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Summary of Recent Events

Since the ECITA committee commenced its inquiry into competition in broadband, there have been developments in relation to the pricing of ADSL services that are deeply concerning to members of the CCC. The CCC believes that the events go to the heart of the issues that the committee was seeking to understand when it established the competition in broadband inquiry last year. Indeed, we believe that the industry has been brought to a crisis point, affecting not just broadband but also dial-up Internet services and the options for future broadband network investment. As such, we would urge that you delay reporting until such time as you have been able to consider the full implications of the events summarized below.

On December 8, Telstra BigPond announced a new retail pricing structure that included:

· an “entry level” product priced at $39.95. This product is a pay-as-you-go service, where all data costs are additional to the connection fee.

· A no-download limit product priced at $69.95 per month. Download speeds on this product are “choked”, or limited to a certain speed, beyond a monthly data minimum, but no penalty payments apply for additional data downloads.

The second product is interesting in the light of Telstra’s consistent comments to the effect that no download limit broadband was commercially unsustainable, comments that were repeated in evidence to the inquiry in November.

The entry-level product is of interest because it is the retail equivalent of the wholesale ADSL tail service that other service providers acquire from Telstra. 

CCC members were greatly concerned to discover that Telstra was pricing this service at below the price Telstra Wholesale was charging for its tails in non-metropolitan regions, and at an unsustainably small margin below its metro wholesale price.

CCC members complained to Telstra and the ACCC that it was clear that Telstra was favoring its retail arm over its wholesale customers, with the effect that Telstra BigPond enjoyed a substantial first mover advantage in the retail market. By the time the new wholesale prices were concluded and marketing efforts ramped up accordingly, it is reasonable to assume that Telstra BigPond would have had a six week lead on the rest of the market.

The ACCC declined to act on this occasion.

On February 16, Telstra BigPond announced further price cuts. This time, its pay-as-you-go service was cut to $29.95, and the uncapped download product to $59.95. Telstra Wholesale claimed that it had no prior knowledge of the price reductions and, initially, no plans to offer revised wholesale prices. It is understood that the ACCC received notice only the night before the price changes were made, a significant departure from Telstra past practices.

Again, this price reduction took Telstra BigPond retail prices below Telstra Wholesale prices, this time in all pricing bands. 

The CCC members believe that these prices changes represent a willful and calculated attack on the integrity of the wholesale ADSL market. It is clear that Telstra is engaged in manipulating the development of the ADSL market by forcing too-high wholesale prices on independent service providers and by favoring its own retail arm to the detriment of other providers.

The impact of these changes on competition in the ADSL market are profound. 

Firstly, existing business models for those companies acquiring ADSL tails from Telstra are made instantly obsolete. Companies seeking to deploy their own network by acquiring Unbundled Local Loop and installing their own ADSL equipment – a multi-million dollar investment – also face a sudden and profound shift in the economics of the industry.

Secondly, there is an unacceptable level of uncertainty created in the ADSL market going forward, even if the present prices squeeze is resolved. Telstra’s has shown a willingness to undercut its own wholesale prices with new retail pricing that is announced without regard to Telstra Wholesale’s consistent claims that it has no margin for reducing prices to independent retailers. This means that the level of risk associated with a business case based on Telstra Wholesale prices would be prohibitive.

Telstra Wholesale has claimed that it was unaware of the February 16 pricing announcement until after the event. It is difficult to accept that senior management in Telstra Wholesale was unaware of the BigPond plan. However, if true, this indicates that Telstra corporate senior management is aware that it can leverage above-marginal cost returns on Wholesale ADSL against market share in Retail ADSL markets to its advantage, and is using that ability to manipulate the development of the market.

It is important to understand these actions by Telstra in the light of the full history of the wholesale and retail ADSL markets in Australia, and the consistent need for the ACCC to intervene in this market.

In December 2001 months of complaints to and investigation by the ACCC resulted in the ACCC issued a competition notice against Telstra requiring it to reduce its wholesale prices to end a price squeeze. This resulted in Telstra cutting in wholesale prices by about 30 percent. 

In other words, the ACCC has already used the most powerful and direct weapon in its regulatory armory for dealing with anti-competitive activity in precisely this market. That Telstra has been willing to deliberately pursue a course of action that would result in the spectre of the same sanction being applied again shows that Telstra has no fear of competition notices.

ACCC reaction – Advisory Notice

The ACCC began informal market inquiries into the impact of Telstra’s action on February 16 in response to an avalanche of industry complaints. It privately and in the media stated that it regarded this as a matter of the highest priority.

On February 25, the ACCC issued an Advisory Notice to Telstra. This said that the Commission was investigating Telstra for a possible breach of the anti-competitive conduct rules of the Trade Practices Act. It said that Telstra should reduce its wholesale prices in order to ensure it is not in breach of these rules.

Telstra Reaction, Likely Future Developments and Timing Concerns

On February 26, the day after the Advisory Notice was issued, Telstra began telling its wholesale customers that it would present them with new pricing offers.

While on the face of it, these events might be thought to suggest that the regime has responded effectively, the CCC contends that they in fact illustrate just how effectively Telstra can game the rules to cause irreparable harm to competition. 

Firstly, competitors to Telstra have to choose whether they will leave their retail prices unchanged and watch their market share collapse, or release loss-making products to retain their position in the market, in the hope that they will secure improved wholesale prices in future.

In this environment Telstra can extend negotiations around new price offers with its wholesale customers, knowing that they may be forced to take inadequate price reductions simply to slow their cash burn. Only Telstra has both the ability and the motivation to stretch out these negotiations, and only Telstra can benefit from this. As these customers reluctantly accept inadequate offers, Telstra can point to these agreements to suggest that the ACCC has no grounds to proceed to a competition notice.

Telstra’s February 26 price offers were the first move in exactly this direction. It released a new flat national wholesale price with great fanfare claiming it was below the retail price. In fact, the wholesale price was raised above the retail price by the additional of the GST.

Further, Telstra had for years argued – and the ACCC accepted – that it was unable to release a national wholesale price because of the higher costs of serving regional areas. Individual members of the CCC had complained unsuccessfully on numerous occasions that Telstra’s high regional wholesale pricing was undermining regional competition. The release of the new wholesale pricing by Telstra represents the clearest possible example of its continued manipulation of the ADSL market to its own advantage, and it’s willingness to systematically dissemble and misinform the ACCC. This reality can only further weaken the expectation of Telstra competitors that they might receive a better outcome if they refuse Telstra’s cynical price offers and wait for the regulator to intervene.

It is also worth noting that Telstra Wholesale reportedly claimed that it had planned to reduce its prices and that the timing of the reductions – one day after the advisory notice – was coincidental. This is contrary to the statements Telstra Wholesale had consistently made to CCC members before February 25 to the effect that it had no plans to offer new pricing.

The industry is presently co-operating with the ACCC continued investigation, but does so in the full knowledge that each passed day sees further irreparable damage to competition. Even if the ACCC continues toward a competition notice in its present investigation, it is unlikely that it would be issued for some months.

Then, even if the immediate impact of the competition notice was significant in terms of a wholesale price reduction forced on Telstra Wholesale, there would be serious questions about whether it would restore sufficient confidence in the industry to encourage competition to return. Every participant in the market would know that Telstra had been faced with an identical scenario once before in December 2001. In response, it simply waited until the time of its choosing to again willfully attack the integrity of the market and undermine the assumptions underpinning every other company’s business case by repeating the price squeeze behaviour. No sensible investor could consider investment in broadband anything but a very high risk in such circumstances.

It is clear that two things must occur;

1. The ACCC must pursue the competition notice as a matter of urgency, and must not drop the investigation simply because competitors are forced by commercial reality to accept new pricing from Telstra that does not provide sufficient margin to allow for a sustainable business model, and;

2. Action must be taken to prevent Telstra from being in a position to continue to manipulate this crucial and fragile market.

Additional Available remedies and why they are inadequate – (Matt to expand)

The ACCC has expressed its alert at not being provided advance notice of the February ADSL price changes. One possible action that the ACCC could take using its available powers would be to require Telstra to comply with a tariff filing or record keeping rule specific to the ADSL market. This could force Telstra to give the ACCC advance notice of any changes it planned in ADSL retail pricing.

However, this remedy would be inadequate because simply requiring Telstra to, for example, give two weeks advance notice to the ACCC would not of itself give the regulate or competitors any more time to react. For example, in the case of the February price rises, the ACCC was informed and the public announcement of the prices was made two weeks ahead of the official release of the prices into the market. It still took a week and a half for the ACCC to issue an advisory notice, which, as discussed elsewhere in this submission, has not resolved the issue.

The form of the require of advance notice required of Telstra would have to be very explicit to prevent Telstra from being able to use the process to claim tacit endorsement of a planned price rise. For example, if notice of a price rise was presented in an oblique form, and the Commission did not raise an objection because it did not fully understand what it had received, Telstra could claim that the Commission’s silence was implied that the Commission had no objection. It is understood that the Commission has received information from Telstra in the past that was so unclear or voluminous that the Commission did not identify contentious elements immediately.

Another action the ACCC could take would be to initiate a declaration inquiry into the wholesale market for ADSL. If this market was declared, the ACCC would be able to regulate it on the same basis as it regulates other bottleneck services, including developing pricing principles.

However, the experience with these very services indicates how inadequate the declaration process has proved at proving an environment of certainty and transparency for access seekers. Their has been constant debate and disputation in the industry for issues as basic as the prices to terminate phone calls, and after seven years the CCC still does not believe that a satisfactory resolution to these issues is yet in sight. Again, the fundamental structural incentive for Telstra to deal unequally with its customers compared to its own retail operations has never been resolved, resulting in constant dispute, gaming and tinkering with the regulatory framework.

To declare access to the ADSL access network might have the benefit of adding some pressure to Telstra to deal more openly and consistently, and so should be done following and in addition to a competition notice for the present pricing behaviour. But declaration would not substitute for the, albeit inadequate, competition notice process, and by no stretch of the imagination would it secure an environment capable of supporting sustainable, long-term competition.

Necessary Future Actions

The ADSL market is presently in a state of crisis that only the most determined and rigorous action by the ACCC and the strongest signals from policy makers can remediate.

The CCC believes that the options available to the ACCC have been proven to be fundamental inadequate for dealing with such determined misbehavior by Telstra. Nevertheless, we believe the ACCC must employ every weapon in its armory in response to this situation.

To this end, the ACCC should:

· Pursue the investigation toward a Competition Notice with renewed vigor and as quickly as possible. It is crucial that a competition notice is issued to allow those competitors under attack from Telstra to have access to private legal remedies and claims for damages.

· Introduce a tariff filing or record keeping requirement on Telstra to force it to give clear notice of any intention to move its retail ADSL prices

· After it has concluded its Competition Notice process and issued a notice, immediately begin the process of declaring the wholesale ADSL market so that it can be more directly regulated in future. The CCC stresses that this process can in no way substitute for the Competition Notice process, but should follow it.

As described above, history demonstrates beyond doubt that none of these actions will be sufficient to prevent Telstra from continuing to manipulate the ADSL market, and with it the market for dial-up Internet and future generation, true broadband network development.

The ACCC has on numerous occasions made its views clear on the core problems undermining competition in telecommunications markets – the vertically and horizontally integrated structure of Telstra.

If the crisis in the communications industry precipitated by the events of this month are to be permanently resolved, the Federal Parliament must act to bring Australia into line with international practice and either disaggregate Telstra or empower the regulator to initiate such action.

The members of the CCC understand that there is a possibility that further hearings of the Broadband Competition inquiry will be scheduled. If this is the case, we would welcome an opportunity to present to the committee and discuss these issues.
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