








B.6.3 The tilted annuity approach leads to significant regulatory risk

227. As highlighted in the preceding discussion, the tilted annuity teads to a very
substantial deferral in the timing of capital cost recovery. This effect is particularly
insidious for longer asset lives. For instance, for a typical ULLS asset with a useful life
of 30 years, Optus’ approach of applying ¢ tilted annuity with a +4 per cent tilt factor
implies that actual cost recovery - when accumulated depreciation becomes positive
- only begins in Year 23. This effect is compounded by the risk of forecasting error and
regulatory intervention. This section shows that, contrary to what is claimed by
Optus:

. No enterprise operating on commercial principles would adopt
Optus’ depreciation approach, since any subsequent change in
the tilt would immediately ensure that the full cost of assets
could no longer be recovered; and,

. These types of financial risks cannot be handled within the
conventional CAPM framework applied by the ACCC.

228. In Footnote 68 , Optus appears to recognise the problems that arise as a result of a
reliance on uncertain input price trends, but then discounts them:™*

issues of under and/or over compensation might only be posited o arise
if forscast future prices (as derived by the price frends) are not equal io
the actual fuiure prices. Itis correct thal fufure price trends (and
technological advancemenis) are exfremely Jdifficull lo forecast. Inherent
in the approach adopted by Telstra and ihe Commission is the polential
for disconiinuily in access prices as expectations change, but Ihis is nof
inconsistent with what might be expecied in a compestitive market,
investors should not be concerned by the potenital for forscasting error if
prices are set based on the best unbiased estimate of future input price
frends and technological development. Any residual unceriainty is fuily
diversifiable and is therefore factored into the equity betas used in the
CAPM.

229. Optus attempts to persuade the reader of their submission that any errorin
predicting price trends is simply a risk, compensated for by the WACC. However, to
classify error as a risk is incorrect. It is with a high degree of certainty that the ACCC
has adopted a positive price trend for the tilted annuity while decreasing input prices
in the models it adopted in successive rulings (see Table 3 above). The WACC does not
compensate investors for certain losses associated with this approach to asset pricing.

230. In any case, the “discontinuity” to which Optus refers, represents very significant
changes in asset valuations and, therefore, increases and decreases in capital charges,
and ULLS charges. The ACCC's approach implies that a different tilt factor is applied to
Telstra’s ULLS assets with each revaluation for the purposes of deriving capital
charges. Optus’ recommends s continuously revaluing Telstra’s asset base (and
changing ULLS prices accordingly) using uncertain and volatile prices of key ULLS
inputs, such as copper.

"% Optus (2008), Response to Draft Decision, December 2008, footnote 68
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231. Optus claims that Telstra’s investors “should not be concerned by the potential for

forecasting error” resulting from such a valuation approach, but this is neither a ‘real
world’ outcome, nor correct from an economic perspective. No new entrantina
competitive ULLS and downstream market would invest billions of dollars
constructing a CAN and then immediately defer recovery of its investment to the
distant future. Unless there are some very unusual circumstances, a business
operating on commercial principles would expect to recover the costs of the assets it
has invested in when it sells the services provided by these assets, i.e. when those
assets are used. Quite simply, a business that defers cost recovery far into an
uncertain future risks not recovering these costs because either competition or the
regulator prevents it.

232. Figure 9 below illustrates the ‘discontinuity’ that Optus refers to, and that Telstra’s

shareholders would bear. It shows the effect on depreciation of changing the tilt of the
annuity from (+)4 per cent to (-)4 per cent half way through the asset’s life. Such an
outcome would be entirely plausible if the ACCC acknowledged its forecasting errors
and now expected upward trends in commodities prices to reverse into price falls. As
per Figure 7 above, applying a tilted annuity to capitat charges implies that
depreciation is negative until Year 14 - the cost of the asset can only be recovered in
the final (seven) years of the asset’s life. In contrast, an annuity with a negative Lilt
{consistent with falling input prices) implies that depreciation is slightly frontloaded,
so that just under 50 per cent of the asset’s value would need to be recovered in the
second half of the asset’s useful life, If the ACCC were then to switch to an annuity
with a negative tilt half way through the asset’s life, the vast bulk of the asset’s cost -
almost 80 per cent - could not be recovered. In short, any type of regulatory
intervention that would prevent Telstra from raising ULLS charges in the latter years
of an asset’s useful life to the very high levels that the ACCC’s approach implies,
simply means that only a fraction of costs can ever be recouped.
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235. Accordingly, adopting the tilted annuity approach would be, quite simply,
inconsistent with the commercial practice of the major companies in the Australian
telecommunication market.

236. Beyond the fact that the tilted annuity cannot be reconciled with any ‘real life’
(commercial) outcomes, Optus’ reference to the theoretical framework of the Capital
Asset Pricing Model (CAPM) as a means for managing financial risks is also incorrect.
Telstra earns a risk-adjusted rate of return on its assets that is derived by the ACCCon
the basis of the commonly used CAPM. However, the CAPM assumes that regulated
returns follow a very specific pattern, which is not the case here.

237. The CAPM assumes that cash flow risks are normally distributed. Any normat
distribution can be completely characterised by its mean and variance. Moreover, the
normal distribution is symmetric about its mean. Thus, the CAPM assumes that the
probability of a particularly poor outcome for cash flows (below average cash flows) -
is the same as the probability of a correspondingly good outcome for cash flows
(above average cash flows), with the probabilities of each outcome determined by the
parameters of the assumed normal distribution. The CAPM cannot take account of
skewed distributions of cash flow risks such as ‘downside asymmetric risk’ whereby
upside risks to a firm’s cash flow and profits are capped, but the downside risks
remain.

238. In reality, it cannot be assumed that regulation has a symmetric effect on the
distribution of a firm'’s cash flows - asymmetry is, in fact, one of the most striking
characteristics of requlatory risk.”** Regulatory risk arises in two circumstances:

® Ex ante, i.e. before aregulated firm invests, in the rules of the
requlatory regime that permit the write-down of requlated
assets, so that a regulated firm faces strictly downside risk about
the future requlatory asset base; and

° Ex post, i.e. after a regulated firm has made a non-reversible
(sunk) investment, since the regulator cannot commit itself to a
certain course of action. A frequently cited case is one where the
regulator changes the rules ex post to reduce rates of return that
have turned out to be ‘supernormal’ without compensating for
lower than normal rates of return at other times when returns
turn out to be poor.

239. Individually and in combination, these risks imply that a regulated firm can expect its
profits to be capped, while it will continue to bear the risk of poor business cutcomes.
Both types of regulatory risk apply to Telstra, which has seen its ULLS asset base
written down substantially in successive requlatory determinations.

240. Ex ante or ex post regulatory intervention of this type shifts financial risks from
customers to shareholders, and regulation with a downside bias introduces a skew in
the distribution of cash flows. In the context of the CAPM, which assumes that cash
flows are normally distributed, the effects of regulatory bias can only be compensated

153 po(, Burkhard {2006), ‘Regulatory Risk and the Cost of Capital: Determinants and Implications for Rate Regulation’,
Birkhéuser, 2006, P.40ff.
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for by adjusting the regulated rate of return by an additional risk premium.*** This
adjustment is potentially substantial, and has not, to date, been made by the ACCC.
Forinstance, if the amount invested in regulated assets is $100, the expected rate of
return for alternative investments with a corresponding risk is 10 per cent and the
probability of a $10 disallowance of the rate base (so that neither depreciation nor
interest is earned on the disallowed part of the rate base) is 50%, a risk neutral investor
would require a compensatory rate of return of 15.79%."** If, all other things are equal,
the possible disallowance is raised to $25, the allowed rate of return is 25.71%.

241. Table 4 illustrates the rates of return required for different combinations of
disallowance probabilities and magnitudes to exactly compensate a risk neutral
investor for the impact of requlatory risk on the expected rate of return.

Table 4: Probability and percentage of disallowance and the required rate of return

Probability of Percentage of disallowance

disaliowance 5% 10 % 25% 50 %

5% 10.28 % 10.55 % 11.39% 12.82%

10% 10.55% 11.11% 12.92 % 15.79%

25% 11.39% 12.82% 17.33 % 25.71%

50% 12.82% 15.79 % 25.71% 46.67 %

Source: Pell, Burkhard, Regulatory Risk and the Cost of Capital: Determinants and Implications for Rate Reguiation, Birkhéuser,
2006, P. 43,

B.6.4 The tilted annuity approach creates significant commercial risks for Telstra

242. The ACCC's proposal, supported by Optus, raises a number of concerns fundamental
to any business seeking to remain commercially viable (such as Optus itself). Quite
aside from the risk of forecasting errors and regulatory intervention in general, capital
cost recovery should not be pushed back 20 or 30 years for competitive reasons. There
is a significant risk that expenditures on these assets will, in fact, never be recovered.

243. Competition for ULLS services is already shifting (and will continue to do so) to
alternative technologies and away from ULLS. Revenues from ULLS investments will
fall. The risk of competitive bypass to Telstra comes from a number of sources,
including from the National Broadband Network, from Optus’ hybrid fibre coaxial
{HFC) cable network, from wireless voice and breadband services, and from new fixed
wireless networks provided by alternative network operators. Additionally, CAN fixed
line penetration has been falling in recent years and is expected to continue to do so.
Under, the ACCC's approach ever fewer customers would need to pay ever greater
depreciation charges for investment undertaken a long way in the past.

244, 1t is a matter of simple economics that no firm operating in a commercial
environment in which competitive pressures will become more pronounced would
adopt the charging profile that is recommended by Optus. Optus is effectively asking
Telstra's shareholders to finance investments whose costs can likely never be
recovered. Singtel’s (Optus’ parent) own statements in recent investor presentations
emphasising its efforts to improve shareholder returns on invested capital only serve
to further highlight this general point that no commercial business would embark on

¥4 pell, Burkhard {2006), ‘Regulatory Risk and the Cost of Capital: Determinants and implications for Rate Regulation’,

Birkhdiuser, 2006, F. 41,
¥ The expected return on the reguiated investment must equal the expected return of alternative investments so that: 0.5 * 100
* 1)+ 0.5 * (100-10) * {1+x) = (100) * (1+0.1) where X denctes the allowed rate of return on the regulated asset base.
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investments without the expectation of a commensurate rate of return,”* In

summary, Optus' approach is neither economically efficient, nor "fair", nor does it
represent a commercial outcome.

B.6.5 The stated reasons for applying a titted annuity do not necessarily apply

245. In its Draft Decision on Telstra’s Undertaking, the ACCC stated that “the return on
capital and the return of capital should be calculated consistently to ensure fair
compensation over the life of the firm’s assets.””*" The ACCC’s draft view was to adopt
a tilted annuity approach on the basis that “if a zero tilt is applied then Telstra may
receive an abnormal return when its assets are re-valued upwards in future regulatory
periods in response to price trends.”** The stated reasons for applying a tilted annuity
are to ensure against cost over recover when asset prices are increasing over time and
the asset base is revalued periodicatly. However these reasons do not apply.

246. First, data yet to be provided by the ACCC, set out in Table 3, is likely to show that
while the ACCC has applied a positive tilt for the tilted annuity, asset prices have
actually decreased since the ACCC’s 2000 decision. Thus, not applying a tilted annuity
would likely underestimate costs. This evidence is likely to highlight that the use of a
tilted annuity, and the associated deferral of cost recovery, creates two added sources
of risk: the risk of the ex ante price trend forecast being incorrect (which does not exist
under the TEA model approach to depreciation), and the risk that future recovery wilt
not be possible, for example, because future competition prevents deferred costs
being recovered. There are likely to be both firm-specific and systematic components
to the first source of risk, requiring an uplift to the WACC. The extent of the uplift is
then further increased by the second source of risk.

247. Second, it is open to the ACCC to ensure there is no asset price revaluation in the
future so that the prices in the undertaking carry on beyond the period of the
undertaking. The ACCC agrees that this would mean that a flat annuity (similar to
Telstra’s approach to depreciation) would be reasonable:™

Tha ACCC considers thal, in principle, an access price based on a recovery of
the network asset value using either a lilted annully or a flat annuity can be
reasonable in circumsiances where the term of the proposed undertaking
malches the life of the asssts or where the price trend for the network asset is flat.

248. Thus, Telstra does not consider that over-recovery is the necessary result of adopting
a zero-tilt approach. Such a result is premised on the assumption that the ACCChas
committed itself to re-valuing assets upwards in future regulatory periods.

249, Itis also based on the assumption that in future requlatory periods, the ACCCwill
determine a price for the ULLS in a vacuum, without regard to the prices previously
determined for the ULLS. Infact, one of the relevant considerations in setting the price
of ULLS in the future, is the price that has been set in the past. In setting prices for
ULLS, it is within the ACCC's power to have regard to how prices for the ULLS were
determined in previous regulatory processes. For example, if a zero tilt was applied in
a previous regulatory process before the ACCC, the ACCC could consider whether or not

Y Francis Heng, Investor Presentation, “SingTel; Asia’s Leading Communications Company”, 8th January 2008,

¥ ACCC, Assessment of Telstra’s Unconditioned Local Loop Service Band 2 Monthly Charge Undertaking, Draft Decision, Public
Version, Novermnber 2008, (“Draft Decision”) p 114

¥ |bid, p 123.

139 ACCC, Assessment of Telstra’s Unconditioned Local Loop Service Band 2 Monthly Charge Undertaking: Draft Decision, November
2008, at page 122

57
[PUBLIC VERSION]



it would be appropriate in the current regulatory process before it, to re-value
Telstra’s assets upwards. Contrary to the ACCC’s assumptien, it is not bound to do so.

250. It is within the ACCC's power to take such a matter into account in both undertaking
and arbitration processes, because the ACCC's discretion to consider matters other
than the criteria listed in sections 152AH(1) and 152CR(1) respectively, is broad.** In
both the Draft Decision and in its Statement of Reasons for the Final Determination in
the PowerTel/Telstra ULLS access dispute (“PowerTel Statement of Reasons”), the
ACCC not only took into account its previous decisions, but also purported to act
consistently with those previous decisions. For example, in the PowerTel Statement of
Reasons, the ACCC stated that it took into account “analysis it has conducted on various
issues in previous Part XIC processes” including its decision in relation to Telstra’s
December 2005 ULLS Undertaking.®* Similarly, in the ACCC’s Draft Decision on the
Undertaking, the ACCC notes that it “has also relied upon relevant information from
sources other than submissions...[including] previous ACCC reports.”®* Further, in both
contexts, the ACCC has made decisions on particular issues which it notes are
consistent with its previous decisions.**

251. Accordingly, there is nothing to prohibit the ACCC from setting prices in the future so
as to ensure consistency with its previous decisions, thus ensuring that Telstra does
not over-recover its costs in adopting a zero-tilt approach. In this way the ACCC can
ensure consistency between its decisions. Thus, it is open for the ACCC to adopt a zero
tilt approach in the Undertaking process currently before it. Further, when the ACCCis
setting the ULLS price in a subsequent period, it can take into account the mannerin
which it had previousty set ULLS prices, and set the price 5o as to ensure that costs are
not over-recovered,

B.7 Revised cost estimates

164

252. Optus changes the inputs into the TEA model to arrive at a cost estimate of $22.73.
Optus had to assume extremely unrealistic assumptions to achieve this outcome. For
example, it is patently unreasonable for Optus to assume that all trenches are in turf
including across roads and driveways. Optus’ result also fails to include ULLS specific
costs of $2.50 as determined by the ACCC.® Asindicated in Telstra's recently filed
materiality testing studies, many sets of reasonable inputs produce costs over the $30
figure proposed by the undertaking.”

B.8 Other claims by Optus

253. Optus make severat assertions about the claimed benefits of the TEA model.**’ Most
of Optus’ assertions in relation to the TEA model are, indeed, in retation to the network
base data in the TEA model not the TEA model itself. Telstra notes that the process of
extracting the network base data from Telstra’s engineering databases is documented
in the expert statement of Frank Hatzenbuehler,

6 See sections 152AH(2) and 152CR(2) of the TPA respectively.

1 powerTel Statement of Reasons, at [64].

62 ACCC, Draft Decision, p 23.

19 Gog PowerTel Statement of Reasons at [411], and Draft Decision p 110.

% Optus (2008), Response to Draft Decision, December 2008, paragraph 3.77-3.79

155 ACCC {2008), Unconditioned Local Loop Service Pricing Principies and Indicative Prices, June 2008; ACCC (2008}, ULLS Access Dispute
between Telstra Corporation Limited and PowerTel (access seeker) Statement of Reasons for Final Determination, Aprit 2008, page 140;
ACCC{2008), ULLS Access Dispute between Telstra Corporation Limited and Primus (monthly charges) Statement of Reasons for Finat
Determination, Decermnber 2007, page 130 and associated specific cost model.

¢ Telstra (2009), Materiality Testing, 23 March 2009

7 Optus (2008), Response to Draft Decision, December 2008, paragraph 3.82-3.107
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254, Optus also claims that:

. fihe TEA model is indeed based upon “actual cable rouies”, this may
make it less likely to meef the ‘efficient operator’ standard, since it may
demonsirate that the model's network design Is not the design of an
efficient oparator, but instead is heavily influenced by the design of an
inefficient legacy network {albeit that Telsira claims some cable routes
have been removed).

255. Telstra has shown the extent of the efficiency of the TEA model in its submission
titled Measure of TEA Model Efficiency: ULLS Band 2. That submission shows that the TEA
model has 34% less trench distance than Telstra’s actual network in Band 2. Clearly,
the TEA model base network data and Telstra's legacy network are distinct.

256. Similarly, the updated efficiency study shows that the TEA model has 8.6% less
trench distance than the hypothetical network of an efficient operator designed by
the ACCC’'s model.*® Further, adopting the same approach as Network Strategies to
measure efficient network route distances, by reference to the length of roads, shows
that the TEA model has 38% less network route distance than Network Strategies
would consider efficient.

C Benchmarking evidence

C.1 International benchmarking

257. Telstra, following precedent set by the ACCC and the Tribunal, has outlined in its
response to the ACCC's Draft Decision that:

® Many factors need to be considered in an international
benchmarking analysis;

. Considering only a subset of these factors is insufficient;

° Considering only purchasing power parity and line density
(incorrectly) is insufficient;

. Incorrect comparisons and conclusions are reached when only a
subset of factors are considered and/or when those factors are
considered incorrectly; and,

. if all factors are considered, this would be the equivalent to
building a cost model such as the TEA model.

258. Since that report was lodged, the ACCC has stated:*”

*® Optus (2008), Response to Draft Decision, December 2608, paragraph 3.92

? Tefstra (2009), Measure of TEA Model Efficiency: Band 2 - Version 2, 9 March 2008, section 5

7% ACCC, Domestic Mobile Terminating Access Service Pricing Principles Determination and indicative prices for the period 1
January 2009 to 31 December 2011, pg 20,
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However, substantive refiance cannof be placed upon infernafional
benchmarks in any arbitration proceedings or assessrnent of
undertakings without making substantive adjustments to account for the
differences belween Auslralia and the benchmark couniries as envisaged
by the Tribunal in the Optus decision.

259. Rather than attempt to make any adjustments to the ACCC's international
benchmarking analysis, Optus suggests that the socio economic, state of the relevant
market and regulatory environments of the limited European countries surveyed by
the ACCC are comparable to Australia.

260. However, as discussed in detail in Attachment 1, the evidence provided by Optus is
insufficient and inconclusive. indeed, socio-economic, state of the relevant market
and regulatory environment conditions are not highly relevant factors in determining
if the drivers of ULLS costs (and therefore prices) in other countries are comparable to

Australia.

261, Instead, the following are two important factors in determining if the ULL cost drivers
of countries are comparable (there are other important factors discussed in the report
of Ingenious Consulting Network dated December 2008):

. Population density of urban areas — all things being equal,
tower density results in higher unit costs. Australia’s urban
density is by far the lowest of the sample countries at 1089
people per urban square kilometre and a national density of just
3 people per square kilometre.

. Type of housing mix — all things being equal, the unit cost to
provide fixed telecommunications services to non-detached or
shared buildings is lower than free-standing buildings. Australia
has 16% more detached (free standing) homes than any country
in the sample.

262. These two factors have not been adequately considered by the ACCCin its Draft
Decision or by Optus. As shown below in Figure 10, Australia’s population density in
urban areas or mix of housing types do not resemble any country in the ACCCs ULL
price international benchmarking exercise. Australia has a significantly lower urban
density and a much higher proportion of detached freestanding houses. Thus,
Australia’s Band 2 ULL price should be notably higher than atl other countries in the
ACCCs sample.

Figure 10: Urban density and % of detached houses in Australia and overseas
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265. Optus then compares Telstra’s line rental price ($30) less its estimate of avoidable
retail costs ($4.84) with the ULLS price of $30. Such a comparison is inadequate as it
does not recognise all the services (e.g. voice and ADSL services) that access seekers
and Telstra provide over a ULLS line.

266. Telstra prepared an analysis of Optus’ margins for all services it delivers over ULLS
lines. That analysis shows that:

o  Optus’ average revenue on ULLS lines is $100 per line per month;"™

and,

e Optus’ cost of converting a ULLS line into retail services (not
including ULSL rental) is $132 per line per month.*”

267. Thus, the correct comparison is between $87 per line per month retail price net of
retail costs and the $30 ULLS price.

C.3 PIEl cost model

268. Optus also claims that the results of the PIE Il model are relevant to this undertaking
and are considerably lower than the results of the TEA model.

269. Importantly, it is worthwhile reiterating that the PIE H model was developed
approximately a decade ago and was best in use for its time. The PIE Il model was a
hypothetical cost model that underestimated trench lengths as it assumed, for
example, that trenches could traverse naturat obstacles such as rivers.”” There is
much material that goes to the limitations of the PIE It model that has been filed in
respect of Telstra’s 2005 ULLS undertaking. Telstra refers the ACCC to all that material
to inform the ACCC of the strengths and weaknesses of the PIE [l model. Telstra expects
that the ACCC has that materiat available to it. If not, Telstra can provide it on
request. Telstra also pointed out in arbitrations with Primus that the PIE Il model did
not account for numerous factors that have been accounted for in the TEA model.
These included trenching in paved areas, tead ins, an uplift in trench distances for
laying cable through hills and around obstacles, and additional customer locations.

270. Adding those adjustments to PIE Il, Telstra stated that it would yield band it network
costs between $33.51 and $42.04 for 2007/08 (excluding specific costs).”™ Notably, the
ACCCs NERA model produced a monthly network cost estimate higher than Telstra’s
Undertaking proposes.’™

C.4 Analysys model cost estimates

271. Optus refers to the Analysys cost model for Australian fixed network services
(Analysys model). Telstra notes that the inputs in that model are "placeholders’ and
have not been subject to any process of verification. The ACCC makes this clear in
documentation for that model. Therefore, it would be inappropriate for Optus to rely
on the values produced by the Analysys model.

2 Tolstra (2008), Response to the ACCC's Draft Decision, Attachment 2, *Optus Data’ worksheet, rows 64 to 66

7 Telstra (2008), Response to the ACCC’s Draft Decision, Attachment 2, *Optus Data’ worksheet, row 13

A brief review of the PIE [l model is included in Summary of Telstra's Undertaking, 21 December 2007, at Attachmentl.
7% Telstra, Submission to Arbitrations between Optus and Telstra: Part 3 - ULLS Monthly Charges, section D.2.7

% Telstra, Submission to Arbitrations between Optus and Telstra: Part 3 - ULLS Monthly Charges, section D.3
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272. Telstra also notes that errors have been discovered in the Analysys model and are yet
to be remedied. The ACCC has been notified of these errors.””’

D Impact on investment by access seekers

273. In Section 5 of its submission Optus argues that an increase in the price of ULLS in
Band 2 metropolitan areas would significantly discourage investment in DSLAMs and
associated infrastructure by access seekers. However, this is not consistent with
publicly available figures from Optus on the profitability of ULLS-based supply of
services nor is it reflected in the pattern of DSLAM investment that has occurred to
date. Indeed, as explained in further detail below, Optus’ analysis of DSLAM rollout
has errors that lead to Optus’ incorrect and inconsistent conclusion.

274. Furthermore, even if the $30 price proposed by Telstra did lead to a reduction in
DSLAM investment, Optus does not explain why this would be inconsistent with the
legislative criteria. In particular, Optus assumes that an access price that maximises
investment by access seekers in DSLAMS is consistent with the legislation. In Telstra’s
view, this is incorrect. As confirmed by the Tribunal, the legislation is aimed at
encouraging efficient investment both by access providers and access seekers, not
maximising investment by access seekers, and certainly not encouraging inefficient
investment by access seekers through below cost ULLS prices. Further, the LTIE would
be better served by facilities based competition between networks than investment in
DSLAMSs, which is just one part of the end service provided to consumers.

D.1 Profitability of ULLS-based supply

275. Optus claims that the proposed substantial and rapid increase in the ULLS charge
would significantly discourage investment in DSLAMs and associated infrastructure by
access seekers.'™ This claim suggests that, at the ULLS price of $30, there would be
insufficient margin avaitable for efficient access seekers to supply services to end-
users by using ULLS together with their own DSLAM and associated equipment. Optus
provides no evidence to support this.

276. Rather, publicly available information suggests that substantial margins would
continue to be available to access seekers at the ULLS price of $30. As set outin
Attachment 1 of Telstra’s response to the ACCC's Draft Decision, based on Optus’ own
figures, Optus could earn a substantial EBITDA margin of 56% and an EBIT margin of
47% at a ULLS price of $30 per month. These results are reproduced below in Table 5.
While these margins are lower than those Optus currently enjoys, they are viable and
would not ‘significantly discourage investment’.*”

Table 5: Optus Bundled ADSL and Voice Profitability — ULLS price of $30 (June
Qtr 2007 and June Qtr 2008)

T http:fjwww.accc.gov.aufcontentfindex.phtml/fiterld/858091

7 Optus Response to ACCC's Discussion Paper, paragraph 5.2, p.40.

7 while these figures where published by Optus prior to recent changes to the Australian economy, those changes are not
impacting telecommunications firms. For example, see Communications Day, Vodafone Resilient to Credit Crunch, 4 February
2009, Mr Paul 0'Sullivan, Optus Chief Executive, stated “despite the difficuit environment, Optus delivered

strong results in alt arens” - SingTel, ‘SingTet Group’s resuits for the third quarter and nine months ended

31 Decemnber 2008' News Release, 20 February 2009.
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June Quarter 2007 June Quarter 2008

Revenues $47,250,000 $84,099,000
ULLS Monthly Rental Charges $14,175,000 $26,010,000
Other COGS & Expenses

{estimate) $6,142,500 $11,271,000
Total COGS and Operating

Expenses $20,317,500 $37,281,000
EBITDA $26,932,500 $46,818,000
EBITDA (%) 57.00% 55.67%
CAPEX charge $4.087,370 $7,500,000
EBIT $22,845,130 $39,318,000
EBIT (%) 48.35% 46.75%

Source: Publicly available Optus management reports, and SingTel Opius, Regulatory Update, SingTel
Investor Day 2006, 28 June 2006 ~Singapore, Paul Fletcher, Director, Corporate & Reguiatory Affairs.

277. These substantial margins are also consistent with claims Optus has made in the past
in relation to the benefits associated with ULL-based supply. For example, Slide 11 of
SingTel Optus’ Regulatory Update™™ (see below) claims a net EBITDA benefit of $45 per
month per customer as a result of moving from resale to ULLS and a total EBITDA
margin of $80 per customer per month. The notes to the slides state that this analysis
was undertaken using a ULLS price of $22 per month. Therefore, a ULLS price of $30
would reduce these very large stated margins by just $8 per month. It appears
implausible that this relatively smallt reduction in Optus’ substantial margin would
‘significantly discourage investment’ in DSLAM and associated infrastructure.

™ SingTel Optus - Reguiatory Update, SingTel Investor Day 2006, 29 June 2006 -Singapore, Paul Fletcher, Director, Corporate &
Regulatory Affairs
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279. The price of ULLS undoubtedly has some influence over the demand for ULLS; indeed
a zero price would stimulate demand even more. Sustainable, long term competition,
however, is built upon access prices reflective of economic cost, which promote
efficient investment. In any event, Optus’ analysis is inaccurate. Figure 4 in the Optus
submission implies that the ACCC reduced the Band 2 ULLS price to $12.30 in mid-2005
and then increased the price by a small amount in each following year.”™ Paragraph
5.6 states that the roll-out of access seeker DSLAM networks commenced in 2005 and
by 2007 the number of DSLAMs installed by access seekers in Band 2 areas increased
by over 300 per cent. As noted in the quotes above, Optus then concludes that
investment by access seekers in DSLAMs has been stimulated significantly by the
ACCC’s reductions in ULLS indicative prices.

280. However, Optus fails to note that the ACCC did not reduce the Band 2 ULLS pricein
mid-2005. As can be seen from Table 6 below, the ACCC's determination in relation to
Band 2 ULLS prices at the levels indicated by Optus was first made in December 2007
and then backdated to July 2005. Therefore, access seekers would not have based
DSLAM investment decisions for the period 2005 to 2007 on the basis of lower ACCC
determined prices. In fact, if Optus’ claims regarding the one to two year investment
lead time are accurate then the price effect of the ACCC's December 2007 decision
would affect DSLAM figures for December 2008 and January 2009, data not included in
the Optus charts.

281. More likely, a range of other factors impacted the decision of access seekers to invest
in DSLAM equipment, such as the significant margins available to Optus even at ULLS
prices of $30, the build-up of sufficient demand in particular Band 2 exchanges, and
the reduction in DSLAM and assaciated equipment prices which made the transfer
from resale to ULLS-based supply profitable.

18 The exact figure of $12.30 is not clear from the Optus chart but is inferred based on the ACCC determination rates for 2005/06.
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Table 6: Summary of ACCC published arbitration determinations (available on

ACCC’s website as of January 2009)

Participants Type of Date Band 2 ULLS Period effective
Determination | of Det. prices
Chime Interim 10 264 per annum 10 April 2006 until 12
Telstra Determination Aprit (i.e. $22 per months after April 2006
2006 month)
Chime Revised 11 $17.70 per month 11 August 2006 until 10
Telstra Interim August April 2007
Determination 2006
Chime Final 21 $14.30 per month “Commencement: For
Telstra Determination April the purposes of this
2008 schedule the price
calculation date is 5
December 2007." (13 of
Schedule to
Determination}
Optus Final 21 2005-06; $12.30 “‘Commencement: For
Telstra Determination April 47 the purposes of this
2008 2006-07: $13.70 schedule the price
2007-08: $14.30 calculation date is 18
November 2005." (13 of
Schedule fo
Determination)
PowerTel Final 20 2005-06: $12.30 “Commencement: For
Telstra Determination | March 07 the purposes of this
2008 2006-07: $13.70 schedule the price
2007-08; $14.30 calculation date is 20
January 2006.” ({3 of
Schedule to
Determination)
Primus Final 20 2005-06: $12.30 “For the purposes of this
Determination Dec N7 determination the price
2007 2006-07: $13.70 calculation date is 3
2007-08: $14.30 February 2006.” (116 of
Determination)

Source: Published arbitration determinations (avaitable on ACCC's website as of January 2009).

282. More importantly, Optus’ argument appears to suggest that simply because a price
rise would result in less DSLAM investment it should not be implemented. As discussed
further below, the price for ULLS should be set at a level that best meets the legislative
criteria not at a level that maximises access seeker investment in DSLAMs.

D.2  Maximising access seeker investment

283. Section 5 of Optus’ submission focuses on investment by access seekers and implies
that any reduction in access seeker investment is harmful, Optus argues that ULLS
prices should be set to maximise access seeker investment in equipment dependent on
ULLS such as DSLAMs. In Telstra’s view, this clearly violates the legislative criteria and
the interpretation of those criteria by the Tribunal.
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284. In considering the efficient investment criterion set out in the legislation, the Tribunal
states that access pricing must be considered from the perspective of both the access
provider and the access seeker.”™ Further, from a societal viewpoint, only efficient
investment should be encouraged.

285. Regarding efficient investment by the access provider the Tribunal states: 18

in genaral terms, efficient investment by an access provider in the
infrastructure necessary to supply telecommunications services will be
achieved when the firm is just able o recover the cosis of such investment
(inclusive of a normal return on its investment). If the firm is unable (o
recover the costs of efficient investment, it will not undertake such
investment. I the firm is able to recover more than the cosis of ifs
investment, i will have an incentive to expand investment heyond efficient
lovels. An access charge should be one that just allows an access
provider to recover the costs of efficient investment in the infrastructure
necessary lo provide a declared service,

286. In considering the efficient investment principle in relation to access seekers the
Tribunal states: **°

An access seaker will have an incendive to make efficient “build or buy”
choices If access charges are sel fo recover the efficient costs of investing
in the infrastructure necessary o provide the declared sarvice. If accass
charges are sel af levels balow those necessary [0 recover efficient costs,
a polenfial access seaker may bo encouraged o acquire access (o a
declared service when it would be more efficient Tor it to build its cwn
infrastructure and bypass access lo the declared servics. This may &lso
gnicourage inefficient investmeni in other infrastruciure necassary fo
provide telecommunications services. For exarmple, in the case of access
fo the ULLS, it may lead access seekers fo deploy more DSLAM
equipment in more of Telsira's exchanges than it would if access charges
were set to allow recovery of efficient costs. It may lead o inelficiently
high levels of investment in other infrastruciure by access seekers.

187

287. Qverall, the Tribunal concludes that:

Overali, therefore, efficient investiment by both access providers and
access seekers would be expected fo be encouraged in circumsiances
where access charges were set to ensure recovery of the efficient costs of
investment (inclusive of a normal reiurn on investment) by the access
provider in the infrastructure necessary fo provide the declared service.

288. However, Section 5 of the Optus submission on investment fails to discuss access
prices with respect to efficient costs and the efficient level of investment by both
access providers and access seekers. Instead it incorrectly assumes that the more
investment undertaken by access seekers in DSLAMs, connected to the Telstra
network, the better the outcome for end-users. This ignores the need to stimulate
investment in competing networks and facilities based competition and to assure that
access prices promote efficient build or buy choices.

¥ Telstra Corporation Ltd (no 3} {2007] ACompT 3 at [158].
1% Teistra Corparation Ltd (no 3} {2007) ACompT 3 at [159].
6 Teistra Corparation Ltd (no 3} {2007] ACompT 3 at [162].
1 Teistra Corporation Ltd (no 3) [2007] ACompT 3 at [164],
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289, Optus concludes Section 5 by noting that Telstra and other incumbents frequently
argue that regulated access leads to lessened investment. Optus counters with a
single study by Fontenay and Savin to represent recent research stating that
international benchmarks do not support claims linking mandated unbundling and
wholesale pricing to lessened investment.™™

290. However, according to Optus, the author of the Fontenay and Savin study has
instructed that the article is a working paper and cannot be passed on to Tetstrain its
current unfinalised form. Therefore, at this stage Telstra has not had any opportunity
to consider the detail and, therefore is unable to comment on the ¢laims made by
Optus with respect to the Fontenay and Savin study. However, the fact that it is not
finalised means that its conclusions might well change. The ACCC, therefore, should
certainly not have regard to it.

291. Other publicly available studies which have not been commissioned by Telstra
support the contrary view - that regulated access has in fact reduced investment
incentives.

292, Most notably a report by Waverman et al. (2007), prepared with the support of the
European Telecommunications Network Operators’ Association (ETNO), found that
the approach to regulation in Europe, and particularly lowering of LLU prices,
decreased investment in competing networks. They summarise their results as follows
(§1.11 to 1.14):"*

Our results demonsirate that lower focal loop prices cause a strong
substitution from broadband offered over allernative access plalforms
fnwards LLU-hased broadhand offerings. The substitution is marked even
though our economelric analysis confrols for ssveral other key variables
{such as the cost of deploving affernative access nelworks) that also hslp
o explain the share of allernalive access in lotal broadband. This
substitution ultimalely results in substaniially lower invesiment in these
alternative access plaiforms.

Our economelric analysis shows thal, all else equal, a reduction of 10
percent in LLU price causes an 18 percent fall in the subscriber share of
alternative infrasiructure. This 18 percent fall in subscriber share resulis in
hundreds of thousands less broadband subscriber lines thal utilise
alternative access fechnologies. Thus infense accass regulation (as
measured through the LLU price) weakens facilities-based competition
and the benefits that such compaetition delivers.

This fail in subscriber levels has the impact of reducing investment in
alternative access platforms in both the short-term and the fong-term. In
the shori-term, investment associated with connecting cusiomers and
upgrading networks is foregone, while in the fonger term, the very
substantial investment associated with expanding network foolprinis is
also jeopardised.

Rased on a sef of reasonable assumptions, we calculate that for a
hypothetical "Furope” {defined in Section 5), the lost long-term investment

8 Optus (2008), Response to Draft Decision, December 2008, paragraph 5.15, page 46.

199 | £0G (2007), Access Regulation and Infrastructure investment in the Telecommunications Sector: An Empirical Investigation,
September 2007, Professor Leonard Waverman, Professor Metoria Meschi, Benoit Reitlier and Kalyan Dasgupte, prepared with the
support of Eurepean Telecommunications Network Operators’ Association (ETNO}.
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in alternative access platforms exceeds 10 billion Euros as a result of just
a 10 parcent LLU price reduction.

293. In concluding, the authors note that “while access regulation may promote short-
term competition based on the existing PSTN network, it does so at a substantial cost.
This cost is the potential reduction in alternative infrastructure investment by both
incumbents and entrants” (§1.16).

294. In addition to the econometric analysis undertaken by Waverman et al. (2007), less
formal empirical analysis and case studies also suggest that investment has been
hindered by aggressive access regulation. Thus, Aron and Crandall have argued ina
paper (prepared with funding by Telus) that:

This aggressive attitude toward regulation of ILEC broadband facilities is
undoubtedly partly rosponsible for the lack of investment in new facilities in
Europe. The Furopean ILECs have lagged substantially behind their Norih
American counterparts in fixad-wire network invesiment,

295. The authors’ base their views on analysis of data derived from company annual
reports, indicating that, over the five year period, 2002-06, nine EU ILECs (Telekom
Austria, Belgacom, BT, Deutsche Telekom, KPN, Telecom Italia, TDC, Telefonica, and
Telia-Sonera) invested an average of 12.8 percent of annual fixed-wire revenues in
their networks while the surveyed large U.S. ILECs invested an average of 16.6 percent
of revenues.”® Crandall (2007) also provides informal empirical evidence that suggests
EU regulation has inhibited capital spending.’”

296. Access regulation has also been found to affect investment behaviour in the United
States. In particular, Crandall, Ingraham and Singer (2004) find that, in the United
States, facilities-based line growth relative to unbundled network element (UNE)
growth was faster in states where the cost of UNEs was higher relative to the cost of
facilities-based investment.'*

E Impact on competition

297, In Section 6 of its submission, Optus claims that Telstra retains a dominant positionin
the fixed line telecommunications market and secures higher margins than its
competitors, while the margins of resellers have been progressively squeezed. Based
on these claims, Optus argues that an increase in the ULLS price would have the effect
of reducing competition and strengthening Telstra’s monopoly position in fixed tine
telecommunications, thereby reversing the competitive gains that ULLS has delivered.

298, There are a number of difficulties with these claims:

. First, Optus confuses the concept of the promotion of
competition with maximising the number of ULL services and
minimising retail prices.

" Dabra J. Aron and Robert W, Crandall, undated, White Paper: Investment in Next Generation Networks and Wholesale
Telecommunications Regulation, p. 35,

1 £y Ante or Ex Past ? The Change in Telecom Regulation in the U and North America, Robert W. Crandall, Criterion Economics
and the Brookings Institution, Presentation at the Landon Business School Global Communications Consortium Conference, 12-

13 November, 2007,
2 po Unbundling Policies Discourage LEC Facilities-Based Investinent, Robert W. Crandall, Allan'T. Ingraham and Hal J. Singer,

An Article Submitted to The B.E. Journals in Economic Analysis & Policy.

70
[PUBLIC VERSION}



. Second, in presenting and drawing conclusions regarding
Telstra’s profitability, Optus fails to take into account Telstra’s
high level of capital investment compared with its competitors.
To recover the cost of higher levels of investment, any company
would need to earn a higher EBITDA,

° Third, Optus incorrectly suggests that the level of Telstra’s
profitability implies it is “dominant” and hence there should be
no increase in the price of ULLS.

* Fourth, Optus fails to consider that the most obvious exptanation
for Telstra's high market share in the local access market is
inefficiently low access prices for ULLS.

E.1  The promotion of competition

299. The competition criterion in the legislation is not aimed at achieving particular
outcomes such as increasing the take-up of ULLS or minimising retail DSL prices as
implied by Optus’ submission. Rather, as explained by the Tribunal, the competition
criterion is concerned with the process of competition:™’

Competfion is a process, rather than a situation: Re Quaensiand
Co-Opearalive Milling Association and Defiance Holdings (1876) 8 ALR
4871 at 514-575. It is the way in which firms intaracl, and respond o esach
other, to ensure they best achieve their individual objectives. Under
raditional economic theories of the firm, firms are normally considered to
operate with the objective of maximising profits. In general, I is assumed
that firms with this objective will compele to win inarket share from each
other. in turn, competition beltween firms in this way is desirable from a
consumer perspective because it creates incentives for firms:

- to lower thelr prices towards their costs of production in order to aflract
more consumers to thelr business so that they can expand their market
share; and

- to seek greater productive efficiencies (now and over time) so that they
may lower their costs of production. In turn, this enables them profitably fo
fower prices for consumers in ways that will atiract more consumers o
thelr business in order (o increase thelr share of the market,

And194

Accordingly, we belisve it is importani not fo confuse the objective of
promaoeting compalition with the outcome of ensuring the greatest number
of competitors. That is, the Act aims o promole competition baecause of
the henefiis that result from the process of competition, such as lower
prices for consumers and the displacement of ingfficient suppliers by
efficient suppliers of services. As the Tribunal observed in Sydney
International Airport (supra} at par [108]:

** Telstra Corporation Ltd {no 3) [2007] ACompT 3 at [973.
* Telstra Corparation Ltd {no 3) [2007) ACompT 3 at [99].
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“The Tribunal is concerned with furthering competition in a forward looking
way, not furthering a particufar type or number of competitors.”

{See also Sydney Services Py Limited (2005] ACompT 7 at par [136]).

300. Effective competition is likely to be promoted when access prices are set at efficient
costs so access providers and access seekers must compete on the basis of their
relative efficiencies and to ensure access providers can recover their costs over the
long-run. Setting access prices below the level of efficient costs will not promote the
competitive process. Rather, it will encourage inefficiently high take-up of ULLS and
force retail prices to levels that are unsustainable in the long-run.

301. The information put forward by Optus regarding the large increase in the number of
competitor DSLAMs, the number of ULL services taken-up, the average cost of ULLS
and the take-up of retail DSL services does not imply that the very low prices set for
ULLS are consistent with the legislative objectives. It simply demonstrates that if
something vatuable is given away at very low prices then more of it will be purchased.

302. However, in the longer-run, which is the focus of the legislation, uneconomic,
excessively low prices for ULLS are unsustainable and inconsistent with the objective
of promoting competition. In particular, prices set below long-run efficient costs will
prevent Telstra competing on its merits. Telstra will be forced to subsidise the supply
of its own services from elsewhere while access seekers face artificially low ULLS
prices, a situation that is unsustainable over the long-run. Access seekers will have no
incentive to be efficient; and investment in competing local access networks will never
occur even when it would be efficient and in the long-term interests of end-users.

303. If the price of ULLS is not set at the efficient cost of supply then the process of
competition will be harmed and there will be no incentive for any significant
investment in local access infrastructure.

E.2  Profitability and dominance

304. Optus presents a table of financial data for a number of telecommunications
companies in an attempt to illustrate Telstra’s “dominance” in the fixed line market.
Optus only presents EBITDA margins which do not take into account the costs
associated with capital expenditure. Given the very large investments undertaken by
Telstra in local access infrastructure compared with its competitors this gives a highty
distorted view of profitability. A more appropriate comparison would be EBIT results,
which would take into account the relative capital intensity of the companies that
Optus is attempting to compare.

305. Optus provides no explanation why Telstra should not be rewarded for the very
substantial investments it has undertaken. Shareholders should be rewarded for
committing funds to risky infrastructure projects. If Optus and Telstra’s other
competitors were willing to undertake significant investments in local access
infrastructure then they might also be rewarded in the form of higher EBITDA margins.
However, Telstra’s competitors have made the decision, driven largely by extremely
low ULLS prices, to rely on Telstra's local infrastructure to supply services to end-
users.

306. The financial data and other information presented by Optus do not demonstrate
dominance in an anti-trust sense and, hence, cannot be used to draw conclusions
regarding Telstra’'s market power. However, even if Optus’ claims regarding
dominance were supported by a proper competition analysis (which they are not),

72
[PUBLIC VERSION]



Optus does not explain why dominance implies that ULLS prices should not be
increased to a level that reflects efficient cost, as this standard follows the relevant
statutory criteria. Instead, Optus simply asserts “the proposed charge in the
undertaking would thus have the effect of reducing competition and strengthening
Telstra’s monopoly position in fixed line telecommunications™**.

307. Optus’ arguments cannot be reconciled. Telstra’s high share of the local access
market is driven by inefficiently low prices for ULLS set by the ACCC, The ACCC's
pricing of ULLS has made it more profitabte for companies to use ULLS rather than
undertake their own investment. Consequently, only Telstra substantially invests in
local access infrastructure. This effect is noted by the Tribunal:**

If access charges arg sef al levels below those necessary 1o recover
efficient costs, a polential accass seeker may be encouraged [o acquire
accaess lo a declared service when it would be more efficient for i to build
its own infrasiructure and bypass access (o the declared service. This
may also encourage inefficient investment in other inirastruciure
naecessary to provide telecommunications services. FFor exampie, in the
case of access to the ULLS, if may lead access seekers to deploy more
DSLAM eguipment in more of Telsira’s exchanges than it would if access
charges were sel to aliow recovery of efficient costs. It may lead lo
inefficiontly high levels of investment in other infrasiructure by access
seekers.

308. Optus also claims that the resale margins available to Telstra’s competitors are tight
and have been progressively squeezed.”’ However, Optus provides no evidence to
support this claim, The imputation test results that Telstra must submit to the ACCC
every quarter under the accounting separation record keeping rules (RKRs) suggest
that the margins available to Optus and other access seekers across fixed line
telecommunications services are substantial and have not been “progressively
squeezed”.

309. While margins vary from quarter to quarter, the latest results (September quarter
2008) indicate a margin of 11.02% across the fixed voice bundle for residential
customers (see Figure 12 below). This margin was higher than the September quarter
results for 2007 (10.48%), 2006 {8.10%) and 2004 {9.44%). While the September quarter
results for 2003 (15%) and 2005 (14.30%) were higher than the September 2008
margins, the level and pattern of margins do not support Optus claim that resale
margins on fixed voice services are tight and have been progressively squeezed. In
fact, the most recent report on imputation testing and non-price terms and
conditions, concludes:

On the whole performance for wholesale customers has generally
improved during the reported quartaer. The ACCC will continue 16 moniter
Telstra's performance in ensuing quarters to ensure resulls remain
appropriate.’ ™

Figure 12: Imputation Test Margins for Fixed Voice Services: September Quarter
2003-2008

* Optus (2008), Response to Draft Decision, December 2008, paragraph 6.25, page 55,

¥ Telstra Corporation Ltd (ne 3) [20067) ACompT 3 at [162).

¥ Optus (2008), Response to Draft Decision, December 2008, paragraph 6.9, page 50.

0 ACCC (2008), Imputation Testing and Non-Price Terms and Conditions Report relating to the Accounting Separation of Telstra for the
September Quarter 2008, December, page 5
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Source: ACCC Imputation Testing and Non-Price Terms and Conditions Reports relating o the Accounting Separation of Telstra for:
December Quarter 2004 (issued March 2005), September Quarter 2004 (issued December 2004), Seplember Quarter 2005
{issued December 2005), September Quarter 2006 (issued December 2008), September Quarter 2007 (issued January
2008) and September Quarter 2008 (issued December 2008).

210. In considering the margins available to access seekers using resale services it is
important to note that the imputation test margin reported is over and above any
normal commercial return, as the ACCC requires Telstra to include the cost of capital
(i.e. the return on capital) as a cost item within the imputation test. Consequently, the
“margins” measured by the imputation test measure return in excess of the normal
commercial returns, which the ACCC uses to measure Telstra’s “legitimate business
interest.” Further, the costs that the ACCC requires Telstra to usein the imputation
test are Telstra’s actual fully allocated historic costs prepared in accordance with the
record keeping rules. Therefore, to the extent that access seekers recover common
costs from other services or are more efficient than Telstra in the supply of fixed
telecommunications services, the margin avaitable on fixed voice services is even
larger than that indicated by the imputation test results.
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315. Optus appeals to the (non-exhaustive) list of criteria for international benchmarking
outlined by the Tribunal’s rejection of the reasonableness of its MTAS price, where the
Tribunal concludes:

We do not consider that the international benchmarking analysis
proffered by Opius is of any assistance fo us in determining the issue as
{o the reasonableness of Oplus’ price. The range of prices derived by
CRA is so broad as fo be of little assistance. Further, the nature of the
adjustments mads by CRA and the adjustments to which if gave nc
consideration, render the figures derived an inadeguate comparator for
Australian conditions.

In any evenl, the naifure of the international benchmarking exercise was
such that it teaches very little, or nothing at afl, as to whether Optus’
price terms are reasonable having regard lo the matters setout in 8
182AH and the objectives in s 152A8. In crder to place any reffance
upon the international benchmarking analysis it would be necessary lo
know much more aboul the regulatory environment within which they
ware determined, the state of the relevant markets and the socio

economic enviromment in which the mobile services were operative.™

316. Based on the Tribunal’s statement, Optus concludes that the only factors that the
Tribunal will consider as evidence for determining the appropriate comparator
countries in a benchmarking exercise are those relating to market conditions, socio-
economic, regulatory environment and populatien density:*”

Oplus has faken the quidance provided by the ACT intc account in
assembling lis infernational benchmarking evidencs, in order la
demonsirate ihe relovance of the benchmark counirios 68 Comparators
lo Auslralia. Opius refers the ACCC to Appendix 3 for a delailed
comparison of the counlries, howsver i summary, Optus would make
the foflowing observalions.

317. However, the Tribunal has established that, in an international benchmarking
exercise and with specific reference to ULL, more than just market conditions, socio-
economic, regulatory environment and population density should be considered:*”’

We are not satisfied that Telstra has provided sufficient evidence to
support the use of international benchimarking. Although Telsira’s
benchmarking report containg summary information regarding ULLS
regulation in other jurisdictions, in order to place any reliance upon the
international benichmarking analysis it would be necessary [0 know
much more about the regulatory framework, the cost of capital and the
price siructures employed in other jurisdictions. The summary tables
provided by Telstra did not provide us with sufficient information to
determine whether the benchmarks were reasonalble comparalors for
Telsira’s ULLS monthly chargaes. In addition, we are nol satisfied that the
adjustment of the benchmark ULLS charges only for purchasing powsr
parity and line density takes into account all the adjustments that need to
be made lo the benchmark ULLS charges for them [ be reasonable
comparators, The costs of providing the ULLS (or similar services) can
vary between jurisdictions for a myriad of reasons and we need fo be

' Optus Mobile Pty Lid & Optus Networks Pty Ltd{2006] AcompT 8[296-297]
2 Optus(2008), Response to Draft Decision, December 2008, paragraph 4.9, pg 35
% Telstra Corporation Limited (No 3) [2007] ACompT 3, at [385-386)
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careful when comparing cost esiimates across different jurisdictions. The
henchmarking analysis conducted by Telstra only makes adjusiments for
a smalf number of the possible differences that might exisi to generale
cost differences in the surveyed jurisdictions. Telstra has not provided us
with sufficient evidence o satisfy us that the cost estimates from other
furisdictions considered by Telstra in ifs international survey Jdo nof
require further adjustment before we can rely on them o assist in
determining the reasonablensss of a proposed access charge for the
ULLS.

318, The comparator countries included in the benchmarking exercise undertaken by the
ACCCin the context of Telstra’s current undertaking only include European Union
nations. Telstra, in its response to the Draft Decision, raised the concern that no
justification for the exclusion of other countries is given:**

indead, no justification is given as fo why these 14 countries wers
selected as appropriate comparators in the first place, or why other
couniries were nol selected.

319. The exclusion of non-European nations lends no support to the ACCC's international
benchmarking as being truly international, rather it is European benchmarking.
Conclusions drawn from the ACCC’s ULL price benchmarking provide an incomplete
view of international ULL prices and should not be relied upon as evidence of an
international benchmarking exercise.

320. in any case, as set out below, the evidence provided by Optus in support of the
comparator countries in the ACCC's ULL price benchmarking exercise is insufficient and
the conclusions reached by Optus are incorrect,

Population density and mix of housing type

321, Two of the most important drivers of CAN costs have not been considered by the ACCC
or Optus in the European benchmarking exercise. The ACCC has implicitly
acknowledged the importance of population density as a driver of per loop ULL costs
in its Draft Decision by inctuding ‘Population per square km’ figures in its table of
benchmark ULL prices. As discussed in the Ingenious Consulting Network’s report
attached at Appendix 3: International Benchmarking Report of Telstra’s response to
the Draft Decision, these figures are misleading as they are averages of national
density for other countries but only band 2 densities for Australia.

322. Table 7 provides both national and urban densities per square kilometre of each
country in the ACCC’s table of benchmark ULL prices. Australia’s densities are
significantly lower than those in the other countries sampled, with an urban density
of 1089 people per square kilometre and a national density of 3 people per square
kilometre. This difference implies that Australian prices should be significantly higher
than the prices overseas, all other things being equal.

¥ Teistra’s Ordinary Access Undertaking for the Unconditioned Local Loop Service: Response to the ACCC’s Draft Decision.
Cecember 2008, pg 116.
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Table 7: Urban and national population densities

Urban Density per | National Density per

square km 2008* square km 2008*

Australia 1089 3
France 1393 111
Belgium 1801 345
Finland 2317 16
Denmark 2353 126
Norway 2391 14
Portugal 2587 115
Italy 2642 196
Netherlands 2671 393
Germany 2750 231
Ireland 2761 60
Austria 2866 99
Sweden 3184 20
United Kingdom 4145 249
Spain 4897 87

Source: Caleulations from Demographia World Urban Areas: Population &

Density

Source: htip:jjwww.cecd.org/dataoecd/36/57/38449405.X1s

323. The mix of house type is another factor that drives the cost of the CAN. All things
being equal, the unit cost in an area dominated by apartment blocks or shared
buildings is lower than for areas dominated by detached housing. Table 8 provides

the housing mix by type for countries in the ACCC benchmarking sample where data s
available, Australia has substantially more detached {free standing) homes than any

country in the sample for which data is available (16% more than the next highest
country the Netherlands). Further, Australia has substantially lower portion of its

housing mix comprised of flats and apartment btocks (11%) than the rest of the ACCC

benchmarked countries.
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-GDPE PPP (Absolute) International Dollars was above $18,890 {millions)
internaftional dollar {sic] in 2007,

-Consumer price indices were in the range of 113 fo 126 in 2007;
-Gini index was in the range of 0.27 to 0,41 in 2008;
-Literacy rate was above 38% in 2008; and

-Unamployment rate was lower than 10% of population in 2008.

326. Optus provides insufficient evidence that the socio-economic environment of the
comparator countries is properly comparable to Australia for the reasons outlined in
the following sections.

CPl measures

327. The column headed 'CPlin 2007’ in Table 9 summarises the national CPl figures as
provided by Optus in Appendix B: International Benchmarking in its response to the
Draft Decision, The CPlis a measure of the percentage change in the price of a
common basket of consumer goods and services in relation to the base year of the
index,

3} QECD, Sources and Definitions: Consumer Price index, http:jfstats.cecd orgimeifdefault.asp?lang=essubject=8
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Table 9: Consumer price index and relative labour cost index

cPl CPI Relative
Base year | Q3:2007 | (Q3:2008 2007-08 labour
CPlin of CPI Base Base | Inflation Cost index
2007 = 100 2000 2000 rate | Base 2000
Australia B | os9-90 12352 129.70 5.00% 145.32
Austria | 2005 114.68 118.95 3.73% 101.39
Belgium ] 2004 115.07 121,50 5.59% 110.02
Denmark | ] 2000 113.97 118.70 4.15% 127.87
Finland s 2005 110.55 115.61 4.58% 89.25
France ] 1998 113,55 | 117.25 3.25% 107.75
Germany | 2005 112.38 115.83 3.07% 93.15
Ireland e 2006 | 130.56 |  136.23 4,35% 103.37
Italy [ 1995 117.49 122.16 3.97% 141.17
Netherlands | [l 2006 116.25 | 119.93 3.16% 120.92
Norway ] 1998 111.94 |  117.22 4.71% 128.26
Portugal e 2002 123.44 | 127.19 3.03% 104.64
Spain e 2006 124.46 130.56 4.91% 127.51
Sweden [ 1980 111.35 116.11 4.28% 86.72
United
Kingdom [ ] 2005 112.45 117.86 4.81% 93.53

328. The countries in the ACCC sample are not appropriate comparators for several
reasons.

329. First, CPl does not measure the cost of inputs to production of firms (supply side
inflation) and is therefore not relevant for determining if the comparator countriesin
the ACCC’s benchmarking exercise are comparable to Australia. The column headed
‘Relative labour Cost Index Base 2000’ shows the inflation of labour costs (or the price
at which people in a nation are willing to sell their labour) as reported by the OECD as
an input to a firms production since 2000. This index directly captures the costs of
labour involved in producing goods and services for firms and therefore directly
measures the costs of producing products such as ULL. Australia has the highest
reported increase in labour costs since 2000 with an increase of over 45% (above the
base of 100). Thisincrease is clearly above that in all the other countries surveyed by
the ACCC.

330. Second, even if CP1 was relevant for determining the appropriate comparator
countries for benchmarking, the OECD warns against the dangers of international
comparisons of CPl stating:"**

“* 1bid.

82
[PUBLIC VERSION]



Consumer Price Indices (CPIg) measure the average changes in the
prices of consumer goods and services purchased by households. In
moest instances, CRIs are compiled in accordance with infernational
statistical guidelines and recommendations. However, national practices
may depart from these guidelines, and these departures may impact o
international comparabilily between countries. Key methodological
issties which can have an impact on the internalional comparability
depending on the approach used by individual countries are..

331. Third, Optus fails to acknowledge that the relevant base year of each nation’s CPlis
different. The second column of Table 9 ‘Base year of CPI = 100’, is the official year to
which each national CPI figure is referenced as reported by the OECD. Thus, for
example, the (Pl measure for Australia represents the change in consumer prices from
2989-90 to 2007 (26.95%). Without knowing the exact base year of each country, the
CPI figures reported by Optus cannot be relied upon as being directly comparable.

332. Fourth, CPI measures adjusted to a common base year show that only two countries
(Spain and Portugal) have remotely similar inflation to that of Australia. For example,
QECD CPi figures reported in the columns headed ‘CPl Q3:2007 Base 2000” and ‘CP
Q3:2008 Base 2000’ of Table 9 have the year 2000 as their respective base year. Only
Spain (124.46 and 130.56) and Portugal (123.44 and 127.19) have remotely similar
inflation figures to Australia (123.52 and 129.70} in each respective year.

333. Fifth, CPl measures alone hide differences in the growth rate of inflation from year-
to-year. The column headed ‘2007-08 rate of inflation’ gives the calculated change in
inflation from 2007 to 2008. The change in inflation highlights even greater
differences between Australia and all other countries in the sample. Australia’s
change in inflation is 5.00 percentage points between 2007 and 2008. Only Spain has
asimilar rate of 4.91%.

334. In terms of inflation measures, the countries in the sample are not relevant
comparators to Australia.

GDP per capita

335. The column headed ‘GDP per Capita US$’ in Table 10 summaries the national GDP per
capita figures as provided by Optus in Appendix B: International Benchmarking inits
response to the Draft Decision. Telstra has added the remaining column. GDPis a
measure of the value of the total production of good and services in an economy by
the workforce of the nation.””* GDP per capita is simply the division of this value by
the respective total population.

™ hitp:f/stats.oecd.orgjglossary/detail. asp?ID=1163
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Table 10: GDP per capita, real GDP per capita and hours worked for GDP per capita

Nationatl

average rate of

GDP per Capita | income taxation

US$ 2000 20074

Australia e 31%
Austria e 42%
Belgium - 4h%
Denmark e 49%
Finland ] 43%
France — 44%
Germany - 36%
Ireland — 32%
ltaly | 43%
Netherlands | ] 38%
Norway - 43%
Portugal I 37%
Spain — 37%
Sweden [ 48%
United Kingdom [ 37%

sSource: OECD .Stats Extract. The reported rate of GDP that is earned as taxation.

336. The countries in the ACCCULL price benchmarking based on simple GDP per capita
comparisons are not appropriate comparators for three reasons.

337. First, the GDP per capita figures reported by Optus (reported in the column headed
‘GDP per capita US$’) in Table 10 shows a range between countries of $32,485.
Norway has the highest reported figured (US$43,930) and Portugal the lowest
(US$11,445). These differences are significant. Only Belgium ($25,833), France
($23,619) and Germany (US$25,444) have a reported real GDP per capita figure similar
to that of Australia ($24,432).

338. Second, the test that Optus applies implicitly to determine if the countries in the
sample are appropriate comparators is insufficient. Optus concludes that countriesin
the sample are relevant comparators to Australia because their “GDP per capita in 2000
prices was above $US11,445 (millions) in 2008”.”'° This test implies that any nation in
the world with a GDP per capita in 2000 prices above $US11,445 is comparable to
Australia. For example Trinidad and Tobago in 2008 had a report GDP per capita of
$US11,596""" making Trinidad and Tobago a relevant comparator to Australia using
Optus’ test for determining relevant comparator countries to Australia based on GDP
per capita. However, Trinidad and Tobago was not included in the benchmarking
analysis, potentially making the saumple biased according to Optus’ standard.

339. Third, if the average rates of income taxation charged to each worker in earning the
given levels of GDP per capita in each nation is studied (the third column in Table 10),
then very large disparities between the ACCC's proposed set of comparators are seen.

' |bid
7 |MF reported figure in 2008 is U5$18,864, and the reported 2008 CP1 figure with base in 2000 is 162.26. Therefore US$11,596 =

1i5$18,862/1.6226
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Australia has the lowest reported level of average income tax in the entire sample
(31%). Only Ireland has a similar rate of income tax with 32%. All other nations have
reported average rates of income tax greater than 36%.

340. Therefore, based on GDP per capita and average rates of taxation for the GDP per
capita earned, the countries in the sample are not relevant comparators to Australia.

Gini Coefficient

341. The column headed ‘Gini Coefficient’ in Table 11 below is a summary of the national
(income) Gini coefficient figures as provided by Optus in Appendix B: international
Benchmarking in its response to the Draft Decision. The Gini Coefficient is most
commonly used as a measure of how evenly a nation’s income is distributed amongst
its population.”® However it can also be used to measure the equality of distribution
of many things such as wealth or social services such as health. As presented by
Optus, the Gini coefficient is used to represent only income equality (or inequality).
The Gini coefficient is bounded between 0 and 1, where 1 would imply that asingle
household or person in a nation receives all (100%) of a nation’s income and ¢ would
represent a pure egalitarian society (in terms of income distribution).

219

Table 11: Gini coefficient, income distribution and wealth

Household net savings

Multiple of top as % of

Gini to bottom disposable

Coefficient income income

{income) earners® (wealth)*

Australia [ ] 3.1 -0.70
Austria [ ] - 9.40
Belgium - -- 7.10
Denmark [ ] 2.6 -2.70
Finland [ ] 2.4 0.60
France [ ] 2.9 11.80
Germany - 3.3 10.70
ireland - 36 10.10
italy ] 2.4 -
Netherlands - 2.9 6.90
Norway 2.1 2.50
Portugal - 1.80
Spain | 3.5 3.80
Sweden ] 2.3 -0.10
United Kingdom - 3.6 0.60

~Source: http:ffstats.oecd.orgiwbosfindex.aspx?DatasetCode=DUR_I
*Source : OECD Factbook 2008: Economic, Environmental and Social Statistics

342. The comparator countries suggested by the ACCC and Optus, based on Gini coefficient
comparisons, are not appropriate comparators to Australia because the Gini
coefficient does not capture the degree of wealth equality (or inequality) within a
nation, or any number of other forms of inequality. For example Sweden has a Gini

2 http:ffstats.oecd.org/glossary/detail.asp?iD=4842
7% Optus (2008), Response to Draft Decision, December 2008, Appendix B: International Benchmarking December 2008, page 3
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coefficient for income distribution of 0.30 (a relatively egalitarian income
distribution), yet Sweden’s Gini coefficient of wealth distribution is 0.89 — the top 10%
of income earners hold 66% of the nations wealth.”” The column headed ‘Household
net savings as % of disposable income (wealth)’ in Table 11 is a measure of the level of
household savings for the average household in a nation after taking into account
expenses. A negative measure suggests that the average household’s spend is greater
than income earned.” The level of savings or ability to save is a proxy for the level of
wealth creation in a nation.” Australia’s average savings rate (-0.7%), is negative and
clearly much lower than all countries in the sample except Denmark (-2.7%). This rate
implies that the average household is creating a negative wealth position,
hightighting a greater wealth disparity between the top wealth and income earners
and the average, despite a relatively healthy Gini coefficient of income.

343. Therefore based on Gini coefficients and wealth measures the countries in the sample

are not relevant comparators to Australia.

Unemployment Rate

344. The column headed ‘Unemployment rate as a proportion of population’ in Table 12

summarises the unemployment figures as provided by Optus in Appendix B:
International Benchmarking in its response to the Draft Decision. The ‘Unemployment
rate as proportion of population’ is a measure of the number of unemployed people in
a nation divided by the national population and is one measure of a nation's
unemployment rate.*

0 http:/www.sch.seftemplates/Publikation____193443.asp
 hitp:fjwww.oecd.orgfdataoecd{53/48/32023442. pdf

2 1hid,

2 ntpyfstats.oecd.orgfmei/default.asp?lang=egsubject=10
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Table 12: Unemployment rates, discouraged workers and duration of unemployment

Discouraged Portion of unemployed by
Unemployment workers as % duration of unemployment”
rate as % of of labour
population forcer < 6 months > 6 months
Australia ] 0.005™ 73% 27%
Austria [ ] 0.14 56% 44%
Belgium [ ] 0.3 32% 68%
Denmark - 0.06 70% 30%
Finland [ - 62% 38%
France [ ] 0.29 £1% 59%
Germany e 0.18 29% 71%
Iretand ] 0.04 50% 50%
Itaty ] 4.09 35% 65%
Nethertands ] 1.09 41% 59%
Norway N - 74% 26%
Portugal [ ] 0.34 32% 68%
Spain [ 0.95 57% 43%
Sweden [ 2.11 73% 27%
United
Kingdom e 0.12 58% 42%

aSource: httpfstats.oecd.org/wbos/index.aspx?DatasetCode=DW |
*Source: http://stats.oecd.orgfwbosiindex.aspx?DatasetCode=DUR |

345, Comparator countries based on Optus’ unemployment rate comparisons are not
appropriate comparators to Australia for several reasons,

346, First, the unemployment rates presented by Optus are not similar and the differences
among counties are not trivial. Optus’ figures range between a high of 9.54% to as low
of 3.85%. The nearest unemployment rate to Australia’s reported rate of 5.85% is
4.27% (Norway) — a difference of 1.58%. With Australia’s total population in 2007 of
approximately 21 million people, a reduction in the unemployment rate of 1.58% (to
equal Norway's) corresponds to the creation of approximately 332,000 new jobs,
hardly a trivial figure.

347. Second, Optus’ definition of unemployment is not appropriate and can hide major
differences in a nation’s unemployment rate and socio-economic makeup. Optus

defines unemployment as the portion of people unemployed to the total

population.”® However, unemployment is most commonly measured as the

proportion of people actively seeking emplog
labour force (unemployed plus employed).”

ment (the unemployed) to the total
Optus’ definition can hide major

differences in a nation’s unemployment rate. For example, two nations may have the
same number of unemployed people and same total population, but one nation has a
large retired population and small total labour force and the other a small retired
population and large total labour force. Under Optus’ definition both nations will have
the same unemployment rate. However under the former more common definition of
the unemployment rate, the underlying differences in socio-economic and

¥ Calculation based on data from
http:f]www.abs.gov.au,fausstatslABS@,nsf,l?d1zbof6763c?8cac0257061001cc5SB/B3£8683858FAFCF4CA2573020010F23(}?opendo

cument

S Optus (2008), Response to Draft Decision, December 2008, December 2008, page 26

6 gee Survey Based, Key Statistical Concept http:/fstats.oecd.org/mei/default.osp?lang=easubject=10
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demographic make-up will be evident. That is, the former nation will have a higher
calculated unemployment rate (due to a small total labour force) than will the latter
nation.

348. Third, when comparing the level of discouraged workers in Table 12 in each nation as
a proportion to the total labour force, Australia has the lowest rate (0.005%) to that of
the nearest nation (Ireland - 0.04%) by a multiple of 8. Discouraged workers are
people who are not seeking employment because they believe that thereis no work
available, but who nevertheless would like to work.*’

349. Fourth, comparing figures on the duration of unemployment in Table 12 makes clear
that the labour market in Australia is much more fluid than that of the majority of
countries in the sampte. Unemployment duration is defined as the length of time a
job seeker spends unemployed from the time he or she begins seeking employment.™
73% of people who become unemployed in Australia spend less than 6 months being
unemployed. Only Denmark, Norway and Sweden have similar figures. This table
highlights the major differences in the flow of job seekers (into and out of the job
market) and labour market policies in Australia relative to the rest of the countriesin
the sample.

350. Therefore, based on the unemployment rate as percentage of population, the level of
discouraged workers and tenure of unemployed, the countries in the sample are not
relevant comparators to Australia.

Siate of the market

351. Optus in its response to the Draft Decision states:™

The couniries in the sample are all comparable fo Ausiralia in ferims of
the siate of the relevant markets, because in all sample couniries
{including Australia):

Jncumbents stilf own the majority market share in the fixed line markel;
-fixed line telephione penetration was high in 2008;

niternet user percentage of fotal population was high in 2007,

-fixed line calling costs (local} were in the range of 0.29 16 1.75 Luro in
20085,

- fixed line calling costs (national) were in the range of 0.29 furo fo 1.15
Furo in 2008

352. Optus has not provided sufficient evidence that the regulatory environment of the
comparator countries is comparable to that in Australia for the reasons outlined in the
following section.

Incumbent fixe line market share

27 http:f/stats.oecd.orgfglossary/detail.asp?ID=645
8 See Unemployment Duration found in hitp:ffwww.oecd orgldocument/15/0,3343,en_2649_33729_38938959_1_1_1_1,00.html
%4 Optus (2008), Response to Draft Decision, December 2008, paragraph 4.10, page 35
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353. Incumbent fixed line market share in Australia is not comparable to that in the
countries in the ACCC international benchmarking sample. Table 13 provides the
incumbent fixed line market share as reported by Optus in Appendix B: International
Benchmarking in its response to the Draft Decision.

Table 13: Fixed line incumbent market share as provided by Optus

fixed Line Market Share

Australia
Austria
Belgium
Denmark
Fintand
France
Germany
Ireland
[taly
Netherlands
Norway
Portugal
Spain
Sweden
United Kingdom

Ll

354. Fixed line market share of incumbent providers provided by Optus for the comparator
countries shows that the not all countries in the sample are appropriate comparators
to Australia. The incumbent fixed line market shares are not similar and the
differences among counties are not trivial. Optus’ figures range between a high of 90%
(Norway) to as low as 0% (UK). Also because of the size of the markets (Austratia has
approximately 10 million fixed lines)*™™, even just a 5% change in market share of any
incumbent is not a triviat figure {approximately 500,000 fixed line customers for
Australia).

Fixed telephone penetration is high

355. The fixed telephone penetration in Austratia is not comparable to all countries in the
ACCC international benchmarking sample. The second column in Table 14 titled ‘fixed
line telephone penetration per 100 inhabitants’ gives the fixed line penetration per
100 inhabitants as reported by Optus in Appendix B: International Benchmarking in its
response to the Draft Decision.

Bhtipy www.acee, gov.aufcontentfitem. phtmlzitem|d=794173&nodeld-10ddddeas62b4614c52f468236d8aS 14fn=Telecommuni
cations%zomarket%2oindicators20report%202005-06%20(released%20August%2007).pdf
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Table 14: Fixed line telephone penetration per 100 inhabitants as provided by Optus

Fixed line telephone Total number of

penetration per 100 fixed lines 2008

inhabitants 2008 (approx.)

Australia B 9,247,040
Austria ] 3,499,860
Belgium B 4,732,650
Denmark . 3,058,160
Finland ] 1,804,380
France ] 37,722,400
Germany ] 53,801,800
Ireland . -~
ltaly B 24,717,420
Netherlands [ ] 7,539,400
Norway B 2,071,080
Portugal = 4,248,000
Spain 20,383,060
Sweden B 6,502,890
United Kingdom [ | 33,596,750

Source: Estimates calculated based on reported CECD total population figures:
http:/joecd.p4 siteinternet.comjpublications/doifiles/o1-01-01t1.xls

356. The total number of fixed lines per nation is a more appropriate measure than fixed
line penetration. The total number of fixed lines per nation is a proxy for the
economies of scale of the fixed network required for each nation. This is extremely
relevant in the case of ULL as it is expected that, all else being equal, if a country has a
greater number of fixed lines than another country, then its average cost of lines is
lower.

357. The third column in Table 14 gives the number of fixed telephone lines* in each
nation of the ACCC’s sample in 2008. Table 14 shows that the range in the sample
based on total fixed lines in 2008 is extremely large ranging from a high of 53,801,800
for Germany to a low of 1,804,380 lines for Finland, a difference of 51,997,420 lines.

358. The United Kingdom has over 260% more lines than Australia making it a very poor
comparator to Australia.

Fixed line telephone prices (basket)

359. The comparator countries based on Optus’ fixed line local and national calling costs
are not appropriate comparators to Austratia for the following reasons.

360. First, Optus does not provide a complete picture of prices based on calling distance,
destination (fixed, mobile or international) or time of day.

361. Second, Optus does not provide the price associated with access fees or any
indication of access fee prices in relation to calling fees.

51 Total fixed lines are estimated using OECD reported total populations for each nation and the Optus reported lines per 100
inhabitants as Total fixed lines = (Totai populationf100y*(No. of fixed lines per 100 inhabitants).
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362. Third, Optus does not provide any indication of the price differences (if any) of access
or calling fees for residential versus business consumers.

363. The countries in the ACCC's benchmarking sample are not relevant comparators
when compared on a basket of both access and calling fees paid over the course of one
year. Table 15 is the OECD constructed basket of access and calling fees fora
residential low spend customer. The basket consists of 600 calls per year broken down
according to distance, destination (fixed, mobile and international), and time of day.
All prices are given in USD purchasing power parity (PPP) 2006.

Table 15: Basket of yearly prices for access and calling fees for low spend customers

Low spend US$ 2006

Access fees per | Calls per | Total price

year year per year
Australia $298 $152 $450
Austria $220 $178 $398
Belgium $255 $190 $445
Denmark $198 $202 $400
Finland $190 $200 $390
France $205 $195 $400
Germany $205 $180 $385
treland $320 $78 $398
taly $220 $183 $403
Netherlands $290 $110 $400
Norway $220 $125 $345
Portugal $405 $145 $550
Spain $330 $115 $445
Sweden $195 $108 $303
United Kingdom $225 $170 $395

Source: Approximations from OECD Telecommunications Outlook 2008.

364, Not all OECD figures for different OECD defined spend baskets for residential or
consumer have been presented as trends appear to be approximately similar across
most baskets. Table 15 shows that comparator countries differ greatly in both access
and calling prices charged.

Regulatory environment

365. Optus in its response to the Draft Decision states: ***

The countries in the samiple are all comparable to Australia in ferms of
the requlatory enviromment because in all sample countries (including
Australia):

-the tocal foop unbunidling service was regulated around the lale 7890s to
garfy 2000;

2 Optus (2008), Response to Draft Decision, December 2008, paragraph 4.22, page 36
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-regulatory practise followed the European Union unbundling regufation
{o review the fariffs and conditions offerad by the incumbent in its
reference unbundling offer (RUO);

tariff charges were sl based on cost; and

-tariff charges ware informed by a LRIC modead,

366. Optus has not provided sufficient evidence to support its contention that the
requlatory environment of the comparator countries is comparable to that of
Australia for the reasons outlined in the following section.

Regulatory practices followed the European Union unbundling regulation
(recommendation)

367. The OECD has stated in regard to the regulatory practices for pricing ULL that:

Wher it cormes to charging for unbundled local loop there is greater
variation in whatl couniries say they do than in what they do in practice, A
large group of couniries claim that their prices for ULL are "cost based”.
The FU unbundling recommendalion requires that the prices for
unbundled access fo the local loop shall be “on the basis of cost-
orientation”. Consistent with gecgraphically-averaged end-user prices,
the requiated tarifis for unbundled Jocal loops are usually geographically
averaged (see Table A7} In fact ULL access prices are usually
qeographically averaged even in those countries which claim that they
are using & “cost-based” or “cost-orignted” approach fo the regulation of
ULl The Netherlands, for oxample, which pursues coshorignied access
prices, unbundles local loop on a geographically averaged basis.

368. The OFCD has clearly expressed that it views the stated regulatory objectives and the
requlatory practices actually applied within European Union countries to be vastly
different.

369. The regulatory practices applied within the sample countries, regardless of the
European Union regulatory recommendations, are sufficiently different to Australia as
to not be comparable with Australia. This is further highlighted by Table 16, which
outlines the regulatory objectives of the nations in the sample and whether
deaveraged ULLS prices are applied.

5 hitp:ffwww.oecd.org/dataoecd/26/6/27767944.pdf
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Table 16: Clarity of regulatory objectives

Clarity of reguiatory objectives | Deaveraged
ULL prices

Australia Yes

(2) The regulatory measures are designed to serve the following
objectives: 1. to create a modern electronic communications infrastructure
in order to promote high-ievel tocational quality; 2. to ensure equal
opportunities and operative competition in the provision of
communications networks and communications services by o) ensuring
that all users derive maximum benefit in terms of choice, price and
quality; b) preventing distortion or restriction of competition; ¢
encouraging efficient investment in infrastructure and promoting
Austria innovation; d) ensuring efficient use and effective management of No®
frequencies and numbering resources; 3. to promote the interests of the
citizens by a) ensuring that alf citizens have access to universal service; b)
ensuring protection for consumers, in particular by simple and
inexpensive dispute resoiution procedures as well as a high level of
protection of persenal data and privacy; <) providing information, in
particular in the form of transparent tariffs and general terms and
conditions; d) ensuring the integrity and security of public

communications networks.

Be[gium English version Unavailab12236 N(Z)237

"On the one hand, such regulation affords new market players the
possibitity of using existing networks until they have achieved a volume
that makes such access uninteresting, without any need to pay for
Denmark inefficiency, bad investments etc. on the part of the former monopoly N0239
provider. On the other hand, the regulation provides an incentive for them
to invest in new alternative networks as soon as their business can bear
such costs."#®

The regulater does not make any clear statements, other than that price Nozu
must reflect costs and can include a reasonable return on capital, ***

There is no clear statement of why the specific methodology was chosen.
There are however specific principles that guide ART (from ART decision
France notes): cost orientation of tariffs; the principie of efficiency; the principle No™
of non-discrimination; and the principle of fair and long-losting
competition. **

Telecoms regulatien aims te promote competition and to guarantee
defined levels of service across the country. Price regulation is therefore a
requirement for dominant companies. The price determinations 245
Germany themselves have to be made within a set of constraints anchored in the No

Telecommunications Act (TKG} and the Telecemmunications Rates
204,
Regulation Crdinance {TEntgV). '

it must be remembered that LLU has a wider national importance:
efectronic communication services are essential to the development of the

Finland

Ireland information-based economy in freland. It is also generally recognised that No2*7
an advanced, thriving electronic communications sector, characterised by
healthy competition, is highly important for maintaining and enhancing
iretand’s international economic competitiveness.™®
Italg Reasonziafor using the current methodolegy have not been explicitly No®
stated.
Role of OPTA 5
Netherlands ! Yes™!

27. The amended ONP Voice Telephony Birective specifies that in the

24 http:ffwww.rtr.atfenftkTKG2003/TKG_ 2003 _eng.pdf

P http:ffwww.rtrat/defkomp/FachpublikationenjGeegraphicallylocalloop.pdf

7 htip:ffwww.ibpt.be/ShowDoc.aspxrabject|D=1682&lang=en

27 http:fiwww.oecd.orgfdataoecd/26/6{27767944.pdf

" Europe Economics Pricing Methodologies for Unbundled Access to the Local Loop Final Report
B9 http:fjwww.rtr.at/defkomp/FachpublikaticrenfUnbundlingLocaltoop.pdf

® Europe Economics Pricing Methodologies for Unbundled Access to the Local Loop Final Repart
™ http:ffwww.rtr.at/defkomp/FachpublikatiorenfUnbundiinglLocalloop.pdf

®2 Eyrope Economics Pricing Methodologies for Unbundled Access to the Local toop Final Report
3 hitp:/fwww.oecd.org/dataoecd/26/6/27767944.pdf

attp:fiwww. bundesnetzagentur.defenid/8bb4af2e6084a9c7900aa96d8c213750,0/Telecoms_Regulation/Analytical_Cost_Model
_17h.htmttlocal_ioop

5 http:ffwww.rtr.atfdefkomp/Fachpublikationen/Geographicatiylocall.oop. pdf

6 hitp:ffwww.comreg.tef_fileuploadfpublications/ComReqg0856.pdf

™ http:fjwww.oecd.orgfdataoecdf26/6{27767944.pdf

*® Europe Economics Pricing Methodologies for Unbundled Access to the Local Loop Final Report
3 http:ffwww.oecd.orgidateoecd/26/6/27767944. pdf

93
(PUBLIC VERSION]



context of special

access, the national regulatory authorities may intervene at any time on
their own initiative when this is justified to ensure effective competition
andfor the interoperability of services. These authorities may also take
measures at the reguest of either {contracting) party, in order te lay down
non-discriminatory conditions which are fuir and reasonable for both

- 250
parties and the most favourable for the users.

Norway

1. access of households and firms nationwide to basic telecommunications
services of high quality at a reasonable price and 2. optimal value-added
from and efficient utilisation of resources in the telecommunications
sector, by securing access to and efficient use of public
telecommunications networks and public telecommunications services

., 252
through effective competition.

NOZSS

Portugal

Regulator indicates that ULL charges should promote the development of
o sustainable and fair competition. The “info inclusao” is explicitly
mentioned as an objective to be achieved through ULL. Geographically
averaged charges {us opposed to charges by geo-type) are preferred. This
is because they would not only promote the “info-Inclusao®, but they
would also provide an incentive for operators to rofl out alternative
infrastructure in densely populated areas, ™

255
No

Spain

"The fostering of a sustainabie level of competition; The provisian of
incentives for building alternative infrastructure; The need te avoid
distortions of competition and, in particular, margin squeezes between
wholesale and retail charges."**

NOZSF

Sweden

To develop a reliable model, that is supported by the industry, to calculate
costs for access and interconnection according to the LRAIC method
recommended by the Commission; to create a regulatory tool for PTS to
be used to establish cost-oriented prices for access and interconnection; to
encoyrage the use of existing facilities of the SMP operator where this is
economically desirable, avoiding inefficient duplication of infrastructure
costs by new entrants (incentive to buy); to encourage investment in new
facilities where this is economically justified by new entrants investing in
competing infrastructure rather than the SMP operator upgrading and
expanding its networks (incentive to buiid); to increase the transparency
of the cost calculations underlying the access and interconnection
charges; and to increase predictability of access and interconnection
charges for both the SMP operator and other operators, **°

No

United
Kingdom

Permit recovery of an appropriate attribution of common costs; permit the
recovery of long run incremental costs reasonably and necessarily
incurred by BT in or as a result of the provision of these services; and
include a reasonable return on capital employed. **?

No

370. All stated regulatory objectives differ even though the European Union unbundling

regulation has been reported as adopted by the nation.

371. Only two of the nations in Table 16 applied geographically deaveraged ULL prices,
Austratia and the Netherlands, further highlighting that the countries in the sample

are not appropriate comparators,

Tariffs were set by costs and informed by a LRIC model

372. The comparator countries in the sample are not comparable to Australia purely
because tariffs were set by reference to costs and informed by a LRIC model. Table 17
outlines the differences in the cost base, cost standard and type of model used to
determine ULL prices in each country.

0 http:fjwww2.opta.nlfdownloadfcodo%2Epdf

=1 ntrpfpweww.rtr.atfdefkomp/FachpublikationenjUnbundlinglocalloop. pdf

%2 hitp:ffwww.npt.nofiKnowBase/Content{1381/1381-£9971259.pdf

** htpffwww.oecd.orgldatacecd(26/6{27767944.pdf

# Egrope Economics Pricing Methadologies for Unbundied Access to the Local Loop Final Report
5 http:fjwww.oecd.org/datacecd/26/6/27767944.pdf
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Europe Economics Pricing Methodolagies for Unbundled Access to the Locat Loop Finat Report

7 http:jwww.oecd.orgidatacecd26/6/27 767944 pdf

9 |bid.

* Europe Economics Pricing Methodelogies for Unbundled Access to the Locat Loop Final Report
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Table 17: Cost base, standard and model used to calculate ULL costs

Type of model
used to calculate
Cost standard used ULL costs
Australia™® TSLRIC+ Bottom-up
Austria®™ LRAIC Bottom-up
Belgium*®’ Retail minus Top-down
Denmark™ LRAIC Hybrid
Finland™® Varies by company | Varies by company
France’® LRAIC Hubrid
Germany®® LRAIC Bottom-up
Ireland™ FDC Bottom-up
Benchmarking based
Itaty™”® on HCA NJA
Netherlands®® EDC Bottom-up
Norway*" Not specified Not specified
Portugal®” FDC Top-down
Spain®’” LRAIC Top-down
Sweden®” FDC Hybrid
United LRAIC for BT and FDC
Kingdom™"™ for Kingston Top-down
HCA=Historic cost accounting, FDC = Fully distributed cost, LRAIC = {ong run average
incremental cost

373. Of the countries in the sample, there are several countries that use a fully distributed
cost standard for determining ULLS prices, which is likely to produce substantially
different outcomes to TSLRIC+ and LRAIC.

374. Additionally, even if the cost models were identical across countries, the inputs and
assumptions to the models in different countries would not be consistent with those
appropriate in Australia.

375. Therefore, the countries in the international benchmarking study are not appropriate
comparators to Australia based purely on the fact that tariffs were set by reference to
costs and informed by LRIC models. Further, numerous differences between cost

O ttn:[fwww.accc. gov.oufcontentfitem. phtmlzitemld=753844&nodel d=67d981616f9b33f50cb4 fa6 2d116638b&fn=Pricing%200f%
20unconditioned%20local%z0loap%20services%E2%50%94final%20report.pdf

| ocal Loop Unbundting in Austria Summary of the decisions Z 1200, Z 14{00, Z 15/00 of the Telekom-Control Commission {TKK)
of March 12, 2001,

2 Eyrope Economics Pricing Methodologies for Unbundled Access to the Local Loop Final Report, page 73

** Report On: Characteristics of the top-down and bottom-up cost analyses. Pg. 34

¥ Eyrope Economics Pricing Methodologies for Unbundled Access to the Local Loop Finel Report, page 77

%5 ART Decision no. 60011171 of the Autorité de Régulation des Télécommunications dated 31 October 2000 in application of
article D. 99024 of the Post and Telecommunications Code.

¢ wissenschaftliches fnstitut fir Kommunikationsdienste GmbH Anelytical Cost Model Local Loop Consultative Document 2.0.
B http:ffwww.comreg.ie/_fileuploadfpublications/ComReq0as6.pdf

** Europe Europe, Op. <it., pg. 88 and Cuiten Internationai Table é Pricing regulation and cost accounting system for fixed
whaolesale services as provided via private emait correspondence with AGCOM.

*? tyrope Economics Pricing Methodologies for Unbundled Access to the Local Loop Final Report, pg. 90

™ OECD Developments in Local Loop Unbundling. Pg.50

' Eyurope Economics Pricing Methodologies for Unbundled Access to the Lacal Loop Final Report, pg. 92

" Europe Econermics Pricing Methodologies for Unbundled Access to the Lacal Loop Final Report, pg.94

™ Hybrid Model Documentation{PTS Hybrid model v 2.1)

7 httpfjwww.ofcom.org.ukfconsulticondocsillujtlu. pdf
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bases, standards and types of models exist such that the countries in the sample are
not appropriate comparators to Australia.
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Attachment 2 Responses to Network Strategies’ reports

376. This Attachment responds to specific issues raised in the Network Strategies report:
Review of the Telstra TEA model version 1.1.

Network Strategies Section 2: Summary of cost structures and drivers

377. Network Strategies argues that there is an unusual difference in the total costs
between various exchanges in the model and that such differences would not be
anticipated for a model of band 2 exchanges because they have such similar
characteristics:

Wbut the range of variation of ling costs in this version of the TizA model is
surprising and not what would be expected from an efficient operalor.

378. As shown by Network Strategies”” approximately 90 percent of both the main and
distribution network costs are attributed directly to conduit and cable. The primary
drivers of these categories of costs are the length of the conduit required to provide
service and the number of customers in an exchange. The length of these facilities is
directly correlated to the customer density in the serving area. Customer density by
exchange ranges from less than 300 to more than 4000 customers per square
kilometre. Such large disparities between the customer densities in various exchanges
will lead to significant differences in the costs to serve the areas.

Network Strategies Section 2.1: Main network capital

379. In this section Network Strategies discussed the network components that comprise
the main network. In discussing these components, Network Strategies notes that
there are costs for fibre and multiplexing systems in the ULLS main network. As
discussed in the Telstra’s original response to the Access Seekers®", the average costs
for alt lines (including fibre fed lines) are included in the calculation of the ULLS and
basic service products to insure that the model accounts for any trench sharing that
occurs between the main fibre and copper cable facilities.

Network Strategies Section 2.1.1: Main network structure costs

380. In this section Network Strategies identifies what it perceives as two problems with
the model:

...the per metre trenching cosls are higher than we had @xpecfed? ,_f,fhe total
distance of main ducting is almost twice the length of main cable” '

381. First, the total distance for main conduit is not twice the length of main cable it is
roughly the same. The TEA model does place an additional conduit duct in the main
network for maintenance and repair purposes. This maintenance duct, however, has
no effect on the overall length of conduit. The reasons for placing an additionat
conduit are discussed in detail in the Statement ofifiled in this

% Network Strategies, Review of the Telstra TEA model version 1.1 pages 3 and 5 respectively

76 Telstra's Ordinary Access Undertaking for the Unconditioned Local Loop Service: Response to Access Seeker Submissions
{Telstra Response to Access Seekers Submissions), Public Version, 18 November 2008, Section F.1.1, P. 44

7 Network Strategies, Review of the Telstra TEA model version 1.1, puge 4
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Undertaking’™®. As explained in the statement, the additional conduit is often required

to avoid long service outages when replacing or repairing main cable runs.
Network Strategies Section 2.2.1: Distribution network structure costs

282. In this section, Network Strategies points out that the density zone characteristics
which are used to segregate DA’s into the five density groups appears reasonable:

We note that TEA density zones are similar to those used in other access
network models we have reviewed. (Page 7)

383. They also say that the line counts that define the density zones should not be user
adjustable inputs because:

Typically this would not be the case as the zones must he carefully aligned with
the assumplions used to differentiate costs in each zone. These assumplions are
separate inputs fo the TEA costing module. (Page 7)

384. Telstra agrees with Network Strategies that the density parameters and the inputs
that differentiate costs between the density areas are inextricably linked and changes
to one set must be accompanied by corresponding changes to the other set. Although
many models do not make the density parameters user adjustable inputs, Telstra
decided to maximise the users’ ability to make changes to the model.

Network Strategies Section 2.2.2: Distribution network cable and lead-in
costs

385, Network Strategies argues that the TEA model uses a standard average cost for lead-
ins:

All lead-ins are costed at an average price per lead-in. This is common in access
network models based on operater line databases as lead-in information may not
be available. {Page 11)

386. Network Strategies concludes:

Given that the figures are averages, Network Strategies is not fully able fo
determine whether the cosi figures are reasonable and sfficient. (Fage 11)

387, The cost for a two pair lead-in in the TEA model is not based on a calculation of an
average price as indicated by Network Strategies. As explained in the Confidentiat
Access Network Modelling Costing Information (the Costing Document)*”, the A & AS
Contracts have a standard negotiated price for all 2-pair lead-ins up to 20 metresin
length. As stated in this Document, the standard cost per lead-in includes:

7% statement of || | || Doted 3 March 2008, Para 196 to 199, Pgs. 72 thru 74
79 access Network Modelling Costing information (the Costing Document) Issue 1.1, attachment [l to the Statement of
dated 3 March 2008, . 36
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388. The costs include provision and placement of all the conduit, cable, terminating
equipment and wiring at the customer premise. All contract labour required placing
the facilities and jointing those facilities to the equipment at the customer premise are
also included in the standard price. The standard price is ||l per lead-in.
Additional costs are charged for lead-ins that travel farther than 20 metres between
the customer boundary and building entrance || N od for distances
ireater than 2 metres between the customer boundary and the serving pit

389. Telstra adopted the conservative (i.e. cost minimising} assumption that the standard
price would apply even when the length of the lead-in exceeded the maximum
allowable 20 metres.

Network Strategies Section 3.1: Model Transparency

390. Network strategies argues that in the TEA model there are a “number of areas
involving key inputs and model structure which are not as transparent as we would
normally expect in a model used for regulatory pricing purposes.” They then argue that
the derivation of the network structure costs illustrates this point.

391. Network Strategies argues that the trenching, duct placement and surface
breakagefreinstatement comprise a significant portion of the network investment.
They then identify the source of these modelinputs as being:

drawn directly from the average costs for the relevant ltems of supply and/or
installation contained in Telsira’s throe Access and Associaled Services ('A &
AS") contracts. [Page 14)

392. Network Strategies then list criteria that needs to be met to justify the prices
including they must apply to Band 2, they should be extracted from a large sample of
invoices, should not be skewed to a particular density zone and they should be prices

applicable to large projects*™.

393, The trenching prices were taken directly from the A & AS vendor contracts, The prices
can be traced directly to these contracts. There is no sampling or skewing of prices.
Tracing prices to contracts is as transparent as it can get in the world of costing.

Network Strategies Section 3.2.1: TEA Model Database

394. Network Strategies states:

Tedstra submits that the model optimises cables [sic] dimensioning between the
structure points, and that this is sulficient to meet the requirement that ihe mode/
implements an efficient network. (Page 78)

| big
% Network Strategies, Review of the Telstra TEA model version 1.1, September 2008, Section 2.2.2, pg. 11
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395. Telstra has never said that dimensioning cables between structure points is all that is
required to meet the requirements of TSLRIC+. In fact, the TEA model does not just
resize cables. As discussed extensively in the Telstra Response to Access Seeker
Submissions®®, the TEA model reconfigures the location of pits and manholes and
completely redesigns the cable network to more efficiently serve customers.

396. This fact that the TEA model optimises the number of pits and manholes in the model
was acknowledged by OVUM in their network review when they concluded:

Pits and manholes are placed according lo a very clean outside plant design and
at least one feature in the placement of manholes is not implemenied in the
modal. The overall effect is to underestimate the number of pits and manholes
needed for an actual network. (Section 2.6 Conclusion)

397. The model also eliminates unnecessary conduit and cable runs. Again, all of the
efficiencies built into the TEA model are discussed extensively in the statement of
Frank Hatzenbuehler.

398. Network Strategies points to the existence of ‘null’ structure point in the network
data as further evidence that the use of network data “anchors the design to a historic
design...””*’, tn discussing the “null” structure points, Network Strategies states:

Lnull structure points — struciure points that probably had some function in the
historic network but in this model they have no lead-ins or routo marges and
therefore serve no purpese apart fram defining a waypoint on the cable route.
{FPage 18)

399, A ‘null’ structure point in the network database is the point at the end of the
customer lead-ins at the customer's premise. These points are used for one purpose in
the model, to determine the average length of lead-ins. These structure points are
never used to identify:

. a location for the ptacement of a pit or manhole; or

. awaypoint along the modelled cable run.

400. Indeed, there are no assets in the TEA model associated with null structure points,
other than to signal where the end of a lead-in is.

Network Strategies Section 3.2.3: The efficiency of the scorched node models

401. In this section, Network Strategies argues that the TEA model does not reflect the
level of optimisation and efficiency that can be achieved using a scorched node
approach. As discussed extensively in the Telstra Response to Access Seeker
Submissions” the TEA model incorporates significant efficiencies into its network
design. Ovum finds that, with respect to the TEA model, the “overall effect is to
underestimate the number of pits and manholes needed for an actval network”™®.

**2 Telstra Response to Access Seekers Submissions, Public Version, 18 November 2008, Section F.2

2 Network Strategies, Review of the Telstra TEA model version 1.1, September 2008, Section 3.2.1, pg. 18

4 Telstra Respanse to Access Seekers Submissions, Public Version, 18 November 2008, Section F.2

¢ Oyumn Consulting, Review of the network design and engineering rules of the Telstra Efficient Access cast model, (Engineering
Review), Dated 6 August 2008, Section 2.6
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402. In a recent filing Ovum goes on to state:

Ovum agrees that the routes are now populated in the model database in the way
Telstra originally intended. That is, the cable paths represent the shortest paths
among the exisling paths present in Telstra’s cable plant records.*®

Network Strategies Section 3.3: Efficient Network design

403. Network Strategies argues that the use of best practice network design is not
appropriate when determining efficient forward looking costs:

In fact, “hest practice” may often contradict the requirements of efficiency
hecause it has different aims (such as fuiure-procfing or gold plating the network
infrastructure). (Page 22)

404. Telstra’s best practice engineering rules are adopted because they are the most
efficient practices for building and operating a network over the longrun. Best
practice procedures also comply with the legal and regulatory requirements in the
environment in which the company operates. These practices and the reason they
were adopted are Laid out in detail in the Access Network Dimensioning Rutes and
supporting Statement of I " Network Strategies has not provided any
information that illustrates that these rules are not in fact best practice and efficient.

Network Strategies Section 4.1: Network database

405. Network Strategies again argues that the TEA database “preserves much of Telecom
Australia’s historical network design phitosophy.” As discussed above, all major
components of the network (i.e. conduit and cable runs, pits and manholes, joints,
etc.) have been completely redesigned in the network. The only major cost driver
from the actual network that is retained by the TEA model is the location of the
existing rights of way.

Network Strategies Section 5.3.1: ‘Input cost and rules’ worksheet

406. Network Strategies makes the following observations regarding this worksheet:

-installed copper cable cosis appear to be significantly higher than we have seen
in other jurisdictions

-joint costs appaar Mgh
-the indirect overhead costs loading Factor’ is not clearly explained. (Page 41)

407. In regards to the capitalised indirect costs, Network Strategies goes on to say “it is
unclear whether all of the costs mentioned (such as network management) are required for
the provision of ULLS. It is also unclear whether there is any double counting with the
indirect factors also listed on this sheet.””*

¢ yum Consulting, Telstra Efficient Access cost model-engineering issises, An Advisory Note to the ACCC, Dated 2 February
2009, Sectien 3.2.1

a7 statement | I 0 oted 3 March 2008

8 Natwork Strategies, Review of the Telstra TEA model Version 1.1, Section 5.2.4, Page 42
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408. Subsequent to the Network Strategies submission in this undertaking, Telstra filed
the Statements of NN o NN - cse

statements the authors:

. Identify the functions of the various lines of business that
participate in capital related functions and have costs assigned
to capital projects;

° Explain the Telstra process for identifying and assigning the
capital related costs to the various capital projects; and

® Explain the derivation of the capital loading factor used in the
model.

409. The types of functions that have these costs assigned to the capital accounts include:
. Managing vendor contracts;

. Organizing and coordinating work with Telstra’s outside

contractors;
. Project management services for major initiatives;
° Planning network additions and establishing and managing

capital budgets for the projects; and

. Materials and resource management for capital projects.

410. Each of these functions is a critical component in building the Telstra network,
including the customer access network. All efficiently run construction projects
require network design and planning, materials management, vendor oversight and
project management. A detailed description of these functions and the organisations
that rerform them are incorporated into the Statements of || NN NN o< 8

Network Strategies Section 5.3.3: ‘Inputs capital costs’ worksheet

411. Network Strategies makes the following observation:

Sharing revenues: it is not normal to use revenus to take info account sharing
between operators. TSLRIC is supposed fo represent the cost to an efficient
forward-looking operator of providing a service, and unless the sharing revenue
exaclly offsets savings made by such an operator when sharing, then using
actual revenue figures cannct be correct. {page 43)

412. Network Strategies is correct when it states that TSLRIC s to represent the cost an
efficient provider would incur to provide a given service. If the efficient provider was
required by law to lease conduit to other providers at rates established by a
regulatory body, the cost savings the company would get for leasing these facilities is
the amount of the compensation paid by the party leasing the facilities. These
revenues are the only savings an efficient provider could achieve by leasing the
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facilities and are equivalent to the revenues that the TEA model deducts to account for
this sharing.

Network Strategies Section 5.3.11: ‘Investment Summary’ worksheet

413, In this section Network Strategies briefly describes the functions performed on this
worksheet concluding in part:

The TSLRIC+ methodology is implementad correctly by using the following steps!
{Fage 48)

414, The submittal then explains how the TSLRIC+ method was implemented.

415. Network Strategies identifies what they believe are two errors in the calculations on
this sheet.

Distribution Network: The model allocales the total cost of the network o the
ULLS sarvice. .

Main Network: The model allocates the entire cost of the main network (o all lines.
This means that the main network cost is essentially a weighted average between
the ULLS service and basic service. {page 57)

416, The TEA model does not allocate the total cost of the distribution network over
copper fed (ULLS) distribution lines. The TEA model only calculates costs for
distribution areas served by copper main cables when determining the cost of ULLS.
The total cost for all copper fed distribution areas (i.e. areas that are capable of
providing ULLS) is spread over the total number of lines in copper fed distribution
areas. Distribution costs for all exchanges are only used in the calculation of the
wholesale basic service.

417. In the TEA model the average main network cost for all lines is used in calculating the
cost of both the wholesale basic service and ULLS. This approach insures that the
ULLS cost incorporates any savings from main network trench sharing between fibre
fed and copper fed exchanges.

Network Strategies Section 5.4: 0&M and indirect costs

418. Network Strategies points out that in Version 1.1 of the TEA model the copper cable
and ducts and pipes O&M factors were derived by dividing book cost by the forward
looking investment from the TEA model. They go on to conclude:

This adjustment Is highty unusual. In effect, it insures that these Q&M cosls are
not in fact a proporiion of the investment costs bul are the original O&M expenses
taken from the RAF ... (Page 54)

419. Network Strategies goes on to say that in making the forward looking adjustment the
factor calculation uses the copper cable and ducts and pipes costs for the Blackburn
exchange as opposed to all of band 2. Network Strategies goes on to point out several
problems with this approach.

420. The TEA model factors were updatied in version 1.3 of the TEA model. The updated
factors were based on June 2007 operating results. In this updated filing, the copper
cable factor is no longer derived using forward looking investment as the denominator
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in the equation. In addition, where forward looking investment was used in the
denominator of the factor calculation (i.e. ducts and pipes) total Band 2 as opposed 10
Blackburn forward looking investment was used to derive the factor. These updates
address all the concerns raised by Network Strategies with the exception of the use of
forward looking investment in developing the denominator for the ducts and pipes
factor.

421, Forward looking investment was used in the denominator of the ducts and pipes
factor because it is a conservative (i.e. cost minimising} assumption.

422. Network Strategies also discusses the fact that the O&M factors are applied to
investments in the TEA model that include capitalised planning costs. They go onto
say:

if the RAF invastment costs do not include such planning cosis then the factor is
a pre-planning cost factor, and should be applied to the model pre-planning
investment cosis, fo ensure that the planning costs do not have O&M expenises
added to them. (Page 55)

423. The RAF investment costs do include capitalised indirect overhead costs (planning
costs), so the development and application of the factors are consistent.

Network Strategies Section 5.4.2: Indirect Expenses

424. Network Strategies concern with the indirect expense factors used in the TEA model is
that they include costs that are not incurred by the provision of the service being
costed. Network Strategies goes on to identify two indirect categories of costs in the
TEA model that they believe are not incurred in the provision of ULLS:

wetall costs: markeling, sales, billing, bad debt, inferconnection,
international settlement costs

~network support costs: power systems, nelwork management systems.
(Page 56)

425. The retail costs included in the TEA model factors are only those product and
customer costs that are assigned to the internal and external wholesale operations in
the RAF reports. Network Strategies acknowledges, at footnote 38, that there are
legitimate wholesale billing costs. As with billing, there are other product related
costs that must are incurred solely for the benefit of wholesale providers such as order
processing, dispute resolution etc. No company can run a wholesale operation
without some customer contact organisation.

426. Similarly, network management systems are required to build, maintain and operate
the access network. Telstra could not operate its network without these systems.
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