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1. Executive Summary and Overview

1.1 Optus provides broadband services across a variety of platforms, and serving a range of customer segments.

1.2 This submission will focus on broadband in the consumer market, although it will provide information and observations concerning the range of Optus’ broadband offerings.

1.3 Optus’ broadband consumer services are mainly provided to customers via Optus’ hybrid fibre coaxial  (HFC) cable that passes 1.4 million addressable homes in Sydney, Melbourne and Brisbane.

1.4 Optus currently has 125,000 broadband subscribers on this network, ie, about one fifth of those 516,000 Australians with broadband internet connections.  In addition, Optus has 520,000 dial-up Internet customers.

1.5 In Optus’ view, generating competition in the broadband market is key to driving penetration, particularly competition at the infrastructure level.   This is illustrated by the fact that where the Optus and Telstra cables directly compete, broadband penetration is 18% compared to the national average of 7% of homes.  

1.6 For Optus, expansion of our consumer broadband offering needs to be considered in the context of the operation of the whole of Optus’ Consumer and MultiMedia division (CMM) which provides telephony, Pay TV, dial-up and broadband internet services, most often acquired on a bundled basis.   CMM has struggled financially, and has only just made a profit at the EBITA level, although continues to be loss making in an economic sense.

1.7 In this environment, Optus must take a cautious and measured approach to capital expansion.  Building-out the HFC cable is not an economically viable option.  Other broadband technologies are more economic, particularly DSL.  The main options for Optus are to re-sell a Telstra DSL service and/or build our own consumer DSL network.

1.8 We are currently engaged in negotiations with Telstra to re-sell their DSL offering.  Previously, the price at which Telstra had offered wholesale DSL services was prohibitive – indeed higher than Telstra’s own retail offering resulting in the ACCC issuing a Competition Notice in relation to Telstra’s pricing.  This has resulted in some improvement in pricing.

1.9 Nevertheless, re-sale requires dependence on Telstra and the wholesale prices result in limited or negative returns which prevent Optus and other providers creating a sustainable competitive advantage.

1.10 Building our own DSL network involves some dependence on Telstra but moves Optus down the continuum of a service being provided on competitive infrastructure, and will allow us to price more competitively.   From a policy perspective, creating the incentives for DSL roll-out is crucial.  Pivotal to this is the ACCC price for the unbundled local loop services (ULLS).

1.11 Recent ACCC indicative prices for ULLS have been reducing and improve the incentives.  However, components of the ULLS are structured in a way that has a high risk of increasing ULLS prices and slowing demand for broadband.  The ACCC’s pricing model includes demand forecasts for cost components of the ULLS that result in fixed costs being recovered over an inappropriately short period.  If forecasts are not met, these costs increase, further slowing demand.    

1.12 For Optus, a decision to build a consumer DSL network, relies on it building an effective customer base through customers acquired from other services, such as local, long distance, dial-up internet and wholesale DSL, that can be migrated to broadband.  Optus’ efforts in this respect are thwarted by the deliberate dampener that the ACCC seeks to impose on local call resale services (LCS).  When Optus’ costs are added, the LCS price means that Optus makes a loss on the service.  Optus must loss lead the service, for its other services.  However LCS pricing acts as an inhibitor to customer growth, which in turn will delay a DSL build decision. As a consequence, Optus recommends:

(a) the ACCC should be directed to report to the Government on local access and local call competition with recommendations on how to increase competition, including through further substantial reductions in the wholesale prices which Telstra charges to its competitors for local call resale 

(b) given the urgency of this issue and the continuing threat to competition, we believe there should be a three year transition period during which the Government sets a wholesale local call resale price of 10 cents.

1.13 In regional Australia, access to broadband services will be facilitated by the Government’s response to the Regional Telecommunications Inquiry (or Estens Inquiry).  For consumers and small business, the $107 million Higher Bandwidth Incentive Scheme is the key initiative that will drive broadband take up.  It is important that this initiative is designed in a way that promotes competitive outcomes.

1.14 Improved broadband services in regional Australia will be driven by reform of the Universal Service Obligation (USO) arrangements. The current obligation on the rest of the industry to pay a $50 million plus per annum cross subsidy to Telstra to deliver its services in country Australia acts as a disincentive to other carriers to provide their own services in regional Australia.  Optus has proposed that carriers should be able to provide their own services into regional Australia to a value equivalent to that which they would have paid to Telstra.  They would be services that would not otherwise be provided commercially.   For Optus, that would mean a project valued in the first year at around $40 million.

1.15 Chapter Two of this submission provides an introduction to Optus, with a focus on all our activities in the broadband area, including our activities in rural, regional and remote Australia.

1.16 Chapter Three looks at current broadband take up, and the drivers of broadband demand.  It highlights the importance of promoting competition in the broadband market, particularly at the infrastructure level.  It concludes with a discussion of the constraints to broadband growth as a consequence of the existence of a dominant incumbent.  

1.17 Chapter Four explains Optus’ potential to expand its broadband offering, and impediments to it doing so.  It looks at the difficult financial challenges that Optus’ CMM division has faced, and the fact that extending the HFC network is not a viable option.  DSL is discussed as the most suitable current technology for an expanded broadband offering, with Optus having re-sale and build options.  Key drivers for a build option is ULLS pricing.  The ACCC uses forecast short-term (annual) demand to determine ULLS charges.  Under its model, if demand does not meet forecasts, ULLS charges will increase, further slowing demand.  A more appropriate approach is to rely on medium term demand forecasts covering a number of years.    The Chapter concludes with as discussion of the impediment to a broadband build option being caused by the ACCC’s approach to Local Call Resale pricing, which limits Optus’ ability to build its customer base, which in turn delays the point at which a DSL build becomes viable.  It recommends steps that the Government should take in this respect.

1.18 Chapter Five explains the hurdles encountered in delivering broadband services to rural and remote Australia.  The costs to deliver services in these areas are higher than those in cities.  In addition, the incumbent continues to be dominant with a largely entrenched monopoly position which it can use to undermine competitive entry by alternative providers.  A key objective of some of the Estens funding initiatives is to overcome the cost hurdles to customers taking up broadband services.  Optus suggests these initiatives also recognise Telstra has a competitive advantage and the significant hurdles new entrants face entering rural and remote markets.    Finally, Optus explains that the requirement for other carriers to cross subsidise Telstra to deliver the USO is an impediment to the delivery of sophisticated broadband services.  Although the USO is an important mechanism to deliver basic services, Optus presents good reasons for Telstra funding the USO itself.  Optus also suggests that other carriers be able to divert their USO funds to deliver advanced competitive communications services in rural and regional Australia themselves.  

2. An introduction to Optus, and it broadband services

Introduction

2.1 Optus has operated in Australia for 11 years and since that time it has invested over $10 billion in infrastructure in Australia.  It is the second largest provider of telecommunications services employing over 9,000 people, and serves 6 million customers per day.  
2.2 Optus operates a number of networks; including:
(a) an extensive national terrestrial fibre cable network from Cairns to Perth and in CBD’s

(b) a broadband hybrid fibre coaxial (HFC) network in Sydney, Melbourne and Brisbane

(c) a business grade DSL network in 105 exchanges

(d) the GSM mobile network covering 95% or Australia’s landmass with 4.9 million customers and 34% of the Australian mobiles market 

(e) a satellite network of 4 satellites, with Optus being the only Australian satellite operator

(f) an international cable network with submarine cables off the east and west coast of Australia.  

2.3 Optus is the only new-entrant full services network operator in Australia that competes in a range of business and residential markets with Telstra.  With its substantial network offering a range of technologies, Optus has considerable choice to select the best technology for particular applications, markets and geographies.  This makes Optus a key player in the broadband market currently offering a variety of broadband services to customers throughout Australia.

Optus’ broadband services

Residential services 

HFC network

2.4 In the market for residential local access services, Optus is the only challenger to Telstra delivering competition over its own network.  This HFC network offers Internet broadband services and pay TV as well as telephony.  The network passes 1.4 million addressable homes.  Optus has 540,000 customers on this network which is a very high penetration rate of nearly 39% of homes. This high take-up is the result of a very successful  bundling strategy.  

2.5 In the areas where Optus has HFC network, it has 55% of the broadband market reflecting the strength of the Optus brand, and the OptusNet broadband proposition.  

2.6 The HFC network was very expensive to install, costing over $4 billion since 1994.   In addition, connecting customers to the network incurs high costs.    

2.7 Optus’ HFC services has always had strong appeal with the early adopter broadband market.  As we continue to grow the customer base and drive the next wave of broadband take up it has been necessary to evolve the product to give it mass-market appeal.  Optus’ introduction of tiered plans offers customers low risk entry (the $55 starter plan) into broadband. 

Off network (resale)

2.8 Optus also offers narrowband Internet off-net (using Telstra’s local access) in addition to services for telephony and long distance.  Optus currently has about 520,000 dial-up Internet customers in total. 

2.9 Optus’ national dial-up Internet footprint has been extended around Australia, building more points of presence.  Following completion of this build in June 2003, Optus is able to serve some 99 per cent of the Australian population.  

Internet

2.10 In December 2002, ACNeilson confirmed Optus as the fastest growing and second largest ISP in Australia, based on absolute customer numbers. Optus signs up 30,000 customers per month on dial-up and broadband HFC.  This high growth has been largely because of Optus’ effective bundling strategy for off-net, with 80 percent of customers bundling dial-up Internet with telephony (local and long distance).  

2.11 The growth for HFC is the result of two strategies — the introduction of flat rate plans (with no financial usage penalties, instead the speed of the service slows when usage limits are reached, and the $55 broadband starter plan.)  

2.12 Chapter 3 will provide more details about the importance of Optus off-net services (i.e. customers we cannot service via our own HFC infrastructure), such as dial-up Internet and telephony to build critical mass of customers in the consumer market.

Wireless

2.13 Optus was recently the first carrier to launch WiFi, based on the 802.11b standard,  to provide a wireless broadband access service.  This is designed for users on the move, when they are between appointments or are in airport lounges.  Optus will have installed over 500 WiFi hotspots over by 2004.  These hotspots focus on lifestyle cafes, city CBD areas, airports and hotels.  Emails or large files like a presentation can be downloaded using this mobile technology.  

Business services 

2.14 Optus supplies services to the following business customers:

(a) Large and medium sized corporate customers (including governments) connected in cities to its fibre optic cable in central business districts.  Optus is expanding its fibre optic service outside these areas where economically viable.  There are over 9,000 buildings around Australia directly connected to the Optus network, and Optus has over 500,000 business lines with data speeds of 64kbps or more.  Optus customers may also be connected to the Optus network using such services as Telstra ISDN, where it is more economic to do so

(b) Small to medium sized business customers are the focus of the Optus DSL network.  This network reaches 105 exchanges supplying both voice and data services 

(c) Optus can serve regional centres with fixed services where it has been able to commercially connect customers via optic fibre 

(d) for remote and isolated users, satellite is the Optus technology of choice.  

Optus’ DSL service

2.15 Optus has built a business grade (99.9% availability) digital subscriber line (DSL) platform that is ideally positioned for the SME market across Australia.  This market is estimated to be about 20,000 users.  The Optus DSL network in both major capitals and regional centres, can serve approximately 75% of SME's.   Optus retails this service as well as offering it through key external channels.

2.16 Optus’ voice over DSL service allows an existing copper telephone line to be converted into multiple lines for voice and high-speed data.  One DSL service can be the equivalent of up to eight existing phone lines.  This service offers businesses much more affordable access to broadband services and better control over their communications costs.
2.17 The starting price for Optus’ DSL service is (after the installation fee of about $250) about $85 per month. 

2.18 SME's are beginning to utilise broadband as they look to increase their market footprint/penetration, become more productive and improve their customer interface using technology.  Optus’ existing and planned DSL services are well positioned to deliver against this growing demand.  
2.19 To capture this growth, Optus has entered into a deal with Request to provide DSL to each other enhancing our respective coverage.  At the commencement of the agreement, Request immediately expanded its coverage to an additional 50 new exchanges.  It means that both Optus and Request will share in the benefits of reduced costs where their DSL networks are extended.  
Mobile services 

2.20 Mobiles now serve 70% of the Australian population.  In June 2003, Optus had nearly 5 million customers on its mobile network and 34% of the Australian mobile market.  

Mobile data  

2.21 Mobile data services are a rapidly growing part of the mobiles market.  

2.22 Mobile data services are becoming an increasingly important component of Optus Mobile's activities and revenue.  Optus forecasts that 25 per cent of its mobile revenue will come from mobile data services (SMS, Wireless Applications Protocol (WAP) Global Packet Radio Service (GPRS), Multimedia Message Service (MMS) plus others) by 2005.  Optus has an operational GPRS data network over which it is running a variety of mobile data services for consumers and business. 

2.23 A good example of some of the benefits of mobile data services for businesses is MobilePay.  It is an electronic wireless payment solution where businesses use their mobile phone to perform EFTPOS transactions over a $55 swipe device that uses infrared to the mobile phone to send an encrypted electronic transaction via SMS to the banking network.  Transactions are accepted or declined within seconds.  It is ideally suited to situations where conventional EFTPOS machines and electronic credit card payments are not available. 

 Third Generation Mobile Services

2.24 Optus has acquired 3g spectrum and currently has a small trial network consisting of six base stations, operating between Chatswood, North Sydney and the Sydney CBD.  This small network is being tested by Optus’ internal users.  The network will be extended to 20 base stations over the next few months and a limited number of external users will be invited to commence trailing the network.   

2.25 Optus is continuing to explore plans to build a 3G network when demand conditions are appropriate.  We may look to a joint network sharing arrangement with another mobile carrier.

2.26 In this scenario the carriers would share the radio access network (i.e. base stations and antennas) but would use their own spectrum and core networks.  This would enable them to actively differentiate themselves by developing their own services, applications and pricing strategies.

Mobiles in rural and regional areas

2.27 Optus has aggressive rural and regional mobile coverage extension plans. In the next year, Optus is planning to roll out 400 new mobile base stations nationally.  About 50% of these will be in non-urban areas.  Optus is the only GSM provider with such significant expansion plans.    

Services to remote and isolated areas- satellite

2.28 Optus has invested significantly in its range of satellite services.  It has been increasing the provision of customised telecommunications data services to small user groups and isolated individual users.  This has been facilitated by new lower cost satellite transmission and receiving equipment called very small aperture terminals (VSAT).  

2.29 Optus has a number of satellite VSAT products available.  SatWeb one or two way has been designed to supply isolated individuals high-speed data services (up to 400 kbps).  SatData offers a satellite high-speed high capacity link to remote communities or small towns.  This service can be enhanced with wireless local loop connections to individual businesses and other users.  

Optus activities in regional Australia

2.30 Optus has invested considerable resources to develop services and products to meet user needs in rural and remote areas.  For example, our mobile network is steadily expanding.  We are proud of the contribution our satellite network is making to rural and regional Australia, through the provision of particularly high-speed data or broadband.  Here are some examples. 
Broadband Internet into schools

2.31 Optus delivers high-speed and broadband Internet services via satellite to over 43,000 rural school students in the NT and NSW.  The satellite technology keeps students and teachers connected, particularly where land based services are difficult to deliver.  The satellite services can be delivered either ‘one-way’ using a combination of landline and satellite technology, or ‘two-way’ with all the data transmitted over satellite.  

2.32 In NSW Optus provides the Department of Education and Training with two-way satellite broadband to over 165 schools in rural and remote regions reaching over 7,200 school students.  In the NT, Optus provides the service to 35,000 school students.  For both services teachers benefit through online professional development.

Interactive Distance Learning to School of the Air Students

2.33 Optus, together with the NT and NSW Governments, recently launched the latest satellite technology for regional and remote students – Interactive Distance Learning (IDL).

2.34 The $17 million project brings interactive distance learning services to approximately 3,700 users in 547 remote sites in the Northern Territory and New South Wales as part of the Federal Government’s National Communications Fund.

2.35 Optus satellite IDL is in the process of delivering education services to NSW and NT School of the Air (SOTA) and TAFE students and indigenous communities.  With the support of NSW and NT Governments, SOTA students are moving away from their outdated HF radio classrooms to truly interactive distance learning where they can see their teachers for the first time.  Complex concepts are being taught using visual demonstration as well as verbal explanation.  TAFE classes are being tailored to community needs.  The technology is enabling indigenous students to see their teachers, an important cultural requirement for these students to ‘connect’ in an education environment. 

Remote Indigenous communities

2.36 Optus and the NT Government are currently delivering Internet access, payphones, fax and video conferencing services via satellite to ‘communications centres’ in 14 communities with the support of Networking the Nation (NTN), through the Electronic Outback Project.

2.37 These facilities are also being used to trial video-conferencing for the Dept of Justice's remote court circuit.  The communities operate the facilities and services, so can earn income through their use.

Rural doctors

2.38 Through Optus, rural doctors in New South Wales can access the latest in medical training and professional information beamed directly to their homes via satellite.  

2.39 Through the NSW Rural Doctors Network and The Health Channel, Optus provides broadband satellite Internet and television receivers into over 70 doctors’ homes.  This creates a unique opportunity to deliver better education programs directly in a very flexible manner, facilitating better links between doctors for peer support and professional advice.

Reef Network

2.40 The Reef Network project, a partnership between Optus, Leightons Holdings and the Queensland Government, has been important for two reasons. Firstly, it has delivered substantial savings on the cost of wholesale broadband prices from Brisbane to Cairns.  Prices are estimated to have reduced by 60 per cent.  

2.41 The second reason why Reef has been so important is that it has become a model for Australian states and territories on how government can partner with the private sector to provide competitive advanced communications.  Optus was able to underwrite the construction of the cable because the Queensland Government guaranteed a set amount of its telecommunications business to Optus.  This made viable a project that was otherwise uneconomic.

3.  Competitive dynamics and how to stimulate broadband

The current broadband take up

3.1 Broadband take up is increasing at a significant rate, although from a reasonably low base.  At 30 June 2003, there were 516,900 broadband internet connections across Australia, with an increase of over 100% from the 258,100 connections the previous year.   The rate of growth for the quarter to 30 June 2003 was 22%, which reversed a trend of a slowing rate of growth which had been apparent in the preceding two quarters.

3.2 However, in terms of broadband penetration as a percentage of households, Australia is lowly ranked.  Currently broadband penetration is about 7%
.  Looking back at 2002 figures for other countries, this penetration rate is still in the lower end.  In June this year, Professor Fels of the ACCC said that

“It is encouraging that the growth rate over the last quarter remained steady rather than continuing to decline.  This is still of concern, however, as Australia is lagging behind many other developed nations in terms of broadband take-up…Broadband markets in Australia will need to develop much more quickly if Australia is to retain, let alone improve, its comparative international position.”

Drivers of broadband demand

3.3 To drive broadband take up, products and services need to be offered in a way that meets demand.  In other words customers need services that meet their needs and a price that meets their budget.  To date, the demand for broadband is being driven by the following factors:

(a) convenience - customers wanting an always on connection and to be able to use the telephone and access the Internet at the same time

(b) value – the cost of the broadband service relative to the cost of dial-up (including accessing the Internet using a second dial-up line)

(c) price certainty – being able to access broadband services using flat rate plans with no excess usage charges (so users do not face unexpected prices for exceeding usage limits)

(d) performance - speed

(e) content – the availability of video streamlining, downloading music and other multimedia content.

3.4 Currently there is price competition for monthly access charges.  Broadband providers have been designing entry-level products with low prices that are advertised to attract customers migrating off dial-up.  In July last year Optus re-structured its broadband offerings to offer a low priced entry-level plan at $54.95 per month for 550 MB.  Coupled with periodic reduced installation packages, Optus has seen around 50% of new customers signing up for this entry level plan. 

3.5 Optus’ experience is that as dial up users increase their usage, they can become more aware of dial up’s inherent capacity limitations.  This causes them to investigate acquiring a broadband service and whether the cost of the service meets the customers expectations in terms of increased functionality and the price. The biggest barrier to entry for most customers thinking of broadband access is the upfront installation costs, that additional monthly cost over dial up, the contract commitment and concerns about excess download charges.  However, once a customer commits to a broadband service it is very rare that they will go back to a dial up service buy choice.

Effective competition

3.6 The broadband market is a new market opportunity in telecommunications so it has seen a number of providers enter.  

3.7 Competition has been most effective where alternative providers invest in infrastructure to deliver services.  Infrastructure providers can be more responsive to user needs by having greater control over their costs and what they offer users and the price.  Users then experience better services over more cost effective technologies.  They have choice of provider and the opportunity to receive services that more affordably meet their needs.  

3.8 Without effective infrastructure competition, all services must use existing facilities and technologies from incumbent infrastructure.  The range of services available is limited to what the dominant provider chooses to supply.  While the incumbent has control over access it has considerable control over prices.   

3.9 Infrastructure competition also generates results for consumers.  In areas where Optus competes with Telstra using its own Optus HFC network, household penetration is at 18%
.  This compares with the 4% penetration where Optus does not have competing infrastructure.
  

3.10 Generating infrastructure competition in the residential and SME markets is more risky.   Telecommunications investment returns in these markets are dependent on generating an effective mass-market strategy and signing up large numbers of users quickly to earn a reasonable return (i.e. reach economies of scale quickly).  

3.11 This is different to delivering telecommunications services to larger customers, like those in the corporate sector or to government where large usage commitments by a much smaller number of users enable the provider to achieve the necessary economies of scale quickly and justify the investment.  

Constraints to broadband growth

3.12 The potential for effective competition is limited while there is a dominant incumbent.  The incumbent’s ability to limit competition, particularly at the infrastructure level, is a result of its strong market position and access to a mass-market customer base.

3.13 An example of the ability of an incumbent to move to limit a new provider’s entrance to a market is what happened with Optus’ HFC cable rollout.  Optus decided to make a very large investment in a combined pay TV and telephony network in the mid 1990s (which was later engineered for broadband use).  This was the first challenge to Telstra’s telephone network, as it enabled Optus to compete head on with Telstra in the local access telephony market.  

3.14 In response, Telstra decided to protect its telephony revenues by duplicating Optus’ cable build by rolling out a pay TV network as well.  Telstra’s network is installed in largely the same suburbs and streets in Sydney, Brisbane and Melbourne as the Optus network.   

3.15 Telstra has a motivation to limit infrastructure competition, particularly where competing networks are challenging its traditional (monopoly) markets.  Infrastructure investment is high cost and high risk.  This is particularly the case in the residential and SME market.  A bold move, such as that taken by Optus with its HFC network means large amounts can be spent and take a long time to earn a return.  When faced with a strong and powerful incumbent, these risks are even higher.

4. Optus’ potential to expand broadband offerings and impediments

4.1 Optus’ consumer broadband strategy needs to be considered in the context of the history and operation of Optus’ Consumer and MultiMedia (CMM) division as a whole. 

4.2 In the last couple of years, Optus has been focussing on making the CMM business profitable after nearly 10 years of losses.  It has only been in 2002-03 that CMM has returned a positive EBITDA (earnings before interest, tax and depreciation of assets) to Optus.  Focus on driving profitability has reduced CMM’s appetite to spend capital on initiatives such as extending its telephony and broadband service offerings outside the HFC network.  

4.3 Despite its strong performance improvement, CMM remains loss making in an economic sense, once financing costs, tax, depreciation, amortisation and a reasonable return on capital are accounted for.  Given this, Optus does not believe investment to further expand the reach of the HFC network can be justified.  Rather, our focus is on increasing performance from the existing network.

4.4 Optus therefore does not anticipate expansion of the HFC broadband network, although we do see continued growth within the area served by the network.  There are lower cost broadband technologies available.  To the extent that Optus is in a position to make a consumer broadband infrastructure investment, currently the most suitable and economic  technology is DSL.

4.5 DSL is a new technology that enables the copper cable (unbundled local loop, or ULLS) to be converted into a broadband pipe through attaching equipment (DSLAMs) to the network at the exchange.

4.6 However, despite the new market opportunity from DSL, challenges remain in using this technology to compete. Telstra remains dominant.  This was observed by the ACCC recently.

 “…DSL has now surpassed cable as the pre-eminent broadband technology in Australia.”  This is not surprising as DSL is a very affordable technology for delivering broadband.  However, despite a number of welcome new entrants to the broadband market also offering DSL, Telstra has emerged as the dominant provider in this new market”.
  

4.7 The building of a DSL network by competitors such as Optus represents a form of facilities based competition, and hence is more conducive to the competitive environment than the provision of a mere re-sale offering.

4.8 For Optus, until recently, it has not been viable to offer even a DSL re-sale service.  Telstra had originally offered a DSL wholesale price that was effectively higher than its own retail price.   This price squeeze resulted in the ACCC issuing a Competition Notice that has resulted in more realistic pricing. 

4.9 Optus is continuing to explore its options for a consumer DSL service.  These would include reselling Telstra’s service or building out our own DSL network.  

4.10 Should Optus provide a resale service, we anticipate that through introducing a competitive offering by another provider, will stimulate take up.  Nevertheless, when Optus’ costs (customer acquisition and retention and other service costs) are included, the margins on the service are slim. 

4.11 Before Optus could consider building its own network, two key impediments would need to be overcome.  First, the price that we paid to Telstra on a per line per month basis to rent the copper would need to be acceptable.  Second, the access prices that are determined for core interconnect services, in particular Local Call Resale Services (LCS), which are key to providers being able to build a sufficient customer base to make a DSL build viable, would need to be acceptable.  Each is dealt with in turn.

Pricing of ULLS

4.12 The price of the unconditioned local loop service (ULLS) is an important factor in DSL take up.  The cost of ULLS access has a major impact on DSL prices and broadband take-up.  

4.13 Over the past four years there has been considerable debate over pricing and terms of supply of ULLS.  The price set by the ACCC has slowly been driven downward through regulatory action.  

Table 1: ACCC’s model access prices

	Model access prices for ULLS ($/SIO/month)
	August 2000
	March 2002
	June 2003*

	Band 1 (CBD)
	$21
	$13
	$11-$14

	Band 2 (Metro)
	$30
	$35
	$19-$22

	Band 3 (Regional)
	$36
	$39
	$35-$40

	Band 4 (Remote)#
	$50
	$58
	$80-$100  


* Proposed to apply for 2002/03, 2003/04 and 2004/05 and taken as the midpoint of the range and subject to adjustment each year depending on demand levels

# No services are currently offered by Telstra in remote areas

4.14 ULLS prices are made up of two components:

(a) network costs; and

(b) specific costs (ordering and provisioning).

4.15 The modelling and estimation of network costs by the ACCC and Telstra has become more sophisticated over time, resulting in price declines for Band 1 and Band 2 and prices increases for Band 3 and Band 4 services.

4.16 However, Optus believes that these prices are still overstated and remain too high.  In our recent submission to the ACCC, Optus provided the following estimates for what we consider to be efficient ULLS prices.

Table 2: Optus’ estimate of efficient ULLS prices

	
	Optus’ estimate of efficient costs

	Band 1
	$6.24

	Band 2
	$16.38

	Band 3
	$31.84

	Band 4
	$162.46


4.17 To compare, the ACCC previously (March 2002) agreed to $2.50 per month for ULLS specific costs.  However, the ACCC has now changed its mind due to lower than expected broadband uptake.  

4.18 Whilst the ACCC’s latest indicative prices are encouraging, the upward adjustment in ULLS specific costs poses some level of regulatory risk for access seekers only, whilst removing the risk from Telstra.  Essentially, if forecast levels of demand are not realised in a particular year, the price of ULLS will be adjusted upward for that year  Current ACCC estimates of forecast demand will result in the $2.50 ULLS specific costs increasing to between $8 and $11, directly increasing broadband prices by the same amount. 

4.19 Optus views this adjustment mechanism as unreasonable and anti-competitive.  The result is that access seekers carry all of the risk of lower than expected uptake, which may be caused by external factors (eg. a strong economic downturn) or by Telstra’s inefficiencies.  Even ignoring this distortion, it is not appropriate to take such a short-term view and recover all network costs from those customers  who take-up broadband in the first few years.  The recovery of these ULLS specific fixed costs should be across all customers over the longer term, otherwise a cycle of lower take-up leading to higher per unit prices will prevail.  The adjusted higher prices then reduce take-up levels further and push prices higher in a vicious cycle. 

4.20 ULLS prices in rural and remote areas remain high, mainly because of the more expensive network costs associated with this technology in these areas.  The use of alternative, more suitable technologies, such as satellite, to supply broadband in these areas is being pursued by Optus.

LCS pricing

4.21 For a provider to develop an effective mass-market broadband strategy to compete and drive customer take-up of broadband, it needs the largest possible customer base.  To launch broadband services, it is more effective to build customer exposure through basic telephony services, such as local, long distance and dial-up Internet and use these services to migrate customers to broadband.
4.22 The difficulty is that Telstra does not provide competitors with a wholesale local calling product (a local call resale service) at prices that permit effective competition — or that reflect costs Telstra avoids from not retailing local services.  Hence Telstra’s competitors, when adding their own retailing costs, are required to loss-lead in the provision of local calling via resale if they are to provide consumers with the one-stop shop or complete telephony service.  This has decreased effective competition in both local and long-distance calling as well as the Internet services market.

4.23 For example, Telstra's charges the majority of their customers (i.e. Homeline Plus customers) a rate of 17.5 cents per local call (including GST), whereas the ACCC's recent draft indicative prices suggest that access seekers should pay a wholesale rate in the range of 14.1 cents to 15.0 cents per local call (excluding GST).  If competitors are to match Telstra's retail price, they have little room if any to add in their retail and customer acquisition costs.  This price squeeze which erodes access seekers' margins, is promoted by regulation and maximised by Telstra's regulatory gaming behaviour.  The end result is that it constrains competition and harms end users.

4.24 Resale competition is a vital stepping-stone to infrastructure competition.  Optus seeks to use resale competition to build a critical mass of customers to make it economic to roll out infrastructure at a particular exchange or location.  This has been an effective strategy for Optus in the business market, but it is very difficult to implement in the residential market given the poor economics of local call resale.  

4.25 Telstra price squeezes its competitors in the local market – by pricing wholesale local calls only marginally below the retail price of local calls – making it uneconomic to compete and making it unprofitable to build a customer base without which infrastructure competition would not be viable.

4.26 The ACCC has historically not supported local call resale competition. In the lead up to the 1998 Federal election, the Coalition Government adopted a policy to regulate the service.  It was only subsequent to this occurring that the ACCC made a decision to declare the service.  However, the ACCC continues to demonstrate its reluctance to support local call resale competition by:

(a) Setting draft indicative prices that have clearly accepted Telstra's ongoing strategic gaming of the regulatory pricing methodology.  For example, access seekers face an access charge based on a set retail price, which is much higher than the actual market retail price that is driven mainly by Telstra's more popular bundled products. In addition, Optus believes that Telstra has strategically understated its retail costs in its regulatory accounts, thereby ensuring that it receive a higher access price from access seekers.

(b) Not investigating and following through with complaints regarding Telstra’s price squeeze in the local call market.  Optus has complained that Telstra’s decision to remove neighbourhood calls lessened competition - it raised the access price Optus pays and increased prices to consumers.  This should not be an outcome of local call resale regulation.

4.27 Optus believes the Government should be ready to intervene – by legislation if necessary - in this vital access service if the ACCC does not act appropriately.  Encouraging resale competition is a vital first step toward true infrastructure competition. Unfortunately, the ACCC has not shown sufficient enthusiasm for this form of competition, with the result that Telstra is remorselessly squeezing the ability of other telcos to be competitive in local call services.  Absent Parliamentary intervention, this conduct by Telstra only likely to worsen post privatisation.  As a consequence, Optus recommends:

i) the ACCC should be directed to report to the Government on local access and local call competition with recommendations on how to increase competition, including through further substantial reductions in the wholesale prices which Telstra charges to its competitors for local call resale. 

ii) given the urgency of this issue and the continuing threat to competition, we believe Parliament should legislate to impose for a  three year transition period, a wholesale local call resale price of 10 cents.  After the transition period, control of local call resale pricing would be handed back to the ACCC.

5. Broadband in rural and regional Australia 

5.1 A range of hurdles are encountered in providing broadband services into rural, regional and remote Australia, beyond those faced in metropolitan Australia.  The key hurdle is cost.  Other than for those in non-metropolitan Australians living near a Telstra DSL enabled exchange, the cost of acquiring broadband services is likely to be much more than the costs faced by those in the cities.

5.2 The additional hurdles are caused by the:

i) high capital cost of infrastructure and population densities which are too low to support the infrastructure; and

ii) presence of the dominant, monopoly incumbent with strong market power.

5.3 These make entry for new players very difficult, which means that competition – and the benefits that it brings – has been limited in non metropolitan Australia.

5.4 These issues are addressed in turn below.

High capital cost

5.5 Installing terrestrial infrastructure in rural and remote areas is expensive due to the remoteness of locations and the cost of linking terrestrial infrastructure to the network.  In remote areas, it is often more cost effective to use satellite technologies rather than terrestrial technologies.  However, these technologies are relatively new, so the initial capital cost continues to be quite high.

5.6 Generally, the cost of installing the infrastructure is not justified because of the low population densities in rural and remote areas. 

5.7 To make the investment worthwhile and earn returns quickly, it is important for new networks to deliver a range of services (scope of services) to as many customers as possible quickly (scale of services). 

5.8 Delivering economies of scope enables network providers to offer a wider range of services and so earn higher incomes from connecting individual customers.  Delivering economies of scale enables network providers to deliver services at lower per customer prices.  Both improve the costs of delivering the service, creating not only an investment incentive, but also put the new competitor in a better position to compete against the incumbent.

Dominant incumbent with market power

5.9 The other strong disincentive for a new entrant contemplating investment in rural and remote areas is facing a strong incumbent.  The incumbent has significant advantages:

(a) significant market knowledge it can use to undermine competitive entry by directly targeting customers;

(b) significant market power so it can price anti-competitively below cost for periods to deter new entrants; and

(c) where access to its network or facilities is necessary, the capacity to engage in discriminatory behaviour by treating itself better than its competitors when providing access to its facilities and charging for wholesale services, increasing its rival’s costs.

5.10 When competing networks and services are established, if the new provider can deliver a range of services to a large number of users quickly it has a stronger incentive to invest.  This is where governments can assist and the Estens funding is important.  

Estens initiatives 

5.11 The Government has recently established a number of finding initiatives in response to the Estens inquiry that seek to improve the delivery of broadband services in regional Australia, and to ensure that services are provided at an  equivalent price and service level as are available in metropolitan areas.  

Optus views this strategy as a positive development for expanding the reach of broadband services across Australia.

5.12 The Government is in the process of working out the details for allocating the available funds.  It is important that in doing so it takes a number of factors into consideration in relation to rural and regional Australia:

(a) Telstra is largely the monopoly provider with an extensive market presence

(b) Competition is the best means to encourage long term and sustainable lower prices

(c) New entrants face higher upfront costs and need to achieve economies of scale quickly to provide broadband services.

Universal service obligation (USO) subsidy

5.13 The requirement of other carriers to cross-subside Telstra to provide USO services acts as a severe impediment to the provision of advanced and competitive services in non-metropolitan Australia, and broadband services in particular.  Whilst Optus does not question the USO as a mechanism to provide basic services, there needs to be reform as to the way the USO is funded. 

5.14 It is pleasing that the Government has accepted the recommendation of the Estens Inquiry that there be a review of the USO, focusing on its impact on competition.

5.15 In Optus’ submission such a review should find that Telstra should fund the USO in its entirety, consistent with the obligations on many other incumbent telecommunications companies around the world.  A policy of the incumbent funding the entire cost of the USO is not new.  British Telecom bears the full cost of the USO in the United Kingdom. An examination of EC countries shows that in many cases the incumbent does not receive a cross-subsidy from its competitors.  Germany, Finland, Sweden and Norway are particular examples.  It is noteworthy that, much like Australia, large proportions of these latter three countries are remote, thinly populated and face extreme weather conditions.

5.16 The essential problem is that the requirement of other carriers to pay Telstra to provide services is a serious barrier to improving communications services in regional Australia. 

5.17 As noted by the Productivity Commission, the nature and extent of universal service arrangements, and their funding, can affect services and competition, particularly in regional areas.

5.18 In Optus’ view, the current USO funding arrangements have a detrimental effect on the provision of competitive services in rural and regional Australia.  This is as a consequence of a regime that requires competitive carriers to fund the provision of Telstra’s service in rural and regional Australia. That obligation has a number of very negative consequences for the promotion of competition.

5.19 First, in an environment where competitive carriers are struggling to make inroads against the continuing massive dominance of the incumbent, the USO regime actually requires competitive carriers to cross-subsidise Telstra’s activities, and thus strengthen Telstra’s position.

5.20 Second, the USO contribution acts as a significant disincentive for competitive carriers to provide their own regional and rural services.  When a carrier is forced to pay another party to deliver standard services, there is no incentive to itself provide standard services, and a much more limited incentive to provide any additional services.

5.21 Third, the contribution of other carriers to Telstra bolsters the significant value Telstra obtains from being the national carrier, and providing a ubiquitous service.  These benefits are not considered when the USO is valued.  Therefore, other carriers are paying Telstra to entrench its rural and regional dominance.  Telstra makes much of its Australia-wide presence in its marketing – yet that presence in much of Australia is substantially cross-subsidised by Optus and other carriers.

5.22 Fourth, there is no understanding amongst rural and regional consumers of the USO regime, and that the industry as a whole contributes to the provision of their standard telecommunications services.  This creates a perception amongst regional and rural consumers cementing their loyalty to the incumbent, and making change less likely.

5.23 In Optus’ view, Telstra should be obliged to fund the USO cost itself. Optus has put a proposal to Government that would see the diversion of $50 million plus per annum that the rest of the industry pays to Telstra, for carriers to provide their own advanced competitive communications services in rural and regional Australia. 

5.24 Further, it is important to correct the gross competitive distortion which presently applies due to Telstra receiving an annual cash cross subsidy from its largest competitor, Optus, of $40 million a year (together with contributions from other industry participants as well.)  It is highly inappropriate that Telstra advertises itself as the provider of services to Australians spread right across this wide brown land, and yet at no point gives credit to other providers.  

5.25 Optus therefore believes that there should be a provision of the Telstra privatisation legislation which requires Telstra, for so long as it receives cash cross subsidy from Optus or any other competitor, to put a statement on the bill of every customer for whom Telstra claims a subsidy. There are around 450,000 of them. We think the statement should say:

“Your service is loss making. It is partially funded by a $40 million cash cross subsidy which Telstra receives from Optus. Telstra thanks Optus for its contribution to the cost of your service.”

5.26 However, even after this interim measure is put in place, the problem needs a more fundamental solution.
�ACCC Media Release, “Broadband Growth Improves: ACCC Issues Latest Figures”, 8 October 2003


� ACCC, Snapshot of Broadband Deployment as at June, 2003 says broadband take-up was 516,900, and Australia has 7.3 million homes.  516,900/7,300,000 = 7%.


� Media Release, “Broadband Growth Remains Flat: ACCC Issues Latest Figures”, 19 June 2003.


� There are 252,000 (Telstra and Optus) broadband customers where Optus has its HFC broadband network.  Optus and Telstra’s cable footprint in these areas are largely the same passing about 1,400,000 homes.  252,000/1,400,000 = 18% penetration.


� 4% represents broadband penetration in areas outside where Optus and Telstra have competing broadband networks (HFC).  To calculate this, the number of broadband users outside the Optus and Telstra competing networks and the number of households in these areas need to be established.


Step 1.  ACCC, Snapshot of Broadband Deployment as at June, 2003 says broadband take-up was 516,900.  If the number of broadband users where Telstra and Optus compete (252,000) is taken out of total broadband users number (516,900) the number of broadband users where there are no competing Optus and Telstra broadband networks  is 264,000 users. 


Step 2.  There are 7,300,000 homes in Australia.  Optus’ HFC (broadband) network passes 1,400,000 homes.  7,300,000 – 1,400,000 = 5,900,000 homes where Optus does not have a competing broadband network. Therefore, 264,000/5,900,000 =just over 4% broadband penetration where there is no significant infrastructure competition.


� ACCC Media Release 19 June 2003.


� Productivity Commission, Telecommunications Competition Regulation, Sept 2001, p 561
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