PAGE  

SUBMISSION

FOR THE SENATE

Inquiry into competition in Broadband Services

August 2003

Paul Budde

Managing Director

Paul Budde Communication Pty Ltd

2643 George Downes Drive

BUCKETTY NSW 2250

Tel 02 4998 8144

Fax 02 4998 8247

Email: paul@budde.com.au
Web site: www.budde.com.au

Table of Contents

11.
Executive Summary


12.
Broadband Competition


2.1
Missing: competition dynamics
2.2
Innovation blockages
2.3
No new infrastructure from Telstra
2.4
The future is not looking good either
2.5
On net competition
2.6
Stop doing business the old way
43.
CROSS PLATFORM COMPETITION


54.
Telstra/Foxtel threat to competition


55.
THE Fall out from the FOXTEL DEAL


5.1
Its effect on competition
5.2
Questions about the intent
5.3
High Foxtel content costs
5.4
CONTENT PROVIDERS
5.5
The media players
91.
Response to Professor’s Ergas Paper


1.1
What do you mean – an innovative Foxtel?
1.2
Market share is a good indicator of competition
1.3
Ergas says pay TV is cheap in Australia – let’s ask the customers
1.4
Content regulations are anti competitive
1.5
Ergas ignores the end game – broadband
1.6
Let’s be innovative, Professor, and combine the two HFC networks
1.7
Protecting the POTS CAN
1.8
Telstra vigorously and successfully lobbies for more competition in New Zealand
121.
From telecom to media monopoly


1.1
Synopsis
1.2
Media dictatorship in Australia
1.3
Telstra
1.3.1
Financial success story
1.3.2
Successfully eliminated the threat of competition
1.3.3
Telstra is untouchable
1.4
ACCC has given telstra the keys to the media market
1.5
Broadcasters
1.5.1
Broadcasters self-destruct
1.5.2
Broadcasters don’t own content
1.5.3
Broadcasters don’t own infrastructure
1.6
Regulations
1.6.1
Structural Separation
1.6.2
Safe harbour under the new Telecoms Act
1.7
Where to go from here?
1.7.1
Government will have to take a lead
1.7.2
ACCC owes us big time
1.7.3
The investigation into cross-media competition; another Alston con job
1.8
Competition hinges on Optus promises to the ACCC
1.8.1
Will Optus deliver?
1.8.2
Deal severe set back for all competitors
1.8.3
Optus HFC based competition doesn’t make sense.


1. Executive Summary

The fall-out from the Foxtel deal is creating a significant new monopoly in Australia – across platforms (telecoms and cable TV) and across industries (telecoms and media).

Following the Foxtel/Optus deal, the Minister initiated another Inquiry – this time on the broader implications of the deal on media competition. The ACCC clearly recognised the threat to competition and advised the Minister that Telstra should divest itself of its interest in Foxtel.

It is very unfortunate that the Minister flatly rejected the ACCC recommendation. The Minister also missed another opportunity to address this serious issue when he aborted the Inquiry that he, himself, had instigated – on the Structural Separation of Telstra. This action was taken despite the fact that some 70 submissions had already been made to the Inquiry.

This was a repudiation of the democratic process.

Australia is already well behind comparable trading partners in broadbanding. In 2003 it features at the bottom end of the OECD rankings. A continuation of relatively slow growth will see the country lagging further behind in years to come. The major reason for this is the lack of effective infrastructure competition. In countries with high broadband penetration levels cable TV companies have driven this competition – and the same companies are now beginning to lead the push towards IP-based competition in those countries. Here, again, Australia will miss out.

There are plenty of reports from organisations such as the OECD, FCC (USA), EU and CRTC (Canada) providing evidence that infrastructure competition between telecoms networks and cable TV networks does stimulate the uptake of broadband. The government should accept this unequivocal evidence and the advice given by the major independent organisations – all of which indicates that infrastructure competition is needed to improve the broadband situation.

Both US President George Bush and UK Prime Minister Tony Blair, as well as many other political leaders, are on record as promoting their national broadband infrastructure as an important tool to assist in the modernisation of the economy and to drive innovation.

Apart from the missed opportunities mentioned above (the aborted Inquiry into Structural Separation and the ACCC recommendation re the divestiture of Foxtel), the government has also missed the opportunity to use digital TV as a potential platform for broadband competition. The government claims that stimulating facilities-based infrastructure competition is one of their two key telecommunications policies (the other one being facilitation of on-net competition);  however, every time an opportunity arises to stimulate infrastructure-based competition, the government refuses to act.

Only through infrastructure-based competition will we see an increase in broadband penetration that will bring us into line with our trading partners, Without this it might take Australia five to ten years to catch up. This will be a major setback for our society and for our economy.

2. Broadband Competition

2.1 Missing: competition dynamics

Telstra’s ownership of both the telephone and the HFC network is the single most important reason that we have such low broadband uptake in Australia. It has been clearly documented – for example, in the USA – that it is the cable TV companies that lead the broadbanding charge. Their future was clearly in broadband and they understood that they had little to lose by upgrading their networks to broadband, whereas the telephone companies had a lot to lose (they had to protect their voice and datacomms revenue). This is currently producing a new wave of competition, with cable TV companies adding new (voice) services to their broadband offerings.

They started to offer broadband in 1999 and are still in front of ADSL, as the telcos have been (as predicted) much slower to roll out broadband. This situation is very similar in Canada and most parts of Western Europe, but closer-to-home examples in Korea, HK and Singapore are also showing the dynamics of infrastructure-based broadband competition.

Table 1 – Broadband access amongst Internet households – 2001-2003

	Country
	Internet Households penetration

	
	2001
	2002
	2003 (mid)

	Korea
	65%
	80%
	85%

	Hong Kong
	8%
	45%
	65%

	Singapore
	7%
	35%
	50%

	Taiwan
	13%
	28%
	40%

	Belgium
	7%
	22%
	40%

	Austria
	13%
	25%
	40%

	Canada
	14%
	32%
	40%

	France
	4%
	16%
	39%

	Spain
	8%
	15%
	37%

	Netherlands
	15%
	25%
	36%

	Denmark
	8%
	15%
	35%

	USA
	17%
	23%
	35%

	Japan
	15%
	25%
	30%

	UK
	2%
	10%
	21%

	Sweden
	10%
	15%
	20%

	Switzerland
	6%
	14%
	20%

	Germany
	8%
	11%
	15%

(incl ISDN 50%)

	Australia
	1.5%
	5%
	7%

	New Zealand
	0.5%
	2.5%
	4%


(Source: Paul Budde Communication, www.budde.com.au)

note: In all countries in this table, 50% to 60% of all households have Internet access.

We don’t have these dynamics in Australia. Optus basically abandoned new HFC developments in 2000. The maintenance of their HFC network is significantly higher than that of the Foxtel network and they realised at an early stage that they would never have been able to compete with Telstra/Foxtel once prices would start coming down. The subsequent content deal and further downgrading of HFC-based services are further indications that they won’t be in this market for the long haul. Once the Foxtel network has been digitised it will be extremely difficult for Optus to compete, other than by offering a lower-grade network with significant lower prices; nothing nextgen…just the opposite.

This leaves Telstra/Foxtel as the only (serious) player in this market.

2.2 Innovation blockages

It doesn’t make sense that Telstra ADSL is starting an aggressive competition campaign with Foxtel to broadband Australia. It is far more likely that Telstra will work out a way whereby the two networks will be developed to complement each other as much as possible rather than developing them to compete with each other.

My analysis of this situation is as follows:

Telstra will use the ADSL network to promote its high-speed Internet services. Its current pricing basically stops residential users going beyond 1.5Mb. This makes it unattractive for video-based services. It is, of course, highly unlikely that Foxtel will jump in here and start using its cable TV network to offer broadband services with higher bandwidth capacity.

Telstra's ADSL pricing is certainly not encouraging users to use video-based applications (other than those services provided by Telstra itself). This, in its turn, is stifling other parts of our economy. Many innovative services will be developed by content providers; however, it is useless at present for them to embark on this since customers would not be attracted to buy these services, even if they were available. The exception is services that are hosted by Telstra – they fall outside the cap, and this, of course, raises a whole range of other competition issues.

2.3 No new infrastructure from Telstra

Listening to senior Telstra people I conclude that Telstra doesn’t see the need to develop any new CANs before the end of this decade and this leads me to conclude that the scenario indicated above will be used for at least the next five to ten years. While I don’t think that this is tenable, it goes beyond the scope of this report to address that issue in more detail.

I think it is a damn shame that Telstra is not investing in new CANs and I think Telstra's position is an anti-Australian one. We need new networks to improve the condition of our society and our economy. Most western countries are now involved in FTTH projects and some, as you know, already have some very advanced plans.

For the common good it would make sense to divest Telstra’s share in Foxtel and, ideally, to combine the two cable TV networks (this would mean a significant reduction in the total networks as most of it is duplication) and use the combined network as a platform to develop facilities-based competition. Current technologies are furthermore making it feasible to upgrade these networks to (near) FTTH.

At the moment Australia is globally the odd one out. We are the only western country where the national telco is allowed to dominate both markets and, as can clearly be shown in all the overseas examples, this is hampering the roll-out of broadband in Australia.

2.4 The future is not looking good either

Telstra argues that there is nothing wrong with broadband in Australia. They claim that we are presently seeing a higher take-up rate than other countries did at the same stage of broadband development.

Let's say that this is all correct, and that we are now where most of the others were two years ago. Within that period they have reached, let’s say, on average, a 35% penetration amongst Internet HHs. According to Telstra's forward estimates we will have one million broadband users in 2005 – and that would give us a penetration level of around 20%. Estimates of penetration in Europe (EU) by that same time sit at around 60%, so the gap will have widened even more.

0

I would be glad to put any international statistics aside and happily ignore the OECD figures, the official documents from CRTC, FCC, EU, IDC, Jupiter, Ovum, Yankee Group, Microsoft, Cisco and Sun – all of which indicate that cable TV-based broadband in competition with the incumbent telco has been the key factor in the growth of broadband – if only we in Australia could see broadband penetration begin to approach the levels it has reached in any of those countries.

But the real question isn’t why are we so far behind? – it’s how can we rectify this situation as quickly as possible?

There is always a way to construe statistics so as to make them work in your favour. But the big picture remains the same – the fact is that broadband take-up in Australia is well below international benchmarks.

I believe it is time we admitted that, as a nation, we have a job to do.  We should all sit down together and try to improve our appalling record.

2.5 On net competition 

It is true that, slowly but surely; some better broadband wholesale prices are emerging. But we must remember that all of the three ADSL wholesale price drops since 2001 have been forced upon Telstra by the ACCC.

I agree with Telstra that we might be over-regulated, but who is to blame for that? Not the ACCC, but the organisation that refuses to move forward without regulation. In 1997 I predicted that if Telstra were to continue to ignore the spirit of the Telecoms Act (aimed at increasing competition), more and more regulations would be introduced. This would, as I predicted at the time, change the position of Telstra from one of the least regulated to one of the most regulated telcos in the world.

A recent Ernst & Young's report, says that the incumbents would have to change from behaving like 'bloated monopolies'. Companies like Telstra would have no need to complain about over-regulation if they were prepared, as the Ernst & Young report indicated, ‘to stop doing business the old way'. 

I consider this to be a valid viewpoint.

2.6 Stop doing business the old way

I am sure that Telstra, with its army of lawyers and its years of experience in successfully fighting off regulation, will find plenty of ammunition to argue against the divestiture of Foxtel. And I am sure lots of effort and resources will be put into that by Telstra. Why not, instead, utilise those precious resources to investigate ways in which we can support the Australian broadband arena?

3. CROSS PLATFORM COMPETITION

It is interesting to note that several times the Minister has expressed an interest in using the various media platforms to stimulate competition. The key platforms are:

· The fixed telecoms network with services such as ADSL and FTTH in the future.

· The free-to-air broadcasting platform, including digital TV

· The cable TV platform with cable modems and set-top boxes.

But every time when there is an opportunity to stimulate platform competition the Minister flatly refuses any recommendations made in that direction. The Digital TV policy is a clear example of this and also the reaction to the ACCC recommendation that Telstra should divest its share in Foxtel, providing the cable TV platform as an alternative platform for competition was flatly refused.

The Foxtel deal certainly makes it far more difficult to create competition between services provided over telco and cable TV infrastructure, since Telstra dominates this market, and no long-term commitment to operate in this market has been made by Optus.

The digital TV policy is in total shambles, a fact that has also been belatedly recognised by the Minister. Earlier this year he tried to create an opening to revive this platform to stimulate competition, but unfortunately this failed, and it is now unlikely that anything will happen before 2008.

What I would once again like to see here is openness from the government and all the involved parties being able to address the situation in a comprehensive way. So far the platforms have only been looked at in isolation, the government refusing to allow an overall assessment. The ACCC investigation might just open up an avenue to take that broader view.

4. Telstra/Foxtel threat to competition

The former head of the ACCC made it clear that Telstra’s “enormous” market power is a major threat to competition in the telecommunications market.

From any analysis it is dominant in many different segments of the telecommunications industry and its power extends also into the media industry through its role in Foxtel.

Telstra, with its 50% share of Foxtel, can veto the supply of media programs to its potential customers, so the ACCC is concerned about telecommunications.

Professor Fels has publicly warned the Foxtel/Optus deal could have a negative effect on competition.

5. THE Fall out from the FOXTEL DEAL

5.1  Its effect on competition
In my report entitled Australia - From telecom to media monopoly (see Appendix 2, page 12), I report that the latest ‘name of the game’ is the emerging interactive media market. After the Foxtel deal, Telstra/Foxtel is now in an ideal position to take charge of this wider broadband-driven media market also. Pay TV is only a means to that goal.

In that report I also questioned Optus’s long-term commitment to this market.

I am highly critical of the merger – not so much in respect of the pay TV market, which is rapidly becoming obsolete anyway – but because of the future effects that this merger will have on the broader media landscape in Australia.

The OECD evidence here is clear – incumbent telco ownership of both copper and cable leads to a slower roll-out and higher priced broadband services. Add content to this and the effect will be compounded.

The ACCC might have had very little choice other than to get the maximum number of undertakings out of the deal – and it did get these, and should be commended for doing so. My criticism is that the deal goes way beyond the pay TV deal and that there was very little that the ACCC could, or did, do about that.

5.2 Questions about the intent

During the announcement of the Foxtel/Optus decision Professor Fels clearly flagged the ACCC’s concern about the situation, and it was heartening to see that the Minister also picked up on this. While we welcomed the decision, he also indicated that these arrangements should provide:

· access to quality Pay-TV content for smaller 'bundled services' providers and 

· enable content providers like C7 (Seven Network) to access substantial audiences. 

If both of these occur and Optus remains a significant Pay-TV player, there is the potential for audiences to receive significantly enhanced services from today's announcements.

Another extract from the Minister’s response: “The Government also welcomes Foxtel's commitment to provide capacity for the C7 service and strongly encourages all parties to ensure that there is a speedy commercial resolution to this longstanding issue, including an in principle commitment to the provision of reasonable access in the digital Pay-TV environment. A commitment by the Foxtel shareholders to expeditiously resolving this matter will demonstrate their bona fides at a time when the Government is considering whether to provide upfront regulatory certainty to facilitate the provision of digital Pay-TV services.”

Here again, the wording is of interest to the initiated.

The words ‘speedy’, ‘expeditiously’ and ‘bona fides’ – lessons learned from the telco environment indicate that commercial arrangements that include economically viable terms and conditions can take years to implement.

As I said in my report, Australia - From telecom to media monopoly, Telstra is untouchable. For ten years Telstra has disregarded Ministerial directions, Senate recommendations, ACCC decisions, and industry and customer lobbying and it continues to get away with endless delays and frustrations. This has been the main reason competition in the industry has slipped backwards rather than going forward. We will have to wait and see how quickly they will be able to implement the Foxtel undertakings. And the fact that the Minister places such an emphasis on this point clearly indicates that he, also, is concerned about it. Well over half a year after the announcement and the Minister’s speech, nothing ‘speedy’ had happened.

5.3 High Foxtel content costs

The ‘smaller operators’ all indicated they were worried about the decision. They fear that it will be nearly impossible to operate Foxtel services profitably over their networks because of the terms and conditions involved.

Foxtel argues that its cost structure prevents it from offering a better deal. This might be correct, but the argument is without foundation as their cost structure is, in fact, untenable.

We estimate the margin of Foxtel’s resellers to be between 6% and 10%. Resellers in Europe and the USA have margins that are double that, or more. In Australia small operators have no choice other than to go to Foxtel for their key entertainment content – sport and movies. The Foxtel cost structure is based on the ridiculously high prices the pay TV operators paid for content in the mid-1990s. The small operators are now also paying for the costly mistakes made by moguls like Murdoch and Packer, supported by companies such as Telstra. Admittedly Foxtel is trying to renegotiate these expensive content arrangements. At the same time, however, the owners of Foxtel are making their money from being involved as a direct or indirect content provider to Foxtel or, in the case of Telstra, from leasing their network to them.

On the positive side, the Foxtel programming makes operators like TransAct and Neighbourhood Cable more attractive to their users, enabling them to operate a more profitable overall service.

5.4 CONTENT PROVIDERS

As far as content providers are concerned, the feedback I got was that only when you have that ‘golden’ product, capable of attracting a very large audience, would it be economically viable for a content operator to use the Telstra/Foxtel network for the distribution of the service. Furthermore, you would have to rely on their cooperation for the ‘positioning’ and marketing of your product. So, imagine what will happen if such a product were in direct competition with a similar Foxtel product – not that this is likely, since Foxtel has already got most of that sort of content sewn up.

It is also interesting the qualification the Minister made talking about the benefits of the Foxtel deal, the depend on: ‘…Optus remaining a significant Pay-TV player’. He wouldn’t have said that if he didn’t have some doubts. And already within months Optus started to withdraw itself from interactive TV and other activities related to new services over its cable TV network. It also significantly increased its prices, subsequently its number of Pay TV customers dropped with 40,000.

5.5 The media players

While the Foxtel issue is bringing the telecommunications and media industry closer together, there is still a wide cultural gap between the two groups. There is very little cross-industry dialogue, or cross-industry lobbying.

The media players want, at a minimum, a structural separation between content and infrastructure, forcing Telstra to divest its interests in Foxtel.

We have argued that the media industry itself has a lot to answer for, with its persistent objections to changes that have been occurring in the broadcasting industry since the 1980s (they opposed satellite TV, cable TV, pay TV and digital TV). They have been very successful in delaying the introduction of new technologies and are now beginning to pay the price for this. They now have very little room to manoeuvre themselves into one of the new growth markets, such as digital TV or broadband.

Because of the ongoing deal-making between the parties, the battle lines keep changing. However, the latest developments have sharpened the profiles of the opposing parties – Seven, Ten and Fairfax on one side and PMT (Packer, Murdoch, Telstra) on the other.

The main bone of contention here is that, with the Foxtel deal in place, a significant new monopoly has been established without appropriate regulation.

They opposing camp have requested that the Minister make the ACCC investigation public and that they be consulted in the policy-making process following the investigation.

Bucketty, August 2003

Mr Paul Budde

Managing Director
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2643 George Downes Drive,

BUCKETTY  NSW  2250  

Telephone: 02 4998 8144

Fax: 02 4998 8247
Email: paul@budde.com.au
Web: www.budde.com.au
Appendix 1

6. Response to Professor’s Ergas Paper

Professor Ergas has viciously attacked the stand that the ACCC has taken on Foxtel. He argues that Telstra should be allowed to maintain its stake in Foxtel and thus to dominate the entire Australian telecoms infrastructure market.

What follows is my response to his paper.

6.1 What do you mean – an innovative Foxtel?

Ergas argues that the ACCC is obsessed with punishing Telstra. He maintains that the Commission ignores the innovations that Telstra has encouraged in Foxtel.

What innovations?

The company started with one of the oldest HFC technologies available, dating back to 1948. True, it quickly upgraded to a better technology, but it failed to go digital at a time when US cable TV operators began to invest $70 billion in their upgrades. At the stage that Telstra started to deploy HFC the technology was 50 years old and its analogue version, which Telstra implemented, had peaked in Europe and North America during the 1970s and 1980s.

It has been generally accepted throughout the industry that Telstra’s HFC ‘innovation’ was purely defensive – a view that even Telstra itself acknowledges. While I disagree with the policy, from Telstra’s point of view it was perfectly legitimate and it served its purpose, since, in the end, Optus was mortally wounded in its attempt to build an alternative CAN.

But please, Professor, don’t call this an innovation.

In the meantime billions were wasted – and written off. We are still waiting to see what the innovative digitalisation of the network will bring to Australia, as it is highly unlikely that Telstra will use its Foxtel network to compete aggressively with its other broadband network, which it operates over its telephone infrastructure, ADSL. It is more like that this will result in new interactive advertising opportunities for the pay TV operators, rather than innovative new interactive user services.

6.2 Market share is a good indicator of competition

The Professor also attacks the ACCC on the issue of market share. He argues that the ACCC should not use this to measure the success of competition. The reality, however, is that the OECD, the EU and economists in other institutions around the world often use market share as a measurement for competition. They argue that in large national markets where one player attains a market share above 25% there is good reason to suspect market-dominating behaviour by that company.

6.3 Ergas says pay TV is cheap in Australia – let’s ask the customers

The Professor goes on to say that Foxtel’s pay TV prices are among the lowest in the world, but I have no idea what the basis is for this conclusion. Basic cable TV packages in Europe and North America start at around the $20 mark. We all know why pay TV in Australia is so much higher – the content deals that the Australian operators have negotiated with the Hollywood studios are two to three times more expensive than those of their European and American counterparts. Furthermore, pay TV penetration in other parts of the world is often above 60%, making it far more economical. Australia, on the other hand, has one of the lowest levels of penetration.

If pay TV in Australia is so cheap why do we have this low level of penetration? It is obvious that customers are voting with their feet.

6.4 Content regulations are anti competitive

In my view, Professor Ergas is also looking at the content-sharing issue from the wrong angle. Foxtel, whether owned by Telstra or not, will retain the exclusive content rights it now has. Again, Australia is the odd one out here, since no comparable country allows a cable TV operator to hold such rights, even over areas where it does not intend to deliver services (e.g. country areas).

Other countries regulate that in such situations, content has to be passed on to other operators on commercially viable terms. However, further analysis of this issue reveals the far too expensive content deals that the ‘innovative’ Foxtel has clinched in the past.

But, to keep things simple, I will not elaborate on that at this stage.

6.5 Ergas ignores the end game – broadband

As I read his paper I began to notice that the Professor speaks only about pay TV, ignoring the fact that the end game for Foxtel is certainly not the dying pay TV market, but the emerging broadband market. In their case they will use it mainly for interactive advertising. That is where the action is and that is why Foxtel is investing $600 million in its digital upgrade. Pay TV will never, ever lift its penetration above the 25% – and we are on record as predicting this back in 1996.

6.6 Let’s be innovative, Professor, and combine the two HFC networks

Professor Ergas goes on to argue that the Foxtel network can’t compete in the telecoms market because it can’t carry telephone traffic. That is true, but facilities-based telecommunications infrastructure could be stimulated if the Optus and the Foxtel HFC network were combined. They are 80% overbuilt and it doesn’t make any economic sense to have two more or less identical networks competing with each other. A combined Foxtel/Optus network under new ownership could emerge as a successful competitor and dramatically rationalise these networks. After this has been done it is possible, with modern technologies, to upgrade this network to near-FTTH at significantly lower costs than building such a network from scratch.

Now, that’s what I call innovative development!

6.7 Protecting the POTS CAN

Conveniently for Telstra, Ergas argues that VoIP might, ‘in five years’ time or more’, offer some opportunities. The reality is that if you could operate a separate HFC network from Telstra there is no need to protect the highly lucrative analogue telephone market. A new owner would install VoIP over this network at great speed, since it would offer them an excellent competition opportunity. This is exactly what is happening at this stage in North America, cable TV companies are rapidly adding voice services to their broadband offerings. But, coming from his position of bias, Ergas fails to recognise this.

Totally laughable is the argument that Foxtel ‘faces substantial competition from other networks, most notably Optus’. First of all, what competition? There are 550,000 telephone users on Optus’s network, as opposed to 11 million on Telstra’s. And what about ‘notably’? Who else is there, or does the Professor perhaps know of some other big infrastructure competitors in the CAN arena that I’m unaware of?

6.8 Telstra vigorously and successfully lobbies for more competition in New Zealand

Professor Ergas concludes with the statement that Australia is the odd one out, as it increases regulations while everybody else decreases regulations.

First of all, I would like to revisit a statement I made in 1996. At that time Australia was one of the least regulated markets, being based on the principle of self-regulation. We all know what happened – Telstra ‘self-regulated’ the market on behalf of everyone. Its delaying tactics have been universally recognised. At that time we stated that if Telstra were to continue with this behaviour it would end up becoming one of the most regulated telcos in the world, since, in pure frustration, the government would start adding regulation after regulation in order to force Telstra to cooperate with the intention of the Act – the aim of which was to create competition. So, yes, Telstra has brought this over-regulated regime upon itself.

Of course, there is less broadband regulation required in Europe and North America because all those countries have broadband competition – the cable operators very successfully compete with the telcos in the broadband market. We don’t have anything near that level of competition and that’s why there is a very strong argument in favour of Telstra divesting itself of Foxtel. But, even so, the regulators in these countries have put the cable TV companies on notice that the time will come when they will have to open up their networks to let others, notably ISPs, compete over them.

And the company Ergas represents is only too happy with the increased competition in Ergas’s homeland, New Zealand. It is practically knocking down the Commissioner’s door on the other side of the Tasman arguing for more regulations.

I enjoy crossing swords with Henry and look forward to doing so again in the future.

Bucketty, August 2003

Mr Paul Budde

Managing Director
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Appendix 2

7. From telecom to media monopoly

7.1 Synopsis

The telecommunications and media landscape has been significantly altered by the ACCC’s content sharing decision (November 2002). The deal has very little to do with pay TV. It has given Telstra the green light to move further into the media market – something they will have no hesitation in doing. Telstra has successfully eliminated the threat of competition in the telco market. The broadcasting market is much weaker and is already in self-destruct mode, so it won’t be too difficult for Telstra to dominate this market by providing the new entertainment services over its variety of broadband infrastructures.

7.2 Media dictatorship in Australia 

I do agree with some of the points that Kerry Stokes made in July 2003 in relation to the litigation he is mounting against News Limited, PBL and Telstra.

The issue in this case is one of collusion and, if one looks at the cosy relationship between these three moguls over the last five years; it is easy to understand why there is little or no competition between these media/telco barons.

From my perspective the key issue, of course, is in relation to the pay TV/ broadband deal between the three companies. This has robbed Australia of infrastructure-based competition.

In most other countries around the world there is vigorous competition between the various media players and certainly between them and the incumbent telcos. But none of this exists in Australia. And, while all kinds of arguments can be made regarding the unique nature of our country, there are many countries with smaller populations that have far more competition. And Australia is one of the most urbanised countries in the world, yet there is very little real infrastructure-based competition, even in our metropolitan cities – certainly not enough to drive the broadband penetration to the levels (five times greater than in Australia) that have been achieved in other countries.

The three barons have total control over the media policies in Australia. In my opinion the Minister, Richard Alston, is actively working on behalf of these companies on several fronts:

· He is keen to get media laws changed to make it even easier for these companies to control the media landscape here;

· He refuses to even give consideration to the divestiture of Foxtel, which has been suggested by a wide range of very credible organisations, including OECD, ACCC, NCC and some 70 other organisations in Australia – all of whom are labelled by Telstra as ‘the regulatory zealots’;

· He is protecting them from further competition on the TV advertising side through his appalling digital TV policies.

On all of these points he has no support other than that of the vested interests involved and a handful of their economic and financial supporters. So much for democracy.

With the government and the three media barons joining forces there is very little hope of a democratic outcome. It is a foregone conclusion that the three barons will simply get what they want from this government. As I have said before, this regime would even have made Stalin blush.

I see this as a serious threat to media developments in Australia in general, and to infrastructure-based media competition in particular. The three barons will eventually be able to control close to 90% of the TV networks, newspapers and telecommunications infrastructure. This can’t be a healthy situation for a pluriform society. I would argue that they already control 80% of media in Australia – yet they want still more – and the government is prepared to give it to them.

7.3 Telstra

7.3.1 Financial success story

Financially, Telstra has gone from strength to strength. It can be justifiably proud of its recent financial prudence, which has left it in a much better financial position than many of its overseas counterparts. While I am undeniably critical of the company in other respects, I give full credit for this achievement.

7.3.2 Successfully eliminated the threat of competition

Telstra has also succeeded in eliminating the threat of competition, thanks to the regime of self-regulation that has been operating over the last six years. Its major competitors, Optus and AAPT, have both retreated into niche markets. Apart from the mobile market, Optus is making a small dent in the corporate market, but otherwise neither of them pose any serious threat to Telstra. Most of the other players have either disappeared or have also withdrawn into niche markets, while others didn’t ever reach the stage of becoming a threat to the incumbent. I believe the new telcos were partly to blame for this state of affairs, since the business models they elected to use were not sound. 

7.3.3 Telstra is untouchable

Competition certainly does have an effect on Telstra but, because of its dominant position, any losses that it incurs can easily be recovered in other areas. If they lose money in the corporate market they simply increase line rental or mobile charges in the residential market and they’re back on top again. In order to protect their lucrative corporate data market they simply delayed the introduction of broadband. Despite political disruption and complaints from consumer organisations and others they never encounter any serious problems. They seem to be able to operate above the law …... they are untouchable. 

7.4 ACCC has given telstra the keys to the media market

Having won the battle in the traditional telco market the company is now moving into the new interactive multimedia market. It is doing this on its own terms. I can’t help but admire the way they manage to do this – neither the government, nor the regulator, nor commentators and analysts can affect the process. Their biggest victory so far has been the defeat of one of their major enemies, Professor Allan Fels. For a long time Telstra had made it clear that they were not happy with the  regulator and their recent ‘Foxtel’ victory must have been sweet indeed. They have now been given the power to dominate the next market – that of interactive multimedia.

Foxtel’s CEO Kim Williams has surely proven his mastership, with a very recognisable touch from Sam Chisholm, they both knew that the deal had very little to do with the dying pay TV market but that it was a strategic move into the broader interactive media market. They clearly outmaneuvered the ACCC on this issue. The ACCC was of course hampered by the fact that they had to stays within the narrow confines of the content sharing deal and couldn’t take such broader issues into account.

Telstra/Foxtel will be the only telco in the world with the ability to dominate across markets:

· Traditional telco infrastructure;

· Basic telco service;

· Cable TV infrastructure;

· Key content such as movies and sport.

7.5 Broadcasters

7.5.1 Broadcasters self-destruct

Telstra now has all the cards in hand to make a quick killing in the media market. They will follow the strategies that brought them success in the telco market and will soon be dominant in this market also – I would say within three to four years. They will be greatly helped by the broadcasters who, by their efforts to impede any progress, have basically made themselves obsolete in this market in the longer term.

Under the ‘leadership’ of Kerry Packer the broadcasting fraternity have been able to delay the introduction of public online services (videotext), satellite services, pay TV and digital TV. This has, amongst other things, resulted in the messiest digital TV market in the world – it will be 2008 before anybody will be able to use any of the business opportunities that digital TV has to offer.

The interesting thing is that telcos, Internet providers, pay TV operators and the like possess alternative technologies, based on broadband, that they can use.  On the other hand, the broadcasters– caught in their own trap – are predominantly stuck with analogue broadcasting, which is rapidly becoming obsolete.

The distribution of video-based entertainment content, including traditional TV is no longer the hegemony of the broadcasters. The Hollywood studios have now directly moved in this direction themselves and they will soon transfer their preferential programming treatments from the free-to-air broadcasters to the operators who control broadband. And guess who is on their list for Australia? Not Channel 7, not Channel 9, not Channel 10 but Telstra.

Movies, sport, news and other programs that traditionally have fallen within the ambit of broadcasters will all be moved to broadband.

Supporters of the traditional broadcasting industry maintain that broadcasting will survive. Sure, this might be true, but the interesting part of the market will move on to broadband and the traditional broadcasters will be left with the crumbs.

7.5.2 Broadcasters don’t own content

The commercial broadcasters are driven by advertising, not by their customers, and little or no loyalty exists between the commercial TV stations and their viewers. Most of their programming originates elsewhere and the suppliers will simply sell their programs to the next generation of distributors – the broadband operators. Apart from the public TV stations broadcasters don’t have a large content database to offer that will distinguish them from their content suppliers.

Both the advertisers and the content suppliers will just move to whatever other entertainment companies are able to appeal to consumer markets. At best, the traditional broadcasters might become a content provider on the broadband networks.

Channel 7 has made mistake after mistake with its activities in the interactive market – first with C7, i7 and other dotcom activities, and then with a partnership with AOL that isn’t going anywhere. While Channel 9 has been slightly more successful in the interactive arena, through its ninemsn business, it has not been able to create sufficient momentum there to become either an obstacle to Telstra or a preferred interactive partner for content providers such as the Hollywood studios.

7.5.3 Broadcasters don’t own infrastructure

Another important key to success is infrastructure ownership. But the broadcasters don’t own this either. Also, in this case their rights only extend to the use of the broadcasting infrastructure. The infrastructure is predominantly owned by a private company, Broadcast Australia. This puts the broadcasters in a much weaker position than Telstra, which is the country’s largest vertically-integrated company.

And the broadcasters still have a long way to go if they are to satisfactorily establish the use of broadcasting infrastructure.  Even if they have got the digital upgrade in place they are not allowed to use this for these new services until 2008. This gives Telstra a tremendous head-start in this market. (When we pointed this out in the late 1990s the ABA, the Minister and the broadcasters chose to ignore the problem. I vividly remember a debate I had with the Minister on this issue on one of ABC TV’s Lateline programs.)

Telstra doesn’t even need to buy a TV station to take over this market. It can just sit and wait until the free-to-air broadcasters finish the job of self-destructing. While this might not look too serious at the moment, give it another two or three years and it will be a very different picture. The fact that Kerry Packer is a seller in the market is another indication that the golden years are over for the broadcasters. His instincts are well-known and respected – so watch that space.

7.6 Regulations

7.6.1 Structural Separation

Longer-term, a situation in which there is just one vertically-integrated telco/media company will, of course, become untenable, but significant political changes will be necessary before anything is done about it.

After a bungled inquiry into the structural separation in early 2002, the issue was rapidly wiped of the political agenda. 

We all know that politics is an opportunistic business and if the Liberal Party were to believe that political benefit could be derived from a change in their policies, they would do so – particularly now, when it is becoming increasingly doubtful that the sale of Telstra is going to take place. However, I would judge the Liberal Party to be at least two or three years away from making such a shift in its telecommunications policies – and, even then, it will only be after other countries, like the UK, have begun to implement structural changes.

In the end, however, it is inevitable. It simply does not make any economic or social sense to have one company dominating the total telecoms/media environment. As I have said before, Telstra is unassailable. Despite telecoms legislation, ministerial directions and regulatory decisions it is able do exactly what it wants. And, although it may succeed in consolidating its position even further in the short term, especially given the protection afforded by the current government, it will eventually collapse under its own weight and the company will be broken up.

7.6.2 Safe harbour under the new Telecoms Act

And the first step towards further strengthening Telstra’s position will come from the new Act was introduced in December 2002.

While there are marginal improvements in relation to competition, the new Act will have little or no negative effect on Telstra. There are sufficient safeguards incorporated into the Act to allow Telstra to protect its vested interests.

The main victory for the incumbent, however, will be that it will be handed a tool to prevent anybody from using its networks. As soon as the word ‘investment’ is mentioned Telstra will be given a safe harbour facility that will protect it from any regulations that are developed to provide fair and equitable access to these facilities.

Exhibit 1 – Imagine if TNT were to be the only courier allowed to use the road system
I have compared the operation of Telstra’s monopolies to a hypothetical situation where the building contractors of a road system only permit access to a select number of friends and allies. First of all they would form their own transport, courier company, taxi company, bus company, limousine hire, etc. and only allow them to use the road. They would then build the trucks and cars and only these cars would be allowed to be used by people driving on that road. If you were lucky you might be able to sign a partnership deal. For example TNT signed a deal, but would have to pay a 50% share of its revenues to the road owner.  And Ipec, for instance, would not be allowed to drive on the road without such a partnership agreement

I think you will agree that this would be a ridiculous situation, but our politicians and regulators seem to find it quite acceptable in the telco industry.  In fact, as we speak, politicians across the board are preparing to sanction the comparable ‘safe harbour’ arrangements.

7.7 Where to go from here?

7.7.1 Government will have to take a lead

I am enough of a realist to recognise that it is useless to try and put the clock back. The reality is that, for a long time to come, Telstra will be the dominant player across the telecoms and media markets. At the same time, Australia will certainly not be a leading light in the worldwide trend towards structural separation.  This is going to take a long time.

The Estens Report puts the responsibility for regional infrastructure squarely back into the hands of the government. It clearly identifies the issue as being related to economic and social policy and maintains that the government shouldn’t burden the industry (read Telstra) with this. As I have indicated in my analysis, this is going to cost hundreds of millions of dollars a year and I believe the government has no intention whatsoever of even coming close to an investment of this magnitude. So the simplest course is to quit now, rather than wait for a barrage of questions from its coalition partners, the Opposition and the Senate. They would all want to know what the government’s response would be to these suggestions.

So, while this may not be a commendable reason, it means that Telstra will remain in the government’s hands until a new government is available to address the issue again – at which time structural separation would, of course, be a more realistic possibility.

Estens, however, is spot-on in his report. He states that government leadership is crucial if we are to begin to move towards a knowledge-based society for all. Let’s hope the government accepts the recommendation to begin to generate a strategic plan and to start directing money towards infrastructure rather than to a large number of worthwhile causes – which, at best, will have minimal impact on the long-term improvement of telecommunication services in regional and rural Australia. The government’s response to the report in mid 2003 only partly addressed this issue.

7.7.2 ACCC owes us big time

The ACCC now owes the industry and the consumers big time. They have allowed the content-sharing deal to go ahead, and now they will have to ensure that the undertakings are introduced quickly, and that they are enforced. They themselves were not happy with the current situation and they used the Ministerial Inquiry into the competition issues to try and rectify this market situation, all at no avail (see below).

For them to regain their credibility they will have to be far more forthcoming in their execution than has been the case under the telco regime. Even the Minister has queried why the ACCC has failed in the past to use its powers to achieve better outcomes in the telco environment. This is one of the reasons that he has reserved to himself certain powers under the new Act. However, when the ACCC used its powers, the Minister flatly rejected the outcome.

7.7.3 The investigation into cross-media competition; another Alston con job

In June 2004, the Minister flatly rejected the ACCC recommendations of the Inquiry he had issues.

The Foxtel/Optus content-sharing deal that was clinched in November 2002 contained elements over which the ACCC was powerless. According to Professor Fels, he was only able to look at the deal in the context of pay TV, and had no authority to link that to the broader telecoms or media environment in Australia. The deal provided Telstra with a level of market dominance that is unique in the western world.  As well as this, it enabled the company to maintain a strong valuation and this would be beneficial for the privatisation of Telstra.

But the issue didn’t stop there. In an endeavour to be seen as looking after the broader national interests the Minister recently made the following comments:

Clearly these (Foxtel/Optus) arrangements require consideration by the ACCC under the Trade Practices Act, and the government will also seek formal advice from the ACCC concerning the extent to which emerging market structures are likely to affect competition across the communications sector, including through the provision of bundled Pay-TV, telephony and broadband services. The government is keen to ensure access to content on non-discriminatory terms. 

The ACCC recommended that to solve the problem of market dominance by Telstra the company should divest its interest in Foxtel. In the lead-up to this announcement it had already become clear that this was the only recommendation that the ACCC could possibly make;  everybody in the industry was acutely aware of Telstra dominance in the market; but everybody was also well aware that the Minister had no intention whatsoever of implementing that recommendation.

Just like the Structural Separation Inquiry, this has been a con job from beginning to end.

I have supported the Minister on the two key issues, as he sees them, in his regulatory policy:

· Stimulate facilities-based competition;

· Open up the existing networks from the control of the incumbents.

The Foxtel/Optus issue had everything to do with facilities-based competition, yet, having been given a chance to address that issue, he backed right off.

Digital TV could be used as a platform for competition – and, even more importantly, so could cable TV. Every other comparable country in the world is using the telco and cable TV platforms for facilities-based competition. Alston’s latest refusal to establish this level of competition in Australia places his integrity on that issue decidedly in question.

If these two platforms are not used to establish facilities-based competition, what else is there? There is little hope of fresh investments being made, and, with the collapse of Nextgen and IP1 and the problems being encountered with PowerTel and UEComm, there is little chance that we will see any facilities-based competition at all.

And so it would appear that the Minister has deliberately created a national telco infrastructure monopoly to increase the value of Telstra, single-handedly reinforcing the virtual telco monopoly in this country. He has done this instead of looking after the interests of all Australians.

And so now he should face the consequences. Having created this monopoly he is obligated to regulate in such a way that Telstra cannot misuse its monopolistic powers. And structural separation is the obvious answer – a solution which, by the way, is also favoured by the OECD, EU, ACCC and Australian Competition Council.

If the Minster flatly rejects all of the available options to establish facilities-based competition then I would like to hear what he intends to do to address the issue of facilities based competition, earmarked by him as one of his key telco policies?

It has become patently obvious that the absence of competition between platforms (telecoms, broadcasting, cable TV) will mean less growth in network modernisation, broadband uptake and the development of new innovative services.

In a recent address Professor Fels clearly indicated that the current level of regulation – based on access regulation – is achieving nothing in addressing structural industry issues such as the competition between platforms and the dominance of Telstra across telecoms, cable TV and content.

I recently put forward the view that Telstra was carefully designing its strategies for interactive services over the cable modem network and the ADSL network so as to ensure that there wouldn’t be any competition that could upset the company’s vested interests in the copper-based network. The Professor was naturally a little more guarded, and said only that Telstra could use its market power to gain leverage and use its powers to shut out competitors. He used the following examples. Cable modem penetration on the Telstra HFC network is a meagre 3% and downloads on the ADSL network are limited to 1.5Mb, making it impossible to use this services for video-based services and thus protecting the Foxtel network.

With the Professor gone (on 1/7/2003) I have lost a trusted ally in championing telecommunication competition in Australia.

Alston’s latest con job, together with the departure of the good Professor, constitutes a double blow to that goal in the future.

7.8 Competition hinges on Optus promises to the ACCC

7.8.1 Will Optus deliver?

I have spoken before of the extraordinary sales skills of Optus’s CEO, Chris Anderson. Even Professor Allan Fels alluded to these during an address he gave after his decision to allow for the content merger between Foxtel and Optus.

Chis had convinced him that, not only was the future of Optus’s residential services under threat if the deal were to be disallowed, the future of Optus as a whole could be under threat as well. The fact that Allan Fels mentioned this in his speech is a clear indication that it must have played a major part in his decision.

So, it now comes down to Optus delivering on its promise that it is serious about the fixed residential market in Australia, since the competitive future of the Australian telecommunications market now hinges on this claim.

7.8.2 Deal severe set back for all competitors

I still believe that the decision has severely set back the whole telecoms industry in Australia, including Optus, since Telstra has now become cross-dominant in the bundled market of telecoms/cable TV/content – and, within a few years, media. This is bad for everybody else in the industry. Furthermore, the deals between Foxtel and Optus have brought these two companies closer together and I would be surprised if this circumstance were to lead to more vigorous competition between the two – certainly not in the pay TV market. But I am prepared to wait and see.

7.8.3 Optus HFC based competition doesn’t make sense.

However, my concern goes much deeper than this. Since 2000 I have been questioning Optus’s position in the market. Up till then Chris Anderson talked about the cable TV network as ‘the jewel in the Optus crown’, but since that time no more money has been invested in this network. The network is now close to 10 years old. It certainly isn’t getting any bigger and, with basically two parallel cable TV networks in place in Sydney and Melbourne, I would feel safe betting that Optus is not going to invest hundreds of millions of dollars in this network just when Telstra has committed itself to a $600 million upgrade.

So I continue to question the long-term viability of the Optus residential HFC network. Optus capex is at an all-time low – not much more than the low tens of millions of dollars in the last quarter, which is absolute peanuts in the telco industry. Despite several high-level discussions that I have had with Optus on this issue I remain unconvinced that Optus has a long-term interest in the fixed residential market. I sincerely hope that my skepticism will be proved wrong and that Optus will begin to compete seriously with Telstra. They had better start working on this quick-smart, as the gap between the two is growing daily.
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