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Executive Summary

In this submission, Comindico contends that there are a number of conditions that must underpin any analysis of the state of the broadband market in Australia:

· Telecommunications is an enabling technology that has a direct input into the competitiveness of the general economy, and continuous investment to keep the national network infrastructure updated and internationally competitive is therefore crucial.

· Competition is widely and firmly accepted as the primary and most effective means of encouraging investment in new telecommunications services and technologies.

· The ACCC has recently stated that the level of competition in telecommunications markets in Australia is not effective. 

· Existing regulatory mechanisms to manage anti-competitive behaviour in telecommunications markets are not, in the view of the ACCC, able to address the primary incentive for this behaviour and are unlikely to ever be successful.

· The result of this situation is Australia’s poor performance in terms of the deployment and uptake of higher bandwidth services in Australia compared to other OECD economies.

· Structural issues, in particular the internationally unparalleled vertical and horizontal integration of Telstra, is at the root of the problem of inadequate competition.

· New remedies aimed at combating the structurally anti-competitive integration of Telstra must be implemented.

· An alternative to structural separation of Telstra would be to provide the ACCC with a power to seek an order for the compulsory divestiture by Telstra of assets or businesses, coupled with a reversal of the onus of proof in relation to the marketing of bundles of products. 

The unhealthy state we observe of broadband on the ground in Australia today can be understood as symptomatic of these conditions.

It is regrettable that, in Australia, Telstra has successfully equated the term broadband with DSL. The reality is that DSL is at best a partial and limited interim solution to the future needs for bandwidth.  

In addition, because of Telstra’s inherent control over a DSL broadband environment, the equation of broadband with DSL is exacerbating the fundamental structural problems described above in three ways: 

· compounding the anti-competitive effects through Telstra’s ability to bundle DSL,

· allow Telstra to indulge in price manipulation to deter competitive entry, and

· enable Telstra to use its local loop control to make competitive access difficult.

There has been a regulatory failure to deal with these short-term symptoms, and a regulatory acknowledgement of the failure to be able to control these anti-competitive effects that reflects the more deep seated structural problems. These failures can only become of greater significance as we move into the truly broadband future.

This is because the combination of imbedded structural problems and their near term anti-competitive effects has the fundamental impact of deterring investment in new infrastructure investment, while creating no imperative or incentive for Telstra to reinvest in the network. The longer-term implication is that Australia will end up being a DSL island in a truly broadband world.

Comindico contends that the need to revisit and strengthen the basic tenets of competition regulation in telecommunications markets in Australia is urgent if Australia is to avoid finding at some point in the not distant future that it has an inadequate communications infrastructure.

Introduction
Comindico welcomes the opportunity to submit to this inquiry its views on issues surrounding competition for the delivery of broadband services and related issues. Comindico would be pleased to offer the committee any further information or assistance that the committee might require.

Comindico is a privately-owned company, formed in 2000. It has invested approximately $350 million building and deploying a national, convergent communications network, using Internet Protocol as the core technology, to deliver a range of data and voice services. Comindico believes it is now one of the top four providers of Internet service in Australia, by the measures of wholesale customers, end users, and data volumes. The Comindico network includes fully interconnected data centres in all 66 Call Collection Areas in Australia, giving it the ability to deliver terrestrial services to 98 percent of Australians. 

The Comindico network presently provides wholesale Internet services to approximately 250 Internet Service Providers throughout Australia, and has a rapidly growing business supplying data services directly to corporate customers. Comindico is presently in the final stages of “stress-testing” and proving its voice over IP technology with external partners, and expects to launch its first commercial voice products in 2003.

Comindico is firmly committed to providing a competitive choice for telecommunications services to as many Australians as possible. Comindico welcomes initiatives to extend competition. It has invested substantial resources in the belief that policies relating to the Australian telecommunications environment will continue to be developed to give effect to the Government’s stated commitment to achieving fully competitive telecommunications markets.

Why Competition?

Competition Benefits Consumers and the Economy

Creating competition for the supply of telecommunications services has been the cornerstone of telecommunications policy in Australia since the early 1990s. This has not been simply in order to drive down prices. It is also to ensure improvements in services and in the number of people who can receive those services.

The primary role of competition in delivering both broadband access and services generally, and new and improved telecommunications services to regional and rural Australia particularly, has been reaffirmed by both the Broadband Advisory Group and the Estens Regional Telecommunications Inquiry reports to the Government in the past year.

It has been estimated by the Australian Communications Authority in its Telecommunications Performance Report 2001-2002 that the Federal Government’s 1997 reforms to encourage new entrants and greater competition have resulted in an additional $10 billion in GDP.

This growth reflects the special role of telecommunications in the economy. It has been recognized by policy-makers around the world that communications technologies have a unique and increasingly important place in the knowledge economy. They are enabling technologies that support the new modes of business and social organization and trade, both domestic and international. 

In an industry that is undergoing a generational change in technology with the advent of new broadband services and the commercialization of new convergent technologies such as Voice over IP, it is new entrants that have driven and will continue to drive the upgrading of the national communications infrastructure. In the US, it has been estimated that competitive local exchange carriers contributed more than a third of new investment 1996-2000, despite having a combined turnover only a fifteenth the size of the incumbent carriers. At the peak of the investment boom, in 2000, investment was almost equal -- $US25 billion by new entrants compared to $US27 by incumbents.

Investment by new entrants has significance beyond the quantum of money invested. Incumbents are driven to respond to the competitive threat of new entrants deploying new technologies that threaten established revenue streams. Without such a threat, incumbents tend to delay deploying new technologies for as long as possible to extract the maximum rents from their sunk investments. Comindico contends that the slow take-up of broadband in Australia relative to the rest of the world -- as evidenced by the fall Australia has experienced on the OECD broadband ranking tables for example – demonstrates that exactly this phenomenon has been occurring in Australia.

The argument is compelling (and internationally accepted) for strong and decisive policy action to encourage investment in the new technologies and services so that these are made available to the widest possible proportion of the community. Comindico strongly agrees with present Government policy in Australia that holds that the primary mechanism for this should be competition. 

In those situations where it can be clearly seen that competition will not provide for deployment of new technologies and services, such as in some more remote parts of Australia, there is a case for direct public subsidy. 

However, telecommunications is a field in which technologies are changing and advancing constantly, and the boundaries of commercial viability are therefore likely to change over time. Subsidies must be fashioned such that they encourage, rather than lock out, deployment of new technologies. Further, these subsidies must not entrench incumbency.

Competition Encourages Investment

After a boom in investment in the late 1990s, investor sentiment turned decisively against new investment in telecommunications in 2001 and shows little sign of recovering. This is the most powerful argument in favor of positive action to strengthen competition, because there is solid empirical evidence that suggests competition promotes investment. For example, in the US gross telecom investment was static at $US17-18 billion a year through the early 1990s. But there was a rapid rise once the regulated monopoly access of the Incumbent Local Exchange Carriers was removed, to a peak of over $US40 billion in 2001. Even in 2002, the beginning of the investment slump, investment was over $US34 billion, almost double the pre-competition levels.

This investment drive is crucial because recent history suggests the investment record of former public monopoly utilities left to their own devices is inadequate to replace obsolete infrastructure where there are monopoly network elements.

Inadequate Competition = Investment Crisis

The most recent examples of the impact of an investment crisis in a market where deregulation did not lead to adequate competition, and therefore deployment of new capacity, can be seen in the widespread power blackouts in Europe and the US over the northern summer. Behind these phenomena there are important points of commonality with recent trends in communications. 

Demand for power has risen dramatically as more people have adopted power-using technologies, such as air conditioning, over the past decade. This has also caused changes in the patterns of demand for power, with peaks in demand in the warmer summer months growing rapidly when once winter demand was significantly higher.

This demand has not been matched by an increase in supply capacity, as power companies that have been transformed from public utilities to heavily regulated private companies have focused on maintaining and improving margins ahead of planning for future demand needs. Indeed, it has be de rigueur to shut down what is seen as excess capacity resulting from the more conservative network planning models of previous, publicly owned utilities.
 Similar patterns of behaviour have been observed in the power industry in Australia, although we have yet to see the dramatic blackouts experienced overseas this year.

The similarities with Australian telecommunications are clear: rapidly rising consumer demand exceeding capacity (in telecommunications, this bottleneck is concentrated at the monopoly access network as consumer demand more bandwidth); a corporatised and then privatized incumbent network owner that has focused strongly on slashing capital expenditure, and; calls from stronger regulation to protect consumers from the results of these failures of the competitive market to meet the expectations that were held when reforms were first implemented.

As will be discussed later in this paper, the area of capital disinvestment in the Australian telecommunications infrastructure that has been most dramatic and has the most profound implications for the future is in the access network. It is no coincidence that this disinvestment is most apparent in the area where competition is weakest, the customer access network. 

This is a most profound issue because this is the part of the network most in need of upgrade in order to support future services, but instead is where there is most deterioration. As will be discussed later, it is not unreasonable to suggest that an investment crisis is looming in this part of the network. Talk of crises in relation to energy markets was dismissed as alarmist a decade ago. It should be a primary concern of policy makers today to ensure history is not repeated in communications infrastructure.

Competition Regulation is Inadequate

Comindico and other non-incumbent telecommunications carriers have consistently argued that competition in the Australian telecommunications markets is patchy and, overall, inadequate.

Evidence of the failure of competition has been offered from many market participants in various fora in recent years. However, the most persuasive evidence of the failure of competition comes from the body charged with regulating the telecommunications markets, the Australian Competition and Consumer Commission. Comindico submits that the ACCC’s independence from commercial interests and its intimate view on behaviour across a range of telecommunications markets places its credibility above question. 

The ACCC has this year publicly stated that the regulatory regime has failed to deliver the level of competition envisaged when it was introduced. As a result, the need for regulation has increased rather than diminished, as was expected when the legislation to encourage fully competitive market structures was passed in 1997. (See Report to the Minister on Emerging Market Structures in the Communications Sectors, and ACCC Telecommunications Reports 2001-02) 

In the assessment of the ACCC, “progress is slowing in achieving effectively competitive telecommunications markets”. (Telecommunications Reports 2001-02) The ACCC observed that competition was strongest where alternative and independently owned infrastructure existed. 

Comindico notes that this infrastructure was largely funded during the bull market for such investment, which ended in 2001. It is highly unlikely that such an enthusiasm for investing in new infrastructure by new entrants will be seen on such a scale again in the foreseeable future. Evidence of slowing competitive pressure cited by the ACCC corresponds with the timing of this change in the investment environment.

Comindico submits that the timing of the loss of momentum in the investment market and evidence that competition is inadequate is not a coincidence. On one hand, as investment has fallen, new competitive pressures have eased. On the other hand, confidence and certainty in the competitive environment is a pre-requisite for investment.

Any investment requires a level of certainty. This is particularly true of investments in competitive, new infrastructure that carry a higher level of risk. Prospective investors in such projects need to be assured that the new facilities or businesses they are being asked to back will operate on a level playing field. That is, investors need to have a level of certainty that the regulatory environment will encourage competition by, for example, giving them the ability to gain access to customers on the same price, terms and conditions as incumbent participants in the market.
Investments in disruptive technologies typically carry both a higher level of business risk, because they are not proven to work in all circumstances, and a higher level of potential return, because they carry the promise of a much lower cost of sales and/or much higher quality of services delivery. These are the technologies that, if successful, can have huge multiplier effects across an economy in the form of productivity gains. They are also technologies that can be expected to attract the most aggressive competitive response from market incumbents because they are most threatening to established revenue streams.

Investors in the present market circumstances are particularly “shy” of investing in the disruptive, higher risk end of the technology spectrum. An important reason for this is that they lack confidence in the competitive environment. The evidence of Telstra’s ability to use its size and market power to curtail the entry of new technologies is powerful. The view that a new entrant will not get a “fair go” at leveraging its investment in new technologies is widespread, and supported by the ACCC’s own analysis.

The area in which this lack of investment drive is most evident today and into the foreseeable future is the customer access network. Telstra has most effectively leveraged its incumbency and market power to deter investments in alternatives to the existing copper access network. Telstra’s success in equating DSL with broadband is important in that it delays the emergence of market demand and investor support for alternative access technologies that are truly future-proof. 

It is clear both anecdotally and from the more detailed assessments of the ACCC that competition is failing in those areas where facilities or infrastructure-based competition is weakest. For example, the ACCC described local telecommunications services (including local calls and basic access lines) and fixed-to-mobile services as being “a long way” from effectively competitive. In national long distance and international calls, the ACCC saw competition developing well but noted that Telstra’s network ownership “provides it with a seemingly impassable advantage over competitors” and appeared to be inflating prices to consumers.

It is also clear from the ACCC assessments that the cost of this competitive weakness is being borne ultimately by consumers, both in the form of higher prices and less choice. For other participants in the telecommunications markets, the failure of competition is felt in the form of higher input costs, lower margins and less ability to raise funds for investment in deploying new technologies.

Regulation to promote telecommunications competition in Australia has, broadly, relied on the three elements:

· Rules against anti-competitive conduct

· Regulating access to monopoly or bottleneck facilities and; 

· Regulation and monitoring of prices and services levels for basic services.

The reasons for the failure of access regulation to deal effectively with Telstra’s market power, as described by the ACCC, are discussed elsewhere in this document. The inadequacy of the price control and performance monitoring regimes overseen by the ACCC and the ACA must also be considered, however.

Again, Comindico points to recent comments by the regulator itself as evidence of the problems of relying on these mechanisms. It its most recent Telecommunications Reports, the ACCC includes a discussion on its concerns about the methodology Telstra has employed to report on its performance in meeting its obligations under the price cap arrangements. These price caps are crucial elements in the regulatory regime because they provide the first line safety net for consumers in the deregulated telecommunications markets.

Briefly, the ACCC offered the opinion in its 2001-02 Reports that Telstra had breached its price control obligations by choosing a methodology that the ACCC did not believe provided an accurate measure of price movements. Using its preferred methodology, Telstra reported a lower price increase for line rentals than the methodology that the ACCC employed to measure price movements for the same service.

Putting aside the particulars of this dispute, it demonstrates the difficulties that regulators have in assessing the behaviour of Telstra, let along controlling it. The requirements on Telstra to meet its price cap obligations are among the highest that it faces, as compliance with these provisions are a condition of its carrier licence. That it is willing to let a dispute with the regulator on an issue of such importance reach such a point of confrontation indicates the difficulties of regulating its behaviour in the present regime.

Further, the continuing need for new, enhanced or extended regulation that policy-makers must rely upon in the absence of effective competition to protect consumers and encourage new services is itself harmful to competition. High levels of regulation compliance costs present a barrier to entry for new entrants, and an advantage to a large, established, integrated operator such as Telstra. Telstra is further able to leverage this advantage by participating in all of the fora in which regulation and legislation is developed, giving it both influence over the shape of the rules-based environment and an insight into the increasingly complex web of rules that few others in the industry can match.

Telstra’s Continuing Market Dominance

As alluded to above, the structural integration of Telstra is the chief point of failure of telecommunications competition. Telstra presently is in a position to control and determine sectoral outcomes and overall industry structure to a greater degree than in most advanced economies.  This leads to systemic market distortions in the Australian telecommunications sector.  

Telstra is the owner of bottleneck infrastructure and acts both a supplier of retail and wholesale services utilising this infrastructure. Regulation seeks to employ purely behavioural remedies to force Telstra not to use this power to its advantage against direct competitors. Put simply, regulatory mechanisms to create competition rely almost exclusively on creating an obligation for one company (Telstra) to sell services it does not wish to sell.

The ACCC has clearly identified this as the root cause of the problems it has identified in the competitive environment.

The ACCC said (in the Emerging Markets report) of the present regime of encouraging competition by regulating access to bottleneck infrastructure that:

· It did not allow it (the ACCC) to address the incentive for Telstra as an integrated infrastructure owner to discriminate against access seekers in favor of its own downstream operations, or often to prevent that discrimination;

· It had a high regulatory cost element, which created a high level on dependence on on-going regulatory intervention, which advantages Telstra, and;

· It discouraged investment because of the costly and time-consuming disputes over price terms and conditions associated with gaining access even to those network elements where access seekers have regulated rights of access.

The scope and scale of Telstra's business operations create a degree of vertical integration and industry dominance that is close to being unparalleled within OECD member countries.  The effect is to undermine competition policy and the decade old measures to promote market liberalisation. 

Telstra's market dominance is a function of three factors:

(i) Telstra is the largest service providers in each of the markets of fixed voice services, mobile communications, data services, the Internet, directories, and pay television and is the de facto monopoly supplier in most regional markets.

(ii) Telstra controls the basic network infrastructure on which other service providers rely.

(iii) Telstra's vertical integration as a "full services" operator that enables it to bundle service offerings and to leverage market strengths from one product market to another. 

The following exhibit graphically highlights the extent to which Telstra dominates the Australian market. 


   Australasian telecommunications revenues, 2001
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It is estimated that Telstra captures 95% of sector profits (or more, if the full impact of new entrant losses is taken into account
).

It is important that this is kept in mind when assessing, for example, discussions regarding the merits of structural separation emanating from other OECD countries.

It should also be kept in mind that the industry structure in Australia did not arise by accident.  Political and policy decisions made in 1991 deliberately created Telstra as a "national flagship" able to stand its ground in global markets.  There is much talk of natural monopolies in relation to various elements of telecommunications, but it must be remembered in the context of such discussions that there is nothing “natural” about the manner in which Telstra’s monopolistic power developed.
It is submitted that the scope and scale of Telstra's operations causes problems for industry structure and competitiveness, with adverse economic and social consequences, because:

· Corporate growth imperatives have made it difficult to deduce Telstra's definition of its core business as characterised by its constituent product, market and geographical segment activities.  In defining itself as a "full services" carrier, the scope of Telstra's business has kept expanding, including by acquisition. 

· Australia's underlying market characteristics embed Telstra as a de facto monopoly provider in regional Australia, limit competitive investment in new infrastructure, and restrict the scope for robust competition.  These characteristics include:

- the skewed population distribution across a large continent;

- the relatively small population, with low growth;

- Australia's distance from global capital and industry markets. 

      For Australia, the tyranny of distance and density lives on.  

· The history of industry evolution in Australia and the legacy of past sector regulatory policies have entrenched, not diminished, Telstra's strong market position.  These include:

-
the political decision to create a national flagship "megacom" through the merging of Telecom Australia and OTC despite strong argument for the structural separation of public assets to ensure stronger competition;

- 
mandating Telstra as national the "carrier of last resort" as the nominated Universal Service Provider, entrenching a regime of intra-sectoral cross subsidies;

-
Telstra's ability, by default, to capture the bulk of special sector funding programmes, including the Networking the Nation funding.  

· Regulatory mechanisms deployed in other reference markets, notably the UK and US, have not been similarly deployed within the Australian market at the level of industry structure.  In particular:

-
anti-trust powers in the US have played a significant role in shaping industry structure, and specifically the break up of AT&T in 1984 as the platform for competition policy;

-
cross-media regulation in the UK has played a significant role in shaping competitive access markets.  British Telecom was specifically excluded from local Pay TV franchises, which resulted in the creation of local access competition. 

What is the price of inadequate competition?

As described above, the benefits to the national economy from the reforms of 1997 have been estimated at $10 billion in additional economic activity.

What is inestimable is the economic growth foregone by virtue of the failure of the reforms to deliver competition as effectively as anticipated. However, examples can be pointed to where such costs can arise because of activities in various markets that do not reflect what would be expected in a fully competitive market.

At a prosaic level, Comindico can point to examples of situations where there appears to be systemic anti-competitive activity that clearly results from the integrated structure of Telstra. Whether these are motivated by deliberate attempts to stifle competition or not is a moot point in the context of the impact of these activities on the competitive environment. One example related to residential ADSL service connection is discussed below.

Other examples of the impact of vertical integration arise from the ownership of content, a large inherited retail customer base, and network infrastructure. This allows Telstra to implement pricing strategies that are unavailable to other market participants and which are out of step with international practice. An example of this is the “walled garden” model of the Internet that Telstra has publicly described as its business model for ADSL deployment.
 Another is the more general strategy of “bundling” different services into a single offering.

Another outcome of inadequate competition is the skewing of investment in new infrastructure away from areas where there is inadequate competitive pressure. Comindico contends that the customer access network is both the key competitive bottleneck and the most under-invested element of the network. This will have serious consequences in the near future, and is also discussed below.

ADSL Service Qualification

The qualification of residences for ADSL connection is an example of an uneven competitive playing field that has been cited by numerous competitors to Telstra that has received considerable attention in the media in the past year.

ADSL is the dominant vehicle for residential higher bandwidth services in the Australian market today. Most alternative providers of this technology are reliant to a greater or lesser extent on Telstra to provide customer access. Comindico offers a wholesale residential ADSL service to its downstream ISP customers, who in turn offer it on to retail consumers. Comindico acquires wholesale ADSL customer connections from Telstra, which are then aggregated in each state and connected into the Comindico network.

There have been many cases reported by wholesale acquirers of Telstra ADSL connection services where the application by a customer for a non-Telstra retail service has been refused on the grounds that Telstra wholesale cannot provide the service over the copper line available to that particular residence, only for that same customer offered an ADSL service by Telstra’s BigPond retail arm.

The process of seeking to connect a customer to an ADSL service starts with a request to Telstra to test the copper line into the individual premises to see if it is able to carry the service. The service can be rejected for many reasons, ranging from the quality of the copper itself to the lack of access to a DSL enabled exchange. However, it is clear that in many cases the initial assessment does not examine in adequate detail the particular infrastructure connected to the household. It would appear that in some cases, if a line is identified as one on which a fax service has been connected, this can lead Telstra’s initial qualification of a line to result in a rejection, even though the line might be perfectly suitable for carrying ADSL.

The process of initial qualification of a line for ADSL is automated, but requests for a further examination must be made on a case-by-case basis. It is of great concern to Comindico, as it is to other carriers, that there are cases where customers report that subsequent to having had rejected an application for a service from an non-Telstra provider on the basis of a unsuitable line, they have applied for an ADSL service from Telstra/BigPond and had their applications accepted.

There is clearly information asymmetry between Telstra and its wholesale customers. Whether this asymmetry is being deliberately or incidentally exploited, it is placing at a palpable disadvantage alternative suppliers. 

There is evidence that the price for the lack of a fully competitive ADSL market is being paid literally by consumers, with recent international research suggesting Australian broadband prices are among the highest in the world.
 This clearly has implications for the rate of take-up of broadband, and suggests that the existing infrastructure is not being utilized to the extent that it could and should be.

Content Control, the “Walled Garden” and Bundling

Telstra’s strategy for leveraging its incumbency as the access network infrastructure owner into the broadband market has been to attempt to create what has been described as a “walled garden” or less charitably, a castle where users, once inside, find the drawbridge raised.

It seeks to implement this strategy by use of a pricing regime that appears almost unknown outside Australia, in which end users are charged for every bit of data they download above a monthly minimum. However, Telstra has also used its telecommunications network balance sheet to establish itself as a content aggregator, and Telstra retail broadband customers accessing data from a Telstra website receive an exemption from their download limit for that data. As soon as they stray to another part of the Internet – that is, part of the Internet Telstra does not control – they are again charged. 

Describing the strategy last year, The Australian said it “involves Telstra’s power as the owner of the bulk of Australia’s telecommunications infrastructure and its ability to charge you more if you shop and surf anywhere else on the Internet other than a site of Telstra’s choosing”. 

“Simply, Telstra is trying to herd the customer into its cyber castle … Telstra will lure them then slam the drawbridge shut. If they travel outside the castle a heavy toll will be exacted as download charges zoom.”

This arrangement also can be assumed to have an impact on user behaviour, both discouraging users from downloading large volumes of data and discouraging them from choosing higher bandwidth ADSL options for fear that they are more likely to inadvertently breach download limits. Comindico’s experience since launching a no-download-limit wholesale residential DSL product in March 2003 seems to confirm this. The uptake of 512 kbps speed services compared to 256 kbps services has been significantly higher than the reported industry averages, suggesting users were willing to pay more for faster services once their concerns about uncapped data volume penalty charges were assuaged.

There is clearly a similar upstream impact to such a strategy facing investors or creators of content. If their content is not hosted by Telstra, these content creators or owners face a situation where end-user customers can be financially penalized for choosing to do business with them. The ultimate aim of such a strategy can only be to disadvantage other network infrastructure owners or potential investors by denying them access to customers and content.

Bundling generally – the offering of discounts to buyers who acquire numerous services from Telstra – is an issue that causes aggravation to most competitors to Telstra. Simply put, Telstra has been gifted such a range of businesses and services that no one competitor is in a position to package together a matching bundle from their own resources.

The argument in favor of allowing bundling is that there is a consumer benefit in the form of price discounts. However, there are situations that appear unjustifiable, such as where elements of bundles are offered to retail customers at prices lower than the wholesale price for which competitors can acquire the same services from Telstra. Comindico understands anecdotally that there are corporate customers who pay less for fixed to mobile calls than the wholesale price other fixed networks pay Telstra to terminate a call from their network to a Telstra mobile phone user.

Another practice of serious concern that Comindico has encountered in the market is where a customer wishing to transfer a data service from Telstra to Comindico is informed that this would result in an increase in the price of other services. This has occurred in situations where the customer did not believe they had acquired a service bundle. If bundling is to be allowed because it allows consumers to avail themselves of lower prices, surely it must not be allowed to operate in reverse or in retrospect, where consumers suffer a price penalty when they seek to exercise their right to acquire one service from a different provider.

As discussed elsewhere in this document, the vertical and horizontal integration of Telstra’s businesses that allows these strategies to be employed is a direct result of historical political decisions, not a consequence of natural market evolution. To the extent that it is suffocating to competition, innovation and further investment, and hence retarding the market, it should attract the most rigorous regulatory and legislative response.

Access Network Investment

Telstra's core business strength is its control of the fixed line access network.  New infrastructure investment by alternative operators has been primarily in long distance links, wireless facilities and spectrum, and network operating systems. 

The increasing bias in Telstra’s spending away from capital investment generally has seen capital expenditure fall from over 40 percent of turnover 20 years ago to well below 20 percent. Of that, only about four percent of turnover is spent on capital spending on the access network.

Telstra's installed local access network infrastructure is a sunk investment, fully depreciated and obsolescent.  It will not support next generation broadband network functionality (beyond the limits of DSL, which is an interim solution for network upgrades with a finite half-life).  The critical issue is who will control the investment in next generation network infrastructure, and whether industry ownership and structure will influence the likely patterns of new infrastructure investment. 

In considering this issue relevant considerations include:

· the investment bias towards high density markets (and segmentation of markets by investment prospects).  As argued below, a commercially oriented Telstra would not invest in low-density regional Australia as a priority. 

· timing of infrastructure investment (control of timing of investment decisions).  Dominant incumbents have both the power and the incentive to dictate and determine the timeframe of investment in innovation, and independent of any national interest.  

· greenfields infrastructure rollout scenarios versus legacy distortions.  

· infrastructure business models

- different models in related markets - eg shared use in mobiles/wireless; international cables, satellites, and broadcast transmission networks. 

· cross subsidisation versus direct segment incentives (as in the US and Europe).

What should be done?

It is clear that the vertical and horizontal integration of Telstra is the issue that can no longer be ignored if effective competition is to be achieved. It is also clear that unequal access to network infrastructure is at least partly responsible for:

· Prices that are inflated by international standards

· Consumer take-up of new technologies offering higher bandwidth and “always on” functionality that is slow by international standards

· Investment in new infrastructure that has largely bypassed rural and regional Australia, where the advantages of incumbency remain strongest.

The ACCC said the issue of structural integration that underpinned most of areas of systemic competitive failure had “not been subject to comprehensive consideration” with a view to developing a remedy to this issue. This accords with the submission from the National Competition Council to the aborted House of Representatives inquiry into the structural separation of Telstra.

On the one occasion that the ACCC has been allowed to examine structural issues (the Emerging Markets Report) the ACCC explicitly recommended structural remedies to create a more competitive environment to drive the uptake of broadband in Australia. 

Specifically, it said that the problems of managing competition in the broadband services market should be addressed through requiring Telstra to divest itself of its shareholding in Foxtel and its ownership of the HFC cable used to deliver Foxtel services. 

The ACCC said in the same report that it had “grave reservations that access arrangements and enhanced accounting separation and related provisions are sufficient of themselves to address on-going competition concerns in the Australian telecommunications market”. It said; “as accounting separation does not change a carrier’s underlying incentives or conduct, it will not necessarily address the limitations created by the current industry structure”.

Legislative Options 

Fully effective competition in the Australian telecommunications markets can be achieved in one way only – a reversal of the primary incentives on Telstra.

Presently, the regulatory environment seeks to require Telstra to sell bottleneck infrastructure services to companies that are its direct competitors in downstream markets. The incentive of market forces on Telstra, as owner of the natural monopoly infrastructure, must be reversed such that it seeks to sell to as many as possible, on as transparent and competitive basis as possible, access to this infrastructure.

Structural Separation

Most discussion about remedying the anti-competitive structure of the Australia telecommunications markets has focused on structurally separating Telstra. There is no doubt this would be the most obvious and effective mechanism to address the anti-competition incentives inherent in Telstra’s structure. It has been suggested, for example, that Telstra should be separated into such that there is a wholesale network owner and a separate retail business. These discussions have met with various counter arguments, including that this would be technically difficult, that there would be an adverse impact on Telstra shareholders, and even that it might not be legally possible.

Comindico is not persuaded by any of these arguments opposing structural separation. There are international examples of the successful compulsory structural separation of telecommunications companies and other utilities, most notably the separation of AT&T after actions initiated by the US competition regulator. Further, in the very recent past, BT in the UK voluntarily divested itself of its mobiles business and publicly proposed separating into network and retail businesses. Although the latter did not eventuate, it is persuasive evidence that there is no technical barrier to such action.

Further, it should not be assumed that the impact of structural separation on Telstra’s share value would necessarily be negative. 

Comindico contends that the prospect of a further privatization, and in particular the enthusiasm for it among the Australian investment banking community, has influenced the recent upgrades in local analysts outlooks for Telstra shares. However, it is instructional to examine the analysis released in July from Morgan Stanley in the US, which is disinterested in any potential Telstra sale.

Morgan Stanley downgraded Telstra on the basis of numerous factors including;

· Its assessment that Telstra was overvalued relative to international peers

· Its assessment that Telstra was overvalued relative to the Australian industrials sector

· Its belief that Telstra was facing greater margin pressure than was being reflected in its share price

· Telstra’s recent share price rally had been driven by improvements in non-operating activities, and;

· That the operating environment was challenging, particularly in markets where there were new infrastructure competitors, such as mobiles where Hutchison had launched the first 3G network in Australia.

Underpinning Morgan Stanley’s assessment of Telstra is the assumption that Telstra will face continued margin pressure as revenues from its traditional, high margin products, such as ISDN, are cannabalised by newer, lower margin technologies, such as DSL.

In other words, Telstra is perceived in the market as a utility-type investment, reliant on technologies that are becoming obsolete in the core of its business, even though it has elements of its business that are in growth markets. 

Arguably, this emphasis overshadows areas where Telstra might be expected to enjoy market growth, such as in mobile services.

In the past, corporations in telecommunications and many other industries that have faced situations where their “old” activities led to a lower valuation of their “new” activities have voluntarily divested or structurally separated themselves to release shareholders wealth. There is every reason to believe that Telstra would seriously consider this option today where it able. That suggests that it cannot be taken for granted that shareholder value would be harmed by structural separation.

However, even if it was judged that Telstra’s share value would be reduced by structural separation, this is irrelevant from a public policy point of view. The national interest outweighs the interests of shareholders. It would be unthinkable that policy related to the banking sector today would be influenced by the fact that the Commonwealth Bank was once publicly owned and that there might still be shareholders who acquired their interest in the initial public offerings from the Commonwealth. Likewise, the interest of the nation in having properly regulated, competitive telecommunications markets should not be subservient to the private interests of the shareholders of the company.

Divestiture Power

While Comindico contends that the structural separation option requires serious consideration, and is not persuaded by arguments against it described above, Comindico accepts that it is an option fraught with political difficulties.

Therefore, Comindico has for some time argued for the addition to the Trade Practice Act in relation to telecommunications of a compulsory divestiture power as a compromise course of action. This would provide a structural remedy that would not require immediate debate and resolution of the form of structural action. 

This remedy would involve providing the ACCC with an additional power to apply to the Federal Court for an order that a telecommunications company divest itself of certain assets or businesses because the continued ownership of those assets or businesses was harmful to competition. Such a power would arguably have a further advantage over preemptive structural separation in that it would tend to concentrate structural reform on those areas where there was demonstrable anti-competitive activity.

In Australia, the Trade Practices Act, and the telecommunications specific regulations, contain provisions for remedies against anti-competitive conduct. The sector has also seen the use of merger and acquisition controls to prevent the strengthening of competition to Telstra.  But lacking in competition regulation is a complementary divestiture or anti-trust power to match the merger controls.  It is perverse that the merger and acquisitions tests can be applied to competitors when the application of the same tests on an anti-trust basis could conceivably lead to regulated divestitures or controls in the case of Telstra.  

Section 50(3) of the Trade Practices Act 1974 provides for a number of factors to be considered by the ACCC in assessing whether a proposed acquisition would be likely to have the effect of substantially lessening competition.  These “merger factors” are:-

· Actual and potential level of import competition in the market;

· Height of barriers to entry to the market;

· Level of concentration in the market;

· Degree of countervailing power in the market;

· Likelihood that the acquisition would result in the acquirer being able to significantly and sustainably increase prices or profit margins;

· Extent to which substitutes are available, or likely to be available in the market;

· Dynamic characteristics of the market, including growth, innovation and product differentiation;

· Likelihood that the acquisition would result in the removal from the market of a vigorous and effective competitor; and

· Nature and extent of vertical integration in the market.

The United States District Court for the District of Columbia provides one of the most celebrated cases on the issue of competition or anti-trust laws in its action against Microsoft Corporation
.  In making its assessment on whether Microsoft had engaged in anti-competitive behaviour and enjoyed monopoly powers, the Court applied inter alia the following factors: -

· Market share;

· Height and level of barrier to entry; and

· Viable alternative sources of supply.

It is Comindico’s belief that the anti-competitive “hotspots” identified by the regulator – be they vertical elements of the infrastructure or geographic – provide the most precise indications of both bottleneck points and markets from which Telstra would withdraw if it was seeking to maximise shareholder value unfettered by legislatively imposed structural constraints. That is, Telstra, which is forced to retain activities in markets where its technology is inferior to newer alternatives, must logically resort to delaying the onset on competition to maximise its return from that investment without divesting itself of that activity. To maintain margins to the greatest extent possible, it resorts to a combination of under-investment and aggressive resistance to loss of market share

Comindico submits that when the ACCC observes systemic anti-competitive behaviour by Telstra, and where it believes that the market power being exercised results from structural integration, it should be able to apply to the Federal Court for an order that Telstra divests itself of elements of that infrastructure or parts of its business.

The resulting entities would receive a valuation appropriate to the margins that could be expected from operating those businesses, and would unable to leverage market power from related activities. This would create a stimulus for competitive entrants.

For example, low population density communities such as regional and rural areas are presently starved of real competition because most new entrants struggle to build a return on investment sufficient to satisfy investor expectations even in the higher density markets. However, it is conceivable that local telephone companies that concentrated their businesses on regional areas, promising a lower rate of return on a lower total investment requirement with a quantifiable level of risk, might find that there is a local investment community willing to support the deployment of new communications infrastructure. Such a development would by similar to the mechanisms that financed the power and water infrastructure in much of regional Australia. Comindico is presently working with councils in the Greater Shepparton area in Victoria and the Victoria Government to pilot just such a project. 

Reverse Onus of Proof

If a divestiture remedy were to be introduced into the legislation relating to telecommunications powers of the ACCC instead of direct action to structurally separate Telstra, it would be necessary to introduce a companion legislative change to contend with the impact of bundling.

As described above, Telstra’s ability to bundle wholesale access elements with a full suite of services and content, including Foxtel Pay TV and mobile voice services, is the most obvious manifestation of its ability to use its structural integration to curtail inroads into its market share by competitors. This is particularly evident in corporate and residential broadband markets.

At present, competitors must demonstrate that Telstra’s bundling actions are anti-competitive, a hurdle that has proven extremely difficult. In part this is because of the reticence of consumers, particularly corporate customers, to lodge complaints. Many corporate customers are conscious of their reliance on Telstra and fear, rightly or wrongly, retribution.

The weakness of providing the ACCC with a divestiture power rather than preemptively structurally separating Telstra, is that its basic incentives and ability to favor its retail operations over its wholesale customers would not be immediately curtailed. Therefore, it is crucial that Telstra be required to seek approval for any product bundles before that bundle is taken to the market. It should be required to demonstrate to the regulator that such a bundle would not be anti-competitive.

Conclusion

Comindico submits that the need is urgent for reform of the telecommunications regulatory environment to deal with outstanding issues of structural anti-competitiveness.

The communications industries worldwide are in the midst of an historic change from one generation of technologies to another. The face of these technologies to the end user is broadband access and services. These technologies are already transforming business models and social interactions.

Australia is lagging in its uptake of these new technologies, and the failure of competition to develop as fully as it should is a primary cause that demands strong action.

Comindico would be pleased to offer any further information on these issues or to offer any other assistance to the best of its ability that the committee might require.

Please direct any queries to:

David Forman

Director Corporate Affairs and Regulatory

Comindico

Lvl 15 201 Kent St

Sydney

NSW 2000

02 8220600, 0438121114 (mob)

david.forman@comindico.com.au
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� Telstra admits fault
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Telstra has again admitted it was at fault in denying a customer access to iiNet ADSL whilst subsequently signing him up to BigPond Broadband ADSL. ��The telco's Liz Jurman said the customer's two initial line qualifications were done by a staff member new to the role who misinterpreted the results and "erroneously rejected both these applications after interpreting the data as indicating the customer was on a pair gain."��The BigPond line qualification was then done by a different employee, who correctly approved the application. 


~


This is a similar situation to what customer Steve Mann faced; he was rejected for iiNet ADSL and then later connected to BigPond. Telstra said he should never have been connected, and when he went public, threatened to cut off his connection. (The telco later agreed to let him churn to iiNet and keep his ADSL line going.)��Telstra today said it would let the latest customer churn to iiNet free of charge if he wished, and receive a full refund on his Bigpond installation fee.��OPINION | This is the second time Telstra has claimed it's a 'one-off' error made by an individual staff member.��This smacks of a tactic to avoid an ACCC investigation into anti-competitive conduct. ACCC action relies upon proof of widespread misconduct by a company, leading to a broadly anti-competitive result. ��If you have been rejected by another ISP for ADSL due to Telstra wholesale saying your line is unfit for ADSL, and then been successfully connected to Bigpond broadband, make your complaint official via the � HYPERLINK "http://www.accc.gov.au/telco/telecom_.htm" �ACCC Telecommunications Division�. You can fill in a complaint form � HYPERLINK "http://203.6.251.7/accc.internet/contact/contactForm.cfm" �here�. 
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Australian consumers are paying far more for high-speed internet services than those in other developed countries, according to a report by the International Telecommunications Union.


The survey also confirms the relatively low rate of broadband use in Australia, ranking the country 29th on a table of 30 countries in terms of broadband subscribers per 100 inhabitants.


The findings, released on Tuesday in Geneva, are certain to provide new ammunition for critics of Australia's major broadband providers and the federal government.


Labor communications spokesman Lindsay Tanner has attacked the government on the issue, citing the country's low broadband use as a reason for reviewing the level of competition in the telecommunications market.


But Telstra has insisted Australian broadband prices are fair. Federal Communications Minister Richard Alston has argued the government is promoting broadband use through several spending initiatives.


Australia is ranked as the seventh most expensive country in the world on the ITU's table of broadband services in 30 countries.


Those with the most affordable broadband services were Japan, Korea, Belgium, Hong Kong, Singapore and the US.


The ITU found that Australian broadband subscribers paid about 0.44 per cent of their monthly income to download 100 kilobits of data compared with 0.12 per cent in the US and 0.14 per cent in Canada.


Korean consumers paid 0.02 per cent of their monthly incomes, a figure that may reflect the heavy government subsidies for broadband in that country.


New Zealanders paid 0.16 per cent of their monthly income to download 100 kilobits.


"Successful broadband economies are characterised by low prices, typically as a result of flourishing competition and innovative pricing schemes that attract a wide variety of customers," the ITU report said.


That conclusion accords with a survey issued by AT Kearney and reported in The Australian Financial Review on Tuesday, which found that Australia's broadband market lacked entry-level prices that would spur demand.


The ITU report, called Birth of Broadband, found that Australia had only 1.4 broadband subscribers for every 100 inhabitants, placing it just above New Zealand, which has 1.1 subscribers for every 100 inhabitants.


The Australian figure may not reflect recent growth, however, given that the Australian Competition and Consumer Commission found there were 423,600 broadband services in March - about 2.1 connections for every 100 inhabitants. The ratios are far higher in other countries. Korea leads with 21.3 subscribers per 100 inhabitants. 
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