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Summary

Introduction

The regulation of telecommunications and related markets has presented some of the most significant challenges faced by the Australian Competition and Consumer Commission (the Commission) in its role as competition regulator.

Telecommunications regulation has contributed to many positive outcomes for consumers, including improved service quality and significant price falls. However, the ongoing lack of effective competition in many telecommunications markets means consumers continue to pay higher prices and receive lower quality services across the entire communications sector than they otherwise would.

The Commission believes the communications sector in Australia is now at a crossroad.

Technological advances have enabled consumers to receive information and experience entertainment in ways generally unavailable to residential consumers a decade ago, such as via the internet, digital television and broadband services delivered over the fixed copper and HFC network.

The removal of restrictions on markets has been an important aspect of this change, particularly the legislative opening up of the telecommunications markets to competition and the removal of the prohibition on the delivery of pay TV services.

The future promises even more change. Developments such as the further digitisation of Telstra’s copper network and the impending digitisation of the Telstra HFC network have the potential to deliver new or improved services to homes and businesses, such as:

· more television channels and content, at higher picture and sound quality

· interactive services via the television, such as email, internet and video-on-demand

· broadband internet providing richer multimedia services, including full video services.

These services not only have the potential to revolutionise home entertainment, but will have a significant impact on the business, education and health sectors, by delivering technology such as video-conferencing and other enhanced applications that are likely to increase the efficiency of Australian businesses.

However, Telstra’s control of both a copper and a cable network and the lack of competitive discipline it faces as a result of this dual ownership, means Telstra is in a position to largely dictate the type of services that consumers will be able to access and the time at which these services become available.

Digitisation and the ability to offer broadband services over existing networks also present a real opportunity for genuine competition in the delivery of broadband services, if the Commission’s recommendations in this report are accepted. 

The minister’s request for advice

This report responds to a request by the Minister for Communications, Information Technology and the Arts, Senator Alston, for advice on the extent to which emerging market structures are likely to affect competition across the communications sector.

By letter dated 12 March 2002, the minister asked the Commission to advise on:

[T]he 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. 

This request followed the announcement of the pay TV content supply arrangements between Foxtel and Optus and between Foxtel and Telstra, which the Commission subsequently accepted subject to conditions.

The minister noted:

Areas of particular concern to the government include the implications for:

· competition in pay TV;

· access for aspiring pay TV content providers to delivery platforms;

· access to Foxtel pay TV content for other ‘bundled service providers’ to facilitate competition in pay TV, telephony and broadband, including in non-metropolitan areas in Australia; and

· competition in the provision of consumer reception equipment for broadcasting, telephony and broadband services.

The Commission was also invited to address any other issues it considered relevant to the nature of pay TV, telephony and broadband services likely to be available to Australian consumers.

In responding to the minister’s request, the Commission is informed by its charter to further the long-term interests of consumers of telecommunications services, by promoting competition and the efficient use of, and investment in, telecommunications infrastructure.

Therefore, the Commission has made recommendations where it believes, from a competition perspective, there is a strong case for reform or further review. The Commission recognises that the government may have other policy objectives on particular issues.

As the minister’s request was initiated in light of the Foxtel pay TV agreements, this report focuses on those parts of the communications sector particularly affected by those agreements, namely telecommunications, pay TV and free-to-air (FTA) broadcasting. These are significant areas of commerce—together, the revenue of these sectors is over $33 billion a year.

The recommendations made in this report are generally consistent with, and complement, the undertakings accepted by the Commission when considering the pay TV content supply arrangements. Those undertakings provide for, amongst other things, terms for access to programs for pay TV operators and access to Telstra’s HFC network and Foxtel’s set-top units for the purposes of providing pay TV services.

However, as noted by the Commission when accepting the pay TV arrangements, the undertakings only relate to the specific competition issues raised by the pay TV arrangements. Given the Commission was only considering the supply of Foxtel pay TV channels to Optus and the re-selling of Foxtel’s services by Telstra, it is not realistic to expect the Commission should have sought, or would have been offered, undertakings to alleviate the Commission’s broader competition concerns across the communications sector which pre-dated the arrangements.

It is these pre-existing concerns, and the Commission’s views on what policies could be introduced to address or mitigate them, that form the basis of this report.

Is the supply of telecommunications and broadcasting services currently competitive?

Whilst regulation has generated some positive outcomes in the telecommunications, pay TV and FTA sectors, the Commission believes significant competition concerns remain in each of the sectors outlined below.

Telecommunications

The Commission’s analysis indicates that the progress of competition in telecommunications markets is slowing. To date, the type of benefits that have arisen from the introduction of competition in telecommunications markets have largely flowed from competition at the retail level of the market as opposed to competition between telecommunications infrastructure providers (the wholesale level of the market).

The incumbent, Telstra, remains a dominant firm in telecommunications. It is one of the most integrated communications companies in the world, continuing to be the major wholesale and retail supplier of telecommunications services, including:

· local, national, long-distance, international and mobile telephony

· dial-up and broadband internet

· data

· printed and on-line directories

· pay TV (through its 50 per cent ownership interest in Foxtel).

Importantly, Telstra owns two of the three major local access networks outside the CBDs of major cities. In addition to owning the copper (PSTN) network that connects virtually every household in Australia, Telstra owns the largest cable (HFC) network, which passes 2.5 million homes. The second largest carrier in Australia, Optus, owns the other HFC network. This network passes approximately 2.2 million homes.

The extent of Telstra’s dominance of the sector is demonstrated by the fact it receives almost 60 per cent of total industry revenue, which is almost four times the revenue that its closest rival, Optus, receives. It is reported to receive over 90 per cent of total industry profits.

Pay TV

In pay TV, Foxtel has emerged as the dominant supplier to metropolitan subscribers, with supply to over 90 per cent of pay TV subscribers in that area (this now includes subscribers who receive Foxtel content via Optus and Telstra). Similarly, Austar is the dominant supplier in the non-Foxtel supply areas.

Whilst the recent content supply agreements have strengthened Optus’ pay TV offering, the similarity of the services offered by Foxtel and Optus may mean that customers see little choice in programming and pricing.

Free-to-air broadcasting

In Australia FTA broadcasters are provided a level of protection from competition that is not given to firms in other industries. Entry into the FTA sector is strictly controlled by government regulations that limit the number of commercial broadcasting licences to the three incumbents, channels Seven, Nine and Ten and their regional affiliates. In addition, a number of other regulations restrict how FTA broadcasters can broadcast. For example, each commercial broadcaster is restricted to supplying only one channel.

The increase in capacity resulting from digitisation of FTA broadcasting could provide increased opportunities for new services, greater choice and perhaps new entry into this market. However, government regulations prohibit many of these opportunities from emerging as they otherwise could. 

As a result, the market remains concentrated, with FTA broadcasters having less flexibility to develop business plans to meet consumer demand, and FTA and pay TV broadcasters being insulated from competing against each other. Less competitive pressure and flexibility reduce the incentive to innovate and provide high-quality services.

Competition in telecommunications and broadcasting infrastructure

The transmission of signals to consumers, whether by fixed (copper, cable), satellite, or wireless (FTA broadcasting, wireless local loop etc) networks, is an essential aspect of the supply of telecommunications and broadcasting services.

In applying its access regulation responsibilities the Commission has sought to ensure the efficient use of infrastructure in the supply of telecommunications and pay TV services by permitting competing providers to supply their services over key existing networks.

The Commission believes access regulation and conduct regulation (which prohibits anti-competitive conduct) both have an important role in promoting competitive markets. However, experience suggests that incumbents or suppliers with substantial market power can stifle the promotion of competition via access regulation by delaying negotiations, provisioning networks in ways not conducive to access and by favouring supply of their own services over those of access seekers. 

Without competition between telecommunications infrastructure providers, it is likely that: 

· networks will not be developed and used to their full potential

· new services (such as high-speed internet) will not be introduced as early as they otherwise would

· services will not be provided efficiently and at least cost for consumers.

Regulation should seek to promote investment that is efficient and avoid encouraging unnecessary duplication of infrastructure as this can result in substantial costs. Access regulation must operate as effectively as possible to ensure that investment in infrastructure does not occur when more appropriate access-based solutions are available.

It follows that this report recognises the importance of ensuring both existing infrastructure is used as efficiently as possible and that efficient new infrastructure investment is promoted.

Ensuring existing infrastructure is used efficiently

The current ownership by Telstra of both a copper network and the largest HFC network reduces the opportunities for competition between existing infrastructure. For so long as Telstra owns or has an interest in a copper network and an HFC network, Telstra will be concerned about maximising the combined revenues of both networks, and will therefore be hesitant to introduce new services or pricing on one network which cannibalises its revenues on the other.

Divestiture of the HFC network by Telstra would address this problem by introducing a new infrastructure competitor into the market against Optus and Telstra, establishing conditions for increased rivalry and innovation in the supply of a full range of telecommunications services. This competitor would have the potential to supply voice, broadband internet and pay TV services directly to 2.5 million households passed by the HFC. 

Increased competition would also provide better incentives for Telstra to invest actively in its copper network to provide for the delivery of a range of advanced broadband services. Overseas experience and independent analysis (including by the OECD) strongly suggest that the enhanced competition between independent networks should improve broadband price and service offerings and thereby increase the take-up of broadband services. 

The Commission believes significant competition and efficiency benefits are likely to follow from divestiture. However, the Commission recognises that divestiture of the HFC network by Telstra requires further analysis, with particular focus on the costs of such divestiture. 

Divestiture of the HFC network by Telstra may also reduce the need for more interventionist approaches aimed at improving the competitive environment, such as actual separation of Telstra’s wholesale and retail businesses or separation of the local loop from the rest of Telstra’s business. A consideration of such policies is beyond the scope of this report, however the Commission notes the recent support for the option of structural separation of Telstra’s fixed network expressed by the National Competition Council.

Media regulation

The Commission is also concerned that current media regulation is restricting competition between existing services, particularly pay TV and FTA broadcasting. This is most evident in the restriction on sports broadcasting as a result of the anti-siphoning provisions, but also relates to current restrictions in the use of the FTA broadcast spectrum. 

Liberalisation of these restrictions could provide significant benefits for consumers, particularly by increasing content choice. Given the various interrelationships between the media regulations a fundamental reconsideration of media regulation is required. That is, the media regulations cannot be examined in isolation and any reform needs to take place ‘across-the-board’.

Promoting efficient new infrastructure investment

The Commission currently sees that there are three main obstacles to efficient infrastructure investment. These are: inability to access premium pay TV content; the underlying incentives that are created by Telstra’s ownership interest in Foxtel; and the potential for leverage of market power into otherwise competitive markets.

Importance of access to premium pay TV content

Broadband networks are capable of providing a range of services such as telephony, high-speed internet and e-commerce as well as pay TV. 

There are significant sunk costs associated with the development of broadband networks. In order to achieve adequate returns on such a substantial investment it is necessary to offer a full range of broadband services, including pay TV.       

Premium pay TV content is critical to the development of pay TV offerings and therefore an inability to access premium pay TV content may act as a barrier to entry to new broadband investment. This may lead to less competition in the supply of broadband and telecommunications services.

Although in-roads have been made to ensure pay TV content, including premium pay TV content, is distributed beyond Foxtel’s and Austar’s pay TV networks, access to key pay TV content remains an important issue that requires the policy attention of government. Without this, the Commission is concerned that opportunities for efficient infrastructure competition, particularly in areas with limited infrastructure such as regional Australia, will be delayed or lost. 

Telstra’s interest in Foxtel

Telstra’s 50 per cent ownership of Foxtel also concerns the Commission. Through its partial ownership of Foxtel, Telstra has the ability to veto supply of pay TV channels by Foxtel to other networks. This places Telstra in the unique position of controlling important inputs of supply for its potential and actual broadband network competitors, and for pay TV operators competing against Foxtel (on the Telstra HFC network). 

An example of the effect of Telstra’s commercial interest in Foxtel is that Telstra was only prepared to allow supply of pay TV content to one of its telecommunications competitors (Optus) if Telstra was also able to bundle Foxtel’s pay TV service.  This is even though Foxtel had identified the content supply arrangements with Optus to be in Foxtel’s commercial interest.

Further, the Commission expects that digitisation of the Telstra/Foxtel HFC network will provide increased opportunities for Foxtel to provide interactive pay TV services which can be increasingly competitive with Telstra’s communications services. For example, following digitisation, Foxtel will be able to provide data services like e-mail and internet access over its pay TV network. However, Telstra will have every incentive to restrict the development of such services by Foxtel where they would compete with services provided by Telstra. In so doing, a potential new source of competition in the future may therefore be diminished by Telstra’s ownership of Foxtel.

Leverage of market power into otherwise competitive markets

When incumbents retain substantial market power there is a real risk that they can use their advantaged position in one market to protect or extend their market power in that market or other markets (including markets for the provision of new services). There are a number of ways that incumbents may use their market power, such as targeted price cutting and seeking to disadvantage other firms in the supply of key inputs.

A number of service providers have raised concerns about Telstra’s bundling conduct, which they allege involves Telstra using its advantage in the telephony and pay TV markets to restrict opportunities for its competitors, such as Hutchison’s new 3G mobile service. The introduction of new services can be ‘disruptive’ insofar as they have the potential to reduce Telstra’s market power to some extent.

The Commission is conscious of these potential problems, and has introduced formal information-collecting processes to monitor bundling conduct. Introduction of increased accounting separation and related requirements for imputation testing of Telstra’s services will assist in this regard. However, the information before the Commission does not indicate that bundling conduct is currently of sufficient concern that the government needs to formulate a specific legislative response, such as requiring an up-front competition assessment before new bundled offerings can be introduced. However, the Commission will continue to monitor bundling conduct, and will comment further to the government if required. 

Ensuring access regulation is as effective as possible and commercially-negotiated access is as efficient as possible

The Commission remains committed to ensuring that the administration of access regulation is timely and effective. To this end, an independent review of the Commission’s processes was undertaken and last year released guidelines reflecting the outcomes of this review. Recent legislative amendments will enhance the effectiveness of access regulation.

However, there are two issues relating to access to telecommunications infrastructure that concern the Commission, both of which are discussed in this report. 

First, as noted above, Telstra’s part ownership of Foxtel results in strong incentives to prevent or restrict other pay TV businesses or channels from gaining access to Telstra’s HFC network. Effective access to the Telstra/Foxtel HFC network for the provision of pay TV services is yet to occur, notwithstanding continuing arbitrations before the Commission. While Telstra and Foxtel have offered access undertakings, which the Commission is currently assessing, it is pertinent that they only chose to offer these to assist in meeting the Commission’s concerns about the content supply agreements. Some of these undertakings could have been offered to the Commission when disputes about access to the analogue pay TV service first arose, in 1999 and 2000. 

Second, FTA broadcasters have raised concerns about not being allowed access to pay TV subscribers for the provision of FTA services over digital pay TV networks, when such networks are introduced. The Commission is monitoring current negotiations between FTA broadcasters and Foxtel for transmission of FTA services on the Telstra/Foxtel HFC and satellite network. At this stage, the Commission does not believe action is required by the government in relation to this issue.

The Commission’s recommendations

The Commission has made a series of recommendations which it believes will promote the infrastructure-based competition that is required to ensure the development of a competitive environment for the delivery of telecommunications and pay TV services.

A summary of the key recommendations follows. The Commission then provides a more detailed explanation of the reasons for these recommendations in the next section.

Table of recommendations

	Issue
	Key recommendations

	A. Telstra’s ownership of an HFC network and Foxtel

Chapter 4
	1. The Commission recommends that the government introduce legislation requiring Telstra to:

· divest the HFC network in full, and

· divest its 50 per cent shareholding in Foxtel

unless it can be shown that the costs of such divestiture outweigh the benefits flowing from the increased competition that divestiture would promote.

	B. Regulation of FTA and pay TV broadcasting

Chapter 5
	2. The Commission believes that there is a strong case for bringing forward the review of the moratorium on the number of commercial FTA licences. As the media regulations cannot be examined in isolation, the Commission recommends the government conduct an ‘across-the-board’ review of the regulations applying to the media sector, in particular those that have a direct impact upon competition. These include regulations that apply to multi-channelling, datacasting and anti-siphoning.

	C. Access to pay TV content for pay TV networks

Chapter 6
	3. The Commission recommends that the government introduce legislation to increase access to pay TV content for broadband networks. 

	D. Access to carriage for FTA retransmission

Chapter 7
	4. At this stage the Commission does not recommend any regulatory intervention relating to access to digital pay TV networks for the delivery of digital FTA services or interactive services. 

	E. Bundling of telecommunications and other services

Chapter 8
	5. At this stage no amendments are recommended to the current legislative provisions that apply to bundling conduct. However, it is recommended that where pay TV services are provided as part of a bundled telecommunications offering, the Telecommunications Industry Ombudsman be given jurisdiction to investigate complaints about the provision of the pay TV service.
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