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Submission to Senate Environment Information Technology and the Arts Legislation Committee

September 2003

Introduction

Comindico welcomes the opportunity to submit to this inquiry its views on the Telstra (transition to Full Private Ownership) Bill 2003 and would be pleased to offer the committee any further information or assistance that the committee might require.

Comindico is a privately-owned company, formed in 2000. It has invested approximately $350 million building and deploying a national, convergent communications network using Internet Protocol technology to deliver a range of data and voice services. Comindico believes it is now one of the top four providers of Internet service by wholesale customer, end user, and data volume measures. The Comindico network includes fully interconnected data centre in all 66 Call Collection Areas in Australia, giving it a regional reach second only to Telstra for the delivery of terrestrial services. 

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

Summary

Comindico takes no philosophical position on the public ownership of Telstra, but submits that the further privatization of Telstra should not proceed because the telecommunications markets in Australia have not reached an adequate level of competition, and full privatization would be more likely to make that situation worse than better. Comindico submits that until these issues, described in more detail below, have been addressed with sustainable legislative and regulatory mechanisms, either during the process of privatization or before, full privatization should not proceed. 

The Failure of the Competitive Regime

Competition in telecommunications markets is the primary mechanism in the Government’s policy platform to ensure better telecommunications services to Australians, and Comindico is strongly supportive of this approach. An efficient, growing and technologically advanced telecommunications sector is at the heart of an efficient modern economy because communications are both a cost-input and an enabling technology to almost all other industries. This important role for telecommunications is accepted by all political parties in Australia.

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

The ACCC has this year publicly stated that the regulatory regime has failed to deliver the level of competition envisaged when it was introduced. (See Report to the Minister on Emerging Market Structures in the Communications Sectors, and ACCC Telecommunications Reports 2001-02) 

In the assessment of the ACCC, “progress is slowing in achieving effectively competitive telecommunications markets”. (Telecommunications Reports 2001-02) The ACCC observed that competition was strongest where alternative and independent owned infrastructure existed. Comindico notes that this infrastructure was largely funded during the bull market for such investment, which ended in 2001. It is highly unlikely that such an enthusiasm for investing in new infrastructure by new entrants or even existing participants will be repeated on such a scale again in the foreseeable future. Evidence of slowing competitive pressure cited by the ACCC corresponds with the timing of this change in the investment environment.

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

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

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

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

The Structural Impediments to Competition

The ACCC explicitly recommended structural remedies to these problems of managing competition in the market through requiring Telstra to divest itself of its shareholding in Foxtel and its ownership of the HFC cable used to deliver Foxtel services (Emerging Markets Report). It also said it had “grave reservations that access arrangements and enhanced accounting separation and related provisions are sufficient of themselves to address on-going competition concerns in the Australian telecommunications market”. It said that recent reforms aimed at providing more information about Telstra’s internal pricing will not be sufficient to remedy these problems because “as accounting separation does not change a carrier’s underlying incentives or conduct, it will not necessarily address the limitations created by the current industry structure”.

In particular, the ACCC identified the market for local telecommunications services, including local calls and basic access lines as being “a long way from being effectively competitive”, and the market for fixed-to-mobile services as “a long way” effectively competitive. In national long distance and international calls markets, the ACCC saw competition developing well but noted that Telstra’s network ownership “provides it with a seemingly impassable advantage over competitors” and appeared to be causing prices to consumers to be inflated.

The ACCC said the issue of structural integration that underpinned most of areas of systemic competitive failure had “not been subject to comprehensive consideration”. This accords with the submission from the National Competition Council to the aborted House of Representatives inquiry into the structural separation of Telstra. This submission repeated the NCC’s previous statements that the Federal Government should examine structural separation and cited research that suggested that ring-fencing would be inadequate as a means of addressing Telstra’s market power.

That the Telstra (Transition to Full Private Ownership) Bill does not address these issues, in the absence of separate actions to address them, means it is fundamentally flawed. In the absence of provisions in the Bill designed to address these issues and enhance the competitive environment, the full privatization of Telstra would most likely have a detrimental effect on competition in the telecommunications markets.

This is because, Comindico submits, the present partial public ownership of Telstra provides some, albeit inadequate, discipline on the actions of Telstra. This is effected through a number of mechanisms, including; the requirement for Telstra to appear before Senate Budget Estimates and other committee inquiries where it knows it can be called to account for its various actions, and; the potential for Telstra’s actions to cause embarrassment to the Minister for Communications and the Government more generally, of which the company must be mindful.

These constraints are clearly inadequate to address the problems flowing from the structural integration of Telstra identified by the ACCC. However, Comindico submits that in the absence of measures to resolve those structural inadequacies, it would be premature and harmful to competition to proceed to full privatization.

Specific Concerns With the Present Bill

1. Regional Markets

Comindico submits that some provisions in the Bill, such as those that seek to ensure standards of service are maintained and improved for all customers, could have the opposite effect to that intended over the long term.

The Government has sought to ensure that regional and rural services in Australia are protected after a full privatization of Telstra by imposing a new licence condition on Telstra. This condition would reportedly require Telstra to maintain its Telstra CountryWide business.

Comindico contends that such an approach is flawed for two reasons: firstly, it is not clear that such a condition would be effective, and secondly, there is a real risk that forcing Telstra to maintain its presence in regional areas both cements it market power in those areas and creates an incentive for Telstra to use that market power to discourage new entrants.

To the first point, the ultimate sanction for a breach of this licence condition would presumably be for Telstra to lose its licence to operate. It would appear on the face of it that to punish Telstra for withdrawing from the bush by having it cut off all services to other of its customers would be simply to compound the problem. Financial penalties for failure to meet standards of commitment to the bush would similarly simply result in a cost-benefit analysis by Telstra over time, as evidenced by its decision to pay CSG payments to certain customers rather than provide them with the service those penalty payments are intended to ensure. The very substantial fines that could be issued for breach of a licence condition need to be seen in the context of Telstra’s multi-billion dollar annual profit.

To the second point, if Telstra felt it was required to maintain a presence in regional and rural areas where the returns on its investment are lower than those it enjoys in other markets, that would create an incentive for it to invest at a minimum and to seek to maximize it returns by using its market power to minimize competition. Both of these imperatives would have the effect of slowing the deployment of new technologies to non-metropolitan areas.

There is already concern in some regional communities that Telstra’s market power, built on its level of integration and its privileged position as almost the exclusive access network owner and service provider in the regions, is being used anti-competitively. 

Comindico has recently announced its participation in a pilot project in Shepparton, with seed funding from the Victorian Government and in partnership with local councils and a local regional telecommunications company, to develop an a local, full service communications competitor to Telstra. Through these relationships Comindico has been afforded some insight into the difficulty of creating a sustainable communications competitor in regional Australia. 

Comindico’s local partners in the Shepparton venture have previously experienced aggressive, selectively targeted marketing efforts by Telstra coinciding with any attempts they have made to introduce alternative sources of service supply. These efforts appear aimed at the customers the local start-up venture is planning to target, and do not extend to the wider community. Nor does this aggressive marketing extend beyond the region where there is the threat of a new entrant.

2. Hybrid Securities

An argument frequently advanced in support of the privatization of Telstra is that the Government is “both poacher and game-keeper” by virtue of its roles as shareholder and regulator.

Comindico does not accept this argument as a general proposition because to do so would be to accept a very serious implicit criticism about the competence of the Government to balance different interests. However, Comindico does contend that there has been a very strong focus on privatization for several years, and that this has acted as a distraction and consumed considerable Government resources, while discouraging regulatory initiatives. The focus on privatization creates an environment where it is more likely that policy-makers in the Government might feel concerned about the impact of their actions or statements on the short-term value of Telstra shares.

In the context of this, Comindico is concerned that the present Bill would allow for a wide variety of mechanisms by which the Government might divest itself of its interest in Telstra. In particular, the possibility that hybrid debt-equity instruments might be offered to the market rather than simple shares.

Comindico submits that this could create a situation where the “poacher/game-keeper” dilemma is made more immediate and has a more destructive effect on policy development than any circumstance the industry has experienced to date. For example, there could be a situation where convertible notes were issued with a date or dates some time in the future where these could be, but need not be, converted to equity.

Given the policy of the Government is to fully divest itself of Telstra, the temptation to avoid any action that could be seen to make Telstra equities less desirable during the period or periods up to a conversion date would be much more potent a disincentive to take policy action than has been the case at any time in the past. It would seem self-evident that the Government would wish to maximize proportion of notes converted and so minimize the potential for it to be left with a carry-over minority shareholding.

Even in the best of circumstances, it would seem unlikely that the conversion rate would be 100 percent. In this situation, the “poacher/game-keeper” dilemma would again, on the face of it, be more immediately felt than it is at present, because the Government would presumably wish to divest of this “rump” of shares as quickly as the market could absorb them.

These scenarios suggest a real risk of periods of reform paralysis during the process of disposing of the public shareholding in Telstra, and underline the imperative that the failures in the regulatory regime are addressed firmly and effectively before the sale process begins.

Conclusion and Summary

Some of these and other issues will be considered more fulsomely in Comindico’s proposed submission to the Senate inquiry into competition in broadband and related issues. In the context of this, Comindico submits that it is clear that the Telstra (Transition to Full Private Ownership) Bill requires substantial amendment, or will need to be preceded by significant separate legislation, to deal with issues associated with the failure of competition in telecommunications. 

Comindico submits that the calls from both the ACCC and the NCC for a full examination of structural impediments to competition should precede any privatization, and, as such, any amendments to the present Bill should be drafted only after such an inquiry. That said, Comindico has previously publicly advocated the addition of a divestiture power to the ACCC. Such a power would allow the ACCC to seek, through the Federal Court, an order that Telstra divest of certain activities or parts of its business if the ACCC believes it has established a pattern of systemic anti-competitive behaviour.

Such a power would, Comindico submits, have a more powerful effect on Telstra’s behaviour than the present means by which legislation or regulation are employed retrospectively to deal with instances of anti-competitive behaviour. This is because a divestiture power would be forward-looking, rather than retrospective, in its application.

It is conceivable that such a provision could be effected in the Telstra (Transition to Full Privatisation) Bill, which would send a clear signal to telecommunications and equity markets that the Government was committed to delivering competition in telecommunications markets, and did not intend to privatize a monopoly, without having to confront the vested questions about shareholders interests that have been cited as a barrier to structure separation.

Comindico would be pleased to offer any further information or comment that the committee feels might be of value.
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