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1. Introduction 

1.1 This submission sets out Optus’ response to the ACCC’s draft 
recommendations on price control arrangements. It also puts forward an 
alternative proposal to regulation than the traditional broad-based price control 
arrangement that has been considered to date. 

2. Executive Summary 

2.1 Retail price controls are fundamentally intended to replicate prices that would 
arise in a competitive fixed telephony market. It follows, therefore, that price 
controls are only required where competition is deemed to be ineffective or 
where competitive outcomes are unlikely.  

2.2 Optus contends that competition in the relevant telecommunications markets is 
effective enough to warrant removal of the price controls for fixed telephony.  
The contention arises around what constitutes “effective competition”.  

2.3 Whilst the markets in question may not fit the definition of “perfect 
competition” provided for in economic theory – an outcome that is unrealistic 
for most markets - we believe that competition in the markets currently subject 
to price controls meets the definition of “workable competition”.  Any residual 
monopoly characteristics are best addressed by implementing effective access 
arrangements. Hence, retail price regulation should be revoked. 

2.4 The ACCC’s recommendations purport to include some roll-back of 
regulation. However, when the proposed reforms are combined with the 
ACCC’s other recommendations the overall package is likely to result in a 
more prescriptive and inefficient regime than the current price controls. Given 
the ACCC’s stated intention to maintain a separate line rental cap in its final 
decision, coupled with the possibility that there will be selective refining of the 
broad-based price cap, the structure of the proposed controls represents a 
tightening of the retail regulation at a time where less intrusion on retail prices 
is required. 

2.5 If the ACCC were to ultimately remove some level of business services and 
NLD and IDD services from the broad-based cap, then the retail price control 
essentially becomes a narrow-based cap on local calling services and FTM 
services. This would reduce pricing flexibility, thereby defeating the purpose 
of a broad-based cap.  In effect, the ACCC’s proposal amounts to an attempt 
to “micro-manage” the pricing of voice services to residential consumers.  

2.6 Further, an x factor set at 5% for the broad-based cap is heavy-handed and is 
likely to impact significantly on Telstra’s and access seekers’ efficient 
investment incentives. Even with the ACCC’s proposed monitoring measures 
which aim to maintain some levels of service quality and investment certainty, 
an x factor of 5% is likely to have a significant impact on eroding investment 
incentives. 
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2.7 If a price control is to be maintained, then Optus believes that the current price 
control regime should instead be structured to promote infrastructure 
investment and ultimately encourage increased competition.   

2.8 Optus recommends that rather than capping the average price Telstra charges 
for telephony services at CPI-5 per cent, the Government price control regime 
should focus primarily on capping a regulated “default tariff”. This would be 
similar to the policy introduced in the electricity market during the transition 
to full retail contestability. 

3. State of competition in the relevant markets 

3.1 The ACCC is required to give consideration in this review to the current and 
evolving state of competition in the relevant markets in order to determine 
where competition is not effective. This assists in determining where retail 
price controls may be required in order to artificially mimic those prices that 
are presumed would arise in a competitive market. 

3.2 It is important in any consideration of the level of competition that regulators 
do not limit the analysis to only those measures that define how close a market 
is to “perfect competition”. These measures are very inflexible and often do 
not provide a realistic picture of competitive outcomes in the market. 

3.3 Optus believes that a broader view of effective competition shows that 
developments in the preselect calling market (NLD, IDD and FTM) make this 
market “workably competitive”, thereby removing the rationale for price 
controls. 

3.4 Defining the term “workable competition” has been well explored in the 
economic literature.  Stigler (1942) defines an industry (or possibly a market) 
as workably competitive when: 

(1) there are a considerable number of firms selling closely related 
products in each market; 

(2) these firms are not colluding; and 

(3) the long run average cost curve for a new firm is not materially higher 
than for an incumbent firm. 

3.5 In addition to the firm related characteristics identified by Stigler (1942), 
Colton (1993) shows that a test for workable competition should equally 
depend on consumer related characteristics in the market, including the extent 
of consumer information on contestability, the willingness of customers to 
churn and the net savings they achieve due to their churning.  

3.6 Whether a market could be defined as workably competitive remains a more 
useful model of assessing competition than the perfect competition 
benchmarks which focus primarily on market concentration, the number of 
firms in the market and price movements.   

3.7 The appropriate competitive benchmark is important to regulatory bodies, 
such as the ACCC and Government in formulating market interventions such 
as the retail price controls, because a workably competitive market differs 
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substantially from the perfectly competitive benchmark.  A market that is 
workably competitive may even be one in which monopoly rent is earned by a 
party (or parties) with sustainable market power, but it is one in which 
contestability drives efficiencies.  This was recognised by the Western 
Australian Supreme Court when it noted1: 

The expert evidence and writing tendered in evidence suggest that a workably 
competitive market may well tolerate a degree of market power, even over a 
prolonged period.  The underlying theory and expectation of economists, 
however, is that with workable competition market forces will increase 
efficiency beyond that which could be achieved in a non-competitive market, 
although not necessarily achieving theoretically ideal efficiency.  

3.8 The task then for regulators is to consider the workability of competition in the 
markets concerned, recognising the efficiency gains to be realised even in a 
less than perfectly competitive market, or one in which a player (such as 
Telstra) has sustained market power. 

3.9 The ACCC’s initial analysis of the state of competition in the relevant markets 
is therefore limited, as it considers only a limited number of factors (number 
of firms, market share, the extent of vertical and horizontal integration and 
price movements). 

3.10 The following sections build on the ACCC’s initial analysis and consider the 
firm related and consumer related characteristics of the local calling services 
(including line rental and local calling) market and preselected long distance 
services market(s). 

Firm related characteristics 

3.11 The relevant firm related characteristics include those typically relied upon by 
regulators (including the ACCC) to examine competition. These include 
concentration ratios, market share statistics, opportunities for co-ordination 
between firms, and barriers to entry for rival firms.  They would also 
necessarily include an examination of Government and regulatory institutions 
that affect those characteristics. 

3.12 As Optus outlined in its August 2004 submission, market share statistics and 
pricing outcomes indicate that the degree of concentration in the relevant 
telephony markets has decreased significantly over the past 5 years.  There are 
now around 10 carriers and carriage service providers at the retail level selling 
long distance services (NLD, IDD and FTM).2  In addition, with the 
development of the access regime for local call resale and the unbundled local 
loop service there are six major carriers and carriage service providers selling 
basic access in the residential and business markets.3     

3.13 This growth in firms competing in the market has coincided with substantial 
reductions in the average retail price of telephony services (not withstanding 

 
1 Re Dr Ken Michael AM; Ex parte Epic Energy (WA) Nominees Pty Ltd & Anor [2002] WASCA 231 
(23 August 2002) 
2 ACCC, Telecommunications competitive safeguards for the 2002-03 financial year: Report 1, page 
20 
3 Ibid, page 14 
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rebalancing of line rentals).  These reductions have been beyond what has 
been required by the retail price controls, particularly for long distance 
services. 

3.14 In relation to barriers to entry, there appears to be no absolute barrier to entry, 
such as lack of a licence, spectrum or some other specific asset that is 
currently preventing entry.  Absolute or inherent barriers to entry are not 
apparent for either long distance services (NLD, IDD and FTM) nor for basic 
access and local calling services. 

3.15 Optus contends that there are relatively low capital costs involved in entering 
the long distance services market and hence barriers to entry must be seen as 
low (this includes the FTM market).  In contrast, entry into the basic access or 
local calling services market requires significantly more capital investment.   
However, such capital investment may not in itself a barrier to entry since the 
incumbent had to bear similar (and potentially higher) capital costs to any that 
an entrant would incur today.  

3.16 However, entry may not be profitable if frictions or transaction costs exist in 
the market.  If this is the case then scale economies may magnify the barrier to 
entry created by those frictions.  That is, if customers face costs in churning to 
a new entrant, then an efficient entrant may not be able to gain market share 
and therefore may only be able to operate at a less than efficient scale.  If there 
are economies of scale in production this may mean entry is unprofitable.  
Scale economies may therefore not by themselves act as a clear barrier to 
entry, but may exacerbate a customer related barrier to entering the market, 
such as transaction costs (see McAfee, Mialon, and Williams (2003)). 

Access regime 

3.17 In its July 2001 Final Report on Telstra’s Price Controls, the ACCC stated 
that: 

… any case for the removal of price control arrangements in the national long 
distance and international calls, as supported by some carriers, rests on the 
strength of the access regime in Part XIC of the Trade Practices Act as Telstra 
still has control over essential inputs to these services. Without a well-
developed access regime, Telstra’s control of the customer access network 
could weaken competition in these markets considerably. (page vi) 

3.18 In the three years since this statement was made on the primary importance of 
the access regime, the ACCC and Government have strengthened the access 
regime considerably.  The Government’s decision to legislatively require the 
ACCC to publish model price and non-price terms and conditions for core 
access services has provided substantial certainty to the industry and promoted 
competition in downstream markets such as long distance and local calling 
services. In addition, the ACCC (and Telstra’s) commitment to the removal of 
the access deficit contribution in PSTN originating and terminating access 
rates by 2006/07 has removed a significant barrier to competition in long 
distance markets. 

3.19 However, Optus believes that the declaration and pricing of wholesale local 
calling services is less then effective and means that Telstra may retain market 
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power, particularly in relation to the basic access services where infrastructure 
based competition is limited.   

3.20 Whilst Optus has identified numerous deficiencies in the current access regime 
for local calling services, it remains the case that resale competition has 
allowed significant churn in customers away from Telstra. [Commercial-in-
confidence] 

3.21 In the future the use of the ULL service and alternative technologies will likely 
mean that facilities based competition will drive even more competitive 
outcomes.  However, as outlined in its previous submission, Optus believes 
that business cases to support facilities based entry would in fact be 
compromised by maintenance of the current price control regime. 

Consumer related characteristics 

3.22 Colton (1993) provides a number of insights into the consumer related features 
that determine whether a market is workably competitive.  The following 
points illustrate that from the consumer perspective, the market for the 
servicess subject to price controls is competitive: 

• Switching suppliers requires an investment of time and effort and might 
even incur costs such as terminating contracts.  The size of price 
reductions or improvements in services must outweigh these 
transaction costs in order for the customer to make any switch. With 
number portability, a substantial amount of these transactions costs 
have been removed and are at similar levels to many competitive 
markets across the economy. 

• Potential consumer savings from churning. Offsetting these transaction 
costs, the benefits to customers from switching can be substantial. The 
savings, net of transaction costs mean that Telstra cannot exercise its 
market power. When determining whether Telstra has market power in 
this respect, a guide may be whether Telstra can sustain a small but 
significant and non-transitory increase in price (SSNIP) above the level 
that would prevail absent any switching costs. Whilst empirical data is 
difficult to confirm, evidence suggests that customers are likely to 
churn when the savings are 10%. Therefore, Telstra may not be able to 
raise its prices by more than 10% because customers would likely 
churn.  

3.23 It is important to recognise in analysing these factors that few markets are 
devoid of frictions; they are a feature of many markets.  Customers in most 
markets, including those seeking to change telephony providers, incur 
monetary and non-monetary costs in switching between firms.   

3.24 Notwithstanding this, it is critical that the ACCC use its powers to ensure that 
switching costs are as low as possible, and are not deliberately inflated by the 
incumbent.  If, for example, switching a customer relies on the processes of 
the incumbent, then there is a substantial incentive for the incumbent to delay.  
If Telstra can raise the cost of switching it reduces the workability of 
competition and allows it to exercise market power over customers. However, 
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the regulator can address these issues by setting effective access arrangements. 
A price cap regime should not be used to address issues of this kind. 

4. Structure and size of the broad-based cap 

Structure of the cap 

4.1 If price controls are to remain, then a broad cap is supported by Optus as the 
best option to address the Government’s efficiency and equity objectives. As 
acknowledged by the ACCC, the structure of the price controls is important 
and if allocative efficiencies are to be achieved within a price controlled retail 
market, pricing flexibility is essential. 

4.2 A broad-based cap needs to provides maximum pricing flexibility in order to 
achieve these efficiencies. That is, it would be wrong to introduce a broad-
based cap on the grounds that it allows flexible pricing and therefore efficient 
outcomes, and then seek to selectively narrow that cap. This is essentially 
what the ACCC has recommended when it introduces an additional specific 
line rental cap and proposes to remove some selected services from the 
controls (business services and only some of the preselected long distance 
services). 

4.3 The ACCC should recommend either a broad-based cap that promotes 
efficiency, or a range of narrow more stringent caps, which target the areas of 
the market that require protection. The regulator should not attempt to promote 
both options - yet this is what the draft recommendation appears to be seeking 
to do, in setting a broad-based cap on the grounds of efficiency, then 
proceeding to undermine this by selectively removing business and other 
services from the mix.  

4.4 The result of doing so is a specific, very stringent cap applying narrowly to 
only one or two services. The cap is stringent because it is set on an x factor 
which was originally calculated on inputs and outputs in relation to the 
broader basket. This not only makes for an onerous and intrusive regime, but it 
significantly reduces carriers’ flexibility to set efficient prices in response to 
customer preferences. 

Size of X 

4.5 Optus believes that an x factor of 5% is excessive and will significantly 
threaten efficient investment decisions and market entry.  A high x factor 
raises the barriers to entry, particularly for the more competitive long distance 
preselected services where the barriers are very low. This is because the 
required price decreases will be met by reducing the price of the more elastic 
services, such as long distance services.  It is possible that during the control 
period prices for some services may be driven below cost. Such an outcome 
could lead to exit from the market. 
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Business services should remain in the broad cap 

4.6 The removal of business services from the cap will reduce price flexibility and 
efficiency. As such this proposal is not consistent with the purpose of a broad-
based price cap, because it removes a degree of pricing flexibility across the 
markets. 

4.7 Optus understands that the size of x, at 5%, has been calculated based on 
Telstra’s past growth in TFP. The inputs and outputs used to derive this x 
factor include business services.  Therefore, to remove these from the basket, 
would require the recalculation of the x factor with the removal of growth in 
TFP  related to business services. 

Fixed to mobile services are in the preselected long distance market 

4.8 In its draft report the ACCC has suggested that it will consider the removal of 
NLD and IDD services from the broad-based price cap of CPI-5%. Optus does 
not support the removal of these services from what is claimed to be a broad-
based cap. Further Optus does not support the removal of NLD and IDD when 
FTM calls are expected to remain within the broad cap. 

4.9 For the reasons discussed above, a removal of any of these services 
significantly undermines the efficiency benefits of having a broad-based cap in 
the first place. It would require a recalculation of the x factor in order to 
remove the TFP growth relating to those services.  

4.10 In any case, it would be inappropriate to remove NLD and IDD services, 
whilst at the same time retaining FTM services within the price cap. This 
would represent, in effect, by proxy a specific cap on FTM calling services. 
Given the limited scope to change prices for local services FTM prices would 
likely bear the full weight of the CPI-5% price control and would likely fall 
below cost in the control period.  

4.11  The ACCC itself acknowledges that the FTM calling services are in the same 
(preselected) market as NLD and IDD services. In its final decision on mobile 
termination the ACCC confirms this view4: 

To the extent that FTM calls are, due to a single-basket preselection, provided 
in a bundle that includes NLC and IDD calls, the Commission notes that it is 
appropriate to define the market within which FTM calls are provided as the 
broader market that includes NLD and IDD calls. 

4.12 It is illogical to rule NLD and IDD services as effectively competitive whilst 
simultaneously ruling FTM services (which are supplied in the same preselect 
market) as not competitive. 

4.13 Optus reminds that ACCC that any perceived competition issues with respect 
to FTM services have been addressed in the mobile termination decision. With 
the removal of this claimed barrier, there is nothing that differentiates FTM 

 
4 ACCC, Mobile services review, mobile terminating access service: Final decision on whether or not 
the Commission should extend, vary or revoke its existing declaration of the mobile terminating access 
service, June 2004, page 107 
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from NLD and IDD in the preselect market, and these calls should be treated 
consistently. 

4.14 By its selective narrowing of the broad cap, the ACCC is indirectly 
recommending a separate FTM retail cap. This is inconsistent with its claims 
that a separate FTM cap is not required, and with the stated rationale for the 
ACCC’s recent mobile termination decision – that it would produce a 
reduction in the price of retail F2M services without the need for additional 
regulatory measures to enforce pass through. 

5. Proposed additional measures to protect consumers 

Service level penalties 

5.1 The ACCC’s proposed service level penalties aim to protect consumers from 
reduced service quality levels. This proposal amounts to an acknowledgement 
that the price controls have failed to deliver competitive outcomes, and have 
likely stalled such things as incentives to invest in infrastructure. 

5.2 This is because price controls focus on pricing outcomes only. They force 
carriers to reduce prices and as such they do little to promote investment and 
competition.  

5.3 The increased punitive measures being recommended by the ACCC in its 
report suggests that it anticipates a continued decline in service quality in the 
future. If service quality is a concern for the Government, then the way to 
address this is to promote infrastructure-based and resale-based competition 
by, respectively: 

• removing or relaxing price controls in order to provide investment 
certainty; and 

• where infrastructure investment is not efficient (or unlikely to occur), 
improving the wholesale access regime as discussed in this submission.  

Measures to promote retail competition 

5.4 The ACCC recommends in its draft report that its role be enhanced to include 
powers to approve or disallow price changes made by Telstra in response to 
investment by competing service providers. 

5.5 The intention of the ACCC’s recommended measures is to protect retail 
competition by monitoring where there may be potential for anti-competitive 
pricing by Telstra in the retail market. By having more pre-emptive regulatory 
control over Telstra’s price changes, the ACCC’s intention is to prevent or 
minimise the scope for predatory behaviour at the sensitive point when carriers 
are building or are considering building infrastructure in direct competition to 
Telstra. 

5.6 Optus welcomes the ACCC’s proposal and believes that there is significant 
merit in developing arrangements that will help to protect or stimulate 
investment in alternate infrastructure by competing carriers. However, we 
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believe that the proposed arrangements might be complex to administer and 
subject to potential delay and gaming by Telstra. This would tend to 
undermine the certainty that this proposal is designed to promote. 

5.7 In its submission to the discussion paper and in subsequent meetings with the 
ACCC Optus has canvassed the idea of tying specific improvements to the 
local access regime to commitments to invest in infrastructure as a means to 
promote infrastructure based competition at the local loop level. We continue 
to believe that this is a more efficient and simpler way to promote competition.  
Nevertheless, there is merit in considering each of these options further and we 
would recommend that both ideas are considered by government. 

6. Average price controls and bundling 

6.1 The ACCC has asserted on a number of occasions that it believes Telstra has 
market power in various markets, including those subject to price controls.  
The ACCC has also asserted that competition in the markets subject to price 
controls is less than effective.  For example, in a speech to the Australian 
Telecommunications Summit on 26 July 2004, ACCC Commissioner, Mr Ed 
Willett said: 

… Telstra is one of the most vertically-integrated telecommunications 
companies in the world. It continues to be the major wholesale supplier across 
the full range of telecommunications services, from fixed-line and mobile voice 
services, through to Internet services and pay TV. 

6.2 If Telstra has market power across these services it will have the ability and, 
most importantly, the incentive, to impede entry into new and emerging 
markets. Market power gives firms the ability to raise prices above cost.  It 
arises when a firm is not fully constrained in its pricing decisions by rival 
firms.  It might also arise when firms collude.  Whilst Optus contends that the 
markets under consideration in this review are workably competitive  (even 
with Telstra retaining residual market power) a question arises as to what form 
of price control might allow an increase in competition to reduce any long 
term market power retained by Telstra.   

6.3 An average price cap of the structure presently employed by Government (and 
recommended by the ACCC for the next price control period) may not be 
effective in preventing the exercise of market power by Telstra, given that it 
bundles price controlled goods and services with goods and services not 
subject to a price control. 

6.4 In the majority of circumstances, monopolists will face few incentives to 
leverage market power from one product to another through bundling.  This is 
because it will generally be much simpler to exercise market power in the 
monopoly market rather than formulating pricing structures to enable it to gain 
market power in a competitive market.  

6.5 It can, however, be profitable for a firm to engage in leveraging market power 
from one market to another if the exercise of market power is constrained in 
the monopoly market. Constraints could arise through a variety of sources, 
with the most obvious source being regulation.   



 

6.6 This submission contends that Telstra has the capacity to avoid the average 
price controls, and exploit any market power in the local calling services 
market by bundling local calling services with other services such as mobile, 
long distance and Internet services.   

6.7 Through a simple example, we can illustrate the outcome of this conduct. 
Consider a simple case of two markets with two customers participating in 
each market.  The customers each purchase two goods, good M and good C.  
Good M is a monopoly good and is subject to an average retail price control of 
say,  $20, which is below the monopolist’s profit maximising price for good 
M. 

6.8 Good C is sold in a competitive market at market price $50.  Each customer 
must purchase good M from the monopolist, but may purchase good C from 
either the monopolist or the competitive market.    

6.9 In the first state of the world the monopolist bundles good M with good C, but 
sets the same price for good M to customers regardless of whether the 
customer acquires good C from the competitive market or from the 
monopolists.  The resulting price to both customers for the goods is $70, as 
shown below. 

 

Customer bundles with uniform pricing of good M 

$20

$50

$20

$50

 

6.10 The total revenue for the monopolist from good M is $40 (2 times $20), so the 
monopolist complies with the average price control and the competitive 
market price for good C is revealed to both customers. 

6.11 In the second state of the world the monopolist price discriminates.  For 
example, say the monopolist offers a lower price for good M, $10, if the 
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customer takes the bundled of good M and good C.  However, the monopolist 
charges a higher price, $30 for good M if the customer does not take the 
bundle and acquires good C from a competitor. 

6.12 From the customer’s perspective if they acquire good C from a competitor 
they will pay a price of $50 for good C and pay $30 for good M.  This pricing 
construct allows the monopolist to change its pricing for good C.  Say that the 
monopolist increases the price of good C in the bundle to $70 (making 
customers indifferent between the firms). 

6.13 Note that the total price of acquiring both goods (either in the bundle from the 
monopolist or separately) now increases to $80 – see below. 

 

Customer bundles with non-uniform pricing of good M 

$30

$50

$10

$70

Cost of bundle to customers not taking 
bundle from Monopolist

Cost of bundle to customers 
taking bundle from Monopolist

 

6.14 This simple example assumes that one customer purchases the monopolist’s 
bundle and the other buys good C from the competitive market. In this case the 
monopolist receives $40 revenue from good M ($30 + $10).  This represents 
$20 average revenue, which enables the monopolist to meet its price caps.  
The competitive market receives the market price for good C, but the 
monopolist earns revenue of $70 from good C which effectively equates to 
market price plus $20 rent.   

6.15 Therefore in this simple example with non-uniform pricing, a monopolist is 
shown to be able to leverage constrained market power from one market to the 
other and increase its total revenues.  It is able to do this by imposing costs on 
consumers that do not purchase both goods as a bundle.  This, in turn, gives 
the monopolist the ability to set prices above competitive levels for good C 
without losing customers.  
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6.16 Beyond being clearly anticompetitive, the bundling strategy will in effect 
allow Telstra to circumvent the average price control.   

6.17 Average price controls are therefore ineffective in constraining market power 
(to the extent that it exists), when the firm can bundle other goods not subject 
to such a price control.  Telstra clearly has this ability and does appear to 
employ a (lower) differentiated price for price-controlled services when its 
customers bundle non-price controlled services.  For example, Telstra’s 
Options Rewards program offers customers discounts when they bundle local 
calling and long distance services with mobile services.  Additional discounts 
are offered if customers add Internet or mobile services to the bundle. 

6.18 A simple extension of the example above can illustrate the effects of regulated 
wholesaling of good M.  It can be easily shown that only if this wholesale 
regulation is effective will it make this bundling strategy less capable of 
circumventing the price control (though the anti-competitive effect may still 
be substantial).  Of course, it follows that if the wholesale regulation is 
effective, then price controls to control the exercise of market power are 
unlikely to be justified. 

7. Targeted price controls 

Controls on Homeline Part / BusinessLine Part 

7.1 Optus believes that while the access regime for local calling services remains 
administered via the retail minus pricing principle, the second-best policy 
measure may be to move away from average price controls and toward a 
specific control on a basic service.  (The first-best policy is to remove all price 
controls). 

7.2 However, these targeted measures should be in substitution for, not in addition 
to, the broad-based cap proposed by the ACCC. If the targeted measure is 
simply overlaid on a broad-based cap, then it becomes a heavy-handed 
regulatory measure, which is at odds with the original intention for a broad 
cap. 

7.3 In support of this alternative approach, Optus recommends a regulated default 
tariff which is separate to the broad cap.  Details of this are set out below. 

A regulated default tariff 

7.4 An alternative to an average price control regime is an arrangement whereby 
only one specific (standard or default) tariff is regulated.  Telstra (and its 
competitors) could offer alternative packages to this regulated default tariff to 
customers who want a competitive market offer.  However, customers who do 
not want a competitive market offer would always be able to choose the 
default (regulated) tariff package. 

7.5 It is important to note at the outset that this is not a regime that involves the 
Government setting a cap on all Telstra’s individual offers.  Such an 
arrangement would be administratively costly and would result in substantial 
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price inflexibility that generates the well-known efficiency losses from such 
price control regimes (see Laffont and Tirole (2000)). 

7.6 Optus’ proposed default tariff is based on the arrangements established for the 
NSW electricity industry when Full Retail Contestability (FRC) was 
introduced. There are customers that choose not to or cannot take advantage of 
the competitive outcomes of an unregulated market, therefore a default tariff 
was introduced in the electricity market when it moved toward FRC. 

7.7 This is a logical option for the telecommunications industry at this stage of 
development in the way that services are delivered. The price controls could 
be applied to regulate only a basic or default tariff(s), say Homeline Part. This 
would achieve the objectives of the price control regime, whilst negating the 
need for an overall CPI-X average price control which inhibits the 
development of effective competition. 

7.8 Workable competition in telecommunications services should drive prices 
down and result in welfare gains to consumers and the economy.  Effective 
competition should indicate that retail price controls are no longer needed and 
that with the appropriate consumer protection measures in place, unfettered 
competition will deliver positive consumer outcomes. 

7.9 If this cannot be achieved immediately, a regulated default tariff arrangement 
may serve as an interim regime that will allow competition to develop, whilst 
ensuring efficiency gains are passed on to consumers if competition is less 
than fully effective. 

7.10 There are a number of benefits in applying regulation in such a targetted 
manner.  It: 

• allows competition to flourish unhindered; 

• allows flexible pricing and efficient price discrimination; 

• will drive down prices whilst also increasing service quality – 
something broad price controls cannot achieve; 

• prevents Telstra from ratcheting up the LCR access price which is 
linked to Homeline Part under the retail minus pricing methodology; 

• provides certainty to access seekers for the access price – competition 
then prevents Telstra from increasing retail prices; 

• avoids the distortion of investment decisions at the margin; and 

• protects consumers who do not want to or cannot participate in the 
competitive benefits arising in the unregulated developing markets. 

7.11 The ability of telecommunications users to choose their supplier, delivered by 
reforms to the Telecommunications Act 1997 and Trade Practices Act 1974, 
has allowed many competing suppliers to enter the market.  This entry has 
driven substantial productivity improvements and, were it not overshadowed 
by regulation, would in our view produce efficient pricing of 
telecommunications services. 
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7.12 However, at present, the supposed efficiency gains from competition are being 
assessed by regulators (including the ACCC and Government) and are being 
passed on to consumers by setting the X factor in the CPI-X price control 
formula.  

7.13 This approach is unlikely to deliver the outcomes of a competitive market.  
Indeed, over the current price control period, price reductions for some 
services have been in excess of what was required by the relevant price control 
(for example, long distance services), whilst other services prices have moved 
in line with the relevant price control (for example, local calling services).    

7.14 The regulated default tariff arrangement would cap the price of line rental and 
local calls for one of Telstra’s retail offerings.  Specifically, the price of 
Homeline Part, Telstra’s standard form of agreement (SFOA) basic package, 
would be regulated by Government at the retail level.   

7.15 The regulation could be structured as a CPI – X price control on the price of 
local calling services over the price control period.  This would mean that the 
price of local calling services (being the bundle of basic access and local calls) 
in Telstra’s Homeline Part package would only be allowed to increase by CPI 
– X in each year of the price control period. 

7.16 Optus believes Telstra’s Homeline Part package is an appropriate package to 
nominate as the regulated default tariff, as it is the default package that 
customers take when they do not preselect Telstra for long distance services.  
In other words, it is the default package when customers choose to participate 
in the competitive market for long distance services.   

7.17 Homeline Part is also the package that presently forms the starting point for 
the retail minus access price that competitors pay for wholesale local calling 
services. Telstra’s competitors bundle this wholesale service with long 
distance services to compete in those markets. Regulation of this service 
would ensure that the access price is not artificially inflated and therefore 
resale competition would constrain Telstra’s ability to raise the price of local 
calling and long distance services. 

7.18 Precedent for such a price control regime exists in the electricity regime in 
NSW.  With the introduction of retail competition, local distribution 
companies (which had monopoly market share in their local areas) provided 
regulated default tariffs at rates fixed by the NSW regulator to grow at CPI – 
X.  This protected those customers who chose not to or were unable to, take 
advantage of, full retail contestability. Those local distribution companies and 
their competitors are allowed to offer competitive (unregulated) prices in the 
market.  

Impact on competition 

7.19 Under the current average price control regime, competition is distorted 
because, amongst other things, the average price of basic access is held below 
cost.  The price controls therefore affect the incentives for facilities based 
entry.   
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7.20 A regulated default tariff, if held below cost, is still likely to distort investment 
decisions.  However, if competitors can differentiate their offers from the 
regulated default service then they may be attractive to consumers, increasing 
welfare, encouraging entry and reducing the distortions created by the price 
control. 

7.21 Optus believes that the default tariff regime should only be applied to a 
residential local calling service because competition in the business market is 
delivering lower prices and greater service quality. The current average price 
control that includes both residential and business services affords the 
regulated firm a substantial opportunity to offset price reductions in the 
business market with price increases in the residential market. Whilst this 
pricing flexibility encourages allocative efficiency, a regulated default tariff 
would allow more targeted regulation in order to achieve the Government’s 
social policy objectives. 

Impact on service quality and value added services 

7.22 The current average price control arrangement has a well known negative 
impact on service quality.  The cost minimising incentives of CPI-X regimes 
can mean that cost savings come at the expense of incentives to improve 
services or to maintain efficient infrastructure investment.   

7.23 In contrast, the availability of a basic regulated service is likely to focus 
competitive efforts into providing value added services such as low cost 
billing through Internet platforms, voicemail, directory and other related 
services.  It provides a framework for the introduction of such improved and 
innovative value added service, which should be a central feature of successful 
competition at the retail level.  

7.24 Hence, whilst the current average price control arrangement might deliver 
lower prices for customers it is unlikely to promote the positive incentives for 
improved service quality that a default tariff arrangement will promote. 

Impact on broader price control legislation objectives 

7.25 The default tariff regulatory regime is not incompatible with the broader social 
and equity objectives of the price control regime.  However, it is not proposed 
that any regulated default tariff be used to fulfil each of the objectives.  The 
Government and Telstra have already introduced various packages (for 
example, LIMAC) that address social and equity objectives.  These are likely 
to have less negative efficiency consequences than the distortions created by 
across the board price controls. 


