RBA, Statement on monetary poli@/February 2011, p. 60.
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availla:\LE)Ie at the time of the September 2010 Drefid®t supported an MRP of six per
cent.

Surveys of Australian financial market practitiohaftso supported an MRP of six per
cent' Studies of Australian financial market practitism@volved in capital
budgeting show they most commonly used six per genannum as an MRP for
asset or investment valuatioft§In addition, survey data found an MRP of six per
cent was the most commonly adopted value by maneetitioners prior to the global

financial crisis'*’

While the ACCC supported a conservative value 5fp@r cent for the MRP in its
2008 ULLS undertaking decision to reflect extremeartainty in capital markets at
the time associated with the global financial stithe ACCC noted in the September
2010 Draft Report that the Australian economy Haals signs of recovery and that
Australian market conditions appeared to be refigritdo normal. This was consistent
with recent ACCC decisions such as the Australiastd Corporation 2010 Price
Notification which concluded that the MRP estimsit@uld be the historical value of
six per cent®

While the AER has applied a value of 6.5 per cétias noted that ‘commentary on
financial markets indicates clear signs of stasiie since the time of the AER’s
Statement of Regulatory Intent and its decisiomtoease the MRP to 6.5 per cent’
and ‘the AER considers that a MRP of 6.5 per ceay be considered conservative
when accounting for current prevailing conditiohs’.

The ACCC concluded that the appropriate valueferMRP was six per cent.
Submissions on the MRP

Telstra opposed the ACCC's proposed MRP of sixcpet, arguing that financial
market conditions have not returned to pre-glotlrfcial crisis levels. It considered
that the MRP should remain at the 6.5 per cent lzpplied in the 2008 ULLS
Undertaking.

Optus submitted that an MRP of six per cent is eppate, noting that it is consistent
with several of the ACCC'’s previous regulatory dems.

114 JC HandleyFurther comments on the historical equity risk pim—Report prepared for the

AER 14 April 2009, p. 9. J.C. Handley prepared a refawthe AER on the historical equity risk
premium for the AER’s review of the WACC paramefihme report used estimates for the periods
1883-2008, 1937-2008, and 1958-2008, ‘grossedampafo.5 value of imputation credits, and
found an MRP range of 5.6 to 6.1 per cent.

AER, Electricity transmission and distribution netwomkrgice providers — Review of the
weighted average cost of capital (WACC) parametdfinal decision May 2009, p. xib.

G Troung, G Partington, and M Peat, ‘Cost of Gditstimation and Capital Budgeting Practice
in Australia’, Australian Journal of Managementpl. 33, No. 1, June 2008, p. 155.

KPMG, Cost of capital — market practice in relation toguatation credits August 2005, p. 15.
Capital Research (Neville Hathawa¥glstra’s WACCs for Network ULLS and the ULLS a88 S
Businesses2006.

ACCC, Draft Decision: Australian Rail Track Corporatiorirhited — Hunter Valley Coal
Network Access Undertaking010, p. 568. ACCCAustralian Postal Corporation 2010 Price
Notification 2010, p. 80.

AER, Draft decision: Victorian electricity distributionetwork service providers — Distribution
determination 2011-2012010, p. 503.
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ACCC proposed view on the MRP

The ACCC maintains its view that an MRP of six per cent is appropriate. The reasons
for the ACCC'’s view are set out below.

In the AER’sElectricity transmission and distribution network service providers —
Review of the weighted average cost of capital (WACC) parameters — Final Decision
the AER stated that, under normal economic conditions:

an estimate of 6 per cent was the best estimate of a forward looking long term MRP, and
accordingly, under relatively stable market conditions...this would remain the AER’s view as

to the best estimate of the forward looking long term MRP.

The ACCC considers that economic conditions have now returned to normal
following the global financial crisis. It has based this view on expert analysis by the
International Monetary Fund (IMF), the RBA and the Organisation for Economic Co-
operation and Development (OECD).

In May 2010, the IMF released a paper onRbé&ential Growth of Australia and New
Zealand in the Aftermath of the Global Crjsihich observed that Australia was
largely unaffected by the global financial crisis:

For Australia, investment barely fell in 2009, and average investment growth is expected to be
slightly stronger over the medium term ... The global downturn had a fairly small impact on

the Australian economy.l.?1

In December 2010, the IMF’s report on the Australian economic outlook reiterated
that economic and capital market conditions are returning to their pre-crisis robust
state and that ‘Australia has weathered the global financial crisis far better than many
other developed economig$?

The OECD’s prognosis of Australian economic conditions in 2010 corroborated the
IMF’s assessment of Australian economic activity:

After weathering the crisis well in 2009, the Australian economy is projected to experience
strong growth in 2010 and 2011, above its trend Yate.

The RBA'’s views on the prevailing and future market conditions are broadly
consistent with those of the IMF and the OECD. In the RBA’s view, Australian
capital markets appear to have stabilised, improved and become increasingly liquid
over recent months’ The RBA indicated in November 2010 that ‘[tJhe turmoil in
financial markets ... has abatéd®.

In December 2009, the RBA noted that the Australian economy displayed unexpected
resilience in response to the global financial crisis. Indeed, the Australian economy
exhibited positive, albeit muted, growth during the 2009 financial year. The RBA
stated that:

120 AER, Electricity transmission and distribution network service providers - Review of the weighted

average cost of capital (WACC) parameters — Final Decjditety 2009, p. 238.
Yan Sun, ‘Potential Growth of Australia and New Zealand in the Aftermath of the Global Crisis’,
IMF Working Paper, WP/10/27, May 2010, pp. 9-10; p. 19.
122 IMF, Mining Boom Bodes Bright Future for AustragliéF, 28 October 2010, viewed 3
December 2010, www.imf.org/external/pubs/ft/survey/so/2010/car102810a htm
123 OECD,Australia — Economic Outlook 87 Country Summ&@CD, 2010, viewed 10 November
2010, www.oecd.org/document/15/0,3343,en_2649 34573_45268687_1 1 1 1,00 html
RBA, Statement on monetary polj&/August 2010, pp. 39-40.
RBA, Statement by Glenn Stevens, Governor: Monetary Policy Decisidovember 2010, at
www rba.gov.au/media-releases/2010/mr-10-26.html.
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The Australian economy in 2009 has held up much better than had been expected earlier in the
year. Australia is the only developed economy where year-ended growth in GDP has remained

positive during the past ye%tzrfS
Australian stock prices have resurged from their low in early 2009. Corporate bond spreads

have narrowed considerably since the global financial crisis and, indeed, have returned to
April 2008 or pre-crisis level€’

The most recent survey on the MRP, by Fernandez and del Campo in May 2010,
suggests that the forward-looking MRP is no greater than six pel*é@hie average
MRP used by surveyed analysts in Australia is 5.4 per cent, the median value is 5.5
and the maximum value is 6 per céft.

Fernandez and del Campo also surveyed Professors of Finance in Australia in 2010.
The average estimate of the MRP was 6.1 per cent, while the median estimate was
six per cent®

In estimating prices for the IADs and draft prices for the FADs, the ACCC has
adopted the long-term historical average of six per cent for the MRP. It proposes to
adopt an MRP of six per cent in estimating FAD prices.

Equity beta

The equity beta represents a measure of the systematic risk of an equity investment in
a company relative to an equity investment in the equity market as a whole. The
equity beta includes both the fundamental systematic business risk of the firm and any
financial risk due to leverage.

The equity beta is measured by estimating the covariance between the return on the
relevant assets or investments with the return of a portfolio representative of the
market. The equity beta of the market portfolio is standardised at an average of one.
Where the equity beta equals one, it indicates that the return on the investments has
the same sensitivity to systematic risk as the overall market. If the equity beta is less
than one, then the sensitivity of the asset to systematic risk is less than the overall
market. Conversely, where the value is greater than one, the systematic risk of the
asset is greater than the market and investors would expect a higher return for bearing
greater risk.

Regulators adopt a value for the equity beta that is expected to best represent the
systematic risk profile of an efficient business. This provides the regulated business
with the necessary incentives to undertake only those capital investments that are
expected to earn a reasonable return.

Regulators normally determine the equity beta by basing it on the historical equity
betas of a selection of businesses deemed to be close comparators to the regulated
business. The ACCC noted in the September 2010 Draft Report that it considered

126 Ric Battellino,Housing and the EconomiRemarks to the"8National Housing Conference

Melbourne Convention and Exhibition Centre, 25 November 2009, in RBA Bulletin December
2009, Reserve Bank of Australia, at www.rba.gov.au/speeches/2009/sp-dg-251109 html
127" Tony McDonald;The Economic Outlook & the Global Financial Criskddress to the 2009
Tasmanian Economic Forum, The Treasury, 4 December 2009, Chart 4, at
www.treasury.gov.au/contentitem.asp?Navld=&ContentID=1683
Pablo Fernandez and Javier del Campo, ‘Market Risk Premium used in 2010 by Analysts and
Companies: a survey with 2,400 answelSSE Business Scho@l May 2010, pp. 1-15.
129 ipid., p. 4.
%0 ipid., p. 8.
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benchmarking with comparable firms was an appropne@ethod of estimating the
equity beta>!

September 2010 Draft Report equity beta

To derive benchmark estimates of the equity bbACCC used
telecommunications firms from selected advancedhc@ms in the OECD as
comparable businesses. A number of advanced cesntgre excluded from the
comparison for reasons including: not being pubpliisited; not providing fixed line
services; and insufficient dat3

In response to the Tribunal’'s view in the 2008 ULlUGdertaking decision, the
ACCC considered monthly and weekly benchmarking tadetermine which
frequency provides the most robust and reliablienase of the equity betg> Daily
estimates of the equity beta were not calculatedise a 2008 Ovum study found
that daily data are less reliabfé.

The ACCC also considered whether to use 18 monthsmyears of data instead of
five-years. It concluded that a longer time pemazlild be more reliable and
appropriate for estimating an equity beta usedlzeses for setting regulated returns
for long-term investments. A shorter time perioddoalso have too few sample
points to produce reliable estimates from monthaiygling.

The September 2010 Draft Report compared equityagrdt betas for a sample of
OECD countries using monthly and weekly data owex-years. The equity betas
obtained from Bloomberg cannot be directly compdrechuse different companies
have different gearing ratios which result in diéfet levels of risk. To produce
comparable estimates, the equity betas were ded@ve obtain asset betas, which
can be directly compared across companies. Thehbear& asset beta was then
re-levered using Telstra’s gearing ratio to obtambenchmark equity beta for
Telsts:laSE5 The ACCC used the Monkhouse formula tovedrasset betas to equity
betas:

The ACCC considered that greater weight shouldideep on estimates based on
monthly data sampling than weekly data samplingibse:

» jtis the more commonly recommended estimatiomvaieand length used in
financial markets

= jt picks up the systematic risk of an investmentabstra’s equity to the equity
market as a whole over the monthly holding peridaciv the ACCC considered
was more representative of the risks facing longen investors than using
weekly or daily data holding period returns

In response to submissions by Telstra, the AC&Cpneviously considered the direct estimation
approach for the equity beta and found potenti#icdities in using this approach. ACCEinal
decision: Assessment of Telstra’s Unconditionaldléoop Service Band 2 monthly charge
undertaking April 2009, p. 222.
These include Cyprus; Malta; Luxembourg; Norwiagjand; Belgium; Slovenia; and Ireland.
133 Application by Telstra Corporation Limitg@010] ACompT 1, p. 100.
134 Ovum,Review of the economic principles, capital cost exgense calculations of the Telstra
Efficient Access cost mogél August 2008, p. 36.
P Monkhouse, ‘Adapting the APV Valuation methodpl@nd the Beta Gearing Formula to the
Dividend Imputation Tax SystemAccounting and Finan¢&7(1), 1997, pp. 69-88. The
Monkhouse formula is expressed B (8- 4,)" {1_{1 E[K,] }*[(1_1/) 4 .D

+E[K,] E

132

135

92



= jtis also likely to remove trading effects.

The international benchmarking results suggestaehahmark asset beta of 0.39. The
ACCC noted that this estimate may have been infleemy the global financial
crisis}*® but considered that any downward bias in the beiack value would be
offset by the different composition of the benchkealrfirms’ businesses compared to
Telstra’'s CAN.

The systematic risk associated with business likesnobile communications is

likely to be significantly higher than the systemaisk associated with fixed line
services. Since the benchmarked firms provide fiegad and mobile networks, the
benchmark asset beta is likely to be higher tharatiset beta of Telstra’s CAN alone.
The ACCC has previously stated that the appropa&CC for the ULLS is one
based on a business providing access to a fixedJ#N %’

The ACCC also noted that, in its most recent denisithe AER stated that the
empirical evidence from Australia and overseasdaidid that an appropriate range for
the equity beta of a regulated utility was betw@etl and 0.68%°

The ACCC concluded that an equity beta of 0.7 vpgsapriate as it took into
account regulatory stability and was consistent whe approach adopted in recent
ACCC and AER decisions for other regulated ut#ifi€ The ACCC noted that it had
taken a conservative approach in applying a valuée equity beta for Telstra’s
CAN that is at the top of the range of empiricdireates in the AER’'s WACC
review.

Submissions on the equity beta

Telstra submitted that the ACCC should adjust thkstfa-wide equity and asset betas
in order to estimate the fixed line only equity asset betas. It considered that
market estimated betas for Telstra in recent yeag be downward biased because
many businesses outside the resource sector, andisally telecommunications
companies, did not benefit from the resources boom.

VHA suggested that, in benchmarking against foréggcommunications firms, the
ACCC should compare Telstra against a sample misfihat provide broadly the
same services as Telstra provides. VHA also subditiat international
benchmarking of the equity beta serves little pagpother than providing an initial
reference point.

1% Telecommunications companies were regarded safe ‘stock for investors during their ‘flight

from risk’.

ACCC,Unconditioned Local Loop Service: Pricing principland indicative priceslune 2008.
AER, Electricity transmission and distribution netwomkrgice providers—Review of the
weighted average cost of capital (WACC) parameteirsal decision May 2009.

The AER took a ‘cautious approach’ in adoptingegnity beta of 0.8 for the regulated electricity
businesses. It was mindful of regulatory stabilitynoving from state-based to national
regulation where the equity betas previously adbpted ranged from 0.7 to 1.1. The ACCC'’s
2010 Australia Post decision used an asset be&i&865 and an equity beta of 0.463. In its draft
pricing principles for rural water corporationsg thACCC proposed an equity beta of 0.7. These
values are both within the range of empirical eates identified in the AER’'s WACC review.
See AERElectricity transmission and distribution networkrgice providers—Review of the
weighted average cost of capital (WACC) parameteirsal decision May 2009; ACCC,
Australian Postal Corporation 2010 price notificati—DecisionMay 2010; ACCCACCC
pricing principles for price approvals or determii@ans under the Water Charge (Infrastructure)
Rules—Draft July 2010.
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Optus supported benchmarking against internatifommas$, but it submitted that the
methodology used to estimate the equity beta wasrgpbiased, due to the different
composition of benchmarked firms’ services. Optrggopsed that the ACCC should
disaggregate the estimate of Telstra’s equity tuetaflect differing levels of
systematic risk faced by different areas of Telstbaisiness. It also submitted that the
40:60 benchmark gearing ratio for Telstra, compamdtie 60:40 benchmark gearing
ratio used in the AER’s WACC Review, meant that¢beesponding equity beta for
Telstra would be significantly outside the rangewipirically estimated equity betas
found in the WACC Review if the AER’s benchmark geg ratio was applied.

ACCC proposed view on the equity beta

The ACCC proposes to retain the equity beta o8&t in the September 2010 Draft
Report. In estimating prices for the IADs, the ACG$&d an equity beta of 0.7.

The ACCC acknowledges the concerns raised in s@onis that international
benchmarking does not isolate the fixed line-specitk from the Telstra-wide risk.
However, there is insufficient international dadaatlow the ACCC to estimate an
asset beta for the fixed line services alone.

Benchmarking against international firms avoidsifisele raised by Telstra that the
mineral resources boom may have depressed itstatsetince foreign firms’ asset
betas will not have been affected by Australia’simg boom. An updated
benchmarking sample is shown in table 6.8. It tisesame methodology as the
September 2010 Draft Report, but uses updatedyelogiia and debt/equity ratios for
each firm and updated WACC parameter estimates.

The updated benchmark estimates of equity and betat exhibit some differences
relative to the benchmark estimates in the Septe2®E Draft Report. The
estimated average monthly equity beta fell to 0.686n 0.677) while the estimated
average weekly equity beta increased to 0.664 (bdt4). The updated monthly and
weekly asset betas—which are based on the updatety éetas, firm debt/equity
ratios and several WACC parameters (gamma, the aoynax rate and the cost of
debt)—show corresponding changes. The averageedeidi/ ratio increased to 0.783
from 0.738 in the September 2010 Draft Report.

The ACCC notes that excluding Telstra from the bemark sample would have a
relatively minor effect on the estimated betdHowever, excluding Telstra from the
sample would only be warranted if a Telstra-spe@fset beta for the fixed line
services was estimated and then checked for relalsmess against a benchmarked
sample of other firms. The ACCC proposes not tgpattus approach.

The ACCC has considered Optus’ argument that aityelgeta of 0.7 would be
significantly outside the AER’s range of empiriestimates if the AER’s benchmark
gearing ratio of 60:40 was used. The ACCC notest, fihat the AER’s range of
equity betas was estimated directly and did naefioee rely on any particular
gearing ratio. Second, applying the AER’s benchngaidring ratio to an equity beta
of 0.7 would imply an asset beta of around 0.3.é/tine benchmark asset beta
estimated for telecommunications firms is somevtiigtier than 0.3, the ACCC has
previously highlighted that the benchmark assed Iselikely to be higher than the

190 The average equity beta estimate would increasediynd 0.01, while the average asset beta

would increase by around 0.005.
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asset beta of Telstra’s fixed line CAN alone. Thanes the ACCC maintains its view
that an equity beta of 0.7 is appropriate.

The ACCC proposes to use an equity beta of 0.8timating prices for the FADs.

Table 6.8 Updated benchmark estimates of equity and asset [zt across
OECD countries

5 year 5 year
monthly 5 year monthly 5 year

equity weekly asset weekly Debt/Equity Country of
Firm beta equity beta beta asset beta Ratio Origin
AT&T Inc. 0.654 0.76 0.482 0.561 0.36 UsS
Qwest
Communications Intl 0.793 1.304 0.315 0.518 1.536 US
Verizon
Communications Inc.| 0.676 0.717 0.465 0.493 0.46 Us
Cincinnati Bell Inc. 1.562 1.281 0.432 0.354 2.65 UsS
BCE Inc. 0.449 0.153 0.302 0.103 0.492 Canada
BT Group PLC 1.014 0.812 0.511 0.409 0.996 Britain
Telekom Austria AG 0.556 0.707 0.350 0.444 0.598 Austria
Telecom Italia SpA 0.492 0.85 0.203 0.351 1.436 Italy
Hellenic
Telecommunications
Organisation SA 0.499 0.562 0.300 0.338 0.672 Greece
TDC A/S 0.151 0.184 0.077 0.093 0.98 Denmark
Portugal Telecom
SGPS SA-REG 0.66 0.894 0.360 0.487 0.846 Portugal

Sweden/

TeliaSonera AB 0.662 0.701 0.544 0.576 0.22 Finland
Telefonica SA 0.696 0.762 0.425 0.466 0.644 Spain
Deutsche Telekom
AG-REG 0.377 0.643 0.203 0.346 0.868 Germany
France Telecom SA 0.443 0.535 0.253 0.306 0.76 France
Koninklijke KPN NV 0.26 0.45 0.162 0.280 0.614 Netherlandp
Swisscom AG-REG 0.329 0.55 0.233 0.390 0.416 Switzerlandl
Nippon Telegraph &
Telephone
Corporation 0.438 0.559 0.246 0.314 0.792 Japan
Singapore Telecom
Ltd 0.796 0.772 0.694 0.674 0.148 Sing
PCCW Ltd 0.155 0.075 0.067 0.032 1.336 Hong Kong
Bezeq The Israeli
Telecom Corp Ltd 0.511 0.418 0.370 0.303 0.384 Israel
Telecom Corp of
New Zealand 1.212 1.189 0.829 0.813 0.468 New Zealand
Telstra Corp Ltd 0.318 0.396 0.241 0.300 0.322 Australia
Average 0.596 0.664 0.351 0.389 0.783

Source: Bloomberg Data Services, data as at FebPldr.
Equity issuance costs

Equity issuance costs are the fees associatedssiting new equity capital. Since
equity issuance costs are only incurred when ankssiraises equity capital, the
ACCC's view in the September 2010 Draft Report ted Telstra should not be
compensated for costs it has not incurred. The ACQ®idered that equity issuance
costs should be recovered as a cash flow (operexipgnditure) allowance when a
business raises equity capital and should notdaded in the WACC.
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Submissions on equity issuance costs

Telstra submitted that it is indifferent betweeoawping equity issuance costs
through a specific cash flow or through a margirttenWACC, if the costs are
appropriately quantified.

ACCC view on equity issuance costs

The ACCC maintains its view that equity issuancg&tgshould be recovered as a cash
flow (operating cost) allowance when Telstra rasggity capital. It has not therefore
included equity issuance costs in the WACC

6.3.3 Cost of debt

The cost of debt is given as the sum of the risk-flate and a margin for debt,
including the costs of raising debt:

E[Kd] = rf + debt risk premium + debt issuance costs

where E[Kd] =the required/expected return on debt
rf =the risk-free rate

To maintain consistency within the WACC formulag tiisk-free rate used to estimate
the cost of debt must be equal to the risk-free uaed to calculate the return on
equity.

Debt risk premium (DRP)

The DRP accounts for debt-specific risk compensatier and above the risk-free
rate. The DRP is dependent on the firm’s gearimglats credit rating and the term
of the debt.

The DRP is derived as the difference between thlel yo maturity (YTM) on the
chosen debt proxy (for example, 10 year A-rateddbgelds) and the yield to
maturity on the chosen risk-free proxy (for exampl@ year Commonwealth
Government Security (CGS) bond yields). In the phst value for the YTM on the
chosen debt proxy was usually derived from a bemchkiond index obtained from a
reputable financial market data source.

The ACCC has previously used Bloomberg’s A-ratest ob debt benchmark in
estimating Telstra’s vanilla and pre-tax WAGE As of August 2009, Bloomberg
ceased publishing A-rated fair yield curves beyseden years. This approach can no
longer be used to estimate the DRP based on 103@8rbond yields.

September 2010 Draft Report DRP

In the September 2010 Draft Report, the ACCC carsidithat a suitable
methodology for estimating an appropriate DRP waslke the longest maturity
A-rated bond fair yield estimate available from &taberg and add to this an estimate
of the term premium going from the maturity of tbegest dated A-rated bond out to
ten years as estimated from the next (higher) trating Bloomberg fair yield curve
quoted out to at least ten years. The same aveyaginod as the risk-free rate was
applied to the DRP.

141 ACCC,Final decision: Assessment of Telstra’s Uncondldrocal Loop Service Band 2

monthly charge undertakindpril 2009, p. 205.
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The DRP was calculated over a 10 day averaginggé&mm 2 June to 15 June 2010.
This produced a value of 3.07 per cent for the DRP.

Submissions on the DRP

Telstra submitted that a Telstra-specific DRP stidn@ used, rather than estimating a
DRP for a benchmark A-rated bond, because the Inegiéhbond may not reflect the
financial position of the regulated business. Talsbnsidered that the benchmark
should only be used as a reasonableness chetso Bgressed concerns about the
ACCC’s methodology—in particular, the method usederive the term premium on
the A-rated bond and the failure to disclose det@lilthe companies in the A-rated
sample. However, it concluded that the 3.07 pet seminal DRP calculated in the
September 2010 Draft Report was a reasonable detioraa wholesale fixed line
services provider.

On 10 November 2010, the ACCC wrote to Telstra estjng further information on
Telstra’s proposed alternative methodology for alalting the DRP#? As part of the
request, the ACCC asked that Telstra provide siganformation on the
methodology, data sources and a proposed value.

On 22 November 2010, Telstra responded that teeaat DRP is one which would
apply to a stand-alone provider of the CAN. Givieat this is not observable, Telstra
contended that the Telstra-wide DRP was a suifatobey. It proposed a three-step
process for calculating the CAN-only DRP:

= estimate a range for the Telstra-wide DRP

= make qualitative adjustments to this range of \atoeeflect any CAN-specific
risks

» benchmark the CAN-specific range to determinegtsonableness.

However, Telstra did not provide a Telstra-spedfiRP estimate calculated using
this methodology. It reiterated its view that thR®proposed in the September 2010
Draft Report was reasonable.

VHA submitted that an industry-specific DRP shobédcalculated rather than
calculating a benchmark DRP based on credit ratirgpnsidered that the market-
wide benchmark could overstate the DRP for telecamoations firms’ bonds.

ACCC proposed view on the DRP

In recognition of the problems caused by the alsenhany Bloomberg A-rated fair
yield curve beyond seven years, the ACCC propasadapt a different method of
calculating the DRP to that adopted in the Septer2d&0 Draft Report. The ACCC
considers that the appropriate methodology woultbhese a benchmark A-rated
bond to estimate the efficient cost of debt of arafed telecommunications business.

In the absence of a benchmark A-rated bond, the@88&s used Telstra’s actual cost
of debt as a proxy for a benchmark in calculatmgDRP.

In calculating IAD prices, the ACCC took the avexageld on the Telstra bond
maturing on 15 July 202’ (average yield of 7.81 per cent) and subtracted th

142 ACCC,Fixed Line Pricing Principles review — Request ffirt information(Letter from Mr

Robert Wright to Telstra), 10 November 2010.
143 Bloomberg ticker: EI291758 Corp
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corresponding average yield on the Bloomberg 10 §&S** (average yield of

5.61 per cent), to estimate a DRP of 2.19 per ddrg.averaging period used was the
same 20 day period as used for estimating thefreskrate, that is, 6 December to

31 December 2010.

The DRP estimate of 2.19 per cent has also beehingalculating draft FAD prices.
The ACCC intends to update the DRP in calculatiA@ Fprices.

Gearing level

The gearing level of a firm refers to the ratiadebt to equity that a firm uses to
finance its capital. The gearing level is used &ght the return on equity and cost of
debt in the WACC formula. Where the firm’s capg#iucture is highly geared (that
is, the firm has a high level of debt), this implgreater financial risk for the firm and
therefore a greater required rate of return fohlasjuity and debt holders.

September 2010 Draft Report gearing level

In the September 2010 Draft Report, the ACCC nthatlit has previously adopted a
debt/equity ratio of 40:60 per cent in telecommatians decision’ Ovum'’s

analysis of Telstra’s accounts as part of the AGCL'sessment of the ULLS
undertaking found an average level of 34 per cebt tb 66 per cent equity across its
entire busines¥'® However, the ACCC considered that the CAN was fiisgy than
Telstra’s other operations (such as mobiles) aacktbre should be able to service
more debt. Telstra’s debt ratio at the time of g@tisation was 41.3 per cent, when it
more closely resembled a pure fixed line servicerajor**’ The ACCC therefore
used a debt/equity ratio of 40:60 in the Septer2b@0 Draft Report, as an
appropriate gearing level for the CAN assets.

Submissions on the gearing ratio

There were no submissions on the gearing ratio.

ACCC proposed view on the gearing ratio

The ACCC maintains its view that a debt/equityaati 40:60 is appropriate.
Debt issuance costs

Debt issuance costs are the costs associatedaissthg debt. They can be recovered
through a direct cash flow allowance or an adjustn@the WACC. In the past, the
ACCC has accepted the inclusion of debt issuanses éo the return on deb This
approach was adopted following recommendationsi®yAllen Consulting Group in
a report for the ACCC in the context of decisioredenregarding gas and
electricity**°

144 Bloomberg ticker: C12710Y Index

145 ACCC,Final decision: Assessment of Telstra’s Uncondildrocal Loop Service Band 2
monthly charge undertakindpril 2009, p. 232.

Ovum,Economic review§ August 2008, p. 38.

ACCC,Final decision: Assessment of Telstra’s Uncondéldrocal Loop Service Band 2
monthly charge undertakindpril 2009, p. 232.

ACCC,Final decision: Assessment of Telstra’s Uncondéldrocal Loop Service Band 2
monthly charge undertakindpril 2009, p. 206.

The Allen Consulting Groufpebt and Equity Raising Transaction Costs — repothe
Australian Competition and Consumer Commissi@ecember 2004.
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September 2010 Draft Report debt issuance costs

The ACCC'’s view on debt issuance costs was that raéting costs vary depending
on the amount of debt on issue. Increasing the atafidebt on issue results in lower
debt issuance costs due to economies of scale.

The CAN as a standalone debt financed asset wauddlarge company with a large
debt portfolio. Since Telstra is much larger thagpmcal gas and electricity company,
Telstra was expected to have more debt on issupa@u to gas and electricity
companies. The ACCC considered therefore thakjgeeed debt issuance costs
would be at the lower range of estimates. The ACGSidered that the appropriate
debt issuance cost was 8.5 basis points assunxiruigkt issues of $500 million.

Submissions on debt issuance costs

Telstra considered that the estimate of debt ismiaasts of 8.5 basis points used in
the September 2010 Draft Report was reasonableisido supported the ACCC’s
estimate of debt issuance costs.

ACCC proposed view on debt issuance costs

The ACCC has updated its calculation of debt isseawsts, shown in table 6.9.
Consistent with its reasoning in the September Z0HM) Report, the ACCC
maintains its view that debt issuance costs shioglslet assuming six debt issues of
$500 million, which results in an updated estinttdebt issuance costs of 8.3 basis
points. The ACCC proposes to set the allowancedbt issuance costs at 8.3 basis
points.
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Table 6.9

Indicative direct debt raising costs &#sed on a nominal vanilla
WACC of 9.04 per cent

10 12
Estimated costs | 1 issue| 2 issues | 4 issues | 6 issues| issues issues
Multiples of
Total amount | median MTN*
raised ($500m) $500m  $1000m  $2000m $3000m  $500Pm  $6000m
Bloomberg
1. Gross spread, upfront
underwriting per issue,
fee amortised 7.02 7.02 7.02 7.02 7.02 7.02
2. Legal and | $115k upfront per
roadshow issue, amortised 0.36) 0.36 0.34 0.36 0.3p 0.36
3. Company
credit rating
fee $50k per annum 1.00 0.50 0.24 0.1 0.10 0.08
4 basis points
4. Issue creditf upfront per issue,
rating amortised 0.62 0.62 0.62 0.62] 0.62 0.62
5. Registry $3.5k per issue,
fees per annum 0.07 0.07 0.07 0.07 0.07 0.07
$4/$1million, per
6. Paying fees annum 0.04 0.04 0.04 0.04 0.04 0.04
Basis points per
Total annum 9.1 8.6 8.4 8.3 8.2 8.2
Source: ACG, Bloomberg,
* Medium term note
Debt beta

The debt beta measures the systematic risk of Hebpresents the amount of market
risk that holders of debt securities bear or aseii@ed to bear. A debt beta of zero per
cent has previously been supported by TetstchOvunt®® and adopted by the
Accct

September 2010 Draft Report debt beta

Consistent with previous decisions, the ACCC adbptealue of zero for the debt
beta.

Submissions on debt beta

There were no submissions on the debt beta.

ACCC proposed view on the debt beta

The ACCC maintains its view that a value of zenoth® debt beta is appropriate.
Imputation factor (gamma)

The gamma parameter represents the market vaba@ ofedits, otherwise referred to
as imputation credits, generated by the compartycthad be distributed in the form
of franked dividends to shareholders. Under Auistsaimputation tax system,
dividends distributed by the company from postéarnings carry imputation credits

130 Telstra, WACC submissior April 2008, p. 45. OvumiTEA model (v1.0) economic review,

6 August 2008, p. 38.
ACCC, Final decision: Assessment of Telstra’s Uncondéldrocal Loop Service Band 2
monthly charge undertakindpril 2009, p. 243.
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that can be used by local residents to offset fheisonal tax liabilities. Imputation
credits represent a benefit from the investmenitadal to dividends or capital gains.

The gamma parameter is not a direct input in tmalleaWWACC formula. In the
FLSM, all tax effects including imputation benefise captured in cash flows rather
than the WACC?>?

The general regulatory approach in Australia hanlte define the gamma as the
utilisation rate multiplied by the imputation payaatio:***

0 = 0*F

where 0 = (theta) the utilisation rate of imputation citeds the value of
distributed imputation credits to investors as@pprtion of their face

value®

F = the imputation payout ratio is the face valtienputation credits
distributed by the firm as a proportion of the faedue of imputation
credits generated by the firm, that is, the taxl fgi the business

Imputation credits, and hence the gamma parantetee a range of values. The
gamma can range from zero (where imputation credésiot distributed and/or not
valued by investors) to one (where imputation deedie fully distributed and fully
valued by investors). For example, where the iroraéstnot a local resident and pays
no Australian taxes, the value of imputation cretlit such an investor would be zero.

Since foreign investors cannot generally make @ismjpputation credits, the balance
between foreign and domestic shareholders carféea in determining the
appropriate value of gamma.

The value of gamma associated with communicationsss pricing has in the past
been set at the midpoint of the possible range dmvzero and or8> The mid-point
of the possible range was chosen for a numberasbres, including the complexity of
the issues and the wide divergence of estimatetupea by expert studies.

The method most commonly used to produce empiestinates of theta is economy-
wide dividend drop-off studies, which measure tkiemt to which an average
company’s share price drops once it goes ex-didd&irhese studies exhibit wide

152 With a vanilla WACC, the tax rate parametergnd the dividend imputation franking credit

parametery() are still relevant. These parameters are usedjtest cash flows rather than being

included within the WACC equation. Gamma measuresamount by which the rate of return

required by shareholders is reduced to reflecfabethat the corporate tax paid by the regulated

business is treated as a pre-payment of personahtaehalf of the shareholders.

This formula only applies where retained imputattredits have no value and/or the imputation

payout ratio, F, is equal to 1. If both of thessumsptions do not hold, the gamma formula is:
v=F0+ (1-F)y

where parameters are defined as aboveyapsi) is the per dollar value of a retained impiota

credit §y > 0), which is a function of the appropriate disgbrate, say (delta), and the expected

retention period, say(tau). See AERElectricity transmission and distribution networrgice

providers — Review of the weighted average costpital (WACC) parameters — Final decisjon

May 2009, p. 414; J C Handldyurther Comments on the Valuation of Imputationdiiee—

Final, 15 April 2009.

Where the domestic CAPM is used, the utilisatite is the utilisation rate of the average

Australian investor.

ACCC,Unconditioned Local Loop Service — Pricing Prineipland Indicative Pricegune 2008.

Since an F value of one was typically assumedanyof these studies, the value of gamma was

equal to the estimated value of theta. No induspigeific studies have been undertaken.
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divergences in their results, reflecting the widedgognised problem of
disaggregating the ex-dividend price drop betwéernvalue of the cash dividend and
the value of the attached imputation cretfifsThe ACCC considered therefore that
these studies’ estimates of gamma should be treateaaution.

September 2010 Draft Report gamma

For the September 2010 Draft Report, the ACCC metewhether a gamma of 0.5
remained appropriate for the telecommunicationsshg. In doing so, it considered
the findings of recent economy-wide empirical sésdf® These studies found a range
of gamma values. The ACCC therefore considered rapevidence specific to the
telecommunications industry in reaching a view nrappropriate gamma value for
the industry.

In estimating the utilisation rate, theta, for 8&ptember 2010 Draft Report, the
ACCC took into account the shareholder limitationsection 8BG(a) of elstra
Corporation Act1991that restrict aggregate foreign ownership of Talsh 35 per
cent’™® Since imputation credits cannot generally besetiiby foreigners, the ACCC
considered that a gamma of 0.65 would reflect #grechmark value of imputation
credits available to the remaining domestic shddss. Franking credits are fully
redeemable by Australian shareholders even if sofrtieose shareholders pay little or
no tax. Since 1 July 2000, franking credits cameaeemed for cash when the
shareholder’s tax liabilities are less than theKmag credits to which they are
entitled®°

Since imputation credits cannot be utilised by ifpmers, but are redeemable to
Australian shareholders regardless of tax statesACCC considered that a theta of
0.65 was appropriate.

Empirical analysis showed that the average dividemgbut ratio for Telstra from
2000 to 2010 was 100.3 per céfitTelstra also distributed 100 per cent of its
franking credits. Therefore, the ACCC considereat the value of F for Telstra
should be set at 116

157 See, for example, M Dempsey and G Partingtone ‘@dst of capital equations under the

Australian imputation tax systemAccounting and Financerol. 48, issue 3, Sept 2008, pp. 439-
460 and SFG Consultinghe impact of franking credits on the corporatetaiapital:

Empirical evidenceReport prepared for Envestra, March 2007.

Including D Beggs and C L Skeels, ‘Market arbigad cash dividends and franking credifthe
Economic Recordvol. 82, no. 258, September 2006; J C HandleykaMhheswaran, ‘A

measure of the efficacy of the Australian imputatiax system’The Economic Recoydol. 84,

no. 264, March 2008; SFGhe impact of franking credits on the cost of cpif Australian
companies, Report prepared for Envestra, Multimet 8P AusNectober 2007.

Telstra has estimated that as at 4 March 20&Inaimber of Telstra shares recorded as foreign on
the Telstra register was 23.61 percent of the tataiber of issued Telstra shares. See Telstra’s
website www.telstra.com.au/abouttelstra/investgefa

Richard HeaneyDividend imputation in Australia: the value of fldng account balances
December 2009.

Bloomberg. Subsequent checking of the calculatindigated that the correct value is 99.4 per
cent.

The value of F cannot be benchmarked against easrsarriers, as is the case for the asset beta,
as there are different tax regimes and industocsires in other countries. No Australian studies
have attempted to estimate a benchmark value of #hé telecommunications industry. Given
the dominance of Telstra within the telecommunaaiindustry, an Australian benchmark would
be heavily influenced by Telstra’s payout ratio.
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Taking into account Telstra’s actual dividend paymtio, franking credit distribution
and foreign ownership restrictions, the ACCC addpteralue for gamma of 0.65 in
the September 2010 Draft Report.

Submissions on gamma

Telstra considered that the value of gamma uséakiiseptember 2010 Draft Report,
0.65, was too high, and instead proposed a val0e36f Telstra submitted that the
value of the payout ratio used in the Septembef Z0raft Report—which was
calculated from Bloomberg data—overstated Telst@atsal payout ratio. Telstra also
disputed the value of theta used in the SeptentiHd Praft Report. In Telstra’s

view, empirical estimates derived from dividendmhaif studies should be used to
establish the value of theta, rather than relyingdheoretical’ approach.

Optus supported a gamma value of 0.65, which gahetas consistent with the
gamma value estimated in the AER’'s WACC review.

ACCC proposed view on gamma

After considering the available information and sugsions set out above, the
ACCC'’s view is that a benchmark economy-wide gansmaeferred to a business-
specific approach to setting gamma because thenbear& approach provides
stronger incentives to operate efficiently.

The ACCC proposes to adopt an economy-wide valugdmma of 0.45. In setting
the value of gamma, the ACCC has had regard toogegiwide empirical evidence
set out in recent AER decisioff§.The ACCC recognises that there is some
uncertainty around the value of the gamma and sagk®issions on the appropriate
value.

6.4 Regulatory depreciation

Regulatory depreciation is the return of capitadtts, the allowances included in the
revenue requirement to allow Telstra to recovemnigstments in the assets used to
supply the fixed line services over the lives afgh assets.

6.4.1 September 2010 Draft Report regulatory deprec iation

In the September 2010 Draft Report, the ACCC pre@ds use the straight line
method to calculate regulatory depreciation. Thethad divides the up-front cost of
the asset by the asset life to spread annual dapogcexpenses equally over the life
of the asset. Use of straight line depreciatioroissistent with the approach adopted
by the ACCC and AER for other regulated industries.

Estimates of the expected lives of assets in thi @Ad Core are required to
determine a depreciation schedule for these agdatause the majority of these
assets are not new, and have therefore alreadydaetiy depreciated, their remaining
asset lives must be estimated to set the time ghenier which the remaining
depreciation is recoveréd’ Since each asset class contains a mixture ofsassein
place at different times, an average asset lifeaaetdlage remaining asset life is
estimated for each asset class (see chapter 5)midthod was adopted in the

183 AER, Draft Decision: Envestra Ltd — Access arrangemenppsal for the SA gas network: 1

July 2011- 30 June 2016ebruary 2011.
The amount of depreciation already recoveredokas taken into account in setting the initial
RAB values.
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September 2010 Draft Report to determine the amofurgigulatory depreciation
allowed in each year of the regulatory period.

In that report, the ACCC stated that, in orderatalitate price certainty and stability,
it may decide to smooth the prices estimated by-tt&M or to adopt a glide path to
ease the adjustment to a new level of prices. TRE®@ noted that, if such an
approach was taken, it would effectively alter pnefile of depreciation over the
regulatory period (or longer if a glide path thatesmded across more than one
regulatory period was adopted) since depreciasa@ifectively a residual. In this
case, the depreciation received in any particudar yould not strictly conform to a
straight line methodology.

6.4.2 Submissions on regulatory depreciation

Macquarie Telecom and AAPT both supported the fiseraight line depreciation.
VHA also supported the use of straight line de@tmn, noting that it is simple,
transparent and consistent with previous decidiyrthie ACCC and AER.

Frontier Economics, on behalf of the Competitiver@as Coalition, supported the
use of straight line depreciation for depreciatiogh the existing RAB and new
capital expenditure. However, it questioned thadrteesmooth service prices, which
would change the pattern of depreciation.

Optus stated that the straight line depreciatiothounlogy is appropriate, provided
that the agreement between Telstra and NBN Cotifimadised. However, it
considered that if straight line depreciation isduand the Telstra—NBN Co
agreement is finalised, Telstra would be over-camspted. Optus submitted that
given the uncertainty over the agreement, depiieaiahould be back-loaded to
ensure that Telstra is not over-compensated ipéhed prior to the agreement.

Telstra did not specifically comment on whetheaigint line depreciation was
appropriate. However, it submitted that:

depreciation should be calculated by referencath asset’'s economic life (ie, the length of
time over which the asset will, in practice, bedugeprovide services) rather than its technical
life (ie, the length of time that the asset coirdtheory, operate’®

Telstra stated that the rapid pace of technologieahge in the telecommunications
industry, commercial uncertainties, and public @oknd regulatory changes could all
cause an asset’s economic life to differ frometshnical life. In particular, it
submitted that ‘the imminent rollout of the NBN {nalmost certainly truncate the
economic lives of a considerable proportion of frals CAN and Core asset€®
Telstra stated that it reviews, and as necessaise® the economic lives of its major
assets on an annual basis.

6.4.3 ACCC view on regulatory depreciation

The approach to depreciation advocated by Telstidadwnot match a straight line
depreciation method. Annual depreciation allowaneesld be likely, for many
assets, to vary over time as the economic lifthefasset was revised in response to
changes in technological, economic and regulatwcymstances. Telstra’s proposal
to truncate the economic lives of most of its CAld &ore assets (to reflect the
planned roll-out of the NBN) would amount to frdo&ding of depreciation.

185 Telstra submission, p. 102.

16 ibid., p. 104.
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In contrast, Optus has proposed that depreciationld be back-loaded to reflect the
planned roll-out of the NBN.

The ACCC considers that the straight line depremanethodology remains
appropriate. It does not consider that front-logdin back-loading of depreciation is
warranted since payments under the proposed dee¢ée Telstra and NBN Co are
expected to compensate Telstra for unrecoverededigpion on assets no longer used
to provide the fixed line services following thdltout of the NBN.

The ACCC adopted straight line depreciation inneating prices for the IADs and
draft prices for the FADs. However, in estimatihg traft FAD prices, the ACCC
made an adjustment to the profile of depreciatarttie last two years of the
regulatory period, ie. 2014-15 and 2015-16.

Prior to making this adjustment, regulatory depgon followed a U-shaped profile
from 2014-15 to 2019-20. This profile was a matherahconsequence of
commencing the FLSM part-way through the lives elstra’s assets but was not
expected to reflect the actual path of regulat@prdciation. This effect was most
significant for asset classes with relatively slamset lives (less than ten years) and
less than five-years remaining at the commencewfahe regulatory periotf’

These assets are ‘pair gain systems’, ‘local switckquipment’, and ‘indirect capital
assets’.

The ACCC has extrapolated the inputs to the FLSMHe full 11 year estimation
period (2010-11 to 2020-21) to identify the underdytrend level of regulatory
depreciation, excluding the artificial drop in régfory depreciation for these assets. It
has substituted a trend level of regulatory deptam for the three asset classes in the
years affected by the artificial drop. The U-shagegdreciation profile for these asset
classes is shown in table 6.10. The table also slib&trend depreciation values the
ACCC has used in estimating prices. These trenaegaleflect the forecast declines

in investment in CAN and Core assets.

167 At the commencement of the FLSM, each asset iasssigned an average remaining asset life.

In practice, investment in new assets is likelpaoe occurred over a period of years instead of all
at one point in time. While setting an average tfsesimplifies the construction of the FLSM, it
introduces lumpiness in the profile of regulatogprkciation. In contrast, the forecast capital
expenditures included in the FLSM occur more smigaiker time. In the initial years of the
FLSM, this results in a U-shaped depreciation pedfir some assets. An artificial drop in
estimated regulatory depreciation occurs when dhad assets reach the ends of their lives in
the same year before they are fully replaced bgstments over time in replacement assets.
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Table 6.10: Estimated regulatory depreciation—2009:0 to 2020-21
Asset Class —

CAN asset class
Ducts and pipes 264 268 270 273 276 278 281 283 286 288 290 293
Copper cables 325 330 332 335 338 340 343 207 23 25 28 30
Other cables 1 3 5 7 9 11 13 15 17 19 21 23
123 124 125 52 6 7 9 10 11 13 14 15
Pair gain systems 15 15 15 15 15 15 15
CAN radio bearer equipment 69 69 23 0 0 0 0 0 0 0 0 0
Other CAN assets 0 0 0 0 0 0 0
Other communications plant and equipment 1 1 2 2 1 2 2
Network land 0 0 0 0 0 0 0
Network buildings/support 22 23 24 25 26 27 28 29 30 31 32 33
187 206 225 245 264 96 116 135 154 173 193 193
Indirect capital assets 190 190 190 190 190
991 1,023 1,007 938 920 762 791 682 524 551 580 589
Total 929 864 872 742 563 570 581
Core asset class
228 230 59 3 4 5 5 6 7 7 8 8
Switching equipment - Local 8 8 8 8 8 8 8
Switching equipment - Trunk 7 7 1 0 0 0 0 0 0 0 0 0
Switching equipment - Other 0 0 0 0 0 0 0 0 0 0 0 1
Inter-exchange cables 105 108 110 112 114 116 118 120 123 125 126 128
Transmission equipment 317 328 337 346 355 213 56 64 73 81 89 97
CORE radio bearer equipment 38 38 39 39 40 25 3 3 4 4 4 5
Other communications plant and equipment 1 1 2 2 2 2
Network land 0 0 0 0 0 0 0 0 0 0 0 0
Network buildings/support 125 130 136 143 149 155 161 167 173 179 185 190
129 142 155 168 181 66 79 93 106 119 132 132
Indirect capital assets 130 130 130 130 130
LSS equipment - - - - - - - - R _ N .
950 984 838 814 846 583 426 457 488 518 549 566
Total 818 850 650 479 496 513 530 549

Notes: Figures shown in italics denote values lae been adjusted by the ACCC to reflect the uyidgrtrend value for the years shown. Estimategréeiation for years
beyond the regulatory period has been calculategikbypolating forecast operating and capital egfiares in the regulatory period.
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7

Operating expenditure

Key points

Forecast operating expenditure forms a cost bletke building block approach
and therefore contributes directly to Telstra’skoévenue requirement.

In November 2010, Telstra provided more accurdtgnmation on actual
operating expenditures incurred in providing thelaed fixed line services.
However, it did not provide forecasts of opera@xgenditure.

The ACCC has revised its forecasts for direct aairéct operating expenditure
to reflect submissions and the additional informratrovided by Telstra:

o Direct CAN operating expenditure is assumed to reroanstant in real

terms at its most recent actual level (for 2009tbQkflect recent reductions

in CAN operating costs.
o Direct Core operating expenditure is forecast toam stable in real terms g

the average real level of Telstra’s actual opegatixpenditures over the five

years to 2009-10.

o The mark-up for indirect operating expenditure {ibacorporate overheadg
has been revised up to 80 per cent (from the 1@gm@rincorrectly applied i
the September 2010 Draft Report).

0 Reuvisions have been made to reflect changes iagbet classes included i
the FLSM.

The ACCC proposes that no adjustments will be niad&nders or overs’ in
actual, compared to forecast, operating expenditover the regulatory period.

Total operating expenditure has been allocatedd¢b asset class according to i
share of the total undepreciated asset value &brytar.

N

—

[S

Operating expenditure is one of the cost blockfienFLSM. Forecast operating
expenditure contributes directly to the estima®gnue requirement over the
regulatory period.

7.1 September 2010 Draft Report operating expenditure

forecasts

In the September 2010 Draft Report, the ACCC nthatlit intended to obtain
operating expenditure forecasts from Telstra fourieiregulatory period€? In the
absence of these forecasts, the ACCC developewiidorecasts of operating
expenditure for 2010-11 to 2013-14 for the purpdssstimating draft indicative
prices.

Forecast direct operating expenditures were baséclstra’s average actual

operating and maintenance expenditures in theyeags to 2009—-10 included in
Telstra’s RAF reports. Operating and maintenan@eeses related to the asset

188 See section 4.2 for detail on the ACCC’s propdBM RKR to obtain these forecasts.
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classes not used by the regulated services (data equipment, mobile network and
terminal equipment, and customer equipment) were excluded.

Forecast direct operating expenditure was assumed to remain constant in real terms
over the estimation period. To convert Telstra’s average actual operating and
maintenance expenditures from nominal terms to real t¥fhoperating expenditure

in each year was indexed to 1 July 2009 prices (the base year adopted for the
proposed regulatory period) using a simple average of the change in the ABS labour
price index for the private communication sector and the ABS producer price index
for electronic equipment and other machin€fy.

To forecast total direct and indirect operating expenditures, the ACCC increased
forecast direct operating expenditure by 10 per cent to reflect an allocation of
corporate overheads. Section 7.4 discusses the method adopted to allocate total
forecast operating expenditures to asset classes.

In the September 2010 Draft Report, the ACCC proposed that the regulatory
framework should provide appropriate incentives for the access provider to undertake
operating expenditure that is prudent and efficient. For each price reset, the access
provider would be required to provide a report that:

= compares its forecasts for the previous regulatory period with its actual operating
expenditure over the period

= explains any major differences between actual and forecast expenditures in the
previous period, and

* includes a detailed explanation of the information, assumptions and cost drivers
used to develop its forecasts for the coming regulatory period.

The report would facilitate the ACCC’s assessment of the reasonableness of the
forecasts.

The ACCC stated that it did not intend to impose additional service quality
mechanisms beyond those currently in place, which include the Customer Service
Guarantee, the Network Reliability Framework and a number of industry codes. It
considered current service quality incentives are sufficient to ensure that access
seekers and end-users receive service at an adequate level. Further, given the
impending changes to the access regime, the imposition of additional service quality
incentives were not considered appropriate at this time.

7.2  Submissions on operating expenditure forecasts

Submissions were received on the ACCC'’s forecasts, its method of indexing past
operating expenditures, the appropriate mark-up for indirect operating expenditures,
the use of efficiency mechanisms, and service quality incentives.

7.2.1 Direct operating expenditure

Submissions by access seekers generally stated that the ACCC'’s forecasts in the
September 2010 Draft Report were over-estimated.

169
170

All calculations in the FLSM are undertaken in real terms (except for the tax calculations).
Australian Bureau of Statistic8345.0 Labour Price Index, Australia—private communication
sectoratwww.abs.gov.au/ausstats/abs@ nsf/mf/634R0stralian Bureau of Statistic8247.0
Producer Price Index, Australia: Table 14-Electronic equipment and other mactahery
http://www.abs.gov.auAUSSTAT S/abs@.nsf/DetailsPage/6427.0Jun%202009? Guemient
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Optus, Frontier Economics and Macquarie Teleconmstied that the ACCC'’s
estimates of Telstra’s future operating expenditueee likely to be inflated. They
considered that operating expenditure over thelaggy period was unlikely to
remain at the same level as the average of thdipastears due to falling demand
for fixed line services and Telstra’s recently ammoed ‘Project New’ which aims to
reduce operating expendituré.The submissions suggested that the ACCC should
base its forecasts on the most recent year’'s apgraxpenditure rather than the five-
year average.

Herbert Geer submitted (on behalf of iiNet, Inteta@nd Adam Internet) that Telstra
reported in late September 2010 that it intendsuta further 6000 staff, continuing a
trend of reducing staff numbers and operating edere.

VHA stated that, given the transition from coppefibre over the next few years, it is
unlikely than historical levels of operating expgack will be sustained.

Frontier Economics supported the application ofARECC’s principles for demand
forecasting (set out in the September 2010 DrafioRe to expenditure forecasting. It
stated that the forecasting methodology and reshtisild be transparent and well
documented. VHA also highlighted the importancé&ahsparency around the cost
inputs used to derive operating expenditure fotscas

Telstra did not provide forecasts of direct opagexpenditure for the regulatory
period.

7.2.2 Indexation of past operating expenditures

Frontier Economics submitted that past operatimeasitures should be indexed by
the ABS telecommunications equipment import pricek instead of the ABS
producer price index for electronic equipment atieeomachinery used in the
September 2010 Draft Report. Using the import pincex in converting nominal
expenditures to real terms would reduce real aecaagual operating expenditure by
1.4 per cent over the period 2005-06 to 2008—09pewed to the real increase of
7.8 per cent obtained using the ACCC's index.

7.2.3 Mark-up for indirect operating expenditures

Telstra submitted that the ACCC'’s 10 per cent mgrKer indirect operating costs is
substantially lower than the 60 per cent mark-uplieg in the Analysys mod€f and
significantly lower than the 108 per cent mark-gediin Telstra’s TEA model.

Submissions by Macquarie Telecom and Herbert Geebéhalf of iiNet, Internode
and Adam Internet) requested more detailed exptanaf the assumptions used to
derive the mark-up for indirect operating expenditand the disclosure of RAF data
so interested parties could assess Telstra’s aatiagéct operating costs (as well as
its direct operating costs).

11 See for example, Telstraglstra details strategy as sales momentum builtislia Release,

29 September 2010 and Telstrayestor Day — TranscripB80 September 2010, pp. 48 and 57,

both available on Telstra’s websitavw.telstra.com

The Analysys Cost Model was commissioned by the BQCAugust 2007 to estimate the cost
of providing the declared fixed line services instralia. The model was designed with specific
reference to Australian conditions.
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7.2.4 Efficiency mechanisms

Optus opposed the ACCC'’s proposed efficiency meash@nas unnecessary stating
that they were ‘more likely to lead to adverse mtoges to take advantage of

information asymmetry than address genuine effjeproblems™’®

AAPT and VHA submitted that Telstra will have intiees to over-estimate its
operating expenditure forecasts. AAPT supportedritige mechanisms to ensure that
only prudently incurred operating expenditure duded in the FLSM. VHA stated
that the ACCC must provide greater detail on howwténds to apply the efficiency
mechanisms.

Telstra submitted that the September 2010 DrafoRejd not explain how the
proposed mixture aéx anteandex posincentiveand pass through mechanisms
would interact or how they would be applied ovex tbgulatory period.

7.2.5 Service quality incentives

Optus and VHA supported the ACCC'’s view that ser\gaality incentives are not
required at this tim&/HA submitted that such incentives may be suscptib
gaming opportunities.

7.3 ACCC's revisions to operating expenditure forecasts

On 10 November 2010, the ACCC sought additionarmftion from Telstra on its
indirect operating expenditures, including its intd forecasts and the basis for those
forecasts.

In its response of 22 November 2010, Telstra preidetails of direct and indirect
operating expenditure incurred during 2008—-09 &@P210 for each of the fixed line
services, disaggregated by line item, in a forms@giant with its RAF RKR reporting
requirements. This data included operating exparalior the WLR and LSS services
that are not provided under the current RAF RKRoregpg requirements. Telstra did
not provide operating expenditure forecasts.

The ACCC has reviewed its forecast operating exiperdin response to submissions
and the additional information provided by Telsira22 November 2010 and has
revised its forecasts. The revised forecasts usedtimate prices for the IADs and
the draft FAD prices are shown in table 7.1.

173 Optus submission, p. 17.
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Table 7.1 Comparison of September 2010 forecast operating expenditure
and revised April 2011 forecasts of operating expenditure ($m as

at 1 July 2009)

2010-11 2011-12 2012-13 2013-14 2014+15 2015-16

Sept | April | Sept | April | Sept | April | Sept | April | April April

2010 | 2011 | 2010 | 2011 | 2010 | 2011 | 2010 | 2011 | 2011 2011
&A'\)' ‘ H H E B B EE I I
m
é?:)% Il Il BBl Bl EE N =
LSS i H 1 B 1 0B I B H H
($m)
Toral [ [ B BN BN BN BN

($m) .

On 5 April 2011, the ACCC requested from Telstra operating expenditure forecasts, if
available, for the five years to 2015-16. In its 18 April 2011 response, Telstra advised
that it expects total operating expenditure (exeigdiepreciation) to increase [Jjjj

in 2010-11. It did not providBve year forecasts, stating that it is
finalising aspects of its 2011-12 forecasts, including productivity savings.

Telstra noted that its 2010-11 forecast growth related to operating expenditure on
supplying all services, excluding Sensis and international entities. It did not provide
further explanation of the basis for its 2010-11 forecast.

The ACCC notes that Telstra’s 2010-11 forecast is a combined growth rate for
operating expenditures on providing fixed line services and other services, such as
mobile services. Demand for many of the non-fixed line services are growing, in
contrast to the decline in total demand for fixed line services (which partly reflects
fixed to mobile substitution; see section 10.3.1). The ACCC expects that higher
operating expenditure will be incurred in providing these services to meet higher
demand. The growth rate in operating expenditures on these services is therefore
likely to be significantly higher than the growth rate in operating expenditure related
to the fixed line services. The ACCC considers that it does not have sufficient
evidence to justify revising its operating expenditure forecasts for the fixed line
services on the basis of Telstra’s advice on 18 April 2011.

7.3.1 Direct operating expenditure

The ACCC has revised its forecasts of direct operating expenditure to take into
account submissions, additional information provided since the September 2010 Draft
Report, and changes to the asset classes included in the FLSM.

The CAN operating expenditure forecasts have been reduced to place greater weight
on the recent declining expenditure trend in CAN expenditures. In the absence of
operating expenditure forecasts by Telstra, the ACCC has accepted submissions that
Telstra’s most recent actual expenditure (for 2009-10) represents the best basis for
forecasting future expenditure. The ACCC has assumed that direct operating
expenditure in real terms will remain constant at this level over the regulatory period.
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For the Core, the ACCC considers that the five-gea@rage of recent actual
expenditure in real terms remains the most appaitgpbasis for forecasting operating
expenditure over the regulatory period. In conttastAN operating costs, operating
expenditure on the Core network has been largahlesin real terms over recent
years.

The actual direct operating expenditures on whiehforecasts are based have been
revised to reflect changes in the asset classegledt in the FLSM, following
information submitted by Telstra:

= Operating expenditure associated with the cust@geipment, satellite equipment
and international network cables asset classebdersremoved, as these asset
classes are not included in the FLSM.

» [nclusion of operating expenditure associated a#bet classes added to the FLSM
since the release of the September 2010 Draft Regorecast operating
expenditures on the added asset classes ‘other goitations plant and
equipment’, ‘network buildings and support’, ‘netikdand’ and ‘indirect capital
assets’ have been included in forecast total operakpenditure.

On the basis of the publicly available informatide]stra’s recently announced cost
cutting measures, including ‘Project New’, appeararlikely to impact on indirect
operating costs than direct operating costs fon#tevork. The ACCC has adopted
this assumption in determining the mark-up for iedi operating expenditures (see
section 7.3.3 below).

The ACCC has not adjusted its operating expendfrecasts to account for the
planned roll-out of the NBN for three reasons. t-itse remaining uncertainty about
the timing of the roll-out, and de-commissioningloé copper network, prevents
accurate forecasting of the magnitude of consegergrenditure reductions at this
stage’’* Second, the ACCC understands that Telstra witelbeired to provide
services across the copper network for a set peifited the roll-out to an area has
been completed. Telstra will therefore continuenttur operating expenditure on
maintaining the network during this time. Thirde tmethod for adjusting the cost
allocation factors, which effectively holds unitste for services fairly constant (see
chapter 10), ensures that any over-estimate obtipgrexpenditures will not result in
higher estimated prices.

7.3.2 Indexation of past operating expenditures

In response to Frontier Economics’ submission AG€C has re-considered the
relevant price indexes published by the ABS thalatbe used to convert nominal
operating expenditures to the FLSM’s base yearadollas at 1 July 2009). The
ACCC considered in more detail three indexes thedsure price movements for
inputs associated with providing the declared filed services:

= The ABS producer index for electronic equipment atiter machinery used in the
September 2010 Draft Report measures price chdagasdio and visual
receiving sets, sound reproducing and/or recordmmgpment, radio receiving sets

174 Preliminary information on the timing of the ralit was published in 2010. See NBNCo

Limited, NBNCo Business Case Summa¥ November 2010, p. 12.
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television receiving sets, headphones, electronic equipment or components not
elsewhere classifiedf®

= The ABS import price index for telecommunications equipri@ptoposed by
Frontier Economics measures price changes for imported telecommunications
equipment and parts. The ABS classiis import price indexes according to
Standard International Trade Classification definitions. This means that the index
for telecommunications equipment includes sound producing and recording
equipment, such as microphones and turntables, as well as telecommunications
equipment.

= The ABS producer price index for communication equipment manufact(fring
measures price changes for materials mainly used in manufacturing data
transmission equipment, such as routers or modems, or telecommunication
(including telephone) data communication, receiver or transceiver equipfhent.

The ACCC considers that both the ABS producer index for electronic equipment and
other machinery and the ABS import price index for telecommunications equipment
are too broad as they include price changes for equipment that is not used to provide
the declared fixed line services. The ABS producer price index for communication
equipment manufacturing is likely to more closely proxy changes in the costs of
materials used to provide the declared fixed line services.

The labour price index for the private communication séCtaras based on the
Australian and New Zealand Standard Industrial Classification (ANZSIC) 1993
classification for communications which included postal and courier services and
telecommunications services. Following a review of the ANZSIC classifications, the
ABS ceased publishing the ABS labour price index for communications in July 2009
and replaced it with the ABS labour price index for information, media and
telecommunicatiort&’ (based on ANZSIC 2006). This classification includes workers
mainly engaged in the creation and storing of information products for dissemination
purposes; transmitting information products using analogue and digital signals; and
providing transmission and storage services for information products.

In estimating prices for the purpose of the IADs, the ACCC indexed operating
expenditures prior to July 2009 using a simple average of the ABS producer price
index for communication equipment manufacturing and the ABS labour price index
for communications. Since the labour price index for communications is not available
from July 2009, operating expenditure for 2009-10, which are now available, has been
indexed back to the base year dollars using a simple average of the ABS producer
price index for communication equipment manufacturing and the ABS labour price
index for information media and telecommunications.

175 ABS, 1292.Mustralian and New Zealand Standard Industrial Classification (ANZSIC), 2006
(Revision 1.0pat:
www.abs.gov.au/AUSSTATS/abs@.nsf/LatestproductsBBARBE1837DCA25711F00146F94

176 ABS, www.abs.gov.au/AUSSTATS/abs@.nsf/DetailsPage/646iBARD2010

17 ABS, 6427.(Producer Price Index, Australia: Tables 10 and 11-Communication equipment
manufacturing atvww.abs.gov.au/AUSSTATS/abs@.nsf/ DetailsPage/22¢%202010

178 ABS, 1292.0Australian and New Zealand Standard Industrial Classification (ANZSIC), 2006
(Revision 1.0pat
www.abs.gov.au/AUSSTATS/abs@.nsf/LatestproductslERR®CFF044BCA25711F00146F92

179 ABS,6345.0 Labour Price Index, Australatwww.abs.gov.au/ausstats/ abs@ nsf/mf/6345.0

180 ABS, 6245.0Labour Price Index, Australia—information media and telecommunicagibns
www.abs.gov.au/AUSSTATS/ abs@.nsf/mf/6345.0
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The ACCC has used this method for estimating drAf prices . It proposes to use
the same indexation methodology in estimating fprades for the FADs.

7.3.3 Mark-up for indirect operating expenditures

The ACCC acknowledges that the 10 per cent marfoumdirect operating
expenditures used in the September 2010 Draft Re@® incorrectly applied to
direct operating expenditure instead of to thetdsase, as applied in the Analysys
model from which the mark-up was derived. The adirneark-up on direct operating
expenditure consistent with the mark-up on thetdssse applied in the Analysys
model is 60 per cent.

The ACCC has examined the relationship betweerrtiined indirect operating
expenditure in Telstra’'s RAF accounts over thequeB003-04 to 2008—-09. The RAF
accounts show that the actual mark-up has aver@gethd 100 per cent during this
period.

As noted in section 7.3.1 above, the ACCC has asduhat Telstra’s recent and
announced cost cutting measures will be concenti@tendirect operating costs.
Therefore, the ACCC considers that the past actaak-up of 100 per cent represents
an upper limit for the mark-up in future. It consid the Analysys model's 60 per cent
mark-up is likely to set a lower limit for two reass. First, indirect costs have been
optimised in the Analysys model. Second, Telstexisting assets, which vary in age
and technology, are likely to require greater nexance and associated indirect costs
than the new, optimised assets assumed in the gysmiyodel. The ACCC has
therefore adopted an 80 per cent mark-up, beingiidegooint of the upper and lower
limits.

After total indirect operating expenditures haverbealculated using this method, the
forecast annual indirect operating expenditurexcatied to LSS are deducted from
total estimated indirect operating expendituresrtsure there is no double counting
of costs. The remaining forecast indirect operatingenditures are then allocated to
the other fixed line services.

7.3.4 Efficiency mechanisms

The ACCC maintains its view that efficiency incees will promote efficient
expenditure by Telstra. The ACCC considers thesentives are best provided
through two mechanisms.

First, the operating expenditure forecasts includetie FLSM for estimating access
prices should represent an expected efficient levekpenditure. While the ACCC
recognises that Telstra has incentives to overgtatequired expenditures, it
considers that Telstra’s scope to significantlyat# its projected operating
expenditures over the regulatory period will beuest by requiring Telstra to:

= provide a detailed explanation of the informatiassumptions and cost drivers
used to develop its forecasts for the coming reguygperiod. The ACCC will
publish the explanation during the consultationcpss for the price reset, and

= explain any significant differences between itetasts for the previous regulatory
period and its actual operating expenditure overptriod.

Second, the ACCC proposes to adopt an efficienogfitesharing scheme, similar to
the schemes used by the AER in regulating elestritstribution and transmission
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providers. Section 6.2.5 of this discussion papépst an explanation of these
schemes.

As noted in that section (in the context of capetgbenditure), it is important that the
operating expenditure forecasts used in the FL3WMesent an efficient level of
expenditure. This is necessary to ensure thatypesof efficiency benefit sharing
scheme works effectively. The ACCC considers th#figent transparency in the
information supporting the forecasts and carefultaty during the consultation
process for the price reset will maximise the likebd that the forecasts will not
include significant inefficiencies or inflated cest

7.3.5 Service quality incentives

The ACCC maintains its view that the current sex\goality mechanisms are
sufficient to ensure that access seekers and esrd-teceive service at an adequate
level.

The ACCC is consulting on the non-price terms amutl¢ions that should be
included in FADs. Part B of this discussion papscuasses the issues identified by
the ACCC. Some non-price terms and conditionsiketylto impact on the level of
services received by access seekers and end-users.

7.4  Allocation of operating expenditure to asset classe S
Total forecast operating expenditure must be aléatto asset classes in the FLSM.

7.4.1 September 2010 Draft Report allocations to as  set classes

The ACCC identified three alternative methods ftwaating total operating
expenditure to asset classes in the FLSM, namely:

= allocating operating expenditure to each asses @asording to its share of the
total depreciated asset value (that is, the RABg&xh year

= allocating operating expenditure to each asses@acording to its share of the
total undepreciated asset value for that year, or

= using the allocations in the RAF and assuming tlkeeyain constant over the
estimation period.

The ACCC concluded that the second method wasrpeeféor several reasons:

» The first method would allocate very little opengtiexpenditure to assets that are
almost fully depreciated. It is unrealistic to egpthat an asset’s operating costs
will decline over its life.

» The second method allows for a more uniform aliocedf operating costs to
assets and is simple and transparent.

» The third method results in a broadly similar aditban of operating costs to asset
classes as the second method, but is less transpéfiile the RAF allocation
method produced a more realistic allocation of apeg costs between ducts and
pipes and copper cables, the ACCC consideredtbet tvould be minimal impact
on the overall allocation of operating expenditoeeause the CAN services
(ULLS, WLR and Telstra’s retail services) use duwtd pipes and copper cables
in similar proportions.
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The method used to allocate total operating experadio asset classes differs from
the cost allocation factor methodology used tocalte the revenue requirements
associated with each asset class to particulaicesnSpecifically the operating
expenditure allocations are not adjusted for chamgeemand.

7.4.2 Submissions on allocations to asset classes

Frontier Economics agreed ‘that the method usetth&®WCCC is preferable, as the
alternative method will allocate more Opex to newess depreciated assets. That is
contrary to how it would be expected Opex wouldbimg spent'?

7.4.3 ACCC response

In estimating prices for the IADs, the ACCC maintd the allocation method
adopted in the September 2010 Draft Report. Threaions of operating expenditure
were adjusted to reflect changes in the assetadassluded in the FLSM? This
method was also used in estimating draft FAD prices

The ACCC proposes to use this allocation methodoiogstimating final prices for
the FADs. The ACCC may reconsider its approachrédeives information from
Telstra on its forecast operating expendituresdsgticlass.

Tables 7.2 and 7.3 set out the operating costsad#d to each asset class in
estimating prices for the IADs and draft FAD prices

181 Frontier Economics submission to the ACCR&view of the 1997 telecommunications access

pricing principles for fixed line services: Drattport September 201®@ctober 2010, (Frontier
Economics submission), p. 12.

The undepreciated value of the ‘ducts and pipssét class obtained from Telstra’s asset register
has not been adjusted for the increment of $1.4Hidrbmade to the depreciated value of the
‘ducts and pipes’ asset class used in determimiagritial RAB value.
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Table 7.2: Allocation of operating expenditure by CAN asset class ($m at 1 July

2009)

CAN

2010-11

2011-12

2012-13

2013-14

2014-15

2015-16

Ducts and pipes

Copper cables

Other cables

Pair gain systems

Radio CAN

Other CAN assets

Other communications plar]
& equipment

—

Network land

Network buildings/support

Total CAN assets

dlll ailiulll

Table 7.3: Allocation of operating expenditure by Core asset class ($m at 1 July

2009)

Core

2010-11

2011-12

2012-13

2013-14

2014-15

2015-16

Switching equipment -
Local

Switching equipment -
Trunk

Switching equipment -
Other

Inter-exchange cables

Transmission equipment

Radio bearer equipment

Other communications plar]
& equipment

—

Network land

Network buildings/support

LSS equipment

Total Core assets

lolnanils =B
H ol gl sl
1M ™8

1TTM MM

1M ™8

Salnanllinal
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8 Calculating tax payments

Key points

» The FLSM applies a post-tax BBM framework whereftaoms a separate
building block component of the revenue requirement

» The assessment of tax in the FLSM follows the catisaal accounting treatment
of tax as it applies the corporate tax rate toitgethere profits are defined as
revenue minus costs.

» Inthe FLSM, tax payable is calculated in nomiraits.
» Tax depreciation is calculated using the straigig-inethod.

» Regulatory and tax depreciation can be differemt tduthe effects of accelerateq
tax depreciation applicable under Australian tdgsu

To estimate prices for the declared fixed line &y, the ACCC has adopted a post-
tax BBM where tax forms a separate building bloskponent of the revenue
requirement. Tax liabilities form a separate cdstk because the access provider
requires sufficient revenue to meet its tax expeasewell as its operating costs and
the costs associated with its return on and oftakapi

This chapter explains the ACCC’s method of calén¢athe tax liabilities included in
Telstra’s estimated revenue requirement for supplyihe declared fixed line services.

8.1 Calculation of tax in the September 2010 Draft Repo rt

The calculation of tax in the FLSM follows the cemiional accounting treatment of
tax as it applies the corporate tax rate to preftiere profits are defined as revenue
minus costs. The tax assessable profit under tiitogi block approach is calculated
as the pre-tax revenue requirement minus the tlesses of tax deductible expenses
— operating costs, tax depreciation and interest.

In contrast to the rest of the FLSM where calcoladiare undertaken in real terms,
tax payable is calculated in nominal terms becsasdéiabilities are based on nominal
values. Tax is assessed on nominal (not real)tprgénerated throughout each year
and the magnitude of the tax deduction arising frot@rest expenses depends on the
nominal interest rate, not the real interest ragex depreciation and operating costs
are also calculated in nominal terms for the puepad assessing tax payable.

Consequently, the tax calculations in the FLSMpdormed in nominal terms and
then converted into the base year prices and adib@ real pre-tax revenue
requirement to calculate the real revenue requinémeluding tax (see figure 4.2 in
chapter 4).

Tax depreciation is a tax deductible expense iasa$sg the amount of tax payable.

Straight line depreciation has been applied toutate tax depreciation. Straight-line
depreciation involves dividing the initial assetuaby the asset’s useful life to
calculate a constant depreciation expense eachlysisug straight line depreciation
complies with Australian tax rules and acceptedveations that favour the simplicity
and transparency of the straight line method femptarposes.
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Tax depreciation can differ from regulatory depaéion because the Australian tax
rules allow companies to write off the value of italpexpenditures (through
accelerated depreciation) faster than regulatopyetgation. A consequence of
accelerated depreciation is that the long terncaffe tax rate is typically
significantly lower than the corporate tax ratecélerated depreciation is
incorporated into the FLSM by varying the asset idr tax purposes for assets
eligible for accelerated depreciation. The FLSMdoet currently include any assets
subject to accelerated tax depreciation.

8.2 Submissions on tax calculation method

Telstra submitted that the FLSM understates theceffe tax rate because for some
assets the FLSM does not calculate the cash flbws asset’s total remaining life,
resulting in over-estimation of post-tax returrisan asset’s remaining life exceeds
the FLSM’s maximum estimation length of 12 yearteraninal value calculated as
60 per cent of the asset's residual value in thal fear of the model is usé%.
Telstra considered that this method ignores tailiiees beyond the 12 year life of
the model, overstates post-tax cash flows and ateiy understates the effective tax
rate.

In addition, Telstra submitted that because itsdigpreciation has been accelerated
relative to accounting depreciation, the tax wnittwn value of its assets is lower
than the assets’ accounting written down valuesti@lsuggested this means that the
ACCC has inadequately compensated Telstra foaxgxpenses; however, Telstra
stated that it was investigating the materialityref impact.

8.3 ACCC view

The effective tax rate is not used to determingabeuilding block in a post-tax
revenue model. In a post-tax framework, the eféectax rate has two purposes.

Telstra’s submission indicates a misunderstandiniyjeomethodology for calculating
tax liabilities in a post-tax model in contrastt@re-tax revenue model:

» |n a pre-tax revenue model, the effective tax imtesed to calculate the required
tax compensation. The effective tax rate is addete return on equity to
calculate the pre-tax return that is required hyitgcholders. This pre-tax return is
sufficient to compensate equity-holders for theiess and financial risks borne
as well as the return required to compensate folidhilities.

» |nthe FLSM'’s post-tax approach, tax liabilitieg @alculated directly. The
effective tax rate is not an input into the caltiola of the regulated business’ tax
liabilities.

The ACCC has investigated Telstra’s claims thathth8M’s maximum estimation

period of 12 years leads to an error in the catmrieof tax liabilities. Telstra claimed,

in its submission to the September 2010 Draft Reploat the FLSM and the AER’s

PTRM would produce different estimates of its tabilities as a result of the claimed

error. The ACCC notes that the two models are imettly comparable as they have

183 Debt holders and equity holders receive diffecersh flows in the FLSM. The effective tax rate

for debt is set at the corporate tax rate by defd does not affect the output of the FLSM. The
calculation of the effective tax rate applicabletpiity relies on apportioning the terminal value
of pre and post-tax cash flows to equity holderapglying the benchmark equity/debt gearing
ratio factor of 60 per cent.
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been designed to reflect different industry circtanses. Consequently the FLSM’s
outputs cannot be replicated by the PTRM (see éardiscussion of the differences
between the FLSM and PTRM in section 4.3.3). Th&€A&Confirms that the tax
calculation method adopted by each model is equaliy.

The ACCC notes that, in any case, it is not necggeaestimate the long-term
effective tax rate as it will be recalculated atreprice reset so that the correct tax
compensation will be provided within each regulatoeriod.

Since the September 2010 Draft Report, the ACCGéwased the method used in the
FLSM to calculate cash flows and the effectivertte. The calculations are now
undertaken for the duration of the regulatory pé&rimot for the maximum 12 year life
of the model. The effective tax rate calculatethmn FLSM therefore applies only to
the relevant regulatory period. The ACCC consideas the revised method will

avoid confusion over the applicability of the cdited effective tax rate beyond the
regulatory period. In addition, it is likely to Ibeore reliable than the previous
method, which required the input of assumptionsuabperating and capital
expenditure beyond the regulatory period.

Inflation has an impact on the effective tax rakalatiort® by reducing the
effective tax rate below the corporate tax rat8@per cent. This occurs because a
portion of an investor’s return comes from the agmtion of the asset base. Part of
this asset base is not taxed; hence the effecieate calculated in the FLSM is less
than the corporate tax rate used in the FLSM.

In regard to any difference between the tax writtewn value of its assets and the
assets’ accounting written down value, the Ausiratnergy Market Commission
(AEMC) has stated that ‘the difference in approadioevaluing initial tax assets

would in most cases not lead to a difference inetenated cost of corporate income
tax.”® The ACCC therefore proposes to adopt the stan@apaatory approach of
setting the initial tax asset value equal to tlglkatory asset value. This approach has
been adopted in the AER’s PTRM, by the Victoriagdtgial Services Commission
and by the AEMC in its 2006 Rule Determination.

- IR Rpre—tax

AEMC, Rule Determination, National Electricity Amendmg@ftonomic Regulation of
Transmission Services) Rule 2006 Ng.ZiBNovember 2006, p. 90.

IRR ..
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9 Summary of the estimated revenue requirement

The FLSM calculates the aggregate revenue required by Telstra to recover its costs of
supplying all services provided using the PSTN. As such, the aggregate revenue
requirement calculated in the FLSM includes the estimated costs incurred in providing
the declared fixed line services, other declared services that use the PSTN (such as the
DTCS and MTAS), and non-regulated services provided using the PSTN, such as
Telstra’s retail fixed line services, wholesale ADSL, and some transmission and

mobile services. The allocation of appropriate shares of the aggregate revenue
requirement to specific declared fixed line services is discussed in chapter 10.

The aggregate revenue requirement is calculated according to the following formula:
RR = E(OPEX) + (RAB.1*WACC) + E(DER) + E(TAX)
where RR= the aggregate revenue requirement for the year
E(OPEX) = the forecast operating expenditure for the year

RAB:.; = the RAB at the beginning of the year, which equals the
closing value of the RAB for the previous year

WACC = the regulatory WACC, which is multiplied by the RAB to
calculate the required return on capital for the year

E(DER) = the forecast depreciation expensed for the period, which
represents the return of capital for the year

E(TAX;) = the tax liabilities forecast to be incurred during the year

The methodology and assumptions used to estimate each cost block were discussed in
chapters 4-8 of this discussion paper. The table below summarises the resulting
aggregate revenue requirement for each year (in real terms) and the inputs used.

Table 9.1: Aggregate revenue requirement (in $m as at 1 July 2009)

2010-11 2011-12 2012-13 2013-14 2014-15 2015-16

Operating
expenditure ($m)

Return on capital
(RAB*WACC) ($m)

Return of capital
(regulatory
depreciation) ($m)

The aggregate revenue requirement shown in table 9.1 represents the estimated total
revenue required to recoup the costs of providing all the services that use CAN and
Core assets included in the RAB. To determine the revenue required to provide
specific services, the aggregate revenue requirement must be allocated to the different
services sharing the use of the network assets. The ACCC has applied the cost
allocation factors discussed in chapter 10 to estimate the share of the total revenue

Tax payments($m)

Estimated revenue
requirement ($m)
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requirement attributed to specific services. The revenue requirements allocated to
each service are shown in table 9.2 below.

Table 9.2 Revenue requirement allocated to services (in $m as at 1 July 2009)
[numbers in table are c-i-c]

2010-11

2011-12

2012-13

2013-14

2014-15

N
o
=

5-16

Declared fixed line
services

ULLS

Operating expenditure

Return on capital

Return of capital

[Tax payments

Total

WLR

Operating expenditure

Return on capital

Return of capital

Tax payments

Total

PSTN OTA

Operating expenditure

Return on capital

Return of capital

[Tax payments

Total

LCS

Operating expenditure

Return on capital

Return of capital

Tax payments

Total

LSS

Operating expenditure
Return on capital

Return of capital

Tax payments

Total

Total revenue

requirement allocated to
declared fixed line services

services

Operating expenditure

Return on capital

Other regulated and unregulated

Return of capital

[Tax payments

Total

Total
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10 Cost allocation factors

Key points

» Since the September 2010 Draft Report, the ACCOrede a number of
adjustments to the cost allocation factors use¢tder-LSM.

» The cost allocation factors used to allocate thetscof the ‘ducts and pipes’ and
‘copper cables’ asset classes to the ULLS and W&iRiee are now adjusted for
the differential costs of providing those servigethe four geographic bands.

= Cost allocation factors have been developed for a&sets classes added to the
FLSM. The new asset classes are: ‘network lan@twork buildings and
support’, ‘indirect capital assets’ and ‘other coomtations plant and
equipment’.

= Adjustments have been made to other cost allocédictors as a result of better
and updated information.

= The ACCC does not accept that the cost allocaaetofs for the declared fixed
line services should be adjusted to reflect demfjribtal demand for fixed line
services. The ACCC considers that the risk premnaoiuded in the WACC
appropriately compensates Telstra for the commienisies associated with
reduced customer demand and loss of market share.

= The ACCC’s methodology for adjusting the cost alian factors to reflect
forecast changes in demand will generally offsgt@@mand forecasting errors,
including those related to customer migration ® NBN.

As noted in chapter 9, the FLSM calculates thd tmiats of supplying all the services
provided using the CAN and Core assets includebder-LSM. These costs form the
aggregate revenue requirement for a broad rangereices provided across the
PSTN, including the six declared fixed line sergice

To calculate the revenue to be recovered from ehtte declared fixed line services,
an appropriate share of the aggregate revenuereegemt must be allocated to each
of these services. Chapter 9 sets out the reveaquerements allocated to each of
these services.

Each service’s share of the aggregate revenueresgent is calculated by applying
cost allocation factors to the total operating,itzd@nd tax costs associated with each
of the asset classes in the FLSM. The cost allogdtictors represent the share of
costs incurred in supplying a particular serviceisTchapter describes how the cost
allocation factors used in the FLSM are determined.

10.1 September 2010 Draft Report cost allocation factors

The September 2010 Draft Report used the costaitotfactors in the Analysys
Cost Model as a starting point for deriving thetaikcation factors applied in the
FLSM.

The Analysys cost allocation factors are derivednfidemand data for individual
services combined with routing factors to determiveepercentage of assets used by
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each particular service. The routing factors wemeved from industry and
engineering best practice scenarios and refleaiskeof assets by each individual
service in 2007-08 when the Analysys model wasIdpeel, updated in 2009 for
Analysys’ estimates of 2008—-09 service demands.

Following the release of the September 2010 Drafid®, the ACCC made a
redacted version of the Analysys model availabl@é®website'®® The unredacted
version of the model was made available to intecephrties that concluded
confidentiality arrangements with Telstra. The ACE&isulted on the Analysys
model during its development. The September 20EdtReport included a detailed
explanation of how the Analysys cost allocatiorntdeg are derived.

The ACCC made several adjustments to the Analysysatlocation factors in
deriving the cost allocation factors used in th&SNL Adjustments were made to
remove, as far as possible, the effects of tharogdition undertaken in the Analysys
model to ensure that the cost allocation factoesliis the FLSM are compatible with
the actual cost data used to model prices.

The Analysys factors were also adjusted for changesrvice demand levels since
the Analysys model was developed to ensure thdattters used in the FLSM reflect
current usage patterns. To ensure the cost albycédctors continue to accurately
reflect a service’s usage of assets over timeadlested factors used in the FLSM are
modified each year to reflect forecast changesmahd.

Section 10.3 below explains in detail the ACCC’smeology for revising each of
the cost allocation factors adopted in the Septer2d#0 Draft Report and the
modifications made in its methodology in estimatmiges for the 1ADs.

10.2 Submissions on cost allocation factors

Submissions generally commented that the costatltwt factors used in the
September 2010 Draft Report were not sufficienibtified and that greater
transparency was needed.

10.2.1 Demand adjustments

Telstra submitted that the ACCC'’s cost allocaticgtimedology is incorrect because it
does not account for changes in total demand %edfline services. Telstra stated that
the ACCC has implicitly assumed that the total dednfar fixed lines services will
remain unchanged over the regulatory period. Iningathis assumption, Telstra
considered the ACCC has ignored recent declindseinotal number of SIOs and
expectations that total demand for fixed line sasiwill continue to decline. As a
consequence of this approach, the cost allocasictors used in the FLSM will

prevent Telstra from recovering a significant pnajpm of its costs of supplying fixed
line service.

Telstra argued that as demand for the fixed limeices falls, for example due to
migrations to the NBN, prices should be increaseenisure that costs are recovered
over the remaining services.

186 Seehttp://www.accc.gov.au/content/index.phtml/item 828 01
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Telstra also submitted that any errors in the ACCd&Emand forecasts could result in
inappropriate cost allocation factors that do remugately allocate costs to servicés.
It stated that, given the likely impact of the NB&I-out on the demand for fixed line
services, the production of highly robust demanddasts beyond 2011-12 is
unlikely to be possible.

10.2.2 ULLS and WLR—'ducts and pipes’ and ‘copper ¢ ables’

Optus submitted that the equal unit cost assumjdioiducts and pipes’ and ‘copper
cables’ across the geographic bands is incorrettaaates a significant distortion
between the interaction of the de-averaged pritanghe ULLS and the averaged
pricing for Wholesale Line Rental and Telstra’s&ldtine Rental pricing™® (see
chapter 11). Optus stated that the distortion thtoed by this assumption results in
ULLS access seekers and their customers bearing tinan their fair share of
Telstra’s network costs, creating a substantidi-emmpetitive cross-subsidy from
access seekers to Telstra of $84 million annu&ify’.

10.2.3 ULLS—CAN ‘other assets’

Optus submitted that there is an error in the atbstation factor for ULLS applied to
‘other assets’ in 2010-11, due to the ACCC applyirggcost allocation factor for
2011-12.

10.2.4 PSTN OTA—'switching equipment’

Optus submitted that the switching cost allocafamtors applied for PSTN OTA do
not account of changes in forecast demand.

Frontier Economics (on behalf of the CCC) questibiiie ACCC'’s calculations of
the Analysys cost allocation factors for PSTN O8#ating that the Analysys factors
for ‘PSTN outgoing traffic to international desttimas’ and ‘PSTN outgoing to
mobile traffic’ should be excluded. It also conseltthe ACCC’s ‘de-optimisation’
adjustment arbitrary. It stated that switching eguent costs should be reduced
directly.

Telstra stated that the ACCC's reasoning for adjgghe cost allocation factors for
local switching incorrectly assumes that switchtogts have fallen in line with the
reduction in PSTN OTA demand since 2002-03. Itateje this assumption. It stated
that depreciation has not been fully recoveredheise assets and on-going operating
and maintenance costs are incurred to supportsthetsi continued use.

Telstra considered that the ACCC’s methodology waabult in the stranding of a
significant proportion of local switching assetspioposed that the ACCC should
follow an approach similar to that adopted in ckeaiA of the National Electricity
Rules for the removal of assets from the reguladsset base.

187 Telstra did not include comments on the costalion factors in its October 2010 submission.
Comments were provided in a supplementary submmissidlovember 2010. TelstrByicing
principles for fixed line services, supplementagponse to the ACCC'’s Draft Repd¥ovember
2010.

Optus,Optus submission to Australian Competition and Qamer Commission in response to the
Draft Report Telecommunications Access Pricing &lples for Fixed Line Service®ctober

2010, p. 3.

189 ibid., pp. 30.

188
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10.2.5 PSTN OTA—‘transmission equipment’

Frontier Economics submitted that the Analysysn'sraission equipment’ cost
allocation factors for PSTN OTA may allocate to RSDTA some transmission costs
that should be allocated to Telstra’s retail sewidt also stated that the ACCC’s
adjustment to the cost allocation factor contaicalaulation error relating to the
percentage share of PSTN voice traffic to totdfitralt further submitted that the
ACCC'’s adjustment was based on an unrealistic agsamthat forecast increases in
data traffic would correspond in magnitude to theQC'’s forecast declines in PSTN
OTA voice traffic.

Optus considered the ‘transmission equipment’ alioo factors did not take account
of forecast demand changes.

Telstra submitted that it was unable to replica2ACCC'’s calculations underlying
its adjustments to the costs allocation factorgrfamsmission equipment. It
considered that the ACCC had not provided sufficexplanation of the method used
to calculate the allocators after 2009-10.

10.2.6 PSTN OTA and LCS—‘inter-exchange cables’

Frontier Economics submitted that the cost all@cafactors for ‘inter-exchange
cables’ should be adjusted for increased datddrsifice these cables are used to
provide voice (PSTN OTA and LCS) and data serviltepuestioned why costs
associated with ‘international network cables’ wallecated to PSTN OTA and LCS.

10.2.7 Allocation factors for ‘network land’ and ‘n etwork buildings
and support’ asset classes

Telstra submitted that, in using cost allocatiortdes derived from the Analysys
model, incorrect allocation factors have been &gtio network land, buildings and
support assets in the FLSM. This occurs because th&sets are included within
broader asset classes in the RAF accounts. Tslstied that, because of this, the
ACCC applied the Analysys cost allocation fact@lsting to the broad asset classes
rather than developing separate cost allocatiotofador the different assets included
within those broad asset classes.

In November 2010, the ACCC asked Telstra to idgitié specific RAF asset classes
that include network land, buildings and suppose#s and, where these costs are
included in a broader asset category, to ident#fghhare (in dollars or percentage
terms). This information was provided by TelstrazénNovember 2010.

10.3 ACCC revisions to cost allocation factors

The ACCC maintains its view that the Analysys aikication factors provide a good
starting point for determining allocation factonsthe FLSM, where they are
available. To provide greater transparency abatiGCC’s methodology for
adjusting the Analysys factors, and for calculatttgrnative factors where the
Analysys factors are not available or not apprdprithe ACCC has added an
additional worksheet to the FLSM. This workshe&t @Allocation factors calc’
worksheet) shows the calculations undertaken taiolhe cost allocation factors
used in estimating prices.
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Following the release of the September 2010 Drafid®t, the ACCC identified an
error in the initial Analysys cost allocation fardaised in the FLSM. The cost
allocation factors used in the model released Whi¢ghSeptember 2010 Draft Report
were for 2009-10. The 2008-09 factors should haes lused for consistency with
the base year in the FLSM, which commences onyi2li09. The ACCC has
therefore revised the starting point cost allocafaxtors to use the 2008—-09 factors.

The starting point cost allocation factors werenthdjusted by changes in forecast
demand in subsequent years to reflect changing asage. These adjustments used
the ACCC's revised forecasts of demand for thedfikkee services, set out in
chapter 13.

The inclusion of additional asset classes in thEMlhas required the development of
cost allocation factors for those new asset claddbere Analysys cost allocation
factors were not available for the added assesetgathe ACCC has developed cost
allocation factors (see sections 10.3.8, 10.3.914n8.10 below).

Cost allocation factors are no longer includedifdernational network cables’ and
‘satellite equipment’. In November 2010, Telstraypded information that these asset
classes are not used to provide the declared firedervices.

The rest of this section sets out the ACCC'’s viewtlee appropriate methodology for
developing cost allocation factors for the fixaukliservices, including modifications
to its methodology since the release of the Sepeer2®10 Draft Report.

10.3.1 Demand adjustments

The ACCC does not accept Telstra’s view that tret atbocation factors for the
declared fixed line services should be adjuste@flect declining total demand for
the fixed line services. This view would mean thatotal demand fell, the costs of
the network would be recouped from a smaller nunobeemaining services.
Adopting this approach would increase the unitso$tproviding all services,
including services like the ULLS, where demand Ib@sn growing strongly.

There are a number of reasons for the recent diegltrend in traffic Telstra’s PSTN.
These reasons include growth in access seekershetworks, which has resulted in
reduced demand for wholesale services like WLR, BE&PSTN OTA. Another
reason is competition by access seekers, whichduagsed Telstra’s retail market
share. Much of the fall in total demand for fix@akl services reflects reduced demand
for Telstra’s retail services. A further factor Heeen fixed to mobile substitution,
which has decreased the fixed line services market.

The ACCC does not consider it is appropriate to pemsate Telstra for a loss of
market share. The ACCC also rejects the view thaep should be increased in line
with reduced demand due to consumers choosinghattee products (such as mobile
services). It considers that Telstra has been apijately compensated for its business
risks through the risk premium included in the coenonal rate of return provided by
the WACC.

Telstra also raised concerns regarding the impfad¢imand forecasting errors on the
cost allocation factors. In particular, migratiadnghe NBN will reduce the demand
for Telstra’s services. In the September 2010 CRafport, the ACCC noted that its
demand forecasts did not take into account demeahatctions caused by migration of
customers from the copper network to the NBN. TIGCA did not have sufficient
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information at the time of that report to incorpierany such demand changes into its
forecasts.

To date, the ACCC has not received sufficientlyadetl or certain information on the
planned migration timetable to adjust its demanddasts for migration to the NBN.
Should better information become available aboettiagnitude and timing of the
migration process prior to finalising prices foetRADs, the ACCC may adjust its
demand forecasts and cost allocation factors.

However, the ACCC notes that its methodology fqusiihg the cost allocation
factors to reflect forecast changes in demandgeitierally offset any demand
forecasting errors. The cost allocation adjustnmestthodology effectively holds
fairly constant the share of costs allocated tdeamt of service (that is, by SIO for
ULLS and WLR, and by minute of traffic for LCS aR&TN OTA).

This means that if demand for one of the declapestifline services increases, its
total share of costs will increase to reflect thevice’s higher usage of the assets
required to provide the service. But the unit adghe service—that is, the total cost
(or revenue requirement) allocated to the servigeled by the number of units of
service demanded—will remain constant (assuminglgugosts have not changed).
Similarly, if demand falls, the unit cost of thengee will not change.

The estimated unit cost for each of the declareetfiine services will change as a
result of changes in operating and capital costs.eBtimated unit costs will not
change significantly as a result of changes in dehaone. Consequently, demand
changes will not alter estimated prices to anyifigant degree.

The exception is the LSS where the total costs@fiding LSS-specific services are,
to a large degree, invariant with the number ofises provided. Therefore demand
increases will reduce unit costs due to econonfissale (and vice versa).

Since the ACCC'’s cost allocation adjustment methaglpeffectively holds unit costs
constant, differences between actual and fore@sadd will not imply that access
prices were set either too high or too low. Prigesset to reflect unit costs which will
not change as a result of demand changes aloneatibigs to the NBN that cause
actual demand to differ from the ACCC’s demand d¢asts will not, therefore,
require any adjustments to access prices.

10.3.2 ULLS and WLR—'ducts and pipes’ and ‘copper ¢  ables’

The ACCC recognises that the cost allocation factor ULLS and WLR in the
September 2010 Draft Report overstated estimatddSlHosts relative to WLR and
Telstra’s retail costs.

The ACCC has developed a methodology to adjusaitbeation of costs to ULLS,
WLR and other services (mainly Telstra’s retaivmas) to reflect the differential
costs of providing services in the different ge@dpia bands. A detailed description of
the geographic cost calculation method is providechapter 11.

After the costs of supplying services in each bamdestimated, the cost allocation
factors for the two asset classes ‘ducts and pged”“copper cables’ are adjusted to
reflect geographic cost differentials in supplyldgLS and WLR.

To calculate the geographically-adjusted cost alioa factor for ‘ducts and pipes’
for ULLS, the total ‘ducts and pipes’ cost of suppy ULLS is calculated by
weighting the estimated ‘ducts and pipes’ costshaed by the number of ULLS
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SIOs in each band. The total ‘ducts and pipes’ fardt)LLS is then divided by the
total ‘ducts and pipes’ cost of supplying all sees (that is, ULLS, WLR and
Telstra’s retail services) to obtain the cost atamn factor.

A similar process is undertaken to obtain the gaplgically-adjusted ‘copper cables’
cost allocation factor for ULLS and the geographyeadjusted ‘ducts and pipes’ and
‘copper cables’ cost allocation factor for WLR.

10.3.3 ULLS—CAN ‘other assets’

The ACCC has corrected an error identified by Ojses section 10.2.3 above) in the
2010-11 cost allocation factor for ULLS applieddther assets’ in September 2010
Draft Report. The correction of the error has reduUdLLS and WLR prices slightly.

10.3.4 PSTN OTA—'switching equipment’

In the September 2010 Draft Report, the ACCC ntheatithe capacity of the
switching equipment in the Core network is sigrfitly higher than the current level
of traffic. Total voice traffic using Telstra’s stehing equipment peaked in 2002—-03
and has fallen since then, with a larger declineSTN OTA traffic. The fall in voice
traffic over the PSTN reflects a loss of marketretay Telstra to competing carriers
that have invested in their own switching equiprmentvell as a switch by end-users
to alternative technologies such as mobiles.

The ACCC maintains its view that switching equipmiess been over-provisioned for
current voice traffic levels. Since there cannoahg over-provisioning in the
optimised Analysys model, the Analysys cost allmrafactors would have been
determined in respect of a smaller, cheaper amaiswitching equipment than the
equipment actually in place.

The ACCC has adjusted the Analysys cost allocdtotors for the three classes of
switching equipment (local, trunk and other) towgeshat unit costs per minute are
not inflated by the loss of traffic on the switchiaquipment. Telstra’s investment in
switching capacity was a commercial decision basegast voice traffic and
Telstra’s forecasts of future demand. It receivechpensation for the risk of a fall in
demand through the commercial rate of return eaomealssets. For PSTN OTA, a
commercial rate of return was provided throughWCC.

The ACCC considers that Telstra should not be pezthto spread the costs of its
switching equipment over its remaining customesstipularly since the switching
equipment is, to a large extent, a natural monop8ly

For local switching equipment, the adjustment inmeslusing the total peak voice
traffic volume in 2002-03 as the denominator eaeéryand the forecast demand for
PSTN OTA as the numerator to calculate the costation factor. Since the
September 2010 Draft Report, the cost allocatictofa have been revised to use
actual 2009-10 PSTN OTA traffic, from Telstra’s RAsage report. The factors have
also been revised in subsequent years for changbe IACCC’s demand forecasts.

For trunk and other switching equipment, the adpgsit process ensures that the
routing factors built into the Analysys cost alltioa factors are retained. To do so,
the ACCC has maintained the relativity between2d@9—-10 Analysys factors for

190 Access seekers, whose customers (end-users) cathber on the Telstra network, cannot avoid

pay terminating access charges to Telstra for sleeotiits network.
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trunk and other switching equipment and the fafdgofocal switching equipment.

This was achieved by dividing the adjusted locataving cost allocation factor by
the unadjusted cost allocation factor from the Asgé model to derive a scaling
factor. The unadjusted cost allocation factorgrfienk and other switching equipment
were then multiplied by the scaling factor to obttie adjusted cost allocation factors
for those asset classes.

In deriving the starting point cost allocation farst for PSTN OTA from the Analysys
model, the ACCC has revised its previous calcufetito exclude costs for ‘PSTN
outgoing traffic to international destinations’ @b TN outgoing to mobile traffic’.
These costs do not relate to PSTN OTA.

10.3.5 LCS—'switching equipment’

In the September 2010 Draft Report, the ACCC stttatit had considered whether
to make a similar adjustment to the ‘switching @quént’ cost allocation factors for
the LCS. Since the share of switching equipmewntcatied to LCS is relatively low,
the ACCC considered that any adjustment to thefastould be minor. On that
basis, the ACCC concluded that no adjustment wbalcthade.

Since no submitters objected to this approachABEC maintains its previous
conclusion.

10.3.6 PSTN OTA—'transmission equipment’

Since the Analysys model was developed in 2007-a3@dbon demand patterns at the
time, the ‘transmission equipment’ cost allocatiactor for PSTN OTA did not

reflect the exponential growth in data traffic ®rbat time. At the same time, voice
traffic has declined.

To cater for the significant increase in data teaffver recent years, Telstra has
invested in expanding the capacity of its transimisequipment. The ACCC
considers that these investment costs should nalld@sated to voice traffic, including
PSTN OTA.

The ACCC has therefore adjusted the ‘transmissiipenent’ cost allocation factor
to reflect the share of the asset used to provfidd>STN OTA service, compared to
data services and other voice services. To makadhsstment, the ACCC forecasts
total PSTN traffic (voice and data) and PSTN OTdafftc. Forecast declines in the
share of PSTN OTA in total transmission traffic ased to adjust the Analysys cost
allocation factor>*

The ACCC has revised the measure used to estiotale®STN data traffic. The
packet switched data product (reported in TelstRA$) was used in the September
2010 Draft Report to measure data traffic. This sneawas found to exclude a
substantial amount of internet data traffic. Telstrnot required to report total data
traffic in its RAF accounts.

To develop an estimate of actual data traffic i6&09 and 2009-10, the ACCC has
used ABS internet activity statistiéson the volume of data downloaded by dial-up

191 The adjustment retains the routing informationtamed within the Analysys factors by

maintaining the relativity between the cost allomafactors for voice and data services. Data
services use the transmission equipment more intdgghan voice traffic.
192 ABS, Cat. No. 8153.0 - Internet Activity, AusieglJune 2010.
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and fixed line broadband users during the DecerBb@8, June 2009, December
2009 and June 2010 quarters. Three qualificationgsing this measure of total data
traffic should be noted:

» The ABS measure of data traffic includes all taffarried by internet service
providers (ISPs) with more than 1,000 subscribéod.all of this traffic will be
carried via Telstra’s transmission equipment asest®®s use their own
transmission equipment or purchase transmissioficesrfrom carriers other than
Telstra.

= The measure of data traffic includes ISDN voice dath calls. The ACCC has
added this traffic to Telstra’s voice traffic oretRSTN in its RAF accounts to
estimate total voice and data traffic. There mayedfore be some double counting
of ISDN data traffic.

= The measure of data traffic excludes commerciffi¢crasuch as banking data, that
is not carried by an external ISP but may be cdwvia Telstra’s transmission
equipment.

The first and second factors will cause the ACCG&s8mate of total voice and data
traffic to overstate total traffic on Telstra’sisanission equipment. The third factor
will partly offset the over-estimation caused bg fhrst two factors. The ACCC does
not have access to information to allow it to obt@imore accurate estimate of data
traffic on Telstra’s transmission equipment. The@Chas assumed that 75 per cent
of the ABS estimate of total data traffic was cagron Telstra’s transmission
equipment.

In its December 2010 publication the ABS substéigtiavised upwards its estimates
of total data traffic for the December 2009 quaftem 113,704 Terabytes to 127,954
Terabytes and the June 2010 quarter from 142,1vabytes to 155,503 Terabytes.
The effect of this revision is to reduce the 20@hnsmission equipment cost
allocation factor.

The ACCC has forecast conservative data traffievgjnaof 20 per cent in 2010-11. It
has extrapolated the same growth rate for theofebie regulatory period. Recent
ABS data indicates that the 2010 forecast may bekxceeded. The ACCC seeks
submissions on expected growth in data traffic.

A more detailed technical exposition of the metHodg for adjusting the
‘transmission equipment’ cost allocation factosés out in section 10.3.11 below.

In deriving the starting point cost allocation farst for PSTN OTA from the Analysys
model, the ACCC has revised its previous calcutetim exclude costs for ‘PSTN
outgoing traffic to international destinations’ @& TN outgoing to mobile traffic’.
These costs do not relate to PSTN OTA. The ACCG edsrected an error in the
calculation of the 2010-11 and 2011-12 cost aliocaftactors used to estimate the
PSTN OTA price for the IADs.

10.3.7 PSTN OTA and LCS—'‘inter-exchange cables’

The asset values for the ‘inter-exchange cablestasdass shown in Telstra’s RAF
accounts show a decline since 2002-03, despitatrsmmificant growth in data
traffic. The ACCC considers that an adjustmentdost allocation factors for
‘inter-exchange cables’, similar to that made toarnsmission equipment’, is not
justified on the basis of the available information
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10.3.8 Allocation factors for ‘network land’ and ‘n etwork buildings
and support’ asset classes

Since the September 2010 Draft Report, the ACCCGaldsd new asset classes for
‘network land’ and ‘network buildings and suppdd’the FLSM. Cost allocation
factors must be developed for these new asseteslass

The Analysys model contains cost allocation factordand and for buildings and
support assets for the ULLS and WLR service. Coasisvith the approach for other
Analysys factors, the ACCC has adjusted these faéto changes in actual demand
since 2008-09 and for forecast changes in demamnad 2009-10.

The Analysys model does not contain cost allocataiors for land or for buildings
and support assets for the LCS or PSTN OTA serVicbe.ACCC has used a revenue
share approach to derive starting point cost alloondactors for the ‘network land’
and ‘network building and support’ assets for LG8 éor PSTN OTA. This approach
involves the following steps:

= Step 1: The ACCC calculates the 2009-10 total regerquirement for the
following assets: ‘switching equipment’, ‘inter-dxange cables’, ‘transmission
equipment’ and ‘Core radio bearer equipment’. Asstdsses that have the nature
of overheads have been excluded.

= Step 2: The 2009-10 revenue requirements relatdtetassets listed in Step 1 are
calculated for LCS and PSTN OTA.

= Step 3: The revenue requirement calculated for POTH in Step 2 is divided by
the total revenue requirement calculated in Stepdbtain the cost allocation
factor for 2009-10. The same process is undertékelnCS to obtain 2009-10
cost allocation factor for LCS.

This approach allocates the costs of the ‘netwanki1 and ‘network building and
support’ asset classes to PSTN OTA and LCS indhgesproportion as the revenue
requirement calculated in Step 1 is allocated toises.

The starting point 2009-10 cost allocation factmes subsequently adjusted by
changes in forecast demand for PSTN OTA and LCS.

10.3.9 Allocation factors for ‘indirect capital ass ets

Since the September 2010 Draft Report, the ACCCGallded another new asset class
‘indirect capital assets’ to the FLSM. The Analysyedel does not contain any
relevant allocation factors for this asset clagshas Telstra provided appropriate cost
allocations. Cost allocation factors for this asdass must be calculated for all of the
declared fixed line services, except for the LSS.

The ACCC has used the same revenue share appmealttilate cost allocation
factors as used to develop cost allocation fadtorghe ‘network land’ and ‘network
buildings and support’ asset classes. This apprsagéscribed in section 10.4.8
above.

For the ULLS and WLR service, the list of CAN netWwassets used to calculate the
2009-10 total revenue requirement are: ‘ducts apéesy ‘copper cables’, ‘other
cables’, ‘pair gain systems’, ‘CAN radio bearer ipguent’, ‘other CAN assets’ and
‘other communications plant and equipment’.
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The same method, and same list of Core networksgssedescribed in section 10.3.8
is used to derive ‘indirect capital assets’ coktcation factors for the LCS and PSTN
OTA service. Because the WLR service uses CAN amé @ssets, a cost allocation
factor related to the ‘indirect capital assetslued in the Core network is also
calculated for WLR.

The 2009-10 ‘indirect capital assets’ cost allamatiactors are subsequently adjusted
by changes in forecast demand for each service.

10.3.10 Allocation factors for ‘Other communication plant and
equipment’

Since the September 2010 Draft Report, the ACCArichsded a new asset class
‘other communication plant and equipment’ into Fi&SM. In November 2010,
Telstra advised that ‘other communication plant eqdipment’ assets are composed
of CAN radio equipment and building asstts.

On the basis of Telstra’s November 2010 adviceAGEC has allocated the CAN
radio equipment component of the ‘other communicagilant and equipment’ asset
class to the CAN. Telstra did not specify whetlner building assets included in the
asset class related to the CAN or Core network. ABEC has allocated these
building assets to the CAN and Core network in spmgortion as the ‘network
building and support’ asset class has been allddatéhe CAN and Core network.

For the ULLS and WLR service, the cost allocatiactérs are a weighted average of
the relevant Analysys cost allocation factors féiNCradio equipment and CAN
building and support assets. For the LCS and PSTH €&rvice, the cost allocation
factors have been set equal to the ‘network bujlédind support’ cost allocation
factors used in the FLSM to allocate costs to LG&RSTN OTA.

10.3.11 Technical exposition of the calculation met  hod for the
‘transmission equipment’ cost allocation factor

To obtain an estimate of data traffic in 2008-0€1 2009-10, the ACCC used ABS
internet activity statistics from ABS Cat. No. 8183-Internet Activity, Australia
(December 2010) on the volume of data downloadedidyup and fixed line
broadband users during the December 2008, June B@@@mber 2009 and June
2010 quarters. The ABS does not publish data ®iMarch and September quarters.
Data traffic for the June and December quartersadaed together and doubled to
obtain an estimate of total data traffic for 20@&hd 2009-10. The estimate of total
data traffic was then converted from Terabyte taqMpte.

Total 2009-10 PSTN voice traffic reported by Telstr schedule 8 of the RAF was
converted from total minutes to Megabyte usingfthiewing formula:

Total Megabyte = (PSTN call minutes*64*60)/8/1000
where 64 is assumed to be the required voice atdkinps)
60 is the number of seconds in a minute
8 bits equals 1 Byte
1000 bytes equals 1 Megabyte

193 TelstraPricing principles for fixed line services, resperts the ACCC'’s request for further

information —Schedule November 2010.
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Total data traffic and voice traffic in Megabyte were then added to obtain an estimate
of the total traffic using Telstra’s transmission equipment during 2009-10.

The ACCC obtains ISDN traffic data from RAF. The forecast for the regulatory
period applies the average decline from the previous five years of data.

The PSTN OTA cost allocation factor is based on the Analysys cost allocation factor,
rebased for actual PSTN demand in 2008—-09, and then adjusted for the actual change
in PSTN voice traffic as a percentage of total PSTN traffic in 2009-10 and forecast
changes in the percentage of total PSTN traffic in subsequent years, assuming the
following growth rates in voice and data traffic:

Table 10.1: Calculation of PSTN OTA transmission equipment allocation factor

PSTN® Annual ISDN® Annual Data traffic Annual Cost
(MB) growth (MB) growth (MB) growth | allocation

(%) (%) (%) factor

Gotal) * -15.7% h 23.4% | 445,839,310,848 8.59%

iorocacy | NN | 5ov | NN | 225% | 535007173018 | 200% | 6.89%

(ngijc_;szt) B > BB 5% 642,008,607,621 20.0% 5.51%

(ng%ezc‘;;) B > B 5% 770,410,329,145 20.0% 4.39%

iorocey | NN | 5ov | NN | 225% | 024492394974 | 200% | 3.50%
2014-15

(forecast) B > B | 225% | 1,109,390,873,969 | 20.0% 2.93%

(ng%e‘r’c‘;si) T 0.0% r -22.5% | 1,331,269,048,763 | 20.0% 2.45%

(1) Sum of local calls, domestic long-distance, international long-distance, fixed to mobile, domestic
PSTN originating and domestic PSTN terminating minutes from Telstra RAF reports.

(2) ISDN data traffic is obtained from Telstra RAF Reports.

The ACCC has forecast data traffic growth of 20 per cent in each year of the proposed
regulatory period. The ABS has recently released data traffic figures for the December
2010 quarter. This showed a 23 per cent increase from the level reported for the June
2010 quarter. The ACCC has not yet had time to revise its forecasts for the regulatory
period to take into account the ABS’s latest revisions. However, the ACCC considers
that its 2010-11 forecast may well be exceeded.
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11 Geographic cost-based pricing

Key points

» The ACCC has developed a methodology for adjushegallocation of costs to
CAN services to reflect the differential costs abyding services in the differen
geographic bands. The ACCC proposes to average B&am@ ULLS prices and
set a separate Band 4 ULLS price, using the sam®agph as adopted in the
IADSs.

= The ACCC proposes to maintain its current appraddetting nationally
averaged WLR, LCS and LSS prices.

» The ACCC seeks industry views on an appropriatamyistructure for PSTN
OTA services.

Since 1997, the ACCC has adopted geographicalpveeaged prices for the ULLS
and PSTN OTA and nationally averaged price strestéor the WLR, LSS and LCS.

This chapter outlines the ACCC'’s approach to deayiag ULLS and PSTN OTA
prices in the September 2010 Draft Report, thesesymethodology used to
determine ULLS prices in the IADs, and the methodglproposed for setting draft
prices for those services in the FADs. It also ulses the reasons for continuing to
adopt nationally averaged prices for WLR, LSS afibL

11.1 ACCC'’s approach in September 2010 Draft Report

In the September 2010 Draft Report, the ACCC stttatlit proposed to retain the
existing price structures for the fixed line seegcnamely:

= de-averaged prices for the ULLS, keeping the caricur Band structure and
maintaining the existing band price relativities

= de-averaged prices for PSTN OTA, keeping the ctisgacture for the four
geographic (Band) areas and

= npationally averaged prices for the WLR, LCS and LSS

11.1.1 ULLS de-averaged prices

The ACCC proposed to maintain the current four bameing structure for ULLS. It
considered that averaged prices for the ULLS waowldpromote competition in non-
metropolitan areas, given that the ULLS is not teclly viable for delivering high
speed data services in large parts of rural dréas.

The ACCC continued to consider that nationally aged pricing for the ULLS

would not promote the economically efficient useanél investment in infrastructure.
The ACCC considered that nationally averaged pmvasid depart significantly from
the real underlying costs of the ULLS in certaiog@phic areas, thereby distorting

19 This approach is consistent with the position thatACCC took in its assessment of Telstra’s

2005 ULLS undertakingAssessment of Telstra’s ULLS monthly charge unkiega- final
decision,August 2006, p. 92. In its review of that undentakithe Tribunal agreed with the
ACCC and concluded that averaged prices for the &Jislere not likely to promote competition
in urban or rural areas: [2007] ACompT 3 at 134.14

135



allocative efficiency. The ACCC noted that priceesging would not distort
allocative efficiency greatly if the cost differés are reasonably small. However,
the estimated cost differentials between the bantise September 2010 Draft Report
were sufficiently large to justify de-averaged pacThese costs differentials were
based on the prices estimated in the SeptemberR€dfOReport and de-averaged
using the existing PIE Il Band relativities.

The ACCC noted that inefficient bypass would belykto occur in urban areas due to
the large differential between a nationally avetage LS price and the actual costs
of providing ULLS service$?

The September 2010 Draft Report set ULLS pricea geographically disaggregated
basis, with different prices for ESAs in four geaginical bands. The bands are
delineated on the basis of teledenSty

= Band 1 covers the CBD areas of the major capitigsci

= Band 2 covers the urban areas of capital cities;apelitan regions and large
provincial centres (including CBD areas not inclddie band 1).

= Band 3 covers semi-urban areas including outerapelitan and smaller
provincial towns.

= Band 4 covers rural and remote areas.

From 2003, indicative ULLS prices were disaggredatsing cost relativities
estimated by the PIE Il model. The ACCC appliedénheost relativities for the
purpose of setting the draft ULLS prices includedhe September 2010 Draft
Report.

In that report, the ACCC noted that, in the abseriggeographic cost information, it
had assumed that the average unit cost for theésdurd pipes’ and ‘copper cables’
assets classes were equal for the ULLS, WLR aner atrvices provided using these
assets. Costs associated with these asset classeallocated to these services
according to their share of total SIOs. The resglaverage ULLS price estimated by
the then Ovum BBM was de-averaged into prices fmd3 1, 2 and 3 by applying the
existing PIE II-based relativities between ULLS Harices. For Band 4, a notional
price of $100 was set based on advice from Telsagit used this price as a working
assumption for Band 4.

The ACCC recognised that the method used to seatdsieallocation factors for the
asset classes used to supply ULLS and WLR ‘doesaketinto account the different
distribution of the ULLS, the WLR and other senga@eross the geographic
bands™*®” While recognising that the costs allocated tolthéS could be over-
estimated by this approach, the September 201a Regfort stated that:

the ACCC does not have cost information by banehtble it to take into account any
potential difference in unit costs ... However, sliopktter cost information be made

195 ACCC,Assessment of Telstra’s ULLS monthly charge unkieda- final decisionAugust 2006,

p. 89-94. In its review of that undertaking, théblinal considered that averaged prices for the
ULLS would likely “discourage allocative efficiendecause it will lead to a disassociation
between the charges and costs of providing thecgeiv different areas”: Telstra Corporation Ltd
(No 3) [2007] ACompT 3 at 172.

Teledensity is a measure of the density of denfianttlecommunications services.

197 ACCC September 2010 Draft Report, p. 90.

196
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available, the ACCC will review the cost allocatif@mctors for ULLS, WLR and other
services®

It stated further:

To set geographically disaggregated cost-basedgtiat do not employ the current
indicative price relativities, disaggregated cosl asset information would be needed for each
band. This information is not currently availabig.

11.1.2 Nationally averaged WLR, LSS and LCS prices

Previously, WLR prices were calculated using a RMa&pproach. Since retail prices
are set on a nationally averaged ba¥i8VLR prices were also set on a nationally
averaged basis. In the September 2010 Draft R&p@ACCC noted that in the
absence of reliable geographically disaggregatstidata, it was unable to estimate
cost-based de-averaged prices for WLR services.

Similarly, the ACCC did not have reliable geograyatily disaggregated cost data to
set de-averaged LSS and LCS prices or existingrdeaged prices from which to
determine relativities for de-averaging prices.

The ACCC proposed to continue to set these prinesmationally averaged basis.

11.1.3 De-averaged PSTN OTA prices

The method for disaggregating the headline rat€®f®FN OTA in the September
2010 Draft Report was based on 2003 traffic prefdad call holding times. More
recent information, including information providbyg Optus for the purpose of
Telstra/Optus PSTN OTA arbitrations in 2006, intichthat it was possible that there
have been changes in the call holding times afffictxofiles that form the basis of
the disaggregated rates table for PSTN OTA charges.

The ACCC sought information from interested partgascurrent call holding times,
traffic profiles and the appropriate weights toused to calculate disaggregated rates.

11.2 Submissions on geographic cost-based prices

11.2.1 ULLS band prices

Telstra stated that maintaining different pricitigistures for ULLS (de-averaged)
and WLR (averaged), while proposing a substantigp éh the indicative price for
WLR prices, would:

= give rise to regulatory distortion, in the formaxfute ‘cherry picking’ by access
seekers taking advantage of the arbitrage oppadytbeiween both prices, based
on geography

= result in significant under-recovery of costs bysiia, and

= highlight the continued underfunding of, and putisk future funding of,
Universal Service Obligation obligations.

1% ibid., p. 91.

199 ibid., p. 101.

20 The current arrangements are set by the MinisteBroadband, Communications and Digital
Economy and are containedTielstra Carrier Charges — Price Control Arrangemgnt
Notification and Disallowance Determination No. f12005.
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For these reasons, Telstra advocated the adogdtimsingle, nationally-averaged
ULLS price with a four year glide path to transitito averaged pricing.

In contrast, Optus supported de-averaged ULLS grioveting that de-averaging was
supported by the Tribunal in its 2007 decisiondject Telstra’s ULLS undertaking.

Optus’s consultant CEG stated that it had idemtifiesignificant problem with the
methodology outlined in the September 2010 DrafidReto de-average ULLS
indicative prices. CEG considered that the ACC@pgraach resulted in de-averaged
prices that are:

= not cost reflective in the manner the ACCC intends

» inconsistent with the reduction in the overall CA&Nenue requirement from
existing levels, and

» inconsistent with the calculation of the PIE Il nebgrice/cost relativities.

Based on its proposed methodology for estimatiraggphic cost differentials, CEG
claimed that the ACCC'’s approach over-estimated $bpkices in each band by
approximately 70 percent, relative to cost refleetevels?®*

Macquarie Telecom and AAPT supported de-averaged3 jirices because the cost
of providing the service varies significantly acgagographic areas.

11.2.2 Nationally averaged WLR, LCS and LSS prices

Telstra supported the proposed nationally-averpgiee structures applying to WLR,
LCS and LSS.

Frontier Economics submitted that adopting natilyraveraged prices for WLR and
LCS could distort investment and competition ifrthare substantial differences in
the costs of supplying wholesale services betweeggphic areas. However, it
noted that the potential for distortion at the vésalle level would depend on the
extent of retail price distortions, due specifigath controls on the prices of Telstra’s
downstream retail services. Telstra is requiredfter the same retail prices for local
calls and basic line rental between metropolitash mon-metropolitan areas.

Frontier Economics did not advocate geographicwgaaying of wholesale prices for
WLR and LCS because of its view that de-averagingld:

...distort competition in high cost areas becausstii@s wholesale prices will be close to or
above Telstra’s retail prices (which must be respanto competition in low cost area(s)).
The result would be to deter entry or aggressiieegrompetition even where the access

seeker is more efficient than Telstra at supplyetgil service€®?

AAPT supported nationally-averaged WLR and LCSesifor consistency with
nationally-averaged pricing of retail line rentalddocal call charges. It noted also
that the geographic costs of providing WLR and L&&not available. AAPT also
supported a nationally-averaged LSS price as tesaj providing the LSS and its
provisioning are not dependent on geography.

201
202

CEG,De-averaging ULLS prices A report for Optdgtachment to the Optus submission, p. 13.
Frontier Economics submission, p. 35.
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11.2.3 De-averaged PSTN OTA prices

Telstra supported the existing two-part, geogragdhiade-averaged pricing structure
for PSTN OTA for a number of reasons:

= Maintaining the current price structure will proragirice stability.

= The two-part tariff mirrors costs by recoveringdikcosts from the flagfall and
variable costs from per minute charges.

= Recovering fixed costs, including network costs Hrelcosts of unsuccessful
calls, through the flagfall encourages access sea@aise the network efficiently.

= Costs vary significantly across geographic areasaiRcharges may be priced to
reflect these geographic cost differences.

= Setting an averaged price for PSTN OTA would alameess seekers to bypass
Telstra’s network by ‘cherry picking’ cheap ULLSsts in urban areas while
acquiring PSTN OTA in rural areas at an averagéexzefrelow supply costs.

» The distribution of traffic by geographic area Inas changed significantly since
2003-04, despite the decline in the total volumeaific.

= Telstra’s average call duration across all PSTHit¢raexcluding ISDN and dial-
up internet minutes, was four minutes in the yealune 2010. Total PSTN traffic
includes Telstra’s retail calls as well as PSTN COifaffic.

Optus submitted that nationally averaged PSTN Ofi¢iny would be appropriate as
the cost differences between regions are unlikelyet large. It considered nationally
averaged pricing would not result in significantigfficiency because it is not
possible to ‘by-pass’ PSTN TA and it is unlikelyatra PSTN OA access seeker
would build by-pass infrastructure.

Optus also submitted that de-averaging the PSTN @dadline rate, in the manner
proposed in the September 2010 Draft Report, woegdlIt in Telstra over-recovering
its costs because the proposed pricing table isdoas traffic patterns that have
changed significantly since the rate table wasiwaity constructed in 200%°

Macquarie Telecom submitted that the disaggrega®&HbN OTA pricing structure is
appropriate and beneficial to competition as it é@abled competitors to match the
prices of end-user services to their underlyingobpposts.

AAPT supported a geographically de-averaged PSTN Qrice. It stated that a
nationally-averaged price would not promote contjgetiand the LTIE as it would
not reflect the underlying costs of providing tleewces. It advocated updating the
PSTN OTA pricing matrix using more current data.

11.3 ACCC views on geographic cost-based pricing

11.3.1 Methodology for estimating costs by geograph ic band

The ACCC acknowledges that the lack of geograpbst adjustment to the cost
allocation factors for the ULLS and WLR in the Sapber 2010 Draft Report caused
estimated ULLS costs to be overstated relative tdRVEnd Telstra’s retail costs.

203 Optus submission, pp. 43-47.
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As noted in that report, the ACCC did not adjust ¢bst allocation factors for the
‘ducts and pipes’ and ‘copper cables’ asset clagsed LS, WLR and (implicitly)
Telstra retail services because it considereditluizd not have significantly reliable
data on which to calculate geographic costs by band

The ACCC has examined CEG'’s proposal (submitte@btyis) to use the share of
SIOs and the band relativities from the PIE Il mpteestimate the cost of providing
services in each band. The ACCC has concludednthidéd CEG’s methodology
represents a starting point for considering howriplement geographic cost
adjustments, it has a number of shortcomings. 8palty, CEG’s method assumed
that:

= the costs allocated to the ULLS in the FLSM repnédiee total cost of providing
copper-based services, and

= the price relativities derived from the PIE Il costdel are a reasonable reflection
of the relative costs of providing copper-basedises in each band.

The first assumption does not account for the auftht assets used to provide WLR,
that are not used to provide ULLS. These includer‘gains systems’ and ‘radio
bearer equipment’. It also failed to account fatiiact costs, including ULLS specific
costs (which correspond to LSS specific costs)iadilect operating and capital
costs, none of which are expected to vary on amgebic basis. These additional
costs must be accounted for to ensure that Tassthle to fully recover the costs of
providing the ULLS and WLR services.

In regard to CEG’s second assumption, the ACCQohaxgously questioned the use
of the PIE Il relativities as an accurate reflectad cost differentials between
geographic bands.

Following its consideration of CEG’s proposed melblogy, the ACCC developed a
more robust methodology to adjust the allocationasts to ULLS, WLR and other
services (mainly Telstra’s retail services) toeeflthe differential costs of providing
services in the different geographic bands. Thasadjents are made only for the two
asset classes ‘ducts and pipes’ and ‘copper cables’

For the other assets used to provide the ULLS ahR érvices, the ACCC has
assumed that geographic cost differentials aresigoificant for two reasons: (i) there
is no reliable information on which to make sucfuatinents, and (ii) any geographic
cost differentials are expected to be much less thia‘ducts and pipes’ and ‘copper
cables’.

11.3.2 Estimating cost relativities for ‘ducts and pipes’ and ‘copper
cables’

The ACCC identified three alternative sources @rimation on geographic cost
relativities—the Analysys model and Telstra’s TEAJ&PIE 1l models. Table 11.1
compares the relativities from the three modelsguthe same pre-tax WACC inputs.
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Table 11.1: Cost relativities derived from the Analysys, TEA and PIE Il models

Cost relativity to the Band 1-4 average Analysys TEA PIE II

Band 1 13.2% ] 16.1%
Band 2 72.0% B 49.4%
Band 3 120.8%" I 106.4%
Band 4 2708% ||  45:8%

Notes:? Band 3 and 4 costs wecalculated from the Band 3/4 clustered and Band 3/4 remote costs

included in the Analysys mod& Calculated by applying the Analysys Band 4 cost relativity to the
average ‘ducts and pipes’ and ‘copper cables’ cost in the TEA model. The TEA model does not
estimate costs for Band 4.

The ACCC has previously highlighted significant problems with the design of the
PIE Il model?® specifically:

= By assuming copper is used to provide services in remote areas, even where more
efficient and less costly technologies (such as radio, fixed wireless or satellite) are
used in practice, the model grossly overstates the relative cost of providing
services in Band 4.

= By imposing a grid pattern on the design of the network, the model significantly
overstates trench lengths and copper wire lengths which further increases costs in
areas where distances are greater (that is, rural and remote’4reas).

» The simplified engineering rules used to dimension network elements distort the
cost relativities between bantfs.

Telstra’s TEA model is a more recent model than the PIE Il model and, being less
optimised than the other models, could more accurately reflect Telstra’s current
network architecture and the actual costs of providing services. However, a major
shortcoming of the TEA model for estimating cost relativities is that it only models
the copper network in Bands 1-3. To estimate a proxy Band 4 cost relativity, the
ACCC has applied the Band 4 relativity from the Analysys model to the average cost
of ducts and pipes and copper cables in the TEA model.

To derive cost relativities for the four bands from the Analysys model, the ACCC

used the disaggregated costs underlying the model’s Band 3/4 clustered and Band 3/4
remote areas to obtain costs for Bands 3 and 4. For Band 3, the average cost of
providing ULL and WLR services was calculated by:

= multiplying the estimated ULLS price for each of geotypes 7-14 by the number of
ULLS SIOs in the Band 3 ESAs in the corresponding geotype to obtain the total
ULLS Band 3 cost

=  multiplying the estimated WLR price for each of geotypes 7-14 by the number of
WLR SIOs in the Band 3 ESASs in the corresponding geotype to obtain the total
WLR Band 3 cost

204 The PIE Il model is a model developed by Telstra for network cost estimation. Telstra has used

this model to support several submissions to the ACCC. The ACCC has long held concerns about
the accuracy of the results generated by the model: see AGE5sment of Telstra's ULLS

monthly charge undertakin@raft Decision, June 2006, p. 37.

National Economic Research Associafessessment of the PIE || model — A report for Qptus

July 2003, pp. 6-14.

2% ibid, p. 14.
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» adding the total ULLS and WLR costs and dividingtbtal ULLS and WLR
Band 3 SIOs to obtain the average Band 3 ©dst.

The Band 3 relativity was obtained by comparingdlierage Band 3 cost calculated
according to the above method to the weighted geecast of providing services
across all four bands. To calculate the Band 4ivitlg the same methodology was
applied using ULLS and WLR costs for geotypes 7afhd the number of ULLS and
WLR SIOs in the Band 4 ESAs in each of these gexstyp

The band cost relativities derived from the Anafysyodel are similar to those
derived from the TEA model for Bands 1, 2 and 3€wlising the Analysys Band 4
relativity in the TEA model). This outcome impli#gat the optimisation in the
Analysys model may not have had a material impadhe relativities between band
costs (as distinct from the estimated avelagel of costs). It is possible therefore to
conclude the Analysys relativities may be as rédi@reflection of the relative costs
of providing services using Telstra’s current natwarchitecture as the TEA model
could be. An advantage of the Analysys model is itharovides an internally
consistent set of relativities, unlike the TEA mbaich does not include Band 4.

The ACCC has concluded that the Analysys modetivéias are appropriate for
determining costs in the four geographic bands.mbethodology used to calculate
these costs and adjust the cost allocation faébodLLS and WLR is described
below.

11.3.3 Methodology for calculating geographically a  djusted costs

The process applied by the ACCC to estimate ULLSscon a geographical basis is
described in detail in section 11.4 below. The mdthogy also results in estimates of
the costs of providing WLR in the four geographamts, which are nationally
averaged to obtain the WLR price estimated by 1HeNF.

The method involves estimating the basic netwosd¢sassociated with the ‘ducts
and pipes’ and ‘copper cables’ asset classes byrgpbic area using the Analysys
model band relativities set out in section 11.2@we. These basic network costs are
the same by band for ULLS, WLR and Telstra’s retailvices. The additional costs
of providing the ULLS and WLR services are addeth&se basic network costs to
calculate the total cost of providing ULLS and WIirReach band.

The total costs for ULLS in each Band are estimatethe FLSM in the base year
dollars. These real costs are converted into ndngnians to obtain the estimated
ULLS price per band. For WLR, the estimated reak ger band is averaged across
all WLR SIOs and then converted into nominal tetmebtain the estimated WLR
price.

11.3.4 ULLS—averaged Band 1-3 price and separate Ba nd 4 price

The ACCC proposes to average Band 1 to 3 ULLS gricereaching this view, the
ACCC had regard to a number of factors.

Although the ACCC has rejected national averagingld_S prices in the past, it has
previously considered greater averaging of the faest ULLS Bands. Most recently
this was considered in the context of the Zone @& Aone B proposals associated

27 Since prices were not calculated for servicesrmthan ULLS and WLR, the costs of providing

other services could not be taken into accountiivihg the relativities between bands.
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with the indicative price consultation based arothelAnalysys model in 2008°
Those considerations are still relevant today.

As Bands 1 to 3 share similar characteristics arcaggregation of these geographic
regions is appropriate and will not have a sigaificdistortionary impact on
investment or competition. This view is supportgdhe significant narrowing of the
price differential between Bands 2 and 3 that tefubm the adoption in the FLSM
of the methodology for estimating geographic cdstscribed in section 11.3.1 above
with the band cost differentials derived from theadysys model. As noted in

section 11.3.1, the ACCC considers that the prevpice differentials, calculated on
the basis of the PIE 1l model relativities, overstathe actual band cost differentials.

Averaging the Band 1 to 3 ULLS prices into a singliee simplifies the ULLS price
structure and may reduce administrative cts.

Setting a separate Band 4 price ensures that tiel higher costs of providing
services in rural areas is reflected in pricealdb recognises that in Band 4, the small
scale of markets, and the greater risks assoomtbdattracting sufficient customers

to recoup DSLAM investment costs, are likely torbere important to investment
decisions than the ULLS/WLR price differential. $h$ consistent with the ACCC'’s
argument in the September 2010 Draft Report thiémea averaging of ULLS prices
would not promote competition in remote areas ‘gitleat the ULLS is not

technically viable for delivering high speed dag¢avices in large parts of rural

areas

The ACCC recognises that a decision to average Ubricgs for Bands 1 to 3 will
result in a price increase in Band 1. Howeverniost access seekers the Band 1
price increase will be more than offset by the Io®and 3 ULLS price and lower

prices for other declared fixed line services sashhe WLR and LSS}

The ACCC considers that the reduction in price gbdrin Band 3 may promote
further investments in DSLAMs in those ESAs. The@Cis currently addressing
the issue of backhaul pricing, which has previolrsgn identified as one of the
obstacles to DSLAM roll-outs in Band 3 ESASThese two measures could
potentially promote greater competition in BanavBgere currently only 1.4 per cent
of ULLS lines are locatetf?

The ACCC has also had regard to the changing nafute telecommunications
industry and NBN Co’s stated intention to chargéarm national wholesale prices

208 ACCC,Draft principles and indicative prices for LCS, WLFRSTN OTA, ULLS, LS8ugust

2009, p. 21.

It would also tend to reduce any market distotieaid to be caused by having a de-averaged
ULLS price and a nationally averaged WLR price. Wiheétaining a separate Band 4 ULLS price
with a nationally averaged WLR price could be ahtedistort investment decisions, it is more
likely that the small scale of markets in remoteaa; and the greater risks associated with
attracting sufficient customers to recoup DSLAMtspare more important to investment
decisions in remote areas than the ULLS/WLR priffereéntial.

210 ACCC September 2010 Draft Report, p. 52.

2L Access seekers may also benefit from any redadenistrative costs consequent on the
simplification of the ULLS price structure.

Other obstacles include the small scale of markemany Band 3 ESAs and the resulting greater
risks associated with attracting sufficient custmsre recoup DSLAM costs.

13 Telstra CAN RKR data, December 2010.
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for the NBN?** The ACCC considers that averaging the Band 1 to 3 ULLS prices at
this time will ease industry’s transition to national wholesale pricing for the NBN and
promote industry stability. The ACCC notes that Band 4 ESAs are largely outside the
fibre footprint and are likely to be served by wireless technologies. This provides a
further basis for the ACCC decision to set a separate ULLS price in Band 4.

In the absence of bypass of the CAN, greater averaging of ULLS prices will not lead
to the possibility of inefficient duplication of the CAN network. In the current
situation, the NBN will replace rather than duplicate the CAN.

In averaging the ULLS Band 1 to 3 price, the ACCC has weighted the band prices
estimated by the FLSM by the share of total SIOs in each band. The ACCC
considered the alternative averaging approach of weighting the underlying band price
estimates by demand weights, that is, the share of ULLS SIOs in each band.

Using demand weights could result in significant changes over time in the averaged
price if the pattern of demand across bands were to change significantly (even if the
estimated underlying band prices remained constant). As noted above, there is
potential for an increase in competition in Band 3, which could change the relative
shares of ULLS SIOs across the bands. The ACCC concluded that using SIO weights
was preferred as it would provide greater price stability than using demand weights.

11.3.5 Nationally averaged WLR, LSS and LCS prices

The ACCC proposes to maintain its current approach of setting nationally averaged
WLR, LCS and LSS prices. Setting WLR prices on a nationally averaged basis is
consistent with the Government’s current arrangements for setting retail{rices.
Neither LCS supply costs nor LSS specific costs are expected to vary significantly by
geographic area.

In addition, submissions supported continuation of the nationally averaged pricing
approach for these three services. No submissions supported moving away from the
current pricing structures.

11.3.6 De-averaged PSTN OTA prices

The ACCC has considered alternative approaches to setting prices for the PSTN OTA
service. In addition to the comments and information provided in submissions, the
ACCC has taken into account:

= the current PSTN OTA pricing matrix

= further information provided by Telstra and three access seekers in response to an
ACCC request for information and

» pricing structures adopted for the fixed interconnection service in other countries.

24 NBN Co has announced that it intends to: “Provide nationwide access to high-speed broadband

through uniform national wholesale access pricing and competitive price offerings.” See NBN Co
Ltd, NBN Co Wholesale Access Servieeoduct and Pricing Overview for Access Seekers
December 2010, p. 5, availablevatw nbnco.com.au/wps/wcm/connect/main/ site-baseimai
areas/publications-and-announcements/publications/product-and-pricing-overview

The current arrangements are set by the Minister for Broadband, Communications and Digital
Economy and are containedTielstra Carrier Charges — Price Control Arrangements,

Notifications and Disallowance Determination No. 1 of 2005.
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Current PSTN OTA pricing matrix

The ACCC first determined indicative PSTN OTA pscasing a TSLRIC approach,
in its 2003 Model Terms and Conditioff§ A two-part pricing structure was adopted,
comprising a flagfall charge and a charge per emiita of use (EMOU). The pricing
structure was geographically de-averaged, withedsffit flagfall and EMOU charges
in four geographic areas. The ‘headline rate’ Isudated as the total per minute
charge for an ‘average’ PSTN OTA call, that isall of average duration on a
nationally averaged basi¥’

In determining the pricing structure in 2003, thé @C used a flagfall to EMOU ratio
of 25:75, primarily for consistency with Telstraktail pricing structure. An average
call duration of 3.98 minutes was used on the bafsisformation provided by
Telstra. The average flagfall and EMOU charges wateulated using a weighted
average from traffic profiles provided by Telstfdhe ACCC used the PIE Il model to
establish the broad quantum of costs associatétthetPSTN OTA!S

The flagfall and EMOU charges comprised a call @yance cost and an access
deficit contribution (ADC). The call conveyance t@sthe estimated direct cost of
providing PSTN OTA services. The ADC was includedPiSTN OTA prices because
Telstra was considered unable to recover the agtsof the CAN network from
customer access charges due to retail price régufdf The ADC was a contribution
towards Telstra’s efficient costs to maintain cofitpe neutrality®?°

In the 2003 Model Terms and Conditions, the ACC¢iaeined that it would
phase-out the ADC by 2006—07. This decision wasdbas analysis by the ACCC,
which indicated that Telstra’s profitability wasffcient to sustain the removal of the
ADC.?** However, following its 2006 review, the ACCC detémed that it would
maintain the 2005—06 indicative PSTN OTA price rixafincluding the ADCY*??In
December 2009, the ACCC decided to roll over exgsindicative PSTN OTA
charges until their expiry on 31 December 26%0.

ACCC information request

The ACCC wrote to Optus, VHA and TPG on 3 Novenit@&t0 seeking information
on their current PSTN OTA traffic by geographicedaand their average call holding
times. Optus provided the requested informatiorttierperiod April 2010 to July

216 ACCC,Final Determination for model price terms and cdiutis of the PSTN, ULLS and LCS
services October 2003.

27 The average flagfall is divided by the averagehmiding time and then added to the EMOU
component to obtain the PSTN OTA headline rate.

218 ACCC,Final Determination for model price terms and cdiufis of the PSTN, ULLS and LCS

services October 2003, p. 35.

ACCC,Pricing guidelines for access prices of PSTN teating and originating access services

provided by non-dominant or smaller fixed netwpMsarch 2001, pp. 21-22. The retail price

control arrangements impose price caps on Telgtegédl connection, line rental, local call, trunk

call and international call charges.

ACCC,Pricing guidelines for access prices of PSTN teatiirg and originating access services

provided by non-dominant or smaller fixed netwoMarch 2001, pp. 22—-23.

221 ACCC,Final Determination for model price terms and cdiutis for the PSTN, ULLS and LCS

services October 2003, p. 51.

ACCC,Pricing principles and indicative prices — Localrdage service, wholesale line rental

and PSTN originating and terminating access sesgyib®vember 2006.

22 ACCC,Pricing Principles and indicative prices for LCSL®, PSTN OTA, ULLS, LSS: 1 August
2009 to 31 December 201December 2009.

219

220

222

145



2010 on 3 November 2010. TPG provided the information for the period September
2010 to October 2010 on 8 November 2010. VHA provided the information for the
period October 2010 on 29 November 2010.

The ACCC also wrote to Telstra on 10 November 2010 seeking additional

information on its PSTN OTA traffic by geographical area. In its response to the
ACCC'’s information request from 22 November 2010, Telstra provided details of its
OA and TA traffic for 2009-10 (consisting of 9 months actual and 3 months forecast
traffic data) and the period May to October 2010. It also provided information on
average call holding times for total PSTN traffic and OTA traffic. Table 11.2

compares the percentage of traffic in each of the four geographic areas in 2003 (when
the matrix was initially created), in 2009-10 and in the period May to October 2010.

Table 11.2: Total PSTN OTA traffic—share of traffic in geographic areas (%)

2003 2009-10 (Telstra May—October 2010
October submission)

CBD

Metropolitan

Provincial

Rural

Since 2003, the share of OTA traffic in the CBD has increased marginally while the
share of traffic in the provincial area has decreased marginally. Larger changes
occurred in the metropolitan area, where its share of traffic has fallen, and in the rural
area, which experienced growth in its share of traffic.

The geographic traffic information provided by Optus, VHA and TPG confirms
Optus’ submission that access seekers’ traffic distributions may differ significantly
from the average OTA traffic distribution. Optus has proportionately more of its
PSTN OTA traffic in the provincial and rural areas compared to the average traffic
distribution. VHA has most of its traffic in the metropolitan area. TPG has a traffic
profile that is broadly similar to the average OTA traffic distribution.

Table 11.3 compares the average call holding time in 2003 (when the matrix was
initially created), 2009-10 and for the period May to October 2010. Since 2003, the
average call holding time has decreased significantly. However, the information
provided by Optus, VHA and TPG shows that there is significant variation in call
duration for different access seekers.

Table 11.3: Average call holding time for Telstra - minutes

2003 2009-10 May-October 2010

Average call

International pricing structures for fixed interconnection services

The ACCC has considered the pricing structures for fixed interconnection services
(known as PSTN OTA in Australia) adopted in other countries. Comparative
information for the December quarter 2010 was provided by Ovum for Europe and the
United State$®* The ACCC obtained information about the New Zealand pricing

224 Ovum,Europe & Americas interconnect charge dafEecember quarter 2010 at

http://www.ovumkc.com/kc/telecoms/iProduct/product#®R/UM017819&ref=findinfo/index.as
p?N=337+%2D455060&Npreserve=337
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structure from the New Zealand Commerce Commissipoblished decisiorfé’

Table 11.4 below compares four key features optit@ng structures adopted in nine

European countries, the United States and New Adala

Table 11.4: Fixed interconnection services—compaiis of price structures in
New Zealand, Europe and the United States

Peak/off-peak | Routing/switching | Geographically
Flagfall charges based charge de-averaged

Belgium v v v
France v v v

Germany v v

Greece v v

Italy v v

Netherlands v v

New Zealand v

Portugal v v

Spain v v

UK v v

usS v

* Note: The New Zealand pricing structure allowshmice of a flagfall and per minute charge or usage
charges with a minimum call duration.

All of the countries included in table 11.4 abongbsed per minute charges. For the
European countries included in the table abovep#reninute charges varied by time
of day (peak and off-peak). In France there wereegtitharging periods (peak, off-
peak and night). A different weekend charge apphe@reece, the Netherlands and
the UK.

Only two of the European countries imposed a seépaet-up (or flagfall) charge,
namely, France and Belgium. The ratio of the perut@ charge to set-up charge was
similar to the flagfall: EMOU ratio of 25:75 in tleairrent PSTN OTA prices. In New
Zealand, prices can be structured in the formftdgfall plus usage charge, or usage
based charge with a minimum call duration. Carroensld negotiate their own rates
provided the average ‘headline rate’ did not exdbedhational rate set by the New
Zealand Commerce Commissitii.

Eight of the countries in the table included rogtswitching-based charges. Under a
routing-based pricing system, call charges arecbasdghe number and type of
switching equipment a call uses. For example, ktlcal requires the use of a local
switch, a trunk switch and another local switchdach its destination, would be
charged at a rate that reflects the use of these gwitches. In Greece, France,
Germany and Portugal, three types of switches sed to carry calls. Italy and Spain
uses four types of switches and the UK uses fipesyof switches.

2% New Zealand Commerce CommissiBetermination on the Telstra Clear Application for

Determination for Designated Access ServiéeNovember 2002 dittp://www.comcom.govt.nz/
assets/Imported-from-old-site/industryregulationéEemmunications/
InterconnectionDeterminations/InterconnectionDetrations/ContentFiles/Documents/tcliad5no
v20020.pdf

New Zealand Commerce CommissiBgtermination on the Telstra Clear Application for
Determination for Designated Access Serviéelovember 2002, p. 22.
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Geographically de-averaged charging appears tmbenomon. In Belgium, fixed
interconnection charges are set in terms of lasah-access and extra-access areas.
In the Netherlands, prices are set in terms oflJgegional and national areas.

PSTN OTA pricing options
The ACCC has considered two possible pricing stmastfor PSTN OTA:

» update the existing pricing structure by removimg ADC and using the current
geographic traffic pattern and average call durataption 1)

» set a national average rate and discontinue setisaggregated charges
(option 2).

The ACCC did not consider introducing peak andpafék pricing structures for the
following reasons. First, it does not have datgeak and off-peak traffic. Second, it
has no evidence to suggest that switching cosfsrdifgnificantly across the day. On
the contrary, there is evidence that Telstra’sdviitg equipment is over-provisioned
and there is generally excess switching capachyrdT introducing a significant
change in the pricing structure would create pinsgability and uncertainty.

The ACCC did not consider introducing routing/s\Witey-based charges for similar
reasons. First, it does not have detailed dataoting/switching costs for calls using
different types of equipment. Second, it has ndevtce to suggest that this type of
charging structure would improve the extent to WHRSTN OTA charges reflect
costs. Third, introducing a significant changehia pricing structure would create
price instability and uncertainty.

Option 1: Update the existing pricing structure

The ACCC has updated the existing pricing matrixttie draft PSTN OTA price of
1.0 cent, by removing the ADC and using the curgaagraphic traffic pattern and
average call duration. The cumulative impact oheaitthese adjustments is
discussed below.

The ADC comprises a significant component of th&R®TA prices included in the
IADs. The ADC was allocated 30:70 to the flagfaildahe EMOU charge,
respectively. Since the ADC was a fixed amount dddehe flagfall and to the
EMOU charges, it altered the relativities betwekarges in the four geographic
areas. Table 11.5 below shows the PSTN OTA primagyix after the ADC has been
removed.

Table 11.5: Draft FAD PSTN OTA pricing matrix after removal of the ADC
(cents)

Flagfall (per call) EMOU Headline (per minute)
CBD 0.62 0.26 0.42
Metropolitan 0.59 0.42 0.57
Provincial 0.95 0.65 0.89
Rural 4.99 4.20 5.45
Average 1.00 0.75 1.00

* The average flagfall:EMOU ratio has been mairgdiat 25:75.

Removing the ADC widens the relativities betweearges in the four geographic
areas, particularly the relativity between the ¢hmen-rural areas and the rural area.
The flagfall and EMOU charges both fall in the CBBd metropolitan areas while
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charges in the provincial area remain similar to current charges. Rural charges
increase significantly.

The ACCC also adjusted the matrix to reflect the most recent information available to
it on current traffic patterns (that is, for the period May 2010 to October 2010). Table

11.6 shows the updated matrix after removing the ADC and updating for the current

pattern of traffic across the geographic areas.

Table 11.6: Draft PSTN OTA price after removing the ADC and using the
current traffic distribution (cents)

Flagfall (per call) EMOU Headline (per minute)
CBD 0.58 0.25 0.39
Metropolitan 0.55 0.39 0.53
Provincial 0.89 0.60 0.83
Rural 4.68 3.91 5.08
Average 1.00 0.75 1.00

Updating the matrix to reflect the current geographic traffic pattern reduces all flagfall
and EMOU charges compared to table 11.5. This reflects the increase in the
proportion of OTA traffic now in the rural area where charges are significantly higher
than in the three non-rural areas.

The ACCC further adjusted the matrix to reflect the most recent information available
to it on current average call duration, provided by Telstra. In the period May to
October 2010, the average call duration The fall in

the average call duration reduces the per call flagfall for a given headline rate.

The updated matrix—adjusted by removing the ADC and using the latest traffic
distribution and average call duration—is shown in table 11.7. Changing the average
call duration only changes the flagfall because it is expressed on a per call, rather than
on a per minute, basis

Table 11.7: Draft PSTN OTA price after removing the ADC and using the
current traffic distribution and average call duration (cents)

Flagfall (per call) EMOU Headline (per minute)
CBD 0.38 0.25 0.39
Metropolitan 0.36 0.39 0.53
Provincial 0.59 0.60 0.83
Rural 3.08 3.91 5.08
Average 0.66 0.75 1.00

Compared to the current matrix, the flagfall and EMOU charges in the CBD and
metropolitan areas are significantly lower. Charges are also lower in the provincial
area, although most of the reduction is in the flagfall, with a small fall in the EMOU
charge. Rural prices are significantly higher reflecting the removal of the ADC (which
previously increased the share of the headline rate recovered from the three non-rural
areas).

The ACCC considers that the updated pricing matrix sets charges that more accurately
reflect costs and current calling patterns. Removing the ADC results in PSTN OTA
prices more closely reflecting actual call conveyance costs and cost relativities across
the four geographical areas, obtained from the PIE Il model. The ACCC notes,
however, that it does not have updated cost information to verify that the costs
estimated from the PIE Il model are an accurate reflection of current actual costs.
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The ACCC also notes that the pricing matrix is dase average costs and average
traffic and call duration information. The charawgtcs of the traffic carried by any
particular access seeker may differ in from therage across all access seekers for a
number of reasons. These reasons include the gaogilacation of the access
seeker’s operations, its mix of customers, whettheot it has established its own
network, and, if so, the geographic distributiortradt network.

For an access seeker whose traffic characterdifies from the average, its own
‘headline rate’, calculated by weighting the chargethe matrix by its own traffic
distribution and average call duration, will difieom the headline rate shown in the
matrix. The different ‘headline rate’ would refldbe different pattern of costs
imposed on the PSTN by the access seeker’s ditfénadfic pattern and/or call
duration.

The ACCC notes that it would be open to accessesea negotiate with Telstra a
different pricing matrix since the prices set inlB#\provide a benchmark.

Option 2: Set a national average price and no disamted charges

The FLSM estimates a single national average poicESTN OTA. The ACCC does
not have geographical cost information to enabie directly estimate the costs of
providing PSTN OTA in different geographic areas.

The method for disaggregating the charges usege&asiities across the four
geographical areas, obtained from the PIE ||l motleé ACCC does not have
updated cost information to verify that the costineated from the PIE Il model are
an accurate reflection of current actual costs.

The ACCC notes that the New Zealand Commerce Cosionidias previously set an
average headline rate and allowed the industrggmtiate disaggregated pricés.
Optus proposed this approach in its submission. AQEC has considered whether a
similar approach should be adopted for determiRSFN OTA charges.

Determining a national average price only wouldidibe need to determine a
pricing matrix using potentially out-dated (anddonarate) geographic cost
information obtained from the PIE Il model. In aiah, it would simplify the PSTN
OTA pricing structure. It would also reduce theukagory burden on access seekers
and Telstra to submit PSTN OTA traffic and callaton information.

It would be open to access seekers to negotiate Meitstra a disaggregated pricing
matrix for PSTN OTA that reflected their use of 8 TN. The national average price
would provide a starting point for those negotiasio

A potential issue from discontinuing this appro&that it would provide no
information on relative geographic costs. Suchnmiation might assist access seekers
in negotiating an appropriate disaggregated prisingcture, even taking into account
the possibility that the available information mag/ out-dated. The ACCC considers
that this potential issue could be addressed byigirag additional information,

without including a pricing matrix in the FADs.

ACCC conclusion

In setting PSTN OTA charges in the FADs, the ACC@ppses to set a national
average PSTN OTA price (option 2) for the propobesyear regulatory period.

227 New Zealand Commerce CommissiBetermination on the Telstra Clear Application for

Determination for Designated Access Seryiéelovember 2002, p. 21-22.

150



Access seekers will be able to negotiate apprepdestaggregated charges. The
ACCC proposes to provide additional informationrelative geographic costs and a
method for disaggregating the national averageegaassist the parties in their
negotiations. The ACCC seeks submissions on tredfjnformation that may be
provided.

For the transitional six month period from 1 Jaguar30 June 2011, the ACCC
proposes to maintain the pricing matrix includedhi@ IADs. This will promote
continuity and certainty for industry.

11.4 Technical explanation of methodology for calculatin g
geographically adjusted costs

The process applied by the ACCC to estimate ULLSscon a geographical basis is
described below. The methodology also results timases of the costs of providing
WLR in the four geographic bands, which are natigreveraged to obtain the WLR
price estimated by the FLSM.

Step 1 The total revenue requirements related to thetasasses ‘ducts and pipes’
and ‘copper cables’ are calculated by the FLSM.s€hevenue requirements
represent the total basic network costs of prog AN services, that is, ULLS,
WLR and Telstra’s retail fixed line services.

Step 2 The revenue requirements from step 1 are divigethe total number of SIOs
(ULLS, WLR and Telstra’s retail SIOs) to obtain @neerage cost per SIO before
adjustment for geographic cost differences. Thislmaexpressed mathematically as
follows:

ACqp = RRyy/total SIOs

AC.. = RR.Jtotal SIOs

where AGy is the average cost of ducts and pipes
RRyp is the revenue requirement for ducts and pipes
AC.is the average cost of copper cables
RR. is the revenue requirement for copper cables

Step 3 The Analysys model cost relativities are apptethe average cost for ‘ducts
and pipes’ and ‘copper cables’ calculated in stép @tain the ‘basic cost’ per band
for these two asset classes. These costs reptesdmasic network costs of providing
ULLS, WLR and Telstra’s retail services. This igpessed mathematically as:

B1 BC = (AGy + ACc )* 0.132
B2 BC = (AGy + AC )* 0.720
B3 BC = (AGyp + ACc )* 1.208
B4 BC = (AGy + ACc )* 2.708

where B1 BC is the Band 1 ‘basic cost’
B2 BC is the Band 2 ‘basic cost’
B3 BC is the Band 3 ‘basic cost’
B4 BC is the Band 4 ‘basic cost’
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In the FLSM, the calculations are done separatalgfch asset class. For ease of
exposition, the two asset classes have been cothfin¢he purpose of this
explanation.

Step 4 To the ‘basic costs’ calculated in step 3, asludiindirect costs (including the
‘specific costs’ equivalent to LSS costs) is alkechto ULLS. For WLR, the ‘basic
cost’ will have a share of indirect costs plus ottlieect costs of providing WLR
added. (For Telstra’s retail services, this stamgicit and not required for the
FLSM calculations.) The method is explained below.

For ULLS, the Bands 1-4 prices are calculated by addinlgedands 1-4 ‘basic
costs’ calculated in step 3 the indirect coststeeldo the CAN asset classes ‘other
assets’, ‘other plant and equipment’, ‘land’, ‘lliigs/support’ and ‘indirect capital
assets’. These costs are not geographically adjasté are therefore a uniform cost
for each band. They are added to the ‘basic cose&ch band to obtain the ULLS
price for each band, which is set to equal thd taist of supplying ULLS in each
band.

B1 ULLS TC = B1 BC + ULLS indirect cost
B2 ULLS TC = B2 BC + ULLS indirect cost
B3 ULLS TC = B3 BC + ULLS indirect cost
B4 ULLS TC = B4 BC + ULLS indirect cost

where B1 ULLS TC is the Band 1 ULLS total cost
B2 ULLS TC is the Band 2 ULLS total cost
B3 ULLS TC is the Band 3 ULLS total cost
B4 ULLS TC is the Band 4 ULLS total cost

For WLR, the nationally averaged ‘basic cost’ is calcuddtg multiplying the
‘basic cost’ for each band by the number of WLR Si®each band, adding
together these costs and dividing the result bydted number of WLR SIOs.
This is expressed mathematically as:

WLR nat. ave BC = (B1 BC * WLR B1 SIOs + B2 BC * VRLB2 SIOs +
B3 BC * WLR B3 SIOs + B4 BC * WLR B4 SIOs)/total VIR_.SIOs

where WLR nat. ave BC is the WLR nationally avedasic cost’
B1 BC, B2 BC, B3 BC, and B4 BC are defined as aps3
WLR B1 SIOs is the number of WLR SIOs in Band 1
WLR B2 SIOs is the number of WLR SIOs in Band 2
WLR B3 SIOs is the number of WLR SIOs in Band 3
WLR B4 SIOs is the number of WLR SIOs in Band 4

To calculate the nationally averaged WLR total ctie¢ additional costs of
providing WLR services must be added to the natipsaeraged WLR ‘basic
cost’ calculated above. These costs are: (i) trectcosts of CAN ‘other cables’
and ‘pair gains’ and Core ‘local switching equiprtieflocated to WLR in the
FLSM, and (ii) the indirect costs related to theNCAsset classes ‘other assets’,
‘other plant and equipment’, ‘land’, ‘buildings/sugrt’, and ‘indirect capital
assets’. These costs are not geographically adjaste are a uniform per band
cost added to the nationally averaged WLR ‘basgt’¢o obtain the WLR total
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cost and thereby the nationally averaged WLR piites is expressed
mathematically as:

WLR TC = WLR nat. ave BC + WLR indirect costs + @tWLR direct costs
where WLR TC is the WLR nationally averaged taiast

Step 5To calculate geographically-adjusted cost allocatactors for the ‘ducts and
pipes’ and ‘copper cables’ asset classes for Ulth&total revenue requirement
allocated to ULLS for each asset class is calcdlatemultiplying the ‘basic cost’ in
each band (at step 3) by the number of ULLS SIG=aich band and summing to
obtain the total ULLS revenue requirement for ‘dughd pipes’ and for ‘copper
cables’. For each asset class, the total ULLS nexe@aquirement is then divided by
the aggregate revenue requirement (from all sesuiseng that asset class) to obtain
the cost allocation factor for ULLS.

The same method is applied to obtain the costatilme factor for WLR included in
the FLSM.
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12 LSS pricing

Key points

= LSS prices are now estimated within the FLSM follagvTelstra’s provision of
information on the costs related to the specifists@f supplying LSS.

= The ACCC has been unable to assess the reasonstblarBelstra’s cost
information as Telstra did not provide detailecbimmfiation on how these costs
were calculated.

» The specific assets used to provide the LSS hase tudly depreciated. Telstra
has made no further capital investments in theip@ssets used to supply LSS.

12.1 September 2010 Draft Report approach to pricingLS S

Since 2002 the pricing principle applicable to L8&s that the indicative price should
be set to recover the incremental specific cosfgafiding the service. These costs
were the operating, maintenance and capital cdésis gystems for ordering and
provisioning the LSS, and operating costs assatiatth LSS product management
and front of house operations. No network costevimeeluded in calculating the LSS-
specific costs.

A separate TSLRIC model was developed to calctiheespecific costs for LSS (and
also for ULLS under the previous TSLRIC+ pricingpapach). The model combined
LSS-specific costs with ULLS-specific costs andsiil’s internal equivalent costs
for ADSL over an appropriate cost recovery pefiddlhe total cost was then
amortised over the cost recovery period and thearsost was allocated to ULLS,
LSS and ADSL services in proportion to the numbeaadive ULLS, LSS and ADSL
lines.

The specific costs that were shared between LSESHnd ADSL-equivalent
services are:

= Business Support System (BSS) development and top@abcosts
= front of house staff

= wholesale product management costs and

= indirect cost$?

The ACCC used this pricing approach in setting 8% Imonthly charge of $2.50 in
several final determinations for LSS access dispuitbe approach was subsequently
endorsed by the Tribun&i®

In the September 2010 Draft Report, the ACCC adbatpreliminary view that the
LSS indicative price should be determined outsideBBM framework through the
continued use of the separate specific cost madéhe absence of disaggregated
information on the expenditures related to the api@nal support systems required to

228 ACCC,Review of the LSS Declaration — Final Decisi@ttober 2007, pp.78-84.
229 ‘i

ibid.
230 geeTelstra Corporation Ltd (CAN 051 775 598p06] ACompT 4.

154



provide the LSS, the ACCC noted that it was unableentify the LSS-specific costs
from the information available to it.

The ACCC also stated, in information subsequentiggd on its website, that it did
not have available information to allow it to upeléte inputs to the mod&t On this
basis, the LSS price would remain at $2.50 per mdibwever, the ACCC noted that
it had concerns about the accuracy of the estinists.

12.2 Submissions on LSS pricing

Most submissions to the September 2010 Draft Requgported the inclusion of LSS
into the FLSM to ensure that LSS prices are catedlan the same basis as the other
declared fixed line services.

Telstra submitted that prices for LSS should notdleulated using a different cost
methodology to that used for other PSTN services.

Optus considered that excluding the LSS from thBMlwas unnecessary and would
reduce the economic efficiency of the estimatedgi

Herbert Geer submitted that there is no soundficestion for using a TSLRIC-based
model for LSS where it is likely that many of thepdal costs incurred in the model
have already been recovered by Telstra.

Frontier Economics considered that the ACCC’s amguisin support of moving to a
BBM applied equally to all fixed line services athat it did not see any reason for
continuing to apply a traditional TSLRIC for the &S

In contrast, AAPT supported the ACCC’s proposedaagh to continue to price LSS
using a separate specific cost model which wadksted and fully tested during
LSS arbitrations.

12.3 Inclusion of the LSS in the FLSM

On 10 November 2010, the ACCC wrote to Telstra estjng information on the
specific costs for LSS, ULLS and ADSL to enabl®itonsider incorporating LSS
into the FLSM?*

On 22 November 2010, Telstra submitted commeraiaeinfidence LSS cost
information in RAF format. Telstra provided thisarmation to access seekers who
submitted confidentiality undertakings to it. A estled version of the information
was also placed on the ACCC web$ite.

This information identified LSS-specific costs digaegated by:
» indirect costs allocated to LSS (organisation armdipct costs)

» LSS-specific expenditure (primarily information beology, staff and
accommodation costs) and

= an allocation of network costs related to ductsepiand copper cables.

231
232

See ACCC website attp://www.accc.gov.au/content/index.phtml?itemI&8+666
ACCC,Fixed Line Pricing Principles review — Request figrt information(Letter from Mr
Robert Wright to Telstra), 10 November 2010.

See ACCC website attp://www.accc.gov.au/content/index.phtml?iteml8£049
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The ACCC has estimated the total cost of providirggLSS as the sum of the indirect
costs allocated to LSS, excluding internationalestent costé>* and LSS-specific
expenditure estimates provided by Telstra. The A@@E€been unable to assess the
reasonableness of these estimates as Telstra ttovade detailed information on
how these costs were calculated.

In estimating the LSS-specific costs, the ACCC éraduded network costs because
these costs are recovered through the prices ah&wg®/LR and Telstra’s retail line
services.

Total LSS-specific costs are allocated to the LI88ugh a new asset class called
‘LSS equipment’ included in the FLSM. These cosesfally allocated to LSS.

No capital charges have been allocated to the ®@#pment’ asset class because the
specific assets used to provide the LSS have hdgrdepreciated and Telstra has
made no further capital investments in these as8sta result of the full depreciation
of these assets, the estimated LSS price has fdllenprice is expected to fall further
over the FAD regulatory period as total LSS-speabsts are spread over a growing
number of LSS services due to expected continuiog/iy in LSS demand.

The indirect costs and LSS-specific expenditurexated to LSS in the FLSM are a
component of total indirect operating expenditdreshare of total indirect operating
expenditure is allocated to the other fixed linevees. To avoid allocating the same
costs to more than one service, the FLSM deduetsotial costs of providing the LSS
from the total indirect operating expenditure adited to the other fixed line services,
before allocating the remaining indirect operatxgenditure to these services (see
chapter 7).

234 International settlement costs are defined irstfas Regulatory Accounting Procedures Manual

(RAPM) as out-payment expenses incurred to oversaaers for call termination on their
networks. The ACCC does not consider it is appedprio include these indirect costs in total
LSS-specific costs as they are not incurred imptioeision of LSS.
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13 Demand forecasts

Key points

» The FLSM requires demand forecasts for each ofléotared fixed line services
in order to calculate unit prices for each service.

= The ACCC has revised its demand forecasts for 2D1L@e-2013-14, taking into
account: more recent actual demand figures; intelgraand forecasts provided
by Telstra in November 2010; updated informatiorfamiors expected to
influence demand for the declared fixed line sexsj@nd submissions received
response to the September 2010 Draft Report.

» For the final two years of the regulatory perio812-15 and 2015-16), the ACCC
has forecast stable demand for each of the declixediline services. The ACCC
considers that this is a conservative approacteataig the uncertainty surround
the timing of the migration of services from Tedssrcopper network to the NBN.

n

= The ACCC intends to implement a RKR to ensure Tiedétra provides demand
forecasts for each of the declared fixed line s®wirelevant to future regulatory
periods.

The FLSM requires demand forecasts for each ofifidared fixed line services in
order to calculate unit prices for each servicee $hare of the revenue requirement
allocated to each service is divided by forecastaled to determine the average price
for that service.

As noted in chapter 4 of this discussion paperAGEC intends to implement a RKR
to ensure that Telstra provides demand forecasesafth of the declared fixed line
services relevant to future regulatory periods.

13.1 ACCC'’s September 2010 demand forecasts

In the absence of forecasts provided by TelstaAGCC developed its own
forecasts for the purposes of the September 20&ft Report. In doing so, it took
into account recent trends in demand for each aemamd other factors expected to
influence demand over the proposed regulatory defiable 13.1 below sets out the
demand forecasts used for the September 2010 Regibrt.
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Table 13.1  Demand for the fixed line services—actual/estimated (2009-10) and
forecast (2010-11 to 2013-14)—September 2010 Draft Report
Services 2009-10 2010-11 2011-12 2012-13 2013-14
Unconditioned Local| g5 334 910,066 955,570 979,459 989,253
Loop Service(lines)
Growth rate 10.00% 5.00% 2.50% 1.00%
Wholesale Line| 555 764 1215200 1,196,972| 1,182,011 1,170,191
Rental (lines)
Growth rate -3.00% -1.50% -1.25% -1.00%
PSTN Originating &
Terminating Access . [ ] ] [ ] .
(million minutes)
Growth rate -10.00% -8.00% -8.00% -8.00%
Loca_l _CaII S_erwce 5.600 5.040 4,637 4,266 3,925
(million minutes)
Growth rate -10.00% -8.00% -8.00% -8.00%

13.2 Submissions on demand forecasts

Submissions to the September 2010 Draft Report provided limited forecast demand
data for the relevant services. A number of submitters disputed the ACCC'’s forecasts
but, apart from Optus, these parties generally did not provide alternative demand
forecasts.

Telstra

In its October submission, Telstra statledt the ACCC’s demand forecasts were
overstated because the ACCC had not accounted for the effects of the NBN ribll-out.
stated that the impact of the NBN roll-out on demand for declared services over the
next four years will be significant, potentially reducing total demand by 14 to15 per
cent. Telstra submitted that any reasonable forecast of demand for the declared
services must account for reasonable assumptions about NBN migration and its
impact on the use of Telstra’s CAN.

More generally, Telstra submitted that robust denfaretasts cannot be produced
beyond 2011-2012.

In its November supplementary submission, Telstdeddhat the demand

calculations in the FLSM imply that the ACCC expects aggregate demand for CAN
services to remain steady over the next four years. Telstra noted that demand for CAN
services has declined steadily in Australia and internationally over the past decade and
this trend could potentially accelerate in coming years.

Optus

Optus submitted that the ACCC should adopt conservative estimates for the WLR,
LCS and PSTN OTA services by assuming demand for these services remains
constant over the regulatory period at their actual 2008-09 demand levels.

It submitted that the ACCC's forecasts for ULLS were too low. Optus considered that
growth in ULLS SIOs would continue, arguing that ‘there has been uncertainty
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around future industry developments for some yaavg, yet this has not prevented
significant growth in ULLS?%®

Optus also considered the ACCC's forecasts for \iti.Be too low. It expected to

see additional growth in WLR in coming years, duadcess seekers building market
share in regional areas in response to the NBNodll and possible declaration of the
wholesale DSL service, which it considered wasljite lead to a strong increase in
demand for Telstra’s resale services.

Optus submitted that the forecast decline in PSTM @emand was too steep, as
demand for PSTN OTA will likely increase as accesskers attempt to acquire
market share in areas where they do not have DStéWrage. In addition, it
considered the ACCC'’s forecast decline for LCS twasrapid.

Macquarie Telecom

Macquarie Telecom submitted that the ACCC'’s foreskmving in ULLS demand
growth ‘seems aggressive given the investmentdbiaipeting operators have already
made in exchange equipment and their desire tiseutiis investment=° It further
stated that the forecast decline in WLR demandggressive given the reduction in
the indicative price of the WLR which is proposadtie Draft Report®®’

Macquarie Telecom considered the forecast reduai®STN OTA and LCS
demand is excessive. In relation to PSTN OTA, teddhat the number of fixed lines
in Australia has declined by 1.8 per cent per aninuthe five-years to 2010-11,
which it does not consider is sufficient to suppbg dramatic forecast reduction in
PSTN OTA demand. In relation to LCS, it questiotteel ACCC’s assumption that
the forecast decline in LCS would mirror that ofTREOTA.

Frontier Economics

Frontier Economics submitted that the ULLS demamddasts are too low and they
would leave ULLS penetration at the end of the dast period at an unusually low
level compared to other countries. It also congdehat the recent trend away from
WLR may not continue and may, in fact, be reveig#dtk lower draft WLR price
were to lead to higher WLR demand independent di®&take-up.

Frontier Economics submitted that growth in demfamd_CS will almost certainly
deviate from PSTN OTA demand growth because ofdige relative change in
prices for the two services proposed in the Sepéerd®10 Draft Report.

Herbert Geer

Herbert Geer submitted that current ULLS growtlesatill continue or increase due
to access seekers only being able to provide nigl,blandwidth technologies via
their own DSLAMs, and the WLR, LCS and PSTN exemirequiring
implementation of an efficient LSS to ULLS migratio

It stated that the proposed price reductions folRMnd LCS would increase demand
for those services and, if not reverse, at least she switch from fixed line to mobile

235
236

Optussubmission, p. 39.

Macquarie Telecom submission to the ACCR&view of the 1997 telecommunications access
pricing principles for fixed line services: Draféport September 201®ctober 2010, (Macquarie
Telecom), p. 6.

27 ibid., p. 7.
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telephony. It submitted that the ACCC should explts assumption that recent
trends in PSTN OTA demand will continue.

VHA

VHA submitted that the ACCC should provide moremuging evidence for its
demand forecasts.

13.3 ACCC demand forecasts for 2010-11 to 2015-16

The ACCC has revised its demand forecasts sinc8dpeember 2010 Draft Report to
take into account:

* more up-to-date actual demand figures (where availa

» recent information on factors expected to influedemand for the fixed line
services over the period 2010-11 to 2013-14

» Telstra’s internal demand forecasts provided in &oker 2010, and

» information and comments provided in submissionthéoSeptember 2010 Draft
Report.

Since the ACCC is proposing to implement a fiveryegulatory period, the ACCC
has extended its demand forecasts to 2015-16.s€kison describes the factors taken
into account in developing the revised forecasts.

13.3.1 Telstra’s demand forecasts

Following an information request from the ACCC ino\mber 2010, Telstra
submitted its internal demand forecasts for eadh@fleclared fixed line services for
the three years, 2010-11 to 2012%3%It advised that it was unable to supply demand
forecasts for 2013-14.

The ACCC has had regard to Telstra’s internal dehfarecasts in developing its
own forecasts. The ACCC notes that Telstra’s fatcaere developed on the basis
of estimated 2009-10 demand figures using nine hsoot actual data and three
months of forecast data. For some services, T&steamand estimates differ
significantly from the actual demand figures novaiéable for the regulated services.
The ACCC has therefore adjusted Telstra’s demaret&sts to take into account the
latest demand figures available to it, as welta®wn assessment of the forecasts.

Since Telstralid not provide demand forecasts for 2013thé, ACCC has assumed
that demand growth in 2013-14 will be the samendX)il2-13, pending the receipt of
updated forecasts by Telstra and comments in sgionssto this discussion paper.

The ACCC will ask Telstra to submit updated demfamdcasts in response to this
discussion paper, including forecasts for 2013e12015-16. The ACCC will have
regard to these forecasts in estimating final grice the FADs.

13.3.2 Impact of migration to NBN on demand for ser  vices

On 24 November 2010, the Australian Governmentead theNBN Co Business
Case SummarNBN Co has suggested in its business case thaeitvork

238 Telstra submission, November 2010. A redactesioe of the information submission is

available on the ACCC'’s website atwww.accc.gov.au/content/index.phtml?itemld=953633
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architecture will be ‘ready for market’ in Augu€2222*® However, NBN Co noted
that the major objectives and timeline for the-mit of the NBN are dependent on
the rapid resolution of relevant Government polpproaches and progress in
negotiations with Telstra.

The ACCC notes that Telstra and NBN Co are stilifising a definitive agreement,
which will include provisions relating to the migi@n of services from Telstra’s
copper network to the NBN. The ACCC will formallgsess whether the migration
plan complies with the Ministerial migration plarinziples once agreement is
reached between the parties.

As noted in chapter 10, the ACCC has not receiudficgently detailed or certain
information on the planned migration timetable djuat its demand forecasts for
migration to the NBN. Should better information bew available about the
magnitude and timing of the migration process piadiinalising prices for the FADs,
the ACCC may adjust its demand forecasts.

In the absence of this information, the ACCC haspéed a conservative approach to
forecasting demantir the final two years of the regulatory perio®{2-15 and
2015-16). The ACCC has assumed that demand foradable declared fixed line
services will remain stable.

The ACCC notes that its methodology for adjustimg ¢ost allocation factors to
reflect changes in demand for particular serviseg Chapter 10) will generally limit
the impact on unit costs (and therefore priceghainges in the NBN migration
schedule.

13.3.3 Aggregate demand for CAN services

As noted in chapter 10, the ACCC does not congldrit is appropriate to
compensate Telstra for any loss of market shareduced customer demand for,
fixed line services by allocating total network toacross a declining number of retail
and wholesale services. The ACCC has thereforenmased unit costs for the
declared fixed line services to reflect any furtecline in the total demand for fixed
line services.

13.3.4 ACCC's revised demand forecasts

The ACCC has taken significant account of Telstd#mand projections provided in
November 2010. This is consistent with its pref@émpproach in the September 2010
Draft Report. In that report, the ACCC noted thatinsidered that Telstra and access
seekers were best placed to provide informatioexgected demand for the declared
fixed line services.

The ACCC notes that it adjusts the cost allocatamtors to reflect forecast growth in
demand to ensure that its cost allocation factorgicue to reflect a service’s actual
usage of infrastructure (as explained in chaptgr Tifese adjustments generally
ensure that unit prices for services remain stabés the regulatory period.
Consequently, the impact on prices of any demaretésting errors will be limited.

Table 13.2 sets out the demand forecasts usedebd@ICC in estimating prices for
the IADs and draft FAD prices. Actual 2009-10 dechéor ULLS, WLR, LSS and
PSTN OTA is included in the table. For LCS, Teldtes provided an estimate of

239 NBN Co.,NBN Co. Business Case Summa#4 November 2010, p. 12.
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demand in 2009-10. The ACCC does not currently collect demand information for
LCS.

Table 13.2 Demand — actual/estimated for 2009-10 and forecasts for 2010-11

to 2015-16

Services| 2009-10| 2010-11| 2011-12 2012-13| 2013-14| 2014-15| 2015-16
ULLS (lines)| 827333 . B N D N
Growth rate N N Il B B
Lssines)| 734155 [ HEEE N BN BN B
Growth rate A Il B B
WLR (ines)| 1252784 [ NN D BN BN B
Growth rate Il BN BN BN B
psnoTA | | | Il B B

(million
minutes) -
Growth rate Il BN BN BN B
Les(miion | | | HH Il B B B

calls)
I N BN BN BB .
Growth rate [ ]

Sources:For 2009-2010: actual ULLS and LSS data obtained from Telstra’s CAN RKR; WLR data
obtained from Telstra’s 2009-10 Annual Report; and PSTN OTA data obtained from Telstra RAF
report for 2009-10. For LCS, demand data was obtained from Telstra’s November 2010 submission
using 9 months of actual data and 3 months of forecast data.

Details of the ACCC's revised demand forecasts for each of the declared fixed line
services are set out below.

Forecast ULLS demand

Telstra provides the ACCC with usage data for the ULLS under the CAN?#KR.
The total number of ULLS lines grew from 827,333 in June 2010 to 915,091 in
December 2010, a six-month growth rate of 10.6 per cent. This followed strong
growth in ULLS lines over the first half of 2010 to give an annual growth rate of
19.5 per cent in the year to December 2010.

A number of access seekers suggested that demand for the ULLS is likely to continue
growing at current, or close to current, levels. However, in its submission to the
September 2010 Draft Report, Optus forecast a slower growth

based on its own internal forecasts.

Frontier Economics suggested that the demand forecasts included in the September
2010 Draft Report would leave ULLS penetration at the end of the forecast period at
an unusually low level compared to other countries. However, the ACCC'’s analysis
suggests that the penetration rate for unbundled services in Australia (that is, ULLS
and LSS) is similar to the penetration rate for unbundled services in France and the

240 gee ACCC CAN RKR snapshots availablevatw.accc.gov.au
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UK, when Australia’s remote and low population density areas (in Bands 3 and 4) are
excluded**

On this basis, 22.1 per cent of total SIOs in Bands 1 and 2 were unbundled (that is,
either ULLS or LSS SIOs) as at June 2010. In comparison, Frontier Economics noted
that the percentage of unbundled lines was 22 per cent in France and 27 per cent in the
UK in 2009-10. The ACCC’s ULLS demand forecasts imply a further increase in the
penetration of unbundled services in coming years.

The ACCC has forec annual growth in ULLS lines in

2010-11, slowing t in 2011-12 an |} N IEGEGEGEGEGE i»
2012-13 and 2013-14. The forecast slowing in the ULLS growth rate after 2010-11
reflects the expected impact of the national roll-out of the NBN, which is scheduled to
begin in the second half of 2012. The ACCC expects this will increasingly have an
influence on access seekers’ investment choices and strategies. ULLS lines will begin
to migrate to the NBN during 2012-13 and 2013-14. The ACCC's view that demand
will slow over the regulatory period is consistent with the demand projections
submitted by Telstra and Optus.

In the information provided in November 2010, Telstra’s internal estimate of ULLS
demand in 2009-10 was significantly lower than actual demand. While its forecasts of
ULLS demand growth in the three years to 2012-13 are higher than the ACCC'’s
current forecast growth rates, the ACCC'’s and Telstra’s forecast demand levels are
similar by the end of 2012-13.

For the final two years of the regulatory period (2014-15 and 2015-16), the ACCC has
adopted a conservative approach by forecasting stable demand for the ULLS.

Forecast LSS demand

The ACCC did not forecast LSS demand in the September 2010 Draft Report because
the LSS price was derived from a specific cost model outside of the BBM framework
(see chapter 12). With the inclusion of LSS into the FLSM, the ACCC has developed
demand forecasts for the service.

Telstra provides the ACCC with usage data for the LSS under the CAN‘BRRe

total number of LSS lines grew from 734,155 in June 2010 to 739,241 lines in
December 2010, representing a six-month growth rate of 0.7 per cent. Annual growth
for the year to December 2010 was stronger at 10.4 per cent.

While growth in LSS lines has slowed recently, the ACCC expects that the proposed
reduction in price from the previous indicative price of $2.50 to the IAD price of
$1.80 will stimulate demand for the service in the second-half of 2010-11. The ACCC

has therefore forec annual growth in 2010-11, slowing to
e in 2011-12 an annual growth in 2012-
13 and 2013-14.

For the final two years of the regulatory period (2014-15 and 2015-16), the ACCC has
adopted a conservative approach by forecasting stable demand for the LCS.

241 The ACCC considers that Bands 3 and 4 should be excluded because population densities in many

Band 3 ESAs are lower than population densities in France and the UK while France and the UK
do not have remote areas comparable to those in Band 4.

242 gee ACCC CAN RKR snapshots availablevatiw.accc.gov.au
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Forecast WLR demand

Telstra published usage data for WLR as at Jun® fA@dler ‘domestic wholesale’
fixed line SIOs in its 2010 annual repét Table 13.3 shows that the number of
WLR lines has been declining since June 2005.

Table 13.3 WLR SIOs (June 2005 to June 2010)
Year 2004-05 | 2005-06 2006-07 | 2007-08 | 2008-09 | 2009-10
Domestic wholesale lines| 2,073,000 2,160,000| 1,981,000 | 1,496,000 | 1,285,000 | 1,252,78
Percentage change 4.20% -8.29% -24.48% -14.109 -2.519

Source: Telstra Annual Report 2010; Telstra Appendix 4HiRiieary Final Report year ended June

2009.

A number of submissions to the September 2010 Bafiort suggested that the

ACCC should take into account the effect that agloWLR price will have on

demand for the service. These submissions suggtmsted price reduction will be a
key factor in slowing, or potentially reversingettiecline in WLR lines.

The ACCC accepts that a reduction in the priceR (both in nominal terms and
relative to the ULLS price) is likely to have soinduence on demand for WLR. It is
difficult to quantify the precise effect of the peireduction given the absence of
reliable estimates of the price elasticity of dechfor WLR (and its cross-price
elasticity with the ULLS price). The ACCC has taketo account the views
expressed in submissions by forecasting a smalteraf decline in WLR lines than
forecast in the September 2010 Draft Report.

Telstra forecast a steeper rate of decline in WihBslthan the ACCC'’s forecasts.
However, Telstra’s estimate of 2009-10 WLR demaiad \Wewer than the actual
demand published in its annual report. In additinrdeveloping its internal forecasts
prior to the release of the September 2010 DrafioRe Telstra is unlikely to have
factored in a price reduction for WLR. The ACCCrtfere considers a slower
decline in WLR demand is appropriate.

For the final two years of the regulatory perio@%2-15 and 2015-16), the ACCC has
adopted a conservative approach by forecastingesti@mand for WLR.

Forecast PSTN OTA demand
Table 13.4 shows that total PSTN OTA minutes dediaach year between June

2005 until June 2010.

243

See Telstra annual reportslatp://telstra.com.au/abouttelstra/investor/finahanformation/
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Table 13.4 PSTN OTA minutes (June 2005 to June 2010)

Year 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10
Domestic PSTN

Originating aimw i im I

Percentage

change -7.25% -9.96% -16.76% -17.78% -16.18%
Domestic PSTN

Terminating i I N 1

Percentage

change -2.29% -3.59% -1.44% -3.69% -6.15%
Total h__—_—_—_ﬂ
Percentage

change -4.26% -6.04% -7.07% -8.33% -9.11%

Sources:Telstra full year RAF reports for 2004-05, 2005-06, 2006-07, 2007-08, 2008-09 and 2009-10
(Schedule 8 —usage data from each report)

The ACCC considers that falling demand for PSTN OTA is likely to reflect several
factors, including:

» access seeker migration from Telstra’s resale fixed line services to services
supplied using the ULLS and their own DSLAM equipment—this reduces the
amount of PSTN TA traffic

= access seeker investments in their own networks, including mobile networks—this
reduces the number of calls using Telstra’s fixed line network

= substitution from fixed to mobile voice servié&s—this reduces the number of
calls originated or terminated on Telstra’s fixed line network. .

The ACCC acknowledges Optus’ view that demand for PSTN OTA could increase as
access seekers attempt to acquire market share in areas where they do not have
DSLAM coverage prior to the roll-out of the NBN. However, the ACCC considers it

is more likely that the decline in demand for PSTN OTA will decelerate, rather than

be reversed. While access seekers’ substitution away from Telstra’s resale services to
their own infrastructure could slow in the lead up to the roll-out of the NBN, the

ACCC expects ULLS demand to continue to grow over the next four years.

In the September 2010 Draft Report, the ACCC forecast a 10 per cent decline in
PSTN OTA minutes in 2010-11 and an 8 per cent decline in both 2011-12 and
2012-13. The ACCC is now forecasting a slower 5 per cent annual decline in each
year from 2010-11 to 2013-14.

For the final two years of the regulatory period (2014-15 and 2015-16), the ACCC has
adopted a conservative approach by forecasting stable demand for PSTN OTA
services.

Forecast LCS demand

As noted in the September 2010 Draft Report, the ACCC does not collect usage data
for the LCS. For the September 2010 Draft Report, the ACCC estimated total LCS
demand for 2009-10 by summing the local calls listed in the RAF data for service

244 The penetration rate for mobile voice services exceeds 100 per cent of the population

(24.22 million mobile SIOs compared to a total population of 21.87 million at June 2009), due to
some individuals maintaining more than one mobile account. See ACBmMunications
Report 2008-200Qanuary 2010, p. 21.
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providers using Telstra’s network, augmented by an estimated allowance for calls
carried by carriers not required to submit RAF data.

In response to the ACCC’s November 2010 request for information, Telstra provided
an estimate of 2009-10 LCS call minutes based on nine months of actual data and
three months of forecast data. Telstra’s estimate is substantially lower than the
ACCC'’s estimate in the September 2010 Draft Report. The ACCC methodology for
estimating LCS minutes in the Draft Report was unable to distinguish between local
call traffic carried on carriers’ own networks and traffic carried on Telstra’s network.
This resulted in a significant overestimate of Telstra’s LCS call minutes.

After receiving Telstra’s LCS estimate, the ACCC requested information from several
access seekers on the percentage of local traffic carried on their own networks
compared to that carried on Telstra’s network. This information confirmed that
Telstra’s demand estimate was more accurate than the ACCC'’s previous estimate.
The ACCC has therefore adopted Telstra’s 2009-10 demand estimate.

The ACCC does not have historical data to conduct trend analysis for LCS demand.
However, the ACCC has considered the information it has on trends in local call
traffic, which includes LCS traffic.

The ACCC considers that two key drivers will cause LCS demand to decline: (i) fixed
to mobile substitution and (ii) access seeker migration from Telstra’s resale fixed line
services to services supplied using the ULLS. The ACCC expects these drivers to

continue to have a negative effect on LCS demand over the next three to four years.

Telstra provided demand forecasts for LCS for 2010-11 to 2012-13. It has forecast
substantial declines in LCS demand, which are significantly greater than the demand
falls forecast for WLR and PSTN OTA. These services are purchased in a bundle by
some smaller access seekers who then provide resale voice services. For this reason,
the ACCC has forecast smaller, but still large, falls in LCS demand.

For the final two years of the regulatory period (2014-15 and 2015-16), the ACCC has
adopted a conservative approach by forecasting stable demand for the LCS.

Because the LCS price is set on a per call basis, the ACCC requires forecasts for
average call duration for the LCS. These forecasts are used in conjunction with the
forecasts for total demand (measured in minutes) to calculate the service price per
call.

The ACCC adopted an average call duration of four minutes in the September 2010
Draft Report. Telstra submitted that analysis of its 2009-10 RAF data confirmed that
its average call duration was four minutes for the ¥&4n contrast, AAPT submitted
that its local call holding time is arou and that the

industry standard would be much closer to three minutes than t&'four.

Without further information from other access seekers, the ACCC has maintained its
estimate of an average call duration of four minutes.

245 Telstra submissiqmp. 129.

246 AAPT Limited, Submission by AAPT Limited to the ACCC'’s draft report titled Review of the
1997 telecommunications access pricing principles for fixed line services dated Septembper 2010
October 2010, p. 22.

166



Table 13.5

Forecast average call duration for LCShfinutes)

Services

2010-11

2011-12

2012-13

2013-14

2014-15

2015-16

Average call duration

4.0

4.0

4.0

4.0

4.0

4.0
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14  Dratft prices for fixed line services

Key points

» The ACCC has estimated draft prices for the FADRsfthe FLSM for a proposed
five-year regulatory period expiring on 30 June@01

» The draft access prices have been derived frork s based on assumptions
consistent with those used in estimating pricesHerlADs.

= The ACCC made a number of revisions to the FLSMvbenh releasing the
September 2010 Draft Report and making the IAD®sEfrevisions resulted in
the prices included in IADs being different to thdicative prices included in the
September 2010 Draft Report.

= Since making the IADs, the ACCC has made a numbsnim@or revisions to the
FLSM and updated some of the forecasts using imashg the draft FAD prices.

This chapter provides an overview of the draft Fgdizes. The draft prices have been
derived from the FLSM based on the assumptiond@medasts described in
chapters 4-14 of this discussion paper.

The table below compares the IAD and draft pricéh the previous indicative prices
that expired on 31 December 2010 and the drafepnieleased in the September 2010
Draft Report.

Table 14.1: Comparison of previous indicative price, September 2010 draft
prices, IAD prices applying from 1 January 2011, ad draft FAD prices

Previous September IAD prices Draft FAD Draft FAD
indicative 2010 draft 2011 prices from 1 prices from
prices prices January 2011 | 1 July 2011 to
to 30 June 30 June 2016
2011
ULLS Band 1 $6.60 $6.50 $16.00 $16.00 $16.75
ULLS Band 2 $16.00 $16.00 $16.00 $16.00 $16.75
ULLS Band 3 $31.30 $31.00 $16.00 $16.00 $16.75
ULLS Band 4 $100 $48.00 $48.00 $50.11
(notional)
WLR (per $25.57 $20.00 $22.10 $22.10 $22.47
line per (Homeline) (nationally (nationally (nationally (nationally
month) $26.93 averaged) averaged) averaged) average)
(Businessline)
LSS (per line $2.50 $2.50 $1.80 $1.80 $1.80
per month)
PSTN OA 1c (headline | 1.1c (headline 1.0c 1.0c (headline| 1.0c (headline
and TA (per rate) rate) (headline rate) rate)
minute) rate)
LCS (per call) 17¢c 7.0c 9.1c 9.1c 8.7c

Note: All prices are in nominal terms.
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14.1 Method of calculating IAD prices

The prices included in the IADs were based on tieep estimated by the FLSM. The
IADs apply from 1 January 2011 to 31 December 2@t lntil FADs are made).
Since the FLSM calculates prices on a financial yeais, the ACCC converted the
financial year price estimates to a 2011 calendar pasis by taking a simple average
of the 2010-11 and 2011-12 prices estimated by-ti&M.

The ACCC decided to round up the prices estimayeithd FLSM for the WLR and
ULLS Band 4 and the averaged ULLS Bands 1 to 3piitie ACCC considered that
this would simplify the rate structure and ensuseamless transition from the
previous ULLS Band 2 indicative prices.

14.2 Method of calculating draft FAD prices

The ACCC has estimated draft prices from the FLSMafproposed five-year
regulatory period expiring on 30 June 2016 (seté@ed.5). The ACCC has
calculated the draft prices by taking a simple agerof the prices estimated by the
FLSM for the financial years, 2011-12 to 2015-16e&nnual prices estimated by the
FLSM are shown in table 14.2 below.

Table 14.2: Estimated annual prices for each serndcfrom FLSM and draft FAD
prices

Estimated FAD prices Average 5-year
2011-12| 2012-13| 2013-14| 2014-15| 2015-16| FAD price*

ULLSBand 1to 3 16.23 16.59 16.95 16.87 17.10 16.75
($/month)
ULLS Band 4 48.65 49.44 50.26 50.79 51.35 50.11
($/month)
WLR ($/month) 22.58 22.29 22.5( 22.33 22.7( 22.47
PSTN (cents/minute) Y1 1.0 1.0 0.9 0.9 1.0
LCS (cents/call) 8.8 8.9 9.1 8.5 8.0) 8.7
LSS ($/month) 1.78 1.78 1.77 1.82 1.84 1.80

Note: * Smoothed five-year price obtained by avarg@nnual prices for 2011-12 to 2015-16.

The ACCC considers that smoothing prices to oldasimgle price for each service
over the regulatory period will promote certainhdastability. As shown in

table 14.2, estimated prices vary on a year to lgasis but, apart from PSTN OTA
and LSS, do not show any consistent trend. The AC@®Giders the annual price
movements reflect ‘lumpiness’ in the FLSM inputsr(&xample, in assets reaching
the end of their asset lives) rather than trendeerunderlying costs of supplying the
services.

For PSTN OTA and LSS, the trend movement in esehatices is small and does
not, in the ACCC'’s view, warrant setting annuatps. In reaching this view, the
ACCC has taken into account the uncertainty arapetating and capital
expenditure forecasts, and therefore future eséichptices, after the end of the
proposed regulatory period, that is, after 30 ROES. The ACCC considers this
uncertainty prevents it from identifying clear tdsnn underlying costs at this time.
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14.3 Changes in estimated prices between the September

2010 Draft Report and the IADs

As noted in the Statement of Reasons for the 1ADthe ACCC made a number of
revisions to the FLSM, and to the inputs used tonede prices, between releasing the
September 2010 Draft Report and making the IAD® Major revisions to the

FLSM, and the chapters of this discussion papecrdesg these revisions, are:

changes to the asset classes included in the Fbh&t significantly the inclusion
of additional ‘building and support assets’ andlinect capital assets’ (chapter 5)

indexation of land asset values by the CPI (chapter
adjustment of the value assigned to ‘ducts andspgesets (chapter 5)

revisions to the ACCC'’s operating and capital exjiteme and demand forecasts,
reflecting more recent data and additional infoiorafrom Telstra (chapters 6, 7,
and 13)

updating of the WACC parameters (chapter 6)

adoption of a revised methodology for determinimg ¢tost allocation factors for
‘ducts and pipes’ and ‘copper cables’ (chapter 11)

incorporation of the LSS into the FLSM (chapter.12)

14.4 Differences between the IAD prices and draft FAD pr  ices

Since the IADs were made, the ACCC received updedpdal expenditure forecasts
from Telstra. The ACCC took these forecasts intmaat in developing the capital
expenditure forecasts used in the FLSM to estirtteg@lraft FAD prices. The updated
capital expenditure forecasts are discussed inteh&p

The draft prices differ from the IAD prices for tf@lowing main reasons:

The draft ULLS prices in Bands 1-3 and Band 4 iaseein nominal terms, but
decline in real terms. This reflects the assumptiat operating expenditure is
constant in real terms (and increasing in nomiaahs) while real capital costs are
declining due to falling CAN investment over theposed regulatory period.

The draft WLR price decreases in both nominal aad terms, as two asset classes
‘pair gains systems’ and ‘local switching’ are futlepreciated during 2013-14 and
2012-13 respectively, and are not replaced by rssgta. These two asset classes
are not used to provide the ULLS. In addition,@sULLS, operating expenditure

is constant in real terms (and increasing in notrterans) while real capital costs
are declining due to falling CAN investment.

The draft LSS price declines in real terms and remthe same in nominal terms.
This reflects the assumption that LSS specificsostain constant in real terms
between 2011-12 to 2015-16 while LSS demand icésieto grow until 2014-15.

The draft prices for LCS and PSTN OTA both declmaominal and real terms. A
major component of the costs of providing theseises is switching costs. Based
on the asset lives assumed in the FLSM, switch#sgta are expected to be fully

depreciated by 2011-12. Forecast investment iracépd the circuit switches used

247

ACCC,Interim access determinations for the declareddfikee services: Statement of Reasons
March 2011, available at www.accc.gov.au.
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on the copper network is very low because eleatrewitches will be required for
compatibility with the NBN fibre network.

A full list of the revisions since the Septembefl@@raft Report is included as
table 4.1 in chapter 4.

The PSTN OTA price estimated by the FLSM for thé 2& now 1.1 cents,
compared to the price of 1.0 cents included inl&i2s. This reflects the correction of
a calculation error and ABS revisions to data usezhlculating the ‘transmission
equipment' cost allocation factor for PSTN OTA (skapter 10.3.6). The ACCC has
decided that, for the six month transition periczhf 1 January 2011 to

30 June 2011, the PSTN OTA price will remain atdefits, consistent with the IAD
price. This decision takes into account the follagvfactors:

» An indicative price of 1.0 cents applied to 31 Dmber 2010 and the draft FAD
prices proposed to apply from 1 July 2011 is al€océnts. Increasing the PSTN
OTA price by 0.1 cents for a six month period woaldate undesirable price
volatility.

» Leaving the price at 1.0 cents during the six mdrahsition period will promote
price certainty, stability and continuity.

= There may be further revisions of the ABS data usegktimate the cost
allocation factors.
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15 Connection and disconnection charges

Key points

= The ACCC has previously identified the costs itsidars to be efficient for the
various components of connection and disconnecti@nges in previous arbitral
determinations relating to the LSS (in 2007) arelwh.LS (in 2008).

» For both services, connection and disconnectiongesavere generally based o
third party contractor rates estimated by the AG&2005-06 or subsequently
supplied by Telstra during access disputes. Fasexent years, the previous
year’s charges were indexed to maintain their value

=

» In calculating connection and disconnection chafgethe draft charges for the
FADs, the ACCC has indexed connection and discdiorecharges by the actua
(where available) or forecast changes in CPI.

» Pending consultation on a number of conditions@ased with connection and
disconnection charges, the ACCC maintained existorglitions for the draft
FAD charges. It seeks industry views on these ¢mmdi and any other conditions
that industry participants consider should be idetliin the FADSs.

» The ACCC also seeks industry views on LSS Managsavbrk Migration
(MNM) cancellation charges, MNM minimum chargesy aharges related to thg
ACT Utilities Tax, and any other charges that irtdgparticipants consider
should be included in FADs.

U

Connection and disconnection charges relate tadbhts of technicians performing
jumpering work inside Telstra exchanges, travel altcle costs for the technicians,
costs of back-of-house management or assistan¢edanicians, material costs and
indirect costs.

This section discusses the connection and disctioneztharges the ACCC proposes
for the ULLS and LSS during the proposed regulapmsiod using the annual
inflation assumptions currently included in the BLSThe inflation forecasts will be
updated during the public inquiry if the RBA releasnore up-to-date forecasts.

During this public inquiry, the ACCC will considerhether it should set charges for
any additional connection or disconnection services

15.1 September 2010 Draft Report: approach to calculatin ¢
connection and disconnection charges

15.1.1 Background

The ACCC has previously identified the costs itsidars to be efficient for the
various components of connection and disconnectianges. In 2008, the ACCC
made a pricing principles determination relatinghte ULLS. This determination
included a detailed review of the appropriate iathe connection and disconnection
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charges to be applied to the senitA similar analysis was conducted in relation to
the LSS in 2007

For both services, connection charges were gegdrafied on third party contractor
rates estimated by the ACCC in 2005-06 or subsetyusupplied by Telstra during
access disputes. The ACCC recognised that labatis emd contractor charges were
likely to change over time.

Accordingly, these connection and disconnectionggmwere indexed in subsequent
years by the average rate of change in labour deteged from the ABS’s Labour
Price Index ‘ordinary time rates of pay excludiranbses for the private sector
communications services industA° In updating connection and disconnection
charges each year, the ACCC applied the chandeimtex for the previous
financial year to bring the charges as at 1 Julyhefprevious year to 1 July of the
year during which the charges would apply.

In December 2009, the ACCC decided to maintainrtieative connection and
disconnection charges it had established througgethegulatory processes until their
expiry on 31 December 20£8" In rolling over these charges at their then values
indexation was applied for the period July 200®&zember 2010.

15.1.2 Calculation of connection and disconnection charges in the
September 2010 Draft Report

In the September 2010 Draft Report, the ACCC reslimaexing of connection and
disconnection charges.

The ACCC used the mean of the RBA's forecast ugdgylinflation and its forecast
of CPI inflation, for the 12 month period to theelan which the charge would apply,
to index connection and disconnection chargesarfitht two years of the proposed
regulatory period> For the rest of the regulatory period, the ACCEduthe

midpoint of the RBA's inflation target (that is,52per cent).

15.2 Submissions on connection and disconnection charges

Telstra made a number of comments about the mdthaatting connection and
disconnection charges adopted in the September REAfOReport:

= The ACCC should have used the RBA's CPI forecasisdex the charges for the
years that they were available, and then used tpaimt of the RBA's inflation
target as the inflation forecast for subsequentsyea

» The CPI may be inadequate for indexing connecti@hdisconnection charges
because it is less than the communications sectaris 2003 to June 2009 wage
growth rate.

248 ACCC,Unconditioned Local Loop Service — Pricing Prineigland Indicative Pricesune 2008,

pp. 23-45.

249 ACCC,Review of the Line Sharing Service Declaration raFDecision October 2007, pp. 99-
109.

250 Australian Bureau of Statistic8345.0 Labour Price Index, Australi
http://www.abs.gov.au/ausstats/abs@.nsf/mf/6345.0/

%51 ACCC, Pricing Principles and indicative prices for LCSL®, PSTN OTA, ULLS, LSS: 1 August

2009 to 31 December 201December 2009.

The RBA's inflation forecasts from the M&gatement on Monetary Poligyere used. See

Reserve Bank of Australi§tatement on monetary poli&/May 2010, p. 56.

252
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» LSS disconnection charges should apply to all diseations occurring outside of
an existing churn process to ensure its directscars recovered.

» The charges do not allow for the recovery of adddi costs that occur under
transfer MNMs and after-business-hours MNMs. Thests include
implementation costs and IT upgrades for transfBiMg, while after-business-
hours MNMs would require the engagement of thirdypeontractors to perform
the jumpering work at after-hours rates.

= The ACCC should specify that the charges do ndudethe ACT Utilities Tax.
= Cancellation charges should be set for LSS MNMs.

Optus submitted that the ACCC has used an incovedae for the 2009-10 indicative
charge for ULLS transfer MNMs, which results in #stimated charges for the
regulatory period being higher than they should be.

Herbert Geer submitted that the ACCC should promdee detail on the data used
and calculation method for estimating the Septer2b&f draft connection and
disconnection charges.

15.3 ACCC views on connection and disconnection charges

The ACCC has reviewed its methodology for indexingnection and disconnection
charges in response to submissions.

15.3.1 Indexation method

The ACCC maintains its view that the CPI providagoad approximation of wage
growth in the communications sector. In suppothaf view, the ACCC notes that
average annual CPI growth from June 2003 to Juti® 2@s 2.88 per cefit while
average annual growth in labour rates in the comecations sector over the same
period is estimated at 2.90 per cétit.

In calculating connection and disconnection chafgetghe IADs, the ACCC
corrected the calculation error in the inflatordige the September 2010 Draft
Report. The correct inflator is either the actuamge in the CPI, where available; or
the relevant RBA inflation forecast for the yeatle date from which the charge
applies, where available; or the midpoint of theARBinflation target range.

Accordingly, the IAD charges were indexed by actOBl inflation for the 12 months
to December 2010. The draft charges for 2011-12 heen indexed by half of the
RBA'’s CPI inflation forecast (of 2.5 per cent) ttve 12 months to June 2011 to
update them for the six months from the commencewiahe IADs on 1 January
2011 to the commencement of the financial year dualyt 2011. For the following
two financial years, the RBA's inflation forecas@ve been used to index the
charges. The last two financial years of the reguwjgperiod have been indexed by

253 ABS,6401.1, CPI, All groups, Australia

254 This estimate takes the geometric average of sixsyef data from the Labour Price Index
covering communications services (from June 200B itwvas discontinued in June 2009) and
one year of data (2009-10) from the Labour Prickeinfor Information Media and
Telecommunications for wage growth. See AB$45.0, Labour Price Index June 2009,
Quarterly Index Ordinary time hourly rates of paxckiding bonuses; Australia; Private;
Communication serviceandABS, 6345.0Labour Price Index June 2010, Quarterly Index;
Ordinary time hourly rates of pay excluding bonygasstralia; Private; Information media and
telecommunications
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the midpoint of the RBA’s inflation target rangeXer cent). Table 15.1 below sets
out the inflation figures used to index connectimd disconnection charges for the
IADs and for draft charges.

Table 15.1: CPI inflation used to index connectioand disconnection charges

Year CPI inflar;cqiggtﬁze;g )used (12 it

IAD charges

January 2011-December 2011 December 2010 2.epérc
Draft FAD charges

July 2011-June 2012 June 2011 1.25 pefcent
July 2012—June 2013 June 2012 2.75 per cent
July 2013-June 2014 June 2013 3 per cent
July 2014—June 2015 June 2014 2.5 per cent
July 2015—-June 2016 June 2015 2.5 per cent

Source: Reserve Bank of Australia, Februatgtement on Monetary Policy February 2011, p. 60.

Notes:? Actual CPI published by the ABS Half of the RBA's CPI inflation forecast for thenmed from July 2010 to June
2011.

15.3.2 Validity of contractor rates

The ACCC notes that contractor rates were usedttoanection charges in previous
arbitration decision&>” The previous pricing principles required that L&®nection
charges were set with reference to amounts chdrgéhird party contractors for
jumpering work in exchangég® The ACCC has previously noted that parties were in
agreement that ‘the charge for connections anddisection should be set by
reference to contractors’ chargé¥'.

The ACCC proposes that connection and disconnecharges should continue to be
set by indexing contractor rates.
15.3.3 LSS disconnections outside the churn process

In setting charges for the IADs, the ACCC decidwat single disconnection charges
should not be payable when a LSS disconnectioragenpursuant to an end-user
churning their downstream services to another semrovider. The cost of installing

2% ACCC,LSS Access Dispute — Telstra/Chime — reasonsrfar dieterminationApril 2010.
ACCC, LSS Access Dispute — Telstra/Adam Internet — Redsoffrinal Determination
December 2007. These decisions used contractar caiected by the ACCC from Telstra in
2007 and subsequently marked up by 10 per cent.
2% For example: ACCCRricing Principles and indicative prices for LCSLR] PSTN OTA, ULLS,
LSS: 1 August 2009 to 31 December 2@€cember 2009.
ACCC,LSS Access Dispute: Telstra/Adam Internet — Redsomisnal Determination December
2007, p. 97.
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new jumpers and removing existing jumpers will beered by the connection
charge. This view is consistent with previous aabion decisiong>®

By disallowing disconnection charges where the sxseeker is participating in the
Telstra LSS churn process, but BigPond is notciefficy will be encouraged because
more downstream services will likely be includedhe Telstra LSS churn process. In
previous arbitration decisions, the ACCC has nthed disallowing disconnection
charges in these circumstances would provide Be{BligPond) with an incentive to
participate in the churn proces.

The ACCC proposes that LSS single disconnectiongeisashould not be payable in
these two circumstances.

15.3.4 Managed Network Migrations

The ACCC accepts that an incorrect value ($140n3) used in the September 2010
Draft Report for the 2009-10 ULLS MNM charge and lsabstituted the correct
value of $138.

Transfer MNMs

Consistent with previous decisions, the ACCC casrsidhat whether transfer MNMs
occur or not is a matter for negotiation betweelstfa& and access seekers. If transfer
MNMs occur, the ACCC considers that they shouldigect to the charges the
ACCC has specified (unless a contrary agreemestished by parties). Additionally,
the ACCC maintains its view that:

[s]hould systems developments be required for ertirdering systems and NPAMS

[National Plant Assignment Management System] deoto support MNMs that involve the

transfer of services, then these cost categorieddise considered in the cost base for annual
rental?®°

Any such costs are expected to be of a similarredatuthe ULLS and LSS specific
costs related to provisioning (see chapter 12 o8 §&ecific costs; ULLS specific
costs are now estimated as part of the total afstepplying ULLS). These costs
could be assessed for potential inclusion in catou ULLS and LSS monthly costs
through the FLSM. Telstra would need to providdisignt information on any such
costs to permit them to be identified and includethe FLSM.

Costs of after-hours MNMs

In regard to Telstra’s claim that it will not belalto recover the additional costs
incurred when performing after-business-hours MNte,ACCC considers that
access seekers and Telstra should be able to agm@@®y additional charges to be paid
above the standard charges to cover the additemst$ of after-hours provision

where an access seeker requests after-hours ovisi

The ACCC seeks submissions on whether a provisionld be made requiring
Telstra to complete the necessary jumpering worlafoMNM within a specified
timeframe, such as 20 business days. Such a reggritevould ensure that after-
hours provision would occur at the request of aeas seeker wanting an MNM to

2% ACCC,LSS Access Dispute — Telstra/Chime — reasonsrfar dieterminationApril 2010, p. 94.
29 ACCC,LSS Access Dispute: Telstra/Adam Internet — Redsoffimal determinationDecember
2007, p. 106.
20 ACCC,ULLS Access Dispute: Telstra/Chime — Reasonstal életerminationApril 2010,
p. 120.
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occur more quickly where that access seeker wasgvtb pay the additional costs of
after-hours provisioR® If Telstra was unable to complete the work witttie
specified timeframe during business hours, it wdaddiable for any additional costs
for after-hours provision.

LSS MNM cancellation charges

The ACCC seeks submissions on whether to includ@SaMNM cancellation charge
in the FAD and to use the same indexation methagolor LSS MNM cancellation
charges as for all other charges (that is, applgfiegnethodology specified in section
15.3.1 above). If a LSS MNM cancellation chargm&@duded in the FAD, the ACCC
proposes that the same conditions as set out iAghHE2010 final determination
made in a Telstra/Chime LSS access dispute beeapjalithose cancellation
charge<®? These conditions are:

= The entire MNM cancellation charge is to apply owlyere the entire MNM
scheduled for an exchange is cancelled. It is day&gardless of when the MNM
is cancelled.

» Pre-jumpering charges are only payable where theetiation occurs after pre-
jumpering has taken place within 20 business déstseoscheduled cutover date.
As there is no need for pre-jumpering to occur earfier than 20 business days
from the cutover date, it is not intended for ttigrge to be levied for
cancellations that occur sooner than this. Furibhé,not intended for the charge
to be imposed where the order is cancelled pripetdormance of pre-jumpering
work.

LSS and ULLS MNM minimum exchange charges in Band 4

In the ACCC'’s April 2010 final determinations oretfielstra/Chime LSS and ULLS
access disputes, the ACCC specified that the LESJh.S MNM minimum
exchange charges would not apply in Band 4 beddese is little, if any, demand for
LSS/ULLS connections in Band“4®

The ACCC maintained the position adopted in thed2@@cing principles
determination for the purpose of making the IADBe TADs therefore only excluded
the operation of the LSS charges (and not ULLSgdsrfrom Band 4.

The ACCC seeks submissions on whether there st@utdnsistency between the
ULLS and LSS MNM minimum exchange charges in theiplication to Band 4.

15.3.5 ACT Ultilities Tax

The ACCC proposes that the connection and discdimmecharges should not include
the recovery of the ACT Utilities Tax. As the costly affects services within the
Australian Capital Territory and the Jervis Bayaalieis not appropriate to include
the tax in charges for work conducted outside tfaosas.

%61 An access seeker would be likely to requesefasigration to improve the quality of service

provided to its end-users, for example by minimgdine disruption associated with switching to a
new service provider.

%2 ACCC,LSS Access Dispute — Telstra/Chime — reasonsrfar dieterminationApril 2010,
pp. 114-115.

%63 ibid., p.112; ACCCULLS Access Disputdelstra/Chime, Reasons for final determinatioprilA
2010, p.116
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The ACT Utilities Tax is levied per kilometre ofehutility network. For the year to
31 March 2010, the tax was $722 per kilometre. tf&lgasses on the tax via a
monthly utilities tax charge imposed on eligiblevsees provided in the ACT and
Jervis Bay areas. The charge is set out in theeglate charges section of Telstra’s
“Our Customer Terms” which is available on Telstraiebsite®

The ACCC seeks submissions on how the tax shoutddmrered from Telstra’s
wholesale customers.

15.4 Charges for connection and disconnection

In the IADs the ACCC set connection and disconoectiharges to apply from

1 January 2011 to 31 December 2011 or until FARsw@ade. The ACCC has
calculated draft charges for 2011-12 to 2015-1& IRD and draft FAD charges are
shown in table 15.2 below.

264 geehttp://www.telstrawholesale.com.au/
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Table 15.2: AAD Draft charges

Charges for CIAIES

connection and Jan 2011- | Jul2011- | Jul2012- | Jul 2013- | Jul 2014- | Jul 2015-
disconnection Dec2011 | Jun2012 | Jun2013 | Jun2014 | Jun 2015 | Jun 2016
LSS single connections

Per connection $44.26 $44.82 $46.05 $47.43 $48.62 $49.83
LSS single disconnections (where payahfe

Per disconnection $39.74 $40.24 $41.35 $42.59 $43.65 $44.74
LSS MNM connection charges — where the service is b connected on a line Telstra is using to
supply a wholesale ADSL service

me,\‘:)amoum (Perl $143.88 $145.68 $149.69|  $154.18 $158.03  $161.08
Variable amount

(per connection) $33.07 $33.48 $34.40 $35.44 $36.32 $37.28
LSS MNM minimum exchange charge

Per exchange $805.27| $815.34 $837.76 $862.89 $884.4¢ $906.57
ULLS single connection charges — in use ULLS and trafier ULLS connections

Band 1 $51.76 $52.41 $53.85 $55.46 $56.8b $58.27
Band 2 $54.53 $55.22 $56.73 $58.44 $59.90 $61.39
Band 3 $59.26 $60.00 $61.65 $63.50 $65.09 $66.71
Charges for ULLS MNM - involving the transfer of end user data services from a Telstra wholesale
PSTN and/or ADSL service, or from a line that Telstrais using to supply a ULLS to another access
seeker

me,\‘:)amoum (Perl $141.73 $143.50 $147.44|  $151.87  $155.66  $150.56
Variable amount

(per connection) $25.68 $26.00 $26.71 $27.51 $28.20 $28.90
ULLS MNM minimum exchange charge

Per exchange $655.23]  $663.42 $681.66 $702.11 $719.6¢ $737.65
ULLS call diversion charge

Fixed amount (per

ULLS call $9.55 $9.67 $9.94 $10.23 $10.49 $10.75
diversion)

Variable amount

(pro rata per $12.84 $13.00 $13.36 $13.76 $14.10 $14.45
month)

ULLS cancellation charges

Per service where

pre-jumpering has| $20.54 $20.80 $21.37 $22.01 $22.56 $23.1p
occurred

Where entire 4

MNM is cancelled $141.73 $143.50 $147.44 $151.8 $155.66 $159.56

Note:? These charges are not payable for: (a) a disctionemade pursuant to a Telstra churn process bghwgervices can be
transferred between LSS, and between LSS and DSicsg, or (b) any period in which the access seeks participating in
the Telstra LSS churn process and Telstra (BigPaad)not participating in the Telstra LSS churncpss.
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16 Assessment pricing approach against the
subsection 152BCA(1) criteria

16.1 The BBM approach

16.1.1 Paragraph 152BCA(1)(a) — whether the determi nation will
promote the LTIE

A BBM pricing methodology estimates prices thateef efficient costs. The ACCC
considers that adopting a BBM approach to settiigep for the declared fixed line
services meets the objectives of promoting the LIdéEause setting prices that reflect
efficient costs will promote competition in the rkets for carriage services and
encourage efficient use of and investment in infuasure. Access prices that reflect
efficient costs, and do not include any monopolyfigs, will facilitate access to the
infrastructure services required by access see¢ttgnovide a range of
communications services to end-users.

In addition, the ACCC is of the view that adoptam®BM approach will promote the
LTIE for the following reasons:

» Jocking-in a value for the RAB provides predictabd®enue and price paths,
thereby minimising the likelihood of windfall gais losses. This certainty
promotes efficient investment.

= it provides regulatory certainty for both the accpsovider and access seekers
thereby promoting efficient investment and compatiand the markets for
carriage services.

» it enables economically efficient investment demisito be made regarding future
infrastructure requirements

» it ensures the access provider is adequately cosapehfor the cost of providing
the declared fixed line services over time as évemue requirement covers the
access provider’s efficiently incurred costs (imthg a commercial return on
investment) and

= determining prices through a transparent and cas¢d pricing model will assist
access seekers in negotiating equivalent accehe tteclared fixed line services
thereby promoting competition in downstream markets

16.1.2 Paragraph 152BCA(1)(b) — legitimate business interests of a
carrier or carriage service provider

The ACCC considers that the access provider’'sitegte business interests are met
by adopting a BBM approach for the following reason

= The initial RAB value places a value on the netwaskets used by the access
provider in providing the declared fixed line seas. The ACCC considers that a
cost-based valuation approach that allows for dlcevery of actual investment
costs will best promote the legitimate businessredts of the access provider.

= The prices estimated using a BBM approach takedantmunt forecast operating
and capital expenditures on assets used to supplgdclared fixed line services.
Forecast tax liabilities are also taken into ac¢aarensure that the access

180



provider is able to recover all of the costs inedrin supplying the declared fixed
line services.

= The BBM includes a return on capital through the @& The WACC provides a
commercial rate of return that takes into accohatdommercial risks associated
with providing the declared fixed line servicesisTgives the access provider an
incentive to undertake efficient investments inalssets used to provide the
declared fixed line services.

= The BBM includes an allowance for regulatory defa&en which enables the
access provider to recover its investments in fiseta used to provide the
declared fixed line services over the lives of thassets.

16.1.3 Paragraph 152BCA(1)(c) — interests of all pe rsons who have
rights to use the declared service

The ACCC has had regard to the interests of acmeers in adopting the BBM
approach to setting prices for the declared fixee $ervices.

Adopting a BBM approach provides pricing certaitdyaccess seekers. This will
assist access seekers in making informed decisiomsvestments in DSLAMs and
other assets used to provide competing telecommatioits services in downstream
markets.

The ACCC has given weight to access seekers’ istiere determining the values of
the parameters used in the BBM, as discussed t$dd.2.3 below.

16.1.4 Paragraph 152BCA(1)(d) — Direct cost of prov iding access to
the declared service

The BBM approach ensures that the direct costsaMiging access to the declared
fixed line services are included the revenue resmeént used to calculate prices. The
revenue requirement calculated using a BBM appraadhdes an allowance for all
of the costs incurred in providing the declare@dixine services. These costs are
forecast direct and indirect operating costs, arnebn and of capital, and tax
liabilities.

Where joint and common costs are incurred in priogiée number of services, cost
allocation factors are used in the BBM to ensuat the aggregate revenue
requirement is appropriately allocated to servi@ée cost allocation factors are
based on the directly attributable costs of pravgdspecific services, as well as a
share of non-attributable costs.

16.1.5 Paragraph 152BCA(1)(e) — The value to a part y of
extensions, or enhancement of capability, whose cos tis
borne by someone else

The ACCC is of the view that this criterion is metevant to its decision to adopt a
BBM approach to setting prices for the declareddikne services.
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16.1.6 Paragraph 152BCA(1)(f) — The operational and technical
requirements necessary for the safe and reliable op ~ eration
of a carriage service, a telecommunications network ora
facility

The ACCC considers that the BBM approach will nmnhpromise the safe and

reliable operation of any carriage service, teleemnmications network or facility.

The efficient costs of providing the declared fixee services during the regulatory
period are included in the FLSM. This will allonetlaccess provider to recover the
costs of necessary maintenance expenditures andrkedisset replacement costs
required to ensure that the declared fixed lingises are provided in a safe and
reliable manner.

16.1.7 Paragraph 152BCA(1)(g) — The economically ef ficient
operation of a carriage service, a telecommunicatio ns
network or a facility

The ACCC considers that adopting a BBM approadetting prices for the declared
fixed line services will encourage the efficieneogtion of carriage services provided
on the PSTN.

Under the BBM approach, only efficient costs ar@duded in calculating the revenue
requirement that is used in estimating prices diitéon, the proposed efficiency
benefit sharing scheme for operating and capitpéegitures will give the access
provider an incentive to improve its efficiency.

16.1.8 Paragraph 152BCA(2) — The supply of one or m ore other
eligible services

The ACCC considers that the BBM approach takesdotwsideration the costs and
revenues associated with other eligible serviceplged using the PSTN.

The cost allocation factors in the BBM ensure tivdy those costs incurred in
providing the declared fixed line services areadted to the declared fixed line
services. The costs and revenues associated vatdprg other services over the
PSTN are not included in the revenue requiremanthi® declared fixed line services.

16.2 Draft prices for the declared fixed line services

16.2.1 Paragraph 152BCA(1)(a) — whether the determi nation will
promote the LTIE

The ACCC has implemented the BBM approach by esingarices using the
FLSM. The ACCC is of the view that the prices estied by the FLSM will promote
competition in the markets for carriage servicégereby promoting the LTIE.

By setting wholesale access prices for the decléixed line services that are based
on efficient costs, access seekers will be beliler @ provide competitive services in
retail markets. Moreover, these prices will provaggropriate pricing signals for
access seekers’ decisions on market entry andstrficture investments (such as
investment in DSLAMS).

The draft prices will prevent the access provident exploiting its monopoly power
by charging wholesale access prices that includeomaly profits. Access prices that
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included monopoly profits would unfairly disadvageaccess seekers in seeking to
compete against the access provider in providimgneonications services to end-
users.

16.2.2 Paragraph 152BCA(1)(b) — Legitimate business interests of a
carrier or carriage service provider

The ACCC considers that the legitimate businessésts of the access provider are
promoted by setting access prices that allow ietmver its efficient costs of
supplying access to the declared fixed line sesvid¢holesale access prices that
reflect efficient costs will support efficient ins&nent decisions by the access
provider.

The draft prices, set out in this discussion papes based on the efficient costs of
supplying the declared fixed line services. Inraating prices, the ACCC has
forecast the efficient capital and operating exjitemels that are likely to be incurred
by the access provider during the regulatory perldese costs, which include a
return on and a return of capital, are includethearevenue requirement for each
declared fixed line service. The revenue requirdmare used to estimate prices for
these services.

In determining the appropriate initial value of RRAB, the ACCC has taken into
account pricing stability to the extent that it pags past investments and promotes
industry confidence in making future investmentisiens. This consideration also
led to the ACCC'’s decision to set an averaged gaceach of the declared fixed line
services for the regulatory period. The ACCC coadhat the pricing stability
promoted by these decisions is in the legitimatar®ss interests of the access
provider.

The ACCC also considers that the proposed chafgesdnnection, disconnection
and managed network migration) promote the legintaisiness interests of the
access provider. These charges are set to redwvéaliour costs involved in these
actions and are indexed as set out in chapter 15.

16.2.3 Paragraph 152BCA(1)(c) — interests of all pe rsons who have
rights to use the declared service

The ACCC has given weight to access seekers’ istieie determining the values of
the assumptions and inputs used in the FLSM tonesé the draft prices.

The ACCC considers that it is not in the long-tenterests of access seekers or end-
users to be supplied with the declared fixed liexwises at prices that are above or
below efficient supply costs. Wholesale accesseprtbat reflect efficient costs will
support efficient investments by access seeke@ddiition, such prices will promote
efficient investment decisions by the access pevid the network assets used to
supply the declared fixed line services.

In determining the appropriate initial value of RAB, the ACCC has taken into
account pricing stability to the extent that it pags past investments and promotes
industry confidence in making future investmentisiens. This consideration also
led to the ACCC'’s decision to set an averaged gaceach of the declared fixed line
services for the regulatory period. The ACCC coadhat the pricing stability
promoted by these decisions is in the legitimatar®ss interests of access seekers.
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The ACCC has taken into account the legitimaterasts of access seekers in
deciding to average the ULLS Band 1-3 price. TheC&Xonsiders that setting an
averaged price will improve investment incentive®8and 3 ESAs, increase
administrative simplicity and ease industry’s titina to national wholesale pricing
for the NBN.

16.2.4 Paragraph 152BCA(1)(d) — Direct cost of prov iding access to
the declared service

The ACCC considers that the draft prices for thelated fixed line services will
allow the access provider to recover its directxo$ providing access to these
services.

The ACCC has identified and included the direct&o$ providing access to the
declared fixed line services in the FLSM. The @lkication factors used in the
FLSM allocate directly attributable costs to thevant service. For costs that cannot
be directly attributable to services, the costadtmn factors allocate a share of these
indirect costs to services based on allocatiorsrgnerally related to the service’s
usage of network assets.

The ACCC also considers that the proposed chafgesdnnection, disconnection
and managed network migration) covers the accesgdar’s direct costs of
providing those services.

16.2.5 Paragraph 152BCA(1)(e) — The value to a part y of
extensions, or enhancement of capability, whose cos tis
borne by someone else

The ACCC considers that this criterion is not ralevto setting prices for the
declared fixed line services.

16.2.6 Paragraph 152BCA(1)(f) — The operational and technical
requirements necessary for the safe and reliable op  eration
of a carriage service, a telecommunications network ora
facility

The ACCC is of the view that determining pricesttoe declared fixed line services

will not compromise the safe and reliable operatbany carriage service,

telecommunications network or facility, for the sameasons as those set out in
section 16.1.6 above.

16.2.7 Paragraph 152BCA(1)(g) — The economically ef ficient
operation of a carriage service, a telecommunicatio ns
network or a facility

The ACCC considers that setting cost-based primethé declared fixed line services
will encourage the efficient operation of carrisgevices provided on the PSTN.

In estimating the draft prices set out in this d&gion paper, the ACCC included in
the FLSM forecasts of the efficient operating aadital expenditures required to
provide the declared fixed line services. In dep#lg these forecasts, the ACCC took
into account all relevant available informationtbe efficient costs of supplying these
services, including feedback and information predidh submissions to the
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September 2010 Draft Report. In regard to the netur capital, the ACCC estimated
the WACC using benchmark parameters for an effidielecommunications business.

Including only efficient costs in the FLSM will prle the appropriate incentives to
an access provider for the efficient provisionhedde services.

16.2.8 Paragraph 152BCA(2) — The supply of one or m ore other
eligible services

In determining the draft prices for the declaredi lines services in this discussion
paper, the ACCC has taken into account the costseuenues associated with
providing other services over the PSTN. The cdetation factors in the FLSM
ensure that only those costs incurred in providivegdeclared fixed line services are
allocated to the declared fixed line services. ¢b&ts and revenues associated with
providing other services over the PSTN are notiged in the revenue requirement
for the declared fixed line services.

The ACCC has also taken into account the diffecests of providing ULLS, WLR
and other services (including Telstra’s retail g=8) in different geographic areas. It
has adjusted the cost allocation factors for thuetsl and pipes’ and ‘copper cables’
asset classes to reflect the different costs gblgiqy these services in the four
geographic bands.

16.3 Length of the regulatory period

16.3.1 Paragraph 152BCA(1)(a) — whether the determi nation will
promote the LTIE

The ACCC believes setting the expiry date beyoiad ofi the declarations for the
declared fixed line services is warranted, in thitance, as it will provide greater
regulatory certainty to industry participants retyag the price of the declared fixed
line services.

Price certainty will support the access providet ancess seeker in making efficient
investment decisions. This certainty will assigt #tcess provider in assessing the
commercial viability of future investments in infteucture services. It will assist
access seekers in assessing the commercial walffiliharket entry and investments
in DSLAMs and other assets used to provide comgea&lecommunications services
in downstream markets.

By reducing the risks associated with the investrdegisions, price certainty will
promote competition in the supply of communicatisesvices to end-users.

The ACCC considers that setting a five year reguaperiod will also reduce the
regulatory burden on industry as it will reduce tleguency of consultations and
public inquiries.

16.3.2 Paragraph 152BCA(1)(b) — legitimate business interests of a
carrier or carriage service provider

The ACCC considers that setting a five year regujaperiod is consistent with the
legitimate business interests of the access providenoted above in regard to the
promotion of the LTIE, price certainty will redutiee risks associated with
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investment decisions. The price information wilsere the access provider has more
information to assist it in making commercial déemns.

A five year regulatory period will also reduce tiegulatory burden on the access
provider from frequent price reviews, including yiding information required by the
ACCC (including forecast information) and partidipg in consultation processes.

16.3.3 Paragraph 152BCA(1)(c) — interests of all pe rsons who have
rights to use the declared service

The ACCC considers that setting a five year regujaperiod is consistent with the
legitimate business interests of access seekensotésl above in regard to the
promotion of the LTIE, price certainty will redutiee risks associated with access
seeker investments in DSLAMs and other assets tospabvide competing
telecommunications services in downstream markets.

The price information will ensure the access prewiadas more information to assist it
in making commercial decisions on market entry tredsupply of communication
services to end-users.

A five year regulatory period will also reduce tiegulatory burden on access seekers
from participating in consultation processes oredatning prices for the declared
fixed line services.

16.3.4 Paragraph 152BCA(1)(d) — Direct cost of prov iding access to
the declared service

Under the efficiency incentive mechanisms propdsethe ACCC, the access
provider will be allowed to retain any costs sagmghieved through efficiency
improvements until the next regulatory period. H@&CC considers that a five year
regulatory period will provide the access providgtih stronger efficiency incentives
to reduce the direct costs of providing acceshéadieclared fixed line services.

16.3.5 Paragraph 152BCA(1)(e) — The value to a part y of
extensions, or enhancement of capability, whose cos tis
borne by someone else

The ACCC is of the view that this criterion is metevant to its decision to set a five
year regulatory period.

16.3.6 Paragraph 152BCA(1)(f) — The operational and technical
requirements necessary for the safe and reliable op  eration
of a carriage service, a telecommunications network ora
facility

The ACCC is of the view that a five year regulatpgyiod will provide greater

certainty to the access provider that it will béealo recoup the costs of expenditures

necessary to ensure the safe and reliable opemititve carriage services it provides
and its PSTN.

186



16.3.7 Paragraph 152BCA(1)(g) — The economically ef ficient
operation of a carriage service, a telecommunicatio  ns
network or a facility

The ACCC considers that the a five year regulapanyod will provide greater
certainty to the access provider that it will béealo recoup the costs of expenditures
necessary to ensure the economically efficientatpmer of the carriage services it
provides and its PSTN.

The certainty provided by a five year regulatoryiqe will also assist the access
provider in assessing the commercial viabilityrofastments to improve the efficient
operation of the carriage services it providesig®STN. It will also reduce the
risks associated with such investments.
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Part B: Non-price terms and conditions

Key points

. The ACCC proposes to include non-price terms amdlitions relating to access
to the declared fixed line services in the FADs.

. The ACCC has adopted a conservative approach tongdrghe non-price terms
and conditions.

. The ACCC has not recently consulted on the nornegeems and conditions and
seeks submissions on what matters should covertbese terms.

This Part B sets out issues and calls for submissiegarding the non-price terms and
conditions to be included in the FADs for the destifixed line services.

The ACCC proposes to include the non-price terntscamditions as set out in
Schedules 8-17 of the draft FADs. These termsh@redme as the terms contained in
the IADs released on 2 March 2010, which were tledves based on thdodel
Non-Price Terms and Conditions Determination 2(@2@08 Model Terms).

The ACCC is of the view that these non-price teamd conditions are non-
controversial. If issues arise that require furtt@msideration, the ACCC may hold a
public inquiry to vary the FADs after the makingtbé FADs and the publication of
the Final Report.

17  Non-price terms and conditions under previous
regime

Under the previous Part XIC access regime, the A@@E required to consult on and
make model terms and conditions relating to acfessertain core service§® Those
model terms and conditions included non-price teams conditions. The 2008 Model
Terms are the culmination of the most recent wiebledustry consultation on model
non-price terms and conditions for the core sesvigeder the previous regim¥.

The ACCC has also considered certain non-priceessselating to access to some of
the declared fixed line services when arbitratiogeas disputes.

18 Non-price terms and conditions in IADs

The ACCC decided to include non-price terms andlitmms in the IADs for all the
declared fixed line services. The ACCC considehed their inclusion would reduce
the number of access disputes between partie® itrahsitional period for areas
covered by the non-price terms and conditions.

The ACCC adopted a conservative approach to degfftie non-price terms and
conditions in the IADs. This is because no consioitais required before making an
IAD. In addition, non-compliance with an IAD is &ach of a carrier licence
condition and a service provider rule. Each braaely result in substantial pecuniary
penalties of up to $10 million.

%85 The core services included PSTN OA, PSTN TA, Uldr8l LCS: repealed subsection
152AQB(1) of the CCA.

266 ACCC,Model Non-Price Terms & Conditions Determinatiord80L7 November 2008, available
on the ACCC websitevww.accc.gov.au
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The majority of the non-price terms and conditionthe IADs were drafted in
substantively similar terms to the 2008 Model Terhhigwever, the drafting in some
schedules in the IADs were based on terms contameuobre recent FDs made in
arbitrations in relation to the ULLS and the LS&eTACCC consulted with industry
before making the 2008 Model Terms, and consultiéld asnumber of parties when
making the arbitral FDs. The source of the nongté&ms and conditions contained

in the IADs is outlined in the below table.

Schedule Non price terms and Source
in IAD conditions

8 Billing and natification 2008 Model Terms

9 Creditworthiness and security 2008 Model Terms

10 General dispute resolution 2008 Model Terms

procedures

11 Confidentiality provisions 2008 Model Terms

12 Communication with end-users | 2008 Model Terms

13 Network modernisation and FDs made in April 2010 in relation to various ULLS and

upgrade provisions LSS access disputes. Copies of some of those FDs are

available on the ACCC website:
LSS:
http://www.accc.gov.au/content/index.phtml/itemid/793060
ULLS:
http://www.accc.gov.au/content/index.phtml/item|d/793062

14 Suspension and termination 2008 Model Terms

15 Changes to operating manuals | 2008 Model Terms

16 ULLS ordering and provisioning | Schedule 16 (excluding clauses 16.18 to 16.23) — 2008
Model Terms
Clauses 16.18 to 16.23 (LSS to ULLS transfer process
section) — FDs made in August 2010 in relation to ULLS
access disputes. A copy of a FD and statement of reasons
has been published on the ACCC website:
http://www.accc.gov.au/content/index.phtml/item|d/793062

For the purposes of the IADs, the ACCC did notudel the following clauses

contained in the 2008 Model Terms:

= the liability (risk allocation) provisions whichercontained in clause C of the
2008 Model Terms

» the intact vacant ULLS (iVULLS) provisions whicheacontained in clauses J.20
to J.24 and annexure 2 of the 2008 Model Terms, and

= the facilities access provisions which are conthimneclause K of the 2008 Model
Terms.

The ACCC considered that the liability (risk alltioa) provisions contained in the
2008 Model Terms had the potential to impose sulisidiability on either the
access seeker or access provider, which may havesented a significant change
from the current or past arrangements betweengsaifhe ACCC considered that it
was more appropriate to consult with industry andhafting of liability (risk
allocation) provisions as part of the FAD consudtatprocess.

189




The ACCC understands that there may be an altemptocess for iVULLS ordering
and provisioning currently being employed by indygtarticipants than that
contained in the 2008 Model Terms. As such, the E&0nsidered that it was more
appropriate to consult with industry in relationato appropriate iVULLS process as
part of the FAD consultation process.

The ACCC also considered that the facilities acpessisions contained in the 2008
Model Terms had the potential to disrupt curredustry processes regarding
facilities access. The 2008 Model Terms were nadlibig on access seekers and
access providers. The ACCC was only required te hagard to the 2008 Model
Terms when it arbitrated an access dispute to wihiel applied. Incorporating the
2008 Model Terms into IADs could have made thendinig on parties (for example,
if parties cannot agree on facilities access teantsconditions amongst themselves).
As such, the ACCC considered it was appropriattwsult on the terms and
conditions of facilities access as part of the Fé&ddsultation process.

A copy of the IADs is available on the ACCC websitewww.accc.gov.au

A word version of the IADs as well as the threeleded sections of the 2008 Model
Terms (listed above) are published on the ACCC’bsite at
http://www.accc.gov.au/content/index.phtml/itemEBiBA96for the purpose of
preparing submissions on the non-price terms irfFies.

19 Non-price terms and conditions in the FADs

The ACCC seeks submissions on all aspects of niee-pgrms and conditions
proposed in the draft FADs for all or any of theldeed fixed line services.

The ACCC has assessed the proposed non-price &nsonditions against the
criteria found in subsection 152BCA(1) of the COAat analysis can be found in
Chapter 20.

19.1 Billing and notification

The ACCC proposes the inclusion of billing and ficdition terms and conditions for
all the declared fixed line services as in sche8ubé the draft FADs. The ACCC
believes the terms and conditions at scheduletBeofiraft FADs provide a clear,
practical billing and notification framework for thothe access provider and access
seekers.

The terms set out the access provider’s respoitgbito provide accurate bills within
certain timeframes. The terms also define the maimwhich the access provider is
paid for services it supplies, and sets out proaeifor dealing with billing disputes.

Access seekers require accurate and timely bitlet@ in order to bill end-users.
Access seekers may also be adversely affectetlsffoi services are materially
inaccurate or unduly delayed, or if workable preessdo not exist to resolve billing
disputes in an appropriate and timely manner. Thexsas provide a mechanism to
ensure that access seekers’ needs regarding llenget.

19.2 Creditworthiness and security

The ACCC proposes the inclusion of creditworthinasd security terms and
conditions for all the declared fixed line serviessin schedule 9 of the draft FADs.
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These terms protect the access provider’s intebgséhabling it to make appropriate
enquiries as to the creditworthiness of an acoeskes or seek Security where it is
necessary to protect its legitimate business isterd his reduces the likelihood that
an access seeker will default on a payment to¢hess provider.

19.3 General dispute resolution procedures

The ACCC proposes the inclusion of general dispegelution procedures for all the
declared fixed line as in schedule 10 of the dfafDs.

These terms establish how disputes should be mdnegéuding applicable
timeframes. General dispute resolution procedwaetitate the resolution of disputes
in an expeditious manner without the need to rasdegal proceedings or
commercial arbitrations, although the parties cammence legal proceedings in
certain circumstances. These terms also give paatieechanism for enforcing other
non-price terms and conditions of access. For el@rtiese provisions can be used
to help resolve disputes regarding major networkienoisation and upgrade. Dispute
resolution procedures promote the interests of twraccess provider and access
seekers, as they set out a clear and definitivenmebidealing with disputes.

19.4 Confidentiality provisions

The ACCC proposes the inclusion of confidentiaiégms and conditions for all the
declared fixed line services as in schedule 1hefdraft FADSs.

These terms seek to ensure that confidential irdtion used or obtained in the
course of providing access is not used to the giagy’s detriment. It will often be
the case that one party will need to disclose denfiial information to the other.

19.5 Communications with end-users

The ACCC proposes the inclusion terms and condfborcommunications with end-
users for all the declared fixed line servicesnaschedule 12 of the draft FADs.

These terms concern how an access provider can aoroate with the end users of
an access seeker. These provisions limit accesglprse from engaging in aggressive
marketing strategies to the access seeker’s emd.usbe terms and conditions
provide an assurance to the access provider asdraice providers that any
marketing to end-users will be done appropriatahd that an access provider will not
use its control over the network to ‘win back’ emsker customers.

19.6 Network modernisation and upgrade provisions

The ACCC proposes the inclusion of network modatios and upgrade terms and
conditions for all declared fixed line servicesraschedule 13 of the draft FADs.

‘Network modernisation and upgrades’ describe atpectrum of actions that
could affect the network over which core servicessapplied. These range from
matters that have the potential to significantlyrdpt services (such as the relocation
of exchanges/nodes or altering the deployment disguipment that the network
will support) to matters that will have little caguence for the availability or quality
of services. The terms and conditions proposed®yACCC cover a range of issues
that may arise in relation to these actions.
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Some of the terms and conditions proposed in s¢bdduiof the draft FADs deal with
actions in response to an unforeseen change ianegtances or an emergency, or in
implementing planned network changes.

19.7 Suspension and termination

The ACCC proposes the inclusion of suspension amdihation terms and conditions
for all the declared fixed line services as in sttHe 14 of the draft FADs.

These provisions concern the circumstances in wéiicaccess provider may suspend
or terminate a service of an access seeker, ingjutineframes for an access seeker
to rectify their conduct.

19.8 Changes to operating manuals

The ACCC proposes the inclusion of changes to dipgrananual terms and
conditions for the ULLS as in schedule 15 of thefdFAD for the ULLS.

These terms concern the access provider’s rigimatoe amendments to its
operational manuals, such as its ordering and piaving manual, without the
agreement of an access seeker.

19.9 Ordering and provisioning

The ACCC proposes the inclusion of ordering andvigioning terms and conditions
for the LSS and the ULLS, as in schedule 16 ofditaét FADs.

These terms set how service orders are to be placeichow those orders are to be
fulfilled.

19.10 Liability (risk allocation) provisions

Clause C of the 2008 Model Terms contained promsi@lating to liability (risk
allocation). The ACCC did not include these pramis in the IADs for the declared
fixed services, but noted to industry it would calbh®n whether to include these
provisions in the FAD consultation process.

Question

1. Should liability (risk allocation) provisions lrecluded in the FADs for all or
any of the declared fixed line services?

19.11 iVULLS Process

The 2008 Model Terms contained provisions relattngn ordering and provisioning
process for iVULLS®’

When it made the IADs, the ACCC understood thatetimeay have be an alternative
IVULLS process currently being used by industryntilaat contained in the 2008
Model Terms. As such, the ACCC considered thati wiore appropriate to consult
with industry in relation to an appropriate iVULIgBocess as part of the FAD
consultation process.

An iIVULLS process is potentially relevant to wheinere is an existing copper path to
the end-user premises, but no current servicetiecline has soft dial tone only). An

267 Clauses J.20 to J.24, and annexure 2, of the RR@R| Terms.
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example is where an end-user moves into premisg¢f#ve previously had a fixed
line service and the previous copper path has een beassigned.

Previously concerns have been raised, and an adisggge has been notified,
concerning perceived deficiencies in the orderimg provisioning process that could
be used to activate a ULLS in this circumstance.

At the time of drafting the 2008 Model Terms, th€@C considered that in the
absence of an iVULLS process, the ULLS would besogd and provisioned under
the existing vacant ULLS (VULL) process. The VULLopess requires ‘truck rolls’

to end-user premises, and would have involved mohdit cost compared with the
connection under an iVULLS process (as set outhén2008 Model Terms), as well as
compared to the reconnection of a retail or whaéekiae rental servicé®

When it made the 2008 Model Terms, the ACCC comsitléhat once an iVULLS
process was established, there would be ongoirtgsagsgs to the access provider
and access seeker, as unnecessary truck rolls Weldsloided.

The ACCC also noted that there would be a risk @ahaarticular iVULLS order would
fail, due to the existing copper path not suppgrtime desired deployment class for
the ULLS. In these circumstances, the 2008 ModeiBeaequired the access seeker
to pay the costs incurred in respect of the iVULdr8er to that point. The access
seeker would need to use the VULL ordering and igioning process should it wish
to continue with its order.

At the time of making the 2008 Model Terms, the AC®as of the view that fair and
reasonable ULLS ordering and provisioning termaiiregl Telstra to support an
IVULLS process.

The ACCC seeks submissions on the inclusion oVah LS ordering and
provisioning process in the FAD for the ULLS, ahda, what those provisions
should contain.

Questions

2. Should an iVULLS ordering and provisioning pees be contained in the
FAD for ULLS?

19.12 Facilities access

The ACCC decided not to include the facilities asceerms and conditions in the
IADs. The ACCC indicated that it would consult witlfdustry regarding the inclusion
and content of facilities access provisions inFA®s for fixed line services.

Clause K of the 2008 Model Terms set out termscmdlitions relating to facilities
access. Those terms and conditions set out howaass seeker can access Telstra
facilities in order to acquire a core service, artdrconnect its own equipment in
order to supply services to end-users off the sergices. Facilities access terms and
conditions are relevant to the ULLS, LSS, and tesaer extent, PSTN OTA services.

The relevant facilities could include distributib|ames, space at or adjacent to the
exchange (internal or external to existing building which to install the equipment
to be interconnection and ancillary facilities, Is@s power plant, security and air-

%8 ACCC,Final Determination — Model Non-price Terms and @itions, November 2008, p. 47.
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conditioning. Designated space in a Telstra exchdogaccess seeker use is referred
to as TEBA space.

Telstra has developed processes and other arrangebewnhich facilities access can
be requested. However, in the past, access sdekezsdeen concerned by the
potential for them to be denied access to an exgehauinen there is available
capacity’®® They have also been concerned by the potenti@xtemsive delays in
gaining access to available and/or expanded capacatn exchange, and what they
see as insufficient consultation arrangements ardailities access.

The ACCC seeks submissions on whether to incluciéties access provisions into
the FADs for fixed line services, and if so, wHadde provisions should contain. The
ACCC considers that it may be useful for industryxéive benchmark facilities access
terms and conditions, given that access seekera@me$s providers can no longer
have recourse to the arbitration provisions coein the old Part XIC access

regime?’®

Questions

3. Should the FADs for the declared fixed line g&@® include terms and
conditions relating to facilities access?

4. Please provide comments on any of the propose¢price terms and
conditions and any appropriate amendments to them.

5. Are there any additional non-price terms andd@tons that are appropriate to

be included in the FADSs?

20 Assessment of the non-price terms and
conditions against the subsection 152BCA(1)
criteria

20.1Billing and notifications

The proposed terms regarding Billing and Notifioas are set out in Schedule 8 of
the draft FADs. These terms concern how an acaessder may bill for services,
and the billing dispute process.

20.1.1 Paragraph 152BCA(1)(a) — whether the determi nation will
promote the LTIE

The ACCC has considered whether the proposed tanehgonditions in Schedule 8
of the draft FADs will promote the LTIE. The ACC@shformed the view that the
terms and conditions set out in the schedule widhpte competition in markets for
listed services.

Unfair or unreasonable delays in the invoicing pssccould impede an access
seeker’s ability to compete in downstream markeisaffecting their ability to obtain
timely billing data (which is in turn required tdllend-users and recover their costs
of service). The terms and conditions proposedcime8ule 8 of the draft FADs
specify the timeframes for an access provider e the access seeker an invoice for

269 12010] FCA 790.
270 Facilities access disputes can still be notifigatarriers only under Part 3, Schedule 1 of the
Telecommunications Act 1997
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charges, including uninvoiced charges or undermteltarges. These terms and
conditions prevent unfair or unreasonable delayslimg. This in turn promotes an
access seeker’s ability to compete, promoting caitige in markets for
telecommunications services.

Having a billing process set out in the FAD prowdertainty regarding the payment
for services and the timeframes in which this widtur. This provides assurance as to
how the costs of investment will ultimately be reped and lowers the risk of
investment. This in turn promotes the economicalficient investment in
infrastructure by which listed services are suphlend any other infrastructure by
which listed services are capable of being supplied

The objective of achieving any-to-any connectiviéyot relevant to proposed
Schedule 8, as it does not concern connectivityéetn telecommunications
networks.

20.1.2 Paragraph 152BCA(1)(b) — legitimate business interests of a
carrier or CSP

The ACCC has balanced the legitimate businessasit®of the access provider with
other competing considerations under subsectioBC3¢1) of the CCA. The ACCC
considers that the proposed terms and conditioSslredule 8 of the draft FADs take
into account those legitimate business interestsekample, the schedule stipulates
the timeframe within which an invoice is payabldtie access provider, which
facilitates recovery of payment for services preddn a timely manner. This
consequently promotes certainty and encouragesesftiinvestment in the declared
services.

The proposed terms and conditions also set a tamefrin which a billing dispute
notice may be given to an access provider, anee@eps whereby a billing dispute
can be escalated. The ACCC considers that an apoagder’s legitimate business
interests will benefit from the certainty of clesard timely billing dispute resolution
processes and certainty regarding the timeframeéhinh potential disputes under the
schedule can be notified.
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20.1.3 Paragraph 152BCA(1)(c) — interests of all pe  rsons who have
rights to use the declared service

The ACCC has considered the interests of all parsdro have rights to use the
declared service. The proposed terms and conditin8shedule 8 of the draft FADs
create obligations regarding payment of invoices lailing dispute notification.
However, it is relevant to note that these obliyatiare not unnecessary or excessive
to the point of deterring potential access seekyeénto the market (which in turn
could displace less efficient service providers).

The clear and practical processes set out in thegsed schedule will assist all users
(and potential users) of the declared service bingerules and responsibilities
around billing and dispute resolution. Such procedwan reduce the time spent in
disputes and lead to more efficient and econontlisgiute resolution outcomes.

20.1.4 Paragraph 152BCA(1)(d) — direct costs of pro  viding access
to the declared service

The ACCC considers that the proposed terms anditbmmslin Schedule 8 of the
draft FADs do not directly impact on the direct tsosf providing access to the
declared services. Rather, the terms stipulatentleécing processes by which costs
are recovered.

20.1.5 Paragraph 152BCA(1)(e) — value to a person o f extensions,
or enhancement of capability, whose cost is borne b y
someone else

The ACCC considers that the proposed terms anditbmmslin Schedule 8 of the

draft FADs will not affect the value to a personeatensions, or enhancement of
capability, whose cost is borne by someone elsausecthis schedule refers to billing
and notifications and not the value of network ermeaments.

20.1.6 Paragraph 152BCA(1)(f) — operational and tec hnical
requirements necessary for the safe and reliable op  eration
of a carriage service

The ACCC considers that the proposed terms anditbmmslin Schedule 8 of the
draft FADs will not affect operational and techdicequirements necessary for the
safe and reliable operation of a carriage senasdhey do not address operational
and technical requirements.

20.1.7 Paragraph 152BCA(1)(g) — economically effici ent operation
of a carriage service

The ACCC considers that the proposed terms anditimmslin Schedule 8 of the

draft FADs help to promote the economically effitieperation of a carriage service.
Clear billing and dispute resolution procedurephelmake operations more efficient
by reducing time spent on dispute resolution.

20.2 Creditworthiness and security

The proposed terms regarding creditworthiness andrigy are set out in Schedule 9
of the draft FADs. These provisions concern theeas@rovider’s rights to make
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enquiries of the access seeker’s ability to pag,tarrequire that security be provided
in certain circumstances.

20.2.1 Paragraph 152BCA(1)(a) — whether the determi  nation will
promote the LTIE

The ACCC has considered whether the proposed tanehgonditions in Schedule 9
of the draft FADs will promote the LTIE.

Unnecessary or excessive creditworthiness infoomair security requirements could
potentially delay or frustrate an access seekéilgyato acquire services, which may
affect access seekers’ ability to compete in theketa for telecommunication
services. The ACCC does not consider the termsanditions proposed in the
schedule to be unnecessary or excessive to thetektd they would deter entry or
hinder an access seeker’s ability to compete actghmunication markets.

Further, the ACCC considers that the proposed teetating to the creditworthiness
information and provision of Security by the acceseker minimise the financial risk
of the access provider. This indirectly promoteséhonomically efficient investment
in infrastructure because the access provider tesday assurance that it will recover
the costs of its investment.

The ACCC considers that practical and functionatitworthiness and security terms
will satisfy the objective of promoting competititly removing unnecessary barriers
for access seekers, while providing protectiortiieraccess provider. The terms and
conditions proposed by the ACCC at Schedule 9 &¥iely balance the interests of
access seekers and the access providers.

The ACCC considers that proposed terms and condiiio Schedule 9 of the draft
FADs do not concern the connectivity of telecomngation networks.

20.2.2 Paragraph 152BCA(1)(b) — legitimate business interests of a
carrier or CSP

The proposed terms and conditions in ScheduletBeofiraft FADs generally go to
the access provider’s legitimate business interesbnducting its business to a
normal commercial standard and to protecting naricial risk.

There are a number of specific terms proposed ire@de 9 which benefit the access
provider. The provision of Security itself protethe access provider’s interests in
being paid for a debt due. Allowing the access fg®vto request security before all
credit checks are completed benefits the accessderby not exposing it to the risk
of default in the intervening period of supply.

The access provider’s ability to request creditivoitss information from the access
seeker, to receive it within a certain timeframej ¢éhen require Security to be altered,
further supports the legitimate business interethe access provider.

The ACCC therefore considers that the proposedst@md conditions in Schedule 9
of the draft FADs benefit the legitimate businegeiliests of a carrier or CSP by
facilitating the management of financial risk, gwdtecting its commercial return on
its investments.
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20.2.3 Paragraph 152BCA(1)(c) — interests of all pe  rsons who have
rights to use the declared service

The ACCC considers that the proposed terms anditimmslin Schedule 9 of the
draft FADs strike a balance between the interelséecess seekers who have the right
to use the declared service and access providers.

As noted above in section 20.2.1, the interestdl@fccess seekers are supported
because access is not conditional on the compleficredit checks or the provision
of security. Such conditions would have potentiglrtistrate access and deter entry
into telecommunication markets. Rather, the preddsrms specify that conditional
access is to be requested in certain circumstandgsThis could be when the access
seeker first acquires the service and where it doebave a credit history, or when a
subsequent event occurs that would give rise toigerconcerns around the access
seeker’s ability to pay its debts.

Further, the ACCC does not consider the timefrarakeged to creditworthiness
information or Security to be onerous on acceskessdo the extent that it would

deter access seeker entry. The timeframes stiledasce between enabling an access
seeker to develop and conduct its business opesatamd the access provider’s
interest in managing financial risk.

The proposed terms and conditions also providéhi®access seeker to reduce its
Security where the access seeker can demonstratgpasvement in the
creditworthiness or a material change in circumsanSuch credit reviews have the
potential to free up working capital for the accessker. This counterbalances the
lack of incentive for the access provider to red8eeurity requirements for its
downstream competitors.

For these reasons, the ACCC considers that thepegpterms and conditions in
Schedule 9 of the draft FADs accommodate the isteref all persons who have the
right to use the declared service.

20.2.4 Paragraph 152BCA(1)(d) — direct costs of pro  viding access
to the declared service

The creditworthiness and security proposed termdscanditions in Schedule 9 of the
draft FADs will not impact the direct costs of prdwg access to the declared
services, as they do not contribute to those coslgrectly, the protections afforded
to the access provider by the proposed terms niedrany direct costs incurred are
likely to be recovered.

20.2.5 Paragraph 152BCA(1)(e) — value to a person o f extensions,
or enhancement of capability, whose cost is borne b y
someone else

The ACCC considers that the proposed terms anditbmmslin Schedule 9 of the
draft FADs will not affect the value to a personeatensions, or enhancement of
capability, whose cost is borne by someone elsausecthis schedule does not refer
to the value of network enhancements.
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20.2.6 Paragraph 152BCA(1)(f) — operational and tec hnical
requirements necessary for the safe and reliable op ~ eration
of a carriage service

The ACCC considers that the terms proposed termi€anditions in Schedule 9 of
the draft FADs will not affect operational and taal requirements necessary for
the safe and reliable operation of a carriage sends they do not address operational
and technical requirements.

20.2.7 Paragraph 152BCA(1)(g) — economically effici ent operation
of a carriage service

The ACCC considers that the terms and conditionpgsed in Schedule 9 of the

draft FADs will not affect the economically efficieoperation of a carriage service,

as they do not impact on the ability of the acqessider and access seeker to operate
their respective services, networks and facilit,ean economically efficient manner.

20.3 General dispute resolution procedures

The proposed terms regarding the general dispatéution procedures (as distinct
from the billing dispute procedures in Schedular@) set out in Schedule 10 of the
draft FADs.

20.3.1 Paragraph 152BCA(1)(a) — whether the determi nation will
promote the LTIE

The ACCC does not consider that the terms and tondiproposed in Schedule 10
of the draft FADs directly impact on the promotioithe LTIE considering the
objectives of promoting competition, achieving anoyany connectivity, and the
objective of encouraging the economically efficiase of, and the economically
efficient investment in infrastructure.

In respect of promoting competition, the proposgds and conditions do not deal
explicitly with substantive issues regarding acdedssted services. However, any
disputes about access may be dealt with underctiedsile.

In terms of any-to-any connectivity, the proposewiis and conditions do not deal
directly with the connectivity of telecommunicatioatworks. In relation to the
objective of encouraging the economically efficiase of, and the economically
efficient investment in infrastructure, the propgds$erms and conditions do not deal
directly with issues that would impact on the et use of the infrastructure or with
incentives for investment in infrastructure.

Indirectly however, the LTIE is promoted by havithefined dispute resolution
procedures. Such procedures can reduce the timexgathse of dispute resolution for
all parties. Having a well defined and balancegbuatis resolution process is
important. If the process provides too much disoreto the access provider, it can
undermine the operation of the other terms and itiond.

20.3.2 Paragraph 152BCA(1)(b) — legitimate business interests of a
carrier or CSP

The ACCC is of the view that the general dispusmhation procedures strike a
balance between the legitimate business interéste @ccess provider and the
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interests of the access seeker. The proceduregatibhs and rights proposed in
Schedule 10 of the draft FADs apply equally to baxthess providers and access
seekers.

The terms and conditions proposed in Schedule 1@eofiraft FADs will benefit both
the legitimate business interests of the accessgaoand access seeker, as it
encourages dispute resolution procedures whicbkiargle, flexible, quick and
inexpensive. This prevents undue reliance on lpgateedings or arbitration.

The ACCC considers this to be in the legitimateimess interests of the access
provider and access seekers. It does not undulstizon their ability to conduct
overall business operations by ensuring that amyliking disputes are resolved
expeditiously. The ACCC considers it is the muingdrests of both the access
provider and access seeker to have certainty glvooesses regarding dispute
resolution.

Further, equal representation at the mediatiossiple, and is required in relation to
the Expert Committee. Each party is also requiogdear its own costs of mediation
and the expert committee, and share the costseahtdiator or the independent
member of the expert committee. In this way, tlmgeclearly do not place an
unreasonable share of the costs on one party.

20.3.3 Paragraph 152BCA(1)(c) — interests of all pe  rsons who have
rights to use the declared service

For the reasons set out at 20.3.2, the ACCC ibeof/iew that dispute resolution
procedures benefit both the legitimate interesthefaccess provider and the interests
of the access seekers who have the right to usgettiared service.

20.3.4 Paragraph 152BCA(1)(d) — direct costs of pro  viding access
to the declared service

The ACCC considers that the proposed terms anditimmslat Schedule 10 of the
draft FADs do not affect the direct costs of prawglaccess to the declared services,
as they do not directly contribute to the costproividing access to the declared
service.

20.3.5 Paragraph 152BCA(1)(e) — value to a person o f extensions,
or enhancement of capability, whose cost is borne b y
someone else

The ACCC considers that the proposed terms anditimmslat Schedule 10 of the
draft FADs will not affect the value to a personeatensions, or enhancement of
capability, whose cost is borne by someone elsausecthis schedule does not refer
to the value of network enhancements.

20.3.6 Paragraph 152BCA(1)(f) — operational and tec  hnical
requirements necessary for the safe and reliable op  eration
of a carriage service

The ACCC considers that the proposed terms anditbmmslat Schedule 10 of the
draft FADs will not affect operational and techdicequirements necessary for the
safe and reliable operation of a carriage service.
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20.3.7 Paragraph 152BCA(1)(g) — economically effici ent operation
of a carriage service

The ACCC considers that the proposed terms anditimmslat Schedule 10 of the

draft FADs will not affect the economically efficieoperation of a carriage service,

as they do not impact on the ability of the acq@ssider and access seeker to operate
their respective services, networks and facilit,ean economically efficient manner.

20.4 Confidentiality provisions

The proposed terms regarding use and protectioormffdential information are set
out in Schedule 11 of the draft FADs.

20.4.1 Paragraph 152BCA(1)(a) — whether the determi nation will
promote the LTIE

The ACCC considers that that the proposed termsanditions at Schedule 11 of
the draft FADs will promote the LTIE. Proposed Saie 11 protects the confidential
information of both access seekers and accessda@virom unauthorised use by the
other party. Under the proposed terms and conditiparties are not able to use
confidential information inappropriately to gairtampetitive advantage in
downstream markets.

The ACCC considers that the proposed terms anditimmsldo not have an effect on
any-to-any connectivity, because they concern seead information only.

Access seekers are more likely to make efficiemestments in infrastructure
knowing that their confidential information is peated and will not be used by the
access provider to gain a competitive advantagleetaletriment of the access seeker.
This will ensure that the access seeker and agresgler are competing on a level
playing field in downstream markets.

20.4.2 Paragraph 152BCA(1)(b) — legitimate business interests of a
carrier or CSP

The ACCC considers that to the proposed terms anditions in Schedule 11 service
the legitimate business interests of the accessadgeo If the confidential information
of the access provider is not properly protectied,access provider may suffer losses.
These proposed provisions help to prevent that loss

20.4.3 Paragraph 152BCA(1)(c) — interests of all pe  rsons who have
rights to use the declared service

The ACCC considers that the proposed terms anditimmslat Schedule 11 of the
draft FADs serve the interests of access seekbey fielp to protect the confidential
information from misuse by the access provider bjiming procedures for handling
confidential information. The confidential inforniat that is provided by access
seekers when provisioning services is potentiatiyywaluable. Protecting that
information from misuse is in the access seekaesasts and the ACCC has taken
this into account in proposing the terms and comastat Schedule 11 of the draft
FADs.

201



20.4.4 Paragraph 152BCA(1)(d) — direct costs of pro  viding access
to the declared service

The ACCC understands that the confidentiality psmrns proposed in Schedule 11
may require an access provider to develop systerosmply with the provisions, as
was noted in the 2008 Model TerAi8 The ACCC considers that any costs associated
with this development are not unreasonable givem#tessity of protecting
confidential information. In proposing the termglaronditions at Schedule 11 of the
draft FADs, the ACCC considers that it has strdekright balance between imposing
additional costs and protecting the interests oéas seekers.

20.4.5 Paragraph 152BCA(1)(e) — value to a person o f extensions,
or enhancement of capability, whose cost is borne b y
someone else

The ACCC considers that this criterion is not ral@vbecause the proposed terms and
conditions at Schedule 11 of the draft FADs onliude processes for
confidentiality, not any network enhancements.

20.4.6 Paragraph 152BCA(1)(f) — operational and tec  hnical
requirements necessary for the safe and reliable op  eration
of a carriage service

The ACCC considers that this criterion is not ral@vbecause the proposed terms and
conditions at Schedule 11 of the draft FADs doheote implications for the safe and
reliable operation of the network.

20.4.7 Paragraph 152BCA(1)(g) — economically effici  ent operation
of a carriage service

The ACCC considers that the proposed terms anditimmslat Schedule 11 of the
draft FADs promote the economically efficient og&ma of a carriage service by
outlining procedures for secure information sharWithout the fear of confidential
information being disclosed, parties are able todadly share information necessary
for the provision of services.

20.5 Communications with end user

The proposed terms regarding access provider arebaseeker communications
with end users are set out in Schedule 12 of tag& BADS.

20.5.1 Paragraph 152BCA(1)(a) — whether the determi  nation will
promote the LTIE

The provisions proposed at Schedule 12 of the éaBs promote the LTIE as they
aim to ensure that all service providers repregeselves and their services fairly
and accurately when dealing with end users. The @@&f the view that the
proposed provisions give all service providersludng the access provider and
access seekers, an equivalent opportunity to wdnreiain customers.

The proposed provisions promote competition becthesgprovide assurance against
inappropriate and misleading marketing, which ighe detriment of all end-users. By

21 2008 Model Terms, p. 25.

202



providing that marketing to end-users will be ddaidy and transparently, both the
access provider and access seeker are more likelydertake efficient investment in
infrastructure in order to provide additional sees, and goods and services of a
higher quality.

20.5.2 Paragraph 152BCA(1)(b) — legitimate business interests of a
carrier or CSP

The ACCC has taken into account the legitimater®ss interests of a carrier in
incorporating the proposed terms and conditiorscaedule 12 of the draft FADs.

The proposed provisions place limitations on thiétalof access seekers to engage in
misleading conduct or blame the carrier for faaltsnaintenance in the network. This
ensures that the business interests and reputitibe carrier is protected.
Furthermore, the proposed Schedule 12 provisiand@igiven all access seekers,
carriers and carriage service providers an oppiyttm win new customers, enabling
them to compete fairly for customers and earn amgerial return on investment.

20.5.3 Paragraph 152BCA(1)(c) — interests of all pe  rsons who have
rights to use the declared service

The proposed terms and conditions at Schedule ff#ealraft FADs place limits on
the marketing strategies that can be employed bgsscproviders, and therefore take
into account the interests of all persons who hiagtds to use the declared service.

An access provider can only communicate and deélthve access seeker’'s
customers in limited circumstances, such as iniogldo goods and services that the
access provider currently supplies or previousjypsies to that end user, where it is
necessary to communicate with the end-user to geowholesale services, or in the
case of emergency. The provisions therefore gicessseekers some assurance that
the access provider will not use its control over metwork to ‘win back’ end user
customers.

20.5.4 Paragraph 152BCA(1)(d) — direct costs of pro  viding access
to the declared service

The ACCC has taken into account the direct cosfg@fiding access to the declared
service when including the proposed terms and ¢omdi at Schedule 12 of the draft
FADs. The proposed provisions concerning when amwvd & service provider can
communicate with end-users do not impose signifieallitional cost on service
providers. This is also the case for the proposedigions which specify how an
access provider should deal with enquiries fronereh user where that enquiry should
be directed to an access seeker.

Schedule 12 also contains a proposed term requarpeyty that communicates with
the end-user of another party to, where practicabéke and maintain records of that
communication. The ACCC is cognisant that this negnent may impose additional
administrative costs on service providers. Howetrexr ACCC is of the view that it is
important that records be maintained of each conit@t occurs to provide assurance
that such contact is appropriate.

By requiring service providers to maintain recoofilsuch communications in certain
instances, the ACCC considers that it has balatieeddditional cost on service
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providers with some protection for access seekeconfirm that contact with end-
users is made for the right purposes.

20.5.5 Paragraph 152BCA(1)(e) — value to a person o f extensions,
or enhancement of capability, whose cost is borne b y
someone else

The ACCC considers that the value to a party oémesibns, or enhancement of
capability, whose cost is borne by someone elsgtiselevant to the proposed terms
and conditions at Schedule 12 of the draft FADghase relate to the circumstances
under which the access provider and access semlegrgeal and communicate with
end-users.

20.5.6 Paragraph 152BCA(1)(f) — operational and tec  hnical
requirements necessary for the safe and reliable op  eration
of a carriage service

The ACCC considers that the proposed terms anditbmmslat Schedule 12 of the
draft FADs do not impact on the safe and relialperation of a carriage service as
they relate to the circumstances under which ticesscprovider and access seekers
may deal and communicate with end-users.

20.5.7 Paragraph 152BCA(1)(g) — economically effici ent operation
of a carriage service

The ACCC considers that the proposed terms anditimmslat Schedule 12 of the
draft FADs are not overly burdensome and do nadérinhe efficient operation of a
carriage service. The provisions relating to redaeping are only applicable where
systems to record communications are practicalalable to the party making
contact with the end-user.

20.6 Network modernisation and upgrade provisions

The proposed terms regarding upgrading of the aquexwider’s network are set out
in Schedule 13 of the draft FADs.

20.6.1 Paragraph 152BCA(1)(a) — whether the determi  nation will
promote the LTIE

It is the ACCC'’s view that the network modernisatend upgrade provisions made in
a number of Final Determinations in April 2010 Erous ULLS and LSS access
disputes promote the LTIE2 The ACCC has taken the LTIE into account when
including these proposed terms at Schedule 13eoditaft FADs.

The ACCC realises that undertaking network upgrasl@aportant to supply new
services and improve the quality of existing seesidJpgrades will also be
undertaken to upgrade old or outdated equipmeatdar to improve the efficiency
with which existing services are provided. Suchnges have a direct and positive
impact on the overall efficiency of the network ahd LTIE.

By specifying minimum notification requirementstire FAD, access seekers will
have access to relevant information so they carenrdkrmed business decisions

272 geehttp://intranet.accc.gov.au/content/index.phtmiritd/7 15206for published determinations.
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relating to the declared service. The ACCC consitleait the proposed provisions
strike an appropriate balance between the acces&pr’s legitimate interests in
upgrading its network and ensuring that accessesseke given sufficient time to
incorporate knowledge of any such upgrade inta fhlenning and investment
decisions.

If the notification time is unduly limited, accessekers face the increased risk of
stranding investments and potentially losing cusiamConversely, if the timeframe
is too long, the access provider’s ability to umlgrand invest in its network will be
constrained. The ACCC considers that the networlenusation and upgrade terms
proposed at Schedule 13 of the draft FADs will eeshat the access provider’'s
legitimate commercial interests are protected bgdyable to invest efficiently.

The ACCC considers that it has found a balance démwhe interests of the access
provider and access seekers that will result ifigeht time to migrate customers’
services from the existing platform to an altewmtiThis will ensure ongoing any-to-
any connectivity for customers and ultimately proenthe LTIE.

20.6.2 Paragraph 152BCA(1)(b) — legitimate business interests of a
carrier or CSP

The ACCC has taken into account the access prdsithgitimate business interests
when including the proposed terms and conditiorscaedule 13 of the draft FADs.
In particular, the ACCC has considered the prakimplications of the notification
requirements and the timing of those notificatioftse ACCC is of the view that
those requirements are appropriate in commercialsiness terms and promote the
necessary level of certainty to allow efficientéstment by the access provider in the
infrastructure supporting the declared fixed lirevices.

20.6.3 Paragraph 152BCA(1)(c) — interests of all pe  rsons who have
rights to use the declared service

The ACCC has had regard to the interests of whidesestomers, access seekers and
end-users in proposing the terms and conditioischedule 13 of the draft FADs.

The ACCC has given weight to access seekers’ tagig interests of being informed
of planned upgrades and consulted on how a netwagkade is to be implemented.
The ACCC has taken these factors into accountteraening the appropriate
notification obligations on the access provider.

The ACCC considers that the notice periods outlindtie proposed Schedule 13
take into account the interests of all persons hdne the right to use the declared
service and provide sufficient notification of upgdes.

20.6.4 Paragraph 152BCA(1)(d) — direct costs of pro  viding access
to the declared service

The ACCC has taken into account the impact of #tevark modernisation and
upgrade provisions on the costs of providing actesise declared service. The
ACCC is of the view that the additional cost in@arby the access provider in
providing the information under the proposed ncdifion requirements will be
minimal, and the access provider is likely to hageess to the required information
under the prescribed notice period.
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In addition, the ACCC considers that the benefifgroviding the information in the
required notices outweigh the costs of doing so.

20.6.5 Paragraph 152BCA(1)(e) — value to a person o f extensions,
or enhancement of capability, whose cost is borne b y
someone else

The ACCC considers that the value to a party oémesibns, or enhancement of
capability, whose cost is borne by someone elsgtiselevant to the proposed terms
and conditions at Schedule 13 of the draft FAD&hay relate primarily to the
provision of information.

20.6.6 Paragraph 152BCA(1)(f) — operational and tec hnical
requirements necessary for the safe and reliable op  eration
of a carriage service

The proposed terms and conditions at Schedule ftgeadraft FADs include
obligations on the access provider to notify cerfzrties in the event of an
emergency. The ACCC considers that including thesas in the draft FADs takes
into account the operational and technical requarisinecessary for the safe and
reliable operation of a carriage service. By inahgdthese proposed terms, the ACCC
has ensured that the access provider can undéhakeost appropriate repairs in an
emergency situation and use its best endeavoym®ade access seekers with
notification of the network modernisation or upggaatior to implementation.

20.6.7 Paragraph 152BCA(1)(g) — economically effici  ent operation
of a carriage service

The ACCC considers that the economically efficiep¢ration of carriage services
and associated networks of the access provideaereks seekers will be encouraged
by access seekers having greater available infawmatailable to assist in making
investment decisions. This is because it will reenformation asymmetry which
may deter investment.

20.7 Suspension and termination

The proposed terms regarding suspension and tetiomnat services are set out in
Schedule 14 of the draft FADs.

20.7.1 Paragraph 152BCA(1)(a) — whether the determi  nation will
promote the LTIE

The ACCC has considered the LTIE in determiningsihgpension and termination
provisions proposed in Schedule 14 of the draft BAD

The ACCC recognises that an access provider nbedsotver to suspend a service
during an emergency or when there is a threatdséfiety of persons or network
security, such as make occur during bushfires.d@&vg an access provider from
being able to take this action would clearly noirbthe LTIE. The suspension and
termination provisions ensure that the access geovs able to take steps to protect
its network during an emergency. Allowing the asgeovider to take steps to
maintain the quality and availability of its netwdor end users is clearly in the
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LTIE. Access providers are more likely to undertakigcient invest in infrastructure
if they are allowed to protect their investment wiitels potentially under threat.

The interests of the access seekers have alsaddeaminto account given that any
suspension under the emergency provisions maykmniyaintained until (as each
case requires) the relevant emergency or thregbdmssed.

In non-emergency situations, the access providgranky suspend the service of an
access seeker once it has given notice of itstioteto suspend the service to the
access seeker. These proposed provisions are tikelycourage investment in
infrastructure and are therefore in the LTIE, beseaaccess seekers have an assurance
that their service will not be indiscriminately pesided or terminated for trivial

matters.

The ACCC considers that the proposed suspensioteamihation provisions at
Schedule 14 of the draft FADs are not relevanh&dbjective of any-to-any
connectivity as they do not affect the ability ofend-user who is supplied with a
carriage service to communicate, by means of #raice, with each other end-user
who is supplied with the same or similar service.

20.7.2 Paragraph 152BCA(1)(b) — legitimate business interests of a
carrier or CSP

The ACCC has taken into account the legitimaterimss interests of the access
provider when including the proposed terms and ttmm$ at Schedule 14 of the draft
FADs. The suspension and termination provisionsrmapsrtant for the access
provider as they are a means by which it can ptatetegitimate business interests in
being paid for the services it provides. Additidpathe provisions provide the access
provider with the comfort that it can protect iestwork during an emergency, or in
circumstances where it is of the opinion that ateas seeker’s network threatens the
normal operation of its own.

20.7.3 Paragraph 152BCA(1)(c) — interests of all pe  rsons who have
rights to use the declared service

The ACCC has also taken into account the intedst¢her parties when including

the proposed terms and conditions at Schedule fi#ealraft FADs. The interests of
access seekers have been addressed, becausevib®psceensure that their
businesses are not disrupted for trivial mattersituations where an access seeker is
in breach of an access agreement, the proposed &r8chedule 14 protect the
interests of access seekers by providing that¢bess provider can only suspend or
terminate a service after giving notice of its iiiten to do so and providing an
opportunity for the breach to be remedied. Thisiessthat a service will not be
unreasonably interrupted.

20.7.4 Paragraph 152BCA(1)(d) — direct costs of pro  viding access
to the declared service

Providing access to a declared service imposestdiosts on the access provider.
The ACCC has had regard to these costs in incluthiegroposed terms and
conditions at Schedule 14 of the draft FADs. PregddSchedule 14 provides a means
by which the access provider may suspend or tetmaaervice of an access seeker
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in specific circumstances. This allows the accessiger to protect itself from an
access seeker that is not paying its bills.

The proposed provisions also provide some protedtipaccess seekers where the
service has been terminated. An access provider mefusid to an access seeker a fair
and equitable proportion of those sums paid urftdeFADs for a period extending
beyond the date on which the supply of the sefvazbeen terminated.

The proposed terms and conditions at Schedule fRealraft FADs therefore
balance the interests of all parties in relatiothcosts associated with access to the
declared fixed line service.

20.7.5 Paragraph 152BCA(1)(e) — value to a person o f extensions,
or enhancement of capability, whose cost is borne b y
someone else

The ACCC considers that the proposed terms anditimmslat Schedule 14 of the
draft FADs do not concern the value to a partyxtéesions, or enhancement of
capability, whose cost is borne by someone elsis. i$lbecause the provisions relate
to the circumstances under which an access promdgrsuspend or terminate a
service, rather than the circumstances under wdnjgarty may recover costs relating
to network enhancements.

20.7.6 Paragraph 152BCA(1)(f) — operational and tec  hnical
requirements necessary for the safe and reliable op  eration
of a carriage service

The proposed terms and conditions at Schedule #eadraft FADs allow the access
provider to suspend a service in the event of aergancy. The ACCC considers that
these proposed provisions take into account theatipeal and technical
requirements necessary for the safe and relialdeatipn of a carriage service. By
including these terms, the ACCC has ensured tleaatless provider can suspend a
service in an emergency situation or when it carsidhat its network is at risk.

20.7.7 Paragraph 152BCA(1)(g) — economically effici  ent operation
of a carriage service

The proposed provisions at Schedule 14 of the &afs allow an access provider to
suspend the supply of a service when its netwosk issk or the access seeker has
failed to pay money owing or has otherwise breadgtsedbligations under the FADs.
The ACCC considers that these proposed provisinoswgage and support the
economically efficient operation of carriage seed@nd associated networks of the
access provider and access seekers. It is not ewoaldy efficient for an access
provider to be required to supply a carriage serwbere an access seeker is
consistently defaulting on payment.

20.8 Changes to operating manuals

Schedule 15 of the draft FADs contain proposed $eand conditions relating to
changes to the ULLS operating manuals by the aqresser.
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20.8.1 Paragraph 152BCA(1)(a) — whether the determi  nation will
promote the LTIE

The ACCC considers that the proposed terms anditimmslat Schedule 15 of the
draft FADs do not have direct implications for gm@motion of competition or any-
to-any connectivity.

However, the proposed provisions do help to prorttweefficient use of and
investment in infrastructure. This is because ttoppsed provisions set out a clear
process for an access provider to amend the opesatianuals and alter its network
without undue constraint from access seekers. Toygoged provisions also require
the access provider to give access seekers adetptate regarding these changes,
assisting access seekers in planning efficientsimrent in their own equipment. This
may, in turn, promote competition in downstream kats.

20.8.2 Paragraph 152BCA(1)(b) — legitimate business interests of a
carrier or CSP

The ACCC considers that the proposed terms anditbmmslat Schedule 14 of the
draft FADs may promote the legitimate businessra#ts of the access provider.
These proposed terms and conditions allow the aquesider to alter its network,
where necessary, without the risk that access seakay argue that there has been a
breach or change in service levels, or otherwiappnopriately constrain investment.

20.8.3 Paragraph 152BCA(1)(c) — interests of all pe  rsons who have
rights to use the declared service

The proposed terms and conditions at Schedule fitealraft FADs will likely affect
the interests of persons with rights to use théaded service. The ACCC noted in the
2008 Model Terms that ‘operating manuals can cediia¢ precise way in which a
core service can be accessed, and so require assaseeker to develop its systems
and processes so that the access seeker can sistentty with them?’® Changes to
the operating manuals can therefore affect an agmeker’s interests in the service in
a range of ways.

The rights of access seekers must be balancedsagianneed for the access provider
to be able to properly manage its network. The AQG@Gsiders that the proposed
provisions balance these competing interests aswiyby allowing the access
provider to make changes to operating manuals sutficient notice to access
seekers.

20.8.4 Paragraph 152BCA(1)(d) — direct costs of pro  viding access
to the declared service

The ACCC considers that the proposed terms anditimmslat Schedule 15 of the
draft FADs are not relevant to the direct costprolviding access to the declared
service.

273 2008 Model Terms, p. 38.
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20.8.5 Paragraph 152BCA(1)(e) — value to a person o f extensions,
or enhancement of capability, whose cost is borne b y
someone else

The ACCC considers that the proposed terms anditbmmslat Schedule 15 of the
draft FADs are not relevant to the cost recovergxiénsions or enhancements.

20.8.6 Paragraph 152BCA(1)(f) — operational and tec hnical
requirements necessary for the safe and reliable op  eration
of a carriage service

The ACCC considers that the proposed terms anditbmmslat Schedule 15 of the
draft FADs aid the operation and technical requeets necessary for the safe and
reliable operation of a carriage service by allayine access provider the ability to
‘alter its operations in order to properly managenietwork.?”* This will also
indirectly benefit access seekers, by helping suenthat the available network
capability is efficiently utilised.

20.8.7 Paragraph 152BCA(1)(g) — economically effici ent operation
of a carriage service

The ACCC considers that the proposed terms anditbmmslat Schedule 15 of the
draft FADs promote the economically efficient ogema of a carriage service by
enabling the access provider to make changes thatezessary for the efficient
operation and modification of its network. For exd@s changes could be made that
take account of advances in technology which wdkethe network more efficient.

20.9 Ordering and provisioning

The proposed terms regarding ordering and provisigpfor ULLS and LSS are set
out in Schedule 16 of the draft FADs.

20.9.1 Paragraph 152BCA(1)(a) — whether the determi  nation will
promote the LTIE

The ACCC considers that the proposed terms anditimmslat Schedule 16 of the
draft FADs promote competition in the markets farr@ge services, including both
voice and broadband/DSL services. This is becéhesetprocesses more readily
allow parties to expand their networks to providevees using the LSS and the
ULLS.

The availability of a migration process from LSSU1bLS can be expected to reduce
obstacles to end-users gaining access to the rihgetal subscriber line (DSL)
service, thereby creating greater consumer cheidgpeomoting competition. In the
absence of a LSS to ULLS migration process, acsesikers (and hence end-users)
incur the costs of an inefficient process that aliswects the LSS before re-connecting
the ULLS. This causes outages of broadband supfgiier costs, and hampers
competition for voice and broadband services.

The ACCC considers that competition improvementyg bealimited if parties do not
take up the migration process. However, as LSS tipkiacreases and naked DSL and

2% 2008 Model Terms, p. 38.
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VolIP become viable alternatives to PSTN voice sesjithe competition benefits of a
migration process would become more pronounced.

Accordingly the ACCC's view is that the establishrhef a LSS to ULLS migration
process will be likely to promote competition, Be tosts of moving from LSS-based
supply to ULLS-based supply would more closelyaefflan efficient process.

The approach to these processes will not affectesany connectivity.

The ACCC considers that similar considerationsoimgetition effects apply to the
economically efficient use of infrastructure. Theater competition across voice and
broadband services, stemming from an efficient atign process, will encourage
parties to utilise their DSLAM infrastructure mag#iciently.

Economic efficient investment in infrastructurealso likely to be support by efficient
connection processes, which will in turn encounageies to invest in exchange-
based infrastructure capable of providing voice larcddband services. In relation to
the existing CAN infrastructure, the ACCC considiat as long as the provider
recovers its costs for connection work carried dghould continue to receive
appropriate incentives for investment in its infrasture.

20.9.2 Paragraph 152BCA(1)(b) — legitimate business interests of a
carrier or CSP

The ACCC considers that the access provider’sifegte business interests would
benefit from the efficient migration processes msgd at Schedule 16 of the draft
FADs, because it would not require technicians @mtractors to perform
unnecessary work.

20.9.3 Paragraph 152BCA(1)(c) — interests of all pe  rsons who have
rights to use the declared service

The proposed provisions in Schedule 16 of the drAfds enable ULLS and LSS
access seekers to take up processes which wilmisaiservice downtime

experienced by end-users involved in the churngs®cThe current two stage process
for migration from LSS to ULLS (involving disconrten of the LSS and then
reconnection of the ULLS) is inefficient, and camir to the interests of access
seekers. If migration charges continue to be basdtie existing inefficient process,
the access provider will have less incentive td seg cost reductions that are open to
it. This will result in access seekers continuiodace excessive charges.

20.9.4 Paragraph 152BCA(1)(d) — direct costs of pro  viding access
to the declared service

The ACCC considers that proposed terms and conditd Schedule 16 of the draft
FADs are not relevant the direct costs of providiegess to the declared service.

20.9.5 Paragraph 152BCA(1)(e) — value to a person o f extensions,
or enhancement of capability, whose cost is borne b y
someone else

The ACCC considers that the proposed terms anditimmslat Schedule 16 of the
draft FADs are not relevant to this criterion besmthey do not relate to network
extensions, only to processes for the migrationogision of services.
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20.9.6 Paragraph 152BCA(1)(f) — operational and tec hnical
requirements necessary for the safe and reliable op ~ eration
of a carriage service

The ACCC considers that this criterion is not ral@vto the proposed terms and
conditions at Schedule 16 of the draft FADs.

20.9.7 Paragraph 152BCA(1)(g) — economically effici ent operation
of a carriage service

In the context of the proposed terms and conditairichedule 16 of the draft FADs,
consideration must be given to the effectivenesbede processes and the resulting
effect on competition.

The ACCC considers that a LSS to ULLS migrationcess is necessary as dynamic
efficiencies are more strongly encouraged and rdovenstream services will be

likely to fall within the ambit of the process. Bhwill reduce obstacles to a wide class
of end-users gaining access to competing servikesgby promoting competition and
dynamic efficiencies.

Productive efficiency gains will be realised aglier encouragement is given to
service providers to participate in the migratioagess. Allocative efficiency will
also increase as more service providers participatee migration process. The
ACCC considers that the proposed terms and condiiio Schedule 16 of the draft
FADs will promote the economically efficient opecat of the network.
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Part C. Geographic exemptions

Key points:

. The ACCC proposes to incorporate the effect ofetkemption determinations
made under the previous Part XIC access regimeheté&ADs for the WLR,
LCS and PSTN OA services.

. This Part C outlines issues and calls for submissregarding whether to
incorporate the effect of the exemption determaretimade under the previou
Part XIC access regime into the FADs for the WLRS.and PSTN OA
services.

[72)

21 Background

21.1 Legislative changes

The CACS Act repealed the ordinary individual andimary class exemption
provisions of the CCA’®

The transitional provisions in the CACS Act stdtattonce an AD in relation to a
declared service commences, a determination madier time ordinary exemption
provisions in relation to that service ceases teheffect’’®

Before the IADs commenced on 1 January 2011, tivere eight exemption
determinations which affected the WLR, LCS and PSJAlservices:

Tribunal’'s Metropolitan Orders
=  Tribunal’'s 2009 WLR Individual Exemption Order maale 24 August 2009
= Tribunal’'s 2009 LCS Individual Exemption Order mawe24 August 2009

= Tribunal's 2009 PSTN OA Individual Exemption Ordeade on
9 September 2009 (in relation to the supply ofREBIN OA in metropolitan
ESAs

PSTN OA CBD Orders

= ACCC'’s Individual Exemption Order No. 6 of 2008 neamh 30 October 2008,
affirmed and varied by the Tribunal’s 2009 PSTN OBD Individual Exemption
Order made on 9 September 2009 (in relation tetipply of the PSTN OA in 17
CBD ESAs)

ACCC'’s Class Orders

= ACCC'’s Class Exemption Determination No. 2 of 20@&de on 22 August 2008
(in respect of the WLRJ’

= ACCC'’s Class Exemption Determination No. 1 of 20@&de on 22 August 2008
(in respect of the LCS}®

2’5 Repealed sections 152AT (individual exemptioms) 252AS (class exemptions) of the TPA.

2% ltems 202 (class exemptions) and 203 (individxamptions) of the CACS Act.

2T This determination was subsequently varied byNBEC's Class Exemption (Variation)
Determination No. 1 of 2009.
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= ACCC's Class Exemption Determination No. 3 of 20@&de on 29 October 2009
(in respect of the PSTN OAY

(together, the Exemption Determinatiof%).

The Exemption Determinations ceased to have efifect 1 January 2011 after the
IADs took effect.

Under the new regime, the ACCC is able to incorfgopaovisions in access
determinations which provide that any or all of 8#0s are not applicable to a
carrier or CSP. This may be either unconditionausject to such conditions or
limitations as are specified in the determinafidn.

21.2 |ADs incorporated the effect of the Exemption
Determinations

The ACCC decided to incorporate the effect of tkergption Determinations into the
IADs for the WLR, LCS and PSTN OA services. Therefdhe effect of the
Exemption Determinations continues under those A& ACCC considered that
this would promote regulatory consistency in tlamsition to the new access regime
and is also consistent with the Tribunal's assessiiat the Exemption
Determinations in relation to those services warthe LTIE. To do otherwise would
have effectively led to the ‘re-regulation’ of tleoservices in the exempt ESAs
without a detailed consideration of whether ‘reulagjon’ was appropriate.

When it released the IADs, the ACCC noted thatatild consult with industry on the
incorporation of the Exemption Determinations ititte FADs for the WLR, LCS and
PSTN OA services.

21.3 Making the Exemption Determinations

Following a period of consultation, the ACCC madeimary individual exemption
orders in respect of the WLR, LCS and PSTN OA sewin certain metropolitan
ESAs, and PSTN OA services in CBD ESAs, subjecettain conditions and
limitations. These orders were made in August 2008WLR and LCS) and October
2008 (for PSTN OAf??

The ACCC also made ordinary class exemptions ongeaer repealed section 152AS
of the TPA in substantively the same terms asntiidual exemption order§® The
effect of the class orders was to make the exemagoply to all access providers (not
just Telstra, who lodged the individual exempti@plications).

2’8 " This determination was subsequently varied byNBEC's Class Exemption (Variation)

Determination No. 2 of 2009.

This determination was subsequently varied byA8€C’s Class Exemption (Variation)

Determination No. 3 of 2009.

Copies of all the Exemption Determinations arailable on the ACCC website:

WWW.accc.gov.au.

81 paragraphs 152BC(3)(h) and (i) of the CCA.

82 A copy of these orders can be found on the AC@®site: www.accc.gov.au.

283 ACCC's Class Exemption Determination No. 1 of @bfade on 22 August 2008 (in respect of
the LCS); ACCC'’s Class Exemption Determination Raf 2008 made on 22 August 2008 (in
respect of the WLR); ACCC's Class Exemption Det@ation No. 3 of 2008 made on 29
October 2009 (in respect of the PSTN OA). A copyhefse orders can be found on the ACCC
website: www.accc.gov.au.
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Access seekers sought review of the ACCC'’s indi@idixemption orders by the
Tribunal. In December 2008, the Tribunal set agdeACCC’s WLR and LCS
exemption orders. Telstra then sought judicialeevof the Tribunal’s decision in the
Full Federal Court and on 11 March 2009 the Coeiraiside the Tribunal’s decision
and remitted the matter back to the Tribunal fottfer hearing.

On 24 August 2009, the Tribunal handed down italfifLR and LCS individual
exemption orders, subject to conditions and liroteg which were different to those
originally imposed by the ACCC.

On 9 September 2009, the Tribunal handed dowinigd PSTN OA individual
exemption orders. The PSTN OA order with respecaétropolitan ESAs has
conditions and limitations which are substantividigntical to those specified for the
Tribunal’s WLR and LCS orders. The Tribunal’s PSDX order with respect to the
17 CBD ESAs effectively affirmed the ACCC'’s origir2STN OA order with respect
to CBD areas.

The Tribunal’'s Metropolitan Orders apply to a lisdthumber of metropolitan ESAs
(380 in total) which are listed in the orders (Atisnent A ESAS). The Tribunal found
that it was in the LTIE for each of those 380 Alilarent A ESAs to become
‘Exemption ESAS’, but only once certain conditiargd limitations were satisfied.
The Tribunal’s Metropolitan Orders set out a predes the ACCC to calculate which
ESAs should be exempt at a specific point in time.

On 18 November 2009 the ACCC varied the ACCC'’s €@asders in respect of the
WLR, LCS and PSTN OA in order for the class exempto mirror the terms and
conditions in the Tribunal’s orders made in relatio metropolitan and CBD
ESAs?®

21.4 Content of the Tribunal’'s Metropolitan Orders

The Tribunal’s Metropolitan Orders provide that afiyhe 380 Attachment A ESAs
may become an ‘Exemption ESA'’ if all of the follavg three conditions are met:

» the ESA has three or more ULLS-based competitx@{ding Telstra)

» the ULLS-based competitors have an aggregate msihlege in the ESA equal to
or greater than 30 per cent, and

» the aggregate ULLS spare capacity for that ESAjiskto or greater than 40
per cent of the aggregate number of WLR SIOs in th&A ES

Once an ESA is determined to be an Exemption ESA siill subject to further
conditions and limitations before the exemptioretakffect. In summary, the
Tribunal’s Metropolitan Orders specify that the eweion will either not have effect
in an ESA or not apply to specific access seekeaniESA, in the event that
(capitalised terms are defined in the Tribunal’'stidgolitan Orders):

(@) an access seeker is a Queued Access Seeker Exdraption ESA as at
30 September 2009

284 ACCC's Class Exemption (Variation) Determinatign. 2 of 2009 (in relation to LCS); ACCC's
Class Exemption (Variation) Determination No. 122609 (in relation to WLR); ACCC's Class
Exemption (Variation) Determination No. 3 of 2008 felation to PSTN OA). These
determinations can be found on the ACCC'’s websitew.accc.gov.au.
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(b) an exchange is a Capped, Potentially Capped ortLtisely Capped
Exchangé®

(c) Telstra ceases to supply the ULLS in that ESA, Wwéeto itself or to another
person

(d) the supply by Telstra of the WLR, LCS or PSTN OAveme to an access seeker
is under an agreement that was in force betweeadbtess seeker and Telstra as
at 30 September 2009, for so long as the agreemerains in force, or

(e) inrespect of an end-user, who immediately bef@&8ptember 2009 was
supplied with a Bundled Fixed Voice and Broadbaed/8e by the access
seeker using the LSS, WLR and LCS supplied by fielsintil a Prescribed LSS
to ULLS Migration Process is established.

21.4.1 ACCC's calculation of Exemption ESAs
The Tribunal’'s Metropolitan Orders require the AC@Qletermine which of the 380

Attachment A ESAs satisfy the conditions in theavsdto become Exemption ESAs
by completing the following steps:

Step 1: collecting ULLS spare capacity information

The ACCC is required to identify competitors witltire Attachment A ESAs who
have a ULLS-based presence (i.e. who acquire tHeSlftom Telstra), and collect
from these competitors:

= the number of DSLAMSs installed, and
= the DSLAM spare capacity,

in each of the Attachment A ESAs in which the cotitpes have a ULLS-based
presence. This information is collected on a sixathty basis (current as at 30 March
and 30 September each year).

The ULLS-based competitors are not required to idethe ULLS-spare capacity
information to the ACCC. However, if they do nobpide this information, the
Tribunal’s orders require the ACCC to ‘deem’ theIAM spare capacity of those
competitors using a deeming formula contained éndiders.

Step 2: collecting WLR SIO and CAN RKR data

Telstra is required to submit to the ACCC the nundd@VLR SIOs in each
Attachment A ESA at six monthly intervals (currastat 30 March and 30 September
each year). The ACCC also uses Telstra’s CAN RKfR ttaundertake the exemption
calculations.

Step 3: calculating the Exemption ESAs

The ACCC must then use the collected informatiogether with Telstra’'s CAN
RKR data, to calculate (using the formula set auhe orders) which Attachment A
ESAs satisfy the three conditions to become ExemdESAsS.

285 Constructively Capped Exchange - an exchangespect of which the ACCC has determined

that Telstra requires, as a condition of access,thie access seeker undertake works at their own
expense which are out-of-the-ordinary works.
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Step 4: publishing the ‘Exemption ESA List’

Finally, the ACCC must publish on its website tis¢ df those Attachment A ESAs
are Exemption ESAs (called the ‘Exemption ESA Dist’

Repeat on a six-monthly basis

The ACCC must repeat the four steps above on ensmxthly basis until the orders
expire. The list of Exemption ESAs on the ACCC’sosite must be revised and
updated after each new calculation.

21.4.2 Commencement and expiry of exemptions

Under the Tribunal’s Metropolitan Orders, once aeaption ESA is published on
the ACCC'’s website, the exemption in relation tattESA comes into effect six
months after the publication date. For example Bxemption ESAs published by the
ACCC on 30 December 2010 would actually become @xdérmom 30 June 2011.

Once an ESA becomes an Exemption ESA, it remairisxamption ESA until the
Tribunal’s Metropolitan Orders expire or until tredevant service declarations are
revoked, whichever date is earlier. This is theeaasgen if the ESA fails to meet any
or all of the three conditions at a later date.

The Tribunal’s WLR and LCS orders were specifieéxpire on 24 August 2014, and
the PSTN OA order was specified to expire on 9 &aper 2014.

21.5 Content of the PSTN OA CBD Orders

The Tribunal’'s 2009 PSTN OA CBD individual exemptiorder affirmed the
ACCC’s PSTN OA CBD individual exemption order, sedtjto a variation relating to
the expiry date of the ACCC'’s order.

The ACCC’s PSTN OA CBD individual exemption ordeempted Telstra from the
SAOs in respect of the supply of the PSTN OA withihCBD ESAs, subject to the
following conditions and limitations:

. the exemption ceases to apply within an ESA froendhte which Telstra first
ceases to be an access provider of the ULLS wittgrelevant ESA, and

. the exemption will not apply in respect of PSTN @wvided under an
agreement which is in force as at the commencenartof the order for so
long as that agreement remains in fofte.

The exemption commenced on 29 October 2009 ancew@messed to expire on
9 September 2014, or upon the revocation of ettheePSTN OA declaration or the
ULLS declaration, whichever first occurred.

21.6 Content of the ACCC'’s Class Orders

The ACCC'’s Class Orders mirrored the operatiorhefTribunal’s Metropolitan
Orders and the PSTN OA CBD Orders. In effect, timeygle the exemption applicable
to all access providers, not just Telstra. Theyensxpressed to expire at the same
time as the respective individual exemption orders.

286 ACCC’s Individual Exemption Order No. 6 of 2008.
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21.7 Exemption calculations under the Tribunal’s
Metropolitan Orders

At the time of publishing this discussion papeg A&CCC has completed two rounds
of exemption calculations required by the Tribusdlletropolitan Orders. As the
effect of the orders are incorporated into the 1Ahe ACCC is required to continue
to undertake the exemption calculations on a sixvinlg basis while the IADs are in
force.

First round of exemption calculations (March 2010)

The ACCC undertook its first round of exemptionccgétions using data current as at
31 March 2010. The ACCC calculated that 129 ESAsExemption ESAs at that
point in time. The ACCC published that list of 122emption ESASs on its website by
30 June 2010.

The exemption of these 129 ESAs took effect fronbD8@ember 2010. As the IADs
incorporated the effect of the Exemption Deternioreg, the exemption in relation to
those 129 ESAs continued after the IADs commenced danuary 2011.

Second round of exemption calculations (Septembet@)

The ACCC undertook its second round of exemptidoutations using data current
as at 30 September 2010. The ACCC calculated baiol81 ESAs were Exemption
ESAs at that date. An additional 52 new ESAs haédfgad the conditions in the
Tribunal’s Metropolitan Orders to become Exemptt®As. The ACCC published
the 52 new Exemption ESAs on its website by 30 Ddy=y 2010.

Under the Tribunal’s Metropolitan Orders, the exéompfor the 52 new Exemption
ESAs was to take effect from 30 June 2011. As Aigsifor WLR, LCS and

PSTN OA incorporate the effect of the Exemptionddetinations, the exemption in
relation to those additional 52 new ESAs will tateect from 30 June 2011 (if the
IADs are still in force at that time).

22 Exemption Determinations and FADs

When the ACCC published the IADs, it indicated tihaould consult with industry
on whether or not the effect of the Exemption Deiaations should be incorporated
into the FADs for the WLR, LCS and PSTN OA services

When making an FAD and deciding whether or notetfiect of the Exemption
Determinations should be incorporated into an Fkie, ACCC must have regard to
criteria in subsection 152BCA(1) of the CCA, whiakludes the LTIE. The ACCC
may also consider any other matters that it tharkesrelevant, such as regulatory
certainty and consistency.

The ACCC'’s evaluation of the exemptions againstréhevant criteria is outlined in
chapter 23 below.

In summary, it is the ACCC'’s preliminary view theffect of the Exemption
Determinations should be incorporated into the FA®dshe WLR, LCS and PSTN
OA services for the following reasons:

» incorporating the effect of the Exemption Deterntimas into the relevant FADs
is likely to promote the LTIE, and
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» incorporating exemptions into the FADs in substaeiyi similar terms to those
contained in the Exemption Determinations will paieregulatory certainty and
consistency.

Since the making of the 1ADs, the ACCC has recewedimber of complaints from
access seekers that Telstra is seeking to chaiggspn the exempt ESAs for the
WLR, LCS and PSTN OA in excess of the prices comt@iin the I1ADs, despite
Telstra having previously charged those pricefignexempt ESASs.

Complainants have argued that the NBN build angptssage of the CACS Act have
meant that the notion of copper based infrastrectompetition has been
extinguished. As such, they argue that the ratefa exempting WLR, LCS and
PSTN OA services in certain ESAs no longer exists.

Complainants have also argued that in the vastnibajf exempt ESAS there is no
alternative source of supply of the declared sesjiand that the prospect of such
market entry has been extinguished by the NBN build

Telstra has informed the ACCC that it continuesharge its previous commercially
agreed prices of WLR, LCS and PSTN OA in the exeatpAs.

The ACCC notes that in the current exempt ESAsgethee on average 5.4 ULLS-
based competitors (excluding Telstra), many of Whidll be providing alternative
fixed voice services to Telstfd’

The ACCC also notes that in 58 per cent of theerurexempt ESAS, there is already
enough spare DSLAM capacity installed to abdothl access seekers’ WLR SIOs in
that ESA. The spare capacity includes spare capaeiturrently installed cards, not
the total DSLAM spare capacity. Access seekersimagst in additional spare
capacity by adding cards to their currently ingi@dIDSLAMS; or by installing
additional DSLAMSs.

To become an exempt ESA, access seekers mustdeuoieed a combined market
share of 30 per cent.

There is also still a consistent trend of incregditt LS SIOs within the 380
Attachment A ESAs, and there are alternative coitipehetworks existing within
certain of the Attachment A ESAs (such as Optugt€Hhetwork; which Optus uses
to supply customers with, amongst other thingsdixoice services). While the
ACCC is not aware of any of any alternative suppl@ the WLR service in the
exempt footprint, it continues to make inquire®kbtain information about alternative
suppliers of that service.

For the reasons outlined in section 22.1.1.2 bglagset stranding’), the ACCC
considers that the recent developments regardmgufid of the NBN does not affect
its preliminary view to incorporate the ExemptioetBrminations into the FADs for
the WLR, LCS and PSTN OA services.

287 Telstra CAN RKR data, December 2010.
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Questions

4. Should the effect of the PSTN OA CBD Orders (dracorresponding class
order) be incorporated into the FAD for the PSTN §hhvice?

5. Should the effect of the Tribunal’'s Metropolit@nders (and the
corresponding class orders) be incorporated irgd-thDs for the WLR, LCS
and PSTN OA services?

6. Are there alternative suppliers of the PSTN Q&S and WLR services in the
Attachment A ESAs, or is there a prospect of sutdraative suppliers
entering the Attachment A ESAs? Please provideesdd to support your
response.

7. Have recent developments with regards to the MBiNl affected the
rationale for the exemptions? If so, please proeddence.

8. Is there any other information or matters that ACCC should have regard to
when deciding whether to incorporate the effedhefExemption
Determinations into the FADs for the WLR, LCS arffiTiN OA services?

9. Please provide comments on the ACCC's prelinyicansideration of the
subsection 152BCA(1) criteria in respect of inchglthe effect of the
Exemption Determinations in the relevant FADs. V¢heecessary, please
provide supporting materials for your comments.

22.1 Changes to the Tribunal’'s Metropolitan Orders

As noted above, it is the ACCC'’s preliminary vigvat the whole effect of the
Exemption Determinations (in substantially the saemms) should be incorporated
into the FADs for the WLR, LCS and PSTN OA services

In implementing the Tribunal’'s Metropolitan Ordetise ACCC received informal
industry feedback with regards to the practicalkability of those orders. The ACCC
considers that it may be desirable to make nontanbge amendments to the
wording of those orders for the purpose of incoatiog them into the FADs.

The ACCC's initial views on changes that shouldrizede to the Tribunal’'s
Metropolitan Orders are set out below.

22.1.1 Minimum characteristics for LSS to ULLS tran sfer

The Tribunal’'s Metropolitan Orders specify thateemption will not have effect if

in respect of an end-user, who immediately bef@&8ptember 2009 was supplied
with a Bundled Fixed Voice and Broadband Serviceéhayaccess seeker using the

LSS, WLR and LCS supplied by Telstra, until a ‘Rrésed LSS to ULLS Migration

Process’ is establishétf.

The Tribunal’s Metropolitan Orders require that Brescribed LSS to ULLS
Migration Process satisfy ‘Minimum Characteristic®ne of the Minimum
Characteristics is that “any period which an enéruis unable to receive a broadband
service by means of the copper pair servicing titeweser’s Standard Telephone
Service by reason of that migration is no longantthree (3) hours or such other
period determined by the Commission in an accdsgation”.

288 Clause 6.8 of the Tribunal’'s Metropolitan Orders.
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In 2010, the ACCC made FDs in a number of accegmutiks which specified that, as
a minimum characteristic of a LSS to ULLS migratitime period in which a LSS to
ULLS migration is performed will be no longer thimur hours?®

The ACCC decided to incorporate the terms and ¢mmdi from the 2010 FDs in
relation to LSS to ULLS transfer into the IADs ftve ULLS and the LSS. That is, the
IADs specify that the period in which a LSS to ULtr8nsfer is performed will be no
longer than four hours®

The ACCC has proposed to incorporate the ‘four hamigration period as a
minimum condition in clause 16.21 of the draft FA@#ached at Appendix C). The
ACCC considers that, if a four hour migration pdris incorporated into the FADs, it
would be desirable for the equivalent limitatiorr@ation to exemptions to be
consistent.

Question

10. Should the Minimum Characteristics set ouhim Tribunal’s Metropolitan
Orders be amended for the purpose of the FADs|msvi&

“any period which an end-user is unable to recaeaMeroadband service by
means of the copper pair servicing the end-usegsdard Telephone Servic
by reason of that migration is no longer than féwurs or such other period
determined by the Commission”

[¢2)

22.1.2 Reporting on the number of DSLAMs installed

The Tribunal’s Metropolitan Orders requested thaL8-based competitors provide
the ACCC with information on the ‘Number of DSLAMSstalled’ in each
Attachment A ESA.

Under the Tribunal’s Metropolitan Orders, this imf@ation was not actually used by
the ACCC in order to calculate the Exemption ESAs.

The ACCC has received informal industry feedback thLLS-based competitors
should not be requested to report on the ‘Numb&SifAMs installed’ in each
Attachment A ESA.

The ACCC proposes to revise the reporting requiregmr the purpose of
incorporating the Tribunal’s Metropolitan Ordersarthe FADs by deleting the
request for the ‘Number of DSLAMSs installed’ by USEbased competitors in each
Attachment A ESA.

29 gee final determination under section 152CP effttade Practices Act 1974 in relation to an

ULLS access dispute between Chime Communicatiopttétand Telstra Corporate Limited,
published on the ACCC'’s websitettp://www.accc.gov.au/content/index.phtml/item @062
2% See clause 16.20 in Schedule 16 of the IADslatios to ULLS and LSS.
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Question

11. For the purpose of incorporating the Exempbeterminations into the
FADs, should the reporting requirements (in respéetach Attachment A
ESA) be revised to no longer require ULLS-based metitors to submit
information on ‘Number of installed DSLAMs’?

22.1.3 Expiry date

The Tribunal’s Metropolitan Orders (and the acconmyfrag class exemption orders)
were specified to expire on 24 August 2014 (WLR bBG&) and 9 September 2014
(PSTN OA), or at the same time the service dedtaratexpire, whichever is earliest.

The ACCC'’s and the Tribunal’'s PSTN OA CBD Ordensd@he accompanying class
exemption order) were also specified to expire &eptember 2014.

As noted above, the Exemption Determinations cetsbdve effect from the date
that the IADs took effect.

The ACCC is of the preliminary view that the effe€the Exemption Determinations
in the FADs should expire on 24 August 2014 (for Rvand LCS) and 9 September
2014 (for PSTN OA), so as not to disrupt the TriblisOrders.

However, there may be a view that it will promoggtainty and consistency for
industry if the exemptions were to expire at thesdime as the FADs expire on 30
June 2016.

The ACCC notes that the issue of whether to exéhgWLR, LCS and PSTN OA
services from regulation in certain ESAs post-2644 be considered through the
declaration inquiry processes for the WLR, LCS BTN OA services. Those
inquiries are expected to be completed by July 2fust prior to the expiry date of
the Tribunal’'s Metropolitan Orders and the PSTN OBD Orders.

Question

12.) If the Exemption Determinations are incorpedainto the FADs for the WLR|,
LCS and PSTN OA services, should the exemptiongexn 24 August 2014
for the WLR and LCS services; and on 9 Septemb#&4d 20r the PSTN OA
service?
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23 Consideration of Exemption Determinations
against the subsection 152BCA(1) criteria

This chapter sets out the ACCC'’s consideration loétiver the effect of the
Exemption Determinations should be included inkRA®s for the WLR, LCS and
PSTN OA services.

For ease, a reference made in this chapter toTthleuhal’s Metropolitan Orders”
also refers to the mirror ACCC Class Orders madespect of the WLR, LCS and
PSTN OA services. Similarly, reference to the “PSDAN CBD Orders” also refers to
the mirror ACCC Class Orders made in respect oPB&N OA service in CBD
ESAs.

When the ACCC and the Tribunal considered the WILERS and PSTN OA
metropolitan exemption applications under the mresiPart XIC access regime, they
were required to be satisfied that granting thergtens (subject to conditions and
limitations) would promote the LTIE*

When deciding whether or not the effect of the Eggam Determinations should be
incorporated into the relevant FADs, the ACCC nhaste regard to criteria in
subsection 152BCA(1) of the CCA, which includes pinemotion of the LTIE. The
ACCC may also consider any other matters thainkghare relevant, such as
regulatory certainty and consistency.

23.1 Paragraph 152BCA(1)(a) — Whether the determination
will promote the LTIE

To consider whether incorporating the effect of Exemption Determinations into
the relevant FADs will promote the LTIE, the ACCQsh have regard to the
objectives listed in subsection 152AB(2) of the C(@Ammarised in chapter 3 of this
discussion paper).

23.1.1 Promoting competition

The ACCC must consider whether incorporating tHeotfof the Exemption
Determinations in the FADs for the WLR, LCS and IRSJDA services is likely to
promote competition in the relevant markets.

The ACCC considers that the concept of promotingmetition refers to whether the
opportunities and environment for competition Wi better with the exemptions
included in the FADs than they would be absenhefdéxemptions in the FADs,

rather than to whether competition will in facténease™?

To assess the promotion of competition objectitvis, iseful to undertake the
following three step analysis:

I. identify those markets that would be affected e/ghanting of exemptions

[I. assess the state of competition within those market

21 Repealed section 152AT of the TPA (now refereds the CCA).

292 geeSydney International Airpof2000] ACompT 1 at [106] an8even Networks Limited (no 4)
[2004] ACompT 11 at [123]-[124Application by Chime Communications Pty (b 2) [2009]
ACompT 2.
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lll. assess whether price and service offerings to ecoesiin those markets are
likely to be better by including the effect of tRgemption Determinations
in the FADs for WLR, LCS and PSTN OA.

23.1.11 Relevant markets

To assist in determining the impact of including #ffect of the Exemption
Determinations in the FADs, the ACCC needs to iifietiie relevant markets and
assess the likely effect of its decision on thevpton of competition in each market.
Substitution is the key to market definitioH.

The approach to market definition set out inA@CC’s Merger Guidelines 2008
focuses on two key dimensions of substitution:pgtaeduct dimension and the
geographic dimensions. The ACCC focuses on theéaable future when
considering the likely product and geographic disiens of a market.

The ACCC is of the view that Part XIC of the CCAedmot require it to precisely
define the scope of the relevant markets for thpgae of assessing the inclusion of
the exemptions in the FADS.

ACCC'’s 2008 view on the relevant markets

Product dimension

In 2008 the ACCC considered that the relevant marke assessing the exemption
applications could be broadly described4s:

. retail voice markets: retail markets for the suppiya bundled of fixed voice
services to consumers (excluding carrier-gradeagpdication layer VolP and
mobile services)

. wholesale voice marketsrholesale markets for the supply of fixed voice
services to access seekers via re-sale (LCS, WERNFOA or similar
services) and “access based” supply (via the useDSLAM or multi-service
access note (MSAN) in conjunction with the ULLS)

. retail bundled broadband and voice markets: ratailkets for the supply of
bundled broadband and voice services over cop@Esl(¥ hybrid fibre-coaxial
(HFC), or possibly, as a weaker substitute, wiketeshnologies, and

. wholesale bundled broadband and voice market®lesale markets for the
supply of bundled broadband and voice servicestess seekers via re-sale
and “access based” supply (via the use of a DSLAMISAN in conjunction
with ULLS, LSS or possibly US®).

The ACCC noted that consumers were increasinglyigog a bundle of fixed voice
services from one provider. The ACCC was of thewtileat it was appropriate to

2% See s 4E of the CCA.

2% ACCC,Telstra’s local carriage service and wholesaleslirental exemption applications, Final
Decision and Class ExemptigRublic version)August 2008 (ACCC LCS and WLR Decision),
pp. 58-59; ACCCTelstra’s PSTN Originating Access exemption apfilices — CBD and
Metropolitan areas, Final Decision and Class Exeimp{Public version), October 2008 (ACCC
PSTN OA Decision), pp. 74-75.

Upper spectrum sharing service (USS) refers ¢mtigting to share the upper spectrum of a
ULLS-line acquired by a third party.
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include basic access, local calls, national anerivational long distance calls and
fixed to mobile calls within the bundfé®

The ACCC did not consider that carrier-grade origappon layer VoIP services were
substitutable for PSTN fixed voice services based ocange of factors including
differences in the quality of services and the ssitg of having a broadband
service??’

The ACCC considered that mobile services were onfglatively small percentage
of cases effectively substitutable for fixed lire\dces on the demand side. On the
supply side, the ACCC found that mobile servicevjgters were unlikely to switch to
the provision of voice services in the event ofreal but significant non-transitory
increase in price (or SSNIF3

The ACCC considered that the effect of the exemmpgizould also be assessed in the
downstream bundled fixed voice and broadband mArkahis is because granting
the exemptions could impact upon the ability of L&&guirers to acquire a LCS/WLR
service over the same copper line.

Geographic dimension

The ACCC adopted the ESA as the basic geograpliticnuits competition analysis at
both the wholesale and the retail level. The AC©@sidered that this delineation
reflected, as accurately as possible, the actual t§ competition in the provision of
services compared to the broader delineations leet\ddferent geographic levels
such as between CBD, metropolitan and regionakarea

Tribunal’s view on the relevant market
Product dimension

The Tribunal’s market definition for the purposeastessing the exemption

applications was broadly the same as the ACCC'«etalefinition>°

The Tribunal considered that resolution of whet&oIP service is a substitute for a
PSTN voice service was not necessary for its datisi making the WLR, LCS and
PSTN OA exemption order&® In its decision on the PSTN OA exemption
application, the Tribunal did not consider thatrigargrade and application layer VoIP
services should be included in the retail markettie supply of a bundle of fixed
voice services®?

Geographic dimension

The Tribunal was of the view that an ESA-by-ESA keftanalysis was permissible
for assessing the WLR, LCS and PSTN OA exemptigiiegtions3®®

ACCC'’s current consideration of the relevant market

For the purpose of assessing whether incorpor#tiegffect of the Exemption
Determinations into the FADs for the WLR, LCS aralTiN OA services will

2% ACCC LCS and WLR Decision, p. 42; ACCC PSTN OAcB®n, p. 57.

297 ACCC LCS and WLR Decision, p. 43; ACCC PSTN OAcB®n, p. 58.

2% ACCC LCS and WLR Decision, p. 46; ACCC PSTN OAcB®n, pp. 61-62.
29 ACCC LCS and WLR Decisigp. 47; ACCC PSTN OA Decision, p. 63.

390 [2009] ACompT 2, [108]Application by AAPT Limitef2009] ACompT 5, [17].
301 12009] ACompT 2, [93]; [2009] ACompT 5, [18].

302 12009] ACompT 5, [17].

303 12009] ACompT 2, [109]; [2009] ACompT 5, [7].
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promote competition, the ACCC is of the preliminaigw that its 2008 market
definition (also adopted by the Tribunal) is appraie.

Product dimension

The ACCC continues to consider that the relevaodypct dimension is generally the

same as that assessed for the
2008.

purpose of congjdeearexemption applications in

Relevant market dimension

ACCC reasons for maintaining market definition

Retail markets for the supply of a
bundled of fixed voice services to
consumers (excluding mobile
services and VolIP services)

The considers that consumers continue to acquéiefitked voice
services as a fixed voice bundle from one providlae ACCC is of the
view that it is appropriate to include basic accks=al calls, national
and international long distance calls and fixechtwbile calls within the
bundle.

The ACCC considers that mobile services and cagriade and
application layer VolP services should be inclugtethe relevant retail
market (see the discussion in relation to VolPises/directly below
this table).

Wholesale markets for the supply ¢
fixed voice services to access
seekers via re-sale (WLR, LCS,
PSTN OA or similar services) and
“access based” supply (via the use
a DSLAM or MSAN in conjunction
with the ULLS)

fThe considers that it is appropriate to conside® ladd WLR in terms
of a bundled product together with PSTN OA at thwlesale level.

The ACCC remains of the view that the ULLS can pmewequivalent
a/foice services to that provided by Telstra andlieseof Telstra’s WLR
and LCS services. In order to provide equivalergdivoice services,
access seekers must acquire the ULLS from Telsttarestall a
DSLAM or MSAN into a Telstra exchange.

The ACCC's preliminary view is that LSS is not gaaily substitutable
for the LCS, WLR and PSTN OA services from either lemand or
supply side perspectives. While a VolIP service bapffered by LSS-
based broadband services, the ACCC considersriatomstraint upon
fixed line voice services is likely to be only hetmargins (see the
discussion regarding VolIP below). Further, by d&én, if a service
provider is using LSS, the end customer must ajréagde a PSTN
based voice service. Therefore, any VolP offerilikely to be an
additional voice service rather than an alternatmeice.

The ACCC considers that the ongoing presence afaanonopoly
characteristics of fixed line networks means thé#tfécilities based
competition is unlikely to be commercially feasilemost scenarios in
metropolitan areas.

The ACCC also notes that those competitors witlvoek infrastructure
(such as Optus’s HFC network) do not generallyroffieolesale access
to their network, or offer wholesale fixed voice\sees to access
seekers.
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Relevant market dimension ACCC reasons for maintaining market definition

Retail markets for the supply of The ACCC notes that number of ‘fixed voice only’ SIOs has been
bundled broadband and voice declining steadily since September 2007 (when reporting requirements
services over copper (xDSL), HFC| commenced under the Telstra CAN RKR). Many consumers now
or possibly, as a weaker substitute| acquire both data and voice services — often in a bundle from a sing
wireless technologies. service provider.

e

Recent Australian Communications and Media Authority (ACMA)

consumer survey data supports that a large proportion of Australian
household consumers have opted for bundled communications seryices
in their home (52 per cent). ACMA also found that those services are
most commonly plans that bundle fixed-line with internet services (45
per centy®*

The ACCC remains of the view that broadband services with simila
pricing, quality and functionality to DSL services delivered via HFC (as
well as other types of infrastructure) will be substitutable from the

perspective of most consumers. Optus currently offers a number of
standalone and bundled broadband packages in the retail market oyer its
HFC network®®

The number of consumers using wireless technology to access the
internet increased the 2009-10 period. The ABS found that at June 2010
there were 3.5 million mobile wireless broadband subscribers in
Australia accessing the internet via a dongle or data card connected to a
computer, compared to 2.8 million at June 285®uring the same
period, the number of fixed-broadband subscribers remained fairly stead,
suggesting that mobile wireless broadband is growing in importance as a
complementary broadband servi¢é.

Wholesale markets for the supply afThe ACCC previously analysed the upstream product dimension by
bundled broadband and voice starting with the LSS, as access seekers argued that the practices of son
services to access seekers via re-gadecess seekers of acquiring LCS/WLR together with LSS (to provide a
and access based supply (that is, yidundled voice and data service to consumers) could be affected by|the
the use of a DSLAM or MSAN in | granting of exemptions. The ACCC analysed the functionality provided
conjunction with ULLS, LSS or by the LSS compared to potential substitute services. The ACCC is|of
USS) the preliminary view that this continues to be an appropriate starting
point for analysing the wholesale market for the supply of bundled
broadband and voice services.

Access seekers using the LSS can provide ADSL2+ services to end
users. The ACCC there considers it necessary to assess the boundaries
the relevant upstream market by evaluation the alternative media that

can be used by access seekers to provide broadband (either stand+alone
or in a bundle with voice services) to end-users.

At the “network level”, the ACCC is of the view that the ongoing

304 ACMA, Communications Report 2009-10 series, Report 2 — Take-up and use of voice services by

Australian consumerdyovember 2010, p. 26 (available at ACMA website:
http://www.acma.gov.au/WEB/STANDARD..PC/pc=PC 312856

See Optus cable plans at:

http://personal.optus.com.au/web/ocaportal.portditbrtrue& pagelabel=Template woRHS&
FP=/personal/bundles/broadbandhomephonemé&site=per&mtassed 7 April 2011).

ABS, Internet Activity Australia, June 2010 (available at:
http://www.abs.gov.au/AUSSTATS/abs@ nsf/Lookup/808&in+Features1Jun%202010?0pen
Documentaccessed 11 April 2011).

ACMA, Communications Report 2009-10 series, Report 1 — Australia in the digital economy: The
shift to the online environmemiovember 2010, p. 2 (available at ACMA website:
http://www.acma.gov.au/WEB/STANDARD..PC/pc=PC 312856
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Relevant market dimension ACCC reasons for maintaining market definition

presence of natural monopoly characteristics across particular elements
of the fixed network means that full-facilities based competition is
unlikely to be efficient or commercially feasible is most scenarios.

.

At the “access level”, the ACCC continues to consider that the ULL$
serves the functional needs of access seekers that seek access to the LS
as both the ULLS and the LSS can be used for the provision of xDSL
services in downstream markets. In the case where an access seeker is
using the LSS for the provision of both broadband and voice services,

the ULLS will constitute a direct substitute.

—

At the wholesale level, the ACCC considers that wholesale supply ¢
ADSL services (for example, wholesale ADSL2+ offered by Telstra
substitute for the LSS (to the extent such services are available at
competitive rates).

sa

VolP

In relation to VolP, the ACCC notes that VoIP services are being offered by an
increasing number of providers as an alternate means of delivering a standard
telephone service, and take-up is growing.

In 2009-10, the total number of VoIP services reached 2.9 million, an increase of
approximately 500 000 over the previous yEAaACMA has reported that the most
common household use for a VolIP service is to make overseas (64 per cent) and long
distance/national calls (53 per cent). However, ACMA noted that a growing humber

of consumers are using VolIP for national and local calls, and calls to mobiles. ACMA
notes that this data suggests that VolP may be increasingly used as a substitute for
fixed-line PSTN service®’

Notwithstanding the increasing number of VoIP services, Telstra continues to supply
the vast majority of retail fixed voice services over its CAN.

The ACCC notes that:

» the quality of service of VoIP can vary greatly between VoIP service providers
and often VolIP has lower quality of service than PSTN vdice

= on the whole VoIP services do not facilitate connection to emergency services
numbers

= VolIP services are not generally available during power outages

= VoIP services may require the customer to acquire a VolP-specific phone at the
customer end

= to acquire VoIP services an end user must also acquire a broadband service
(unlike traditional PSTN voice)

38 ACMA, Communications Report 2009-10 series, Report 1 — Australia in the digital economy: The
shift to the online environmemiovember 2010, p. 33 (available at ACMA website:
http://www.acma.gov.au/WEB/STANDARD..PC/pc=PC 312856

ACMA, Communications Report 2009-10 series, Report 2- Take-up and use of voice services by
Australia consumerdjjovember 2010, p. 14 (available at ACMA website:
http://www.acma.gov.au/WEB/STANDARD..PC/pc=PC 312856

Note that broadband providers that operate their own network can have some control over the
transport of their VolP traffic and therefore have some control over the quality of their service.
See also ACMAThe Australian VolP Market—the supply and take-up of VoIP in Australia
December 2007, p. 19.
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= VoIP can provide end users with greater functionality than PSTN voice through
the additional features of the service—e.g. ‘simultaneous Hh¢gequential
ring’**?and ‘music on hold’

Despite signs that consumers are increasingly acquiring VolP services, the ACCC is
of the preliminary view that the extent to which consumers consider VolP services
substitutable for fixed line voice services remains unclear. The ACCC therefore
considers it prudent to adopt a conservative approach, and considers that any
constraint of VoIP upon fixed line voice services is likely to be only at the margins.

Mobile voice

Between 2003-04 and 2009-10, call minutes of retail mobile services significantly
increased™* Over the same period, the total minutes of fixed line originating calls
declined from 139.1 billion to 45.6 billion minutes. Mobile originating calls exceeded
fixed line originating calls in 2007-08 for the first time and the gap has widened
significantly since then.

While the ACCC considers that, in some circumstances and for some consumers,
mobile voice services may be used in place of fixed voice services, the ACCC notes
that substitution occurs more around usage than access — that is, consumers are
choosing to subscribe to both fixed and mobile voice services, rather than switching
from fixed services to mobile services exclusivefiiThe ACCC generally views

mobile services and fixed services as complementary services.

Geographic dimension

The ACCC is of the preliminary view that an ESA-based market analysis is
appropriate for assessing the promotion of competition within the relevant markets.
This approach recognises the commercial realities of DSLAM investment and
recognises that a key driver for a shift in competitive dynamics across discrete
geographic regions on the copper based network is likely to be the take-up (and
potential take-up) of ULLS services.

23.1.1.2 State of competition in the relevant markets

Once the relevant market has been defined (to the extent possible) the next step in the
analysis is to assess the state of competition in the relevant markets.

This refers to being able to have multiple phones ring simultaneously when calls are received on
one phone number. For example, calls to an end user’s desk phone could also ring their mobile
phone, in case the end user was not at their desk.

Being able to telephone up to three locations (in addition to the base location) in the sequence an
end user supplies for a specified nhumber of rings.

33 ACCC, RAF RKR (2003-04 to 2009-10).

314 See also ACMACommunications report 2009-10 series: Report 2 — Take-up and use of voice
services by Australian consumelgvember 2010 (available on the ACMA website at:
http://www.acma.gov.au/WEB/STANDARD..PC/pc=PC 312B56

312

229



Retail market for fixed voice services

In its 2008 market analysis, the ACCC had regatuboti the level of competition in
the markets and the potential for the developménompetition in a market> The
Tribunal strongly endorsed this approdth.

Consistent with its 2008 approach to assessinggtied of competition in a market,
the ACCC will examine:

. market concentration

. the number of ULLS competitors in an ESA

. the number of full-facilities based competitoramESA, and
. evidence of retail market outcomes.

In assessing the potential for development of cditipe in a market, the ACCC will
examine:

. the sunk costs involved in DSLAM/MSAN deployment
. the risk of asset stranding, and
= non-price barriers to the provision of fixed vogsrvices via the ULLS!’

The Tribunal had regard to similar factors in ass®gthe level of competition in the
relevant markets. The Tribunal also had regartiécaimount of spare capacity in
access seeker DSLAMs. The ACCC now has informatgarding access seekers’
DSLAM spare capacity in the Attachment A ESAs whichas collected in
accordance with the Tribunal’s Metropolitan Orders.

Market concentration

At the time of making the Exemption Determinatiohslstra was the dominant
provider of retail fixed voice services at a nagiblevel>'?

Telstra continues to dominate the provision ofdix®ice services over its copper
CAN. In the period of 2009-10, 78 per cent of atleisers supplied with fixed voice
services over the CAN were Telstra’s retail custaanieowever, this is a slight
reduction compared with the 2008-09 financial yadrere Telstra possessed 80 per
cent of this market™®

In the 380 Attachment A ESAS, Telstra possessedsel 73 per cent of retail fixed
voice SIOs as at September 2610t is difficult to determine an accurate percertag
of retail fixed voice SIOs in the 17 CBD ESAs dodhe presence of competing
networks over which services are provided (thatétyworks other than Telstra’s
CAN).

The Tribunal’'s calculation of market share takde sccount ULLS-based
competitors installed spare capacity. The Tribueakoned that a ULLS-based
competitor who installs spare capacity has madewwstment in the expectation that

315 ACCC LCS and WLR Decision, p. 68; ACCC PSTN OAcB®n, p. 88.

316 [2009] ACompT 2, [129].

817 ACCC LCS and WLR Decision, pp. 68-86; ACCC PSTA Decision, pp. 83-105.

318 ACCC LCS and WLR Decision, p. 69; ACCC PSTN OAcB®n, p. 84.

319 Telstra 2010 Annual Report; Telstra, CAN RKR ddtene 2010; Telstra CAN RKR data, June
2009.

320 Telstra CAN RKR data, September 2010; Telstra VALA data, September 2010.
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it will attract new business, and it may be infdrtbat the competitor intends to
remain in the market* Taking spare capacity into account when calcujgtinL S-
based competitor market share is consistent wehtibunal’s and the ACCC'’s
approach that regard should be had to both thé ¢éwe®mpetition in a market and
the potential for the development of competitioraimarket.

Using the Tribunal’s market share calculation, eswMarch 2010 and September
2010, the number of Attachment A ESAs with abod® goer cent market share has
increased. This is displayed in the table below.

ULLS-based competitor market share in 380 AttachmehA ESAs

10- 20- 30- 40- 50- 60- 70- 80- 90-
<10% | 20% 30% 40% 50% 60% 70% 80% 90% 100%

Mar 10 36 61 142 105 34 1 0 1 0 0

Sep 10 18 59 111 122 64 3 3 0 0 0

Sources: Aggregated spare capacity data providédl hys-based competitors for March 2010 and
September 2010; Telstra CAN RKR data for March 2816 September 2010; Telstra WLR SIO data
for March 2010 and September 2010.

The Tribunal also considered that the percentadji@ed controlled by access seekers
using ULLS in the nominated ESA provided an indmabf the market share that
ULLS-based providers have captured from Tel&tfat the time of making the
Tribunal’'s Metropolitan Orders, ULLS SIOs made upaverage nine per cent of
total SIOs in Telstra’s proposed metropolitan exgsomPESAs (387 ESAsY- As at
December 2010 this percentage has increased toxapyately 16 per cent for the 380
Attachment A ESAS**

There is a trend of increasing ULLS SIOs within &teachment A ESAs. This is
illustrated by the following graph, which display® growth in ULLS SIOs since
September 2008.

%21 Application by Chime Communications Pty Ltd (N§28)09] ACompT 4, [15].
322 12009] ACompT 2, [137].

323 gee ACCC PSTN OA Decision, p. 85.

34 Telstra CAN RKR data, December 2010.
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Figure 23.1: ULLS SIO growth in the Attachment A ESAs
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Source: Telstra CAN RKR data, September 2008 tebbder 2010.

The increase in ULLS SIOs is a likely result of @ex seekers migrating their
customers from other services (e.g., WLR) to ULEB/kes, leveraging off the
investment they have already made in alternativeord infrastructure.

The Tribunal also had regard to the ratio of ULUS$Sto WLR SIOs in the 380
Attachment A ESAs. In March 2008, the ratio of ULE8s to WLR SIOs was 46.0
per cent in the Attachment A ESAS.In September 2010, the ratio increased to 56.0
per cent?® Access seekers now acquire more ULLS SIOs then \BI®% in the
Attachment A ESAs.

Number of ULLS-based competitors in an ESA

The number of ULLS-based competitors in the 38@détitment A ESAs has increased
since the ACCC and the Tribunal made their respe@xemption orders. Between
September 2008 and December 2010, there has besmpeoximately 20 per cent
increase in the number of DSLAM competitors. THaddelow displays the trend of
increasing DSLAM competitors in the 380 AttachmAriESAs since September
2008.

325 12009] ACompT 2, [138].
326 Telstra, CAN RKR data, September 2010; TelstraR/8I0 data, September 2010.
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Table 23.1: Number of ULLS-based competitors in Alichment A ESAs

Date Number of ULLS
competitors
Sep 08 1350
Dec 08 1393
Mar 09 1475
Jun 09 1514
Sep 09 1530
Dec 09 1526
Mar 10 1540
Jun 10 1576
Sep 10 1613
Dec 10 1633

Source: Telstra CAN RKR data, September 2008 tebéder 2010.

The table below shows that the number of AttachmdeBSAs with one, two or three
ULLS-based competitors has been decreasing bet&egtember 2008 and
December 2010; while the number of ESAs with mbentfive competitors has been
increasing in that time.

Table 23.2: The number of ULLS based competitors ithe Attachment A ESAs

Number of ULLS-based competitors
Date 1 2 3 4 5 6 7 8+
Sep 08 60 72 70 66 50 25 24 13
Dec 08 58 67 61 75 53 25 25 16
Mar 09 52 56 56 77 61 34 26 18
Jun 09 46 54 51 85 60 39 27 18
Sep 09 45 52 53 82 61 40 27 20
Dec 09 47 53 49 84 60 40 26 21
Mar 10 46 52 49 81 64 39 28 21
Jun 10 43 46 51 76 70 44 30 20
Sep 10 40 44 50 70 73 51 32 20
Dec 10 40 41 50 70 69 55 34 21

Source: Telstra CAN RKR data, September 2008 teebéder 2010.

As at December 2010, the exempt CBD ESAs had oragee.1 ULLS-based
competitors per exchange; with no less than seudrStbased competitors in any
one exchang&’

Full-facilities based competitors

Optus’ HFC network is available in parts of the F&@achment A ESAs. The ACCC
considers that at the retail level, fixed voicevarss provided over a HFC network are

327 Telstra CAN RKR data, December 2010.
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likely to be substitutable to voice services predaver Telstra’s CAN. However, the
ACCC understands that the differing technologyhef HFC network can incur
switching costs for consumers in switching theistomer premise¥?

In 2008, the ACCC was satisfied that there wasifggmt alternative infrastructure in
the CBD ESAS?® The Tribunal noted (at the time it made its exéarporders) there
were six competing fibre networks within those ES®s

Evidence of retail market outcomes

Evidence of positive retail market outcomes woulcdude targeted marketing
campaigns in areas where there is effective comngeti

However, Telstra and other service providers gédlyesidopt national retail pricing.
The benefits of a national pricing strategy mayude seeking to achieve cost savings
in advertising, decreased potential for confusmmclustomers or creating ease in
training sales staff’ Therefore, it is difficult to analyse retail prioatcomes in
specific geographical areas such as the 380 Attanh ESAs.

Sunk costs of DSLAM/MSAN deployment

There are various costs associated with entryrgtail fixed voice via ULLS-based
competition. The costs involved with entry via ULb&y include the deployment of
DSLAMSs or MSANSs, co-location, backhaul transmissand various IT and retailing
costs.

The most recent information before the ACCC (oladiby the ACCC for the
purpose of the 2008 exemption applications), suggdbat the fixed costs of the
DSLAM/MSAN infrastructure are in the order of $12M0$14,000 per DSLAM. This
includes the DSLAM/MSAN sub-rack and racks, the B®Litself, alarm and power
distribution units, power cabling to the racks, aighal and cabling to the rack¥.

The ACCC is of the view that the historical and wamng deployment of competitor
DSLAMSs in ESAs supports the view that such cosesrent likely to be a material
barrier to entry’>® The Tribunal also concluded that the cost of DSLé&lipment
was not a prohibitive barrier to competitively sfigant entry>3*

The ACCC has previously accepted that an efficaecess seeker is likely to make a
return on a DSLAM investment within two years oplteyment, and considers that
this is likely to remain the casé&> The ACCC recognises that the potential asset life
of a DSLAM (or MSAN) is likely to be greater thamd years, and the majority of the
Attachment A ESAs already have over four ULLS-basaahpetitors (excluding
Telstra). This means that efficient access seelertikely to have already begun
extracting value from ULLS-based investments.

Spare DSLAM capacity

The Tribunal’'s Metropolitan Orders encouraged assegkers to submit DSLAM
spare capacity data to the ACCC on a six-monthysb@nder the Tribunal’s orders,

38 ACCC LCS and WLR Decision, p. 71; ACCC PSTN OAcB®n, p. 86.
39 ACCC PSTN OA Decision, p. 7.

330 [2009] ACompT 5, [61].

%1 ACCC LCS and WLR Decision, p. 71; ACCC PSTN OAcB®n, p. 87.
332 ACCC LCS and WLR Decision, p. 73; ACCC PSTN OAcB®n, p. 90.
333 ACCC LCS and WLR Decision, p. 73; ACCC PSTN OAcB®n, p. 90.
334 12009] ACompT 2, [144].

335 ACCC LCS and WLR Decision, p. 74; ACCC PSTN OAcB®n, p. 91.
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an ESA only becomes exempt if the ULLS spare cépatihat ESA is equal to or
greater than 40 per cent of the aggregate numbbedfLLS competitors’ WLR
SIOs in that ESA.

The Tribunal considered that this condition (conelinvith the market share
conditior?>®) ensured that prior to the exemption taking effecn ESA, ULLS-based
competitors would have the installed enough spapacity to transfer a not-
insignificant number of their end-users from the RVéervice to ULLS-based
services, and an incentive to install the necességstructure to transfer their
remaining end-users’

The Tribunal originally considered taking into aonbpotential installed capacity
(i.e. the total number of ports that ULLS-based petitors’ DSLAMSs are capable of
supporting, even though the cards for those pate Imot yet been installed). In the
end, the Tribunal did not adopt this standard iar teasons:

= too many areas of uncertainty and difficulty areoived in assessing potential
installed capacity, and

= overtime, as additional cards are installed, paaemstalled capacity will be
reflected in the calculation of installed capacity.

As a result, the spare capacity report by accesdgese in accordance with the
Tribunal’'s Metropolitan Orders is likely to undetiesate the total spare capacity of
their installed DSLAMs.

Notwithstanding, as at September 2010 access siewtalled spare capacity was
greater than or equal to 40 per cent of their agageeWLR SIOs in 96.6 per cent of
the Attachment A ESAs. In 78 per cent of the Attaeht A ESAs, access seeker
installed spare capacity is greater then acceses®¥éLR S10s. This suggests that
access seekers consider it possible to obtainiadditmarket share from Telstra or
other competitors (that is, not just transfer tlesiisting WLR customers to a ULLS-
based service).

Between March 2010 and September 2010, accessr428kéM spare capacity
increased by 22.8 per cent in the attachment A E&A&n that this increase
coincides with an increase in ULLS SIOs in the glttment A ESAs (which would
otherwise reduce the spare capacity of a DSLAMinplies that access seekers have
continued to invest in additional spare capacity.

Risk of asset stranding

In 2008 some access seekers submitted that a wedasfibre deployment had the
potential to render much DSLAM/MSAN equipment oleteland that the uncertainty
relating to a fibre upgrade could affect incentif@sefficient investment in
infrastructure®>®

%% For an ESA to become exempt, the Aggregate M&@hate (defined term) within that ESA must

be equal to or greater than 30 per cent.
337 12009] ACompT 4 at [22].
338 12009] ACompT 4 at [15].
3% ACCC LCS and WLR Decision, p. 75; ACCC PSTN OAcB®n, p. 93.
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On 11 April 2008 The Federal Government released a request for proposals (RFP) to
roll-out and operate a fibre to the node NBN, with the roll-out occurring over a five
year period*

When it made its 2008 exemption decisions, the ACCC considered that the impending
NBN build may have created uncertainty in relation to future investment in
DSLAM/MSANs. However the ACCC noted that the prospect of a fibre-based

network roll-out was not itself new — for example, Telstra first announced an intention
to roll-out FTTN in late 2005.

In 2008, access seekers submitted that they were in the process of ceasing further
investment in ULLS-based infrastructure due to stranding concerns. At the time the
access seekers made their submissions, there was still a continuing trend of ULLS-
based infrastructure investméfit.

However, since June 2008, there has been continuing access seeker investment in
DSLAM/MSAN equipment in the 380 Attachment A ESAs (see table 23.1 above),
resulting in a deepening of the existing DSLAM footprint in services areas that are
more conducive to ULLS-based entry. Further, continuing investment in installed
DSLAM spare capacity was also observed. In the two years between December 2008
and December 2010, there has been a 17 per cent increase in the number of DSLAMs
installed in the Attachment A ESAY

The ACCC observes that these previous announcements regarding an NBN build do
not appear to have discouraged investment in DSLAM/MSAN infrastructure. Most of
the take up in ULLS and LSS has occurred since that time.

In March 2010 Internode announced it had installed new ADSL2+ equipment at seven
exchanges in Tasmania. It had previously offered customers with ADSL2+ services
using Telstra wholesale equipment. Internode noted that its new infrastructure would
enable it to transfer 3000 customers from slower wholesale broadband systems into its
dedicated high-speed broadband services over two months.

Internode has stated that the customer migration made good business sense as
“Internode’s own ADSL2+ equipment gives our customers better performance and it
costs us less to provide these servicés.”

More recently in March 2011, Westnet announced in that it had invested in new
DSLAM infrastructure in Geraldton (SA) as a result of a new fibre link built between
Perth and Geraldtoif? Westnet noted that they had “installed extra spare capacity to
allow new customers to join up and enjoy the choice of both new plans and
...customer service ... *°

These instances of DSLAM investment support the ACCC's view that, despite
uncertainty surrounding the NBN, access seekers will continue to invest in
DSLAM/MSAN equipment where they consider it efficient to do so.

%0 DBCDE, Request for Proposals to roll-out and operate a national broadband network for

Australia, 11 April 2008.
%1 ACCC LCS and WLR Decision, p. 76; ACCC PSTN OA Decision, p. 94.
%2 Telstra CAN RKR data, December 2008 and December 2010.
3 Internode media releadextreme ADSL2+ presence boosted in Tasmataylarch 2010
(http://www.internode.on net/news/2010/03/171 phqcessed 9 April 2011).
Westnet Media Releas&,new Westnet broadband network for Geraldton. There’s nothing faster,
s 11 March 2011 (found ditttp://www.westnet.com.au/presaccessed 9 April 2011).

ibid.
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It may be argued that, since the ACCC and the Tiabmade their respective
exemption orderd’® there is more certainty regarding the Federal Guvent’s
intention to build a nationwide fibre network. InpA 2009 the Federal Government
announced its intention to create NBN Co to buikliperfast NBN. Of recent
significance is the passage of the CACS Act in Ddwmer 2010, and the non-binding
Financial Heads of Agreement (FHOA) reached betwiesstra and NBN Co in June
2010. These developments further crystalise thefaé&overnments’ policy to build
a FTTP network to 93 per cent of the Australianiydation.

However, the ACCC remains of the view that any &oldal investment required as a
result of including the Exemption Determination®ithe FADs for the WLR, LCS
and PSTN OA services is likely to be limited tcetatively small number of ESAs
and by a limited number of access seeR&rdn the currently exempt ESAs
(including the 52 ESAs to be exempt as at June Pikte is on average 5.4 ULLS-
based competitors (excluding Telstf&)In the majority of the 380 Attachment A
ESAs there are already four or more ULLS-based @titgps excluding Telstra
(indeed, almost 30 per cent of the ESAs have sirane competitors excluding
Telstra). There is an average of nine ULLS basedlpatitors in the CBD ESAs.
Some, if not all, of the ULLS-based competitore@ath ESA will already be
supplying a fixed voice service.

Therefore, in the majority of the affected ESAanpetitively priced alternative
WLR/LCS-type services are likely to be availablghe event of a price rise by
Telstra (the ULLS continues to be a regulated serin those ESAS).

Also, the Tribunal’'s Metropolitan Orders ensuret tine ULLS-based competitors in
the affected ESAs have sufficient spare capacigbtorb 40 per cent of their WLR
SIOs in those ESAs.

In 58 per cent of the currently calculated exempAE, there is already enough spare
DSLAM capacity installed to absorb access seeketal WLR SIOs in that ESA.

The ACCC also remains of the view that the reldgigeall amount of additional
investment that may be made by access seekerg de ¢ffect of the exemptions
would be efficient* This is because, where necessary, the move to thassd
provision of fixed voice services prior to a filupgrade will allow access seekers to
build their reputation and customer base throughattility to provide differentiated
products. The ACCC considers that this will allove@ss seekers to better transition
to an alternative service and make it more viableampete in downstream markets
when fibre is deployed.

There is evidence that industry participants alstbong their customer reputation in
preparation for the NBN roll-out. In relation taténnode’s March 2010 DLSAM
investments in Tasmania, an Internode represeantatated in an interview with
Computer World Australia:

We intend to keep deploying more ADSL2+ DSLAMsard Australia in parallel to being

an active participant in the ongoing developmerthefNBN. ... We don't see these as
conflicting things. Our customers need the bestisemwe can build for them today, as well as

%8 Having regard to information current as at Aug@®8 (WLR and LCS) and October 2008
(PSTN OA).

37 ACCC LCS and WLR Decision, p. 77; PSTN OA Deaisip. 94.

%8 Telstra CAN RKR, December 2010.

39 ACCC LCS and WLR Decision, p. 77.
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being able to access the best service tomorrow (via the NBN) as and when that becomes an
option for various geographic regions around Australia over ifhe.

The ACCC considers that the extent to which DSLAM/MSAN assets could be
stranded by the NBN depends, in a large part, upon details of the implementation of
the NBN by NBN Co, such as notice periods for cutover from copper to fibre. Based
on the most recent information before it, the ACCC considers that the average pay-
back period on previous DSLAM investments (i.e., typically within the 380
Attachment A ESASs) for an efficient competitor is approximately two years. The
construction of the NBN is likely to be completed by 26Zaf the fibre roll-out will

not affect an ESA until the later stages of the NBN roll-out, the NBN will not be
likely to impact significantly upon the ability of an efficient access seeker to recoup
DSLAM investments in the 380 Attachment A ESAs.

In 2008, the ACCC stated that:

...that uncertainty associated with the NBN process does not significantly alter the ACCC'’s
assessment of whether granting exemptions is in the LTIE. Overall, the ACCC's view is that
ULLS-based competition is a preferable form of competition to re-sale based competition in
the long-term, and that making the exemptions, subject to the various conditions
limitations...will be in the LTIE, regardless of whether, or when, the NBN process is
implemented>?

Despite the more recent developments regarding the build of a NBN, for the reasons
outlined above, the ACCC is of the preliminary view construction of the NBN does
not affect its reasons for proposing to include the Exemption Determinations into the
FADs for the WLR, LCS and PSTN OA services. The ACCC seeks industry views on
the issue of asset stranding in light of the recent developments surrounding the NBN.

Non-price barriers to the provision of fixed voice via ULLS

Consistent with its 2008 exemption decisions, the ACCC has considered the following
non-price barriers to the provision of fixed voice via the ULLS:

= exchange capping

= delays and queuing in installing equipment
= LSS to ULLS migration

= availability of transmission services

=  pair gains

= availability of switching capability, and

= customer information and inertfa®

%0 Computerworld|nternode continues ADSL2+ roll-out despite NBN commitn25March 2010

(http://www.computerworld.com.au/article/340925/imede continues adslI2 roll-

out despite nbn commitmen#ccessed 9 April 2011).

Mike Quigley presentation to Commsday Summit, 29 March 2011 (found on NBN Co website:
http://www.nbnco.com.au/wps/wcm/connect/main/siteddmain-areas/publications-and-
announcements/announcements/Presentation-to-Commsday-Summédaasised 9 April

2011).

%2 ACCC LCS and WLR Decision, p. 79.

%3 ACCC LCS and WLR Decision, pp. 79-86; ACCC PSTN OA Decision, p. 97.
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Exchange capping, queuing and LSS to ULLS migration

The ACCC will not consider in great detail the e barriers to entry posed by
exchange capping, queuing and LSS to ULLS migrdtonhe purposes of this
discussion paper. This is because the Tribunal'sdpelitan Orders impose
limitations such that the exemptions do not havecef

= within an ESA from the date on which an exchangllng within an ESA first
becomes a capped exchange, a potentially cappédmexe, or a constructively
capped exchand®

=  with respect to the supply by Telstra of the WLR,3.or PSTN OA services to a
queued access seeker in an exemption £3and

= inrelation to, and only to, the supply by Telstfahe WLR, LCS or PSTN OA
services in respect of an end-user who, immedigtedy to the practical
commencement date of the orders, was suppliedantiiindled fixed voice and
broadband service by the access seeker using tBeth& WLR service and the
LCS supplied by Telstra until the date that a Ribed LSS to ULLS Migration
Process is establish&¥. The Tribunal’'s Metropolitan Orders set out minimum
characteristics that the LSS to ULLS migration pssxmust satisfy.

Therefore, to the extent that exchange cappingjiggeor LSS to ULLS migration
represent non-price barriers to the provision xadi voice services via the ULLS,
they will be mitigated by the limitations set ontthe Tribunal’s orders.

Transmission

The ACCC does not consider the availability of srission services to be a barrier
to the provision of fixed voice services via thelld. The DTCS is currently a
declared service. The ACCC has only granted exemgin relation to the DTCS in
relation to routes and locations where there istutial infrastructure competition,
and where the ACCC considered it to be in the Libligrant exemptions.

The ACCC also notes that DSLAM-based competitokeHmeen able to enter the 380
Attachment A ESAs and provide fixed voice servitetheir customers, which
suggests that the availability of transmission isevis not a prohibitive barrier to
entry.

Pair gain systems

The presence of a pair gain system along any pbitite copper/aluminium wire
between the DSLAM and a customer will prevent tbeeas seekers supplying
ULLS-based services to that customer.

In 2008, the ACCC determined that approximatelyesgver cent of SIOs within the
ACCC'’s exemption footprint were unavailable for Uk luse by access seekers due to
pair gain deployment’ The ACCC dealt with the issue of lines affectedbir gain
technology by excluding those lines from the caltioh of the total number of
‘addressable S10s’ within an ESA. The ACCC congddhat it was in the LTIE to

354
355
356

Clause 6.5 of the Tribunal’'s Metropolitan Orders.

Clause 6.4 of the Tribunal’'s Metropolitan Orders.

Clause 6.8 of the Tribunal’s Metropolitan Orddrke exemption in relation to such an ESA will
then only have effect if Telstra’s complies witle threscribed LSS to ULLS Migration Process
(clause 6.9 of the Tribunal’'s Metropolitan Orders).

%7 ACCC LCS and WLR Decision, p. 72.
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exempt an ESA if it had (a) 3 or more ULLS-basenhpetitors (excluding Telstra);
or (b) 14,000 addressable SIOs (i.e., SIOs notadteby pair gains).

On review, the Tribunal initially considered thdiraitation could be inserted in the
exemption orders to limit the exemption from apptyto those lines affected by the
presence of a pair gain system. However, Telstoangited to the Tribunal that the
imposition of such a condition would be complexstbpand impracticable, and that
any benefits derived from the condition would bé&nmighed by those costs and
difficulties. The Tribunal ultimately accepted thhé imposition of such a condition
would be disproportionately expensité.

The ACCC considers that the conditions in the Tmédis Metropolitan Orders are
sufficient to ensure that the competitors are jikelremain in the market as viable
entities and continue to invest in ULLS infrastret and constrain Telstra’s pricing.
The ACCC had considered in its 2008 exemption artfeat the presence of three
ULLS based competitors was sufficient to ensuréigaht competition in the long-
run (notwithstanding the presence of a percenté¢ipes affected by pair gains
within those ESASs). The ACCC does not consider tiaipresence of pair-gain
systems in the ESAs will significantly impact cortifme presence in the ESAs which
become exempt ESAs.

Availability of switching capability

The ACCC is of the view that if access seekersatamwn their own PSTN switches,
and cannot obtain a competitively prices WLR/LCBetgervices, may be required to
make some additional investment to migrate to MS#dded supply of a voice
service®®

Customer information and inertia

The ACCC maintains its view that while customerii@emakes it more difficult for
competitors in the supply of fixed voice servicegain scale, the ACCC is of the
view that customer information and inertia is neti@surmountable barrier to ULLS-
based entry®°

Conclusion — state of competition in retail voicarkets

The ACCC notes that the state of competition difiareach of the 380 Attachment A
ESAs. However, the ACCC considers that since 2@0@8ss seekers have continued
to win a modest amount of fixed line market shaoenf Telstra, and have continued
to increase the number of customers provided vétliises over the ULLS in the 380
Attachment A ESAs. There has also been a fairlgi@ant increase in the amount of
new competitor DSLAMs installed in the 380 Attachmh& ESAs (at least a 20 per
cent increase since September 2008).

The ACCC notes that the barriers which it considerse significant to the provision
of ULLS based services have been addressed binthiations contained in the
Tribunal’s Metropolitan Orders. The ACCC does nmsider that there are any other
significant barriers competitors providing servitesustomers via the ULLS.

The ACCC considers that the CBD ESAs are charaet@thy strong facilities based
competition, and also substantial DSLAM-based cditipe.

%8 12009] ACompT 4, [23]-[24].
%9 See ACCC LCS and WLR Decision, p. 84; ACCC PSTAIkcision, pp. 103-104.
%0 gee ACCC LCS and WLR Decision, p. 85; ACCC PSTAIkcision, pp. 104-105.
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Wholesale market for the supply of fixed voice sees

The ACCC is of the preliminary view that the whallessmarkets for the provision of
a bundle of fixed voice services does not displagracteristics of a competitive
market. Telstra still controls the infrastructugevehich the majority of voice services
are provided.

Retail market for the supply of bundled broadbanddfixed voice services

The ACCC is of the preliminary view that the retaiindled broadband and voice
market is characterised by ever-increasing leviet®mpetition. Since 2008, access
seekers have continued to take-up LSS and ULLS.SIOs

Strong competition at the retail level is evidemc&SAs where effective DSLAM-
based competition exists. This can be evidencetayl ISPs offering substantially
greater value in terms of price per gigabyte datata@when providing services “on-
net” rather than “off-net”.

In contrast, retail competition is significantly aler in ESAs where Telstra is the
dominant provider of DLSAM infrastructure. In theS8As, Telstra’s competitors
largely rely on Telstra’s wholesale ADSL to provitheir customer with fixed
broadband services.

Prices for DSL services fell in 2009-10 by 2.0 pent following a 0.4 per cent drop
in 2008-09. This suggests increase price competitidhe DSL sector is occurring.

Since 2008, there has also been continuing constaketup of wireless (both mobile
and fixed) technologies for broadband internet ssce

Wholesale market for the supply of bundled broadlosand fixed voice services

Competition in the fixed broadband market has aen¢ years continues to be driven
by access to Telstra’s CAN by means of take-upldf®Jand LSS.

23.1.2 Promotion of competition

Outlined below are the ACCC'’s preliminary viewstasvhether incorporating the
effect of the Exemption Determinations into the FAdr the WLR, LCS and PSTN
OA services will promote competition in the relevararkets.

Both the ACCC and the Tribunal have previously abered that exempting access
providers from the SAOs in relation to the supdiyne WLR, LCS and PSTN OA
services in certain ESAs, subject to conditions landations, would promote
competition in the relevant markets.

A key issue in the ACCC'’s 2008 assessment wasxtemieto which access seekers
could compete in the downstream markets for fixeider services via use of the
ULLS in the absence of regulated access to the WAKFS and PSTN OA services.
The ACCC considered that increased ULLS-based gimviof voice services would
be in the LTIE as it would enable competitors tmpete in the downstream markets
on greater dimensions of supply and facilitatedeeelopment of innovative services
to meet changing customer demands over time. The@Considered this would lead
to more sustainable competition compared with pesale models in the longer-

term 3%?

%1 ACCC LCS and WLR Decision, p. 121; ACCC PSTN Ogcizion, p. 145.
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While the Tribunal was not as concerned with whethe ULLS provided a superior
quality of services to the WLR, LCS and PSTN OAdzhsoice services, the
Tribunal considered that the LTIE could be promdigdieregulated the WLR, LCS
and PSTN OA services, and promoting take up oftbeS. The Tribunal considered
that competition was likely to be promoted:

where deregulation takes place in a market wher&thounal is satisfied that an entrant or
small current player has taken, or has the physigaédcity and willingness to take, market
share from the large or dominant incumbent, byrofieend-users a better price-product-
service packag&?

Voice

The ACCC'’s preliminary view is that incorporatirtgeteffect of the Exemption
Determinations into the FADS will promote compeititiprincipally in the
downstream market for fixed voice services. The Ad€mains of the view that
ULLS-based competition leads to greater price cditipe as entrants have more
control over costs, and enables greater serviaevation as the competitive entrants
are not tied to the functionality of the incumbemietwork.

By effectively deregulating the WLR, LCS and PSTK &ervices within the ESAS,
the Exemption Determinations encourage access isetekatilise existing DSLAM
infrastructure to provide ULLS-based voice servj@x invest in new DSALM
infrastructure where it is efficient to do so.

The ACCC is of the preliminary view that the thmanditions included in the
Tribunal’s Metropolitan Orders helps to ensure tdly those ESAs in which the
ULLS is likely to provide competitive restraint drelstra will become exempt.

The ACCC agrees with the Tribunal that three ULL#S4dd competitors (excluding
Telstra) in an ESA prior to deregulation ensured there is a sufficient number of
access seekers who can supply services throudhlth® to provide competitive
restraint on Telstrd® The ACCC's original exemption orders allowed ESés
become exempt when they had three or more ULLSebasmpetitors (excluding
Telstra).

The Tribunal’'s orders also ensure that the ULLSeHasompetitive entry is

significant. The Tribunal’s second condition (thia ULLS-based competitors in an
ESA must have at least 30 per cent of total SIQeahESA) ensures that competitors
have developed a sufficient reputation, and postygtion, are likely to remain in the
market as viable entities and continue to supply.8Hbased services.

The Tribunal also imposed a condition that an ESIAomly be exempt if the ULLS-
based competitors’ aggregate installed spare dygaatach ESA is equal to or
greater than 40 per cent of their WLR SIOs.

The Tribunal noted that the second and third camdivork together to ensure that
prior to the exemption taking effect in an ESA, 8-based competitors will have the
installed spare capacity to transfer a not-insigaift number of their end-users from
the WLR service to ULLS-based services, and amitive to install the necessary
infrastructure to transfer the remainder of theid-@sers®

%2 12009] ACompT 2, [159].
33 12009] ACompT 2, [157].
34 12009] ACompT 4, [22].
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The ACCC notes that the second and third conditimm®sed by the Tribunal go
beyond the ACCC’s 2008 orders — that is, the ACGSS watisfied that if an ESA had
three or more ULLS-based competitors, competitioni be promoted if the ESA
become exempt. However, the ACCC considers thaadié@ional conditions provide
a further safeguard so that only those ESAs in wthere are conditions for the
promotion of ULLS-based service expansion, anchrrtompetitive entry will
become exempt ESAs.

The ACCC also considers that access seekers wableeto acquire a fixed voice
bundle from Telstra or another supplier at a conemaély negotiated price in exempt
ESAs. The ACCC also notes that the telecommuniestgpecific anti-competitive
who supply a voice and broadband bundle to theitorners by conduct provisions of
Part XIB of the CCA will continue to apply to theruct of telecommunications
carriers.

The ACCC considers that competition will only bemoted in exempt ESAs if the
ULLS remains a viable substitute to resale WLR, Ll&a&8 PSTN OA services. In this
regard, the ACCC considers that the limitationsasgd by the Tribunal in relation to
exchange capping, queuing, and LSS to ULLS mignadi@ sufficient to ensure that
those access seekers for whom ULLS is not a vislbstitute will have recourse to
regulated WLR, LCS and PSNT OA services.

Bundled fixed and broadband

The ACCC considers that where the exemptions prermampetition in voice
markets, this will have a flow-on competition effé@tthe broadband markets. This is
because migration from WLR/LCS/PSTN OA to ULLS alfbaccess seekers to
supply a bundled voice and broadband service @& BSLAM/MSAN

infrastructure.

However, the ACCC is aware that the exemption mayeict those access seekers
acquiring the regulated LSS together with whole§iakd voice services from
Telstra.

As noted above, such access seekers will contmbe able to acquire commercially
negotiated WLR, LCS and PSTN OA services from Taldtowever, the access
seekers who acquire the LSS in conjunction with L ®&R and PSTN OA may
consider it commercially beneficial to migrate taarvices to ULLS-based services.
The ACCC and the Tribunal considered that theresgape for the competitive
process to be harmed if the LSS to ULLS migratiorolved significant disruption for
consumers.

In order to safeguard competition, both the ACC@ #re Tribunal considered it
necessary to exclude those WLR, LCS and PSTN Odceer that are bundled with
the LSS service from the effect of the exemptiofil drelstra developed a suitable
LSS to ULLS migration plan.

Both the ACCC and the Tribunal considered thatLifi§ to ULLS migration process
had the following minimum characteristics:

. any period which an end-user is unable to recelvmadband service is less
then three hours (or such other period agreed & tmmission§®° and

%5 The ACCC has subsequently considered that aHfour outage period was reasonable in the

context of LSS and ULLS access dispute.
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. end-user involvement in the process is not required

The ACCC is of the preliminary view that these liations contained in the
Tribunal’'s Metropolitan Orders are sufficient tosene competition is promoted in the
market for bundled fixed and broadband servicege. AGCC notes that it is seeking
submissions on whether to amend the Tribunal’'s dpetiitan Orders to adopt a four
hour outage period, to make it consistent withgregposed non-price terms in the
FADs (see chapter 21 of the discussion paper)

23.1.3 Any-to-any connectivity

The ACCC considers that incorporating the effedhef Exemption Determinations in
the FADs for the WLR, LCS and PSTN OA services Wdle little impact on the
objective of encouraging any-to-any connectivity.

23.1.4 Efficient use of and investment in infrastru cture

In assessing whether to include the effect of tkenfption Determinations into the
FADs for the WLR, LCS and PSTN OA services, the A€ required to assess
whether doing so would encourage the economicé#ilyient:

. use of existing infrastructure, and
. investment in infrastructure.

In its 2008 exemption decision, the ACCC noteddineng relationship between the
assessment of promotion of competition and thesassent of encouraging the
efficient use of, and economically efficient invesnt in infrastructurd®® The
Tribunal was of the opinion that if competitionpgmoted then, in a case such as
this, efficient investment is encourag€dThe ACCC is of the preliminary view that
this is still the case for the purpose of its cotreonsiderations.

Efficient use of existing infrastructure

In 2008, the ACCC was of the view that grantingregéons in the areas identified in
its orders would encourage ULLS-based access setkarake greater use of their
existing DSLAM/MSAN investments. In this regardetACCC was of the view that
granting exemptions would encourage efficient Usexesting infrastructure.

The ACCC is of the preliminary view that incorpangtthe Exemption
Determinations into the FADs will continue to encage the efficient use of access
seeker’s existing infrastructure.

It is relevant to note here that to become exeaqutess seekers in an ESA must have
the combined spare DSLAM capacity to capture 40cpet of their combined WLR
SIOs. The ACCC also notes that this spare capaaityrepresents spare capacity on
currentlyinstalled DLSAM cards, and it is likely accesskss will have a greater
amount of total DSLAM spare capacity (i.e., accgsskers have the ability to install
additional cards on their already installed DSLAda low multiple of the cost of
installing a new DSLAM). The ACCC is of the prelmairy view that, by encouraging
ULLS-based competition, access seekers will be wnaged to make use of existing
DSLAM investments (and perhaps install additioraabs in their existing DSLAMS).

36 ACCC LCS and WLR Decision, p. 113; ACCC PSTN Ogcizion, p. 135.
%7 12009] ACompT 2, [165]; [2009] ACompT 5, [60],4Y.
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In relation to the PSTN OA CBD exemptions, the AC@isiders that maintaining
the CBD exemption would also encourage the ecoraliyiefficient use of the
alternative network infrastructure available in @BD ESAs.

Efficient investment in infrastructure

The ACCC is of the preliminary view that accesskeeg will continue to invest in
DSLAM/MSAN infrastructure in order to provide seres via the ULLS, only where
it is efficient for them to do so.

In assessing the objective of whether grating exiemg is likely to promote efficient
investment in infrastructure, regard must be hatthéancentives for investment in
infrastructure®®

The ACCC considers that removing access to regiidteR, LCS and PSTN OA
services in the exempt ESAs provides an incentivaécess seekers to invest in
DSLAM/MSAN infrastructure in order to provide fixamice services via the ULLS
(which continues to be a regulated service in tleSAs). As outlined in section
23.1.3 above, the ACCC is of the preliminary viéattincorporating the effect of the
Exemption Determinations in the FADs will encourdige promotion of competition
in the exempt ESAs, which flow on effects for tligcceency of investment in new
infrastructure.

The ACCC is also required to have regard to thesrisvolved in making the
investment in infrastructur&® As outlined in section 23.1.1.2 above, the ACCC
considers that the uncertainty surrounding theauotlof the NBN may act as a
disincentive for investment in new infrastructureedo the risk of stranding.
However, for the reasons outlined in that sectiba, ACCC considers that access
seekers will continue to invest in DSLAM/MSAN inftaucture where it is efficient
for them to do so.

The ACCC is also of the preliminary view that ifnere to effectively ‘reverse’ the
Exemption Determinations at this stage (by notuditig them in the FADs for the
WLR, LCS and PSTN OA services), it would createartainty and instability,
especially for competitors who have invested in BBIMSAN equipment in
preparation for the exemptions taking effect. TH&GC considers this may create an
environment which would deter future efficient istrment in infrastructure.

23.2 Paragraph 152BCA(1)(b) — Legitimate business intere  sts
of a carrier or carriage service provider

This criterion requires the ACCC to have regarthlegitimate business interests of
the carrier or provider of the declared servicegmtieciding whether to
incorporation the effect of the Exemption Deterntimras into the relevant FADs.

The ACCC is of the preliminary view that incorpangtthe effect of the Exemption
Determinations into the FADs will not be detrimdntathe business interests of the
carrier or provider of WLR, LCS and PSTN OA sergi¢en most cases Telstra).

The ACCC notes that in non-exempt ESAS, the caorgrrovider will be able to
charge either commercially negotiated prices ferdhclared services, or have
recourse to the FAD prices for the declared WLRSLahd PSTN OA services. The

%8 paragraph 152AB(6)(c) of the CCA.
39 subsection 152AB(7A) of the CCA.
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proposed FAD prices for the WLR, LCS and PSTN Of#ent the underlying costs of
providing those services.

In the exempt ESAs, the carrier or provider of WER, LCS and PSTN OA services
will be able to commercially negotiate a price &orcess to the declared service with
access seekers.

23.3 Paragraph 152BCA(1)(c) — Interests of all personsw  ho
have rights to use the declared service

This criterion requires the ACCC to consider thelests of all persons who have the
right to use the declared services when decidingtiadr to incorporate the effect of
the Exemption Determinations into the relevant FADs

The ACCC interprets this criterion as requiringpithave regard to the interests of
access seekers.

If an ESA is exempt, access seeker will continueg@ble to commercially negotiate
terms of access to the relevant exempt servicés Walstra. The ACCC also notes
that the telecommunications-specific anti-competittonduct provisions of Part XIB
of the CCA will continue to apply to the conducttefecommunications carriers
(including Telstra) in those ESAs.

As noted above, the ACCC is of the view that thespnce of three ULLS-based
competitors (excluding Telstra); with a combinedp&d cent market share; and not-
insignificant DLSAM spare capacity, will provide ropetitive constraint on Telstra’s
WLR, LCS and PSTN OA prices in the exempt ESAs.

The ACCC notes that Tribunal’s Metropolitan Ordgnge access seekers a six month
notice period after an ESA is published as an “ExeESA” on the ACCC'’s website
until the exemption takes effect in that ESA. THe@C considers that this is
sufficient notice so that access seekers can niekaative arrangements where
necessary for the supply of the previously regdiaervices. Further, since August
2009 (WLR and LCS) and September 2009 (PSTN OAgscseekers have been
aware that any of the 380 Attachment A ESAs couwletiptially be become exempt
ESAs.

The ACCC is of the preliminary view that the comathis and limitations contained in
the Exemption Determinations are sufficient to eaghat the interests of access
seekers will not be unduly harmed by including é¢ffect of the Exemption
Determinations into the FADs for the WLR, LCS arsNA OA services.

23.4 Paragraph 152BCA(1)(d) — Direct cost of providing

access to the declared service
The ACCC is of the preliminary view that incorpangtthe effect of the Exemption
Determinations into the FADs for the WLR, LCS arfslTiN OA services will not be

detrimental to the recovery by the access provadés direct costs of providing the
declared services.
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23.5 Paragraph 152BCA(1)(e) — The value to a party of
extensions, or enhancements of capability, whose co st
Is borne by someone else

This criterion requires the ACCC to consider theigdo a party of extensions,
enhancements of capability, whose cost is borngonyeone else when deciding
whether to incorporate the effect of the Exempiaterminations into the relevant
FADs.

The ACCC is of the preliminary view this criteri@gnot directly relevant to its
decision of whether to incorporate the Exemptioterainations into the FADs for
the WLR, LCS and PSTN OA services.

23.6 Paragraph 152BCA(1)(f) — The operational and techni  cal
requirements necessary for the safe and reliable
operation of a carriage service, a telecommunicatio ns
network or a facility

The ACCC is of the preliminary view that the safg aeliable operation of a carriage
service, a telecommunications network, or a facilitll not be compromised by the
incorporation of the Exemption Determinations ititte FADs for the WLR, LCS and
PSTN OA services.

23.7 Paragraph 152BCA(1)(g) — The economically efficient
operation of a carriage service, a telecommunicatio ns
network or a facility

This criterion requires the ACCC to consider theremnically efficient operation of a
carriage service, a telecommunications networkfacaity when deciding whether to
incorporate the effect of the Exemption Determimagiinto the relevant FADs.

The ACCC has had regard to economic efficiencylation to its LTIE assessment
in section 22.1 above. As discussed above, the AG@Cthe view that incorporating
the exemption determinations into the FADs for\tfeR, LCS and PSTN OA
services will encourage the economic efficient afsand investment in infrastructure.

The ACCC is also considers that the Exemption Datetions promote competition
primarily in the markets for retail fixed voice anetail bundled voice and broadband.
The ACCC considers that the promotion of competitiall also encourage the
efficient use of and investment in infrastructurbe Tribunal was also of the opinion
that if competition is promoted then, in a casehsag this, efficient investment is
encouraged’®

23.8 Other relevant matters

The ACCC is of the preliminary view that regulat@srtainty and consistency are
relevant matters that the ACCC should take intmantin deciding whether to
incorporate the effect of the Exemption Determioradiinto the FADs.

It is the ACCC'’s preliminary view that incorporagithe effect of the Exemption
Determinations into the FADs for the WLR, LCS aralTiN OA services will

37012009] ACompT 2, [165].
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promote regulatory certainty and consistency whering between the old Part XIC
and the amended Part XIC access regime. It is @E@&s view that regulatory
consistency supports past investment and promitiessiry confidence in making
future investments.

The Exemption Determinations were the result oftey, complex, and careful
consideration by both the ACCC and the Tribunak Exemption Determinations
were considered to be in the LTIE at the time tiveye made by the Tribunal and the
ACCC, and were envisaged to operate until AugudtRvend LCS) and September
(PSTN OA) 2014.

The ACCC is of the preliminary view that Telstralatcess seekers may have made
investments in preparation for the exemptions cgnmito effect. Access seekers may
have installed new DSLAM/MSAN equipment in ordemptovide voice services via
the ULLS. Telstra is likely to have invested in nbiing systems in preparation for
the exemptions taken effect. The ACCC considersrdgulatory certainty and
consistency is necessary to protect such efficrargstment, and create a certain
environment to promote future efficient investment.
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Part D: NBN-based wholesale services

The ACCC uses the term “NBN-based wholesale sesViterefer to any wholesale
services which are supplied by NBN access seelging the NBN access network.

The ACCC seeks industry submissions on whetheF#&ias for the WLR, LCS,
PSTN OA and PSTN TA services should apply to NBNdaawholesale services.

In particular, the ACCC seeks industry submissimmsvhether a transition period of
regulation for these services will be necessaryfice providers to be able to
interconnect with the PSTN network as well as tiB\NNoased network. The ACCC
seeks to ensure regulatory conditions that wilhpote positive competition outcomes
in the migration period from the CAN to the NBN.

If the ACCC decides to specify terms and conditiohaccess to NBN-based
wholesale services in the FADs, the FADs must ibelterms and conditions relating
to price (or a method of ascertaining a priceltifimse services. As the NBN-based
wholesale services will not be provided over TalstiCAN, the FLSM will not be
suitable for estimating the costs of access fosdtservices.

As such, the ACCC will need to consider an appaiprimethod of ascertaining a
price for the relevant NBN-based wholesale servioethe purpose of the FADs. For
instance, the price could be based on an NBN lz&siess service price and the costs
the access provide would incur in developing theises which are delivered over
the NBN.

Questions

13. Should the FADs for the WLR, LCS, PSTN OA a8ITR TA services apply
NBN-based wholesale services?

14. Should there be a time limit on the regulabbiNBN-based wholesale
services? For example, should such regulation lkedrback as competition
develops, or as the roll-out of the NBN reaches metion?

15. If NBN-based wholesale services are coverethdyADs for the relevant
services, what is an appropriate method of ascéngaia price for these
services?
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Part E: Fixed principles provisions

Part E outlines the relevant legislation in relatio fixed principles provisions, and
seeks industry submissions on whether any termsamditions in the FADs should
be designated as fixed principles provisions.

24  Fixed principles provisions: relevant legislatio n

24.1 Fixed principles provisions

An AD may contain a provision that is specifiedhe determination to be a ‘fixed
principles provision®"* Both price and non-price terms and conditionstman
designated as fixed principles provisions.

An AD must specify a ‘nominal termination date’ #fixed principles provision
(which may be a date later than the expiry datetferaccess determinatioty.

The effect of specifying that a provision is a fixgrinciples provision is to lock in the
matters dealt with in that provision until the nowaditermination date.

24.2 Considerations for making fixed principles provisio ns

The ACCC must have regard to the criteria specifieslbsection 152BCA(1) of the
CCA when making an FAD, and will have regard ta ttriteria when deciding
whether to make a provision in an FAD a fixed piphes provision.

The Explanatory Memorandum to the CACS Bill notest fixed principles
provisions will enable the ACCC to provide greatgyulatory certainty in certain
circumstances. The Explanatory Memorandum prouidegollowing example:

where the ACCC adopts a utility pricing model fettsng the access price for
a declared service — with all price determinatidnsng the economic life of
the relevant facility based on a regulated assst bahe ACCC will be able to
lock in a regulated asset base for the requisitiepa’

The ACCC considers that regulatory certainty wdldn important and relevant
consideration when deciding whether to make a gromiin an FAD a fixed
principles provision.

24.3 Variation of fixed principles provisions

Subsection 152CBD(5) of the CCA requires that id@hincludes a fixed principles
provision, the AD must:

. provide that the AD must not be varied so as terat remove the fixed
principles provision, or

" specify that the fixed principles provision canyheé varied under specific
circumstances which are specified in the AD.

371 gubsection 152BCD(1) of the CCA.
372 gubsection 152BCD(2) of the CCA.
373 Explanatory Memorandum to the CACS Bill 20101.80.

250



Once those provisions under subsection 152CBDéjrerde, they cannot be varied
or removed’* An AD more generally cannot be varied in a marthat is

inconsistent which the provisions made under sulwet52BCD(5

)375

24.4 Replacement and cessation of ADs

The table below sets out what happens to a fixattiptes provision when an AD is
replaced and when an AD ceases to be in force.

Event

What happens to the fixed principles provision?

Replacement An AD is replaced by a
new AD, and the fixed principles
provision in the previous AD has not
yet expired.

The replacement AD musiclude a provision in the sam
terms as the fixed principles provision from theyious
AD.376

The provision in the replacement AD must be spediéis
a “fixed principles provision®’’

The nominal termination date included in the replaent
AD must be the same as, or later than, the nominal
termination date included in the previous AD.

If the previous AD specified that the fixed prirleip

provision cannot be varied, or specified that th@vsion
can only be varied under specific circumstances) the
replacement AD must also adopt those same t&ms.

Cessation An AD ceases to be in
force before the nominal termination
date for the fixed principles provision
(and is not replaced)

|72}

The fixed principles provision ceases to be indondien
the AD ceases to be in fort8.

374
375
376
377
378
379
380

Paragraph 152BCN(4)(a) of the CCA.
Paragraph 152BCN(4)(b) of the CCA.
Paragraph 152BCD(3)(d) of the CCA.
Paragraph 152BCD(3)(e) of the CCA.

Paragraph 152BCD(3)(f) of the CCA.
Paragraphs 152BCD(3)(g) and (h) of
Subsection 152BCD(4) of the CCA.

the CCA.
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25  Fixed principles provisions in the FADs

Key points

» Setting fixed principles provisions can promoteulatpry certainty, including
certainty over time about the framework used toreste access prices. Fixed
principle provisions may apply to price and noreprierms and conditions.

= The ACCC has not previously consulted explicitlyroaking fixed principles
provisions. There has, however, been extensiveuttation on how a BBM
approach should be implemented for estimating pricethe declared fixed line
services.

» Telstra proposed a detailed set of principles foreghod of setting prices in its
submission to the September 2010 Draft Report.

= The ACCC considers that fixed principles provisishsuld be included in FADS.
These provisions would ‘lock in’ the pricing framerk and provide the industry
with certainty over time about how the ACCC wousdimate prices for the
declared fixed line services.

» The fixed principles provisions proposed by the AC@ould ‘lock in’ the initial
value of the RAB and specify the RAB roll-forwarcamanism, the processes
applied to assess forecasts of operating and tappanditure and demand, and
efficiency incentive mechanisms.

Fixed principles provisions promote regulatory aerty and may provide greater
price stability. The ACCC proposes to make fixeith@ples provisions that terminate
later than the expiry date for the FADs for thelded fixed line services.

25.1 Setting fixed principles provisions on the pricing
framework

The fixed principles provisions proposed in thisadission paper would provide
certainty over time for industry participants oe fbricing framework used by the
ACCC to implement a BBM approach to estimating @sitor the declared fixed line
services. A major rational for moving to a BBM apgach was to improve pricing
certainty for all industry participants.

The ACCC recognises that it has not previously atted explicitly on making fixed
principles provisions. Such provisions were notilaée under the previous
legislation. However, the ACCC has consulted extemg since December 2009 on
the appropriate pricing framework for the declafigdd line services and on the
details of how the BBM approach should be impleraént

The ACCC is of the view that including fixed pript#s provisions in the FADs will
provide certainty about how the ACCC will estimpteces for the declared fixed line
services after the end of the proposed five-yegulegory period in 2016. Certainty
over time on the pricing framework will assist isthy participants in their business
and investment planning during the transition ® NBN.

The ACCC considers that the provisions proposedtigdiscussion paper will
promote regulatory certainty by ensuring that tiBvBapproach will be implemented
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consistently and predictably in future regulatoeyipds. Further, the ACCC considers
that the proposed fixed principles provisions #&ely to reduce the regulatory burden
and the time required to conduct price resets hokeng the need to review all
aspects of the pricing framework at every pricetes

Setting fixed principles provisions can also proenptice stability. An example of
this is locking in the initial RAB used in the FLSdr estimating prices for the
declared fixed line services. As noted in chaptehd continual revaluation of
network assets under the previous TSLRIC+ approesdted ongoing uncertainty
over the level of access prices.

25.2 Telstra’s proposed ‘pricing principles’

Telstra’s submission to the September 2010 DraftoRencluded 8BM Framework
for Declared Fixed Line Services—A Working Prop@dbchedule 5. Telstra’s
proposal specified a detailed set of principlessktting prices. Telstra stated that its
proposed ‘pricing principles’ were based on thaset@ined in the National
Electricity Law (NEL)>®

In general terms, Telstra proposed that pricesldhmiset to allow it a reasonable
opportunity to recover at least its efficient codtslefined efficient costs as including
a risk-adjusted return on the value of the RABgtann of the value of the RAB,
operating expenditure and the tax building blodkege are the standard components
of the revenue requirement under a BBM.

Telstra also proposed a number of specific prirspincluding:

= aregulatory period of two years with specifiedqasses and timeframes for the
ACCC'’s price resets

= |ocking in the initial RAB value

= |ocking in the RAB roll-forward mechanism—the praed process was similar to
that proposed by the ACCC in chapter 6, exceptTeédtra proposed to index the
RAB value in rolling it forward

» specifying that the WACC is a nominal pre-tax WACC

» fixing values for most of the WACC parameters apécifying the method used
to estimate the inflation rate, the risk-free rael the DRP used for each price
reset

= aprocess for Telstra to submit all other requirgulits (that is, forecast operating
and capital expenditures, forecast demands foicgand cost allocation factors)
with limited provision for ACCC revision and asse&nt.

25.3 ACCC's proposed fixed principles provisions on the
pricing framework

The ACCC proposes to make fixed principles provisithat specify the method of
estimating prices using a BBM approach. In develgpis views, the ACCC has
considered pricing principles and rules adoptedfther industries by regulators,
including the ACCC and AER.

3l The NEL is available ahttp://www.legislation.sa.gov.aThe NEL is contained in a Schedule to

the National Electricity (South Australia) Act 199%he NEL is applied as law in each
participating jurisdiction of the NEM by applicatiGtatutes.
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To assist interested parties, the ACCC has develppdiminary proposals on the
fixed principles provisions that could be included~ADs. While submissions have
already been made on some of these provisions @uldcking in the RAB value),
others have not previously been considered by inglas part of the ACCC'’s
consultation processes. The ACCC seeks views oméiters that should be included
as fixed principles provisions as well as spedfiggestions on the design of the
provisions.

25.3.1 Initial RAB value

In its December 2009 Discussion Paper and SeptedWd€) Draft Report, the ACCC
proposed to lock in the initial RAB value, and riblforward using a specified roll-
forward mechanism. There was industry general ageeéthat locking in the RAB
value would promote certainty in the ACCC'’s pricisygproach.

The ACCC notes that, in adopting BBM approacheoftber industries, regulators
have typically locked in the initial RAB value. Fexample, the ACCC has proposed
that a locked-in RAB value should be a pricing pihe in regulating water
businesses:

Once a RAB value is set it must not be subjeceét@luation. Revaluation creates uncertainty
for the regulated business and its customers amdesalt in price shocks and windfall gains

or losses to the busine?éssz.

Locked in RAB values have also been implementethbyAER for the regulated
energy businesses and by state regulators, suble &ssential Services Commission
of Victoria and the Independent Pricing and Reguiafribunal (IPART) of New
South Wales, for industries including water andrgpe

The ACCC proposes that the RAB value, once seyldhwt be subject to
revaluation. Revaluation of an existing RAB coutdate uncertainty for Telstra and
its customers, including access seekers. It cdatwlrasult in price shocks and
windfall gains or losses to industry participartarther, the periodic revaluation of
sunk assets could result in Telstra facing an whptable revenue stream that could
deter efficient investment.

The ACCC proposes to lock in the RAB for futureulkedory periods by making a
fixed principles provision. The ACCC considers ttias will contribute to continuity
and predictability in moving from one regulatoryripe to the next.

25.3.2 RAB roll-forward mechanism

Once the initial RAB value has been set, it wilkdd¢o be updated each year to reflect
forecast capital expenditure, depreciation andtasposals. A fixed method of
calculating how the opening RAB value for each ye#irbe rolled forward will
promote certainty and predictability. The mechans$rauld not allow scope for
revaluing the RAB. This will ensure that the initRAB value is locked in, as
proposed in section 25.3.1 above.

In chapter 6 of this Discussion Paper, the ACC(Qpsed the following roll-forward
mechanism:

32 ACCC,ACCC pricing principles for price approvals and eeninations under the water charge

(infrastructure) charge rulegdraft, January 2011, p. 19.
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RAB.; = RAB + capex— depreciatiop— asset disposals

whereRARB.; = opening RAB for the next regulatory year
RAR = opening RAB for the current year
capex = forecast capital expenditure during the curyear (after the
half-WACC adjustment)
depreciation= depreciation during the current year
asset disposals asset disposals during the current year

The opening RAB for the next regulatory year isada the closing RAB for the
current year.

The ACCC proposes that this roll-forward mechanismncluded as a fixed
principles provision.

25.3.3 Operating and capital expenditure forecasts

In this discussion paper, the ACCC has proposedegses for assessing Telstra’s
forecasts of operating and capital expenditure $sedons 7.3.4 and 6.2.5
respectively). These processes will ensure thatoteeasts adopted by the ACCC for
estimating prices in the FLSM will reflect prudeatd efficient costs.

The ACCC considers that the processes it will admpassessing the prudency and
efficiency of forecasts provided by Telstra, eittt@ough an RKR or by other means,
should be included as fixed principles provisidfg: operating expenditure forecasts,
the provision would state that:

Forecasts for operating expenditures during thelatgry period must be based on
reasonable assumptions of the efficient costsylitebe incurred in this period. In
making an assessment of the prudent and efficjgariating expenditure for the next
regulatory period, the ACCC will take into account:

= the access provider’s level of operating expenditmrthe previous regulatory period

= the reasons and evidence supporting changes tatimgeexpenditure in the next
regulatory period and

= any other relevant information.
For capital expenditure forecasts, the provisionldstate that:

Forecasts for capital expenditures during the egguy period must be based on
reasonable assumptions of the efficient costsylitebe incurred in this period. In
making an assessment of the prudent and efficagitat expenditure for the next
regulatory period, the ACCC will take into account:

= the access provider’s level of capital expenditnréne previous regulatory period

= the reasons and evidence supporting changes tatmgeexpenditure in the next
regulatory period

= whether the access provider's asset managememiamuing framework reflects
best practice and

= any other relevant information.

The ACCC proposes that details on the nature amicigi of the operating and capital
expenditure forecasts, and supporting evidenceijned)from Telstra will be
specified in a BBM RKR (see chapter 4).
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The ACCC seeks submissions on whether or not teeradked principles provision
that states that in the next regulatory periodadjoistments will be made to
compensate the access provider for, or recoup fhenaccess provider, any
differences between actual and forecast operatidgcapital expenditures in the
previous regulatory period. Such a provision waniglement the efficiency benefit
sharing scheme proposed in sections 6.2.5 and Gf 3Ms discussion paper.

The ACCC seeks submissions on whether or not a fixeciples provision should
be made to allow for cost pass-throughs, in defgismimstances, in relation to
uncontrollable and unforeseeable events that hawgn#icant and material impact on
the access provider’s costs. An example would imajar natural disaster or act of
terrorism.

25.3.4 Weighted average cost of capital

As noted in chapter 4, the FLSM undertakes the nitgjof the price estimation
calculations in real terms. A real vanilla WACC rhhbe applied for consistency with
the real approach adopted in the FLSM. The forrmfardahe vanilla WACC is set out
in chapter 6.

To ensure continued consistency with the FLSM ABE€C proposes to make a fixed
principles provision specifying that a real vanWlBACC is used in estimating prices.

The ACCC has not included values for specific WAgaameters in the draft FADs.
Below are the preliminary views of the ACCC on hibvese parameters could be
specified in fixed principles provisions. The ACG€eks submissions on whether or
not WACC parameters or methods for determining tBould be included as fixed
principles provisions.

Cost of equity

For certainty, and for consistency with the ACC@éneral regulatory approach, the
ACCC proposes that the cost of equity is to baresgted using the domestic CAPM.

Risk-free rateFor consistency and predictability, the ACCC’slpgninary view is

that the risk-free rate is based on the yield b gear CGS bond, using an averaging
period of between 10-40 business days commenciotpas as practically possible to
the start of the regulatory period.

Specifying a range for the averaging period willegthe ACCC some flexibility to
use a longer or shorter period, if considered resrgdo address financial market
volatility or to exclude extraordinary events. TRé CC would consult on an
appropriate averaging period within the specifiaage during its price reset
consultation.

Market risk premiumThe ACCC'’s preliminary view is that the MRP isskd on a
long-term historical average value.

Equity beta The equity beta used in estimating prices isrechmark value that
typically does not change significantly over time.

The ACCC'’s preliminary view is that the equity beteould be set in reference to an
appropriate benchmark value.

Equity issuance costés noted in chapter 6 of this Discussion Paper ACCC
considers that equity issuance costs should bereeed as a cash flow (operating
expenditure) allowance when Telstra raises equipytal.
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Cost of debt

Debt risk premiumThe DRP is a benchmark that reflects the efficeast of debt of
a telecommunications business. The ACCC'’s prelinyingew is that the following
method of calculating the benchmark DRP shoulddwelin the FLSM.

The proposed method would require that the DRPsbmated on the basis of the
benchmark gearing level on the yields of relevamporate bonds with a 10 year
maturity to match the term of the risk free ratheaveraging period used in
estimating the DRP would be the same as that usestimating the risk-free rate.
This method would ensure consistency in the appemased to estimate the DRP
and the risk-free rate.

The relevant corporate bonds would have the saptiteating as that applicable to a
benchmark telecommunications business. The AERta&sd that the benchmark
credit rating applicable to a regulated businesssibbe estimated and cannot be
determined with certainty’®® Telstra has proposed that the credit rating used t
estimate the DRP should be Telstra’s credit raftiogp Standard and Poor’s observed
over the same averaging period used to estimatesthiéree rate.

Gearing level The debt-equity ratio of 40:60 proposed in thgedssion paper
(chapter 6) is a benchmark and is not thereforeebegl to vary significantly over
time. Fixing this benchmark value as a fixed piphes provision would promote
regulatory certainty and consistency. It would gdsavide an incentive for the access
provider to implement more efficient capital finamg arrangements. The ACCC
seeks submissions on whether or not this shouldfbed principles provision.

Debt issuance cost3o estimate debt issuance costs, the ACCC andEfeemploy
a methodology set out in the 2004 Allen Consultrgup’s (ACG) report ‘Debt and
equity raising transaction costs’. The estimatdat tssuance costs are periodically
updated using this methodology. The ACCC seekswigwwhether this
methodology should be a fixed principles provision.

Debt beta The ACCC has previously used a debt beta of atev consulting with
industry. The ACCC proposes that a fixed princigdesvision specify that the debt
beta is zero.

Gamma

The value of gamma cannot be estimated with angiogy due to the wide range of
empirical estimates. The ACCC seeks submissionghmther a fixed principles
provision is appropriate for gamma.

25.3.5 Tax

In the FLSM, tax is calculated according to benctknparameters. The benchmark
approach relies on setting the initial openingdaget value equal to the initial
opening RAB and then rolling it forward. The ACC@poses to make a fixed
principles provision that sets the initial opentag RAB as at 1 July 2009 equal to
the initial opening RAB as at 1 July 2009 and thattax RAB is rolled forward.

33 Australian Energy RegulatdEectricity transmission and distribution networssice providers,

Review of the weighted average cost of capital (@XgarametersMay 2009, p. 346.
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The ACCC considers that a fixed principles prowisshiould specify that the tax rate
used in determining tax liabilities in the BBM wilke set equal to the corporate tax
rate specified in legislatioft?

25.3.6 Demand forecasts

The ACCC considers that a fixed principles provisétiould be made to specify the
process for assessing the access provider’s defosuwhsts. The ACCC'’s
preliminary view is that the provision would st#tat:

In forecasting demand for the declared fixed lieeviges for the next regulatory period,
the ACCC will take into account any forecasts pded by the access provider. In
assessing the access provider's forecasts, the AGICEonsider whether the forecasts
provided by the access provider:

= are based on an appropriate forecasting methodology
= are based on reasonable assumptions about theikegsf demand

= utilise the best available information, includingtbrical data that can identify trends
in demand, and

= take account of current demand and economic comditi

The ACCC proposes that details on the nature amicgi of the demand forecasts,
and supporting evidence, required from Telstra bellspecified in a BBM RKR (see
chapter 4).

25.3.7 Cost allocation factors

The ACCC considers that a fixed principles prowisstiould be made on the
calculation of cost allocation factors for the @eel fixed line services. The ACCC'’s
preliminary view is that the provision would stéteat:

= The allocation of the costs of operating the PShbudd reflect the relative usage
of the network by various services to the exteat this possible to obtain reliable
information on their usage of the network.

= To the extent it is possible to obtain reliableomfation on the direct costs
incurred in providing specific services, direct tsoshould be attributed to the
service to which they relate and not more than aa@ny category of service.

» The cost allocation factors for shared costs shmfldct causal relationships
between supplying services and incurring costs Bach relationships can be
reliably identified without undue cost and effort.

»= No cost should be allocated more than once to anyce.

25.4 Setting fixed principle provisions for non-price te rms
and conditions

Since the ACCC has not previously consulted on price terms and conditions, it
has not considered, at this stage, if fixed prilesprovisions should be made in
respect of non-price terms. It seeks industry viewsvhether any non-price issues
should be addressed in fixed principles provisions.

34 Subsection 23(2)ncome Tax Rates Act 1986th).
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25.5 Nominal termination date for fixed principles provi sions

Subsection 152BCD(2) requires that there musti@nainal termination date for
fixed principles provisions. This date can be ldlt@n the expiry date of access
determinations.

The ACCC'’s preliminary view is that the nominalntenation date should be

30 June 2021. This means that the fixed principtesisions will apply for a ten year
period. The ACCC considers that this will give théustry certainty during the
transitional period to the NBN. Extending the fixaihciples provisions past the
proposed expiry of the initial regulatory periodlvweinsure that prices are calculated in
a consistent manner in subsequent regulatory period

Questions

174

16.  What fixed principles provisions should be irttdd in FADs in respect of the
pricing framework?

17. Should any non-price terms and conditions brided in fixed principle
provisions in the FADs? If yes, give details.

18. What ‘nominal termination date’ should be setthese provisions?
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Appendix A: Description of the fixed line services

Following are brief descriptions for each of theefi line services that are covered by
this review. The full service descriptions for eaehnvice can be found in the ACCC’s
Fixed Services Review Declaration Inqufduly 2009) (available from the ACCC’s
website:http://www.accc.gov.au

ULLS

The ULLS is a service for access to unconditioraales usually a copper wire pair,
between an end user and a telephone exchange. it @éssentially gives an access
seeker the use of the copper pair without anytdia or carriage service. This allows
the access seeker to use its own equipment in@raage to provide a range of
services, including traditional voice services aigh speed internet access, to end-
users connected at the exchange. The ULLS hasébdedlared service since 1999
and was redeclared in 2088.In July 2009, the declaration was extended farthér
five-years until 31 July 201%°

WLR

The WLR service allows access seekers to resebbdBi line rental service that
allows an end-user to connect to the traditionaderaetwork, make and receive calls
and have a telephone number. The WLR was firstadedlin 2006, excluding the
CBD areas of Sydney, Melbourne, Brisbane, Adelaiut Perttt®’ In July 2009, the
declaration was extended for a further five-yearti 81 July 20142

LSS

Line sharing is where two separate carriers prosajgrate services over a single
copper line. The copper line spectrum is normalit ¢or shared) so that:

= one carrier or service provider provides the vaiervices over the line

» the LSS access seeker provides high-speed broadbkarides, through the use of
its own xDSL technology, over the higher frequepayt of the copper line.

The LCS has been a declared service since 200@asdedeclared in 20G7° In
July 2009, the declaration was extended for a éurfive-years until 31 July 2074°

PSTN OTA

The PSTN OA service is the carriage of telephotis @@m the calling party to a
point of interconnection (POI) within an accesskegs network. The PSTN TA is
the carriage of telephone calls from a POI withiraacess seeker’s network to the
party receiving the call. Access seekers curramt/PSTN OA and TA services to
provide the following services:

35 ACCC, Declaration inquiry for the ULLS, PSTN OTA and Cl-Linal determinationJuly
2006.

386 ACCC,FSR Declaration InquiryJuly 2009.

387 ACCC,Local Services Review—Final decisidun)y 2006.

388 ACCC,FSR Declaration InquiryJuly 2009.

%9 ACCC,LSS - Final decision on whether or not a LSS shbeldeclared under Part XIC of the
TPA August 2002; ACCCReview of the Line Sharing Service Declaration raFDecision
October 2007.

390 ACCC,FSR Declaration InquiryJuly 2009.
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= pational long-distance calls

» international calls

= mobile phone to fixed network calls

» fixed network to mobile network calls, and
= |ocal calls.

The PSTN OTA has been a declared service since d8@YWas redeclared in
2006>°* In July 2009, the declaration was extended farthér five-years until
31 July 2014

LCS

The LCS is a service for the supply of an end-td-esice grade carriage service
between two points within a standard zone. It al@ecess seekers to resell local
calls to end-users without the need for deployugssantial alternative infrastructure.
Commercially, the LCS is generally sold with the RILThe LCS has been a declared
service since 199%and was redeclared in 2086excluding the CBD areas of
Sydney, Melbourne, Brisbane, Adelaide and P&Rm July 2009, the declaration

was extended for a further five-years until 31 R0y 4%

391 ACCC, Declaration inquiry for the ULLS, PSTN OTA and CL-tEinal determinationJuly

2006.
392 ACCC,FSR Declaration InquiryJuly 2009.

393 ACCC, Declaration of local telecommunications servicésly 1999.

394 ACCC,Local Services Review — Final Decisjduly 2006.

395 Note the variation of the declaration was in recéogm of the previous exemption granted to the
LCS in the CBD areas. See: ACCO&yture scope of the local carriage service — fidatision,
July 2002.

396 ACCC,FSR Declaration InquiryJuly 2009.
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Appendix B: Submissions to December 2009
Discussion Paper and September 2010 Draft Report

Submissions received in response to December 2008ddission Paper

Competitive Carriers Coalitiorgubmission to ACCC Discussion Paper: Review of 24@ess
Pricing Principles for Fixed Line ServiceBebruary 2010.

Frontier Economics (on behalf of the Competitivai@rs Coalition)Access pricing
principles for fixed line services — A responséh® ACCC’s Discussion Paper prepared for
the CCC February 2010.

Macquarie Teleconubmission in response to the ACCC'’s DiscussioreR&gbruary 2010.

Optus,Optus Submission to Australian Competition and @Goresr Commission in response to
discussion paper: Telecommunications Access Priemmgciples for Fixed Line ServiceBebruary
2010.

Optus,Telecommunications Access Pricing Principles foeeli Line Services — Letter to the AGCC
17 May 2010.

Optus,Review of Access Pricing Principles for Fixed Lésevices — Letter to the ACCC3 July 2010.

CEG (on behalf of OptusReform of Part XIC: Regulatory Certainty — Incraagregulatory
certainty for telecommunications assets in AusraliA report for OptusJune 2009.

CEG (on behalf of Optusast cost recovery and asset valuation — A remarOfptus March
2010.

CEG (on behalf of Optusfccess price flexibility with a vertically integeat access provider
— A report for OptusMarch 2010.

NERA (on behalf of OptusRole of TSLRIC in telecommunications regulationrepgort for
Optus July 2003.

Telstra,Review of 1997 Guide to Telecommunications Access® Principles for Fixed Line
Services — Telstra’s response to the ACCC'’s Disend2aper 26 February 2010.

TransACT,Submission to the ACCC's Discussion Paper: Reviel®87 Access Pricing Principles
for Fixed Line Service®6 February 2010.

VHA, Review of Pricing Principles for Fixed Line Sendgce Submission to the Australian Competitjon
and Consumer CommissioRebruary 2010.

Submissions received in response to September 2@ f&ft Report
AAPT, Submission by AAPT Limited to the Australian Coitipetand Consumer Commission’s Draft
Report Titled Review of the 1997 telecommunicatimtgss pricing principles for fixed line services
September 2010.

Frontier Economics (on behalf of the Competitiveri@as Coalition), Submission on the ACCC's draft
report — Review of fixed line pricing principles®™Report Prepared for the Competitive Carriers’
Coalition, October 2010.

Herbert Geer (on behalf of iiNet, Internode and idaternet) Review of the 1997
telecommunications access pricing principles feedi line services — Submissions on behalf of iiN¢

—
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Internode and Adam Internedctober 2010.

Joe TerranoveSubmission on the Review of Access Pricing Priesifibr Fixed Line Services — draft
report, 5 October 2010.

M2 Telecommunicationssubmission to the ACCC in response to the DrafbRep
Telecommunications Access Pricing Principles foteli Line Service®ctober 2010.

Macquarie TelecormReview of the 1997 telecommunications access grimiimciples for fixed line
services22 October 2010.

Optus,Submission to ACCC in response to the Draft Repditlecommunications Access Pricing
Principles for Fixed Line Service®ctober 2010.

Optus,Draft Pricing Principles for Fixed Line ServicesRSTN Rate Structur&eptember 2010.
CEG (on behalf of Optusle-averaging ULLS prices — A report for Optdovember 2010.

RBS, Submission on ACCC Review of the 1997 TelecomntiamisaAccess Pricing Principles for
Fixed Line Services, Draft Report, September 2@dober 2010.

Telstra,Pricing Principles for Fixed Line Services: Respots the ACCC'’s Draft RepgrDctober
2010.

(D)ORC Calculations spreadsheet (confidenti@lirtober 2010.

(D)IHC Calculation spreadsheet (confidentiactober 2010.
Documentation for indexed historic cost calculati@Qttober 2010.

Covec (on behalf of Telstraj\pproaches to determining Telstra’'s Regulated ABast
October 2010.

Gilbert + Tobin (on behalf of TelstraReview of the 1997 telecommunications access grici
principles for fixed line service®ctober 2010.

Schedule 1Asset valuation, depreciation and cost recovery

Schedule 2: Deloitte (on behalf of Telstr&@ruce Porter, Deloitte Touche Tomatsu, Expert
advice re: use of written down accounting valué>afd network assets

Schedule 3Determining an initial RAB valuation — Implicatiaf Application by Telstra
Corporation Limited [2010] ACompT 1

Schedule 4Review of Australian regulatory precedent in setiimtial RAB values

Schedule 5Trade Practices Act 1974 — BBM framework for deethfixed network services -
A working proposal

Schedule 6A comparison of implementation approaches: the KR&lding blocks framework,
the ACCC BBM and Telstra’s BBM working proposal

Schedule 7: RBB Economics (on behalf of Telst@&gorge Siolis, RBB Economics: Service
lives for Telstra’s fixed network assets, Octob@t@

Schedule 8: KPMG (on behalf of Telstr&raig Mickle, KPMG: Preliminary assessment of

the Ovum-BBM cost model — Calculation of the affedbx rate, 21 October 2010
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Schedule 9Telstra analysis of WLR/LCS price trend and exgéenia
Schedule 10Telstra Commercial in Confidence information (ddenhtial).

Schedule 11CCA distribution table (confidential)

Telstra,Pricing Principles for Fixed Line Services: Suppétary response to the ACCC'’s Draft
Report November 2010.

Telstra,Fixed Line Pricing Principles review — RequestA@2CC's analysis (Letter from Telstra to N
John Skinner)22 September 2010.

Telstra,Pricing Principles for Fixed Line Services: Respots the ACCC's request for further
information (confidential)November 2010.

Schedule 1Excluded assets spreadsheet (confidential)
Schedule 2tncluded assets spreadsheet (confidential)

Schedule 3Regulatory Accounting Procedures Manual for the iRatgry Accounting
Framework (RAPM-RAF) (confidential)

Schedule 40pex spreadsheet (confidential)
Schedule 5Capex spreadsheet (confidential)
Schedule 6tndirect capital spreadsheet (confidential)

Schedule 7Operations and maintenance and indirect cost fastady — April 2008
(confidential)

Schedule 8: NERA (on behalf of Telstr&xpert Report of Nigel Attenborough, October 20
(confidential)

Schedule 9Depreciation spreadsheet (confidential)
Schedule 10LSS spreadsheet (confidential)
Schedule 11Real economic returns spreadsheet (confidential)

Schedule 12Estimating the cost of capital for Crown entitiesdaState-owned enterprises: A
handbook prepared for the Treasury October 199nf{dential)

Tim Hogard (Wide Blue Ocearfyixed line prices...costs with free local call8 September 2010.

TPG, Submission on draft pricing principle®2 October 2010.

VHA, Review of Access Pricing Principles for Fixed LBervices — Submission to the Australian
Competition and Consumer Commissi@ttober 2010.

Ir
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Appendix C: Draft FAD instruments for the declared
fixed line services

[DRAFT]

Final Access Determination No. X of 2011 (LSS)

Final Access Determination No. X of 2011 (LCS)

Final Access Determination No. X of 2011 (PSTN OA)
Final Access Determination No. X of 2011 (PSTN TA)
Final Access Determination No. X of 2011 (ULLS)
Final Access Determination No. X of 2011 (WLR)

Competition and Consumer Act 2010

The AUSTRALIAN COMPETITION AND CONSUMER COMMISSIONmMakes
these final access determinations under sectioB@52f the Competition and
Consumer Act 2010.

Date of decision:
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1.

1.1 This instrument sets out final access deterioing in respect of the declared

1.2

Application

services (‘relevant declared service’) specifiethia table.

Declared service Expiry of Title of final access Applicable
declaration | determination schedules
Line Sharing Service (‘'LSS’) 31 July 2014 Final Ass Determination | 1, 2,8, 9,
No. X of 2011 (LSS) 10, 11, 12,
13, 14, 16
Local Carriage Service 31 July 2014| Final Access Determination| 1, 3, 8, 9,
(‘LCS) No. X of 2011 (LCS) 10, 11, 12,
13, 14
Domestic PSTN Originating | 31 July 2014| Final Access Determination| 1, 4, 8, 9,
Access Service (‘PSTN OA’) No. X of 2011 (PSTN OA) 10, 11, 12,
13, 14
Domestic PSTN Terminating | 31 July 2014| Final Access Determination| 1, 5, 8, 9,
Access Service (‘PSTN TA') No. X of 2011 (PSTN TA) 10, 11, 12,
13, 14
Unconditioned Local Loop 31 July 2014| Final Access Determination| 1, 6, 8, 9,
Service (‘ULLS’) No. X of 2011 (ULLS) 10, 11, 12,
13, 14, 15,
16
Wholesale Line Rental Servige31 July 2014| Final Access Determination| 1, 7, 8, 9,
(‘WLR) No. X of 2011 (WLR) 10, 11, 12,
13, 14

These FADs do not apply to WLR services prowidg a carrier or carriage
service provider over the National Broadband Nekwor

Note:
1. From 1 January 2011:

» a carrier licence held by a carrier is subjectateondition that the carrier must
comply with any access determinations that areiegdge to the carrier; and

* a carriage service provider must comply with acgess determinations that are
applicable to the provider.

2. An Access Provider and Access Seeker may amtteah Access Agreement relating to a
declared service. Access Agreements prevail oveonisistent access determinations:
section 152BCC of th€ompetition and Consumer Act 2010

3. The declared services that are the subject e$ethfinal access determinations are
commonly referred to as the ‘fixed line services’.



2.1

3.1
3.2

3.3

4.2

Definitions and interpretation

Schedule 1 applies to the interpretation o thstrument. The Schedules form
part of this instrument.

Commencement and duration

These final access determinations commenceJamdary 2011.

These final access determinations remain imefaup until and including
30 June 2016.

Note:

1. An access determination may come into force dayawhich is earlier then the day the
determination is made: subsections 152BCF(1) araBC%(2) of theCompetition and
Consumer Act 2010.

2. These final access determinations revoke theriimtaccess determinations for thes
declared services , made on 2 March 2011 by theatipe of subsection 152BCF(9A) of
the Competition and Consumer Act 2010

The terms, including price and non-price terom)ditions and limitations set
out in these final access determinations do noe heffect in respect of each
relevant declared service in relation to the tireeqa 1 August 2014 to 30 June
2016, unless by 1 August 2014 the Australian Coitipetand Consumer

Commission (‘ACCC’) makes a decision to:

(a) extend or further extend the expiry datehaf tleclaration for the relevant
declared service; or

(b) allow the declaration to expire and to makeneav declaration for the
relevant declared service

under 152AL of the Competition and Consumer Ac@0
Terms and conditions of access

If a carrier or carriage service provider iguieed to comply with any or all of

the standard access obligations in respect of evaat declared service, the

carrier or carriage service provider must complyhwhose obligations on the

terms and conditions set out in this clause 4.

Note: The terms and conditions in a final accegerdgnation apply only to those terms and
conditions where an Access Agreement cannot béeglaco special access undertaking

is in operation and no binding rules of conductehlieen made: section 152AY of the
Competition and Consumer Act 2010

If the carrier or carriage service providerréguired to supply the relevant
declared service to a service provider, the caorecarriage service provider
must supply the service:

(a) at the price specified in the applicable schedet out in the table below;
and



4.3

5.2

5.3

Declared service Applicable schedule
LSS 2
LCS 3
PSTN OA 4
PSTN TA 5
ULLS 6
WLR 7

(b) on the non-price terms and conditions specifietthe applicable schedules
set out in the table below.

Declared service Applicable schedules

LSS 8,9, 10,11,12, 13, 14, 16
LCS 8,9, 10, 11,12, 13,14

PSTN OA 8,9, 10, 11,12, 13,14

PSTN TA 8,9, 10, 11,12, 13,14

ULLS 8,9, 10,11, 12, 13, 14, 15, 16
WLR 8,9, 10, 11,12, 13,14

This clause 4 is subject to clause 5.
Limitation on final access determination — prevaus exemptions

This clause applies where a determination (fepteon’):

(@) was made under section 152AS or 152AT of @ampetition and
Consumer Act 201@&nd

(b) was in force immediately before these final emscdeterminations came
into force,

to the extent that the determination relates televant declared service.

The standard access obligations do not apply tarrier or carriage service
provider in respect of a relevant declared servicethe extent that the
exemption would have applied under item 202 or 203Bchedule 1 to the
Telecommunications Legislation (Competition and <Loner Safeguards) Act
2010 prior to an access determination in relation tat thervice coming into
force.

This clause 5 continues the operation of tHleving exemptions as part of
these final access determinations:



5.3

5.4

6.1

(@)

(b)

LCS, PSTN OA and WLR class exemptions as vaogdhe ACCC on
18 November 2009; and

The Australian Competition Tribunal’'s (‘Tribah) LCS, PSTN OA and
WLR 2009 individual exemptions orders as madefraffd and varied on
24 August 2009 (in the case of LCS and WLR) andpt&nber 2009 (in
the case of PSTN OA)

For the avoidance of doubt:

(@)
(b)

clause 5.2 is subject to any conditions or tltmns specified in the
exemptions; and

these final access determinations provide fier ACCC to perform the
following functions, and exercise the following pess, in order to
continue the operation of the exemptions in acawrdavith clause 5.2:

(i) collect data from industry on a six-monthly basis the purpose of
calculating which ESAs are to be ‘Exemption ESAs’ the purpose
of the exemptions;

(i) make the necessary calculations to determine wit8As are
Exemption ESASs for the purpose of the exemptiond; a

(iif) publish on its website a list of those ExemptiorAE$1 accordance
with the exemptions.

This clause 5 expires:

(@)
(b)

Note:
1.

on 24 August 2014 in relation to the WLR and theSLIEADs; and
on 9 September 2014 in relation to the PSTN OA FAD.

Prior to 1 January 2011, sections 152AS and I5éf2the Competition and Consumer
Act 2010 provided for the ACCC to make ordinary class exeoms and ordinary
individual exemptions from the standard accessgakithns. These sections were
repealed by the Telecommunications Legislation (Competition and <Twoner
Safeguards) Act 201fdom 1 January 2011. Items 202 and 203 of Schetititethat Act
set out transitional arrangements. Under theseigioms, the exemptions continue to
have effect until the first access determinatidatieg to access to the relevant declared
service comes into force. An access determinatiay: m

e provide that any or all of the standard accessgabtins are not applicable to a
carrier or carriage service provider (either unétbmdally or subject to conditions or
limitations); or

» restrict or limit the application to a carrier aargage service provider of any or all
of the standard access obligations.

An access determination may also provide for theC&Cto perform functions, and
exercise powers, under the determination: sectiBBBC of the Competition and
Consumer Act 2010

These exemptions provide for the ACCC to cateul&Exemption ESAS’ every six
Months and publish a list of those Exemption ESAstbe ACCC's website. See:
http://www.accc.gov.au/content/index.phtml/itemig4407

Fixed principles provisions

This clause 6 sets out fixed principles prawisi that apply to the six FADs
contained in this document.



6.2

6.3

6.4

6.5

6.6

6.7

6.8

6.9

The six FADs contained in this document musth@ovaried so as to remove or
alter any of the fixed principles provisions below.

The below fixed principles provisions applyrfrd January 2011. The nominal
termination date for the fixed principles provissas 30 June 2021.

The initial opening regulatory asset base (RAdB)Xhe calculation of prices for
the six declared fixed line services is $17.75dnllas at 1 July 2009.

The RAB is to be rolled forward each year adew to the formula below:
RAB.:1 = RAB + capex— depreciatiop— asset disposals

whereRARB.; = opening RAB for the next regulatory year

RAR = opening RAB for the current year

capex = forecast capital expenditure during the curgear (after the
half-WACC adjustment)

depreciation= depreciation during the current year

asset disposals asset disposals during the current year

Forecasts for operating expenditures duringegalatory period must be based
on reasonable assumptions of the efficient coktyiito be incurred in this
period. In making an assessment of the prudent effidient operating
expenditure for the next regulatory period, the AC@ill take into account:

(a) the access provider’s level of operating exigere in the previous
regulatory period,

(b) the reasons and evidence supporting changes tatopeexpenditure in
the next regulatory period, and

(c) any other relevant information.

Forecasts for capital expenditures during the @guy period must be based on
reasonable assumptions of the efficient costsylikelbe incurred in this period.

In making an assessment of the prudent and efficigpital expenditure for the

next regulatory period, the ACCC will take into aaat:

(a) the access provider's level of capital expenditanride previous regulatory
period,

(b) the reasons and evidence supporting changes ttakcappenditure in the
next regulatory period,

(c) whether or not the access provider's asset managearad planning
framework reflects best practice, and

(d) any other relevant information.

A real vanilla weighted average cost of capital (@@) will be used in
estimating prices.

The initial opening tax RAB at 1 July 2009 is to ket equal to the initial
opening RAB as at 1 July 2009, as specified insgabi4. The tax RAB is to be
rolled forward.



6.10 The tax rate used in determining tax liabilitiesthe building block model will
be set equal to the corporate tax rate as spedifiesibsection 23(2) of the
Income Tax Rates Act 1986th).

6.11 In forecasting demand for the declared fixed lieeviees for the next regulatory
period, the ACCC will take into account any fordsagsrovided by the access
provider. In assessing the access provider’'s fatecghe ACCC will consider
whether the forecasts provided by the access peavid

(@)
(b)
(©)

(d)

are based on an appropriate forecasting methodology
are based on reasonable assumptions about theikeysf demand,

utilise the best available information, includingstbrical data that can
identify trends in demand, and

take account of current demand and economic comditi

6.12 Cost allocation factors

(@)

(b)

(©)

(d)

The allocation of the costs of operating thelTRSshould reflect the
relative usage of the network by various serviceshe extent that it is
possible to obtain reliable information on theiage of the network.

To the extent it is possible to obtain reliaioi®rmation on the direct costs
incurred in providing specific services, direct tsoshould be attributed to
the service to which they relate and not more thrace to any category of
service.

The cost allocation factors for shared cost®ukh reflect causal
relationships between supplying services and imogircosts where such
relationships can be reliably identified withoutdue cost and effort.

No cost should be allocated more than oncayosarvice.
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Schedule 1 — Interpretation & Definitions
Interpretation

In these FADS, unless the contrary intention apgpear

(@) the singular includes the plural and vice versa

(b) the words “including” and “include” mean “inding, but not limited to”; and

(© terms. defined in the CCA or tAielecommunications Act 199ave the same
meaning.

Definitions

ACCC means the Australian Competition and Consumer Casion

Access Agreementas the same meaning as given to that term iosetb2BE of
the CCA

Access Providerhas the same meaning as given to that term irestiba 152AR(2)
of the CCA

Access Seekehas the same meaning as given to that term inosetb2AG of the
CCA

ACDC means the Australian Commercial Disputes Centrated

ACDC Guidelines means the mediation guidelines of the ACDC as ipdcin
clause 10.10 of Schedule 10

ACMA means the Australian Communications and Media @itih
Band means the geographic classification of exchangacgeareas (ESAS)

Band 1 means the following ESAs located in central busrdistricts:
(@) NSW (City South, Dalley, Haymarket, Pitt, Kent)

(b) QLD (Charlotte, Edison, Roma Street, Sprind)Hil

(c) South Australia (Flinders, Waymouth);

(d) Victoria (Batman, Exhibition, Lonsdale); and

(e) WA (Bulwer, Pier, Wellington)

Band 2 means an ESA with more than 108.4 services inabjper in a square
kilometre area at the time this determination islejavhich is not a Band 1 ESA

Band 3means an ESA with 6.56 or more, but less than41@®rvices in operation in
a square kilometre area at the time this deternoinas made



Band 4 means an ESA with 6.55 or less services in operation in a square kilometre
area at the time this determination is made.

Note: These Band definitions are taken from Annexure A (Key Performance Indicators Operational Document) to
Telstra's Service Quality Strategy dated 23 June 2006 (available at
http://telstrawholesale.com//dobusiness/customerraibmment/docs/op sep quality strategy.jpdf

Billing Dispute means a dispute relating to a Charge or an invoice issued by the
Access Provider

Billing Dispute Notice means a notice given pursuant to clause 8.11 in Schedule 8

Billing Dispute Proceduresmeans the procedures set out in clauses 8.11 to 8.29 in
Schedule 8

Breach Noticehas the meaning set out in clause 14.5 of Schedule 14

Business Hourameans 8.00 am to 5.00 pm Monday to Friday, excluding a day which
is a gazetted public holiday in the place where the relevant transaction or work is to be
performed

Business Daymeans any day other than Saturday or Sunday or a day which is a
gazetted public holiday in the place concerned

Calendar Day means a day reckoned from midnight to midnight
CAN means a customer access network

Capped Exchangemeans an exchange that is included on a list that the Access
Provider has published of exchanges that are subject to capacity constraints

Carriage Service has the same meaning given to that term in section 7 of the
Telecommunications Act 199Cth)

CCA means th&€ompetition and Consumer Act 20(Cth)
Charge means a charge for the supply of a Service

Common Infrastructure Works means where an Access Seeker increases the
capacity of existing Facilities at an Exchange that could be used by itself and other
service providers.

Complex Servicemeans any service which is not a fixed service comprising:

(@  aconnection from a carrier or carriage service provider network boundary to
the local exchange;

(b)  atelephone number; and

(© access to other kinds of telecommunication services which is indicated by
dial-tone
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Connect Outstanding proces$as the meaning set out in clauses 16.24 and D8.25
Schedule 16

Confidential Information means all information, know-how, ideas, concepts,
technology, manufacturing processes, industrial, rketang and commercial
knowledge of a confidential nature (whether in fblgy or intangible form and
whether coming into existence before or after tenmencement of this FAD)
relating to or developed in connection with or uppgort of the business of a party
(thefirst mentioned party) but does not include:

(&) information which is or becomes part of the lpulblomain (other than
through any breach of this FADr a breach of any other obligation of
confidence in favour of the provider of the Confitdal Information or by any
other unlawful means of which the acquirer of tbafdential information is
aware;

(b) information rightfully received by the otherrpafrom a third person
without a duty of confidentiality being owed by tbther party to the third
person, except where the other party has knowléudagethe third person
has obtained that information either directly odiractly as a result of a
breach of any duty of confidence owed to the finsintioned party; or

(c) information which has been independently depetbor obtained by the
other party

Coordinated Capital Works Program means a planned Major Network
Modernisation and Upgrade that extends across thareone exchange service area
but does not include an Emergency Network Modetioisaand Upgrade

Coordinated Capital Works Program Forecasthas the meaning set out in clause
13.10 of Schedule 13

Coordinated Capital Works Program Schedulehas the meaning set out in clause
13.14 of Schedule 13

Disclosing Partyhas the meaning set out in clause 11.5 in Schddut# this FAD

Emergency means an emergency due to an actual or poterdglrence (such as
fire, flood, storm, earthquake, explosion, accigdegpidemic or war-like action)
which:

(a) endangers or threatens to endanger the safegadth of persons; or
(b) destroys or damages, or threatens to destrdgmage property,
being an emergency which requires a significant@ndrdinated response

Emergency Network Modernisation and Upgrade means a Major Network
Modernisation and Upgrade that is required ande@sonably necessary and a
proportionate response to address an Emergency

Equivalent Period of Noticemeans a period of notice commencing at the time tha
the Access Provider has approved and allocatedagpi¢éal expenditure or otherwise
approved and made a decision to commit to a Magimirk Modernisation and
Upgrade

11



ESA means an exchange service area which is a geograpda generally serviced
by a single Exchange

Exchangemeans a building in which telephone switching tireo equipment of an
Access Provider or Access Seeker has been institedse in connection with a
telecommunications network

Exemption ESA has the same meaning given to that term in thetrélien
Competition Tribunal’s 2009 WLR, LCS and PSTN OAdikidual Exemption
Orders.

Expert Committee means a committee established under clause 1 3¢hedule 10

Facility has the same meaning given to that term in secfionof the
Telecommunications Act 199Cth)

FAD means Final Access Determination

Fault means:

(@) a failure in the normal operation of a Netwarkin the delivery of a
Service; or

(b) any issue as to the availability or qualityaoBervice supplied to an end-
user via the Access Seeker, notified by the endtosthe Access Seeker’'s
help desk,

that has been reasonably assessed by the AccesgldPras being the Access
Provider’s responsibility to repair

General Notification has the meaning set out in clause 13.1

Independent Auditor means a person appointed as an independent auditor
accordance with clause 11.11 of Schedule 11

Individual Notification has the meaning set out in clause 13.1 of Schddule
Initiating Notice has the meaning as set out in clause 10.11 ofdbthé0
LCS means local carriage service

Limitation Notice has the meaning set out in clause 16.10 of Schddule

Listed Carriage Servicehas the same meaning given to that term in sectiohthe
Telecommunications Act 199Cth)

LSS means line sharing service

Major Network Modernisation and Upgrade means a modernisation or upgrade
that:
(@) involves the installation of Telstra custometess modules closer to end-
users than a Telstra exchange building;

12



(b) requires the removal/relocation of the LSSher t/LLS provided from
Telstra exchange buildings and the establishmeatraw POI (or
relocation of an existing POI) for the LSS or thell3, or alteration of
deployment classes of equipment used on the L${$eddLLS; or

(c) results in a Service no longer being supplieddversely affects the
guality of that Service (or any services suppligdab Access Seeker to
their end-users using the Service), but does nanmar include, an
Emergency Network Modernisation Upgrade or an malibroadband
network (NBN) related upgrade

MDF means a main distribution frame
MNM means managed network migration

Month means a period commencing at the beginning ofdayyof a named month
and ending:

(a) at the end of the day before the correspondiag of the next named
month; or

(b) if there is no such corresponding day — ateth@ of the next named month

National Broadband Network means a national telecommunications network fer th
high-speed carriage of communications, where NBNh&obeen, is, or is to be,
involved in the creation or development of the ratw To avoid doubt, it is
immaterial whether the creation or developmentefrietwork is, to any extent,
attributable to:

(@) the acquisition of assets that were used,range, in connection with
another telecommunications network; or

(b) the obtaining of access to assets that aceuslsd, or for use, in
connection with another telecommunications network.

NBN Co means NBN Co Limited (ACN 136 533 741), as the pany exists from
time to time (even if its name is later changed).

Network of a party, means that party’s system, or seriesystems, that carries, or is
capable of carrying communications by means of gglior unguided electromagnetic
energy

Non-Billing Dispute means a dispute other than a Billing Dispute

Ongoing Creditworthiness Information has the meaning as set out in clause 9.7 of
Schedule 9 of this FAD

POI means point of interconnection. A point of internection is a physical point of
interconnection in Australia between a network apst by a carrier or carriage
service provider and another network operated $graice provider.

Prohibited Traffic means traffic offered across a POI for which thé&eno
agreement between the Access Provider and the #cBesker that the Access
Provider will carry such traffic or provide a reddtservice to the Access Seeker

13



Proof of Occupancymeans a document that verifies occupancy by tHeuser at the
service address

PSTN means public switched telephone network
PSTN OA means public switched telephone network origirgatincess service
PSTN TA means public switched telephone network termigadiccess service

Security means the amount and type of security providedequired to be provided,
to the Access Provider in respect of the providigrine Access Provider of Services,
as set out in Schedule 9

Servicemeans a service declared under section 152ALe0€CBA

Service Qualificationis a desktop process where the Access Providekshec

(a) the availability of the ULLS from the end us&de of the customer access
module to the end-user’s property boundary poimd; a

(b) that the use on that ULLS of the Access Seekeninated deployment
class complies with thdetwork Deployment Rulésdustry Code

Suspension Evenhas the meaning set out in clause 14.2 of Schddule
Suspension Noticénas the meaning set out in clause 14.2 of Schddule
TEBA spacemeans Telstra Exchange Building Access space

Transfer means the transfer of a LSS to a ULLS where trer@ichange of service
provider.

ULL means unconditioned local loop
ULLS means unconditioned local loop service

WLR means wholesale line rental service

14



Schedule 2 — Price terms for Line Sharing Service ( LSS)

2.1. The prices for LSS for the period 1 January 2013dune 2011 are:

LSS Monthly charge per service

LSS Monthly charge per
service
$1.80

LSS single connections

LSS single connections
$44.26 per connection

Note: These charges do not apply to connectioBaird 4
Note: These charges do not apply where the lin@ltoh the LSS is connected was being used to
supply a ULLS.

LSS single disconnections (where payable

LSS single disconnections
$39.74 per connection

Note: These charges are not payable for:

= adisconnection made pursuant to a Telstra churcegs by which services can be transferred
between LSS, and between LSS and DSL services, or

= any period in which the Access Seeker was particigan the Telstra LSS churn process and
Telstra (Bigpond) was not participating in the Tield.SS churn process.

LSS managed network migration (MNM) connection chages — where the service
is to be connected on a line Telstra is using to gply a wholesale ADSL service

LSS MNM
connection charge
Fixed amount (per
MNM) $143.88
Variable amount (pef
connection) $33.07

Note: These charges do not apply to MNMs in Band 4
LSS MNM minimum exchange charge

LSS minimum exchange
charge
$805.27 per exchange

Note: These charges do not apply to MNMs in Band 4

15



2.2.

LSS Monthly charge per service

The prices for LSS for the period 1 July 2011 toJ8@e 2016 are:

LSS Monthly charge per
service
$1.80
LSS single connections
Jul 2011 — | Jul 2012 — | Jul 2013 — | Jul 2014 — | Jul 2015 —
Jun 2012 Jun 2013 Jun 2014 Jun 2015 Jun 2016
Per connection $44.84 $46.05 $47.43 $48.62 $49.83

Note: These charges do not apply to connectioBaird 4
Note: These charges do not apply where the lin@ltoh the LSS is connected was being used to

supply a ULLS.

LSS single disconnections (where payable

Jul 2011 — | Jul 2012 — | Jul 2013 — | Jul 2014 — | Jul 2015 —
Jun 2012 Jun 2013 Jun 2014 Jun 2015 Jun 2016
Per disconnection $40.24 $41.35 $42.59 $43.65 f44.7
LSS single Jul 2011 — | Jul 2012 — | Jul 2013 — | Jul 2014 — | Jul 2015 —
connections Jun 2012 Jun 2013 Jun 2014 Jun 2015 Jun 2016
Per connection $44.84 $46.05 $47.43 $48.62 $49.83

Note: These charges are not payable for:

= adisconnection made pursuant to a Telstra churcegs by which services can be transferred
between LSS, and between LSS and DSL services, or
= any period in which the Access Seeker was particigan the Telstra LSS churn process and
Telstra (Bigpond) was not participating in the Tield.SS churn process.

LSS managed network migration (MNM) connection chages — where the service
is to be connected on a line Telstra is using to gply a wholesale ADSL service

Jul 2011 — Jun | Jul 2012 — | Jul 2013 — | Jul 2014 — | Jul 2015 -
2012 Jun 2013 | Jun 2014 | Jun 2015 | Jun 2016
Fixed amount ;
(per MNM) $145.68 $149.69 $154.18 $158.03 $161.98
Variable amount
(per connection) $33.48 $34.40 $35.44 $36.32 $37.23
Note: These charges do not apply to MNMs in Band 4
LSS MNM minimum exchange charge
Jul 2011 — | Jul 2012 — | Jul 2013 - | Jul 2014 — | Jul 2015 —
Jun 2012 | Jun 2013 | Jun2014 | Jun 2015 | Jun 2016
Per exchange $815.34 $837.76 $862.89 $884.46 $D06|.5

Note: These charges do not apply to MNMs in Band 4
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Schedule 3 — Price terms for Local Carriage Service (LCS)

3.1. The price for LCS for the period 1 January 2013Q@aJune 2011 is:

Local Calls
9.1c

3.2. The price for LCS for the period 1 July 2011 toJdMe 2016 is:

Local Calls
8.7¢c

17



Schedule 4 — Price terms for Public Switched Teleph  one
Network Originating Access service (PSTN OA)

4.1. The prices for PSTN OA for the period 1 January12fil 30 June 2011 are:

Flagfall EMOU Headline rate
(cents per| charge (cents per
call) (cents per minute)
minute)
CBD 0.85 0.35 0.57
Metropolitan 0.84 0.49 0.70
Provincial 0.94 0.68 0.91
Rural 2.06 3.66 4.18
Average 0.95 0.76 1.00

4.2. The nationally averaged price for PSTN OA for tleeigpd 1 July 2011 to 30
June 2016 is 1.0 cents per minute.
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Schedule 5 — Price terms for Public Switched Teleph  one
Network Terminating Access service (PSTN TA)

5.1. The prices for PSTN TA for the period 1 January2@i130 June 2011 are:

Flagfall EMOU Headline rate
(cents per| charge (cents per
call) (cents per minute)
mintute)
CBD 0.85 0.35 0.57
Metropolitan 0.84 0.49 0.70
Provincial 0.94 0.68 0.91
Rural 2.06 3.66 4.18
Average 0.95 0.76 1.00

5.2. The nationally averaged price for PSTN TA for tlegipd 1 July 2011 to 30
June 2016 is 1.0 cents per minute.
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Schedule 6 — Price terms for Unconditioned Local Lo  op
Service (ULLS)

6.1. The prices for ULLS for the period 1 January 20d B® June 2011 are:

ULLS Monthly charges on a per service per Month bas for Bands 1, 2, 3 and 4

Band | Monthly price per service
1 $16.00
2 $16.00
3 $16.00
4 $48.00

ULLS single connection charges — in use ULLS anddnsfer ULLS connections

Band Per connection
1 $51.76
2 $54.53
3 $59.26

Note: No indicative price is set for the ULLS inib4.
Note: No indicative price is set for a Vacant UL&&hnection.

Charges for ULLS MNM - involving the transfer of end user data services from
a Telstra wholesale PSTN and/or ADSL service, or M a line that Telstra is
using to supply a ULLS to another Access Seeker

Charge for ULLS
MNM

Fixed amount (per MNM) $141.73
Variable amount (per connection) $25.68

ULLS cancellation charges

ULLS cancellation
charge

Per service where pre-jumpering| $20.54
has occurred

Where entire MNM is cancelled | $141.73

ULLS MNM minimum exchange charge — per MNM

ULLS MNM minimum exchange charge
$655.23 per exchange

20



ULLS call diversion charges for the initial connecion/activation of ULLS

ULLS call diversion charge for initial
connection/activation of ULLS

Fixed amount (per
ULLS call
diversion)

$9.55

Variable amount
(pro rata per

$12.84

Month)

6.2.

The prices for ULLS for the period 1 July 2011 tRine 2016 are:

ULLS Monthly charges on a per service per Month bas for Bands 1, 2, 3 and 4

Band | Monthly price per service
1 $16.75
2 $16.75
3 $16.75
4 $50.11

ULLS single connection charges — in use ULLS anddnsfer ULLS connections

Band Jul 2011 — Jul 2012 — Jul 2013 — Jul 2014 — Jul 2015 —
Jun 2012 Jun 2013 Jun 2014 Jun 2015 Jun 2016

1 $52.47 $53.85 $55.46 $56.85 $58.27

2 $55.22 $56.73 $58.44 $59.90 $61.39

3 $60.00 $61.65 $63.50 $65.09 $66.71

Note: No indicative price is set for the ULLS inib4.

Note: No indicative price is set for a Vacant UL&&hnection.

Charges for ULLS MNM - involving the transfer of end user data services from
a Telstra wholesale PSTN and/or ADSL service, or mm a line that Telstra is
using to supply a ULLS to another Access Seeker

Jul 2011 — | Jul 2012 - | Jul 2013 — | Jul 2014 — | Jul 2015 —
Jun 2012 Jun 2013 Jun 2014 Jun 2015 Jun 2016
Fixed amount L
(per MNM) $143.50 $147.44 $151.87 $155.66 $159.56
Variable amount
(per connection) $26.00 $26.71 $27.51 $28.20 $28.90
ULLS cancellation charges
Jul 2011 — | Jul 2012 — | Jul 2013 — | Jul 2014 — | Jul 2015 —
Jun 2012 | Jun 2013 | Jun 2014 | Jun 2015 | Jun 2016
Per service where
pre-jumpering has $20.80 $21.37 $22.01 $22.56 $23.172
occurred
Where entire MNM is L
cancelled $143.50 $147.44 $151.87 $155.66 $159.56
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ULLS MNM minimum exchange charge — per MNM

Jul 2011 — | Jul 2012 — | Jul 2013 — | Jul 2014 — | Jul 2015 —
Jun 2012 Jun 2013 Jun 2014 Jun 2015 Jun 2016
Per exchange $663.42 $681.66 $702.11 $719.66 w37,

ULLS call diversion charges for the initial connecion/activation of ULLS

Jul 2011 —| Jul 2012 —| Jul 2013 —| Jul 2014 —| Jul 2015 —
Jun 2012 | Jun 2013 | Jun 2014 | Jun 2015 | Jun 2016
Fixed amount (per
ULLS call diversion)|  $9-67 $9.94 $10.23 $10.49 $10.75
Variable amount (prd
rata per Month) $13.00 $13.36 $13.76 $14.10 $14.45
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Schedule 7 — Price terms for Wholesale Line Rental service
(WLR)

7.1. The price for WLR for the period 1 January 201B®June 2011 is:

Monthly price per service
$22.10

7.2. The price for WLR for the period 1 July 2011 toBfhe 2016 is:

Monthly price per service

$22.47
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Schedule 8 — Billing and Notifications

8.1.

8.2.

8.3.

8.4.

8.5.

The Access Seeker’s liability to pay Charges foBexvice to the Access
Provider arises at the time the Service is suppghgedhe Access Provider to
the Access Seeker, unless the parties agree oieerwi

The Access Seeker must pay Charges in accordarnieghis FAD, including
but not limited to this Schedule 8.

Subject to clause 8.4, the Access Provider shalige the Access Seeker
with an invoice in respect of Charges payable ferviees and associated
work supplied in each billing period. A billing ped shall be a period of one
Month, unless the parties agree otherwise. Otharges shall be invoiced by
the Access Provider at the following times:

(@) as stated in an applicable price list;
(b)  as stated in any applicable billing and settlenpeatedures;
(© as stated in or incurred under this FAD; or

(d)  as otherwise agreed by the Access Provider anédd¢hess Seeker or,
failing agreement, at the option of the Access Rigry on completion
of the relevant work or when the outstanding amaaathes $50,000
(as the case requires).

As a statement of general principle, the AccessviBen may invoice the
Access Seeker more frequently than once a Montlerevthere has been a
decline in the Access Seeker’s creditworthineszsasssed in accordance with
Schedule 9.

The Access Provider shall be entitled to invoice thccess Seeker for
previously uninvoiced Charges or Charges which wenelerstated in a
previous invoice, provided that:

(@) the Charges to be retrospectively invoiced cangbsanably substantiated
to the Access Seeker by the Access Provider; and

(b) subject to clause 8.6, no more than six Months ledaesed since the date
the relevant amount was incurred by the Access &&elcustomer,
except:

0] where the Access Seeker gives written consentlémger period
(such consent not to be unreasonably withheld); or

(i) to the extent that the Charges relate to a newi@ebeing billed
for the first time, in which case such Charges rmaynvoiced up
to eight Months after the relevant amount was irexirby the
Access Seeker’'s customer, subject to agreemehtthét Access
Seeker (such agreement not to be unreasonablyedlithior

24



8.6.

8.7.

8.8.

8.9.

8.10.

8.11.

(i)  to the extent that the Charges relate to servicgpled by an
overseas carrier and the Access Provider has ntvotaver the
settlement arrangements as between it and theeaseEsrrier, in
which case the Access Provider shall invoice sucbumts as soon
as is reasonably practicable.

The parties must comply with the provisions of aamyplicable industry
standard made by the ACMA pursuant to Part 6 ofTielecommunications
Act 1997(Cth) and the provisions of any applicable industogle registered
pursuant to Part 6 of thEelecommunications Act 199TthH) in relation to
billing.

Subject to any Billing Dispute notified in accordanwith this FAD, an
invoice is payable in full 30 Calendar Days aftee tate the invoice was
issued or such other date as agreed between tliesparhe Access Seeker
may not deduct, withhold, or set-off any amounts docounts in credit, for
counter-claims or for any other reason or attaghcamdition to the payment,
unless otherwise agreed by the Access Providern adlounts owing and
unpaid after the due date shall incur a liabilioy fnterest at the rate per
annum of the 90 day authorised dealers bank bi# r@ublished in the
Australian Financial Reviewn the first Business Day following the due date
for payment, plus 2.5%.

In addition to charging interest in accordance widuse 8.7 or exercising any
other rights the Access Provider has at law or unbdis FAD, where an
amount is outstanding and remains unpaid for mbas 20 Business Days
after it is due for payment, and is not an amouriject to any Billing
Dispute, the Access Provider may take action, witharther notice to the
Access Seeker, to recover any such amount as adiebtto the Access
Provider. For the avoidance of doubt, this cla8seshall be subject to the
Billing Dispute Procedures.

Unless the parties otherwise agree, there shaibleetting-off (i.e. netting) of
invoices except where a party goes into liquidationwhich case the other
party may set-off. However, in order to minimidee tadministration and
financial costs, the parties shall consider in géaith set-off procedures for
inter-party invoices which may require the aligninehthe parties’ respective
invoice dates and other procedures to allow seteodiccur efficiently.

The Access Provider must, at the time of issuingnaoice, provide to the
Access Seeker all information reasonably requirgdhe Access Seeker to
identify and understand the nature and amount oh eamponent of the
invoice. Nothing in this clause 8.10 is intendediinit subsections 152AR(6)
and 152AR(7) of the CCA.

If the Access Seeker believes a Billing Disputestsiit may, by written

notice to the Access Provider, invoke the Billingsjiute Procedure®(lling
Dispute Noticg. A Billing Dispute must be initiated only in gadaith.

25



8.12.

8.13.

8.14.

8.15.

8.16.

8.17.

8.18.

8.19.

8.20.

Except where a party seeks urgent injunctive relteé Billing Dispute
Procedures must be invoked before either party Ibegyn legal or regulatory
proceedings in relation to any Billing Dispute.

If a Billing Dispute Notice is given to the AcceBsovider by the due date for
payment of the invoice containing the Charge whitbeing disputed, the
Access Seeker may withhold payment of the disp@iedrge until such time
as the Billing Dispute has been resolved. Othexwtise Access Seeker must
pay the invoice in full in accordance with this FADut subject to the
outcome of the Billing Dispute Procedures).

Except where payment is withheld in accordance wldélnse 8.13, the Access
Provider is not obliged to accept a Billing DispiNetice in relation to an
invoice unless the invoice has been paid in full.

A Billing Dispute Notice may not be given to the dess Provider in relation
to a Charge later than six Months after the due diat the invoice for the
Charge issued in accordance with 8.7.

The Access Provider shall acknowledge receipt &filing Dispute Notice
within two Business Days by providing the Acces&k®e with a reference
number.

Each party shall, as early as practicable aftellla@ Dispute Notice, provide
to the other party any relevant materials on whidhtends to rely (provided
that this obligation is not intended to be the samdhe obligation to make
discovery in litigation).

The Access Provider shall try to resolve any BgliDispute as soon as
practicable and in any event within 30 Business Dalyreceipt of a Billing
Dispute Notice (or longer period if agreed by thaties), by notifying the
Access Seeker in writing of its proposed resolutiba Billing Dispute. That
notice shall explain the Access Provider's proposswlution and any action
to be taken by:

(@) the Access Provider (e.g. withdrawal, adjustmentrefiund of the
disputed Charge); or

(b) the Access Seeker (e.g. payment of the disputedy€ha

Any withdrawal, adjustment or refund of the disglteéharge by the Access
Provider or payment of the disputed Charge by theeA&s Seeker (as the case
may be) must occur within as soon as practicabteimmny event within one
Month of the Access Provider’s notice, unless tlteess Seeker escalates the
Billing Dispute under clause 8.23.

Where the Access Provider is to refund a disputédr@e, the Access
Provider shall pay interest (at the rate set outlause 8.7) on any refund.
Interest shall accrue daily from the date on whaekh relevant amount to be
refunded was paid to the Access Provider, untilddwe the refund is paid.
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8.21.

8.22.

8.23.

8.24.

8.25.

8.26.

Where the Access Seeker is to pay a disputed Chidrgéccess Seeker shall
pay interest (at the rate set out in clause 8.theramount to be paid. Interest
shall accrue daily from the date on which eachviale amount was originally
due to be paid to the Access Provider, until the tlee amount is paid.

If the Access Seeker is not satisfied with the Asc®rovider's proposed
resolution in relation to a Billing Dispute, ortifie Access Provider has not
provided the Access Seeker with a proposed resolut the Billing Dispute
within the timeframe set out in clause 8.18, thedss Seeker may escalate
the matter under clause 8.23. If the Access Sed#es not do so within 30
Business Days of being notified of the Access Rlevs proposed resolution
(or a longer period if agreed by the parties), Awcess Seeker shall be
deemed to have accepted the Access Provider's gedpoesolution and
clauses 8.20 and 8.21 shall apply.

If the Access Seeker wishes to escalate a Billingpilite, the Access Seeker
must give the Access Provider a written notice:

(a) stating why it does not agree with the Access Riev$ proposed
resolution; and

(b) seeking escalation of the Billing Dispute.

A notice under clause 8.23 must be submitted to ribminated billing
manager for the Access Provider, who shall dis¢uss best to resolve the
Billing Dispute with the Access Seeker’'s nominatednterpart.

If the escalated matter cannot be resolved undmusel 8.24 within five
Business Days of notice being given under clau2g:8.

(@) either party may provide a written proposal to tiker party for the
appointment of a mediator to assist in resolvirg dispute. Mediation
shall be conducted in accordance with the mediagioidelines of the
ACDC and concluded within three Months of the prgdo(unless the
parties agree to extend this timeframe); or

(b) if the parties either do not agree to proceed tdiat®n or are unable to
resolve the entire Billing Dispute by mediationther party may
commence legal or regulatory proceedings to resthigenatter.

The parties shall ensure that any person appoioteequired to resolve a
Billing Dispute shall take into account the prideighat the Access Seeker
shall be entitled to be recompensed in circumstamdeere the Access Seeker
is prevented (due to regulatory restrictions omosgiective invoicing) from
recovering from its end-user an amount which is shéject of a Billing
Dispute (aBackbilling Loss), provided that:

(@ such principle shall apply only to the extent toiehhthe Billing Dispute
is resolved against the Access Provider; and
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8.27.

8.28.

8.29.

8.30.

8.31.

(b) such principle shall apply only to the extent toiahhit is determined
that the Backbilling Loss was due to the Accessvider unnecessarily
delaying resolution of the Billing Dispute.

Each party must continue to fulfill its obligationsder this FAD while a
Billing Dispute and the Billing Dispute Procedure® pending.

All discussions and information relating to a Billi Dispute must be
communicated or exchanged between the partiesdghrthe representatives
of the parties set out in clause 8.24 (or theipeetive nominees).

There shall be a presumption that all communicatibetween the parties
during the course of a Billing Dispute are madeaowithout prejudice and
confidential basis.

If it is determined by the Billing Dispute Procedsr any other dispute

resolution procedure, or by agreement between aéinigep, that three or more
out of any five consecutive invoices for a givem&=e are incorrect by 5% or

more, then, for the purposes of clause 8.20, ttexaat payable by the Access
Provider in respect of the overpaid amount of thaices in question shall be
the rate set out in clause 8.7, plus 2%. The rgmsetout in this clause 8.30
shall be without prejudice to any other right amezly available to the Access
Seeker.

If three or more out of any five consecutive invasidor a given Service are
incorrect by 5% or more, then without prejudiceatty other right or remedy
available to the Access Seeker, the Access Progidall be deemed to have
breached this FAD and the Access Seeker shall hawght to damages for
such a breach.
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Schedule 9 — Creditworthiness and Security

9.1.

9.2.

9.3.

9.4.

9.5.

Unless otherwise agreed by the Access ProviderAtoess Seeker must (at
the Access Seeker’s sole cost and expense) pravite Access Provider and
maintain, on terms and conditions reasonably requiy the Access Provider
and subject to clause 9.2, the Security (as skeatldtermined having regard to
clause 9.3 and as may be varied pursuant to cd3en respect of amounts
owing by the Access Seeker to the Access Provideeruthis FAD.

The Access Seeker acknowledges that unless otleeagi®ed by the Access
Provider, it must maintain (and the Access Provideed not release) the
Security specified in clause 9.1 for a period a&fMdionths following the last to

occur of: cessation of supply of a Service or Smwiunder this FAD, and
payment of all outstanding amounts under this FAD.

The Security (including any varied Security) shudly be requested when it is
reasonably necessary to protect the legitimatenleagsiinterests of the Access
Provider and shall be of an amount and in a forntkvis reasonable in all the

circumstances. As a statement of general printiigeamount of any Security

shall be calculated by reference to:

(@) the aggregate value of all Services likely to bevigted to the Access
Seeker under this FAD over a reasonable period; or

(b)  the value of amounts invoiced under this FAD bupaid (excluding
any amounts in respect of which there is a curBdling Dispute).

For the avoidance of doubt, any estimates, foreaasbther statements made
or provided by the Access Seeker may be used byAtoess Provider in
determining the amount of a Security.

Examples of appropriate forms of security, havirgard to the factors
referred to in clause 9.3, may include without tation:

(@ fixed and floating charges;

(b) personal guarantees from directors;
(c) bank guarantees;

(d) letters of comfort;

(e) mortgages;

) a right of set-off; or

() a combination of the forms of security referredrt@aragraphs (a) to
(f) above.

The Access Provider may from time to time where theumstances
reasonably require, request Ongoing Creditwortlsinesormation from the
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9.6.

9.7.

9.8.

Access Seeker to determine the ongoing creditwwmes of the Access
Seeker. The Access Seeker must supply Ongoing it@mthiness
Information to the Access Provider within 15 BusiseDays of receipt of a
request from the Access Provider for such inforomati The Access Provider
may, as a result of such Ongoing Creditworthinegsrination, having regard
to the factors referred to in clause 9.3 and suljeclause 9.7, reasonably
require the Access Seeker to alter the Securitgt,tha Access Seeker must
provide that altered Security within 20 Businesy®af being notified by the
Access Provider in writing of that requirement.

The Access Seeker may from time to time requestAibeess Provider to
consent (in writing) to a decrease in the requBedurity and/or alteration of
the form of the Security. The Access Provider mwithin 15 Business Days
of the Access Seeker’s request, comply with thquest if, and to the extent,
it is reasonable to do so (having regard to theofaaeferred to in clause 9.3).
The Access Provider may request, and the AcceskeBeshall promptly
provide, Ongoing Creditworthiness Information, ftive purposes of this
clause 9.6.

In the event that the Access Seeker provides Ogg@nreditworthiness
Information to the Access Provider as requiredty Schedule 9, the Access
Seeker must warrant that such information is tfaie, accurate and complete
as at the date on which it is received by the Aséa®vider.

For the purposes of this Schedulg&fhgoing Creditworthiness Information
means:

(@ a copy of the Access Seeker's most recent publisiuelited balance
sheet and published audited profit and loss statertiegether with
any notes attached to or intended to be read with balance sheet or
profit and loss statement);

(b)  a credit report in respect of the Access Seekewbere reasonably
necessary in the circumstances, any of its ownersdicectors
(Principals) from any credit reporting agency, drgaovider or other
independent party. The Access Seeker shall coatpend provide
any information necessary for that credit reportiagency, credit
provider or other independent party to enable ifaion an accurate
opinion of the Access Seeker’s creditworthinesso tfat end, the
Access Seeker agrees to procure written consestsefpiired under
thePrivacy Act 1988 Cth)) from such of its Principals as is reasogpabl
necessary in the circumstances to enable the A&teswer to:

(i) obtain from a credit reporting agency, credit pdavi or other
independent party, information contained in a drezport;

(i) disclose to a credit reporting agency, credit pewvior other
independent party, personal information about eBdhcipal;
and

(i) obtain and use a consumer credit report;
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9.9.

9.10.

9.11.

(© a letter, signed by the company secretary or dutiiaised officer of
the Access Seeker, stating that the Access Seekaatiinsolvent and
not under any external administration (as defimethie Corporations
Act 2001(Cth)) or under any similar form of administrationder any
laws applicable to it in any jurisdiction; and

(d)  the Access Seeker’s credit rating, if any has l@ssigned to it.

The Access Seeker may require a confidentialityewadting to be given by
any person having access to confidential infornmationtained in its Ongoing
Creditworthiness Information prior to such informoat being provided to that
person.

Subject to this Schedule 9, the Access Provider, mmays absolute discretion,
deem a failure by the Access Seeker to provide @agCreditworthiness
Information or an altered Security in accordancéhwiause 9.5 as:

(@ an event entitling the Access Provider to alter 8ecurity of the
Access Seeker; or

(b)  abreach of a material term or condition of thiSFA

Any disputes arising out of or in connection witbh8dule 9 shall be dealt
with in accordance with the procedures in Sched0le
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Schedule 10 — General dispute resolution procedures

10.1.

10.2.

10.3.

10.4.

10.5.

If a dispute arises between the parties in conoeatiith or arising from the
supply of a Service under this FAD, the disputdldieamanaged as follows:

(@) in the case of a Billing Dispute, the dispute shHa managed in
accordance with the Billing Dispute Procedures; or

(b)  subject to clause 10.2, in the case of a Non-Bjllnspute, the dispute
shall be managed in accordance with the procedsgesut in this
Schedule 10.

To the extent that a Non-Billing Dispute is raisgdarises in connection with,
or otherwise relates to, a Billing Dispute, therless the Access Provider
otherwise determines, that Non-Billing Dispute $hak resolved in
accordance with the Billing Dispute Procedures.

If a Non-Billing Dispute arises, either party mdyy written notice to the
other, refer the Non-Billing Dispute for resolutionder this Schedule 10. A
Non-Billing Dispute must be initiated only in gotaith.

Any Non-Billing Dispute notified under clause 1&Rall be referred:

(@ initially to the nominated manager (or managers) dach party, who
shall endeavour to resolve the dispute within 1@iBess Days of the
giving of the notice referred to in clause 10.3sach other time agreed
by the parties; and

(b) if the persons referred to in paragraph (a) abowendt resolve the
Non-Billing Dispute within the time specified undearagraph (a), then
the parties may agree in writing within a furtheref Business Days to
refer the Non-Billing Dispute to an Expert Commetteinder clause
10.11, or by written agreement submit it to mediatin accordance with
clause 10.10.

(&) under clause 10.4 the Non-Billing Dispute is nadoteed and a written
agreement is not made to refer the Non-Billing Dispto an Expert
Committee or submit it to mediation; or,

(b) under clause 10.10(f), the mediation is terminaseutt

(c) after a period of five Business Days after the ragain is terminated as
referred to in paragraph (b), the parties do neblke the Non-Billing
Dispute or agree in writing on an alternative pchge to resolve the
Non-Billing Dispute (whether by further mediatiomritten notice to the
Expert Committee, arbitration or otherwise) eitparty may terminate
the operation of this dispute resolution procedurerelation to the
Non-Billing Dispute by giving written notice of t@ination to the other

party.
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10.6. A party may not commence legal proceedings in anytcor commence any
arbitration (except proceedings seeking urgentlmtatory relief) in respect
of a Non-Billing Dispute unless:

(@) the Non-Billing Dispute has first been referred fogsolution in
accordance with the dispute resolution procedurewein this Schedule
10 or clause 10.2 (if applicable) and a notice teating the operation of
the dispute resolution procedure has been issuaer whause 10.5; or

(b) the other party has failed to substantially complith the dispute
resolution procedure set out in this Schedule 1Oclause 10.2 (if
applicable).

10.7. Each party must continue to fulfill its obligationader this FAD while a Non-
Billing Dispute and any dispute resolution procedunder this Schedule 10
are pending.

10.8. There shall be a presumption that all communicatibetween the parties
during the course of a Non-Billing Dispute are maxhea without prejudice
and confidential basis.

10.9. Each party shall, as early as practicable aftemtitéication of a Non-Billing
Dispute pursuant to clause 10.3, provide to theerotparty any relevant
materials on which it intends to rely (provided tthhis obligation is not
intended to be the same as the obligation to mea®wery in litigation).

10.10. Where a Non-Billing Dispute is referred to mediatiby way of written
agreement between the parties, pursuant to claudéo):

(@) any agreement shall include a statement of theuthgpmatters in the
Non-Billing Dispute and must take place within 16dhess Days upon
the receipt by the mediator of such agreement;

(b) it must be conducted in accordance with the meghaguidelines of the
ACDC in force from time to time ACDC Guidelines) and the
provisions of this clause 10.10. In the event of anconsistency
between them, the provisions of this clause 10hHl prevail;

(c) itisto be conducted in private;

(d) in addition to the qualifications of the mediatayntemplated by the
ACDC Guidelines, the mediator should:

(1) have an understanding of the relevant aspects & th
telecommunications industry (or have the capadadityqtickly
come to such an understanding);

(i) have an appreciation of the competition law impglaas of
his/her decisions; and

(i)  not be an officer, director or employee of a tefeownications
company or otherwise have a potential for a condifanterest;
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10.11.

(€)

(f)
(9)

(h)

the parties must notify each other no later thanh&8rs prior to
mediation of the names of their representatives whall attend the
mediation. Nothing in this subclause is intendedstiggest that the
parties are able to refuse the other’s chosen septatives or to limit
other representatives from the parties attendinnduhe mediation;

it shall terminate in accordance with the ACDC liites;

the parties shall bear their own costs of the nigghancluding the costs
of any representatives and shall each bear halfdbts of the mediator;
and

any agreement resulting from mediation shall bihd parties on its
terms.

The parties may by written agreement in accordanite clause 10.4(b),
submit a Non-Billing Dispute for resolution by anxgert Committee
(Initiating Notice), in which case the provisions of this clause 10shall
apply as follows:

(@)

(b)
(©)

(d)

(e)

(f)

(9)

The terms of reference of the Expert Committeel $leahs agreed by the
parties. If the terms of reference are not agred@dinwfive Business

Days after the date of submitting the Initiatingtide (or such longer
period as agreed between the parties), the refdoathe Expert

Committee shall be deemed to be terminated.

An Expert Committee shall act as an expert andae@tn arbitrator.

The parties shall each be represented on the Egmemmittee by one
appointee.

The Expert Committee must include an independeatrjglrson agreed
by the parties or, if not agreed, a nominee of &@DC. The
chairperson must have the qualifications liste@amagraphs 10.10(d)(i),
(i) and (iii).

Each party shall be given an equal opportunityresent its submissions
and make representations to the Expert Committee.

The Expert Committee may determine the disputelydiog any
procedural matters arising during the course of thispute) by
unanimous or majority decision.

The parties shall ensure that the Expert Commiites all reasonable
endeavours to reach a decision within 20 Business @fter the date on
which the terms of reference are agreed or thd fimamber of the

Expert Committee is appointed (whichever is therfadnd undertake to
co-operate reasonably with the Expert Committeeathieve that

timetable.
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(h)

(i)

()
(k)

()

If the dispute is not resolved within the timefranederred to in clause
10.11(g), either party may by written notice to titer party terminate
the appointment of the Expert Committee.

The Expert Committee shall have the right to cobduny enquiry as it
thinks fit, including the right to require and netaelevant evidence
during the course of the appointment of the Ex@wmmittee or the
resolution of the dispute.

The Expert Committee must give written reasonstfodecision.

A decision of the Expert Committee is final andding on the parties
except in the case of manifest error or a mistdkave.

Each party shall bear its own costs of the enquliyythe Expert
Committee including the costs of its representativany legal counsel
and its nominee on the Expert Committee and thiéggashall each bear
half the costs of the independent member of theeExpommittee.
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Schedule 11 — Confidentiality provisions

11.1.

11.2.

11.3.

11.4.

11.5.

Subject to clause 11.4 and any applicable statutoty, each party must keep
confidential all Confidential Information of thelatr party and must not:

(@) use or copy such Confidential Information excepttfe purposes of this
FAD; or

(b) disclose or communicate, cause to be disclosedoornicated or
otherwise make available such Confidential Infoioratto any third
person.

For the avoidance of doubt, information generateithiv the Access
Provider's Network as a result of or in connectiwith the supply of the
relevant Service to the Access Seeker or the iomerection of the Access
Provider's Network with the Access Seeker's Netwddther than the
aggregate Network information of the Access Pravatel all Access Seekers
to whom the relevant Service is supplied) is theaf@ential Information of
the Access Seeker.

The Access Provider shall upon request from theefscSeeker, disclose to
the Access Seeker quarterly aggregate traffic flaformation generated
within the Access Provider's Network in respect afparticular Service
provided to the Access Seeker, if the Access Pesuvigeasures and provides
this information to itself. The Access Seeker musst the reasonable costs of
the Access Provider providing that information.

Subject to clause 11.5, Confidential Informatiorthad Access Seeker:
(@) referredtoin clause 11.2; or

(b) relating to or concerning the Access Seeker’s esatg)

may be:

(c) used by the Access Provider:

(i) for the purposes of undertaking planning, mainteean
provisioning, operations or reconfiguration ofietwork;

(i) for the purposes of this FAD,;
(iif) for the purpose of billing; or
(iv) for another purpose agreed to by the Access Seaher;

(d) disclosed only to personnel directly involved i fburposes referred to
in paragraph (c) above.

A party (@isclosing Party)y may to the extent necessary disclose the
Confidential Information of the other party:
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11.6.

(@)

(b)

(€)

(d)

(e)

(f)

(@)

(h)

@)

to those of its directors, officers, employees,mige@nd representatives
to whom the Confidential Information is reasonabbquired to be
disclosed for the purposes of this FAD;

to any professional person acting for the Disclgdtarty to permit that
person to protect or advise on the rights of thecsing Party in
respect of the obligations of the Disclosing Parger this FAD,;

to an auditor acting for the Disclosing Party te #xtent necessary to
permit that auditor to perform its audit functions;

in connection with legal proceedings, arbitratiempert determination
and other dispute resolution mechanisms set othisnFAD or for the
purpose of seeking advice from a professional persoelation thereto;

as required by law provided that the Disclosingtyhas first given as
much notice (in writing) as is reasonably practieaio the other party,
that it is required to disclose the Confidentialohmation so that the
other party has an opportunity to protect the aenftiality of its
Confidential Information;

with the written consent of the other party proddeat if required by
the other party as a condition of giving its coriséime Disclosing Party
must comply with clause 11.6;

in accordance with a lawful and binding directigsued by a regulatory
authority which is duly authorised to do so;

if reasonably required to protect the safety ospanel or property;

as required by the listing rules of any stock exgjgawhere that party’s
securities are listed or quoted; or

as reasonably required to facilitate an Access &egéiining access to
Services (including by undertaking Common Infrastinoe Works) at a
particular Exchange, provided that the Disclosiragty must comply
with clause 11.6.

If required by another party as a condition of ggiits consent to the
disclosure of the Confidential Information of thather party, or where the
information is reasonably required to facilitate Ancess Seeker gaining
access to Services (including by undertaking Cominémastructure Works)
at a particular Exchange, the Disclosing Partypteeflisclosing Confidential
Information to a third person, must:

(@)

impose an obligation upon the disclosee by way afoafidentiality
undertaking in the form set out in Annexure 1 @$ tBchedule 11:

(1) to use the Confidential Information disclosed splébr the
purposes for which the disclosure is made and teenie
appropriate confidentiality requirements in relatido such
information; and

37



11.7.

11.8.

11.9.

11.10.

11.11.

(i) not to disclose the Confidential Information witlhaine prior
written consent of the other party;

(b) obtain an acknowledgment by way of a confidengalihdertaking in the
form set out in Annexure 1 of this Schedule 11 freuth a disclosee
that:

(1) the Confidential Information is and at all timesmeagns
proprietary to the other party; and

(i) that misuse or unauthorised disclosure of the Genfial
Information may cause serious harm to the othdypar

Each party must co-operate in any action takerhbyther party to:

(a) protect the confidentiality of the other party'sniidential Information;
or

(b) enforce its rights in relation to its Confidentiaformation.

Each party must establish and maintain securitysomes to safeguard the
other party’s Confidential Information from unautised access, use, copying,
reproduction or disclosure.

Confidential Information provided by one party tetother party is provided
for the benefit of that other party only. Eachtpascknowledges that no
warranty is given by the Disclosing Party that @enfidential Information is
or will be correct.

Each party acknowledges that a breach of this Sdbday one party may
cause another party irreparable damage for whichetaoy damages would
not be an adequate remedy. Accordingly, in additm other remedies that
may be available, a party may seek injunctive felgainst such a breach or
threatened breach of this Schedule 11.

If the Access Seeker believes therepigna facie evidence which tends to
show that the Access Provider has used, is usingsolikely to use
Confidential Information relating to the Access Kaés end-users for a
purpose other than as permitted under clause ie4Access Seeker may
invoke the audit procedures set out in this cldiisé1 as follows:

(@) The audit procedures in this clause 11.11 mushitated only in good
faith.

(b) The Access Seeker shall give the Access Providaiteen notice that it
intends to initiate an audit in accordance witls ttlause 11.11.

(c) The Access Seeker shall nominate an Independentdkud conduct an
audit of the Access Provider's systems for the psepof determining
whether the Access Provider has used, is usingsdikely to use
Confidential Information relating to the Access s&és end-users for a
purpose other than as permitted under clause 11.4.
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(d)

(e)

(f)

(¢))

(h)

(i)

@)

(k)

0

If the Access Provider objects to the person notethdy the Access
Seeker or the parties have not agreed on an Indepeuditor within
five Business Days of the notice given under clalsd1(b), then the
Independent Auditor shall be a person nominatetheyPresident for the
time being of the Institute of Chartered Accounsantthe state in which
the Access Provider holds its registered office.

The Access Seeker shall bear all reasonable cbte d\ccess Provider
relating to the audit, as well as the costs ofitldependent Auditor.

The Independent Auditor shall be required to giveamfidentiality
undertaking to the Access Provider in terms agein Annexure 1 of
this Schedule 11.

The Independent Auditor’s first task shall be tbedeine whether there
is prima facieevidence which tends to show that the Access Beo\ias
used, is using or is likely to use Confidentialdmhation relating to the
Access Seeker’'s end-users for a purpose otherabagrermitted under
clause 11.4. The Independent Auditor may obtaimicad from a
barrister or solicitor (who does not act for and hat acted for either of
the parties in relation to any matter in questionjietermining whether
suchprima facieevidence exists.

If the Independent Auditor so determines, thenhekhall be required
to proceed with the audit.

If the Independent Auditor is required to proceeithwthe audit in
accordance with clause 11.11(h), he/she shall ¢pginexl to consult the
Access Provider over the most expeditious meanwlhigh to conduct
an audit of the Access Provider’s systems (inclgdit not limited to
its computer systems, databases, records and pesje®r the purpose
specified in clause 11.11(c), and to thereaftedochthe audit as he/she
considers appropriate.

The audit shall be conducted expeditiously and ng avent for no
longer than 20 Business Days (excluding any delzssed by the
Access Provider).

The Access Provider must permit the Independentitdutb audit and

inspect its systems (including but not limited t® computer systems,
databases, records and processes) and the AcaagdePmust provide

the Independent Auditor with such assistance ashbefeasonably
requires in order to conduct the audit.

At the conclusion of the audit, the Independent ikardshall be required
to provide a report to both parties setting out/h@s findings and
conclusions as to whether the Access Provider Bad,us using or is
likely to use Confidential Information relating the Access Seeker’s
end-users for a purpose other than as permittedruotause 11.4.
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(m) If the Independent Auditor’s report contains Coafidal Information of

(n)

the Access Provider, then he/she will mask sucbrinétion in the
version of the report provided to the Access Seebmvided that the
Access Seeker’s solicitors are given an unmaskey ob the report
(subject to them first giving a confidentiality wrthking to the Access
Provider in terms as set out in Annexure 1 of ®chedule 11 to the
FAD).

The parties acknowledge that the Independent Adsliteport shall be
prima facie evidence of the matters contained enrdport and (subject
to any obligation of confidence attaching to thear or the information
contained therein) may be used in connection witly alispute
concerning whether the Access Provider has usedbing or is likely to
use Confidential Information relating to the Acc&sseker’s end-users
for a purpose other than as permitted under clalise
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Annexure 1 of Schedule 11

Confidentiality undertaking form
[Amend where necessary]

CONFIDENTIALITY UNDERTAKING

of [employer's company name]

([undertaklng company]) undertake to [full name of party who owns opieviding the
confidential information as the case requireBf@yvider]) that:

1

Subject to the terms of this Undertaking, | Widlep confidential at all times the
information listed in Attachmentl to this Undeitak (Confidential
Information ) that is in my possession, custody, power or cbntr

| acknowledge that:

(@)

(b)

(©)

I will:

(@)

(b)

this Undertaking is given by me to [Providern] consideration for
[Provider] making the Confidential Information aladile to me for the
Approved Purposes (as defined below);

all intellectual property in or to any part thie Confidential Information
is and will remain the property of [Provider]; and

by reason of this Undertaking, no licence ghtiis granted to me, or any
other employee, agent or representative of [unkiEeigacompany] in

relation to the Confidential Information exceptegressly provided in
this Undertaking.

only use the Confidential Information for:

(1) the purposes listed in Attachment 2 to this emaking; or
(i) any other purpose approved by [Provider] intivg;

(the Approved Purposes,

comply with any reasonable request or directipom [provider]
regarding the Confidential Information.

Subject to clause 5, | will not disclose anyla Confidential Information to any
other person without the prior written consentRidvider].

| acknowledge that | may disclose the Confidéntitormation to which | have
access to:
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(@) any employee, external legal advisors, independxperts, internal legal
or regulatory staff of [undertaking company], foetApproved Purposes
provided that:

(1) the person to whom disclosure is proposed tontsde the
person) is notified in writing to [Provider] and [Providehas
approved the person as a person who may receiv@ahidential
Information, which approval shall not be unreasdnahthheld;

(i) the person has signed a confidentiality undertakandpe form of
this Undertaking or in a form otherwise acceptdbl¢Provider];
and

(i)  a signed undertaking of the person has already keered on
[Provider];

(b) if required to do so by law; and

(c) any secretarial, administrative and supporff,steho perform purely
administrative tasks, and who assist me or anyopersferred to in
paragraph 5(a) for the Approved Purpose.

I will establish and maintain security measuressafeguard the Confidential
Information that is in my possession from unautbexi access, use, copying,
reproduction or disclosure and use the same dedresre as a prudent person in
my position would use to protect that person’s enftial information.

Except as required by law and subject to pardgi@pbelow, within a reasonable
time after whichever of the following first occurs:

(@) termination of this Undertaking;

(b) my ceasing to be employed or retained by [ua#t@rg company]
(provided that | continue to have access to thefi@ential Information at
that time); or

(c) my ceasing to be working for [undertaking comyain respect of the
Approved Purposes (other than as a result of cgdsitbe employed by
[undertaking company]);

I will destroy or deliver to [Provider] the Configgal Information and any

documents or things (or parts of documents or #)ingpnstituting, recording or

containing any of the Confidential Information iry ppossession, custody, power
or control.

Nothing in this Undertaking shall impose an odign upon me in respect of
information:

€)) which is in the public domain; or

(b) which has been obtained by me otherwise tham fProvider] in relation
to this Undertaking;
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10

Signed: Dated:

provided that the information is in the public domand/or has been obtained by
me by reason of, or in circumstances which do nwblve any breach of a
confidentiality undertaking or a breach of any otbbligation of confidence in
favour of [Provider] or by any other unlawful meaaswhich | am aware.

| acknowledge that damages may not be a sufficeenedy for any breach of this
Undertaking and that [Provider] may be entitled sjgecific performance or
injunctive relief (as appropriate) as a remedyaoy breach or threatened breach
of this Undertaking, in addition to any other remesdavailable to [Provider] at
law or in equity.

The obligations of confidentiality imposed byistHndertaking survive the
destruction or delivery to [Provider] of the Cordittial Information pursuant to
paragraph 7 above.

Print name:
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ATTACHMENT 1
Any document, or information in any document pr@ddby [provider] to

[undertaking company] which [provider] claims isnéidential information for the
purposes of this Undertaking.
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ATTACHMENT 2

[Approved purpose(s)]
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Schedule 12 — Communications with end users

12.1. The Access Provider may communicate and deal withAecess Seeker’s
end-users as expressly provided in clauses 12.22t¢ and as otherwise
permitted by law.

12.2.

12.3.

Subject to clause 12.3, the Access Provider maynoamicate and deal with
the Access Seeker’s end-users:

(@)

(b)

(©)

(d)
(e)

(@)

(b)

(©)

in relation to goods and services which the Acdessvider currently
supplies or previously supplied to the end-user;

as members of the general public or a part of theerpl public or
members of a particular class of recipients ofiage or other services;

where the Access Provider performs wholesale opesatvhich require
communications or dealings with such end-userthéaextent necessary
to carry out such operations;

in @ manner or in circumstances agreed by thegsar

in an Emergency, to the extent it reasonably belawecessary to protect
the safety of persons or property.

an end-user of the Access Seeker initiates a conwamion with the
Access Provider in relation to goods and/or ses/gigpplied to that end-
user by the Access Seeker, the Access Provider. must

(i) advise the end-user that they should discuss attgmn@ncerning
the Access Seeker’s goods and/or services witi\tioess Seeker;
and

(i) not engage in any form of marketing or discussibthe Access
Provider's goods and/or services;

an end-user of the Access Seeker initiates a conwamion with the
Access Provider in relation to goods and/or ses/gigpplied to that end-
user by the Access Provider, the Access Providey emgage in any
form of marketing or discussion of the Access Ritevs goods and/or
services; and

an end-user of the Access Seeker initiates a conwation with the
Access Provider in relation to goods and/or ses/gigpplied to that end-
user by the Access Provider and the Access SettieeAccess Provider
must advise the end-user that they should disaugsnatter concerning
the Access Seeker’'s goods and/or services withAtluess Seeker, but
may otherwise engage in any form of marketing @cu$sion of the
Access Provider’'s goods and/or services.
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12.4.

12.5.

12.6.

12.7.

12.8.

Where a party communicates with the end-user ofother party, that first

mentioned party must, where practicable, make aaohtain records of that
communication with the other party’s end-user ircwinstances where that
communication discusses anything concerning thesroffarty’s goods or

services with the end-user. For the avoidanceoobt] the obligation in this

paragraph does not include a requirement to prosighd records to the other
party (however such a requirement may arise puts@i@anany dispute

resolution procedure).

For the purposes of clauses 12.2 to 12.4, a “conation” shall include any
form of communication, including without limitatiotelephone discussions
and correspondence.

Neither party may represent that:

(@) it has any special relationship with or specialaagements with the
other party;

(b) there are consequences for an end-user when amsendsigns an
authority to transfer their accounts or services;

(c) a Service has any characteristics or functionaliher than as specified
in a relevant standard form of agreement or theicemescription for
the Service or in any specifications, collaterabavchures published in
relation to the Service; or

(d) the other party participates in the provision @& flist mentioned party’s
services, provided that a party may, upon engurgrend-user, inform
the end-user of the nature of its relationship \ilign other party.

Where a party communicates with an end-user ofeeitparty, the first
mentioned party shall ensure that it does notoaitei to the other party:

(@) blame for a Fault or other circumstance; or
(b) the need for maintenance of a Network; or
(c) the suspension of a Service,

provided that this requirement does not requirardypto engage in unethical,
misleading or deceptive conduct.

This Schedule 12 shall be subject to any applicefalastry standard made by
the ACMA pursuant to Part 6 of tlieelecommunications Act 199Zth) and
any applicable industry code registered pursuant Part 6 of the
Telecommunications Act 199Cth) in relation to communications or dealings
with end-users.
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Schedule 13 — Network modernisation and upgrade
provisions

Notice to be provided where Access Provider und#edaa Major Network
Modernisation and Upgrade

13.1.

13.2.

13.8.

Except were the parties agree otherwise, the AcPessider may make a
Major Network Modernisation and Upgrade by:

(@) providing the Access Seeker with notices in writingaccordance with
clauses 13.2 and 13.&éneral Notification) and clauses 13.3 and 13.5
(Individual Notification) ; and

(b) consulting with the Access Seeker, and negotiaitingood faith, any
reasonable concerns of the Access Seeker, in aeldt the Major
Network Modernisation and Upgrade.

This clause 13.1 does not apply to an EmergencwdiktModernisation and
Upgrade.

The period of notices given under a General Natifan provided by the
Access Provider to the Access Seeker:

(@) must be an Equivalent Period of Notice; and

(b) in any event, must not be less than 30 weeks béfierdlajor Network
Modernisation and Upgrade is scheduled to takeeffe

An Individual Notification must be provided by theccess Provider to the
Access Seeker as soon as practicable after ther&éaification, but, in any
event, not less than 26 weeks prior to the antiepp@ommencement date of
the Major Network Modernisation and Upgrade.

Information to be provided in the notices

13.4.

13.5.

A General Notification must include information on:

(@) the ESA affected by the proposed Major Network Magation and
Upgrade;

(b) the distribution area affected by the proposed Majdetwork
Modernisation and Upgrade; and

(c) a general description of the proposed Major Netwdddernisation and
Upgrade, including the indicative timing for theghamentation of the
Major Network Modernisation and Upgrade.

An Individual Notification must include the followgy information in addition
to the information provided in the relevant Genétatification:
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13.6.

13.7.

(@)

(b)

(©)

(d)

the anticipated commencement date for implementihg Major
Network Modernisation and Upgrade;

details of the Access Seeker’'s activated ServioesServices in the
process of being activated at the date of the eptltat are likely to be
affected by the Major Network Modernisation and tutg;

the likely action required by the Access Seekea assult of the Major
Network Modernisation and Upgrade (including thesgible impact of
the Major Network Modernisation and Upgrade upor tAccess
Seeker’s Services); and

details of who the Access Seeker may contact taibfurther
information about the Major Network ModernisatiamddJpgrade.

An Individual Notification only needs to be giverhere a Service has been
activated or the Access Provider is in the procdssctivating a service as at
the date of the Individual Notification, and:

(@)

(b)

the Major Network Modernisation and Upgrade willjuge the Access
Seeker to take particular action in order to cardito use the Service; or

the Major Network Modernisation and Upgrade wibuk in the Service
no longer being supplied.

Where the Access Provider has provided the Acceske® with an Individual
Notification, the Access Provider must provide flezess Seeker with:

(@)

(b)

updates about the Major Network Modernisation andjidde covered
by the notice, including:

(1) any update or change to the information provided the
Individual Notification;

(i) any new information available at the time of thelage about:

1. services provided by the Access Provider in thewvaaht
ESA that may be available to the Access Seeker;

2. how the Access Seeker may be impacted by the Major
Network Modernisation and Upgrade; and

3. what steps the Access Seeker will be required ke ta
facilitate the Major Network Modernisation and Ugade;
and

weekly reports about the anticipated cutover ddtesthe Access
Seeker’s affected services, beginning no less fikanweeks prior to the
anticipated commencement date for the Major Netwdddernisation
and Upgrade.
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13.8.

The updates referred to in subclause 13.7(a) arbetgrovided regularly
(which is not required to be any more frequentlgrtiMonthly) after the
Individual Notification.

Emergency Network Modernisation and Upgrade

13.9.

In the event of an Emergency, the Access Providery monduct an
Emergency Network Modernisation and Upgrade, and

(@) will use its best endeavours to provide the Acc8seker with an
Individual Notification prior to the Emergency Neaivk Modernisation
and Upgrade being implemented; or

(b) where it is not practicable for prior notice to baen, the Access
Provider will provide the Access Seeker with anividlial Notification
as soon as reasonably practicable after the Emeygétetwork
Modernisation and Upgrade is implemented.

Coordinated Capital Works Program forecast

13.10.

13.11.

13.12.

13.13.

The Access Provider must provide the Access Seeitlera written three year
Coordinated Capital Works Program forecast in ata@oce with clause 13.11
14 Calendar Days from the date this Schedule 18h@fFAD takes effect
between the partie€pordinated Capital Works Program Forecast)

The Coordinated Capital Works Program Forecast will

(@) be for the three year period commencing on the tladeforecast is
provided;

(b) describe generally the Access Provider’s indicativestment plans (as
at the date of the forecast) for its Coordinategit@h Works Program
over the next three years;

(c) include an evaluation of the impact that the Acdessvider’s indicative
investment plans may have on individual ESAs amaa$ distribution
areas; and

(d) specify anticipated timeframes for implementation.

The Access Provider must update the Coordinatedt&@ayorks Program
Forecast (and provided the update forecasts inngrib the Access Seeker)
regularly, at not less than six Month intervals.

At the same time as the Access Provider providgSoardinated Capital
Works Program Forecast under clause 13.10, the s&cé&ovider must
provide a copy of the Coordinated Capital WorksgpPaim Forecast to the
ACCC.
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Coordinated Capital Works Program Schedule

13.14.

13.15.

13.16.

13.17.

The Access Provider must provide a written CoordidaCapital Works
Program schedule to the Access Seeker by givingenatot less than 12
Months before the anticipated commencement datieeo€oordinated Capital
Works Program in accordance with clause 13.C®ofdinated Capital
Works Program Schedule)

The Access Provider must provide the Coordinatedit@laWorks Program
Schedule and make its best endeavours to identify:

(a) the ESAs and distribution areas affected;

(b) the Access Provider’'s plan for the Coordinated @awWorks Program
for each ESA;

(c) the Access Seeker’s Service(s) in that Exchandentitiebe affected and
the expected impact of the Coordinated Capital Wd?kogram on the
Access Seeker’s Service(s); and

(d) the anticipated timeframe for the implementationtloé Coordinated
Capital Works Program.

At the same time as the Access Provider providegSoardinated Capital
Works Program Schedule under clause 13.14, the s&c&@ovider must
provide a copy of the Coordinated Capital WorksgPam Schedule to the
ACCC.

For the avoidance of doubt, the Access Providertnalso comply with
clauses 13.1-13.8 when complying with clauses 133.06.

Negotiations in good faith

13.18.

13.19.

Except where the parties agree otherwise, the Acéwsvider must not
commence implementation of a Major Network Modeatian and Upgrade
unless:

(@) it complies with clauses 13.1 to 13.8; and

(b) it has consulted with the Access Seeker and hastiaged in good faith,
and addressed the reasonable concerns of the ASeeg®r in relation
to the Major Network Modernisation and Upgrade.

Except where the parties agree otherwise, the Acésvider must not
commence the implementation of a Coordinated ClapMarks Program
unless:

(@) it complies with clauses 13.14 to 13.16; and

(b) it has consulted with the Access Seeker and hastiaged in good faith,
and addressed the reasonable concerns of the ASees®r in relation
to the Major Network Modernisation and Upgrade.
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13.20. Notwithstanding any continuing negotiations betw#enAccess Provider and
the Access Seeker pursuant to clauses 13.1, 183d82a19, if the Access
Provider has complied with this Schedule 13, a Majetwork Modernisation
and Upgrade may proceed 26 weeks after an Individatfication has been
issued, unless both parties agree otherwise.

13.21.In attempting to reach a mutually acceptable rdésmiuin relation to a
variation under clauses 13.1, 13.18 and 13.19p#rges must recognise any
need that the Access Provider may have to ensatethlk specifications for
the Services which the Access Providers suppliem¢oe than one of its
customers need to be consistent (including, wittioutation having regard to
the incorporation by the Access Provider of anyevaht international
standards).

Dispute Resolution

13.22. If a dispute arises in relation to a Major Netwdkdernisation and Upgrade,
then the matter may be resolved in accordance thighdispute resolution
procedures set out in Schedule 10 of this FAD.

Application

13.23. This Schedule 13 commences 21 Calendar Days dféeday this FAD is
published by the ACCC.

Miscellaneous

13.24. A requirement for the Access Provider to provid®imation in written form
includes provision of that information in electroform.

13.25. Any information provided by the Access Providerelectronic form must be
in a text-searchable and readable format.
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Schedule 14 — Suspension and termination

14.1.

14.2.

The Access Provider may immediately suspend the@lgupt a Service or
access to the Access Provider's Network, providedotifies the Access
Seeker where practicable and provides the AcceskeB&ith as much notice
as is reasonably practicable:

(@) during an Emergency; or

(b) where in the reasonable opinion of the Access Besyithe supply of
that Service or access to the Access Providersvblét may pose a
threat to safety of persons, hazard to equipmdmgat to Network
security or is likely to impede the activities ofithorised persons
responding to an Emergency; or

(c) where, in the reasonable opinion of the Access iBeoythe Access
Seeker's Network or equipment adversely affectshogatens to affect
the normal operation of the Access Provider's Nekwar access to the
Access Provider's Network or equipment (including the avoidance of
doubt, where the Access Seeker has delivered Rredhibraffic onto the
Access Provider’s Network),

and is entitled to continue such suspension yasl the case requires) the
relevant Emergency or threat has passed or ustihtirmal operation of the
Access Provider's Network or access to the Accaswiter's Network or
equipment is no longer adversely affected or tleresad.

If:
(@) the Access Seeker has failed to pay monies owidgmuhis FAD;

(b) the Access Seeker’'s use either of its Facilitiesher Access Provider’'s
Facilities is in contravention of any law;

(c) the Access Seeker breaches a material obligatidaruhis FAD; or

(d) any of the events described in clause 14.8 ocoumsspect of the Access
Seeker,

(Suspension Eventand:

(e) within 20 Business Days after becoming aware of3hspension Event,
the Access Provider gives a written notice to tlseess Seeker:

(i) citing this clause;

(i) specifying the Suspension Event and the Serviceegspect of
which the event has occurred;

(iii) requiring the Access Seeker to institute remeditiba (if any) in
respect of that event; and
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14.3.

14.4.

14.5.

(iv) specifying the action which may follow due to aldee to comply
with the notice,

(Suspension Notickand:

() the Access Seeker fails to institute remedial actis specified in the
Suspension Notice within 20 Business Days aftereivgng the
Suspension Notice (in this clause 14.2, Reenedy Period,

the Access Provider may, by written notice giverhi® Access Seeker within
20 Business Days after the expiry of the RemedioBer

(g) refuse to provide the Access Seeker with the Servic

(i) of the kind in respect of which the Suspension Eve&s occurred;
and

(i) a request for which is made by the Access Seeker thfe date of
the breach,

until the remedial action specified in the Suspemsiotice is completed
or the Suspension Event otherwise ceases to exidt;

(h) suspend the provision of any Service of the kindespect of which the
Suspension Event has occurred, until the remedtadraspecified in the
Suspension Notice is completed.

For the avoidance of doubt, subclause 14.2(a) daé¢sapply to a Billing
Dispute that has been notified by the Access Seeker

In the case of a suspension pursuant to clause thé Access Provider shall
reconnect the Access Seeker to the Access Progideetwork and
recommence the supply of any suspended Servicesoasas practicable after
there no longer exists a reason for suspensiorhendccess Provider shall do
so subject to payment by the Access Seeker of theegs Provider's
reasonable costs of suspension and reconnection.

If:
(a) a party ceases to be a carrier or carriage sepvaeader; or

(b) a party ceases to carry on business for a periognafe than 10
consecutive Business Days without the prior writtensent of the other
party (such consent not to be unreasonably withhetd

(c) inthe case of the Access Seeker, any of the rel$®grounds specified
in subsection 152AR(9) of the CCA apply; or

(d) a party breaches a material obligation under tAB Fand:
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14.6.

14.7.

14.8.

(i) that breach materially impairs or is likely to nréay impair the
ability of the other party to deliver Listed CageServices to its
customers; and

(i) the other party has given a written notice to thst-inentioned
party within 20 Business Days of becoming awarehef breach
(Breach Notice; and

(i) the other party fails to institute remedial actes specified in the
Breach Notice within 20 Business Days after recgj\the Breach
Notice (in this clause 14.5, tikemedy Period,

the other party may cease supply of the Service(sler this FAD by
written notice given to the first-mentioned partithin 20 Business Days
after becoming aware of the cessation, reasonablends or expiry of the
Remedy Period specified in the Breach Notice (axt#se may be).

A party must not give the other party both a SusfenNotice under clause
14.2 and a Breach Notice under clause 14.5 in c¢gppe

(@) the same breach; or

(b) different breaches that relate to or arise fromdame act, omission or
event or related acts, omissions or events,

except where a Suspension Notice has previously lgeen to the Access
Seeker by the Access Provider in accordance wihse 14.2 in respect of a
Suspension Event and the Suspension Event haseeot fectified by the

Access Seeker within the relevant Remedy Periodifspe in clause 14.2.

For the avoidance of doubt, a party shall not bguired to provide a
Suspension Notice under clause 14.2 in respect lwkeach before giving a
Breach Notice in respect of that breach under eldus5.

Notwithstanding any other provision of this FADthar party may at any time
immediately cease the supply of one or more Sesvigader this FAD by
giving written notice of termination to the othary if:

(@) an order is made or an effective resolution is @éddser winding up or
dissolution without winding up (otherwise than ftre purposes of
solvent reconstruction or amalgamation) of the ogsty and the order
or resolution remains in effect for a continuousiquek of five Business
Days; or

(b) a receiver, receiver and manager, official manageontroller,
administrator (whether voluntary or otherwise), yps@nal liquidator,
liquidator, or like official is appointed over thehole or a substantial
part of the undertaking and property of the otherty and the
appointment remains in effect for a continuous qukef five Business
Days; or
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14.9.

14.10.

(c) a holder of an encumbrance takes possession ofwtiee or any
substantial part of the undertaking and propertthefother party, or the
other party enters or proposes to enter into ahgree of arrangement or
any composition for the benefit of its creditors; o

(d) the other party is or likely to be unable to paydebts as and when they
fall due or is deemed to be unable to pay its dpbtsuant to section 585
or any other section of th@orporations Act 200{Cth); or

(e) as a result of the operation of section 459F or atingr section of the
Corporations Act 2001Cth), the other party is taken to have failed to
comply with a statutory demand; or

() a force majeure event substantially and adverdébgtang the ability of
a party to perform its obligations to the othertpacontinues for a
period of three Months; or

(g) the other party breaches any of the terms of anitsdbans, security or
like agreements or any lease or agreement relatingsignificant
equipment used in conjunction with the businesshatt other party
related to the supply of a Service under this FAD;

(h) the other party seeks or is granted protection fitsrareditors under any
applicable legislation; or

() anything analogous or having a substantially singlfect to any of the
events specified above occurs in relation to theroparty.

The cessation of the operation of this FAD:

(@) shall not operate as a waiver of any breach byréey md any of the
provisions of the FAD; and

(b) is without prejudice to any rights, liabilities obligations of any party
which have accrued up to the date of cessation.

Without prejudice to the parties’ rights upon temation of the supply of a

Service under this FAD, or expiry or revocationtbfs FAD, the Access

Provider must refund to the Access Seeker a faireqquitable proportion of

those sums paid under this FAD by the Access Segkih are periodic in

nature and have been paid for a Service for a gextending beyond the date
on which the supply of a Service under this FADmi@ates, or this FAD

ceases to have effect, subject to any invoicestloercamounts outstanding
from the Access Seeker to the Access Providerthdnevent of a dispute in
relation to the calculation or quantum of a faid @aguitable proportion, either
party may refer the matter for dispute resolutionaiccordance with the
dispute resolution procedures set out in Schedulef this FAD.
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Schedule 15 — Changes to operating manuals

15.1. Operational documents concerning the ULLS may beraiad:

15.2.

15.3.

(&) by the Access Provider from time to time to implemer reflect a
change to its standard processes, subject to:

(i) giving 20 Business Days prior written notice to thecess Seeker
including a documented list of all amendments, antharked-up
copy of the proposed new operational document taarly
identifies all amendments; and

(i) allowing the Access Seeker to provide commentsnduttie notice
period on the proposed amendments, and giving nehéo
consideration to any comments which the Access Sdeks made
on the proposed amendments; and

(b) otherwise, by agreement of the parties.

Note: operational documents concerning the ULLSuthe (i) The Telstra Operations and
Maintenance Manual Part 16 Fault Management Proceddor Telstra Unconditioned Local
Loop Service;and (ii) The Telstra Ordering and Provisioning Manual Pd Telstra
Unconditioned Local Loop Service Operations Mararad any replacement document

Upon completion of the process set out in clausé,lthe Access Provider
must give the Access Seeker a copy of the new tpeah document.

Where operational documents concerning the ULLS ameended in
accordance with clause 15.1 and the Access See&kevés that the
amendments:

(a) are unreasonable; or

(b) deprive the Access Seeker of a fundamental pats oifghts contained in
this FAD;

the Access Seeker may seek to have the mattewveesol accordance with
the dispute resolution procedures set out in Sdeeduiof this FAD.
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Schedule 16 — Ordering and provisioning

Provisions to apply to Managed Network Migrations ( MNM) to the ULLS
and the LSS

Minimum number of services

16.1.

16.2.

16.3.

Except where the parties agree otherwise, it thatdiscretion of the Access
Seeker whether a particular Service is to be cdedeas part of a MNM, or
outside of a MNM.

The Access Seeker will notify the Access Providetha time the order is
made whether a particular Service is to be condeatepart of a MNM or
outside of a MNM.

Except where the parties agree otherwise, themoisgninimum number of
services required as a pre-requisite for requestmiyINM.

Migration plan terms (forecasting timeframes)

16.4.

16.5.

16.6.

16.7.

Unless the parties agree otherwise, the periobti€a that an Access Seeker
must give for an MNM is 56 Calendar Days.

Subject to clause 16.6, the Access Provider mustacel an MNM where
the number of Services to be cutover as specifiethe 20 Business Day
forecast differs to the number of Services spetifie the 56 Calendar Day
forecast.

If the cutover of Services cannot occur within & Calendar Day forecast
period because of a significant variation betwédmn36 Calendar Day forecast
and the 20 Business Day forecast, the Access prowidust to take all
reasonable steps to ensure that cutover occuioasas practicable following
the conclusion of that period.

For the purpose of this determination a referemce tsignificant variation
refers to a variation of more than 10 per cenhefMNM forecast.

Note: For instance the cutover may not occur beeadfi a significant variation between the
56 Calendar Day forecast and the 20 Business Daygdsts

Connections outside Business Hours

16.8.

Except where the parties agree otherwise, it thatdiscretion of the Access
Seeker whether a particular Service is to be caedewithin Business Hours
or outside of Business Hours.

Note: additional charges may be payable for wonkedoutside of Business Hours.

Limits on number of exchanges per state per dayhach MNM cutovers can be
scheduled
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16.9. Except where the parties otherwise agree, and culgeclause 16.10, the
Access Provider must not refuse to schedule a euttr an MNM at an
Exchange because the Access Seeker has requestdbtNIsih cutover at
another Exchange or other Exchanges in that stateeosame day.

16.10. The Access Provider may refuse a requested MNMveutdate where it
would be inconsistent with a capacity limitationtioe (Limitation Notice) it
has published.

16.11. The Limitation Notice must specify:
(@) the limit that is to apply;
(b) the period and the ESAs to which it applies; and

(c) the reasons for the limit being necessary by refard¢o forecast demand
and available capacity.

16.12. The Limitation Notice lapses 60 Calendar Days aittas published, unless
withdrawn earlier.

Note: Another Limitation Notice may be issued tplege a lapsed notice.

16.13. The Access Provider must not unreasonably refusarpor withdraw the
Limitation Notice on the request of an Access Seeke

16.14. Where an Access Seeker disagrees with a deciside mathe Access
Provider not to vary or withdraw the Limitation N, the Access Seeker
may seek dispute resolution in accordance withdikeute resolution
procedures set out in Schedule 10 of this FAD.

Capacity Limits on ULLS provisioning

16.15. Except where the parties otherwise agree, and culgeclause 16.16, the
Access Provider must not unreasonably limit the Inemof Services that can
be provisioned per day at a particular Exchange an$t use its best
endeavors to supply all requested cutovers forcpéar day.

16.16. The Access Provider may refuse a requested cutfirem Service at a
particular Exchange where it is not reasonably &blgerform the cutover on
that day having regard to the volume of work ordérsthat Exchange or for
all Exchanges, and the labour that is availablett@t day, subject to the
Access Provider performing the cutover the follogvBusiness Day.

Advice regarding Complex Services affecting ULLS or ders
16.17. Except where the parties agree otherwise, where:

(@) an Access Seeker has submitted a ULLS request; and

(b) the Service Qualification query fails due to thegance of Complex
Services on the line,
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the Access Provider will provide to the Access ®eeklist of the Complex
Services present on the line at the time it advikesAccess Seeker of the
results of the Service Qualification query.

New ULLS ordering and provisioning processes
LSS to ULLS Transfer processes

Scope

16.18. Except where the parties subsequently agree otberwiauses 16.18 to 16.23
apply where an Access Seeker requests the Traofséek.SS to a ULLS from
the Access Provider.

Terms

16.19. The Access Seeker must provide instructions abolétier or not the
Transfer should occur as part of a MNM in accorégamdth the MNM
forecasting timeframes and notice periods specifiedauses 16.4 to 16.7 of
this FAD, or as otherwise agreed between the zartie

16.20. The Access Provider must take all reasonable sfftot comply with the
Access Seekers instructions provided pursuantigsel 16.19.

16.21. Both the Access Provider and the Access Seeker atlast for the Transfer
of the LSS to ULLS in accordance with the followinginimum
characteristics:

(@) the period in which a LSS to ULLS Transfer is peried (that is, the
period in which a LSS is disconnected and a ULL8oisnected) will be
no longer than four hours;

(b) a Transfer must not require end-user involvemenh whe Access
Provider (including, without limitation, the makirad a telephone call or
sending of correspondence by the end-user to tteesscProvider). A
request for a LSS to ULLS Transfer will be deemexhacellation of any
existing PSTN line rental and LSS provided the Asc&eeker has
obtained the necessary customer authority for Hreallation of end-
user PSTN services;

(c) a Transfer is commenced and executed by a singleisowning order
from the Access Seeker to the Access Provider; and

(d) the Access Provider will charge the Access Seeksingle charge for
undertaking a LSS to ULLS Transfer whether the $fanoccurs as a
single connection or as part of an MNM.

16.22. The Access Provider must ensure that the developamehimplementation of
the LSS to ULLS Transfer process will result inal@anges to how the Access
Seeker currently interfaces to the ULLS Carrieeifggice System (ULLCIS).
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Application

16.23. Clauses 16.19 to 16.22 commence on 15 Septembér gflkess a prescribed
LSS to ULLS Transfer process is established onaaliee date by the Access
Provider, in which case clauses 16.19 to 16.22 cenu@ on the date the
prescribed LSS to ULLS Migration process is estdlddd by the Access
Provider.

Note: The commencement date of this clause aligtis similar provisions contained in final
determinations between Telstra and a number of #c&eekers in the context of access
disputes involving the ULLS. Some of these finaledminations have been published by the
ACCC and are available on its website.

See: http://www.accc.gov.au/content/index.phtmifitk=793062

Connect Outstanding process for ULLS orders

16.24. Except where the parties agree otherwise, the AcPesvider will support a
Connect Outstanding process for the ULLS, by nerldtan six Months from
the Commencement Date.

16.25. The Connect Outstanding process for the ULLS must:

(@) support the cancellation of an existing sergnea line upon the Access
Provider receiving Proof of Occupancy; and,

(b) facilitate the connection of a ULLS in respent a ULLS request
submitted by an Access Seeker in respect of that li
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