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AD Access deficit 

ADC Access deficit contribution 
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USO Universal service obligation 

WACC Weighted average cost of capital 



 

 

iv

Executive Summary 
 

In its previous decisions on the pricing of access to Telstra’s fixed telephone network 
(“PSTN”) by competitors1, the Commission accepted the principle that the price of 
access should be based on efficient economic costs.2  It also agreed that some 
additional contribution by those seeking access to the network may be appropriate to 
the extent that Telstra is constrained, through the operation of formal retail price 
controls, from efficiently recovering the relevant line costs from its retail customers 
connected to the network.  

This paper is intended to review both the rationale and possible size of this 
contribution, commonly known as an access deficit contribution (“ADC”), in the light 
of additional information and examination undertaken by the Commission since 2000.  
The paper also explicitly considers the appropriateness of an additional local call deficit 
surcharge being included in access charges.  In reviewing the need and size of an ADC, 
this paper intends to stimulate further debate on what is one of the more significant 
aspects of current access pricing practice and invites comments from all interested 
parties. 

It is particularly appropriate that this issue be examined at this time.  First, the issue is 
clearly relevant to the Commission’s further work on setting model price terms and 
conditions or indicative charges for  PSTN OT services, one of three core services on 
which the ACCC is required to do so under the new Section 152AQB of the Trade 
Practices Act 1974 (”the Act”).3  Second, the Commission has been asked by Telstra to 
examine whether its 2003 PSTN undertaking is reasonable.4  In the Commission’s view 
it is important that its views on the ADC are clearly established prior to its finalisation 
of indicative prices for related PSTN services and prior to its final decision on Telstra’s 
undertakings. 

                                                 
1 See in particular ACCC, Assessment of Telstra’s Undertaking for Domestic PSTN Originating and 
Terminating Access Final decision, June 1999 and ACCC, A report on the assessment of Telstra’s 
undertaking for the Domestic PSTN Originating and Terminating Access Services, July 2000. 

2 See ACCC, Access Pricing Principles Telecommunications — A Guide, 1997. 

3 The ACCC is required to set out indicative pricing and non-pricing terms and conditions by June 2003 
for the PSTN OT services, LCS and ULLS. 

4 Telstra lodged undertakings for all three core services with the ACCC on 9 January 2003. These 
undertakings are to be published by late January together with an issues paper for public comment.  A 
supporting paper titled Telstra’s Submission in Support of its Undertakings dated 9 January 2003 was 
placed on the Commission’s website on 17 January 2003.  
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Should access seekers still be required to make a contribution to the AD? 

The Commission has previously accepted the ADC on the basis of certain assumptions, 
relating to Telstra’s ability to efficiently recover its line-related costs.  The Commission  
is likely to continue to accept the need for such a contribution should these assumptions 
remain valid, however, one purpose of this paper is to review whether this is still the 
case. 

In considering whether the ADC should be extended to encompass a local call deficit 
surcharge (see below) the Commission has previously examined the need for such a 
contribution by looking at the profitability of the PSTN and Telstra’s capital 
expenditure incentives for its fixed network as well as other considerations required 
under Part XIC of the Act.  This has led the Commission to reject Telstra’s claims for 
such a surcharge.  The Commission, however, has not changed its stance on the ADC 
for PSTN OT (interconnection) it has held since 1999.  However, arguments that there 
is no justification for extending the existing ADC arrangements can be extended to 
argue that there is no strong case for an ADC at all.  The paper looks at this aspect in 
further detail and seeks public input on whether an ADC is still justified under the 
relevant Part XIC LTIE and reasonableness criteria.   

In this regard, it is worth noting an important distinction of the use of an ADC or 
surcharge which has the effect of maintaining monopoly rents from a contribution that 
merely ensures the recovery of efficient line costs.  Previously, the Commission has 
supported the imposition of an ADC on the basis that it is seen as a reasonable way for 
Telstra to recover its efficient costs and saw this as likely to be consistent with the 
relevant LTIE and reasonableness criteria.  However, where the ADC is merely having 
the effect of maintaining inefficiently high prices, it would see this as being 
inconsistent with the objects of the regime which prevents the incorporation of 
“consequential costs” emanating from increased competition.5   

If Telstra is able to recover its efficient line costs without the addition of any further 
contribution to access prices above efficient costs (where such costs include relevant 
indirect costs) and in a way which does not otherwise distort efficient competition and 
investment outcomes, then the addition of an ADC or other surcharge is unlikely to be 
justified under the statutory criteria.    

If there is to continue to be an AD, how should it be defined and measured? 

Should the Commission continue to accept the need for an AD because of retail price 
constraints, clearly there are different ways of defining and measuring the AD.  This 
then turns into a debate over the measurement of the AD, including whether there is an 
actual AD in any empirical sense, even if it can be justified in principle.  Amongst the 
options that can be used to measure the AD are:   

                                                 
5See Section 152AH and the Explanatory Memorandum to the Trade Practice Amendment Bill 1997, p. 
44. 
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(i) Should the Commission take a more holistic approach to the AD by 
including the costs and revenues of all services sharing common costs with 
the PSTN? 

(ii) In particular, to the extent that the PSTN is profitable in overall terms, does 
the AD which relates to basic access have any more relevance or 
significance than any imputed surpluses for other retail services which are 
provided over the PSTN, such as for STD or FTM. 

(iii) Should costs of lines be measured using historic cost accounts (such as the 
RAF) to reflect the actual financial cost of the AD rather than the costs 
estimated using either the n/e/r/a or PIE models?  How would this approach 
be reconciled with the Commission’s forward-looking approach to access 
price determination? 

If an ADC were to be retained, how should it be spread over calls and minutes? 

The ADC is currently determined as the mid-point between the results of 
apportionment of the AD to non-local call minutes and the apportionment to non-local 
calls.  This is the 50:50 rule.  Telstra has argued on efficiency grounds for a greater 
reliance on calls than minutes in determining the ADC.  However, the empirical 
evidence and analysis undertaken previously by Telstra and which underlies Telstra’s 
efficiency analysis is not compelling, and even the 50:50 rule does not reflect the 
mixture of per-call costs and per-minute costs inherent in Telstra’s retail pricing.  
Telstra’s own retail pricing practice would suggest a far greater apportionment to call 
minutes and the application of this type of structure would substantially reduce the 
ADC. 

Is, it reasonable to incorporate a “local call deficit surcharge” to the charge for PSTN 
OT?  

The reasonableness of the claim of a “local call deficit” and an associated surcharge on 
access seekers has previously been rejected by the Commission in its pricing decisions 
as contrary to both the LTIE and reasonableness criteria. Claims about the 
appropriateness of such a surcharge are also related to what are seen as the implications 
of a retail minus approach to the pricing of local carriage (resale) services (“LCS”) 
which are claimed to be priced below cost. 

The Commission’s has previously considered it is unnecessary to include such a local 
call deficit surcharge to ensure Telstra’s “legitimate business interests” as the available 
financial evidence would suggest that Telstra’s legitimate interests are already satisfied 
without it.  As well, the explicit inclusion of consequential costs associated with the 
acceptance of such a local call deficit would appear to have an efficient component 
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pricing rule (“ECPR”) element6, which is contrary to Part XIC.  An additional 
surcharge was also seen as likely to retard rather than promote competition.  To the 
extent that the surcharge increased access prices above efficient levels, it would cause 
greater inefficiency in use of infrastructure by further distorting the retail price structure 
away from an efficient configuration. Similarly, it may distort the build-buy decision 
and lead to more inefficient investment decisions by both access seekers (too much) 
and Telstra (too little). 

The Commission has also questioned the empirical basis for such a “deficit”.  In 
addition, it has rejected the significance of the claimed nexus with its approach to LCS 
pricing. 

While the Commission has therefore been firmly of the view that a local call surcharge 
is not justified under the relevant Part XIC criteria, it is still interested in whether there 
is any additional information or evidence which supports the inclusion of a local call 
surcharge and which has not been previously considered.  

 

                                                 

6 The ECPR requires that, in addition to being compensated for its direct costs of providing access, the 
access provider is compensated for its “opportunity costs” in terms of any above-normal profits and 
contributions to organisational-level costs forgone by supplying the service at the wholesale rather than 
the retail level.  
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1 Introduction 

The Commission, in its previous decisions on the pricing of access to Telstra fixed 
telephone network (“PSTN”) by competitors, has accepted the principle that the price 
of access should be based on efficient economic costs7 8.  In addition, the Commission 
has also agreed that some additional contribution by access seekers may be appropriate 
due to the existence of retail price controls where they inhibit Telstra from efficiently 
recovering the relevant line costs from its retail customers.  

This paper reviews both the underlying reasoning and quantum of this contribution, 
commonly known as an access deficit contribution (“ADC”).  This consideration takes 
account of additional information and examination undertaken by the Commission 
since 2000.  The paper also explicitly considers the appropriateness of an additional 
local call surcharge being included in access charges.   

In reviewing the need and size of an ADC, the paper aims to stimulate further debate on 
this contentious aspect of current access pricing practice, and seeks comments from all 
interested parties.  Further, many of the issues surrounding the ADC have been looked 
at extensively in recent years and the Commission has established relatively firm views 
on a number of aspects.  In particular, the Commission has consistently rejected the 
need for a local call surcharge.  By contrast, the need for an ADC has received qualified 
acceptance by the Commission and it is intended that this stance be scrutinised further 
in this paper.  This means that while the paper is primarily aimed at promoting 
discussion of various contentious issues, it has inevitably taken a stronger stance in 
relation to some matters than others.   

It is particularly appropriate that this issue be examined at this time.  First, the issue is 
clearly relevant to the Commission’s further work on setting model price terms and 
conditions or indicative charges for PSTN OT services, one of three core services on 
which the ACCC is required to do so under the new Section 152AQB of the Act 
relating to model terms and conditions.9  Second, the Commission has been asked by 
Telstra to assess the reasonableness of its 2003 PSTN undertaking.10  In the 
Commission’s view it is important that its views on the ADC are clearly established 

                                                 
7 See ACCC, Access Pricing Principles Telecommunications — A Guide, 1997 

8 See in particular ACCC, Assessment of Telstra’s Undertaking for Domestic PSTN Originating and 
Terminating Access Final decision, June 1999 and ACCC, A report on the assessment of Telstra’s 
undertaking for the Domestic PSTN Originating and Terminating Access Services, July 2000. 

9 The ACCC is required to set out indicative pricing and non-pricing terms and conditions by June 2003 
for the PSTN OT services, LCS and ULLS. 

10 Telstra lodged undertakings for all three core services with the ACCC on 9 January 2003.  These 
undertakings are to be published shortly together with an issues paper for public comment.  A supporting 
paper titled Telstra’s Submission in Support of its Undertakings dated 9 January 2003 was placed on the 
Commission’s website on 17 January 2003. 
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prior to its finalisation of indicative prices for related PSTN services and prior to its 
final decision on Telstra’s undertakings.  Thus, it should be noted that the views of 
interested parties in response to this paper will serve as input into both the 
establishment of PSTN O/T model price terms and conditions as required under the 
new Section 152AQB of the Act, and the assessment of Telstra’s 2003 PSTN 
undertakings.   

The paper has also taken account of submissions regarding the ADC to the 
Commission’s future access pricing paper which was issued in September 2002 in 
anticipation of the new statutory requirements to determine what in effect amount to 
indicative prices for core services.11  

It is commonly accepted that the operation of the retail price control arrangements has 
limited the ability of Telstra to increase line rentals, resulting in what the Commission 
calls an access deficit (“AD”).  The Commission has always favoured removal of the 
AD by the loosening of retail price controls to give Telstra sufficient freedom to 
eliminate the AD.  In the absence of any loosening of price control constraints, 
however, the Commission has accepted, where Telstra cannot otherwise efficiently 
recover its costs, that access seekers should be required to contribute to defrayment of 
the deficit through an ADC. 

In reviewing the appropriateness of an ADC, the Commission is not intending to 
suggest that an ADC is not justified under any circumstances, but rather to discuss 
whether the previous reasoning remains valid in the light of additional information that 
has become available to the Commission since 2000. Alternatively, it may well be that 
even if further information suggested a change of approach to the ADC, to consider 
whether other factors would still justify the inclusion of an appropriately defined ADC.  
The paper does not reach any definitive conclusions on these aspects, but is intended to 
stimulate further discussion of these issues. 

The Commission’s original support for an ADC was partly based on concerns about the 
possible long-term impact of the access regime on profitability and investment, as well 
as competitive neutrality concerns if this was not able to be recovered efficiently.  The 
emphasis initially given to constructing the n/e/r/a applied cost model when the first 
PSTN OT undertakings were considered meant that detailed studies of profitability and 
investment were not conducted as part of these earlier undertaking assessment reports.  
Since then, a series of related work by Commission staff has raised certain questions 
about the underlying premises and assumptions which led the Commission to a 
qualified acceptance of an ADC.  For example, more comprehensive profit studies 
indicate that overall the PSTN has been highly profitable - significantly above Telstra’s 
cost of capital - and that capital expenditure in the PSTN has remained robust.   

Part of the analysis undertaken by the Commission to review the financial impact of the 
ADC has involved a closer look at the profitability of Telstra’s PSTN-based services.  

                                                 
11 See ACCC, Future Access Pricing Approaches for PSTN, ULLS and LCS, Discussion Paper, 
September 2002. 
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Much of this information has been taken from Telstra’s regulatory accounting 
framework (“RAF”) accounts, which are required to be submitted to the Commission. 
The Commission has raised with Telstra the appropriateness of releasing PSTN revenue 
and cost information from the RAF, at a suitably aggregated level, to provide further 
information about the impact of the ADC on Telstra’s financial position.12  

1.1 Structure of Paper 
This paper is structured as follows.  First a brief overview of the relevant legislative 
criteria is provided before a summary of the Commission’s previous consideration of 
the justification for an ADC is given in section 2.  These issues are explored throughout 
the paper in terms of their continuing relevance and significance against the applicable 
legislative criteria.  The paper then discusses in section 3 the size of the ADC in 
relation to access charges, before looking at the impact on PSTN profitability and 
investment and the significance of the ADC in this regard in section 4.  Section 5 
considers the measurement and definition of the ADC.  Section 6 looks at the role of an 
ADC in satisfying competitive neutrality concerns.  Section 7 looks at how an ADC 
should be allocated between calls and minutes. Sections 8 and 9 look more closely at 
the merits of a local call deficit and also at the related issue of local call resale pricing.  
Section 10 contains some preliminary conclusions on which specific comments are 
sought.  Throughout the paper various questions are also raised and comments sought. 

1.2 Making a submission 
The Commission invites submissions in response to this Discussion paper.  The 
Commission prefers that all submissions be in writing and publicly available to foster 
an informed, robust and consultative process.  Accordingly, submissions will be treated 
as public documents unless otherwise specified.  It is preferred that where industry 
participants wish to submit confidential information they should provide confidential 
and non-confidential versions of their submission.  In these circumstances, the 
confidential version will need to highlight any such information. 

Submissions should be addressed to: 

Mr Chris Pattas 
Senior Director  
Telecommunications 
Australian Competition and Consumer Commission 
GPO Box 520J 
Melbourne VIC 3001. 

Submissions can also be lodged by e-mail to: chris.pattas@accc.gov.au.  Electronic 
lodgement of submissions is encouraged in addition to hard copy submission.  

                                                 
12 In order to release such information, however, the Commission is required under Section 151BUA of 
the TPA to consult with Telstra and to have regard to Telstra’s legitimate commercial interests that may 
be affected by the release of any information provided under statutory record-keeping rule provisions, 
such as the RAF.  
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Submissions are requested by 28 February 2003.  However, interested parties may 
wish to make a supplementary response following the publication of any further 
financial information, pursuant to Section 152BUA.  Enquiries about this paper, or 
about the making of submissions, can be directed to Arek Gulbenkoglu on (03) 9290 
1892. 
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2 Legislative criteria 

Under Part XIC of the Act, the Commission must, among other tasks:  

• approve (or otherwise) undertakings submitted by access providers which may 
include the terms and conditions of access to declared telecommunications 
services,13 and  

• arbitrate disputes between parties concerning the terms and conditions of access 
to declared telecommunications services.14 

The object of Part XIC of the Act is to promote the long-term interests of end-users 
(“the LTIE”) of carriage services or of services provided by means of carriage 
services.15  This will be achieved, in part, through establishing the rights of third parties 
to gain access to services that are necessary for the competitive supply of services to 
end-users.  

In considering whether declaration of a service, approval of an access code or an access 
undertaking or the making of an arbitration determination will be in the long-term 
interests of end-users, the Commission must consider the achievement of the following 
objectives: 

• promoting competition in markets for telecommunications services;  

• achieving any-to-any connectivity in relation to carriage services that involve 
communication between end-users; and 

• encouraging the economically efficient use of, and the economically efficient 
investment in, the infrastructure by which telecommunications services are 
supplied.16 

An important part of the access regime is the terms and conditions of access (including 
the price or a method for ascertaining the price).  Under Part XIC of the Act, the 
Commission cannot accept an undertaking unless it is satisfied that the terms and 

                                                 
13 Declared services are services declared under Part XIC of the Act.  Refer to Section 152AL of the Act. 

14 Under the Telecommunications Act 1997, the Commission also has responsibilities to arbitrate disputes 
over the terms and conditions for matters such as preselection and number portability.  

15 Sub-section 152AB(1) of the Act.  

16 Section 152AB(2) of the Act. 
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conditions specified are reasonable.17  In determining whether terms and conditions are 
reasonable, regard must be had to the following matters: 

• whether the terms and conditions promote the LTIE;  

• the legitimate business interests of the carrier or carriage service provider 
concerned, and the carrier’s or carriage service provider’s investment in 
facilities used to supply the declared service concerned;  

• the interests of persons who have rights to use the declared service concerned; 

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

• the operational and technical requirements necessary for the safe and reliable 
operation of a carriage service, a telecommunications network or a facility; and 

• the economically efficient operation of a carriage service, a telecommunications 
network or a facility.18 

This does not, by implication, limit the matters to which regard may be had.19 

When arbitrating access disputes the Commission must have regard to the same matters. 
In addition, the Commission must take into account in making a determination the value 
to a party of extensions, or enhancement of capability, whose cost is borne by someone 
else.20   

 

 

                                                 
17 The Commission must also ensure that the terms and conditions in an ACCC access code, in 
undertakings and any arbitration determination is consistent with any Ministerial pricing determination in 
place.  See Section 152CH of the Act.  

18 Sub-section 152AH(1) of the Act. 

19 Sub-section 152AH(2) of the Act. 

20 Paragraph 152CR(1)(e) of the Act. 
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3 The Development of the Commission’s Approach to the ADC since 
1999 

In the Undertaking Reports of 1999 and 2000 the Commission established the position 
of recognising an AD and of regarding it as reasonable to allow Telstra to add an ADC 
to the conveyance cost for PSTN origination and termination (“PSTN OT”).21  The 
Commission based the ADC on an average of allocating the AD totally to minutes and 
totally to calls (the “50:50 rule”). 

3.1 Why an ADC? 
Broadly, the Commission’s approach was guided by its interpretation of Part XIC of 
the Act, and in particular, the notion of the long-term interests of end users (“LTIE”).  
Underlying the LTIE are two layers of relevant factors.  At the first level, regard must 
be had to efficiency in use, efficient investment and promotion of competition.  At a 
further level, these efficiency factors must be considered in terms of the legal 
requirement to have regard to an access provider’s legitimate business interests and not 
to include other than direct costs. 

At the time of the Undertakings, the Commission favoured the removal of the AD by 
the loosening of retail price controls to give Telstra sufficient freedom to eliminate the 
AD. However, with the continued presence of explicit restrictions on the prices of line 
rentals, an AD was evident and that, absent any other more efficient means of recovery, 
access seekers should contribute to the deficit.  As was spelt out in the First 
Undertaking Report (p. 56): 

The Commission recognises … it is more likely to be efficient to recover such a deficit through 
increasing line rental and connection charges …  However, to the extent that Telstra is 
constrained by retail price cap regulations … interconnection services using the CAN should 
contribute to any deficit. 

The preference for a direct solution to the AD was further argued in its 2001 report to 
the Minister on retail price controls.22 

In the first Undertaking Report, the Commission, taking into account the existence of 
the price cap constraints set out (p. 52) five adverse “long-term” consequences from not 
allowing Telstra to recover a part of any AD from originating and terminating access 
charges.   

                                                 
21 ACCC, Assessment of Telstra’s Undertaking for Domestic PSTN Originating and Terminating Access 
Final decision, June 1999 and A report on the assessment of Telstra’s undertaking for the Domestic 
PSTN Originating and Terminating Access Services, July 2000. 
22 ACCC, Review of Retail Price Control Arrangements:  An ACCC Report, February 2001. 
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It was considered that imposing an ADC on access charges would, inter alia:  

• discourage inefficient entry,  

• encourage efficient investment by entrants (i.e., not distort the build/buy 
choice), and 

• avoid Telstra not having an incentive to invest in upgrading the CAN and allow 
recovery by Telstra of its legitimate costs.  

3.2 Notional nature of the ADC 
It is particularly important to recall that the Commission has always seen the ADC as a 
notional contribution towards defraying the AD in an overall sense.  That is, it was not 
intended to compensate for the lost contribution to the AD incurred by Telstra on a 
service by service basis when it supplies access.  The Commission had some concerns 
about the possible long-term impact of the access regime on profitability and incentives 
to invest, although it had not undertaken formal studies of either area at that time.  In 
the First Undertaking Report, the Commission stated (p. 55) that the 

issue of cost recovery comes down to whether the residential access deficit can be recovered 
from contributions across all call types 

The Commission contended that it is 

highly unlikely [that its approach to TSLRIC] will prevent Telstra from recovering the cost of 
the CAN. 

While there was no formal analysis underlying this conclusion, there was a reference 
(p. 54) to 

excess profits for certain call types … which therefore contribute more to the access deficit 

The Commission considered the possibility that a time may come where cost recovery 
may be more difficult (p. 55) and foreshadowed (p. 56) 

further work to consider the capacity of particular call types to contribute to the recovery of any 
remaining access deficit. 

It is interesting to note that in proposing an extension to the access deficit to 
incorporate a local call deficit contribution, Telstra appears to have implicitly rejected 
this “notional” characteristic of the ADC.   

3.3 Local call deficit surcharge and LCS pricing 
Sections 7 and 8, below, discuss in further detail the concept of a local call deficit and 
its interaction with both PSTN and LCS pricing approaches.  A summary is provided 
here. 

In brief terms, the local call deficit arises from Telstra’s approach to “allocate” the AD 
to every PSTN minute, across all call types.  Having made this allocation it then 
assesses, for each call type, whether it can recover the AD it has allocated from its retail 
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revenues.  It concludes that, for local calls in particular, retail price controls prevent it 
from recovering the ADC it has allocated to them.  This shortfall is called the “local 
call deficit”.23  It is then claimed that this local call deficit should also be reflected in 
the charge for PSTN OT, at least to the extent that local carriage service (LCS) pricing 
is other than on a full cost basis.24   

In this regard, Telstra has long argued that it favours a TSLRIC approach for the 
calculation of a wholesale local call (LCS) price.  It could be inferred in this regard that 
one possible reason for Telstra’s approach is the expectation that the TSLRIC price 
(inclusive of the ADC) would exceed the maximum price that it can charge for a local 
call under the operation of a price cap for local calls.  This in turn provides a basis for 
Telstra to argue that an unrecovered local call access deficit contribution be added to 
other calls.25  

The Commission recognises the possibility that the TSLRIC of a local call could 
exceed the maximum price permitted under the price cap, however, in the 
Commission’s view this result would be dependant on including the ADC in the cost of 
a local call, which the Commission would consider is an inappropriate way of 
determining the cost of a local call.26 

3.4 Allocation of the ADC 
A further issue that has affected the impact of the ADC over recent years is how this 
should be allocated to access charges between minutes and calls ends. 

The Commission’s preference for a 50:50 allocation of the AD across minutes and call 
ends was seen as something of a compromise which was contested by Telstra, who 
argued it should be based on calls only, and other access seekers who argued it should 
only be based on call minutes.  Telstra’s alternative approach (effectively a 100:0 rule) 
where the entire ADC is allocated to call ends was not accepted by the Commission, 
particularly given its lack of empirical support.  Further consideration established its 
stark inconsistency with Telstra’s own retail pricing practice.  (This is further discussed 
in section 6 below.)  

                                                 
23 It should be noted that such an approach ignores that for other call types there is over recovery of the 
AD that is allocated, leading to what could be termed an “STD surplus” and “FTM surplus”. 

24 Telstra have most recently made this claim in their response to the Commission’s discussion paper on 
future pricing approaches (See ACCC, Future Access Pricing Approaches for PSTN, ULLS and LCS, 
Discussion Paper, September 2002) 

25 Telstra’s response to ACCC discussion paper on future pricing approaches, ibid. 

26 See discussion in section 7 on this issue. 
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Beyond the Undertakings, all of these issues have been debated in public forums, such 
the Productivity Commission’s inquiry and in response to the Commission’s indicative 
pricing paper.27   

 

Questions for Respondents 

The Commission seeks comments from interested parties on the real nature of the ADC; 
in particular whether it is notional or whether it should be viewed in the service-
specific way favoured by Telstra?   

See also further discussion of local call deficits and the ADC allocation in sections 6-9 
below. 

3.5 The Quantitative Importance of the ADC 
Based on Part XIC reasonableness criteria,28 the charge for PSTN OT comprises a 
conveyance charge (based on the Commission’s modelling of total service long run 
incremental cost (“TSLRIC”)) and an ADC.   

The Commission’s modelling and associated procedures resulted in a “headline” access 
price for PSTN OT of 1.8 cents per minute (“cpm”) (ADC of 0.84cpm) for 1999-2000; 
1.53 cpm (ADC of 0.69cpm) for 2000-01, and 1.3cpm with an ADC component of 
about 0.57cpm for 2001-02.29 

The importance of the ADC can be illustrated in a number of ways.  For example, the 
ADC comprised more than a third of the 2001-02 headline rate, having fallen from 
nearly a half in the preceding two years.  Note, however, that the headline rate of 
1.7cpm for PSTN OT proposed by Telstra for 2002-03 comprises a conveyance charge 
component of 0.8cpm and an ADC-related component of 0.9cpm.30  Therefore, 
acceptance of this proposal would involve an ADC-related component equal to 59 per 
cent of the total charge, and would represent a major reversal of the trend in recent 
years.  

                                                 
27 See ACCC, Future Access Pricing Approaches for PSTN, ULLS and LCS, Discussion Paper, 
September 2002. 

28 See Section 152AH and related arbitration criteria in Section 152CR.  This is summarised in section 1 
above. 

29 The 1999-2000 and 2000-01 rates were derived as part of the ACCC’s assessment of Telstra’s PSTN 
undertakings for those periods. The 2001-02 rate was only indicative and did not emanate from an 
arbitration determination or undertaking assessment — see ACCC media release dated 18 May 2001. 

30 This has been proposed in Telstra’s access undertaking for PSTN O/T charges. See also Telstra’s 
Submission in Support of its Undertakings dated 9 January 2003 which was placed on the Commission’s 
website on 17 January 2003, especially at paragraphs 12 and 16. 
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The continuing importance of the ADC was also underlined by the Minister31 when he 
observed that: 

If you are going to fix the problem of the access deficit and get your interconnect prices down 
by about a third, you need to gradually rebalance. 

The significance of the ADC can also be seen by assessing the likely impact on prices 
and Telstra’s revenues that would occur if the ADC were altered.   

The impact on prices is not just the direct effect of it being included in the charge for 
PSTN OT.  The Commission expects that it would be reflected in all retail pricing of all 
non-local call services, whether they are supplied by access seekers or by Telstra itself, 
thus affecting both Telstra’s and end users’ welfare (in opposite directions).   

Based on information in Telstra’s annual reports and other publicly-available sources, 
the Commission estimates that about 50 billion end-minutes of traffic enter or exit the 
PSTN per annum.  Given that this flow of traffic were relatively invariant with the 
prices charged, a change in the ADC of 0.1cpm would change carriers’ cumulative 
revenue by $50 million.  Accordingly, the removal of the ADC of 0.57cpm in 2001-02 
would have increased end users’ welfare and reduced Telstra’s revenues by $285 
million.  The increase in end users welfare would be greater, and the reduction in 
Telstra’s revenue lower to the extent that quantities increased in response to the 
decrease in prices, i.e. demand was more elastic. 

 

                                                 
31 Senate:  Environment, Communication, Information Technology and the Arts Legislation (ECITA) 
Committee, Consideration of Supplementary Estimates, 20 November, 2002, p. 10. 
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4 Is there a “Need” for an ADC to sustain 
profitability and investments in the PSTN? 

4.1 Previous Consideration 
Under Part XIC of the Act the Commission must have regard to a number of 
considerations in formulating whether an access charge for a declared service is in the 
long-term interests of end users and is reasonable. These must also be applied to the 
ADC (see section 1 above).  These factors include whether it encourages efficiency in 
use and in investment (including having regard to the “legitimate commercial interests 
of the supplier” and “the incentives for investment in the infrastructure by which the 
services are supplied”); and whether it promotes competition and achievement of any-
to-any connectivity.  The Commission must also exclude consequential costs from the 
access charge allowed.  The Commission must also have regard to the interests of 
access seekers and the direct costs of supply.  

In the First Undertaking Report, among the five adverse “long-term” consequences of 
not allowing Telstra to recover a part of any AD, the Commission included (p. 52) 
avoiding Telstra not having an incentive to invest in upgrading the CAN and allowing 
recovery by Telstra of its legitimate costs.  This, however, was not based on any 
concern that Telstra was on the threshold of financial loss — indeed the Commission 
contended that it is “highly unlikely” that its approach “will prevent Telstra from 
recovering the cost of the CAN” (p. 55).  While there was no formal analysis 
underlying this conclusion, there was a reference (p. 56) to: 

further work to consider the capacity of particular call types to contribute to the recovery of any 
remaining access deficit. 

Both profitability and investment have been subject to more extensive research in the 
past two years. 

4.2 Telstra’s Profitability 
With respect to profitability, since the undertakings were assessed the Commission has 
carried out studies of the profitability of both Telstra as a whole and of the PSTN alone.  
It has also looked at other appraisals, including by industry analysts and by Telstra 
itself.  All of these analyses suggest that Telstra enjoys high profitability across all of 
its Australian operations and that the PSTN returns substantial economic profits. 

The Ovum study32 of Telstra’s overall profitability concludes that Telstra as a whole 
earns a rate of return well in excess of its weighted average cost of capital (“WACC”). 
This is so whether the WACC used is as contended by Telstra or that determined by the 
Commission.  According to this study, Telstra continues to earn economic rents and 
that its profitability is comparable with that of other highly profitable 

                                                 
32 Ovum, Telstra Financial and Economic Profit Analysis:  A Report to the ACCC, 31 October 2001.  
This is available on the Commission’s website. 
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telecommunications carriers in the region (SingTel and Telecom New Zealand) and that 
it is in a strong position compared with many of its European and US counterparts since 
the “dot.com” and telecommunications boom evaporated. 

Telstra’s own appraisal of its overall profitability, as recently as November 2002, is that 
it is “sensational”.33 

These overall assessments are also reflected in the performance of the PSTN.  Telstra 
noted in its 1999-2000 Annual Report (p. 80) that its traditional telephony products: 

have traditionally generated most of our operating profit and have been more profitable than our 
non-telephony products such as data 

This profitability has also been noted by industry analysts such as Macquarie Research 
Equities34 that notes (p. 4) that  

fixed line services provide the bulk of Telstra’s cashflow 

and predicts for 2003 (p. 13) that 

cashflow from basic telephony will continue to be strong 

Further, RAF accounts that Telstra must submit to the Commission have been used to 
assess the profitability of the PSTN for 1999-2000, 2000-01 and 2001-02.  The profit 
proxy found is essentially an “economic profit” given that the costs include a return on 
capital employed, evaluated at Telstra’s WACC.  The analysis indicates that the PSTN 
has produced large economic profits in each of the three years studied.  

The Commission has raised with Telstra the appropriateness of releasing PSTN revenue 
and cost information from the RAF at a suitably aggregated level to provide further 
information about the impact of the ADC on Telstra’s financial position. In order to 
release such information, however, the Commission is required under Section 151BUA 
of the TPA to consult with Telstra and to have regard to Telstra’s legitimate 
commercial interests that may be affected by the release of any information provided 
under statutory record-keeping rule provisions, such as the RAF. 

4.3 Financial effect of removal of ADC 
As these assessments of profitability were made for periods where an ADC was in 
place, the question arises as to whether the removal of the ADC would result in a 
sufficient reduction in profitability so as to make the PSTN unprofitable.  As previously 
noted, removal of the ADC in 2001-02 would have cost Telstra less than $300 million 
in lost profitability.  However, the Commission’s estimate of historic cost based 

                                                 
33 Dr Ziggy Switkowski, Address to Australian Telecom’s Telco Leaders Lecture Series, Sydney, 26 
November 2002. 

34 Macquarie Research Equities, Another Tough Year Ahead for Telcos, 17 January 2003. 
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economic profits of the PSTN for 2001-02 suggest that Telstra would still have earned 
substantial economic profits, even in the absence of an ADC on access charges. 

Finally, consideration of Telstra’s profitability in downstream markets led the 
Productivity Commission to suggest that it may be more appropriate to price below cost 
(p. 396):35 

An access price that is “right” in the context of no market power will be too high in the presence 
of incumbent’s downstream market power.  This is because if the incumbent earns monopoly 
profits across the regulated service stemming from its downstream market power, there is an 
efficiency gain from using these rents to reduce the contribution to fixed costs made by access 
charges. 

4.4 Capital Expenditures 
Prima facie, it would appear that the level of profitability with or without the ADC 
would be sufficient to provide Telstra with the incentive to invest in the maintenance of 
the productive capacity of the PSTN.  However, concerns about the possible impact of 
the regulatory regime have been raised by Telstra and NECG.36  Further, as noted 
above, the Commission itself was concerned about the possible long-term impact of the 
regulatory regime on investment at the time of the undertakings (1999 and 2000) if no 
ADC was allowed.   

Since the undertakings, the Commission has conducted a number of internal studies of 
Telstra’s capital investments.  In 2001 the Commission also commissioned BIS 
Shrapnel to study infrastructure acquisition by the industry as a whole.37  This broader 
study is currently being updated.  The Productivity Commission’s report also made 
extensive observations on capital expenditure in the industry (see below). 

Table 1 sets out Telstra’s capital expenditures in total and for broad aggregates over the 
period from 1994-95.  

                                                 
35  It should be noted the ACCC is obliged to operate a cost-based regime observing the legitimate 
business interests of Telstra irrespective of whether there is downstream monopoly power.  This means 
that even if it is more efficient to “under-price access” where there is downstream market power, as the 
Productivity Commission notes (p.396) it is unlikely the ACCC would be able to do so under the 
legislative criteria in Part XIC of the Trade Practices Act. 

36 NECG’s Henry Ergas told the Productivity Commission that the ACCC’s approach to local call resale 
is “manifestly at odds with ex ante financial capital maintenance … with the ability of investors to 
recoup investments prudently made” (Evidence to Productivity Commission, 16 May 2001, p. 207). 

37 BIS Shrapnel, Telecommunications Infrastructures in Australia 2001, prepared for the ACCC, July 
2001. 
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Table 1:  Telstra’s Capital Expenditure from 1994-95 to 2001-02 ($m)38 

 1995 1996 1997 1998 1999 2000 2001 2002 

Switching 634 659 768 756 626 647 735 661 

Transmission 335 486 579 584 602 693 429 416 

Customer Access 666 920 848 681 864 1285 971 891 

Mobile Networks 526 342 330 340 616 628 390 255 

Broadband 
Network 

60 282 459 97 34 30 33 38 

International 
Infrastructure 

112 197 119 143 138 125 100 233 

Other39 Na Na Na 1223 1424 1422 1414 1112 

Capital 
Expenditure 

3238 3904 4248 3824 4366 4830 4144 3606 

 

Overall, the analysis and the associated commentary reveals the following: 

• Telstra has invested heavily in all infrastructure over the period 1994-95 to 
2000-02, including in the PSTN (loosely the first three rows).   

• While capital expenditure has grown, this has been uneven with large increases 
(1995-96 and 1999-00) and falls (1997-98, 2000-01 and 2001-02).   

• These fluctuations can largely be attributed to the commencement and 
completion of large capital expenditure projects, and this is reflected in 
Telstra’s commentaries.   

• More recently, the decline in capital expenditure has been influenced by 
Telstra’s more “disciplined” approach to investment, reflecting investor 
perceptions about the need for continued healthy increases in cashflow and 
dividend growth, its marginal loss in market share in some service segments and 
a more subdued economic climate in the telecommunications sector, both 
locally and internationally. 

                                                 
38 Figures are for operating capital expenditure including capitalised interest.  The figures were sourced 
from Telstra’s annual reports.     

39 Includes capital expenditure on capitalised software and “other” items. 
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To the extent that there are concerns with the financial position of particular services, 
this would appear to overlook the fact that the entire PSTN is required to produce any 
particular call service.  Thus, it would not seem to be sensible to abandon the entire 
PSTN just because one part of it was not profitable or not as profitable as some other 
parts.  Only if the entire PSTN were in deficit would abandonment of it be a 
consideration.  As the Productivity Commission40 also notes: 

…access pricing is only one factor that shapes the returns to the investment made by access 
providers in telecommunications infrastructure. 

The Productivity Commission’s Report consistently recognises the high levels of 
investment occurring in the PSTN.  For example (p. 400): 

Certainly, investment [in the PSTN] has been very substantial in the last few years. 

The Productivity Commission does not identify any harm to PSTN investment from the 
regulatory regime, at least while Telstra maintains such a strong retail market position 
(p. 404): 

… for the core PSTN, the risks of adverse investment effects from the ACCC’s regulated prices 
are not likely to be currently significant … 

It also did not foresee any adverse effect arising, stating (p. 402) that: 

… concern about an imminent crisis in PSTN investment is misplaced. 

The Commission concurs with the view of the Productivity Commission that 
investment levels in the PSTN have not apparently been adversely affected by the 
operation of the regulatory regime. 

As a further investment-related issue, perhaps the effect of the ADC on the build/buy 
choice requires more specific consideration.  Ideally, for purposes of getting the right 
build/buy decisions, the access seeker should be faced with an access price reflecting 
the TSLRIC of providing access on a forward-looking basis, as this is the cost the 
access seeker would incur if it built its own network.  Placing an ADC on top of this 
would appear to take the access price away from this ideal, providing an artificial 
stimulus to build rather than buy. 

The addition of an ADC could also potentially distort investment incentives in another 
sense.  While the ADC is a contribution to line costs, there is no linkage between the 
total contribution paid by a particular customer and the cost of that customer’s line.  
For example, CBD business customers and those living in relatively low-cost (densely 
populated) areas are likely already to meet the cost of their lines through direct line-
related charges, and then would be required to make further contributions through the 
ADC. 

                                                 
40 Productivity Commission, Telecommunications Competition Regulation, Report No. 16, 21 September 
2001, p. 397. 
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That said, the Commission is not aware of how significant this effect would be on the 
build-buy choice in practice in such areas.  It would be expected that the incentives for 
uneconomic by-pass, particularly in CBD areas, caused by the ADC would be 
relatively small compared to other factors which lead to (efficient) infrastructure build 
in such areas.  For example, there are strong incentives to directly connect high-
yielding multi-line customers in such areas given the relatively low costs of doing so, 
particularly where other (utility, transport) infrastructure can also be readily utilised. 

 

Questions for Respondents 

Interested parties are invited to comment on Telstra’s profitability and incentives to 
invest efficiently in the PSTN, both in retrospect and in prospect.   

Is it necessary to have an ADC — perhaps at a lower or a higher level than currently 
— in order to ensure the long-term viability of the PSTN? 

Would the lack of an ADC put Telstra at a disadvantage in being able to efficiently 
recover its legitimate costs in the face of greater competition for its retail PSTN-based 
services? 

Parties are also invited to make further submissions on these aspects if further 
information about Telstra’s financial position is made available following the 
Commission’s section 151BUA process. 
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5 If there is an AD how should it be defined and 
measured? 

An essential part of the determination of the ADC is to define and measure the AD.  As 
part of its consideration of the ADC since 1999, the Commission has developed a 
definition and measurement approach to determining the size of this factor.  While 
Telstra has suggested ways of making the measured AD larger, access seekers have 
argued that it is too broadly defined, and have even questioned its very existence. 

5.1 The Commission’s Previous Approach 
Previously in determining the AD, the Commission has defined revenues as those from 
line rentals and connection charges for PSTN lines plus the USO amount.  In 
determining these revenues it has considered the amount that Telstra could retrieve 
given the retail price arrangements (see particularly the Second Undertaking Report, p. 
43).  The power to retrieve has been defined on a yearly basis, focussing on the 
flexibility available in that year and ignoring past failures to exercise that flexibility. 

The Commission defined the costs of line rentals as comprising attributable long-run 
line costs (as estimated on the basis of the Commission’s forward-looking TSLRIC 
model of the network, the applied n/e/r/a cost model) an indirect cost contribution 
towards organisational level costs and the costs associated with retailing lines.  
Trenching and other costs shared with the ISDN and other fixed line services are 
allocated on a “fully distributed cost” (“FDC”) basis. 

5.2 Further Consideration since the Undertaking Reports 
The Commission’s experience with administering the access regime under Part XIC of 
the Act and the perspectives provided by the Productivity Commission’s inquiry and 
Telstra’s appeal to the Australian Competition Tribunal (“ACT”) have caused it to 
reconsider this definition and measurement of the AD.   

Some parties have publicly argued that the AD is defined and/or measured in such a 
way as to overstate it.  The view has also been put that the AD is irrelevant given that 
other net revenue sources more than make up for any shortfall on access.  In the light of 
this experience and these perspectives, the Commission offers the following 
considerations relating to the definition, measurement and relevance of the AD: 

5.2.1 Definition of cross-subsidy 

First, the definition used by the Commission differs from that suggested by regulatory 
economists, in particular by Faulhaber.41  Under this definition a deficit or surplus 
would be defined according to the difference between attributable costs and attributable 
revenues.  The inclusion of a share of organisation-level costs or indirect costs in the 

                                                 
41 See Faulhaber, G., 1975, ‘Cross Subsidization:  Pricing in Public Enterprises’, American Economic 
Review, 65, pp. 966-77. 
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Commission’s current practice would not be in accord with this definition and adds an 
arbitrary element in that these could be “allocated” across the services that share them 
in an infinite variety of ways.  It may be, however, that, notwithstanding these 
theoretical points, the inclusion of these indirect costs may be able to be justified by 
having regard Telstra legitimate commercial interests in recovering all its reasonable 
costs. 

5.2.2 Consideration of other service revenues which use the CAN 

It is not altogether obvious that the PSTN and particularly the CAN can be easily 
separated from the ISDN, leased lines and other integrated fixed-line facilities that 
share its common costs.  Taking a more holistic approach to the AD and considering 
the CAN more broadly to include ISDN, leased lines and its other users would bring to 
account substantially more revenues than costs, thereby reducing the AD.  This 
approach has been recommended by SingTel Optus and by AAPT in their submissions 
to the Commission’s September 2002 future access pricing paper.42   

Previous Commission consideration of this issue noted a preference with attributing the 
AD in terms of the retail services that gave rise to the AD, namely basic access 
including line rentals.  This was related to a concern with “quarantining” the ADC as 
much as possible to basic voice services and also an expectation that other service 
margins would progressively be subject to greater competitive pressures.  It is apparent 
from the financial analysis, however, that these expectations were somewhat optimistic.  
The Commission would be interested in the continuing force of these arguments. 

5.2.3 Increasing line costs 

With respect to line costs, the Commission has used the applied n/e/r/a cost model to 
estimate these on a forward-looking basis.  Telstra has claimed on numerous occasions 
that the Commission’s model understates its costs, and has developed its own model 
(“PIE” and “PIE2”) to test its claims independently of the Commission.  As with 
n/e/r/a, Telstra’s model is based on a forward-looking methodology.  While it was not 
stated explicitly, Telstra witnesses at the 2002 Senate Estimates hearings argued that 
line costs were up to 10 per cent higher than estimated by the Commission, but at the 
same time they emphasised the difficulty of making these estimates:43 

Dr Paterson—It is some point above $32.  The ACCC has estimated $32.  We quite frankly, 
think that is an underestimate … 

Senator MACKAY—How much do you think the ACCC has underestimated by? 

Dr Paterson—It is hard to know, quite frankly.  For a specific part of the network, it is hard to 
know just how much that is. 

Senator MACKAY— … you must be able to ballpark it. … 

                                                 
42 Op cit. 

43 ECITA Committee, op. cit., p. 11.  
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Mr Scales—I think these access arrangements and the costs of access are not easy to calculate.  
That is why Dr Paterson is trying to give you an accurate reflection of it, knowing the difficulty 
of these sorts of calculations.  They are very difficult.  Our general view would be that it could 
be as much as 10 per cent. 

This would suggest that contrary to the Government’s expectations, the AD will not 
necessarily fall away at the conclusion of the current price cap period if Telstra’s 
approach to line cost determination is adopted.  In the Commission’s view the 
Government’s plan to allow Telstra to increase the overall price of line rentals by CPI + 
4 per cent for five years will comfortably allow Telstra to eradicate the AD as defined 
by the Commission’s model.  As yet, the Commission has not fully assessed the costs 
of access lines as measured by Telstra’s new PIE2 model and notes that there could 
also be differences of approach over the amount of USO revenue and the costs of 
retailing lines. 

The Commission has not seen any persuasive evidence that it is underpricing and 
would be interested in any such evidence in this regard. 

In addition to the relative virtues of the Commission’s and Telstra’s cost models, there 
is the further issue of whether or not it is appropriate to use this type of model at all for 
calculating the AD.  Where the purpose of assessing an AD is to form the basis for 
compensating Telstra for the actual cost it incurs from the restrictions on line rentals, it 
may be more appropriate to base the AD on historic costs.  All else equal, the use of 
historic costs is likely to indicate a substantially smaller AD than that arising from the 
n/e/r/a or PIE models. 

In considering this issue further, however, the Commission would need to be convinced 
that the adoption of such an approach does not adversely affect Telstra’s incentives to 
efficiently invest in its network.  One of the Commission’s key objectives in using a 
forward-looking cost methodology is to maintain incentives for efficient investment, 
both for Telstra and other service providers. 
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Questions for Respondents 

Are there alternative ways of defining the AD?  Should, for example, the Faulhaber 
definition of deficit be used for the AD? 

Would the Faulhaber approach be consistent with Telstra legitimate commercial 
interests?  

Should the net revenues from services sharing common costs with the PSTN (especially 
the ISDN) be brought into the calculation of the AD? Should this also depend on the 
extent to which other service margins have faced increased competitive pressure in 
practice as compared to earlier expectations and what of their future performance? 

Should the AD be based on historic costs or continue to be based on forward-looking 
costs as measured in the n/e/r/a and PIE2 models? 

Is basing the AD on a historical cost consistent with the LTIE criteria which is 
concerned with encouraging efficient investment? 

Are there any other issues interested parties consider are relevant to the definition 
and/or calculation of the AD?   
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6 Does the ADC ensure “competitive neutrality” 
between Telstra downstream operations and access 
seekers’ downstream operations? 

One of the effects the Commission must have regard to in determining whether an 
access price is in the LTIE is whether it promotes competition.  However, other aspects 
of LTIE — particularly the efficiency objectives and the requirement to have regard to 
Telstra’s legitimate business interests — would preclude the stimulation of competition 
for its own sake.  This suggests that the notion of “competitive neutrality” would be a 
useful benchmark for the consideration of charges for PSTN OT.  

Telstra argued to the Productivity Commission that an ADC (indeed a much higher one 
— see below) is necessary to achieve “competitive neutrality” between its own 
downstream operations and those produced by access seekers.44  In its Draft Report, the 
Productivity Commission claimed that the Commission’s approach places Telstra at a 
competitive disadvantage with respect to its rivals and proposed an alternative 
mechanism for allocating the AD based on “competitive neutrality”.  This conclusion 
remained in the Final Report, although it was heavily qualified. 

It is questionable that such competitive neutrality arguments for an ADC and related 
contributions in PSTN OT charges have much merit in the current circumstances.  
There are two main reasons for this. The first concerns whether Telstra in fact charges 
its downstream operations an ADC.  The second point relates to whether Telstra faces 
an implicit transfer price anyway and what incentives are thereby created where it has 
downstream market power.  

6.1 Does Telstra charge itself an ADC? 
Telstra’s case for charging an ADC to external access seekers could be seen to rest on 
its charging itself an ADC at a similar level.  However, it appears from Telstra’s annual 
reporting over recent years that it does not charge its downstream operations an ADC.  
Indeed, it appears that Telstra does not charge its retail arms an explicit charge for 
PSTN origination and termination. 

According to Telstra’s 1999-2000 Annual Report, it reports on its operating segments 
“according to how we organise and manage our business for internal management 
reporting purposes” (p. 110).45  Therefore, examination of the description of these 
segments provides some insight into how Telstra’s internal accounting framework 
operates.  The key features are the following. 

                                                 
44 Telstra Corporation Limited, Public Submission to the Productivity Commission Inquiry into 
Telecommunications Specific Competition Regulation, 30 August 2000, pp. 51-2. 

45 While this statement does not appear in later reports, neither has there been any statement that the 
approach has changed. 
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• Telstra Wholesale only sells to “other carriers and carriage service providers” 
(2001-02 Annual Report, p. 202) and not internally. 

• While “generally most internal charges between business segments are made on 
a direct cost recovery basis” (2001-02 Annual Report, p. 202), the most 
important internal transfers do not appear to be included in this. 

• In particular, Telstra Retail does not appear to pay anything for mobile 
termination of its FTM calls and nor does Telstra Mobile appear to pay anything 
to Telstra Retail for MTF termination. 

• With respect to international services, “our revenues from transit traffic and 
from inbound calls are now recognised by REACH” (2001-02 Annual Report, p. 
73), but it appears that the costs attached to these services are not fully 
recognised by REACH.  While REACH paid $76 million to Telstra in 2001-02 
(2001-02 Annual Report, p. 82), the revenue recorded for inbound and transit 
calls in the last full year they were recorded (1999-2000) was $499 million.   

• Network and retail functions are combined in Telstra Mobile which is 
responsible for “mobile and wireless networks” and “all mobile retail sales” 
(2001-02 Annual Report, p. 202).  

While the publicly available information is not definitive, Telstra does not appear to 
use any formal internal transfer pricing system or in particular to account for the ADC 
(or access charges more generally) in any explicit such fashion. Thus it would appear 
inconsistent for Telstra to appeal to “competitive neutrality” with respect to its rivals 
where its own downstream managers appear normally not to pay for PSTN OT when 
using it as a component in producing STD, IDD and FTM calls.  This would mean 
increasing the access price to its rivals would seem only to serve to increase the extent 
of non-neutrality that is inherent in the existing arrangements.46 

6.2 Is there an implicit internal transfer price? 
Although Telstra may not have introduced an explicit transfer pricing system in relation 
to the treatment of the ADC, it is sometimes argued that, in any case, there is an 
implicit internal transfer price ensuring “competitive neutrality” because of the 
opportunity cost incurred by Telstra when it wholesales to itself, i.e. sells to its 
downstream operation.   However, such arguments appear to ignore the effects of 
market power in downstream retail markets.  To the extent that prices of downstream 
products (STD, IDD and FTM) are well in excess of production costs, they would 
contain a monopoly margin.  If this is the case, the opportunity cost of selling to an 
outside access seeker would include the loss of this monopoly margin.47  Where, 
                                                 
46 Under new accounting separation provisions which will be introduced in 2003, Telstra will be required 
to undertake regular imputation testing of its basic retail services by taking explicit account of third party 
access charges in its analysis. 

47 This would also mean Telstra would not be indifferent between selling the network element to its own 
retail arm and selling to a competitor on a wholesale basis.   
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however, the access price to outside access seekers is increased to match this 
opportunity cost and this has the effect of retaining any existing monopoly margins in 
retail prices, it would constrain the ability of the access regime to promote efficient 
competition.  

In such a case, the addition of an ADC or any other surcharge on the cost-based price 
charged for PSTN OT would effectively be an application of the “efficient component 
pricing rule” (“ECPR”) or the “Baumol-Willig rule”48.  The Commission notes that the 
criteria set out in Part XIC of the Act effectively preclude it from using the ECPR.  For 
example, use of the ECPR, where it would result in the preservation of existing 
inefficiencies in the pricing structure, would be inconsistent with efficiency in use of 
infrastructure.  Further, notwithstanding other imperatives, the Commission is required 
to consider only the “direct costs of providing access” (Section 152AH(1)(d)), and is 
bound to omit “consequential costs which the provider may incur as a result of 
increased competition”.49 

It is also important to distinguish in this regard the use of an ADC or surcharge which 
has the effect of maintaining monopoly rents from a contribution that merely ensures 
the recovery of efficient line costs.  The latter effect is likely to be consistent with the 
relevant LTIE and reasonableness criteria while the earlier impact appears to be 
inconsistent with the Section 152AH criteria and the need not to incorporate 
“consequential costs” emanating from increased competition.50  If Telstra is able to 
recover its efficient line costs without the addition of any further contribution to access 
prices above efficient costs (including relevant indirect costs) and in a way which does 
not otherwise distort efficient competition and investment outcomes, then the addition 
of an ADC or other surcharge is unlikely to be justified under the statutory criteria.  

                                                 
48 The ECPR requires that, in addition to being compensated for its direct costs of providing access, the 
access provider is compensated for its “opportunity costs” in terms of any above-normal profits and 
contributions to organisational-level costs forgone by supplying the service at the wholesale rather than 
the retail level. 

49 See Trade Practices Amendment (Telecommunications) Bill 1996 Explanatory Memorandum, p. 44. 

50 See also the discussion on this distinction in the ACCC’s 2000 undertaking assessment report, ibid, p. 
42. 
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7 How should the access deficit be allocated over 
minutes and calls? 

7.1 Telstra proposals 
Telstra has previously advocated an approach where greater weight is placed on calls; 
while access seekers have suggested placing greater weight on minutes.  In the First 
Undertaking Report the AD was allocated by the Commission on a per-minute basis.  
In the Second Undertaking Report the AD was apportioned by the Commission 
according to a combination of minutes and calls, based on the 50:50 rule (pp. 24-6).51 

Telstra’s contention that the AD should be allocated totally on calls (flagfall) (100:0 
rule) was supported on a theoretical basis and with reference to empirical studies, 
particularly one by Park, Wetzel and Mitchell:52 

… because the demand for calls is likely to be less elastic than the demand for call minutes.  As 
a result, recovering the access deficit on a per call basis will be less distorting than recovery on 
the basis of call end minutes.  Empirical studies of the elasticity of demand for 
telecommunications services strongly support the generally accepted view that the elasticity of 
demand with respect to minutes exceeds the elasticity of demand with respect to calls. 

7.2 ACCC views 
While conceding that there is some merit in an efficiency-based approach, the 
Commission was “not persuaded” by the case made by Telstra in the context of the 
Second Undertaking Report, and this led it to a 50:50 rule as a kind of rough 
compromise.   

In relation to the Telstra claims, while not stating it directly, Telstra appears to be 
applying the “inverse-elasticity” approach to efficient pricing, where services with 
demands that are least responsive to prices bear relatively greater proportionate 
burdens.53  However, it apparently has not taken account of two important aspects with 
respect to the theory: 

                                                 

51 The issue of how to structure the ADC was discussed at length in both Reports, but most fully in the 
First Undertaking Report (pp. 49-56). 

52 “Price Elasticities for Local Telephone Calls”, Econometrica, 51, 6, November 1983, pp. 1699-1730. 

53 This rule, known also as the “Ramsey-Boiteux” rule, involves setting the mark-ups on long-run 
incremental costs in inverse proportion to the elasticities of demand of the different services.  It dates 
back to a paper by Ramsey (Ramsey, F. “A Contribution to the Theory of Taxation”, Economic Journal, 
36, 1927, pp. 47-61) setting out a procedure for raising a given amount of commodity tax revenue at the 
least overall cost to economic efficiency.  Boiteux (Boiteux, M., “Sur la Gestion des Monopoles Publics 
Astrients á l’Equilibre Budgétaire’, Econometrica, 24, 1, 1956, pp. 22-40; published in English as “On 
the Management of Public Monopolies Subject to Budgetary Constraints”, Journal of Economic Theory, 
3, 1971, pp. 219-40) adapted the rule to utility pricing, taking into account the general-equilibrium 
aspects of minimising efficiency loss. 
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• First, only if the demand for flagfall was completely inelastic (i.e., totally 
unresponsive to price) would it efficiently bear the entire burden.  In contrast to 
this standard result, Telstra appears to argue that this demand being more 
inelastic than the demand for duration is enough to justify complete reliance on 
flagfall. 

• Second, the efficiency properties of the Ramsey-Boiteux rule rely on the 
exploitation of retail demands, not wholesale demands as it is the gap between 
retail demand and supply cost that determines the marginal efficiency impact 
underlying the rule.  However, Telstra seeks to apply the rule to wholesale 
demand, but this will not generally satisfy the rule. 

This confusion of retail and wholesale demands is compounded by the attempt to apply 
elasticities based on empirical studies of retail demand to wholesale demands.  Further, 
the main empirical evidence cited by Telstra does not “strongly support” its position on 
the allocation of the AD.  Indeed the main article cited has no apparent relevance to 
present-day Australian pricing of PSTN OT, being based on a pricing experiment for 
retail calls for local service for a couple of small cities in Illinois, USA, nearly twenty 
five years ago. 

Moreover, an analysis of Telstra’s retail pricing for 2000-01 implies approximately a 
20:80 split between flagfall and duration.  

If an ADC is justifiable, on the basis of the information so far available to it, the 
Commission is unable to support a 100:0 rule.  To the extent this would have any 
impact on the structure of retail pricing towards a greater reliance on flagfall, there is 
no directly relevant evidence that suggests this would be efficiency-enhancing.  On the 
other hand, what the adoption of Telstra’s approach would do is increase the price paid 
by access seekers whether assessed on a per-call or per-minute basis, and this is likely 
to harm LTIE. 

 

 

Questions for Respondents 

The Commission invites interested parties to comment on the relative merits of 
allocating the AD to minutes as against calls, with particular reference to the efficiency 
criteria in LTIE. 
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8 Is there a “local call deficit”? 

The Commission’s recognition of an ADC and the allowance of an ADC in the charge 
for PSTN OT has apparently led to the claim that there was also another deficit; what 
Telstra calls the “local call deficit”.  

8.1 Telstra position 
In the First Undertaking Report (p. 54) Telstra argued to the Commission that the cap 
on retail prices (then 25 cents) meant that local calls cannot contribute the same amount 
to the AD and that, as a result, higher charges should be incurred by all other calls, 
including PSTN OT.  Telstra put a similar argument at the time of the Second 
Undertaking Report.  Telstra also claimed in its submission to the Productivity 
Commission that there was a “local call deficit”, based on a retail price cap on local 
calls, preventing it from recovering a contribution to the AD.54   

The Productivity Commission55 set out a model based on four “services” — PSTN 
termination and origination for rivals, ISDN, PSTN termination and origination for 
itself and local calls.  According to this model, the restriction on the price of local calls 
means that the amount of the AD “allocated” to them cannot be fully recovered from 
them, thus giving rise to the “local call deficit”. 

In its initial submission to the Productivity Commission, Telstra claimed that “local 
calls do not … recover their long term costs of supply” (p. 7).  Telstra affirmed its 
position in evidence to the Productivity Commission on 14 May 2001 where one 
spokesperson said that the ACCC’s calculation of the forward-looking costs of a local 
call would place it at about 22 cents and the access prices have been set well below 
that”, while another said “22 cents is the wholesale cost of providing that service … 
[and] doesn’t include retailing expenses…” 

8.2 ACCC views 
The Commission has previously taken the position that the “local call deficit” is not 
justifiable under the relevant Part XIC criteria.  None of Telstra’s arguments for 
inclusion of a surcharge to address such a deficit appears compelling in this regard.  

The means by which Telstra determines there is a local call deficit implies a definition 
of “deficit” that does not appear to accord with basic economic principles.  The 
identification of a local call deficit by Telstra relies on reallocating part of the AD to 
local calls and redefining this reallocated amount as a cost.  This redefinition of a 
transfer as a cost is inconsistent with basic economic principles.56   

                                                 
54 Telstra Corporation Limited, Public Submission to the Productivity Commission Inquiry into 
Telecommunications Specific Competition Regulation, 30 August 2000, pp. 51-2. 

55 Report No. 16, 21 September 2001. 
56 This is the definition of deficit consistent with Faulhaber, op. cit.  
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While the ACCC has never estimated the cost of a local call directly, it recognises that 
Telstra and others have applied estimates based on its forward-looking cost model to 
such a costing.  Viewing an average-length eight-minute call as a combination of eight 
minutes of PSTN origination and eight minutes of PSTN termination, and using the full 
TSLRIC++ per minute of 1.30 cents per minute, a local call would appear to be costed 
at around 25 cents per call in 2001-02 after the addition of the retailing cost.  However, 
as the Commission noted in its submission to the Productivity Commission inquiry in 
June 2001, applying the n/e/r/a cost model in this way involves a number of errors, all 
of which lead to overstatement of the apparent cost. 

The first — and clearest — error is to include the ADC as part of the cost of producing 
the local call.  While the ADC does reflect a cost borne by Telstra through the 
operation of the retail price controls, preventing it from recovering the costs of 
providing access lines, it clearly cannot be construed as a direct cost of producing local 
calls.  It represents a notional allocation of a completely separate cost.  Its exclusion 
would reduce the apparent “cost” of the average call to about 15 cents. 

A second possible error is similar to the first, in including an indirect cost contribution 
as a cost of producing a local call.  The indirect cost component is a contribution to 
corporate overhead costs that lie totally outside the PSTN itself, and cannot sensibly be 
attributed to local call production per se (i.e., such costs would still be largely incurred 
whether or not local calls are produced).   

Third, while length of call is an important cost driver, the relationship between length 
of a call and its cost is not proportionate, and other cost drivers need to be considered.  
Because local calls are, on average, longer than other types of calls, the fixed call set-up 
cost is spread over more minutes and this means that using the average per-minute cost 
may have the effect of overstating the cost of these longer calls.  

The Commission has carried out some preliminary work to investigate the relative 
incidence of PSTN call set up and duration related costs.  While this needs to be 
examined further, the preliminary analysis suggests that the set up (or per call) cost 
component could be larger and the duration (or per minute) related component smaller 
than previously estimated. 

Therefore, had Telstra used the forward looking cost model to determine the directly 
attributable (incremental) production cost of a local call, it is likely it would have 
arrived at a much lower figure.  The cost inclusive of the retailing cost is likely to be 
below the allowed retail price, while the cost exclusive of the retailing cost is likely to 
be below the price set under the Commission’s retail-minus approach for LCS.  This 
would mean there is an apparent “local call surplus” rather than the claimed “local call 
deficit”. 

8.2.1 Local call deficit and the pricing of LCS 

Telstra has long argued that it favours a TSLRIC approach for the calculation of a 
wholesale local call (LCS) price.  It could be inferred that Telstra’s approach is based 
on an expectation that the TSLRIC price would exceed the maximum price that it can 
charge for a local call under the operation of a price cap for local calls.  This in turn 
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would provide a basis for Telstra to argue for an unrecovered local call access deficit 
contribution to be added to other calls.  For example in its recent submission in 
response to the Commission's discussion paper on future access pricing approaches for 
PSTN OT, ULLS and LCS, it stated: 

...Telstra submits that the price of LCS should preferably be set on the basis of TSLRIC plus an 
allocation of common and indirect costs.  If however the LCS price is to be limited in some way 
because of the existence of the price cap on the supply of local calls by Telstra to its retail 
customers, then the Commission must ensure that the efficient costs of providing LCS and retail 
local calls, which cannot be recovered, are recovered through the provision of other PSTN 
Services. (p. 5) 

The Commission recognises the possibility that the TSLRIC of a local call including an 
ADC could exceed the maximum price permitted under the price cap.  However, as 
noted above, the Commission does not consider that this is the appropriate basis for 
costing a local call.  

8.2.2 Conclusion 

In the Commission’s view the “local call deficit” is likely to be a result of a double 
counting of the AD.  Further, were the financial position (deficit or surplus) to be 
properly identified and measured, it is unlikely local calls would be in deficit in spite of 
the retail price controls in operation.  The Commission’s approach has been broadly 
supported in submissions to it by access seekers.  The Commission also observes that 
the same logic that produces the “local call deficit” could also be applied to produce 
surpluses on other call products. 

 

Questions for Respondents 

The Commission invites comments on whether it is possible to identify a “local call 
deficit”. 

Since the Commission has looked at this issue in some detail on several previous 
occasions, it would be particularly interested in any new material which adds 
credibility to claims about a local call deficit. 
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9 How should the proposal for a “local call 
surcharge” be considered under Part XIC? 

9.1 Telstra claims 
The claim of there being a “local call deficit” has led Telstra to claim that, in addition 
to the AD, this local call deficit should be reflected in the price for PSTN OT.  Telstra 
argues that the AD is allocated by the Commission to all PSTN end minutes, but — 
because of the operation of retail price controls and because of the requirement that it 
wholesale local calls (LCS) on the retail-minus approach — that it is unable to retrieve 
the ADC allocated to local call minutes.  These comprise about three-quarters of PSTN 
minutes.  On the basis of these claims, Telstra seeks both an ADC and some sort of 
local call surcharge.57  

As noted in the previous section, the Productivity Commission derived a formula for 
apportioning the under-recovered AD amount on local calls to the remaining three 
service areas.  While the Productivity Commission did not make the calculation, based 
on its formula the resulting price for PSTN OT for 2000-01 would increase to about 
3.35cpm as a consequence of allocating this “unrecovered amount”.58 

9.2 ACCC views 
The Commission has previously maintained that the addition of a further charge on 
access seekers is unnecessary for the protection of Telstra’s legitimate commercial 
interests and is otherwise inconsistent with the pursuit of LTIE. 

In considering Telstra’s legitimate business interests, the Commission believes that the 
issue has to be viewed in the light of the overall financial returns from the PSTN.59  
Current levels of wholesale and retail pricing appear to provide a return to the PSTN 
that is in excess of Telstra’s WACC.  This would mean any substantial increase in the 
charge for PSTN OT would add to the amount by which the return exceeded the 
WACC.  For example, the procedure set out in the Productivity Commission’s report 
would add about 2cpm to the charge for PSTN OT.60 

                                                 
57 Telstra has put the claim to the Commission (see First Undertaking Report, p. 54); it is also implicit in 
Telstra’s Public Submission to the Productivity Commission Inquiry into Telecommunications Specific 
Competition Regulation, 30 August 2000, pp. 51-2;  

58 In its Response to the Productivity Commission’s Draft Report, Telecommunications Competition 
Regulation, June 2001, the Commission estimated that the Productivity Commission’s approach would 
result in an ADC of 2.52 cents per minute for 2000-01, and a total charge for PSTN OT of about 3.35 
cpm. 

59 See section 3 above. 

60 It should be noted that in Telstra’s most recent undertaking proposals for PSTN OT services, the size 
of this component is considerably smaller than 2cpm/end, given that its headline rate proposals are 
1.7cpm/end and the ADC/surcharge component is around 0.9cpm/end.  This can be compared with 
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In applying LTIE, the Commission must also consider the efficiency of use of 
telecommunications infrastructure.  Retail prices in the areas covered by the declared 
services have been decreasing over time as part of the “rebalancing” of the retail price 
structure, but they remain inefficiently high.  This process of rebalancing would be 
arrested — or even reversed — by increasing the access price.  If this increase flowed 
through into higher retail prices for STD, IDD and FTM (including to their non-Telstra 
equivalents) the efficiency consequences would be more significant because prices are 
already well above long-run costs of supply and because demands for such services are 
more elastic.  

In this context, any increase in the costs to Telstra’s rivals of using the PSTN would, at 
best, be neutral with respect to competition and, at worst, retard it.  To the extent that 
the increase in the access charge flowed through fully to retail prices, competitors’ 
margins would be unaltered and their competitive position unaffected.  On the other 
hand, to the extent that the increase was not fully passed on in higher retail prices, 
Telstra’s rivals’ margins would be squeezed.  This would harm competition. 

Efficiency of investment would also be likely to be damaged by this surcharge.  Ideally, 
for purposes of getting the right build/buy decisions, the access seeker should be faced 
with an access price reflecting the TSLRIC of providing access on a forward-looking 
basis, as this is the cost the access seeker would generally incur if it built its own 
network.  To the extent that the conveyance charge component reflects this cost, the 
existing ADC already would have the effect of favouring build over buy.  This means  
the addition of a local call surcharge would provide even greater artificial stimulus to 
“build” rather than “buy”. 

Adoption of Telstra’s approach could further distort investment incentives in another 
sense.  While the ADC is a contribution to line costs, there is no linkage between the 
total contribution paid by a particular customer and the cost of that customer’s line.  
For example, CBD business customers and those living in relatively low-cost (densely 
populated) areas are likely already to meet the cost of their lines through direct line-
related charges.   Increasing the total contribution by these customers even further, by 
means of a local call surcharge, would amplify the existing incentive for these 
customers to by-pass Telstra’s CAN, further distorting investment decision making.61 

Note also that the Productivity Commission in its Final report did not ultimately accept 
the argument for adding an increment to the PSTN OT charge because of claims of 
local calls being unable to bear the amount of ADC “allocated” to them.  In particular, 
the Productivity Commission argued (p. 647): 

                                                                                                                                              

Telstra’s claimed costs for this service which for 2002-03 are at nearly 3.2cpm, which would indicate a 
much higher ADC/surcharge.  

61 As noted earlier, even if the ADC is not currently having a material impact on uneconomic bypass in 
CBD areas, the effect of the surcharge is likely to exacerbate any existing distortions that may already be 
present . 
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… it may be possible for Telstra to earn excess returns from its overall PSTN services due to 
residual market power — a point emphasised more generally in chapter 11 when discussing the 
effect of access pricing on Telstra’s investment incentives. 

However, the Productivity Commission warned that “this offsetting effect will 
disappear as downstream market power wanes” (p. 649). 

Questions for Respondents 

Parties are asked to comment on the impact on LTIE of increasing the ADC to reflect 
the possibility that the ADC cannot be fully recovered from local calls. 
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10 Conclusions  

This paper has reviewed both the rationale and the possible size of Telstra’s access 
deficit, including whether it should be extended to also include a local call deficit, 
associated with its provision of PSTN services to its retail customers and competitors. 

In this regard, the following three key conclusions appear relevant: 

(a) First, the paper has raised some reservations about the continuing need and 
appropriateness of an ADC for PSTN OT services: 

• The Commission has conditionally accepted the need for an ADC where Telstra 
is genuinely prevented from efficiently recovering its line costs. 

• This rationale relates ultimately to Telstra’s financial sustainability and 
retaining incentives for efficient investment. There is also a related concern 
regarding the need to maintain competitive neutrality. 

• The paper has raised some significant issues about the veracity of some of these 
assumptions which need to be scrutinised more fully. 

• If they cannot be justified, it would be difficult to justify an ADC on the basis of 
the relevant statutory criteria. 

(b) Even if the ADC can be justified on efficiency and investment grounds, there are 
arguments for changes to the way it is defined and allocated:  

• It may be appropriate to define the ADC in a way that is more holistic than that 
taken to date and includes other PSTN-related revenues from ISDN and leased 
line services. 

• It may also be appropriate to align the allocation of the ADC to calls and 
minutes to reflect Telstra’s own retail pricing structures and practices which 
would imply a greater allocation to end use minutes rather than the current 
50:50 allocation. 

(c)  The Commission sees no conceptual or empirical basis at this time for an 
additional local call deficit surcharge on PSTN OT services, as this appears to be 
inconsistent with all applicable LTIE criteria.  In particular: 

• it seems unnecessary to protect Telstra’s legitimate business interests as these 
are already satisfied without it;  

• inclusion of consequential costs implied by the acceptance of such a deficit 
would be akin to an ECPR approach which is inappropriate under the 
legislation; 
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• to the extent that access prices are already at or above efficient costs, it would 
cause greater inefficiency in use of infrastructure by further distorting the retail 
price structure away from an efficient configuration; and 

• similarly, it would lead to more inefficient investment decisions by both access 
seekers (too much) and Telstra (too little). 

Questions for Respondents 

The Commission invites specific comments on each of the issues raised in this paper 
from interested parties. 

 


