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Abbreviations

ACA
Act
AIEAC
bps
CAN
Commisson
CRU
DWDM
Ghit
Gbps
Khit
Kbps

LTIE

Mbit
Mbps

Thps

Audradian Communications Authority

Trade Practices Act 1974

Audrdian Information Economy Advisory Council
Bits per second

Customer access network

Ausdralian Competition and Consumer Commission
Communications Research Unit

Digitd wave denaty multiplexing

Gigabit

Gigabits per second

Kilobit

Kilobits per second

Long-term interests of end-users of carriage services or of

sarvices supplied by means of carriage services. This
term isdefined in s. 152AB of the Act.

Megabit
Megabits per second

Terabits per second




Glossary

Access provider

Access seeker

Declared service

Eligible service

Service provider

Carrier or carriage service provider who supplies
declared servicesto itsdf or other persons — see
s. 152AR of the Act.

Service provider who makes, or proposes to
make, arequest for accessto adeclared service
under s. 152AR of the Act.

An digible service declared by the Commission
under s. 152AL of the Act. Oncean dligible
sarvice is declared, access providers are required
to supply the service to service providers (that

IS, access seekers) upon request — see's. 152AR
of the Act.

Thistermisdefined in s. 152AL of the Act. An
eligible sarvice is a carriage service between two
or more points (at least one of whichisin
Augrdia), or asarvice that facilitates the supply of
such acarriage service.

Defined in s 86 of the Telecommunications Act
1997. Theterm refersto acarriage service
provider or a content service provide.




Section 1. | ntr oduction

On 6 June 2000, the Augtrdian Competition and Consumer Commission (the Commission) commenced
apublic inquiry into whether it should vary the service declaration for transmisson capacity. In
particular, the focus of the inquiry is whether the Commission should vary those e ements of the
declardtion relaing to intercapita transmisson. Theinquiry does not relate to other eements of the
declared service.

Intercapita transmisson capecity is used for the transmission of voice, data and other communications
between a point of interconnection located in different capital cities. Intercapita refers to transmisson
between the sites specified in the Deeming Statement, which includes only Brishane, Sydney, Canberra,
Melbourne, Addaide and Perth. The Commission varied the domestic transmission capacity
declaration to include intercapita transmission, except on the Melbourne, Canberra and Sydney routes,
on 4 November 1998 following a public inquiry process! At present, therefore, al intercapital routes
are declared with the exception of Mebourne-Canberra-Sydney.

Declaration means that an access provider supplying intercapital transmission capacity to itself or
another person must aso supply the service, upon request, to access seekers. Declaration ensures
access seekers have access to the inputs they need to supply competitive communications servicesto
end-users and that these inputs are supplied in accordance with the standard access obligations set out
ins. 152AR of the Trade Practices Act 1974 (the Act).

The terms and conditions of supply can be agreed through commercid negotiations. If the access
provider or access seeker can not agree on the terms and conditions of supply, either party can seek
Commission arbitration of disputes over access terms and conditions to declared services. Wherea
relevant access undertaking (accepted by the Commission) exigts, an arbitration determination made by
the Commisson on access to the declared service must not be inconsistent with that undertaking.

The Commission can declare certain services or vary/revoke an existing declaration, whereit is satisfied
that declaration, variation or revocation will promote the long-term interests of end-users (LTIE). In
consdering whether declaration, variation or revocation will promote the LTIE, the Commission must
have regard to the likely impact of declaration, variation or revocation on competition, any-to-any
connectivity and economic efficiency.

Sgnificant rights and obligations flow from a decison to declare a particular service, and which exist
while the declaration continues (subject to any variations to the service description and granted
exemptions to the stlandard access obligations). It is, therefore, important for the Commission to
maintain a scope of regulaion condstent with the promotion of the LTIE. The Commisson noted in its
guide to the declaration provisons that:

! See Chapter 4 of the Australian Competition and Consumer Commission’s Inquiry Report Competition in data
markets — Inquiry Report, November 1998.




A foundation principle of competition policy isthe need to continually reconsider the case for
regulation. Thisis particularly important in adynamic environment such as telecommunications. It
ensures that the regulation continues to achieve its goals and does not lock the industry into
particular technologies or modes of operation that may result in higher costs to market participants
and detriment to end-users.2

The current inquiry was initiated upon congderation of results of the Commission’s current monitoring of
the intercapitd transmisson capecity service. When the Commission declared many of the intercapital
routes, except the Melbourne, Canberra and Sydney routes, it announced that a monitoring program
would be established to assess aspects of market structure and market conduct on both the declared
and undeclared routes. The objectives of the monitoring program are:

1. to monitor whether the expected benefits from new entry and maturation of the market do, in fact,
materidise; and

2. toobtain information that will assst the Commission in deciding whether to review the declaration
decision where the structure of the market and the conduct of market participants change.

To fulfil both ams of the monitoring program, the Commisson collected quarterly information initidly
from Telstraand Cable & Wirdess Optus and, subsequently, from Macrocom, SPI Powernet (formerly
known as GPU Powernet) and Transgrid regarding:

= the movement in wholesde intercapita transmisson access prices over time;

» the margins avalable to suppliers of wholesde intercapital transmisson services,
= cgpacity utilisation of intercapitd transmisson;

» thelevd of investment in intercapitd transmisson services,

*  market shares;

» avalability of subgtitutes, and

= theextent of market entry.

To simulate discusson and assg its consderation of these matters during the inquiry, the Commission
issued adiscussion paper in June 2000 setting out a number of issues which it considered to be pertinent
to the issue of declaration. In the course of thisinquiry the Commission received a number of
submissions from carriers and carriage service providers. The Commission also conducted market
inquirieswith indugtry participants. A list of submissonsrecaved isa Appendix 1.

2 Australian Competition and Consumer Commission, Telecommunications services — Declaration provisions
July 1999, p. 67.




1.1. Summary of findings of theinquiry

Having regard to the information received to date, the Commisson’s draft view isthat varying the
service description to remove the remaining intercapitd tranamisson routes will beinthe LTIE. The
reasons for this view are set-out in thisreport. In summary, the Commission has reached this draft view
because:

= there are presently two new entrants competing with Telstraand Cable & Wireless Optus on the
Sydney to Brisbane route, one potentia new entrant currently congtructing itsinfrastructure and
two additiona potential new entrants announcing plans to roll-out on this route. The Commission
expects that the new entrants on this route should continue to lead to more competitive prices, and

= while, to date, Telstraand Cable & Wirdess Optus are the only facilities-based suppliers of
intercapital transmisson capecity on the Mebourne, Adelaide and Perth routes, there are three
potentia new entrants with roll-out plans between Melbourne to Perth, and two potential new
entrants currently ralling-out from Mebourne to Addade (Macrocom and Amcom). The
Commission understands that Amcom will become operationd on the Melbourne to Adelade route
shortly.

Thereis aso evidence that prices are declining, with the extent of the price decrease smdler on the
thinner routes. Thefdl in prices may partidly reflect the declinein cogts in addition to the increased
competition provided by new entrants. The Commission expects that priceswill continue to fal asthe
proposed new entry eventuates leading to Sgnificant benefits for end-user in terms of lower prices.

The Commission aso notes that there is currently no onrgoing arbitrations involving this service. While
there may be avariety of reasonsfor this, it raises an issue of the extent to which regulation is promoting
competition.

This draft report sets out the information, analysis and reasons upon which the Commission’s draft
decision has been made. The draft report is structured as follows:

= Section 2 briefly outlines the access regime and reevant provisions governing the declaration
process.

»  Section 3 describes the part of the service declaration which is the focus of thisinquiry, namely the
domestic transmission capacity service between capita cities.

= Section 4 identifies the markets that are the focus of the inquiry and the Commisson’s views on the
effectiveness of competition in these markets.

= Section 5 sets out the Commission’s reasons and conclusions as to whether (and the extent to
which) avariation of the service declaration for domestic transmission cgpacity would promote the
long-term interests of end-users.

Appendix 1 provides alist of submissions received.




Appendix 2 provides the current service description of the current domestic transmission capacity
service declaration.

Appendix 3 sets out the proposed service description of the varied domestic transmission capacity
sarvice declaration.

1.2. Making submissonson the draft report

The Commission seeks comment from dl industry participants and from the public more generdly. It
encourages industry participants, other stakeholders and the public more generdly to consder the
matters set out in the draft report, and make submissions to the Commission. Any submissions should
be made to the Commission by 5:00pm, Thursday 12 April 2001.

The Commission prefersthat dl written submissions be publicly available to foster an informed, robust
and consultative process. Accordingly, submissons will be treated as public documents unless otherwise
specified. It is preferred that where industry participants wish to submit confidentia information they
should provide confidentid and non-confidentia versons of their submisson. In such circumstances, the
confidentia verson will need to highlight any such informetion.

Submissions can be addressed to:

Ken Wadliss

Director — Regulatory

Tdecommunications

Ausgrdian Competition and Consumer Commisson
GPO Box 520J

Melbourne VIC 3001

In addition to a hard copy, people making submissions are encouraged to provide an eectronic copy of
the submisson to: ken.walliss@accc.gov.au

Copies of public submissions to the discussion paper can be obtained by contacting Ms Kha Y en Phan
on (03) 9290 1953 or by emall to kha.phan@accc.gov.au. Enquiries can dso be made to Ms Phan on
the above phone number or email address.




Section 2. L egidlative background and inquiry process

2.1. Theaccessregime

Part XIC of the Act establishes aregime for regulated access to carriage servicesand services which
facilitate the supply of carriage services. Access obligationsin relation to a particular service are
established following the declaration of that service by the Commission. Once aservice is declared,
access seekers must be provided with that service and specified ancillary services, on request, by any
access provider supplying, or proposing to supply, those services to any person (including to
themselves). The access regime thus enables access seekers to supply carriage or content servicesto
their customers without the (potentialy anti-competitive) restriction of key services by access providers.

In addition to the Commission’s power to declare aservice, it also has the power to vary or revoke an
exigting declaration. Subsection 152A0(1) of the Act stipulates that subs. 33(3) of the Acts
Interpretation Act 1901 applies to the Commission’s declaration powers under s. 152AL of the Act.
Subsection 33(3) of the Acts Interpretation Act 1901 provides that the power to make, grant or issue
an ingrument shall be construed to include a power to reped, rescind, revoke, amend or vary such an
ingrument.

Before the Commission can declare a service or vary/revoke an existing service declaration, however,
s. 152AB of the Act providesthat it must be satisfied that the proposed declaration, variation or
revocation would promote the LTIE of carriage services, or of services supplied using carriage services.

Section 152AB(2) of the Act providesthat, in determining whether a declaration, variation or
revocation promotes the L TIE, regard must be had to the extent to which the declaration, variation or
revocation islikely to result in the achievement of the following objectives:

= promoting competition in markets for listed (that is, telecommunications) services,

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

=  encouraging the economicaly efficient use of, and the economicaly efficient investment in, the
infrastructure by which telecommunications services are supplied.

The Commission’s gpproach to an inquiry on possible variation to the current declaration isto form a
view about the likely result of a variation to the current service declaration on the achievement of each of
these objectives. The Commission will then make an overdl assessment of whether the variation will
promote the LTIE, having regard to the impacts on the three objectives.

The Commission uses a ‘with and without test’ to assst in the above assessment. That is, the
Commission congders the future without a variation and compares this to the future with the variation.
The ‘with and without tet’ isnot atest in its own right, but is rather used to isolate the effects which are




likely to occur as aresult of the variation. Further detail and discussion of the Commission’s gpproach
to gpplying the LTIE ted isin its Telecommuni cations services — Declaration provisions guiddines:®

2.2. Theinquiry process

Following arequest by any person, or on its own initiative, the Commission may hold a public inquiry
into whether to declare anew sarvice, revoke adeclaration, or vary the definition of aservicethat is
aready declared. Although the Commission can declare a service on the recommendation of the
Telecommunications Access Forum without the need to hold a public inquiry, any variation or
revocation of an existing declared service, unless the variation/revocation is of aminor nature, can only
be made after the Commission hasfirst hed apublic inquiry. The proposed variaion is clearly not of a
minor nature.

The purpose of holding a public inquiry isto assst the Commisson to determine whether it is satisfied
that declaring a service, or varying/revoking an existing declared service would promote the LTIE of
carriage services and services provided by means of carriage services. In thisregard, the Commission
must:

» hold apublic inquiry in accordance with Part 25 of the Telecommunications Act 1997 on whether
to make the proposed declaration, or variation/revocation of an existing service declaration;

» prepare and publish areport setting out the Commisson’ s findings as aresult of that public inquiry;
and

» besatisfied that varying/revoking the service declaration or declaring the service will promote the
LTIE of carriage services or of services provided by means of carriage services.

The variation, revocation or declaration must be made within 180 days of the publication of the report.

Having regard to the information received during the monitoring program, the Commission decided to
hold a public inquiry, in accordance with subsection 152A0(2) of the Act, to determine whether it
should vary its service declaration for the domestic transmission capacity service. Under the
Telecommunications Act 1997, the Commission must provide a reasonable opportunity for any
member of the public to make a written submission to apublic inquiry. Under s. 501 of the
Telecommunications Act 1997, the Commisson may hold a public hearing for the purposes of a public
inquiry. In the discusson paper on the domestic transmission capacity service, which was released in
June 2000, the Commission stated that it did not propose to hold a public hearing. The Commission is
il of the view thet a public hearing is not required.

3 Refer to pp. 34-37 of that guideline.




Section 3. | nter capital transmission capacity

Transmission capacity is a generic service that can be used for the carriage of voice, data or other
communications using wide-band or broadband carriage. Carriage service providers can use
transmission capacity to set up their own network for aggregated voice or data channels, or for
integrated data traffic (such asvoice, video, and data).

3.1. Overview

Asthe Commission noted in the Deeming Statement, pursuant to s. 39 of the Telecommunications
(Transitional Provisions and Consequential Amendments) Act 1997:

Transmission is aservice for the supply by an access provider of transmission capacity to the
access seeker pursuant to arange of different requirementsincluding transmission links to the
access provider’ s network, transmission links within the access seeker’ s network and transmission
links between an access seeker’ s point of presence and the access seeker’ s customer premises ...
There are anumber of types of transmission capacity, which have differing degrees of
contestability. These are:

. tail-end transmission;

= inter-exchange local transmission;
= intercapital transmission; and

. other transmission.

The current service description for the domestic transmission capacity declaration can be found in
Appendix 2.

Tall-end transmission refers to transmission between a point at a customer location and some point on
the access seeker’ s network (that is, a point of interconnection). For example, in the case of a
customer whose premises are located near an access provider’s locd exchange where thereisa
transmission point of interconnection, the transmission of traffic from that customer premise to the
access provider’ sloca exchange, and hence to the transmission point of interconnection, would
condtitute tail-end transmisson.

Inter-exchange locd transmission refers to transmission between a point of interconnection located at or
virtualy co-located with an access provider’slocal exchange, both of which are within asngle call
chargearea. In functiond terms, these transmission links, together with switching and network
management functions, condiitute the inter-exchange network, which carries traffic within acdl charge
area, but where the transmission points are not linked to the same loca exchange.

Intercapital transmisson and other transmission refer to transmisson between transmission point of
interconnections, which are located in different call charge aress. Intercapita in this sense refersto
transmission between the Sites specified in the Deeming Statement, which are Brisbane, Sydney,
Canberra, Melbourne, Adelaide and Perth. ‘Other’ refers to transmission to or from atransmission
point of interconnection not being a‘ capitd’ Site.




From this characterisation, it should be gpparent that the ‘end-to-end’ provision of transmission
capacity —that is, provison of transmission cagpacity between two Stes being customer locations— may
be broken down into the compaosite components of:

= a'tal-end’ from each dte to the nearest local exchange;

= the provigon of either inter-exchange transmission, inter-call charge areatransmission or a
combination of the two (dependent on whether the relevant exchange closest to the customer isthe
exchange from which inter-call charge traffic is routed on the access provider’ s network); and

= functiondity contributed by the access seeker (such as, switching or traffic management).

The current declared service does not include this end-to-end service. Rather, the current declared
service require access providers to offer to access seekers the congtituent service as an input to the
provison of retail services, or who require transmisson cgpecity to provide underlying network
functiondity (for example, transmission between points of presence on an access seeker’ s network)
with that condtituent service.




Section 4. Competition in relevant markets

In congdering how a variation of the service description might promote the LTIE, the Commisson must
consider whether the variation islikely to promote competition in markets for particular services,
namely, markets for carriage service and services supplied by means of carriage services. Where
competition in amearket for the supply of intercapital transmisson is effective, and is likely to remain o,
continued declaration of the service in those marketsis unlikdly to lead to significant impacts on the
supply of the sarvice. If there is not effective competition, continued declaration could lead to significant
impacts on supply, and therefore increased competition in markets for downstream services.

The Commission’s assessment of competition in the market is outlined in this section of the report. This
assessment assgts in the Commission’s anaysis about whether varying the service description isin the
LTIE in the following section.

4.1. Market definition principles

Market definition isan integra part of analysing competition in amarket.* This providesthe
Commission with afidd within which to analyse the extent of competition in thet market, and therefore
the effect on competition of varying/revoking the declaration. The process of market definition for
revocations or variaionsis the same as for declaration, athough the market itsdlf may have changed
since thetime of declaration.

The market definition process begins by identifying the service under consideration and the firm(s)
supplying that service. For indance, if the Commission wanted to identify the market in which the
eigible serviceis (or would be) supplied, the market definition process would start with the access
provider and its supply of the digible service. If, ingtead, the Commission wanted to identify the
downstream markets in which declaration may promote competition, the market definition process
would start with access seekers and the downstream services that they supply using the digible service.

Once the relevant service and source(s) of supply have been identified, they are then described in terms
of the product, geographic and functiona area of supply, and the tempora dimension consdered. The
market boundaries are then extended to include al other sources and potential sources of close
subdtitutes with which the firm supplying the service would compete. Section 4E of the Act provides
that:

... ‘market’ means amarket in Australiaand, when used in relation to any goods or services,
includes a market for those goods or services and other goods or services that are substitutable
for, or otherwise competitive with, the first-mentioned goods or services.

4 The Commission’s approach to market definition is discussed in itsMerger guidelines, June 1999 and is canvassed
initsinformation paper, Anti-competitive conduct in telecommunications markets, A ugust 1999.




As noted by the High Court:

This process of defining a market by substitution involves both including products which compete
with the defendant’ s and excluding those which because of differentiating characteristics do not
compete.®

To identify servicesthat are * substitutable for, or otherwise competitive with' the services under
consderation, the Commission uses the ‘price devation test’. Thelogic issmple: the avalability of
close substitutes (on both the demand and supply sides) congtrains the ability of suppliersto profitably
divert prices or quality of service from compstitive levels. The resulting market is the smallest area over
which a profit maximising monopolist could impose asmdl but Sgnificant and nontrangtory price
incresse.

In addition, the Commission takes account of ‘commercid redity’ to ensure that the market which it
identifies accurately reflects the arena of competition.® Thet is, firms decison making in relation to
demand and supply subgtitution is congtrained by the practicdities of usng such subgtitutes; in which
case, the Commission would need to consider modifying the market definition to reflect how the firms
operate.

Inidentifying relevant markets, it should be noted, however, that the Commisson’s gpproach to market
definition in relation to service declaration, revocation or variation, does not require the determination of
adefinitive or determinative market definition asisthe casein aPart IV or Part XIB investigation.”
Accordingly, as noted by the Commission in previousinquiries, market analyss under Part XIC should
be seen in the context of shedding light on how declaration would promote competition rather than in the
context of developing ‘dl purpose market definitions.

4.1.1. Product dimenson of the market

The product dimension of a market refers to the good/service supplied in that market and the potentia
sources of substitutes.

The intercapitd transmisson capacity service is used as an input by access seekersto provide fixed line
long-distance and international call services, mobile and data-related services and 1P-based services to
end-users. Telstraand Cable & Wirdess Optus are the main suppliers of this service, but are now
competing with new fadilities-based entrants, Macrocom, Soul Pattinson and PowerTdl.

There are anumber of technologiesthat can potentiadly be used to carry capacity for intercapital
trangmisson; namdly:

5 Queensland Wire Industries Pty Ltd v. BHP Ltd (1989) ATPR 140-925, p. 50,008 per Mason CJ and Wilson J.
6 See, for instance, paragraphs 5.49 and 5.66 of the Commission’ sMerger guidelines, June 1999.

" Australian Competition and Consumer Commission’ s Tel ecommunications services — Declaration provisions,
July 1999.
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terredtrid fibre optic cables (potentidly using existing eectricity utilities infrastructure);

sadlite;

digital microwave; and

submarine cables.

While these technologies can all be used to provide the domestic transmission capacity service, they
have different characterigtics that influence how much they are utilised for intercgpital transmission, and
where they are used.

Terredrid fibre optic cable is the main form of technology used in the provison of intercapita
transmission cagpacity. A fibre optic cable is capable of carrying large amounts of capacity, depending
on how many fibre pairs one cable is holding. The capacity of afibre pair can aso be upgraded by
ingaling digitd wave dengty multiplexing (DWDM) equipment, which dlows different wave engths of
light to be combined onto the same fibre pairs thereby increasing the capacity each fibre pair can hold.

Terredtria cable can be laid underground, in which case costs will depend inter dia on the leve of rock
inthe soil. They can aso be carried aove ground on poles. The Commission was provided
information, in the previous inquiry, that there were no mgor technica condraints on using the existing
electricity network to carry telecommunications cables® It isthe Commisson’s understanding that,
presently, no eectricity utility infrastructure is used to provide intercgpital transmission capacity.

Digitd microwave does not have the high capacity availability of terrestrid cable. The Commission
understands that digital microwave is generally more cost effective to ingdl in many regiona areas than
fibre optic cables because the ingtdlation of towersto tranamit digital microwave sgnasis more cost
effective, given thelevd of traffic involved, than digging trenches to roll-out fibre optic cables.

The cost of congructing adigita microwave network will vary with the flatness of theterrain, asthe
towers must have direct ‘line of Sght’. In flatter areas, suppliers of transmission capacity usng digita
microwave require more ations. Further, the Commission understands, on the east-west Adelaide to
Perth route, digital microwave sations may need to align in anon-direct route (that is, zig-zagged), to
minimise or avoid “sun block-out” problems. This, combined with the flat geography and low
population in the areas between the two capitd cities, increase the rlaive cost of ingdling digita
microwave links between Addade to Perth.

It was submitted that access seekers may prefer the use of fibre optic cable for intercapita transmisson.
Davnet submitted that there is a perception by industry that digital microwave isinferior to fibre and,
consequently, they are reluctant to use “wireless for primary trunk transmisson”.® AAPT noted that

8 Australian Competition and Consumer Commission Inquiry Report, Competition in data markets — Inquiry Report,
November 1998, p. 69.

° Davnet submission, p. 5.
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digital microwave tendsto play “asecondary role’ for the provison of intercapita transmission,
“providing geographic and media divergty” .

In relation to other technologies, the Audtrdian Information Economy Advisory Council (AIEAC)
found, inter alia, that:**

= sadlite technology is more cost effective when used mainly as a broadcast medium or in remote
aress,

= the economic viahility of satdlite technology for intercgpital transmisson is only margina because its
capacity issmdl rdative to fibre optic cables; and

» adisadvantage of usng submarine cablesisthat it isnot cost effective for capacity to be increased.
For this reason, the capacity of submarine cables are determined at the time of ingdlation and
remain a this capacity levd.2

These findings are condstent with those of the Commission in thisinquiry.

Geographic dimension of the market

In the previous inquiry, the Commisson stated that it consdered the following geographic markets exist
in the provision of transmission capacity greater than 2 megabits per second (Mbps):

*  intercgpitd;

* regiond to capitd city;

* intraregiond,;

*  metropolitan; and

= thecentrd busnessdigtrict.®®

Inits discussion paper for thisinquiry, the Commission noted its preliminary view that each intercapital

transmission route is a separate geographic market. Cable & Wirdess Optus, however, suggested that
the geographic dimension of the market “is best defined by reference to a national market for

10 AAPT submission, p. 1.
1 National Bandwidth Inquiry report, pp. 50-51.
2 |hid, p. 64.

18 Australian Competition and Consumer Commission Inguiry Report, Competition in data markets, November 1998,
p. 33.




intercgpita city tranamisson” rather than a point-to-point approach adopted by the Commission in the
discussion paper.*

According to Cable & Wirdess Optus, theintercapital transmisson network involves a high degree of
diversty and interconnectivity, and istimeinsengtive. That is, transmisson of cgpacity between two
capita cities may follow multiple and diverse paths and il arrive smultaneoudy. For example, the
transmission of capacity between Sydney and Perth can be carried either directly from Sydney to Perth
or Sydney to Perth via Melbourne, and the time taken for the capacity to be transmitted on either route
isessentidly the same. ™

Information gathered and received by the Commission for thisinquiry does not support the view that the
geographic market for intercapita transmisson capacity isanationa one. Rather, theinformation
suggests that market characteristics of the routes are different such that the intercapital routesremain
Separate markets.

The Commission understands that routes on the eastern seaboard, Sydney to Brisbane and particularly
Sydney to Mdbourne, carry heavier traffic than the Mebourne to Addaide and Addade to Perth
routes. Thisfollows from the grester population density of Sydney, Mebourne and Brisbane.
Therefore, other things being equa, the eastern seaboard routes are more attractive to new entrants and
are likely to be subject to greater competition than routes in other parts of Audtrdia

Evidence gathered during thisinquiry suggests that most carriers focus ther investment plans on
particular routes, rather than on anationa bass. The Commisson notes that Nextgen is the only
potentid new fadilities-based entrant planning to construct a network covering the five mgjor capita
citiesand Canberra. Further, discussons with access seekers indicated that transmission capacity is
often purchased on a route-by-route bas's, and from different suppliers, which, in turn, appear to
suggest that purchasers of transmission capacity do not view the market for transmission capacity as
being nationd.

The Commission, therefore, believes that the level of competition in the transmission capacity market
must be andlysed on the bads of different intercapital routes. In doing so, the Commission will have
regard to whether there are dternative avenues to communicate between two intercapital locations,
conggtent with the smultaneous transfer of traffic via dternative routes.

Functional dimension of the market

The functiond dimension of a market refers to the activity, or group of activities, involved in the supply
chain. To define the functiona market, the vertical stages of production and/or distribution needs to be
identified by consdering whether there are efficiency gains from verticd integration and whether
subgtitution possibilities at adjacent vertical stages can congtrain the exercise of market power. Where

14 Cable & Wireless Optus submission, pp. 7-8.
5 | bid, p. 8.
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there are overwhelming efficiencies of verticd integration between two or more stages, it is
ingppropriate to define separate functional markets.

The intercapital transmission capacity service is provided at the wholesale leve by verticaly integrated
suppliers, who provide the service to access seekers and other suppliers, aswell as utilising the capacity
as an input in the production of downsiream retail services (such as, the transmission of data between
capitd dtiesusng Telstra’'s Megdink product).

Access seekers purchase transmission capacity to resdll to service providers (including Internet service
providers), or to use as an input in providing downstream retail servicesto end-users. Access seekers
who resdll transmission capacity may purchase capacity provided by dark or conditioned fibre. Dark
fibre alows the access seeker to configure the fibre to its requirements. Theinformation available to the
Commission indicated that most access seekers purchase capacity provided by aready conditioned
fibre optic cable.

The existence of non-verticaly integrated access seekers (including on intercapital routes not covered
by the existing declaration) suggests that there are not overwhelming efficiencies from verticd
integration. Therefore, it appears there are separate wholesde and retail functional markets.

Temporal dimension of the market

The tempord dimension of amarket refers to the period over which demand and supply substitution
posshbilities should be consdered. The Commission believes that this period should be sufficient to
alow new entrants to construct their network and become operationa. The tempora dimension of a
market should aso reflect the dynamic processes underlying competition. That is, a market may
become more, or less, competitive as characteristics of that market change.

Consequently, as the market changes over time, and its characterigtics dter, it would be expected that
the product, geographic and functional dimensions of a market would need to be redefined to reflect any
changes to the boundaries of the market. For instance, market conditions of the routes dong the

eastern seeboard appear to be developing increasingly smilar characteristics over time. This may lead
to a broader market definition than the one used by the Commission in thisinquiry, encompassing
multiple intercapital routes.

4.1.2. Rdevant downstream markets

In the Commisson’s Competition in data markets inquiry report, the Commission stated thet the
relevant downstream markets from intercapita transmission cgpacity included long-distance and
internationa call services, data-related services and | P-based services.®

16 Australian Competition and Consumer Commission Inguiry Report, Competition in data markets, November 1998,
p. 58.
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Most of the submissions agreed with the Commission’s definition of the relevant downstream market.
Vodafone, however, submitted that mobile related services should dso be included as arelevant
downstream market Since transmission capacity is required to link mobile switching centres, aswell as
linking the mobile switching centres to mobile base dations.’

In the previousinquiry and discussion paper for thisinquiry, the Commission did not specify whether
long-distance call servicesincluded mobile cdls. To darify, the rdevant downstream markets which the
Commission believes may be affected by a variation to exclude one or more routes from the service
decdlaration includes fixed line long-distance and international cal services, data-related services and

| P-based services, in addition to mobile-related services.

Redundant pathsfor intercapital transmission capacity

The Commission understands that it is common for access seekers to purchase capacity from more than
one access provider for agiven route. The access seeker uses the capacity from one access provider
and retains capacity from other access providersin the event of its main supplier’s cable being cut.
Access providers dso purchase intercapita transmission capacity from each other for redundancy
purposes, epecidly if the access provider has only one fibre optic cable on aparticular route. Thisis
a0 to ensure continuity of service for its customers. For example, Cable & Wirdess Optus owns only
one fibre optic cable between Mebourne and Perth, and it therefore purchases capacity from Telstraon
that route for redundancy purposes.

4.1.3. Conclusion —market definition

The Commission does not believe there isanationd market for the intercapital transmission capacity
sarvice. Rather, based on submissions to the inquiry, each intercapita route is a separate geographic
market with differing characteristics. The rdevant downstream market for intercapita transmisson
cgpacity includes fixed line long-distance and international call services, mobile and data-rel ated
services, and | P-based services.

4.2. Competition in intercapital transmisson markets

In this section, the competitive Sate of the market will be andysed to assess how the market is currently
performing and how it islikdly to develop in the future. In so doing, the Commission will examine the
concentration level, barriersto entry, relevant behavioura features (for example, price changes over
time) and the linkage between supply of the digible service and the supply of downstream sarvices. The
characteritics of these factors may differ across the different routes. Where there are differences
between routes, these factors have been discussed on a route-by-route bass to highlight any differences
that may exigt, consastent with the Commission’s market definition.

17v odafone submission, p. 1.




The next section will explore whether a variation to the existing declaration will promote competition for
telecommunications services.

4.2.1. Concentration levels

The market concentration leve isan indicator of the level of competition. High concentration levels
increase the scope for coordinated conduct, including both overt and tacit colluson. In some Situations
where one firm has alarge market share, price leadership may be present. In other Stuations, afirm
which supplies a sufficiently large percentage of a market may be in a position to engage in unilaterd
exercise of market power such that it can profitably ‘give less and charge more’ without being
threatened by competing suppliers.

Telsraand Cable & Wirdess Optus are the mgor suppliers of intercapita transmisson capacity
sarvices using their fibre optic networks. Telsraadso hasadigital microwave network.  From the
submissons provided by market participants to thisinquiry and other information available to the
Commission, it appears other carriers have completed, are in the process of completing or are planning
to gart, rolling-out their own transmission networks using mainly fibre optic cables and digitd
microwave.

Nevertheess, Telstraand Cable & Wirdless Optus are, presently, the only suppliers with transmisson
networks on dl intercapita routes. New entrantsin the market now supplying the intercapital
transmisson capacity service have limited their roll-out to certain routes. In particular, Soul Pattinson
have only rolled-out intercapita transmission infrastructure on the Sydney to Brisbane routes, while
PowerTel have rolled-out from Brisbane to Mebourne.

Table 1 outlines, on aroute-by-route basis, the carriers that have, or are planning to construct, their

own infrastructure for intercapital transmisson. By pre-congruction, the Commission refers to any
process prior to actua construction being initiated. Pre-construction, therefore, includes market
scoping, route studies, organisation of funding and tendering for congdruction companies. Thetable
reveds that the congtruction, or planned congtruction, of infrastructure for intercapital transmission
capacity servicesis occurring across Audrdia  Thereis presently more congtruction, or planned
congtruction, taking place aong the Melbourne, Sydney and Brisbane routes. However, it is clear that
new entry is aso proposed on the Melbourne to Perth routes. The Commission is aware of Amcom
completing the roll-out of fibre between Mebourne and Adelaide. 1t is expected that this service will be
operaiond shortly.

At present, there does not appear to be much resde of the intercapital transmission capacity service.
Amcom is presently resdlling capacity while the congtruction of its Mebourne to Perth network is
completed. Information has been provided to the Commission that would suggest thet resdle
competition may increase over time, particularly with the sale of dark fibre from

8 The Commission’s ‘ safe harbour’ approach to mergers reflects both the possibility for unilateral and coordinated
market power. Refer to p. 28 of the Commission’sMerger guidelines.
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Cable & Wirdess Optusto AAPT. Thisarrangement gives AAPT exclusive access and ownership of
Cable & Wirdess Optus dark fibre for gpproximately 25 years.*®

Market growth

The planned and current roll-out of intercapital transmisson capacity islikdy to be driven by the strong
demand for data services. Citing an article by McGinn (1999)%, the AIEAC dates that:

The spread of business data networks and the burgeoning growth of the Internet...have seen
digital datatraffic rising to levels equal to, or nearly to, voice. One estimate isthat datatrafficis
growing by afactor of three every five yearswhile...internationally, datatraffic will overtake voice
in two to three years®

Thisincrease in demand for data services has seen an increase in planned future internationa capacity.
The AIEAC edimate that ingtalled internationa capacity of 18.5 Gbps will increase to 3,365.5 Gbps by
2003, provided mainly by submarine fibre optic cables?

The Commission’s discussons with industry participants indicated that there was generd support for the
AIEAC analyss on market growth.

1% Cable & Wireless Optus submission, p. 10.

2 McGinn, R.A., Arevolution in networking: towards a network of networks October 1998,
http://www.lucent.com/news/speeches/docs/mcginnl.htm August 1999.

2 National Bandwidth Inquiry report, p. 10.
2 |phid, p. 57.
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Table 1. Investment in infrastructurefor theintercapital transmission capacity service

Undeclared routes Carrier Stage Completion date Technology
Melbourne-Canberra Cable& Wireless Optus In operation Fibre optic
Telstra In operation Fibre optic, digital microwave
Macrocom In operation 1997/98 Digital microwave
Nextgen® Pre-construction October 2002 Digital microwave
ntl consortium in partnership with Southern Pre-construction End of 2001 Fibre optic
Broadcasting and WIN Television
Canberra-Sydney Cable& WirelessOptus In operation Fibre optic
Telstra In operation Fibre optic, digital microwave
Macrocom In operation 1997/98 Digital microwave
Nextgen Pre-construction October 2002 Fibre optic
ntl consortium in partnership with Southern Pre-construction End of 2001 Digital microwave
Broadcasting and WIN Television
Melbourne-Sydney Cable& Wireless Optus In operation Fibre optic
Telstra In operation Fibre optic, digital microwave
PowerTel In operation Fibre optic
Soul Pattinson Telecommunications Under construction Digital microwave
Nava Networks Pre-construction July 2002 Fibre optic
SPI Powernet (formerly GPU Powernet) Pre-construction Fibre optic

2 Nextgen isa consortium comprising of Leighton Holdings, Vytel, Macquarie Bank and Lucent Technologies

18




Declared routes Carrier Stage Completion date Technology
Sydney-Adelaide Cable & WirelessOptus In operation Fibre optic

Telstra In operation Fibre optic, digital microwave

Macrocom (viaregional cities) Pre-construction June 2001 Digital microwave
Sydney-Brisbane Cable& WirelessOptus In operation Fibre optic

Telstra In operation Fibre optic, digital microwave

PowerTel (viaTamworth and Toowoomba) In operation September 1999 Fibre optic

Soul Pattinson Telecommunications In operation Digital microwave

Macrocom (including Gold Coast) Under construction Begin of 2001 Digital microwave

ntl consortium in partnership with Southern Pre-construction End of 2001 Digital microwave

Broadcasting and WIN Television (including

Rockhampton)

Nextgen Pre-construction October 2002 Fibre optic
Melbourne-Adelaide Cable & Wireless Optus In operation Fibre optic

Telstra In operation Fibre optic, digital microwave

Amcom Communications Under construction April 2001 Fibre optic

Nextgen Pre-construction July 2003 Fibre optic
Melbourne-Perth Nava Networks Pre-construction July 2002 Submarine cable
Perth-Adelaide Cable& WirelessOptus In operation Fibre optic

Telstra In operation Fibre optic

Amcom Communications (viaKalgoorli€) Pre-construction June 2001 Fibre optic

Nextgen Pre-construction July 2003 Fibre optic
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4.2.2. Barrierstoentry

High concentration levels do not necessarily mean that competition isineffective. Wherea
market is characterised by low barriersto entry, the behaviour of incumbent firms may be
congtrained by the threet of potential competition thereby producing behaviour that is
congstent with competitive market outcomes. However, sgnificant barriers to the entry of
new suppliers to the market and high concentration levels may indicate thet the threet of entry
isunlikely to congrain the behaviour of incumbent firms. In this Stuation, actud entry may be
necessary to ensure effective competition.

Potentid barriers to entry in the intercgpita transmisson market include;
» thesunk cost nature of infrastructure investment; and
» the existence of spare capacity in the network.

Nature of infrastructure investment

A possible barrier to entry in the intercgpitd transmission market is the Significant sunk cost
involved in congtructing the necessary infrastructure. While it maybe possible to recover the
cost of the multiplexing equipment and other associated e ectronic equipment, the trench
congtruction and laying of fibreisasunk cog.

Consultants contracted by AIEAC for the National Bandwidth Inquiry report estimated the
cost of congtructing anew hypothetica fibre optic network, with multiplexing equipment
capable of generating 2.5 Gbps capacity, linking Brisbane, Sydney, Mebourne and Addade
to be gpproximately $239 million.*

Given the sgnificant amount of expenditure required to indal an intercapitd transmisson
network, the AIEAC suggested that investment in infrastructure would become viable only if
thereisahigh level of demand for services that are dependent on the infrastructure and a
long-term business Strategy.

Nevertheless, AIEAC concluded that congtruction of an intercapital transmisson network is
“within the strategic and budgetary reach of mgor Audtraian corporations...particularly on a
joint venture or consortium basis.” Cable & Wirdess Optus aso believesthat the increasing
number of telecommunication carriers forming consortiums with financid indtitutions has
contributed to reducing the financia burden of entering the market. Under the consortium

24 National Bandwidth Inquiry report, pp. 110-126.
% | bid, p. 126.
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arangements, the financid inditution is responsble for funding the project, but the carrier has
respongbility for the network.?

Another reason suggested by Cable & Wireless Optus for the lower barriers of entry to the

market isthat the cogt of building an intercapita transmission link has falen by 40 percent in

thelast five years® The AIEAC dso noted significant cost reductions, concluding thet “the

cost of bandwidth transmission hasfdlen at an average of 30 percent per annum for the past
25 years’ . ®

While barriers to entry into the market appears to have decreased, the Commission believes
that the cogt of infragtructure investment remains significant and sunk, and therefore the
Commission believes there islimited contestability. Having said that, the Commission notes
that new entry has occurred and is planned to occur. Therefore, clearly barriersto entry are
not o high asto exclude dl entry.

Potential capacity asa barrier to entry

Consultants engaged by the AIEAC to undertake a stocktake of Audtralia s backbone
network and planned expansion found that there are “ consderable amounts of transmission
capacity available” in these networks? In addition, the previous inquiry noted that the
development of DWDM technology means that it would not be “a difficult task” to increase

capacity of aready exigting fibres®

Teldtra, however, does not agree with the Commisson’sview in the previousinquiry that itis
relatively easy to increase capacity on existing fibresusng DWDM. It submitsthat ingaling
DWDM equipment requires mgor cagpitd investment, especidly on older fibres, which would
require more equipment to make the DWDM equipment more compatible with the old fibre.
Further to that, while the cogt of transmission "per bit" continuesto fdl sgnificantly with the
introduction of DWDM systems on existing opticd fibres. Telstra has indicated thet the
increasing customer demand for transmission bandwidth results in Sgnificant ongoing capitd
investment pressure on Telstra. Consequently, Telstrais dso considering whether to
purchase capacity from other suppliers.

The relevance to thisinquiry of spare capacity, and the ease with which capacity can be
increased due to DWDM, depends on the potentia effect of spare capacity on competition.
The AIEAC is concerned that incumbents may use DWDM to deter entry:

% Cable & Wireless Optus submission, p. 12.
2" Cable & Wireless Optus submission, p. 9.
% National Bandwidth Inquiry report, p. 106.
2 | pid, p. 65.

% Australian Competition and Consumer Commission Inquiry Report, Competition in data markets,
November 1998, p. 62.
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[A] new trunk optic fibre entrant faces the prospect of asignificant potential supply
overhang [emphasisin original] from incumbents who can quickly lower prices, after
the entrant has sunk potentially significant investment in fixed infrastructure.

The theory of Strategic ‘excess cgpacity’ centres on the notion that an incumbent firm may
hold spare capacity in order to deter entry. The presence of spare capacity sendsasignd to
potentid entrants that it has the means to engage in intense competition with the potentid
entrants if they decide to enter.

In their submissions to the Commisson as part of the monitoring program,

Cable & Wirdless Optus and Telstra submitted that any spare capacity in their networksis
held to meet future demand by their own customers. Vodafone aso submitted that spare
capacity “should not be an issue looking forward” with exponential growth in demand.®? Inits
submission to thisinquiry, Telstra ated that:

Demand for transmission capacity is highly dynamic with limited predictability in terms
of time and geography. Asaresult the efficient operation of atransmission network
will dways require a certain degree of what might be |abelled as “ spare capacity” .

Other submissions aso questioned the relevance of the pare capacity issue to thisinquiry.
AAPT conddered that thisissue isimportant only in an arbitration relating to the price of
transmission capacity, but not an important issue in areview of the declaration.*

The Commisson notes its commentsin the previous inquiry report that:

Given the lack of detailed, verifiable information from current transmission providers,
however, it is not possible for the Commission to form definitive views about the
precise extent of any excess capacity. However, it would note that thisis essentially an
empirical issue and the existence or otherwise of excess capacity and its extent are
matters that ultimately become relevant in any consideration of efficient pricing.*

The Commission has considered the behaviour of the incumbent transmission carriers, Telstra
and Cable & Wirdess Optusin response to Macrocom’ s entry and subsequent entry by
PowerTel, Amcom and Soul Pettinson Telecommunications. There is no evidence before the
Commission to suggest that they have used spare capacity to deter entry, which tendsto
suggest that the high leve of potentid capacity may not be a significant barrier to entry.

% National Bandwidth Inquiry report, p. 208.
%2\ odafone submission, p. 2.

3 Telstrasubmission, p. 3.

3 AAPT submission, p. 2.

% Australian Competition and Consumer Commission Inquiry Report, Competition in data markets,
November 1998, p. 62.




4.2.3. Transmission pricesand costs
Movementsin prices

The AIEAC found that the cost of intercapitd transmission capacity has Sgnificantly declined;
by approximately 30 percent per annum, on average, in the last 25 years.® However, Ovum,
a consultant engaged by the AIEAC for the Nationd Bandwidth Inquiry, found thet price
reduction for a2 Mbps service on the less comptitive routes, such as, Mebourne to Perth,
has been far smdler then the 60 percent price reduction for the eastern seaboard routes
between 1997 and 1999.%

Submissonsto thisinquiry provided differing views on the level of price changes acrossthe
different routes:

= Macrocom noted that prices for the Sydney to Mebourne and the Sydney to Brisbane
routes have falen, but for routes still dominated by Telstraand Cable & Wireless Optus
prices have remained unchanged;*

»  PoweTd submitted that the reduction in wholesale prices for intercapita transmission
capacity has been greater than the prices for capacity between regionad centres due to the
small quantities of cgpacity purchased, but thet thereis“little flexibility in obtaining
reasonable terms and conditions’, especidly on the thinner routes, such as those between
Perth and the eastern capitd cities®

»  some access seekersindicated that it is currently paying more for capacity on the
Melbourne to Perth route than the Sydney to Brisbane route; and

» Vodafone dso observed that the extent of price reductions “has varied across different
routes, not just intercapital routes.”«

As part of the monitoring program, Telstraand Cable & Wireless Optus provided information
relating to discounts and standard (listed) prices between March 1999 and December 2000
to the Commisson. The Commission notes that the listed prices for Telstraand

Cable & Wireless Optus aso provide for some discounts, depending on such factors asthe
length of time of the contract and volume of capacity sourced from the carrier.

The information provided to the Commission suggests that sandard (listed) priceson dl
routes have declined, but that the decline has been larger on the Sydney to Brisbane routes

% National Bandwidth Inquiry report, p. 60.

% 1bid, pp. 104-5.

% M acrocomsubmission to the monitoring program, 21 December 1999, p. 1.
% powerTel submission, p. 2.

0V odafone submission, p. 2.
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than the Melbourne, Adelaide and Perth routes. This, however, does not provide a complete
picture of prices actualy paid, particularly given the information was provided on a
confidential basis and, therefore, could not be exposed to comment by others.

This decline may be due to arange of factors, including:
» increased comptitive pressures,

* |ower costs; and

= changesin rdaive barganing power.

Both AAPT and Cable & Wireless Optus believed that the fdl in tranamisson pricesis
reflective of the changein cost. AAPT submitted only that the “price movements are
reflective of cost movements” while Cable & Wireless Optus submitted that the price
reductions are due to the falling cost of building transmisson infrastructure* The AIEAC dso
attributed the faling cost of transmisson over the previous 25 years to developmentsin
research and technology amed at reducing costs.”? The AIEAC expected that costs are
likely to continue to decline in the future,

Fdling costs of transmisson may dso be due to growth in the market, which may have
alowed suppliersto redise economies of scade and scope in their infragtructure. Thisislikely
to reduce the per unit cost of supplying transmission capacity, and if price movements reflect
cost movements, leading to lower prices of tranamisson.

Many submissions suggested that the main contributing factor to the declining intercapita
transmission prices is increased competition in the market. The AIEAC expected that more
comptition in higher demand routes will contribute to further decline in future transmisson
prices on those routes.®

In relation to the relative bargaining power of access provider and access seeker, the
Commission noted in its previous inquiry on the domestic transmission capacity servicethet in:

...commercial negotiations between access providers and access seekers for the
purchase of wholesal e transmission capacity....most negotiating strength has rested
with the suppliers of wholesale transmission services.*

4 AAPT submission, p. 3; Cable & Wireless Optus submission, p. 21.
“2 National Bandwidth Inquiry report, p. 60.
% | hid, p. 98.

4 Australian Competition and Consumer Commission Inquiry Report, Competition in data markets,
November 1998, p. 57.
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AAPT bdieved that access seekers and access providersin the intercapita transmisson
capacity market have more equal negotiating strength than in other declared services because
“the provison of intercapita tranamission services differs from that of other declared

sarvices’ . AAPT bdieved that, when purchasing transmission capacity, access seekers take
alonger-term view than when purchasing other declared services. Thiswould result in access
seekers entering into long-term contracts with access providers, which contribute to the return
on the access providers investment. However, AAPT noted that bargaining power
imbaances ill remain on routes dominated by Telstraand Cable & Wireless Optus.

Cable & Wirdess Optus submitted that service providers have been able to use the threat of
congructing their own intercapita transmission network to strengthen their negotiating powers
withit. Itisaso noted that those access seekers seeking greater volumes of transmisson
capacity are able to negotiate for alower purchase price.

Comparisons of prices and costs

Comments were made to the Commission that prices for intercapita transmission remain
above incremental cogt, even on routes that fal outside the current service description (that is,
Melbourne, Canberraand Sydney). The Commission aso notes the AIEAC s findings thet
current retall prices for bandwidth are till 30 to 50 percent higher than prices for comparable
retail services in Europe and the United States.*

The AIEAC, neverthdess, acknowledged that North America and Europe have experienced
more years of competition than Austraia and expected that prices will continue to decline for
the next five years a arate of 30 to 50 percent per annum.*” Cable & Wireless Optus,
however, submitted that international comparisons of prices is ingppropriate because the
routes, build costs and demand profiles differ across countries.®

The AIEAC s National Bandwidth Inquiry report contains estimates of the cost of
congructing an intercapita tranamission network from Brisbane to Adelaide via Sydney and
Mebourne. It estimated the costs to be $239 million. The Commisson aso sought
information from a new entrant in the market, on the cogts of congtructing an intercapita
transmisson network.

The Commission sought to compare the costs of congructing an intercgpitd transmisson
network with prices of these routes charged by Telstraand Cable & Wireless Optus
particularly over the Mdbourne to Perth routes. In doing so, the Commission notes that the
Melbourne to Perth route is relatively more expensive to construct due to land from Addaide

4 AAPT submission, p. 2.

6 National Bandwidth Inquiry report, p. 98.
“7 bid, p. 206.

8 Cable & Wireless Optus submission, p. 23.
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to Perth being more rockier. Thisraisesthe cost of digging trenches for thefibres. There are
aso lessregiona centres between Addade and Perth. Therefore, higher prices on the
Addaide to Perth or Mebourne to Perth routes would be expected, irrespective of the
competitive dynamics of those routes.

The Commission notes that the high levels of excess cgpacity complicate the caculation of per
unit costs and it has not reached concluded views on the current difference between price and
costs. However, on the information available it is possible that Telstra and Cable & Wirdless
Optus are obtaining sgnificantly above commercia returns a present. However, and more
importantly, any above commercid returns being earned by the incumbents are likely to be
disspated in the short to medium term with the entry of new carriers.

Market conduct

Conduct of market participantsis aso an indicator of the degree of competition. Inthis
regard, the Commission received submissions from Cable & Wirdess Optus that access
seekers have been able to negotiate flexible access agreements with access providers. To
support this argument, Cable & Wirdess Optus noted the long-term agreement it has entered
with AAPT, which gives AAPT exclusive access and ownership of Cable & Wireess Optus
dark fibre for approximately 25 years.*®

Other access seekers expressed their concern about the ability of the supplier to supply the
sarvice without experiencing outages. Davnet indicated, in its discussons with the
Commission, thet it is the quality and rdiability of the intercapita transmission capacity service
which is potentidly more important than the price dement. Davnet does not believe that
cariers are addressing the quality aspect of providing an intercapita transmission capacity
sarvice with carriers only willing to compete on price but not willing to negotiate their price
offerings according to service quality. As noted above, PowerTel dso submitted that thereis
alack of flexibility in obtaining reasonable terms and conditions, especidly on the thinner
routes, such as those between Perth and the eastern capita cities®

The Commission accepts there is mixed evidence and views about the type of commercia
agreements being reached. On the information available to the Commission, it gppears that to
some extent more flexible agreements are being reached, dthough these appear to be limited
to relatively large access seekers.

4.2.4. Arbitrations concerning supply of the domestic transmission capacity service

Since the domestic transmission capacity service was declared in 1998, there have been two
disputes notified to the Commission (by AAPT and Primus, both againgt Telstra). Both these
disputes were subsequently withdrawn, and there is currently no dispute concerning the

4 Cable & Wireless Optus submission, p. 10.

% powerTel submission, p. 2.
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supply of intercapita transmisson capacity. There are various possible reasons for the limited
number of arbitrations concerning supply of this service, including:

» thethreat of arbitration has been successful in congtraining prices,

= the codt of notifying a dispute and undergoing the arbitration process outweighs the
potential benefit of alower price, particularly where there is uncertainty about the result of
an arbitration;

» gmadler access seekers may have limited financid resources to dlocate to regulatory
affairs, which may be alocated to disputes over other services, such as those relating to
customer access,

» thereissufficient competition or contestability in the markets®™ and

= pricesfor theintercapital transmission capacity service are considered reasonable by
access seekers.

The absence of arbitrations concerning the supply of the domestic transmisson capacity
sarviceislikely to be due to a combination of the reasons outlined above. Importantly, to
provide an end-to-end call, an access seeker relies on access to other inputs, such asthe
domestic PSTN originating and terminating service to offer servicesto end-users. The
Commission understands that the regulatory focus of many access seekers has been on the
customer access network (CAN). Thisis congstent with evidence provided to the
Commission that indicated that the cost of purchasing intercapita transmission capecity, to
provide an end-to-end voice or data service, is lower than the cods of originating and
terminating cals on the CAN.

Market inquiries also suggest that the uncertainty of arbitration outcomes may have
contributed to discouraging access seekers from notifying the Commission of disputes. On
the other hand, the Commission notes that prices have continued to decline and this continua
declinein pricesfor intercapita transmission cgpacity may mean access seekers are less
concerned about arbitrating a dispute.

4.2.5. Competition in downstream markets

In the previous inquiry, the Commission did not believe that competition in the relevant
downgtream markets, a that time, was reflective of a competitive market, given that the main
suppliers of intercgpital transmission capacity were verticaly integrated and dso held alarge

5! Telstra submits that the absence of arbitrations for this service “ suggests that the prices on all
intercapital routes are considered reasonable by access seekers and hence contestability of the market
has been successful in setting commercially acceptable prices.” [Telstra submission, p. 4]
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share of the retaill market.®? In such a Stuation, the Commission noted that the verticaly

integrated access provider’s “ strategic response” may be to make it difficult for the service
providers to acquire the wholesde service®

The level of competition in the downstream markets, however, has been increasing, as
evidenced by the greater number of suppliers. In competitive downstream markets, the
Commission would expect that any reduction in intercgpital transmission priceswould be
passed-through to end-users in these markets in the form of lower charges for services (for
example, reductionsin charges for international and national |ong-distance telephony
Services).

The Communications Research Unit (CRU) has recently undertaken work for the
Commission on pricing of certain telecommunications services. In doing so, the CRU has
collected information from Telstra, Cable & Wireless Optus, AAPT, and One.Td. It
therefore includes end-prices for intercapital transmission carriers and access seeker, dthough
the index will be weighted by those carriers with greater market shares. The CRU’s
cdculations indicate that the:

= priceof national long-distance cals decreased by around 23.5 per cent between
1996-97 and 1999-2000; and

= priceof internationd calls decreased by around 53 per cent between 1996-97 and
1999-2000.

The price changes are shown in Figures 1 and 2 below. They indicate that the prices paid by
both resdentid and business consumers of nationd long-distance and internationd cdls
decreased at a Sgnificant and steedy rate over the andysis period with the greatest reduction
In prices accruing to resdentid customers. The Commission notes that these prices are not
specific to intercapital routes. However, this declinein prices suggests thet the leve of
competition in downstream markets has increased in recent years.

52 Australian Competition and Consumer Commission Inquiry Report, Competition in data markets,
November 1998, p. 59.

53 Australian Competition and Consumer Commission Inquiry Report, Competition in data markets,
November 1998, p. 60.

28



Figure 1. Changein the price of national long distance calls, 1996-97 to
1999-2000>
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a. The sum of the percentage points attributed to each major component of the index may not sum to the
total percentage change due to rounding.

% A chained Laspeyresindex was used to overcome the inability of the standard index to cope with
changesin consumption patterns. A chained Laspeyresindex differsfrom the standard index in that the
composition of the basket of goodsis not fixed for several periods. The basket isre-weighted each year
and the value of the index in the third and subsequent years is cal culated without reference to the base
year. Changesin consumption patterns are introduced each year and the baskets for which changesin
price are calculated are more representative of consumption on average.
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Figure2: Changein the price of international calls, 1996-97 to 1999-2000
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Materiality of intercapital transmission in the supply of downstream services

Asnoted in section 4.2.4 of the draft report, service providers offering telecommunications
sarvices to end-users rely on inputs (such as, the domestic PSTN originating and terminating
sarvice from Telstra) other than the intercapital transmission capacity service. Therefore,
comptition in rlevant downstream markets will be influenced by a combination of the price
and quality of transmisson capacity, and the price of other inputs.

Market inquiries with industry participants reveds that competition in downstream markets
rely to asgnificant extent on the prices of other inputs. For instance, Soul Pattinson
submitted that intercapita transmission capacity, as an input to the provison of downstream
sarvices, is not as important as being able to access the ‘last-mil€’ at reasonable prices.

The impact of tranamission prices on relevant downstream markets will depend on how
sgnificant transmission capacity prices areto tota cost relative to the prices for other

sarvices. Information was provided to the Commission that the cost of acquiring intercapital
transmission capacity may be asmaller proportion of the cost of providing an end-to-end
voice call than some other inputs. Further, the Commission understands that the proportion of
cost for long-distance calls, for example, that can be attributed to marketing and customer
support isincreasing, with network costs declining.*

However, the Commission would still expect that intercapital transmission, as acost input, will
continue to be an important aspect of providing competitive downstream services. The
pricing of this service will therefore have a materid and important effect on the downstream
market.

4.2.6. Conclusion —competition in intercapital transmisson markets

Competition in the transmission capacity services market has not developed evenly across
Australia with the eastern seaboard routes becoming less concentrated than the Perth to
Melbourne routes.

New entry on the eastern seaboard routes has occurred in the previous two years which
indicates that, while the barriers to entry may redtrict contestability, entry is till occurring.
There are now four facilities-based suppliers offering transmission capacity services on the
Sydney to Brishane route compared to two on the Perth to Melbourne route. New entry is
planned on the Perth to Melbourne routes, and the Sydney to Brisbane and
Mebourne-Canberra-Sydney routes.

Pricesfor intercgpital transmission capacity continue to fall across al routes, which islikely to
be due to both significant decreasesin underlying costs and to increased competition. The
AIEAC found thet the leve of transmission capacity pricesis ill 30 to 50 percent above

% See, for example, National Bandwidth Inquiry report, p. 201.
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those offered in other countries. Importantly, it so forecast that prices will continueto fdl in
the next five years.

The continud declinein prices prior to thisinquiry may have been a contributing factor to the
lack of arbitrations notified. The Commisson, however, notes that there may be avariety of
other reasons for this including the access seekers' regulatory focus on the CAN.
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Section 5.  Will varying the declaration promote the
LTIE?

The following section provides the Commisson’s preliminary viewsin rdaion to whether (and
the extent to which) varying the declaration will promote the LTIE.

The Commission will examine how the service is being used in the absence of avariation to
the service declaration, and what is likely to happen if the declaration isvaried. The
with/without test recognises that an assessment of the effectiveness of competition isnot a
datic analys's, limited to a description of current conditions and behaviour. It isadynamic
andysis concerned with features affecting the competitive supply of servicesin the future,

To determine whether varying the declaration will promote the LTIE, the Commission will
andyse the likely result of avariaion on the promotion of three objectives.

= competition;
= any-to-any connectivity; and
= economic efficiency.®

The Commission will then consider whether the likely result of a variation of each objective
will promote the LTIE, and make an overdl assessment of whether the cumulative impacts on
each objective will promotethe LTIE.S” Where appropriate, the Commission’s assessment
will be undertaken on a route-by-route basis, Since the competition characteristics of each
route differ, as discussed in section 4 of the Draft Report.

5.1. Will varying the declaration promote competition?

5.1.1. Principles

The concept of competition is of fundamenta importance to the Act and has been discussed
many times in connection with the operation of Part I11A, Part IV, Part XIB and Part XIC of
the Act.

In generd terms, competition is the process of rivary between firms, where each market
participant is congrained in its price and output decisions by the activity of other market

% Referred to as ‘ secondary objectives’ in the Commission’s Telecommunications services— Declaration
provisionsguidelines.

57 Seeibid, pp. 35-36.




participants. The Trade Practices Tribuna (now the Audtrdian Competition Tribund) stated
that:

In our view effective competition requires both that prices should be flexible, reflecting
the forces of demand and supply, and that there should be independent rivalry in all
dimensions of the price-product-service packages offered to consumers and customers.

Competition isaprocess rather than a situation. Nevertheless, whether firms compete
is very much amatter of the structure of the markets in which they operate.®

Competition can provide benefits to end-users including lower prices, and a better quality and
range of services over time. Competition may be inhibited where the structure of the market
givesriseto market power. Market power isthe ability of afirm or firms profitably to
congtrain or manipulate the supply of products from the levels and quality that would be
observed in acompetitive market, for asignificant period of time.

Market power may be drawn from the ownership of infrastructure required for providing
sarvices in the downstream market. Without access to the services provided by the
infrastructure, afirm would not be able to operate in the downstream market. Therefore, the
establishment of aright for third parties to negotiate accessto certain services, on reasonable
terms and conditions, can operate to condtrain the use of market power, which could be
derived from the control of these services.

An access regime such as Part XIC, or Part 111A of the Act, attempts to change the structure
of amarket, to limit or reduce the sources of market power and consequent anti-competitive
conduct, rather than directly regulating conduct which may flow from its use, which isthe role
of Part IV and Part XIB of the Act. When the structure of the market becomes more
competitive, as aresult of the access regime or due to other factors, the Commission may
congder revoking or varying the service declaration. In this Situation, maintaining declaration
of the digible service may not have much effect in terms of promoting further competition. In
this regard the Explanatory Memorandum for the Trade Practices Amendment
(Telecommunications) Bill 1996 states:

It is not intended that the access regime embodied in this Part impose regulated access
where existing market conditions already provide for the competitive supply of services.
In considering whether athing will promote competition, consideration will need to be
given to the existing levels of competition in the markets to which the thing relates>®

This statement recognises the costs of access, such as adminigration and compliance, as well
as potentid disincentivesto investment. A continuation of regulated provison of services will

% Re Queensland Co-operative Milling Association Ltd and Defiance Holdings Ltd (1976), Australian
Trade Practices Reporter 40-012, at 17,245.

% |tem 6, proposed s. 152AB.




only be desirable where it leads to benefitsin terms of lower prices, better services or
improved service quality for end-users, which outweigh any costs of regulation.

When congdering whether a service should be varied or revoked, the Commission’'stask is
to determine the extent to which a declaration is likely to promote competition. The question
of whether competition will actudly improve or increase will be highly revant but is not
determinative of thisissue. The key issue when considering a declaration is whether the
declaration will assg in establishing conditions by which such improvement will be more likdy
to occur. Thisinterpretation of promoting competition was recently endorsed by the
Australian Competition Tribund, which stated that the concept of promoting competition:

...involves a consideration that if the conditions or environment for improving
competition are enhanced, then thereis alikelihood of increased competition that is not
trivial .

Itis, however, not enough to determineif avariation or revocation will promote competition
by smply examining itsimpact on the competitive process in the market. Rather, the extent to
which avariation or revocation promotes competition should be examined from the

end-users perspectives, that is, to have regard to the likely results from increased competition
interms of price, quality and service diversty.

In interpreting the objective of promoting competition, section 152AB(4) of the Act requires
that regard must be had to, though not limited to, the extent to which the arrangements will
remove obstacles to end-users gaining access to carriage services. The Explanatory
Memorandum to Part X1C of the Act states that:

...itisintended that particular regard be had to the extent to which the particul ar thing
would enable end-users to gain access to an increased range or choice of services®

Further, in determining the extent to which a variation or revocation is likely to promote
competition the Act provides that:

... regard must be had to the extent to which the thing will remove obstaclesto
end-users of listed service gaining access to listed services5?

Where, for example, avariation islikely to result in increased service diversty, end-users will
be able to gain access to an increased range or choice of services. In such astuation, a
variaion or revocation to the existing declaration may be expected to promote competition to

% Re Review of Declaration of Freight Handling Services at Sydney International Airport (2000),
Australian Trade Practices Reporter 40-775, at 107.

&1 Explanatory memorandum for the Trade Practices Amendment (Telecommunications) Bill 1996 - item 6,
proposed s. 152AB.

%2 Subs. 152AB(4).




agreeter extent than where it islikdy to lead to an increase in the number of suppliers, but
with al suppliers essentidly offering the same service at the same price.

5.1.2. Impact of varying the declaration

All intercapita transmission routes now gppear to be in trangition towards gresater
competition, leading to more competitive wholesale prices. Aswould be expected, new
entrants have focused, initidly, on the heavier traffic eastern seaboard routes. However, three
fibre optic carriers are dso proposing to enter the lower traffic Melbourne to Perth routes.

In determining whether continued declaration of the remaining intercapital routes will promote
competition, the Commission has consdered:

= theimpact of new entry on market conduct;

= thecurrent and likely future market structure of the Sydney to Brisbane route;

= thelikeihood that the announced new entry will occur on the Melbourne to Perth routes,
= theimpact of current regulation on current and future prices, and

= whether the current declaration removes obstacles to end-users gaining access to
telecommuni cations services.

The Commission has dso congdered whether it should continue monitoring the intercapital
transmisson market, and whether this assgts in determining whether varying the declaration is
intheLTIE.

I mpact of new entry on market conduct

In the previousinquiry, the Commission’s economic consultants suggested that two
fadilities-based suppliers, by themsdaves, are unlikely to provide a high degree of competition
in the market. In summary, the reasons for this andysis were:

= theongoing interaction between the two main access providers over arange of markets
and the possibility of retdiatory action in such markets;

» thedifficulty in profitably deviating from a Stuation of tacit high pricing in order to indigete
more competitive prices,

» theease of detection of any access offers at competitive rates,

» the danger that an access provider will undermine its own profits in downstream markets
by lowering transmission access prices, and




» thefact that rgpid growth of demand for transmission services will minimise the incentive
to reduce access prices in the short term.®

Teldraand Cable & Wirdless Optus are verticdly integrated and hold alarge share of the
retall market. This may provide the incumbents with an incentive to make it difficult for
sarvice providers to acquire the wholesde service, or for each carrier to smply chargeits
own retail divison favourable pricesfor intercapita transmission capacity relative to what it
charges access seekers.

There was some evidence available to the Commission in the previous inquiry that access
prices were above cost and that ‘ shadow pricing’ was occurring between Telstraand Cable
& Wirdess Optus* The AIEAC sfindings suggest that prices continue to be above cods.

The Commission has observed that prices continueto fal. While some access seekers
indicate continued difficulties in negotiating transmission prices on the Mdbourne to Perth
routes, expected new entry islikely to lead to more competitive pricing.

Further, PowerTe submitted thet, until afacilities-based supplier has completed construction
of itsinfrastructure and brought its capacity into service, the price and other terms and
conditions would remain unknown to the Commisson.®® The Commission undersands this
point to be that it will be unable to observe the competitive dynamics of the market until entry
occurs, that is, there may be collusion or parale pricing.

The Commisson notes that most of the new entrants currently offering services are verticaly
integrated. However, the Commission believes that there are strong incentives for new
entrants to compete for new traffic. Firdly, the large economies of scale in the provision of
intercgpital transmission suggests that entrants will need to offer more attractive prices to
atract as many customers as possible, particularly given the available market may not include
the downstream traffic of Telstraand Cable & Wirdess Optus. Secondly, a number of new
entrants are likdly to follow exiging entrants. Therefore, the first new entrant will be under
further competitive pressure to capture and maintain market share. Thirdly, the new entrants
do not have large retail market shares like Cable & Wirdless Optus and Telstra, and,
therefore, have less reason to act strategically in the supply of intercapital transmisson.

Thisandydsis supported by discussions with industry participants. The Commission, in
particular, notes comments on Amcom, which the Commission understands has competed
aggressively in the Perth market for customers.

& Australian Competition and Consumer Commission Inquiry Report, Competition in data markets,
November 1998, pp. 50-51.

% Ibid, p. 51.

% powerTel submission, p. 1.
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Current and likely future market structure of the Sydney to Brisbane route

PowerTd and Soul Pettinson are presently the two new entrants competing with Telstraand
Cable & Wirdess Optus on the Sydney to Brishane route. Macrocom is aso currently
condructing its network, and the ntl consortium and Nextgen has announced plansfor a
network to cover thisroute. The likelihood of Nextgen's entry is discussed below in the
context of the Melbourne, Addlaide and Perth routes.

In regards to market conduct on this route, prices for transmission cagpacity have declined.
Most access seekers have indicated that the prices on this route are lower than prices on the
Melbourne, Adelaide and Perth routes.

Likelihood of announced new entry on the Melbourne-Adelaide-Perth routes

The Commission has consdered the likdlihood of the new entry occurring on the Mdbourne
to Perth routes. To this end, it sought information from the carriers proposing to roll-out. A
summary of the Commisson’sfindingsis below.

Amcom hasrolled out its cable between Mebourne and Addade, which will soon become
operationd. It hasadso signed a contract with SingTe to provide it with intercapita
transmission capacity. Congtruction of its Addade to Perth leg, however, has not begun yet,
with ABN AMRO 4ill in the process of arranging debt and equity funding for this part of the
network.

Nava plans to congtruct a submarine cable from Singapore to Perth and Perth to Melbourne.
It has dso secured funding of US$520 million for its congtruction and has contracted Fujitsu
to provide the submarine cables for its network. The congtruction of its network is expected
to start in the fourth quarter of 2001 and be completed by the third quarter of 2002.

Nextgen has secured full funding for the congruction of its nationa network, which it expects
to complete by July 2003 (Perth to Mebourne being the last part of the roll-out). Nextgen
has indicated in its business plan thet it has fixed timeframes for roll-out. In particular, falure
of the prime contractor (Visonstream) to meet the contract times for construction or service
levelswill result in financid damages accruing to the prime contractor.

The Commission notes that market conditions may be conducive to new entry. Firdly, the
incumbents networks on the Mdbourne to Perth route may not have as much potentia
capacity as on other routes. Market inquiries reved that Telstral's network has limited
upgradesbility, while Cable & Wireless Optus has some ability to upgrade, dthough this could
be cogly.

Secondly, the expected generd increase in datatraffic in the foreseeable future should
increase the business case for the Melbourne, Addaide and Perth routes, particularly given
that the Nava network will be likely to increase the levd of traffic across Audtrdia (athough
the Commission notes that it is likely traffic from the Nava network will say totaly onits
network). Nevertheless, the expected increase in data traffic provides new entrants with the
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opportunity to capture a part of the market not currently serviced by Telstraand
Cable & Wirdess Optus.

Importantly, the current and expected increase in demand for data services provides new
entrants with the opportunity to capture a new market that is not serviced by the incumbents.
The agreement between SingTel and Amcom is evidence of this occurring. Additiondly, to
date, there has been an increase in the relative share of the downstream market captured by
carriers and carriage service providers other than Telstraand Cable & Wirdess Optus.

The proposed roll-outs have secured the necessary funding, and therefore it appearsthe
market consders these plansto be viable, dthough some industry participants expressed
concerns about some of the proposed roll-outs occurring. However, the Commission notes
that the evidence supports at least some entry being likely, and that it is aready occurring on
the Mebourne to Adelaide route, with Amcom and Macrocom currently rolling-out
networks.

Submissions were made to the Commission thet it should maintain regulation until new entry
occurs. The Commission appreciates that there are risk factors on any new investment
occurring, such as the possibility of significant changes to the financia markets and to changes
in telecommuni cations markets that makes the business case less viable. However, the
Commission believes that there is sufficient evidence that dl intercapita markets have
developed to a stage where new entry islikely to occur.

I mpact of the current regulation

Current declaration of the Sydney to Brisbane, Mebourne to Adelaide and Addade to Perth
routes may be afactor in congtraining prices of the incumbents. If o, variation to remove the
Mebourne, Addade and Perth routes from the service description at thistime could lead to
the possihility of incumbents raising prices in the interim before new entry occurs. The
Commission must then congder whether regulation in the interim would promote competition.

In theory, the threat of arbitration arisng from declaration could be expected to constrain the
pricing of the incumbents. That is, the incumbents may offer more competitive prices and
terms and conditions to avoid an arbitration dispute being notified to the Commission.

To the extent the threet of arbitrationsis contraining prices, many access seekers have dready
locked-in prices under existing (regulated) conditions. Access seekers that have not locked-
in prices may be able to source transmission from other access seekers (such as AAPT)
under resale agreements. The Commission notes that the ability of resdllersto congrain
prices and compete vigoroudy with facilities-based suppliersis limited by the price resdlers
have paid to acquire the capacity. Therefore, while resdllers may not be a source of
additiond pressure on the downward movement in prices, they may nonetheless condrain the
incumbents seeking to increase prices.

Second, the Commission’s proposed continued monitoring of the market (see below) may
provide some disincentive for incumbents to increase prices.
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Some access seekers submitted that the Commission’s arbitra powers should be maintained
as a safety-net in case they encounter difficulties negotiating with the access providers. The
Commission would expect that current market conditions will lead to competition increasingly
driving lower prices and better outcomes for access seekers, given the likely level of market
entry on dl intercapita routes and the entry that has dready occurred on the Sydney to
Brishane route. For the reasons above, the Commission aso believes that there are
congraints on the ability of the incumbents to exploit the remova of the Mebourne to Perth
routes from the service description prior to the likely new entry occurring. Thisis particularly
s0 given the lack of arbitrations notified to the Commission, and therefore the doubt that exists
over the current impact of regulation constraining access prices.

Removing obstacles to end-users gaining access to telecommunications services

In the previous inquiry, the Commission noted that demand for high bandwidth applications
was increasing and that a competitive wholesde tranamission market was important, as it
would have an effect on the services offered in the dependent downstream markets.

PowerTe submitted to thisinquiry that the prices quoted to it for transmission capacity
service on the Perth to eastern city routes would prevent service providers from developing a
wider range of competitive retail products and that, if prices were more reasonable, service
providers could “sgnificantly enhance service capabilities’.®

As noted above, the information available to the Commission indicates prices have falen on
the Mebourne to Perth routes, athough not to the extent of the Mebourne to Brisbane route.
However, new entry into the Melbourne to Perth routes has not yet occurred, and prices
should come under increased competitive pressure with the entry of new carriers. This should
facilitate the provison of more cost based downstream products, and enhance the possibility
of innovative downgtream service offerings.

Conclusion

The Sydney to Brisbane route appears to be becoming increasingly competitive with two new
entrants dready competing with the incumbents and the potentid for three additiona new
entrants in the next two years. The incumbents will, therefore, be facing increased competitive
pressure leading to more reasonable terms and conditions for access seekers, and ultimately
end-users.

The Mebourne, Adelaide and Perth routes are not as competitive as the Sydney to Brisbane
route Since the incumbents still dominate this route. The Commission, however, observes that
new entry islikely in the near future with two new entrants expected by the end of 2001 and
two additiona new entrants in the next two years. The Commission expectsthis new entry

% powerTel submission, p. 2.




will also lead to lower transmission prices on the Mebourne, Addade and Perth routes with
benefits being passed to end-users.

5.2. Will varying the declar ation achieve any-to-any connectivity?

Section 152AB(8) provides that the objective of any-to-any connectivity is achieved if, and
only if, each end-user who is supplied with a carriage service that involves communication
between end-usersis able to communicate, by means of that service, or asmilar service, with
each other whether or not they are connected to the same network. This alows end-usersto
communicate with each other, irrespective of the network to which they are connected. As
the explanatory memorandum to the Trade Practices Amendment (Telecommunications)
Bill 1996 noted, the concept of any-to-any connectivity is not dways rdevant in the
declaration context.

5.2.1. Principles

In addition to the impact of varying the declaration on competition, the Commisson must
congder whether revocation of certain intercapital transmisson routesis likely to result in the
achievement of the objective of any-to-any connectivity in relaion to carriage services that
involve communications between end-users.

The reference to ‘smilar’ servicesin the Act enables this objective to apply to services with
andogous, but not identical, functiond characterigtics, such as fixed and maobile voice
telephony services or Internet services which may have differing characteristics. The any-to-
any connectivity requirement is particularly relevant when consdering services tha involve
communications between end-users.®” When considering other types of services (such as
carriage services, which are inputs to an end-to-end service or distribution services such as
the carriage of pay television), the Commisson considers that this criterion will be given less
weight compared to the other two criteria

5.2.2. Impact of varying the declaration

Submissions received by the Commission did not address this particular objective with
respect to the intercapital transmission capacity service. The Commission does not believe
that a variation to remove the proposed intercapital routes from the domestic tranamission
capacity service declaration will have an impact on the achievement of

any-to-any connectivity.

¢ Trade Practices (Telecommunications) Amendment Act 1997, Explanatory Memorandum.
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5.3. Will varying thedeclaration encour age economic efficiency?

When ng whether avariation will promote the LTIE, para. 152AB(2)(€) of the Act
requires the Commission to have regard to the extent to which avariation islikely to
encourage the economicaly efficient use of, and the economicdly efficient invesment in,
infrastructure. In interpreting the objective of encouraging economic efficiency,

subs. 152AB(6) provides that, regard must be had to, but is not limited to, the following:

= whether it istechnicdly feasible for the services to be supplied and charged for, having
regard to:

- the technology that isin use or available;

- whether the cogts that would be involved in supplying, and charging for,
the services are reasonable; and

- the effects, or likdy effects, that supplying, and charging for, the services
would have on the operation or performance of telecommunications
networks,

= thelegitimate commercid interests of the supplier or suppliers of the service, including the
ability of the supplier or suppliersto exploit economies of scae and scope; and

= theincentives for investment in the infrastructure by which the services are supplied.

5.3.1. What isefficiency?

The phrase *economicaly efficient use of, and the economicaly efficient invesment in,
infrastructure’ refers to the economic concept of efficiency, which has three components,
namely productive efficiency, alocative efficiency and dynamic efficiency.

Productive efficiency refersto the efficient use of resources within each firm such thet al
goods and services are produced using the least cost combination of inputs.

Allocative efficiency refersto the efficient alocation of resources across the economy such
that the goods and services that are produced in the economy are the ones most vaued by
consumers. It dso refersto the distribution of production costs amongst firms within an
industry to minimise industry-wide costs.

Dynamic efficiency refersto the efficient deployment of resources between present and
future uses such that the welfare of society is maximised over time. Dynamic efficiency
Incorporates efficiencies flowing from innovation leading to the development of new services,
or improvements in production techniques.

Efficient infrastructure investment makes an important contribution to the promotion of the
LTIE. It canlead to more efficient methods of production, fostering increased competition
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and lower prices, aswell as enhancing the levd of diversty in the goods and services available
to end-users.

Competition and efficiency

Thereis dso astrong relationship between competition and efficiency. The Commisson’s
andyss of the likely impact of a variation on competition will, therefore, do influence its
andysis of theimpact on efficiency. For ingtance, if the Commission comesto aview that
supply of the digible service is not yet subject to effective competition, then it could conclude
maintaining declaration would:

» facilitate the provison of the declared service to access seekers at aprice which is closer
to underlying codts, resulting in a more efficient alocation of resources, and

= prevent inegfficient duplication of infrastructure used to supply the declared service.

Maintaining regulation is, however, likely to have other impacts on efficiency, both postive
and negative. For ingtance, while declaration may promote efficient investment in downstream
markets, it may aso result in costs as potential access providers continue to comply with the
standard access obligations, or discourage efficient investment in infrastructure used to supply
the declared service.

5.3.2. Impact of varying the declaration on the economically efficient use of
infrastructure

Technical feasibility

In generd, the technica feashility criterion appears to be particularly relevant when an inquiry
concerns the threshold decision of whether to declare a particular service or services. The
current inquiry concerns a possible reduction in the current scope of the domestic transmisson
capacity service declaration. The Commission has not been provided with any evidence to
suggest that a variation to the scope of the declaration will have any impact on this criterion.

The existence of spare or potential capacity in existing networks

Submissions were made to the Commission that the congtruction of intercapita transmisson
infrastructure currently taking place suggests that thereis an inefficient duplication of
infrastructure with sgnificant over-investment.s

Consultants engaged by the AIEAC to conduct a stocktake of capacity in the backbone
communication networks for the Nationa Bandwidth Inquiry surveyed domestic network
operators and developed a model based on existing data. The stocktake estimated that,
currently, potential capacity exceeded ingtalled capacity “by between two and five orders of

% Davnet submission, p. 4, Macquarie submission, p. 2.




magnitude.”® The data modd estimated that capacity in 2005 is likely to be twice present
capacity for alow growth scenario, between four and eight times present capacity for a
medium growth scenario, and between 30 to 35 times the present capacity for a high growth
scenario.”

The AIEAC explained the difference between ingtdled and potentid capacity is dueto:
= DWDM technology, which can increase the capacity of existing ingtaled capacity; and

= carriers presently adopting a“ conservative dimensoning philosophy” in relation to the
congtruction and operation of fibre optic cables.™

The findings of the Commisson’s previousinquiry aso indicated that Telstra has an extensve
meshed network of optica fibre cabling between dl capitd cities (in addition to its digita
microwave and satellite network). The mgor capitd cities have duplicated redundancy paths,
typicaly a coasta route and an inland route. These duplicated paths ensure that if onerouteis
logt, through damage or falure, the other path assumes the full load.

The Commission sought further information on available capacity, on aroute by route bass,
from access providers as part of the intercapita transmisson monitoring program. Both
Telstraand Cable & Wirdess Optus provided the Commission with information pertaining to
the capacity requirements by service providers on each route, but refused to provide further
information relating to available capacity.

In refusing to provide further information, Telstra denied there is excess capecity in their
intercgpital transmission network.”? Cable & Wireless Optus aso submitted that thereisno
excess capacity in its network, a agiven point in time and given the current multiplexing
technology.™ Other providers of transmission capacity were not offering services a the time
and, therefore, were not able to provide the Commission with such information.

The Commission’s market inquiries supported the view of the AIEAC that a present thereis
sgnificant potentia capacity in fibre optic links. The Commisson understands that capacity is
more fully utilised on digita microwave links, which isto be expected, given the capacity of
digita microwave islimited by the availability of radio spectrum and limitations of multiplexing
for radio frequency technologies.™

% National Bandwidth Inquiry report, p. 54.

7 | pid, p. 54.
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2 Telstra submission to the monitoring program, 30 June 1999, p. 4.

78 Cable & Wireless Optus submission to the monitoring program, 4 July 1999, p. 15.
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There may be other reasons to explain the presence of spare capacity in existing access
providers fibre optic intercapita transmisson networks other than inefficient under utilisation
of exiging infragtructure. Access providers are likely to find it more efficient to construct thelr
network with more cgpacity than is currently required when the up-front cost of construction
isggnificant, but the cost of adding additiond fibres and eectronic equipment is rdatively low,
especidly if access providers anticipate demand for intercapita transmission capacity to
sgnificantly increase in the future. This adlows access providers to quickly utilise spare
capacity in their network to meet any expected, or unexpected, increase in demand in the
future.

L egitimate commercial interests of access providers

The legitimate commercid interests of access providers includes a commercid return on its
invesments, its interests in maintaining contractuad commitments and its interests in using the
network for future requirements. The legitimate commercid interests of access providers aso
include their ability to exploit economies of scale and scope.

Submissions to the Commission did not raise specific issues that would have an impact on this
criterion.

5.3.3. Impact of varying the declaration on the economically efficient investment in
infrastructure

When ng whether to vary the service description, the Commission will need to evauate
the effect of the proposed variation on efficient investment in networks or network eements.
This includes condderation of both:

» incentivesfor investment in the exigting infrastructure used to supply the digible service;
and

»  incentivesfor investment in new infrastructure which could be used to supply the digible
sarvices.

I ncentives for investment in existing infrastructure

In the previous inquiry, Telstra submitted thet it might not have an incentive to invest in
infrastructure because of the potential for access seekersto ‘piggy back’ off their investment
a regulated prices. Telstra submitted that declaration would lead to under investment in both
current and new technologies™ This under-investment in exigting infrastructure may include
access providers: maintenance, improvement and expangon decisions leading to inefficient
investment that may be harmful to the LTIE.

s Australian Competition and Consumer Commission Inquiry Report, Competition in data markets,
November 1998, p. 45.




Declaration under Part XIC of the Act overrides property rights of network owners, which
entitle them to exdusve use of their invesments. This may reduce the incentive to invest in
exiging infrastructure. In the previous inquiry, however, the Commission noted that
ownership in infrastructure provides significant strategic and competitive benefits, which make
it unlikely that declaration would act as a deterrent to investment in existing infrastructure.
Such advantages include:

» the bendfitsto infragtructure owners of having full control and certainty over accessto
essentid inputs;

= brand recognition and marketing benefits associated with being a mgjor owner and
supplier of key inputs to the production of telecommunications services, and

= thehighlevd of bargaining power in commercid decisons.

No evidence was provided to the Commission to suggest that under-investment in existing
infrastructure was occurring.

I ncentives for investment in new infrastructure

In the previous inquiry, it was noted that there may be disncentives to investment by new
suppliers because there are risks associated with new entry into the intercapita transmission
capacity services market. These risks include the possibility that:

* new cgpacity would not be sold because of the high leve of existing unused capacity;

»  exiging access providers would engage in pricing to drive new competitors out of the
market, made easer if thereisahigh level of excess capacity available; and

= regulated pricing may not take adequate account of the large sunk costs that would be
involved.

Cable & Wirdess Optus submission supported the last eement, submitting that declaration
cregtes disincentives for investment in infrastructure by new suppliers because

...declaration increases uncertainty thereby raising prospective investor’ s cost of
capital and further exposed current suppliers to superflous regulatory costs and
burdens.”®

Inits submission to thisinquiry, Tesramaintained that “it is highly likely that the declaration
has limited” the extent of new facdilities-based entry.” AAPT and Macquarie, however,
disagreed suggesting that declaration has not discouraged incentives for investment in

7 Cable & Wireless Optus submission, p. 24.
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infrastructure by new entrants.

The Commission has andysed the leve of infrastructure development across different
intercapitd routes. It would expect that that new entry will initidly focus on thicker routes™
AAPT submitted that a mgority of the investment undertaken since declaration has
concentrated on the Melbourne, Canberra and Sydney routes but thisis a“reflection of the
fact that this[route] is by far the heaviest traffic route and as such will attract new entrants
before any other route.”

New entry has been observed on other routes, notwithstanding the lower leve of traffic being
trandferred. In particular, Soul Pattinson and PowerTd have entered the Sydney to Brisbane
route, and Amcom and Macrocom are nearing finalisng of their networks between
Melbourne and Adelaide.

The Commission recognises that the decision about when and where to invest, and how the
investment is to be undertaken is complicated. However, the Commission’s consideration of
investment decisions on both declared and undeclared routes was not supportive of the view
that declaration has restricted new entry. Substantia new entry has occurred and is planned
to occur, even on those intercapita routes with lesstraffic. The current declaration does not
gppear to be causing delay or stopping such investment from occurring.

The evidence of Macrocom'’ s investment plans also mirrors those of other potentia new
entrants. Mogt of the new access providers with whom the Commission has had discussions
indicated that the current declaration has little influence on thelr investment decisions, and that
market factors (such as forecasts of future demand) were critica in deciding whether to
undertake new network investment. This would suggest that the declaration on intercapita
transmission capacity outside of Mebourne, Canberra and Sydney has not caused any
ggnificant reduction in incentives for investment in new infrastructure.

Neverthdess, the Commisson acknowledges that the absence of developed pricing
principles, and implementation of those pricing principles, may creste a degree of uncertainty
about the rate of return that would arise if the Commisson was to make an arbitration
determination. One carrier, however, indicated that as a new entrant, it must plan for more
comptitive pricing on its entry and that it would expect access regulation, evenif it remains,
to become increasingly irrdevant with its entry.

Macquarie submitted that the increasing roll-out of fibre optic cables while utilisation rate of
exiding capacity is low, represents an inefficient duplication of infrastructure® Further, two
carriers of new or proposed networks indicated they have constructed their own intercapita

"8 See also National Bandwidth Inquiry report, p. 62.
® AAPT submission, p. 3.

8 Macquarie submission, p. 2.
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transmission infrastructure because of the high prices to purchase intercgpitd transmisson
capacity as access seekers. Whether there has been inefficient duplication of infrastructure,
however, is difficult to determine and assess because the overbuild may bein preparation for,
and based on, anticipated increase in demand for capacity in the future. The Commisson’s
draft views on this matter are provided under the efficient use criterion.

The Commission additionaly notes that new carriers had the option of arbitrating the dispute.
New infrastructure investment on intercapita routes is substantial, and would be based on
business plans that consder expected demand for traffic and the likelihood of other
investment on these routes. Prospective entrants have not sought to seek an arbitrated
outcome as an dterndive to building infratructure. If this new invesment isinefficient, the
current declaration has not deterred it occurring.

The Commission aso notes that some duplication of infrastructure is required due to the
creation of redundancy (also known as restoration) routes.  Thisisto ensure thet if their main
access provider's cableis cut, it can divert traffic through other access providers networksin
order to avoid disruption to their cusomers communications needs. Some duplication of
infrastructure, therefore, occurs to promote geographica diversty, which may minimise any
probability of connection loss due to a damaged cable.

5.4. Concluson

The intercapital transmission market gppears to be a market in transtion towards greater
competition. New entry to date has focused on the thicker routes on the eastern seaboard.
However, new entry gppears likely to occur between Melbourne and Perth. The leve of new
entry and discussons with new entrants suggests that declaration has not adversely impacted
on efficient investment.

Importantly, it appears that access seekers are aready recelving lower pricesfor transmisson
and, for larger access seekers, more flexible terms and conditions for the service. With the
entry of new carriers, access seekers will receive even more competitive prices which should
lead to benefits for end-usersin terms of greater choice of suppliers (to the extent more
compsetitive downstream prices facilitate efficient new entry), lower prices and new services.

The impact of current access regulation on pricing on those intercapita transmission routes
that are currently declared is complicated. In particular, given the absence of arbitrations, it is
not clear that current pricing may be additionaly congtrained by the threet of arbitration.

The Commission notes submissons that argue thet there is an inefficient duplication of
infrastructure and under-utilisation of exigting infrastructure at present. The existence of large
potentia capacity on existing and proposed networks may be an efficient reponse to
expected future increasesin data traffic. In any event, thisinvestment has occurred in the
presence of the current declaration.

More specific concluding comments on the different routes are below.




5.4.1. Sydney to Brisbaneroute

In the Commission’s view, there isincreasing competition on the Sydney to Brisbane route.
There are now two new entrants (PowerTd and Soul Pettinson) competing with Telstra and
Cable & Wireless Optus, one potential new entrant currently congtructing its network, and
two potentid new entrants announcing plans for a network covering thisroute. The
Commission expects that the new entry will result in more competitive pricing for wholesdle
sarvices, and therefore benefits to end-users.

Having regard to the likdly future development of the intercapital transmisson markets, it is
unlikely that continued declaration of this route will promote competition or efficient
investment in these circumstances. The Commission, therefore, believes that varying the
domestic transmission capacity service declaration to remove the Sydney to Brisbane route
will promotethe LTIE.

5.4.2. Médbourne, Addaide and Perth routes

Telstraand Cable & Wiredless Optus are il presently the only facilities-based suppliers on
the Mdbourne, Addaide and Perth routes. Consequently, and having regard to the available
evidence on prices paid, etc, it appears that competition on these routesis not as strong as
competition on the Sydney to Brisbane route.

The Commission expects competition to develop in the near future. Macrocom, Amcom,
Nava Networks and Nextgen have dl indicated they propose to roll-out intercapita
transmission infrastructure on the Mebourne, Adelaide and Perth routes. Amcom has
completed the rall-out of fibre for the Mebourne to Adelaide leg of its Mebourne to Perth
network, and thisis due to become operational soon. Macrocom is expected to complete the
establishment of its digitd microwave network from Mebourne to Addade before the end of
2001.

While the Mdbourne, Addade and Perth routes remain a duopoly, the available evidence
suggests that prices have fdlen and will continue to fal on the Mebourne to Perth routes. The
Commission aso notes the uncertainty aboout the impact of current regulation on promoting
more competitive prices. In any event, many access seekers have obtained contracts under
current (regulated) market conditions, and therefore Telstra and Cable & Wirdless Optus are
likely to be congtrained from increasing prices in the absence of regulation. Thisincludes by
the possibility of resde competition, such asby AAPT and Amcom.

On baance, continued declaration of the Melbourne, Addaide and Perth routes is unlikely to
promote competition or efficient investment. The Commission, therefore, believes that a
variation of the declaration to remove these routes will promote the LTIE.

5.4.3. Future monitoring of intercapital transmisson

The Commission currently monitors the intercapital transmisson market, by obtaining
quarterly price information from Cable & Wireless Optus and Telstra. However, it is

49



proposed that the market continues to be monitored, and be broadened to include major new
entrants, such as Macrocom, PowerTel, Amcom and Soul Pettinson Telecommunications, as.

=t will enable the Commisson to monitor whether competition continues to develop as
expected; and

= it will provide important information for comparison purposes with regiond routes (that is,
the Commission could compare trendsin prices for intercapita transmission cgpacity with
those for specific regiona routes, particularly those close to intercapital transmisson
routes).

The Commission will contact each of the new entrants, after the finaisation of the report, to
discuss the details of the monitoring program.




Appendix 1.

List of Submissions Received

AAPT Limited 17 July 2000
Cable & Wireless Optus' 21 July 2000
Davnet Ltd 25 July 2000
Macquarie Corporate Telecommunications Pty Limited 17 July 2000
PowerTe Limited 17 July 2000
Telstra Corporation Limited 4 August 2000
Vodafone Audrdia 25 July 2000

T Partially confidential.




Appendix 2.

Current domestic transmission capacity service description

The Domestic Transmission Capacity Service isaservice for the carriage of certain
communications from one transmission point to ancther transmission point via network
interfaces at a designated rate on a permanent basis by means of guided and/or unguided
electromagnetic energy, except communications between:

a) one customer transmission point and ancther customer transmission point; and

b) atransmisson point in Sydney and atransamisson point in Mebourne; and

C) atransmisson point in Mebourne to atransmisson point in Canberra; and

d) atransmisson point in Sydney and a transmisson point in Canberra; and

e) atransmisson point in a State or Territory capitd city and atransmisson point in
another State or Territory capitd city, where the communications would entall
communications of the type described in one or more of paragraphs (b), (c) and (d) if
the cgpacity was routed via a continuous cable running from Brishane to Perth through
each of the capitd cities; and

f) one access seeker network location and another access seeker network location.
For the purposes of €), a State or Territory capital city will be taken to include any associated
secondary centre.

Definitions

Where words or phrases used in this Annexure are defined in the Trade Practices Act 1974
or the Telecommunications Act 1997, they have the meaning as given in the relevant Act.

In this gppendix:

an access seeker network location isa point in anetwork operated by a service provider
that is not a point of interconnection or a customer transmission point; and

an associated secondary centre means, in the case of Brisbane, the Gold coast, in the case
of Sydney, Newcastle and Wollongong, and in the case of Mdbourne, Gedlong; and

acustomer transmission point isapoint located at customer equipment at a service
provider's customer’s premises in Audtrdia (for the avoidance of doubt, acustomer in this
context may be another service provider); and

adesignated rateisatransmisson rate of 2.048 megabits per second, 4.096 megabits per
second, 6.144 megabits per second, 8.192 megabits per second, 34 to 45 megabits per
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second, 140/155 megabits per second (or higher orders agreed between a carrier or carriage
service provider and another service provider); and

apoint of interconnection isaphysca point of connection in Australia agreed between a
network operated by a carrier or a carriage service provider and another network operated
by a service provider; and

atransmission point isany of the following agreed between a carrier or carriage service
provider and another service provider:

a) apoint of interconnection;

b) acustomer transmission point;

C) an access seeker network location.




Appendix 3.

Proposed domestic transmission capacity service description

The Domestic Transmission Capacity Service isaservice for the carriage of certain
communications from one transmission point to ancther transmission point via network
interfaces at a designated rate on a permanent basis by means of guided and/or unguided
electromagnetic energy, except communications between:

a) one customer transmission point and ancther customer transmission point; and

b) atrangmisson point in an exempt capitd city and atransmission point in ancther
exempt capitd city; and

C) one access seeker network location and another access seeker network location.

Definitions

Where words or phrases used in this Annexure are defined in the Trade Practices Act 1974
or the Telecommunications Act 1997, they have the meaning as given in the rlevant Act.

In this gppendix:

an access seeker network location isa point in anetwork operated by a service provider
that is not a point of interconnection or a customer transmisson point; and

an exempt capital city means Adelaide, Brishane, Canberra, Mebourne, Perth or Sydney;
and

acustomer transmission point isapoint located at customer equipment at a service
provider's cusomer’s premisesin Audrdia (for the avoidance of doubt, a customer in this
context may be another service provider); and

adesignated rateisatransmission rate of 2.048 megabits per second, 4.096 megabits per
second, 6.144 megabits per second, 8.192 megabits per second, 34 to 45 megabits per
second, 140/155 megabits per second (or higher orders agreed between a carrier or carriage
sarvice provider and another service provider); and

apoint of interconnection isaphysca point of connection in Austrdia agreed between a
network operated by a carrier or a carriage service provider and another network operated
by aservice provider; and

atransmission point isany of the following agreed between a carrier or carriage service
provider and another service provider:




a) apoint of interconnection;
b) acustomer transmission point;
c) an access seeker network location.




